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Introduction and Scope 
This document articulates all guidance that have been drafted for banks in the UAE 
with regards to capital. 

 
The Guidance is based closely on requirements of the framework for capital 
adequacy developed by the Basel Committee on Banking Supervision. 

 
This Guidance should be read in conjunction with the associated Standards issued by 
the Central Bank (Standards re Capital Adequacy of Banks in the UAE – December 
2022). 
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I. Tier Capital Supply 
 

Introduction 

This guidance explains how banks can comply with the Tier Capital Supply Standard. It 
must be read in conjunction with the Capital Regulation and Standards for Capital 
Adequacy of Banks in the UAE. Guidance regarding Minimum Capital Requirement and 
Capital buffer as stated in the document have to be followed by all banks for the 
purpose of regulatory compliance. 

 

1. To help and ensure a consistent and transparent implementation of Capital supply 
standards, Central Bank will review and update this guidance document periodically. 

 

2. The guidance document has structured into six main sections 

1. Scope of Application 
2. Eligible capital 
3. Regulatory adjustments 
4. Threshold deductions 
5. Significant investment in commercial entities 
6. Frequently Asked Questions 

 
1. Scope of Application 

 
3. “Financial activities” do not include insurance activities and “financial entities” do not 
include insurance entities. 

 

4. Examples of the types of activities that financial entities might be involved in include 
financial leasing, issuing credit cards, portfolio management, investment advisory, custodial and 
safekeeping services and other similar activities that are ancillary to the business of banking 

 
Treatment of investment in Insurance Entities 

 

5. Insurance subsidiaries are to be deconsolidated for regulatory capital purposes (i.e. all 
equity, assets, liabilities and third-party capital investments in such insurance entities are to be 
removed from the bank’s balance sheet) and the book value of the investment in the subsidiary 
is to be included in the aggregate investments. 

 

6. Investments in the capital of insurance entities where the bank owns more than 10% of 
the insurance entity’s common share capital will be subject to the “Threshold deductions” 
treatment. Amounts below the threshold that are not deducted are to be risk weighted at 250 %. 

(Investments in insurance entities wherein ownership is greater than 10% will also include 
insurance subsidiaries) 
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2. Eligible capital 

 
Accumulated other comprehensive income and other disclosed reserve 

 
7. For unrealized fair value reserves relating to financial instruments to be included in CET1 
capital banks and their auditor must only recognize such gains or losses that are prudently valued 
and independently verifiable (e.g. by reference to market prices). Prior prudent valuations, and 
the independent verification thereof, are mandatory. 

8. The amount of cumulative unrealized losses arising from the changes in fair value of 
financial instruments, including loans/financing and receivables, classified as “available-for-sale” 
shall be fully deducted in the calculation of CET1 Capital. 

9. Revaluation reserves or cumulative unrealized gains shall be added to CET 1 with a 
haircut of 55%. 

10. The amount of cumulative unrealized gains arising from the changes in the fair value or 
revaluation of bank’s own premises and real estate investment are not allowed to be included as 
part of Asset Revaluation reserve for regulatory purposes. 

11. IFRS9 will be implemented during 2018. Banks that are impacted significantly from the 
implementation of IFRS9 may approach the Central Bank to apply for a transition period for the 
IFRS9 impact. Such applications will be analysed and considered on a case-by-case basis. 

 

Retained Earnings 
 

12. The amount reported under accumulated retained earnings (5.1.4.1) should be as per the 
audited financial statement at year end and should remain the same for the entire financial year. 

13. Current financial year’s/quarter’s profits can only be taken into account after they are 
properly audited/ reviewed by the external auditors of the bank. Current financial years /quarter’s 
loss if incurred have to be deducted from the capital. 

14. Dividend expected/ proposed for the financial year should be reported under 5.1.4.3 and 
will be deducted from Retained Earnings/ (Loss) (5.1.4). Expected dividend applies only for Q4 
until dividend is actually paid. 

15. The dividend deduction must be updated based on each of the following events, if the 
amount changes, after Annual General meeting, or the approval from the Central Ban, or the 
release of the Financial Statements by the auditors. 

16. Other adjustments to the Retained Earnings includes 

a. Prudential filter: Partial addback of ECL in accordance with the Regulation Regarding 
Accounting Provisions and Capital Requirements - Transitional Arrangements should be 
reported under 5.1.4.4 IFRS transitional arrangement. 
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b. CBUAE Regulatory deductions: 

i. Amount exceeding Large Exposure threshold: Any amount that is in violation of 
Large Exposure regulation of notice 300/2013 shall be deducted from the capital. 
Any amount deducted from CET1 under 5.1.4.5 of the BRF 95 due to a Large 
Exposure violation of notice no.226/2018 may be excluded for the calculation of 
risk weighted assets. However, amounts that are not deducted must be included 
in risk weighted assets. Furthermore, any counterparty credit risk (under CR2a) 
associated with such exposure must remain included in the calculation of risk 
weighted asset. 

ii. Loans to directors: The circular 83/2019 on Corporate Governance regulations for 
Banks, under the article (6) “Transaction with Related parties” requires if the 
transaction with the related parties are not provided on arm’s length basis, then on 
general or case by case basis, deduct such exposure from capital. The deduction 
should be reported under 5.1.4.5 of the BRF 95. 

 

Capital Buffers - Countercyclical Buffer 
 

17. The buffer for internationally active banks will be a weighted average of the buffers 
deployed across all the jurisdictions to which it has credit exposures. The buffer that will apply to 
each bank will reflect the geographic composition of its portfolio of credit exposures. When 
considering the jurisdiction to which a private sector credit exposure relates, banks should use, 
where possible, an ultimate risk basis; i.e. it should use the country where the guarantor of the 
exposure resides, not where the exposure has been booked. 

18. Banks will have to look at the geographic location of their private sector credit exposures 
(including non-bank financial sector exposures) and calculate their countercyclical capital buffer 
requirement as a weighted average of the buffers that are being applied in jurisdictions to which 
they have an exposure. Credit exposures in this case include all private sector credit exposures 
that attract a credit risk capital charge or the risk weighted equivalent trading book capital charges 
for specific risk and securitisation. 

19. The weighting applied to the buffer in place in each jurisdiction will be the bank’s total 
credit risk charge that relates to private sector credit exposures in that jurisdiction, divided by the 
bank’s total credit risk charge that relates to private sector credit exposures across all jurisdictions. 
Banks must determine whether the ultimate counterparty is a private sector exposure, as well as 
the location of the “ultimate risk”, to the extent possible. 

20. The charge for the relevant portfolio should be allocated to the geographic regions of the 
constituents of the portfolio by calculating the proportion of the portfolio’s total credit exposure 
arising from credit exposure to counterparties in each geographic region. 

Please refer to Question 15 of the FAQs below for further guidance and examples of 
countercyclical buffers. 
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3. Regulatory adjustments 

Goodwill and Other Intangibles 
 

21. Intangible assets typically do not generate any cash flows and hence their value, when a 
bank is in need of immediate additional capital to absorb losses, is uncertain. For this reason, all 
intangible assets are deducted from CET1 (5.1.8.1). 

22. From regulatory perspective, goodwill and intangible assets have the same meaning as 
under IFRS. 

23. Capitalized software costs that is not “integral to hardware” is to be treated as an intangible 
asset and software that is “integral to hardware” is to be treated as property, plant and equipment 
(i.e. as a fixed asset). 

24. The amount of intangible assets to be deducted should be net of any associated deferred 
tax liability (DTL) that would be extinguished if the asset became impaired or derecognised under 
the applicable accounting standards. 

25. Goodwill and intangible assets that are deducted from CET1, they are excluded from the 
calculation of RWA for credit risk exposure value. 

 

Deferred Tax Assets 
 

26. Deferred tax assets (DTAs) typically arise when a bank: 

 
 suffers a net loss in a financial year and is permitted to carry forward this loss to offset 

future profits when calculating its tax bill (net losses carried forward) 
 has to reduce the value of an asset on the balance sheet, but this 'loss in value' is not 

recognised by the tax authorities until a future period (temporary timing difference) 

 
27. DTAs arising from net losses carried forward have to be deducted in full from a bank's 
CET1 (5.1.8.2). This recognises that their value can only be derived through the existence of 
future taxable income. On the other hand, a DTA relying on future profitability and arising from 
temporary timing differences is subject to the 'threshold deduction rule' (5.1.9.2). 

4. Threshold Deduction 

 
28. The purpose of calculating the threshold is to limit the significant investments in the 
common shares of unconsolidated financial institutions (banks, insurance and other financial 
entities) and deferred tax assets (arising from temporary differences) to 15% of the CET1 after all 
deduction (Deduction includes regulatory deductions and the amount of significant investments 
in the common shares of unconsolidated financial institutions and deferred tax assets in full). 

29. Therefore, significant investments in the common shares of unconsolidated financial 
institutions and deferred tax assets may receive limited recognition of 10% CET1 individually (CET 
after regulatory adjustment outlined in section 3 of the Tier Capital Supply Standard). 

30. The amount that is recognised will receive risk weight of 250% and the remaining amount 
will be deducted. See Appendix 5 for example.
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5. Significant investment in commercial entities 

31. For purposes of this section, 'significant investments' in a commercial entity is defined as 
any investment in the capital instruments of a commercial entity by a bank which is equivalent to 
or more than 10% of CET 1 of the bank (after application of regulatory and threshold deduction). 

See Appendix 3 for an example. 

6. Frequently Asked Questions 

 

Question 1: When will the Standards, Guidance and Template with regards to Solo reporting be 
issued by the Central Bank? 
The Central Bank will issue all related material regarding Solo reporting during 2020. Formal 
communication will be issued in advance. 

Question 2: What is meant by the book value of an investment? 
The book value of an investment shall be in accordance with the applicable accounting framework 
(IFRS). This valuation must be accepted by an external auditor. 

Question 3: Are capital shortfalls of non-consolidated insurance companies to be deducted from 
CET1? 
Yes, any capital shortfall on a company has to be deducted. 

Question 4: If the Bank meets minimum CET1 ratios can the excess CET1 also be counted to meet 
AT1 and Total CAR? 
Yes. 

Question 5: Please clarify whether minority interest related to any other regulated financial entity 
(which is not a bank) should be included or not. 
Only minority interest of the subsidiary that are subject to the same minimum prudential standards 
and level of supervision as a bank be eligible for inclusion in the capital. 

Question 6: Is the bank able to include the profit & loss in the year-end CAR calculation before the 
issuance of the audited financial statements? 
Bank may include interim profit/ yearend profit in CET1 capital only if reviewed or audited by 
external auditors. Furthermore, the expected dividend should be deducted in Q4. 

Question 7: Is subordinated Debt currently considered Tier 2 as per Basel III, hence no 
amortization is required? 
Grandfathering rule plus amortization in last 5 years - refer to Standards for Capital Adequacy of 
banks in UAE, Tier Capital Supply Standard- paragraph 27 (iv)(b) . Reference should also be 
made to the Tier Capital Instruments Standards. 

Question 8: Do dividends need to be deducted from CET1 after the proposal from the Board or 
after Central Bank approval or after approval from shareholders at the Annual General Meeting? 
Please refer to Question 6 
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Question 9: How do you treat goodwill and intangible assets arising on an insurance subsidiary? 
Should it be considered since the standards mentions insurance subsidiaries are to be completely 
deconsolidated and hence there will be no goodwill? 
Goodwill and other intangible must be deducted in the calculation of CET1. In particular deduction is also 
applied to any goodwill included in the valuation of significant investments in the capital of banking, financial 
and insurance entities that are outside the scope of consolidation. 

 
Question 10: Subsidiaries which are used for providing manpower services at cost, should these 
be classified as commercial entities or financial entities? 
A non-financial sector entity is an entity that is not: 

a) a financial sector entity; or 
b) a direct extension of banking; or 
c) ancillary to banking; or 
d) leasing, factoring, the management of unit trusts, the management of data processing 

services or any other similar services" 

 
Question 11: Obtain an understanding to the timeline by when the Central Bank may advise specific 
Banks of specific countercyclical buffers? 
The underlying process for the implementation of countercyclical buffers will be set and 
communicated during 2018. 

 

Question 12: Criterion 4 for Additional Tier 1 capital. Can the Central Bank give additional guidance 
on what will be considered to be an incentive to redeem? 
The following list provides some examples of what would be considered to be an incentive to 
redeem: 

 
A call option combined with an increase in the credit spread of the instrument if the call is not 
exercised. 

 

A call option combined with a requirement or an investor option to convert the instrument into 
shares if the call is not exercised. 

 

A call option combined with a change in reference rate where the credit spread over the second 
reference rate is greater than the initial payment rate less the swap rate (ie the fixed rate paid to 
the call date to receive the second reference rate). For example, if the initial reference rate is 
0.9%, the credit spread over the initial reference rate is 2% (ie the initial payment rate is 2.9%), 
and the swap rate to the call date is 1.2%, a credit spread over the second reference rate greater 
than 1.7% (2.9-1.2%) would be considered an incentive to redeem. 

 
Conversion from a fixed rate to a floating rate (or vice versa) in combination with a call option 
without any increase in credit spread will not in itself be viewed as an incentive to redeem. 
However, as required by criteria 5, the bank must not do anything that creates an expectation that 
the call will be exercised. 

 
The above is not an exhaustive list of what is considered an incentive to redeem and so banks 
should seek guidance from Central Bank on specific features and instruments. Banks must not 
expect Central Bank to approve the exercise of a call option for the purpose of satisfying investor 
expectations that a call will be exercised. 
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Question 13: Criteria 4 and 5 for Additional Tier 1 capital. An instrument is structured with a first 
call date after 5 years but thereafter is callable quarterly at every interest payment due date (subject 
to supervisory approval). The instrument does not have a step-up. Does instrument meet criteria 4 
and 5 in terms of being perpetual with no incentive to redeem? 
Criterion 5 allows an instrument to be called by an issuer after a minimum period of 5 years. It 
does not preclude calling at times after that date or preclude multiple dates on which a call may 
be exercised. However, the specification of multiple dates upon which a call might be exercised 
must not be used to create an expectation that the instrument will be redeemed at the first call 
date, as this is prohibited by criterion. 

 

Question 14: Can an option to call the instrument after five years but prior to the start of the 
amortisation period viewed as an incentive to redeem? 
No, it can’t be viewed as an incentive to redeem. 

 
Question 15: With regards to countercyclical buffer, what are “private sector credit exposures”? 
What does “geographic location” mean? How should the geographic location of exposures on the 
banking book and the trading book be identified? What is the difference between (the jurisdiction 
of) “ultimate risk” and (the jurisdiction of) “immediate counterparty” exposures? 
“Private sector credit exposures” refers to exposures to private sector counterparties which attract 
a credit risk capital charge in the banking book, and the risk weighted equivalent trading book 
capital charges for specific risk, the incremental risk charge, and securitisation. Interbank 
exposures and exposures to the public sector are excluded, but non-bank financial sector 
exposures are included. The geographic location of a bank’s private sector credit exposures is 
determined by the location of the counterparties that make up the capital charge, irrespective of 
the bank’s own physical location or its country of incorporation. The location is identified according 
to the concept of “ultimate risk”. The geographic location identifies the jurisdiction that has 
announced countercyclical capital buffer add-on rate is to be applied by the bank to the 
corresponding credit exposure, appropriately weighted 
The concepts of “ultimate risk” and “immediate risk” are those used by the BIS' International 
Banking Statistics. The jurisdiction of “immediate counterparty” refers to the jurisdiction of 
residence of immediate counterparties, while the jurisdiction of “ultimate risk” is where the final 
risk lies. For the purpose of the countercyclical capital buffer, banks should use, where possible, 
exposures on an “ultimate risk” basis. 
For example, a bank could face the situation where the exposures to a borrower is in one 
jurisdiction (country A), and the risk mitigant (e.g. guarantee) is in another jurisdiction (country B). 
In this case, the “immediate counterparty” is in country A, but the “ultimate risk” is in country B. 
This means that if the bank has a debt claim on an investment vehicle, the ultimate risk exposure 
should be allocated to the jurisdiction where the vehicle (or if applicable, its parent/guarantor) 
resides. If the bank has an equity claim, the ultimate risk exposure should be allocated 
proportionately to the jurisdictions where the ultimate risk exposures of the vehicle resides. 
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Appendix 

Appendix 1: Banking, Securities, insurance and other financial entities - Significant 
investment (ownership in the entity more than 10%) 

 

Significant investment (ownership in the entity more than 10% ) 

 
Entity 

 

Entity 
activity 

 

Investment 
Classification 

 

Listed/ 
Unlisted 

Bank's 
ownership in 

the entity 
(% of Holding) 

 

Investment 
Amount 

A Banking Banking Book Listed 40% 60 

B Insurance Banking Book Listed 18% 35 

C Securities Banking Book Unlisted 16% 28 

D Banking Trading Book Listed 11% 18 

a. Total significant investment (Banking, Securities, insurance and 
other financial entities) 

 

141 

b. Bank's CET1 (after applying all the regulatory deduction except section 
3.9 and 3.10 of the Tier Capital Supply Standard) 

 
1000 

c. Limit (10 % of bank's CET1) 100 

d. Amount to be deducted from bank's CET1 41 

e. Amount not deducted to considered for aggregate threshold deduction 100 

 
The remaining amount of 100 is to be distributed amongst the investments on a pro rata / proportionate 
basis and risk weighted at 250% (assuming no threshold deduction apply).The total of 250 RWA (100 
*250%) will be distributed as follows. 

 

 
 

Entity 

 
Investment 
Classification 

 
Investment 
Amount 

 
as a % of all 
such 
investment 

Calculation of 
amount not 
deducted to be risk 
weighted 

 
Risk 

weight 

 
 

RWA 

 
 

Section 

A Banking Book 60 42% 43 (100 x 43%) 250% 106.38 Credit Risk 

B Banking Book 35 25% 25 (100 x 25%) 250% 62.06 Credit Risk 

C Banking Book 28 20% 20 (100 x 20%) 250% 49.65 Credit Risk 

D Trading Book 18 13% 13 (100 x 13%) Equity Risk - Market risk section 

 141 100% 100  
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Appendix 2: Banking, Securities, insurance and other financial entities - Investment 
with ownership not more than 10% 

 
 

Investment (ownership not more than 10%) 

 
Entity 

 
Entity activity 

 

Investment 
Classification 

 

Listed/ 
Unlisted 

Bank's 
ownership in 

the entity 
(% of Holding) 

 

Investment 
Amount 

 
E 

 
Banking 

Banking 
Book 

 
Listed 

 
10% 

 
50 

 
F 

 
Banking 

Trading 
Book 

 
Listed 

 
3% 

 
11 

 
G 

 
Securities 

Banking 
Book 

 
Unlisted 

 
8% 

 
40 

 
H 

 
Insurance 

Banking 
Book 

 
Listed 

 
2% 

 
9 

a.Total investment (Banking, Securities, insurance and other financial 
entities) 

 

110 

b. Bank's CET1 (after applying all the regulatory deduction except 
section 3.9 and 3.10 of the Tier Capital Supply Standards) 

 
1000 

c. Limit (10% of bank's CET1) 100 

d. Amount to be deducted from bank's CET1 (a-c) 10 

e. Amount not deducted to be risk weighted (Remaining amount) (a-d) 100 
 

The remaining amount of 75 is to be distributed amongst the investments on a pro rata / 
proportionate basis and risk weighted as stated below 

 

 
Entity 

Investment 
Classification 

Invest 
ment 
Amount 

as a % of all 
such 
investment 

Calculation of 
amount not 
deducted to be risk 
weighted 

Listed/ 
Unlisted 

 
Risk weight 

 

RWA 

 

Section 

 Banking   45.50 (100 x   34.5 Credit 
E Book 50 45.5% 45.5 %)  Listed 100% 0 Risk 

 Trading   10 (100 x  Equity Risk - Market risk 
F Book 11 10.0% 10.00%)  Listed section     

 
G 

Banking Book  
40 

 
36.4% 

36.4 (100 
36.4%) 

x Unlist 
ed 

 
150% 

40.5 
0 

Credit 
Risk 

 
H 

Banking 
Book 

 
9 

 
8.2% 

8.2 (100 
8.2%) 

x  
Listed 

 
100% 

 
6.00 

Credit 
Risk 

 110 100% 100  
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Appendix 3: Significant investments in commercial entities. 
 

Individual Investment Limit Check and its treatment 

Bank's CET1 (after applying all the regulatory and threshold deduction) 1000 

Individual Limit (10% of bank's CET1D) 100 

 

Step 1: Individual Limit check 
 

Significant investments in commercial entities 

 
 

Entity 

 
Entity 
activity 

 
Investment 
Classification 

 
Listed/ 
Unlisted 

 
Investment 
Amount 

Amount 
as a % 
of 
bank's 
CET1 

 
Significant 
Investment 

Amount 
to RW 
at 
952% 

 
Remaining 
amount 

I Commercial Banking Book Listed 140 14% Yes 40 100 

J Commercial Banking Book Listed 120 12% Yes 20 100 

K Commercial Banking Book Unlisted 110 11% Yes 10 100 

L Commercial Banking Book Listed 115 12% Yes 15 100 

M Commercial Banking Book Listed 75 8% No  75 

N Commercial Banking Book Listed 45 5% No  45 

O Commercial Banking Book Listed 50 5% No  50 

 655  85 570 

Risk weighting at 952% on account of 10% threshold on individual basis is 85. 

Step 2: Aggregate Limit check 

Aggregate of remaining amount of investments after 10% deduction 
(entity I,J,K,L,M,N & O) 

 
570 

Aggregate Limit (25% of bank's CET1) 250 

The amount to be risk-weighted at 952% based on the 25% threshold on 
aggregate basis 

 
250 

Remaining amount of investments to be risk-weighted under the applicable risk 
weighting rules (100% RW for listed and 150% unlisted) 

320 

 

Total amount to be risk weighted at 952%: 335 (85 + 250) 
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Appendix 4: Minority interest illustrative example 

This Appendix illustrates the treatment of minority interest and other capital issued out of 
subsidiaries to third parties, which is set out in section 2.7 of the Tier Capital Supply Standard 
(Paragraph 35 to 41). 

A banking group consists of two legal entities that are both banks. Bank P is the parent, Bank S 
is the subsidiary, and their unconsolidated balance sheets are set out below 

 

Bank P Balance sheet 
Amount 
(AED) 

Bank S Balance sheet 
Amount 
(AED) 

Assets  Assets  
150 Loan to customers 100 Loan to customers 

Investment in CET 1 of Bank S 7  

Investment in AT1 of Bank S 4  

Investment in T2 of Bank S 2  

Total Assets 113 Total Assets 150 

Liabilities and Equities  Liabilities and Equities  

Depositors 70 Depositors 127 

Common Equity (CET1) 26 Common Equity (CET1) 10 

Additional Tier1 (AT1) 7 Additional Tier1 (AT1) 5 

Tier 2 10 Tier 2 8 

Total Liabilities and Equities 113 Total Liabilities and Equities 150 

 

The balance sheet of Bank P shows that in addition to its loans to customers, it owns 70% of the 
common shares of Bank S, 80% of the Additional Tier 1 of Bank S and 25% of the Tier 2 capital 
of Bank S. The ownership of the capital of Bank S is therefore as follows: 

 

Capital issued by Bank S 

 Amount Issued to 
Parent 

Amount Issued 
to third party 

Total 

Common Equity (CET1) 7 3 10 

Additional Tier1 (AT1) 4 1 5 

Tier 1 11 4 15 

Tier 2 2 6 8 

Total Capital (TC) 13 10 23 



 

14  

CBUAE Classification: Public 

The consolidated balance sheet of the banking group is set out below: 
 

Consolidated Balance sheet of Bank P 

Assets Amount (AED) 

Loan to customers 250 

Total Assets 250 

 
Liabilities and Equities 

 

Depositors 197 

Common Equity (CET1) 26 

Additional Tier1 (AT1) 7 

Tier 2 10 

Minority Interest 
 

Common Equity (CET1) 3 

Additional Tier1 (AT1) 1 

Tier 2 6 

Liabilities and Equities 250 

For illustrative purposes, Bank S is assumed to have risk-weighted assets of 100. In this example, 
the minimum capital requirements of Bank S and the subsidiary’s contribution to the consolidated 
requirements are the same since Bank S does not have any loans to Bank P. This means that it 
is subject to the following minimum plus capital conservation buffer requirements and has the 
following surplus capital: 

 

Minimum and surplus capital of Bank S 

Capital 
Minimum plus Capital 
conservation Buffer 

Surplus 

CET1 (7% + 2.5%) of 100 = 9.5 
0.50 

(10- 9.5 ) 

 

T1 
 

(8.5%+ 2.5%) of 100 = 11 
4.00 
(10+5-11) 

TC (10.5% +2.5%) of 100 = 13 
10 

(10+5+8 -13) 
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The following table illustrates how to calculate the amount of capital issued by Bank S to include 
in consolidated capital, following the calculation procedure set out in paragraphs 35 to 41 of the 
Tier Capital Supply Standards. 

 

Bank S: amount of capital issued to third parties included in the consolidated capital. 

 
 

Capital 

 
 

Total 
Amount 
Issued (A) 

 
 

Total Amount 
Issued to third 
party (B) 

 
 

Surplus (C) 

Surplus 
attributable to third 
parties (i.e. 
amount excluded 
from consolidated 
capital) 
(D) = ( C) * (B/A) 

 

Amount 
Included in the 
consolidated 
capital 
(E) = (B)-(D) 

CET1 10 3 0.5 0.15 2.85 

T1 15 4 4 1.07 2.93 

TC 23 10 10 4.35 5.65 

 

The following table summarizes the components of capital for the consolidated group based on 
the amounts calculated in the table above. Additional Tier 1 is calculated as the difference 
between Common Equity Tier 1 and Tier 1 and Tier 2 is the difference between Total Capital and 
Tier 1. 

 

Bank S: amount of capital issued to third parties included in the consolidated capital. 

 
 

Capital 

Total amount issued by 
Parent (all of which is to be 

included in consolidated 
capital) 

Amount issued by 
subsidiaries to third parties 

to be included in the 
consolidated capital 

Total amount of capital 
issued by parent and 

subsidiary to be 
included in the 

consolidated capital 

CET1 26 2.85 28.85 

AT1 7 0.08 7.08 

T1 33 2.93 35.93 

T2 10 2.72 12.72 

TC 43 5.65 48.65 
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Amount below 10% of CET1C 

70 

Aggregate the amount below 10% threshold 

140 (70+70) 

Calculate 17.65 % of CET1* 
CET1* = 400 (1000-300-150-150) or 

CET1* = CET1 D (700-80-80) – Aggregated amount below 10% threshold 
(140) 

Excess over 
10% of CET1 

C: 

Deduct from 
CET1C 

Appendix 5: Threshold Deduction 

This Appendix is meant to clarify the reporting of threshold deduction and calculation of the 10% 
limit on significant investments in the common shares of unconsolidated financial institutions 
(banks, insurance and other financial entities); and the 10% limit on deferred tax assets arising 
from temporary differences. 

 

CET1 Capital (prior to regulatory deductions) 1000 

Regulatory deductions: 300 

Total CET1 after the regulatory adjustments above (CET1C) 700 

Total amount of significant investments in the common share of banking, financial 
and insurance entities 

 
150 

Total amount of Deferred tax assets arising from temporary differences 150 

 

 
 
 
 
 
 
 

 
*This is a “hypothetical” amount of CET1 that is used only for the purpose of determining the 
deduction of above two items for the aggregate limit. Amount of CET1 = Total CET1 (prior to 
deduction) – All the deduction except the threshold deduction (i.e. all deduction outlined in para 
44 to 68 of the Tier Capital Supply Standards) minus the total amount of both DTA that rely on 
future profitability and arise from temporary difference and significant investments in the 
unconsolidated financial institutions. 

DTA that rely on future profitability 
and arise from temporary difference 

150 

Amount below 10% of CET1C 

70 

Excess over 
10% of CET1 

C: 

Deduct from 
CET1C 

Significant investments in the 
unconsolidated financial institutions 

150 

Risk Weight (250%) 

70.60 

Aggregate amount 
below 17.65% of CET1* 

Deduct from CET1 D 

69.40 (140-70.60) 

Aggregate amount 
above 17.65% of CET1* 
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Appendix 6: Effective Countercyclical Buffer 

Assume a bank has the following capital ratios 
 

Capital Base Minimum Capital 
Requirements 

Bank's Capital Ratio 

Common Equity Tier 1 Capital Ratio 7.00% 9.50% 

Tier 1 Capital Ratio 8.50% 0.00% 

Tier 2 Capital Ratio 2.00% 4.00% 

Total Capital Ratio 10.50% 13.50% 

 

From the above table, the bank has fulfilled all minimum capital requirements. In addition, the 
bank has to meet the additional capital buffers: 

 

Capital Conservation Buffer (CCB) 2.50% 

Countercyclical Buffer 0.00% 

D- SIB 1.00% 

Aggregated Buffer requirement (effective CCB) 3.50% 

 

The table below shows the adjusted quartiles accordingly: 
 

Freely available 
CET 1 Ratio 

Minimum Capital Conservation 
Ratios (expressed as a percentage of 

earnings) 

Within 1st quartile of buffer: 0.0 % - 0.875% 100 % 

Within 2nd quartile of buffer: > 0.875% - 1.75% 80 % 

Within 3rd quartile of buffer: > 1.75% - 2.625% 60 % 

Within 4th quartile of buffer: > 2.625% - 3.5% 40 % 

Above top of the buffer: > 3.5% 0 % 

 

As the bank does not have Additional Tier 1, the bank has to use 8.5% of its available CET1 to 
fulfill the minimum Tier 1 requirement of 8.5%. Only the proportion of CET1 that is not allocated 
to fulfill the minimum capital requirements is freely available to fulfill the buffer requirement. For 
this bank, 1% CET1 is freely available, because the bank already used 8.5% of its CET1 to fulfill 
the Tier 1 ratio. (9.5% available CET1 - 8.5% CET1 required to fulfill the Tier 1 minimum 
requirement of 8.5%). 

 
Impact: The bank breaches the effective CCB with 1% freely available CET1. Capital conservation 
is required by at least 80% of the bank’s earnings. Distributions to shareholders is limited to 
maximal 20% of the bank’s earnings (Central Bank approval of dividends still required). 
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II. Tier Capital Instruments 

 
I. Introduction 

1. This guidance explains how banks should comply with the Tier Capital Instruments 
Standard. It must be read in conjunction with the Capital Regulation and Standards for Capital 
Adequacy of Banks in the UAE. It also ensures that banks issue robust and simple Tier capital 
instruments. 

2. A bank needs to take into consideration the below points when issuing capital publicly or 
privately: 

 

a. The Central Bank expects that issuers will formulate the terms and conditions so that they 
are not complex, but as simple and as clear as possible. 

b. Prudential clauses of importance from a prudential point of view should not be written in 
italics. They should also not be worded in a way that makes it unclear whether they do 
actually apply (e.g. ‘it is expected that’, ‘if required by the regulation’, etc.). Terms and 
conditions must be worded clearly. 

c. The wording used must be in accordance with that in the Capital Standards/ Guidance. 
d. The text should avoid making references to ‘as determined by the bank’ or to regulatory 

reporting dates. All requirements must be fulfilled at any time. 
e. It is not desirable to specify the reference to say ‘under applicable law’ or ‘if required by 

the applicable banking rules’ when it is clear that legal requirements come directly from 
the Central Bank, Capital Regulation, Standards or as Guidance. 

f. A detailed list may easily create the impression that the list maybe exhaustive. The bank 
has to clearly note when a list is not exhaustive. 

Distributable Items: 

3. The definition of distributable items may change when the Central Bank introduces the 
solo level concept. 

Subordination: 
4. Additional Tier 1 instruments will rank below Tier 2 instruments by virtue of subordination. 
The instrument should not be subject to set-off or netting arrangements that would undermine the 
instrument's capacity to absorb losses. 

Redemption Notices: 
5. Where a notice has not been revoked as of the relevant date, it follows that a payment is 
due to the holder. Any non-payment thereafter may trigger an enforcement event. Any notice for 
redemption should become void and null as soon as the Central Bank declares that a PONV 
trigger event has occurred. 

Call of Instruments: 

a. Optional Call: 

The Central Bank does not prohibit the issuer to call the instrument at its option but only 
after a period of 5 years. 
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b. Regulatory Call: 

The Central Bank does not prohibit the issuer to call the instrument in case of a capital 
event so that they become or, as appropriate, remain, qualified regulatory capital. 
However, the amount in case of a capital event can be the outstanding amount or the 
amount that qualifies as regulatory capital, if some amount of the instrument is held by the 
issuer or whose purchase is funded by the issuer, save where such non-qualification is only 
as a result of any applicable limitation on the amount of such capital. 

c. Tax Call: 
The Central Bank does not prohibit the issuer to call the instruments in case of a tax event. 
A tax event may occur at any time on or after the issue date. A tax event can occur as a 
result of a change in the applicable tax treatment of the instrument. 

 
Note that both the optional call and the tax call require the Central Bank’s approval. 

 

Changes of Terms and conditions: 

a. Insignificant Changes to Terms and Conditions (Variation): 
The issuer may vary the terms and conditions of the instrument subject to the condition of 
redemption in the Tier capital instrument Standard. Variation of the terms and conditions of the 
instrument can occur on optional call regulatory call, or tax call. Changes must be legally 
enforceable. 

b. Significant Changes to Terms and Conditions: 
Significant changes to the terms and conditions of the instrument will require the approval of the 
holders. Every instrument that undergoes significant changes needs to meet all requirements of 
the Tier Capital Instruments Standard. 

 

Every instrument with changed terms and conditions need to be re-approved by the Central Bank 
by applying Stage 2 of the Approval Process in Appendix B of the Tier Capital Instruments 
Standard (Stage 1 of the Approval Process can be omitted in this case). 

 

Coupon Payments: 
6. No provision should link a change in payments to contractual, statutory or other 
obligations, as payments are fully discretionary. Payments should also not be linked to payments 
on other Additional Tier 1 instruments. 

Dividend and Redemption Restrictions: 

7. Dividend stopper arrangements that prevent for example dividend payments on common 
shares are not prohibited by the Central Bank. Furthermore, dividend stopper arrangements that 
prevent dividend payments on other Additional Tier 1 instruments are not prohibited by Central 
Bank. However, stoppers must not impede the full discretion that bank must have at all times to 
cancel distributions/payments on the instrument, nor must they act in a way that could hinder the 
recapitalization of the bank. For example, it would not be permitted for a stopper on an Additional 
Tier 1 instrument to: 

i. attempt to stop payment on another instrument where the payments on this other 
instrument were not also fully discretionary; 

ii. prevent distributions to shareholders for a period that extends beyond the point in time 
that dividends/coupons on the instrument are resumed; 

iii. impede the normal operation of the bank or any restructuring activity (including 
acquisitions/disposals). 

8. A dividend stopper may act to prohibit actions that are equivalent to the payment of 



 

20  

CBUAE Classification: Public 

dividend, such as the bank undertaking discretionary share buybacks. The dividend stopper will 
remain until one coupon following the dividend stopper date has been made in full or an amount 
equal to the same has been duly set aside or provided for in full for the benefit of the holders of 
the instrument. 

Maximum Distributable Amount (MDA): 

To further clarify the MDA’s calculation, below is an example of the calculation: 
 

Bank Capital Holdings 14.0% 

  

Bank Capital Requirements % 

  

CET1 7.0% 

AT1 1.5% 

Tier 2 2.0% 

Pillar 2 0.0% 

Capital Conservation Buffer 2.5% 

Countercyclical Buffer 0.000% 

D-SIB Buffer 1.5% 

Total 14.5% 

  

Combined Buffer 4.0% 

Quartile of Buffer 1.0% 

Bank Capital Gap 0.5% 

 

Quartile 1 Quartile 2 Quartile 3 Quartile 4 

0.0 1.0% 1.0% 2.0% 2.0% 3.0% 3.0% 4.0% 

 

The bank first will need to fulfill all minimum requirements. As the bank only has CET1 capital 
available, it needs to use CET1 capital to fulfill all minimum capital requirements 
(10.5%=7%+1.5%+2%). After fulfilling the minimum capital requirements, the bank has still 3.5% 
(=14.0%-10.5%) CET1 capital available to fulfill the combined buffer requirements of 4%. Hence, 
the Bank’s capital gap is 0.5%. 

 
From the table above 3.5% means that the bank is in the fourth of the buffer requirements. 
Therefore, the MDA is restricted to 60% of the bank’s earnings, which means the bank may 
distribute no other restrictions and limitations considered, up to 60% of the earnings in the form 
of dividend, Additional Tier 1 payments, and variable remuneration. 

 

Note that items considered to be distributions include dividends and share buybacks, 
discretionary payments on other Tier 1 capital instruments and discretionary bonus payments to 
staff. Payments that do not result in a depletion of CET1, which may for example include certain 
scrip dividends, are not considered distributions. 
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Note also that earnings are defined as distributable profits calculated prior to the deduction of 
elements subject to the restriction on distributions. Earnings are calculated after the tax, which 
would have been reported had none of the distributable items been paid. As such, any tax impact 
of making, such distributions are reversed out. Where a bank does not have positive earnings 
and has a CET1 ratio less than 9.5%, it would be restricted from making positive net distributions. 

Gross-up Clauses: 
 

Gross-up clauses for Additional Tier 1: 

9. Gross up clauses are acceptable only if: 

i. It is activated by decision of the local tax authority of the issuer and not the investor, 
ii. The increased payments do not exceed distributable items, 
iii. The gross-up is in relation to the dividend and not the principal. 

 

Gross up Clauses for Tier 2: 
10. The second condition related to distributable items is not relevant for Tier 2 instruments, 
as Tier 2 coupons are not restricted by the amount of available distributable items. Therefore, Tier 
2 gross-up clauses can be considered as acceptable if they are activated by a decision of the 
local tax authority of the issuer, and if they relate to dividend and not on principal. The other two 
conditions on gross-up clauses are, however, activation is still required by a local tax authority of 
the issuer and not the investor, and the gross-up is in relation to the dividend payments only not 
principal. 

Point of Non-Viability (PONV): 
11. The issuance of any new shares as a result of the Point of Non-Viability must occur prior 
to any public sector injection of capital so that the capital provided by the public sector is not 
diluted. 

Further guidance on grandfathering: 

12. If a Tier 2 instrument eligible for grandfathering begins its final five-year amortisation 
period prior to 1st January 2018, the base for grandfathering in this case must take into account 
the amortised amount, not the full nominal amount. As for the rate, if a Tier 2 instrument eligible 
for grandfathering begins its final amortisation period on 1st January 2018, then individual 
instruments will continue to be amortised at a rate of 20% per year while the grandfathering cap 
will be reduced at a rate of 10% per year. Note that each tranche needs to be treated as a separate 
tranche. 

Amortisation of Tier 2 instruments: 

13. During the last 5 years of the eligibility before maturity, the eligibility of Tier 2 instruments 
is written down by 20% per year, i.e. the eligible amount is calculated by multiplying: 

i. The nominal amount of the instruments on the first day of the final five year period of their 
contractual maturity divided by the number of calendar days in that period; 

ii. The number of remaining calendar days until the contractual maturity of the instruments. 
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Documents required to be submitted for the application to issue new Tier Capital 
Instruments 

1. The CN-01 form should be completed, filled and signed by the bank's Chief Executive Officer 
(CEO), Chief Financial Officer (CFO), Head of Internal Audit, Head of Compliance and Head 
of Risk. 

2. Full terms and conditions, together with the risk factors relating to the instrument. 
i. Instruments of Islamic banks issued through an SPV must also provide the contract 

between the bank and the SPV 
3. Shareholder Approval: 

i. Tier capital instruments require shareholder approval. 
ii. The approval shall relate to an issuance of the specific planned Tier capital instrument 

(Additional Tier 1 or subordinated Tier 2). Moreover, the approval should clearly mention 
that the instrument is subordinated; coupon payments may not be paid under certain 
circumstances, and contains a Point of Non-Viability (PONV) condition. 

4. Legal opinion letters: 
i. Legal Opinion of an independent appropriately qualified and experienced lawyer that the 

terms and conditions are compliant with the requirements detailed in the Capital 
Regulations, Standards and Guidance. 

ii. Legal opinion of an independent appropriately qualified and experienced lawyer that the 
obligations contained in terms and conditions will constitute legal, valid, binding and 
enforceable obligations. 

iii. Legal opinion of an independent appropriately qualified and experienced lawyer that the 
Self-Assessment of the issuing bank meets the Conditions and the Capital Regulations 

5. Capital planning and forecast: 
The Business as Usual (BAU) case should be formulated, such as: 

a) Amount of assumed issuance and the expected issuance date (e.g. Q1 2018). 
b) Capital structure: % in CET1, AT1, Tier 2 and deductions (using Basel 3 capital 

components) 
c) Five (5) year forecast of the Balance sheet, Profit & loss P&L, Risk Weighted Assets RWA. 
d) Amortization of Tier Capital Issuances: Subordinated Tier 2 in the last 5 years prior to 

maturity and AT1 Instruments, if they fall under a grandfathering rule, for example, 10% 
per year. 

e) Key assumptions and analysis (e.g. on balance growth, asset structure, conversation 
factors CCF for off balance, operational and market risk, total assets growth, of which 
businesses that will be the main driver for such growth) and CRWA (i.e. on balance sheet 
exposure in different industry) in numerical as well as qualitative aspect. 

6. Stress Testing Scenarios: 
The Stress Testing should be submitted in form of a presentation including the underlying data in 
Excel sheet. 
Two Scenarios should be provided as part of the presentation: 

a) Top 2 customers defaulting (point in time analysis permitted: End of Year): Definition of 
top 2 customers; name of top 2 customers; exposure (including on and off balance 
exposures); what type of eligible collateral and value of collateral, with two sub-scenarios: 

i. With average provisioning level of similar assets, and 
ii. 75% provisioning level 

b) Central Bank’s Macro-Economic Stress Test 

 Assumptions and results of the latest Macroeconomic stress tests performed by the 
Central Bank. 
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7. Non-Funding Notice: Neither the bank nor a related party over which the bank exercises 
control or significant influence can have purchased the instrument, nor can the bank directly 
or indirectly have funded the purchase of the instrument. 

Private Placements 

 Offer letter is required for private placements, including risk factors and the bank's financial 
and risk situation. 

 Market Conformity Analysis: The bank has to provide evidence on why the pricing of the 
instrument conforms to the market rate. 

 

II. Frequently Asked Questions (FAQ) 

Question 1: The last bullet point mentions “Liability accounted instruments must set the 
loss absorption trigger at a level of 7.625%.” Is it Central Bank decision to have this trigger 
set at 7.625%? Are any triggers likely to be set for equity accounted instruments? 
It is Central Bank’s decision for the trigger level. However, the trigger level derives directly from 
Basel. Minimum capital requirement plus 0.625%. Note, that the consultation documents do not 
consult on a trigger for equity accounted AT1. However, in particular in conjunction with the 
development of a recovery/ resolution regulation, the introduction of a trigger level may also be 
discussed again, as pointed out in the presentation that was circulated with the Tier capital 
instrument documents. 

 
Question 2: Point of Non-Viability mentions that “A Point of Non-Viability means that the 
Regulator has determined that the issuer has or will become, Non-Viable without: (a) a 
Write-down; or (b) a public injection of capital (or equivalent support).”. We need 
clarification as to whether the PONV will  be  determined  by  the  regulator  or  the  issuer. 
Also, please advise under what circumstance will partial Write-down be permitted. The 
regulator determines whether the bank is non-viable or not. Partial write-down will be permitted 
only for exceptional cases. Explicit examples will not be provided to prevent any expectation. 

 
Question 3: Appendix A: Application Process 1.4: It is mentioned that “Stress Testing with 
a stress scenario of top 2 customers are defaulting”. Since many UAE banks have 
concentrations in this area, what loss rate needs to be applied in this stress scenario? 
Current status quo is two sub scenarios: 75% loss rate and average loss rate of the bank for such 
customers. 
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III. Credit Risk 
I. Introduction 

This section provides the guidance for the computation of Credit Risk Weighted Assets 
(CRWAs) under the Standardised Approach (SA). This guidance should be read in conjunction 
with the Central Bank’s Standard on Credit Risk. 

A bank must apply risk weights to its on-balance-sheet and off-balance-sheet items using 
the risk- weighted assets approach. Risk weights are based on credit ratings or fixed risk weights 
and are broadly aligned with the likelihood of obligor or counterparty default. 

A bank may use the ratings determined by an External Credit Assessment Institution 
(ECAI) for credit ratings. In general, banks should only use solicited ratings from recognised 
ECAIs for the purposes of calculating capital requirement under the SA. However, in exceptional 
cases, the bank may use unsolicited ratings with the Central Bank approval. 

Note that all exposures subject to the SA should be risk weighted net of specific 
allowances and interest in suspense. The guidance must be read in conjunction with 
Securitisation, Equity Investments in Funds, Counterparty Credit Risk and Credit Valuation 
Guidance. 

The guidance set out in this section applies to all exposures in the banking book. 
Exposures in the trading book should be captured as part of a bank’s market risk capital 
calculations. 

 

II. Clarification and Guiding Principles 

A. Claims on Sovereigns 

UAE Sovereigns: The UAE Sovereign asset class consists of exposures to Federal 

Government and Emirates governments. 

Federal Government includes all the UAE Federal entities and Central Bank of the UAE 
(Central Bank). Banks have transition period of 7 years from the date of implementation for 
exposures to Federal Government that receive a 0% RW, if such exposures are denominated in 
AED or USD and funded in AED or USD. However, any claim on UAE Federal Government in 
foreign currency other than USD should be risk weighted according to the published credit risk 
rating of UAE Federal Government. In the absence of solicited rating for UAE Federal 
Government, unsolicited ratings are permissible for assigning risk weights for UAE Federal 
Government exposures. 

Emirates Governments’ exposures include exposures to the Ruler and the Crown Prince 
of each emirate acting in the capacity as ruler and crown prince, as well as exposures to the 
ministries, municipalities and other Emirates government departments. Banks have transition 
period of 7 years from the date of implementation for exposures to Emirates Governments that 
receive a 0% RW, if such exposures are denominated in AED or USD and funded in AED or USD. 
Any claim on Emirates governments in a foreign currency other than USD should be risk weighted 
according to the rating of the Emirate Government. 

GCC Sovereigns: If the regulators in GCC exercise their discretion to permit banks in 

their jurisdiction to allocate a lower risk weight to claims on that jurisdiction’s sovereign, 
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denominated in the domestic currency of that jurisdiction and funded in that currency, the same, 
lower risk weight may be allocated to such claims (e.g. 0% assigned to the Government of Saudi 
Arabia if the exposure is denominated and funded in SAR). This is limited only to GCC sovereign 
exposures and this lower risk weight may be extended to the risk weighting of collateral and 
guarantees (refer to section on credit risk mitigation). 

All other exposures to sovereigns should be risk weighted according to the sovereign 
rating even if the national supervisory authority adopts preferential risk weights. 

B. Claims on Public Sector Entities (PSEs) 

Non-Commercial PSEs 

Non-Commercial PSEs include administrative bodies responsible to the UAE Federal 
Government, to the Emirates Governments, or to local authorities and other non-commercial 
undertakings owned by the Federal governments, Emirates Governments or local authorities. 
These non-commercial PSEs do not have specific revenue- raising powers or specific institutional 
arrangements the effect of which is to reduce their risks of default. The risk of non-commercial 
PSE exposures is not equivalent to the risk of sovereign exposures and hence the treatment of 
claims on sovereigns cannot be applied to non-commercial PSE. However, in exceptional cases, 
a Non-Commercial PSE may receive the same treatment as its sovereign, if the entity has proven 
formal arrangements in place to the effect that there is no distinction between the risk of the entity 
and the risk of its sovereign. The Central Bank's GRE List would reflect this accordingly. 

If the UAE borrower satisfies the criteria in paragraph 13, the risk weight shall be the same 
as that for claims on banks. However, the preferential treatment for short-term claims on banks 
may not be applied. In particular, unrated non-commercial PSE qualify for 50% risk weight. The 
criteria are based on the principle that non-commercial PSEs qualify for lower risk weights 
because they have significantly lower risk than a commercial company does. In addition, banks 
are specifically required to ensure compliance with other aspects of the banking regulations when 
lending to these entities, for example, but not limited to, the Central Bank large exposure 
regulations. 

The alternative criteria listed are to be applied in determining whether an entity qualifies 
for treatment as a non-commercial PSE. The Central Bank provides a list (so-called GRE List) to 
all the banks in the UAE which includes non-commercial PSEs. 

i. Direct government (Federal or Emirate) ownership >50% directly or through a qualifying 

PSE that itself is majority owned by government. 

ii. An entity whose complete activities are functions of a government. 

iii. Its services are of public benefit including when services are sold directly to the public 

(e.g. electricity and water). The service provided should be of substantial public benefit 

and the entity should have a monopolistic nature and there should be a significant 

likelihood that the government would not let the entity go bankrupt. 

iv. Not listed on any stock exchange. 

v. Provides internal services to parent or sister companies only, and the parent company is 

itself a non-commercial PSE. 

vi. The function of the company is of a non-commercial nature and does not operate in a 

competitive market. 
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vii. Does not operate overseas. 

In the case of a UAE sovereign guarantee given to a non-commercial PSE, with the Central 
Bank approval, the guarantee may be treated as eligible credit risk mitigation (CRM) to reduce 
the exposure provided the bank ensures compliance with the entire minimum regulatory 
requirements and operational requirements stated in the credit risk standard. 

 
Government Related Entities (GRE) 

These are commercial undertakings that are fully owned or more than 50% in ownership 
by Federal governments, or by Emirates governments. As these entities function as a corporate 
in the competitive markets even though the government is the major shareholder, Central Bank 
requires such exposures to be classified under GRE and get the same treatment of claims on 
corporate with the appropriate risk weights based on the credit rating of the entity. 

All banks must comply with the latest version of the GRE list for classification and risk 
weighting of entities. Banks that have information that would lead to the addition (or removal) of 
an entity to (or from) the GRE list must submit such information to the Central Bank. All banks 
must comply with the GRE list unless any addition or removal of entities is reflected in the GRE 
list. 

Banks Internal audit/compliance department should perform regular reviews to ensure 
the PSE and GRE classification complies with the Central Bank GRE list. 

 
C. Claims on multilateral development banks (MDBs) 

Exposures to MDBs shall in general be treated similar to claim on banks, but without using 
the preferential treatment for short term claims. However, highly rated MDBs, which meet certain 
criteria specified below, are eligible for a preferential 0% risk weight. 

i. Very high quality long-term issuer ratings, i.e. a majority of an MDB's external 

assessments must be AAA; 

ii. Shareholder structure is comprised of a significant proportion of sovereigns with long- 

term issuer credit assessments of AA- or better, or the majority of the MDB's fund- 

raising is in the form of paid-in equity/capital and there is little or no leverage; 

iii. Strong shareholder support demonstrated by the amount of paid-in capital contributed 

by the shareholders; the amount of further capital the MDBs have the right to call, if 

required, to repay their liabilities; and continued capital contributions and new pledges 

from sovereign shareholders; 

iv. Adequate level of capital and liquidity (a case-by-case approach is necessary in order 

to assess whether each MDB's capital and liquidity are adequate), and 

v. Strict statutory lending requirements and conservative financial policies, which would 

include among other conditions a structured approval process, internal 

creditworthiness and risk concentration limits (per country, sector, and individual 

exposure and credit category), large exposures approval by the board or a committee 

of the board, fixed repayment schedules, effective monitoring of use of proceeds, 

status review process, and rigorous assessment of risk and provisioning to loan loss 

reserve. 
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MDBs currently eligible for 0% risk weight are the World Bank Group comprised of the 
International Bank for Reconstruction and Development, the International Finance Corporation, 
the Multilateral Investment Guarantee Agency and the International Development Association, 
the Asian Development Bank, the African Development Bank, the European Bank for 
Reconstruction and Development, the Inter-American Development Bank, the European 
Investment Bank, the European Investment Fund, the Nordic Investment Bank, the Caribbean 
Development Bank, the Islamic Development Bank, the Council of Europe Development Bank, 
the International Finance Facility for Immunisation and the Asian Infrastructure Investment Bank. 
The list of MDBs is by the Basel Committee on Banking Supervision (BCBS) and can be found 
on the website www.bis.org. All banks are required to refer to and comply with the BCBS list. 
Whilst the BCBS evaluates the eligibility of the entities on a case-by-case basis, the Central Bank 
has no role in the assessment and decision of entities being eligible for 0% risk weight. 

 

D. Claims on Banks 

The types of claims that fall under this asset class are claims not limited to those due from 
banks, nostro accounts, certificates of deposit (CD) issued by banks, and repurchase agreements 
(repos). A risk weight of 50% (long term) and 20% (short term) is applied to claims on unrated 
banks. However, this treatment is subject to the provision that no claim on an unrated bank may 
receive a risk weight lower than that applied to claims on its sovereign of incorporation. 

Exposure to intra-group of the bank have to be risk weighted according to the external 
rating of the counterparty entity (e.g. exposures to the head office shall receive the risk weight 
according to the rating of the head office). 

 

E. Claims on Securities Firms 

In addition to providing loans to other banks in the interbank market, banks provide loans to 
securities firms. The securities firms use these loans to fund the purchase of securities. Exposures 
to these securities firms shall be treated as claims on banks if these firms are subject to prudential 
standards and a level of supervision that is equivalent to those applicable to banks. Such 
supervision must include at least both capital and liquidity requirements. Exposures to all other 
securities firms that are not treated as claims on banks will be treated as exposures to corporates. 

 

F. Claims on Corporates 

For the purposes of calculating capital requirements, exposures to corporates include, but 
are not limited to, exposures (loans, bonds, receivables, etc.) to incorporated entities, 
associations, partnerships, proprietorships, trusts, funds and other entities with similar 
characteristics, except those which qualify for one of the other exposure classes. The corporate 
exposure class does not include exposures to individuals. 

Claims on corporates may be risk- weighted based on the entity’s external credit rating 
assessment. The Central Bank may increase the standard risk weight for unrated claims where it 
judges that a higher risk weight is warranted by the overall default experience. As part of the 
supervisory review process, the Central Bank may also consider whether the credit quality of 
corporate claims held by banks warrants a risk weight higher than 100%. 

 

G. Claims included in the Regulatory Retail Portfolios 

To qualify for a 75% risk weight in the regulatory retail portfolio, claims must meet the four 

http://www.bis.org/
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criteria stated in the Credit Risk Standard (orientation criterion, product criterion, granularity 
criterion and value criterion). All other retail claims should be risk weighted at 100%. For 
granularity criterion and value criterion, the aggregated exposure means gross amount (i.e. not 
taking any credit risk mitigation into account) of all forms of retail exposures, excluding residential 
real estate exposures. In case of off-balance sheet items, the gross amount will be calculated 
after applying credit conversion factors. In addition, “to one counterparty” means one or several 
entities that may be considered as a single beneficiary (e.g. in the case of a small business that 
is affiliated to another small business, the limit would apply to the bank’s aggregated exposure on 
both businesses). 

Claims secured by residential property and past due retail loans are to be excluded from 
the overall regulatory retail portfolio for risk weighting purposes. These are addressed separately 
in the asset classes for residential property or commercial real estate. 

 

H. Claims Secured by Residential Property 

Claims secured by residential property are defined as loans secured by residential 
property that is either self-occupied or rented out. The property must be fully mortgaged in favor 
of the bank. 

The Loan-to-Value (LTV) ratio is the outstanding loan exposure divided by the value of the 
property. The value of the property will be maintained at the value at origination unless the Central 
Bank requires banks to revise the property value downward. The value must be adjusted if an 
extraordinary, idiosyncratic event occurs resulting in a permanent reduction of the property value. 
Such adjustment must be notified to the Central Bank. If the value has been adjusted downwards, 
a subsequent upwards adjustment can be made but not to a higher value than the value at 
origination. 

A 35% risk weighting shall apply to eligible residential claims if the LTV ratio is less than 
85% and the exposure is less than AED 10 million. When the loan amount exceeds AED 10 million 
and the LTV is below 85%, the loan amount up to AED 10 million will receive 35% risk weight and 
the remaining amount above AED 10 million receives 100% risk weight. 

A risk weight of 75% may be applied by banks that do not hold information regarding 
LTVs for individual exposures 

For residential exposures that meet the criteria for regulatory retail claims and have an 
LTV greater than 85%, the 75% risk weight must be applied to the whole loan, i.e. the loan should 
not be split. 

The risk-weights in this asset class may be applied to a limit of four individual properties 
made to a single individual customer that are owner- occupied or rented out by a retail borrower. 
Any additional exposure to a customer with loans for four individual properties shall be classified 
as a claim on a commercial property and risk weighted with 100%. 

 

I. Claims secured by Commercial Real Estate 

Commercial real estate is defined as a loan granted by a bank to a customer specifically 
for the purpose of buying or constructing commercial property including residential towers and 
mixed use towers. 

 

J. Past Due Loans 

Risk weights of past due loans depend on the degree of provision coverage on the claim. 
For any past due loan, 100% Credit Conversion Factor (CCF) should be applied for the off- 
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balance sheet component to calculate the credit risk-weighted assets. Any exposure that is past 
due for more than 90 days should be reported under this asset class, net of specific provisions 
(including partial write-offs). This differs from the IFRS 9 classification as the past due asset 
includes any loans more than 90 days past due. 

 

K. Higher-risk categories 

Higher risk weights may be applied to assets that reflect higher risks. A bank may decide 
to apply a risk weight of 150% or higher. 

 

L. Other Assets 

Assets in this class include any other form of exposure that does not fit into the specific 
exposure classes. The standard risk weight for all other assets will be 100%, with the exception 
of the following exposures: 

a) 0% risk weight applied to: 

i. cash owned and held at the bank or in transit; 

ii. Gold bullion held at the bank or held in another bank on an allocated basis, to the extent 

the gold bullion assets are backed by gold bullion liabilities; 

iii. All the deductions from capital according to the Tier capital supply of Standards of Capital 

Adequacy in the UAE, for reconciliation between the regulatory return and the 

audited/reviewed financial statement. 

 
b) 20% risk weight: 

i. Cash items in the process of collection. 

 
c) 100% risk weight: 

i. Investments in the capital of banking, financial and insurance entities to which a credit risk 

standardised approach applies, unless they are deducted from regulatory capital 

according to section 3.9 of Tier capital supply of Standards Capital Adequacy in the UAE. 

(listed entity) 

ii. Investments in commercial entities below the materiality thresholds according to section 5 

of Tier capital supply of Standards of Capital Adequacy in the UAE (listed); 

iii. Premises, plant and equipment and other fixed assets, 

iv. Prepaid expenses such as property taxes and utilities, 

v. All other assets 

 
d) 150% risk weight: 

i. The amount of investments in the capital of banking, financial and insurance entities to 

which a credit risk standardised approach applies unless they are deducted from 

regulatory capital deduction according to section 3.9 of Tier capital supply of Standards 

of Capital Adequacy in the UAE (unlisted entity); 

ii. Investments in commercial entities below the materiality thresholds according to section 

5 of Tier capital supply of Standards of Capital Adequacy in the UAE (unlisted entity). 

 
e) 250% risk weight: 
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i. Investments in the capital of banking, financial and insurance entities to which a credit risk 

standardised approach, applies unless they are deducted from regulatory capital 

according to the threshold deduction described in section 3.10 of Tier capital supply of 

Standards of Capital Adequacy in the UAE. 

ii. Deferred tax assets (DTAs) which depend on future profitability and arise from temporary 

differences unless they are not deducted under threshold deductions described in section 

4 of Tier capital supply of Standards of Capital Adequacy in the UAE. 

 
f) 1250% risk weight: 

i. Investments in commercial entities in excess of the materiality thresholds must be risk- 

weighted at 1/ (Minimum capital requirement) (i.e. 1250%). 

 

M. Off-Balance Sheet Items: Credit Conversion Factors 

Under the standardised approach, off-balance sheet items are converted into credit 
exposure equivalents with Credit Conversion Factors (CCFs). CCFs approximate the potential 
amount of the off-balance sheet facility that would have been drawn down by the client by the 
time of its default. The credit equivalent amount is treated in a manner similar to an on-balance 
sheet instrument and is assigned the risk weight appropriate to the counterparty. The categories 
of off-balance sheet and its appropriate CCFs are outlined in the standard. 

Calculating credit equivalent amounts for off-balance sheet item: 

(Principal amount – provision amount) * CCF = Credit equivalent amount. 

 
Bank guarantees 

There are two types of bank guarantees viz. financial guarantees (direct credit substitutes); 
and performance guarantees (transaction-related contingent items). 

Financial guarantees essentially carry the same credit risk as a direct extension of credit 
i.e. the risk of loss is directly linked to the creditworthiness of the counterparty against whom a 
potential claim is acquired, and therefore attracts a CCF of 100%. 

Performance guarantees are essentially transaction-related contingencies that involve an 
irrevocable undertaking to pay a third party in the event the counterparty fails to fulfil or perform 
a contractual non-financial obligation. In such transactions, the risk of loss depends on the event 
which need not necessarily be related to the creditworthiness of the counterparty involved. 
Performance guarantees attract a CCF of 50%. 

 
Commitments 

The credit conversion factor applied to a commitment is dependent on its maturity. Banks 
should use original maturity to report these instruments. 

Longer maturity commitments are considered to be of higher risk because there is a longer 
period between credit reviews and less opportunity to withdraw the commitment if the credit quality 
of the customer deteriorates. Commitments with an original maturity up to one year and 
commitments with an original maturity over one year will receive a CCF of 20% and 50%, 
respectively. 

However, any commitments that are unconditionally cancellable at any time by the bank 
without prior notice, or that effectively provide for automatic cancellation due to deterioration in a 
borrower’s creditworthiness, will receive a 0% CCF. This requires that banks conduct formal 
reviews of the facilities regularly and this provides the opportunity to take note of any perceived 
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deterioration in credit quality and thereby cancellability by the bank. 

For exposures that give rise to counterparty credit risk, the exposure amount to be used 
in the determination of RWA is to be calculated according to the standardised approach for 
Counterparty Credit Risk (SA-CCR). 

 

N. Credit Risk Mitigation (CRM) 

Only eligible collateral, guarantees, credit derivatives, and netting under legally 
enforceable bilateral agreements (such as ISDAs) are eligible for CRM purposes. For example, a 
commitment to provide collateral or a guarantee is not recognised as an eligible CRM technique 
for capital adequacy purposes until the commitment to do so is actually fulfilled. 

No additional CRM will be recognised for capital adequacy purposes on exposures where 
the risk weight is mapped from a rating specific to a debt security where that rating already reflects 
CRM. For example, if the rating has already taken into account a guarantee pledged by the parent 
or sovereign entity, then the guarantee shall not be considered again for credit risk mitigation 
purposes. 

Banks should ensure that all minimum legal and the operational requirements set out in 
the Standard are fulfilled. 

CRM treatment by substitution of risk weights 

The method of substitution of risk weight is applicable for the recognition of the guarantees 
and credit derivatives as CRM techniques under both the simple approach and the comprehensive 
approach. Under this method, an exposure is divided into two portions: the portion covered by credit 
protection and the remaining uncovered portion. 

For guarantees and credit derivatives, the value of credit protection to be recorded is the 
nominal value. However, where the credit protection is denominated in a currency different from 
that of the underlying obligation, the covered portion should be reduced by a standard supervisory 
haircut defined in the Credit Risk Standard for the currency mismatch. 

For eligible collateral, the value of credit protection to be recorded is its market value, 
subject to a minimum revaluation frequency of 6 months for performing assets, and 3 months for 
past due assets (if this is not achieved then no value can be recognised). Where the collateral 
includes cash deposits, certificates of deposit, cash funded credit-linked notes, or other 
comparable instruments, which are held at a third-party bank in a non-custodial arrangement and 
unconditionally and irrevocably pledged or assigned to the bank, the collateral will be allocated 
the same risk weight as that of the third party bank. 

Simple Approach 

Under simple approach, the eligible collateral must be pledged for at least the life of the 
exposure, i.e. maturity mismatch is not allowed. 

Where a bank has collateral in the form of shares and uses the simple approach, a 100% 
risk weight is applied for listed shares and 150% risk weight for unlisted shares. 

 

Comprehensive Approach 

Under the comprehensive approach, the collateral adjusted value is deducted from the 
risk exposure (before assigning the risk weight). Standard supervisory haircuts as defined in the 
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Credit Risk Standard are applied to the collateral because collateral is subject to risk, which could 
reduce the realisation value of the collateral when liquidated. 

If the exposure and collateral are held in different currencies, the bank must adjust 
downwards the volatility- adjusted collateral amount to take into account possible future 
fluctuations in exchange rates. 

There is no distinction for applying supervisory haircuts between main index equities and 
equities listed at a recognised exchange. A 25% haircut applies to all equities. 

 

Capital Add-on under Pillar 2 
While the use of CRM techniques reduces or transfers credit risk, it gives rise to other 

risks that need to be adequately controlled and managed. Banks should take all appropriate steps 
to ensure the effectiveness of the CRM and to address related risks. Where these risks are not 
adequately controlled, the Central Bank may impose additional capital charges or take other 
supervisory actions as outlined in Pillar 2 Standard. 

 

III. Shari’ah Implementation 

Banks that conduct all or part of their activities in accordance with the provisions of 
Shari’ah laws and have exposure to risks similar to those mentioned in the Credit Risk Standard, 
shall, for the purpose of maintaining an appropriate level of capital, calculate the relevant risk 
weighted asset in line with these guidelines. This must be done in a manner compliant with the 
Shari’ah laws. 

This is applicable until relevant standards and/or guidelines in respect of these 
transactions are issued specifically for banks offering Islamic financial services. 

 

IV. Frequently asked questions (FAQ) 

During the industry consultation the Central Bank received a number of questions related to 
the Credit Risk Standard and Guidance. To ensure consistent implementation of the Credit 
Risk Standard in the UAE, the main questions are addressed hereunder. 

Claims on Sovereigns 

Question 1: What does the 7-year transition for USD exposure to the Federal Government 
and Emirates Government mean for banks? 
During the 7-year transition period, banks are required to have a forward looking plan on USD 
exposures to Federal and Emirate governments. Banks shall monitor and manage the impact of 
the change in risk weights of exposures in USD on the bank’s capital position. Exposures in USD 
as well as the banks’ capital plans will be monitored by the Central Bank. 

 
Question 2: What is the appropriate risk weight for exposures to other GCC sovereigns? 
A 0% risk weight is applied to GCC Sovereign exposures denominated and funded in the domestic 
currency of their country. However, exposures in non-domestic currencies (including USD) shall 
be risk weighted according to the rating of sovereigns. 

 
Question 3: Does the Central Bank allow banks to apply unsolicited ratings in the same 
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way as solicited ratings? 
Bank should use ratings determined by an eligible External Credit Assessment Institution (ECAIs). 
Only solicited ratings are allowed to be used. The Central Bank only allows unsolicited ratings 
from an eligible ECAI for the UAE federal government. All other exposures shall be risk weighted 
using solicited ratings. 

Claims on Non-Commercial Public Sector Enterprises 

Question 4: Can the bank include claims on a GCC PSE denominated in their local currency 
under claims of Non-Commercial PSEs? 
No, the preferential risk weights for Non-Commercial PSEs are only granted for UAE entities. 

 
Question 5: Do all the seven criteria stated in the credit risk guidance have to be met or 
any of the criterion can be met to classify an entity as non-commercial PSE? In addition, 
does the bank just follow the so-called GRE list or shall the bank apply the criteria to 
classify entities as non-commercial PSE? 
To classify entities as Non-commercial PSE, the Central Bank will consider in its approval process 
all seven criteria and in principle all seven criteria must be satisfied. A bank may approach the 
Central Bank, if the bank thinks that certain entities satisfy the criteria for a Non-commercial PSE 
that can be added to the GRE list. If banks have information that would lead to changes to of the 
GRE List, banks should inform the Central Bank accordingly. 

 
Question 6: The guidance requires that the bank’s internal audit/ compliance departments 
perform regular reviews to ensure the PSE and GRE classification complies with the 
Central Bank's GRE list. What is the expected frequency of such a review? 
The frequency of internal audit/compliance should be commensurate with the bank's size, the 
nature and risks of bank’s operations and the complexity of the bank. 

Claims on Multilateral Development Banks (MDBs) 

Question 7: Does an MDB need to satisfy all of the stated criteria or any one of the criteria 
to apply a 0% risk-weight? 
Exposures to MDBs may receive a risk weight of 0% if they fulfill all five criteria. However, the 
Central Bank does not decide whether an MDB satisfies the criteria or not. The Basel Committee 
on Banking Supervision (BCBS) evaluates each MDB’s eligibility for inclusion in the list of 0% RW 
on a case-by-case basis. 

Claims on Banks 

Question 8: For claims on an unrated bank, can the bank apply the preferential rating as 
per risk weight table for short-term exposures? 
A risk weight of 50% for long term exposures and 20% for short term exposures are applied to 
claims on unrated banks. However, no claim on an unrated bank may receive a risk weight lower 
than the risk weight applied to claims on its sovereign of incorporation, irrespectively of the 
exposure being short-term or long-term. 

Claims on Corporates 

Question 9: Should loans to High Net Worth Individuals (HNIs) be reported under claims in 
regulatory retail portfolio or claims on corporate? 
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No, HNI classification should be aligned with the BRF explanatory note and should be reported 
under claims on corporate. 

 

Question 10: What is the treatment for SMEs and in which asset class are SME exposures 
reported? 
Answer: Banks have to follow BRF explanatory note 6.21 for the definition of SME. Exposures 
classified as SME according to BRF explanatory note, are for capital adequacy reporting purposes 
classified as “Retail SME” and “corporate SME”. SME exposures fulfilling all of four retail criteria 
as stated in Section III G of the Credit Risk Standard are reported under “claims on retail”. SME 
that do not fulfill the retail criteria are treated under claims on corporates as per Section III F of 
the Credit Risk Standard. 

Claims secured by Residential Property 

Question 11: Does the bank have to assign 100% RW for customers with more than 4 
properties? 
Yes, if a customer has more than 4 properties, a bank has to report all properties of that customer 
as claims on commercial properties and the risk weight of the properties shall be 100%. 

 

Question 12: Can the bank apply a preferential RW of 35% for properties under 
construction? 
No, the preferential risk weight of 35% applies only to completed properties, as under 
construction, residential properties incur higher risks than buying completed properties. 

Claims Secured by Commercial Real Estate 

Question 13: Do loans with a collateral of a completed commercial property, irrespective 
of their purpose, fall under Claims secured by Commercial Real Estate? 
No, this asset class is for exposures specifically for the purpose of buying/ constructing 
commercial property, i.e. real estate loans. 

Higher-risk Categories 

Question 14: What type of exposure would fall under higher risk categories? What is the 
appropriate RW for higher risk categories? 
Almost all the exposures that receive 150% risk weight are reported under the respective asset 
class. The Central Bank will apply a 150% or higher risk weight, reflecting the higher risks 
associated with assets that require separate disclosure. For example, but not limited to, real estate 
acquired in settlement of debt and not liquidated within the statutory period shall be reported under 
the higher risk asset class with a 150% RW. 

Other Assets 

Question 15: The Credit Risk Standard states in section 5, that equity investment in 
commercial entities that are below the thresholds shall be risk weighted at 150% if the 
entity is unlisted. However, if the banking group has full control over the commercial 
subsidiary, can a lower risk weight be applied? 
A 150% risk weight reflects the additional risk the commercial subsidiary underpins on unlisted 
equity (absence of regulatory requirement, illiquidity, etc.) exposures than listed equity exposures. 
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Issuer and Issuance Rating 

Question 16: What will be the treatment of a rated entity (e.g. corporate) that issues a 
bond? 
The bank must classify the bond based on the entity classification (Claim on Corporate) and 
assign risk weight based on the rating of the entity. 

 

Question 17: What will be the treatment of a rated entity (e.g. corporate) that issues a bond 
with a guarantee by the sovereign specific to the issuance and the bond gets a higher 
rating than the entity itself? 
Classify the bond based on the entity classification (Claim on Corporate) and assign risk weight 
based on the rating of the bond. 

 

Question 18: What will be the treatment of a rated entity (e.g. corporate) that issues a bond 
with a lower rating than entity? 
Classify the bond based on the entity classification (Claim on Corporate) and assign risk weight 
based on the rating of the bond. 

 
Question 19: What will be the treatment if an unrated entity (e.g. corporate) that issues a 
bond (unrated), but the bond has the guarantee from sovereign, specific and direct 
guarantee? 
Classify the bond based on the entity classification (Claim on Corporate) and assign the risk 
weight based on the bond rating (unrated). The guarantee should be used for credit risk mitigation 
by substituting the risk weight of the bond using the claims on sovereign mapping table (e.g. AAA 
- 0% risk weight). 

 
Question 20: What will be the treatment if an unrated entity (e.g. corporate) that issues a 
bond with a guarantee given by the sovereign to the entity (and not the bond)? 
Classify the bond based on the entity classification (Claim on Corporate) and assign the risk 
weight related to the unrated entity. The guarantee should be used for credit risk mitigation by 
substituting the risk weight of the bond using the claims on corporate mapping table (e.g. AAA - 
20% risk weight). 

Off Balance-sheet Items 

Question 22: The Credit Risk Standards states that, “Any commitments that are 
unconditionally cancellable at any time by the bank without prior notice, or that effectively 
provide for automatic cancellation due to deterioration in a borrower’s creditworthiness 
must be converted into credit exposure equivalents using CCF of 0%”. For using CCF of 
0%, please provide explanation on being cancellable at any time without prior notice. 
Majority of the unconditionally cancellable commitments are subject to certain contractual 
conditions, which in practice may not render them as unconditionally cancelled and thereby do 
not qualify them for 0% CCF, implying that all the off-balance sheet items bear a risk to the bank. 
Bank shall conduct a formal review of the commitments at regular intervals to ensure that 
commitments can be cancelled from a legal and practical perspective. 

Credit Risk Mitigation 

Question 23: Is an approval required from the Central Bank to switch between the simple 
 
 

and comprehensive approach for Credit Risk Mitigation techniques? For a bank that 
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applies the comprehensive approach, is an approval required to go back to the simple 
approach? 
A bank that intends to apply the comprehensive approach requires prior approval from the Central 
Bank. Once approved and if the bank wishes to go back to simple approach, a bank requires the 
Central Bank's approval again to go to the simple approach. 

 

V. Appendix: Computation of Exposures with Credit Risk Mitigation Effects 

Bank A repos out cash of AED 1000 to a corporate with an external rating of AA. The corporate 
provides collateral in the form of debt securities issued by a bank with an external rating of 
AA. The debt securities have a remaining maturity of 7 years and a market value of AED 990. 

 

Minimum holding period for various products 

Transaction type Minimum holding period Condition 

Repo-style transaction 5 Business days Daily remargining 

Other capital market transactions 10 Business days Daily remargining 

Secured lending 20 Business days Daily revaluation 

The haircut for the transaction with other than 10 business days minimum holding 
period, as indicated above, will have to be adjusted by scaling up or down the haircut for 
10 business days as per the formula given below: 

H = HM√
NR + (TM − 1)

𝑇M
 

Variables Details of the Variables Supervisory haircuts Scaling 
factor 

Adjusted haircuts 

He Haircut appropriate to the 
underlying exposure 

Exposure in the form of cash, 
supervisory haircut 0% 

0 Not applicable 

Hc Haircut appropriate to the 
Collateral 

Debt securities issued by a 
bank 
supervisory haircut 8% 

0.71 Supervisory haircut 
(8%)* Scaling factor 

(0.71 )= 6% 

Hfx Haircut appropriate for 
Currency Mismatch 

No Currency Mismatch 0 Not applicable 

 

The exposure amount after risk mitigation is calculated as follows: 

 

Variables E*= max {0, [E x (1 + He) – C x (1 – Hc – Hfx)]} Value 

E* Net credit exposure (i.e. exposure value after CRM) 69.4 

E Principal Amount, which is net of specific provisions, if any 
For off-balance sheet, it is the credit equivalent amount 

1000 

He Haircut appropriate to the underlying exposure (cash) 0 

C Value of the collateral before CRM 990 

Hc Haircut appropriate to the Collateral 6% 

Hfx Haircut appropriate for Currency Mismatch 0 

Risk weighted asset for the exposure = (69.40 * 50% (AA)) = 34.70 

(Exposure * Risk weight) 
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IV. Counterparty Credit Risk 

 
I. Introduction 

1. In March 2014, the Basel Committee on Banking Supervision (BCBS) published a new 
approach for measurement of counterparty credit risk exposure associated with OTC derivatives, 
exchange-traded derivatives, and long settlement transactions, the standardised approach for 
CCR (SA-CCR). The approach in the Central Bank’s Standards for CCR closely follows the SA- 
CCR as developed by the BCBS in all material areas of substance. 

2. The BCBS developed the SA-CCR to replace the two previous non-internal model 
methods, the Current Exposure Method (CEM) and the Standardized Method (SM). The SA-CCR 
was designed to be more risk sensitive than CEM and SM. It accurately recognizes the effects of 
collateralization and recognizes a benefit from over-collateralization. It also provides incentives 
for centralized clearing of derivative transactions. 

3. As is the case with the CEM, under the SA-CCR the exposure at default (EAD) is 
calculated as the sum of two components: (i) replacement cost (RC), which reflects the current 
value of the exposure adjusted for the effects of net collateral including thresholds, minimum 
transfer amounts, and independent amounts; and (ii) potential future exposure (PFE), which 
reflects the potential increase in exposure until the closure or replacement of the transactions. 
The PFE portion consists of a multiplier that accounts for over-collateralization, and an aggregate 
add-on derived from the summation of add-ons for each asset class (interest rate, foreign 
exchange, credit, equity, and commodity), which in turn are calculated at the hedging set level. 

 
II. Clarifications 

 
A. Replacement Cost 

4. Note that in mathematical terms, replacement cost for un-margined transactions is 
calculated as: 

𝑅𝐶  = max(𝑉 − 𝐶; 0) 
 

where RC is replacement cost, V is the total current market value of all derivative contracts in the 
netting set combined, and C is the net value of collateral for the netting set, after application of 
relevant haircuts. (In the CCR Standards, the quantity V-C is referred to as the Net Current Value, 
or NCV.) 
 

5. For margined transactions, the calculation becomes: 

𝑅𝐶  = max(𝑉 − 𝐶; 𝑇𝐻 + 𝑀𝑇𝐴 − 𝑁𝐼𝐶𝐴; 0) 
 

where TH is the threshold level of variation that would require a transfer of collateral, MTA is the 
minimum transfer amount of the collateral, and NICA is the Net Independent Collateral Amount 
equal to the difference between the value of any independent collateral posted by a counterparty 
and any independent collateral posted by the bank for that counterparty, excluding any collateral 
that the bank has posted to a segregated, bankruptcy remote account.  
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6. When determining the RC component of a netting set, the netting contract must not contain 
any clause which, in the event of default of a counterparty, permits a non-defaulting counterparty 
to make limited payments only, or no payments at all, to the estate of the defaulting party, even if 
the defaulting party is a net creditor. 

 

B. Netting 

7. The Standards requires that a bank should apply netting only when it can satisfy the 
Central Bank that netting is appropriate, according to the specific requirements established in the 
Standards. Banks should recognize that this requirement would likely be difficult to meet in the 
case of trades conducted in jurisdictions lacking clear legal recognition of netting, which at present 
is the case in the UAE. 

8. If netting is not recognized, then netting sets still should be used for the calculation. 
However, since each netting set must contain only trades that can be netted, each netting set is 
likely to consist of a single transaction. The calculations of EAD can still be performed, although 
they simplify considerably. 

9. Note that there may be more than one netting set for a given counterparty. In that case, 
the CCR calculations should be performed for each netting set individually. The individual netting 
set calculations can be aggregated to the counterparty level for reporting or other purposes. 

 

C. PFE Multiplier 

10. For the multiplier of the PFE component, when the collateral held is less than the net 
market value of the derivative contracts (“under-collateralization”), the current replacement cost 
is positive and the multiplier is equal to one (i.e. the PFE component is equal to the full value of 
the aggregate add-on). Where the collateral held is greater than the net market value of the 
derivative contracts (“over-collateralization”), the current replacement cost is zero and the 
multiplier is less than one (i.e. the PFE component is less than the full value of the aggregate add- 
on). 

 

D. Supervisory Duration 

11. The Supervisory Duration calculation required in the Standards is in effect the present 
value of a continuous-time annuity of unit nominal value, discounted at a rate of 5%. The implied 
annuity is received between dates S and E (the start date and the end date, respectively), and 
the present value is taken to the current date. 

12. For interest rate and credit derivatives, the supervisory measure of duration depends on 
each transaction’s start date S and end date E. The following Table presents example 
transactions and illustrates the values of S and E, expressed in years, which would be associated 
with each transaction, together with the maturity M of the transaction. 
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Instrument M S E 

Interest rate or credit default swap maturing in 10 years 10 0 10 

10-year interest rate swap, forward starting in 3 years 13 3 13 

Forward rate agreement for time period starting in 125 days and 
ending in one year 

1 0.5 1 

Cash-settled European swaption referencing 5-year interest 
rate swap with exercise date in 125 days 

0.5 0.5 5.5 

Physically-settled European swaption referencing 5-year 
interest rate swap with exercise date in 125 days 

5.5 0.5 5.5 

Interest rate cap or floor specified for semi-annual interest 
with maturity 6 years 

6 0 6 

Option on a 5-year maturity bond, with the last possible 
exercise date in 1 year 

1 1 5 

3-month Eurodollar futures maturing in 1 year 1 1 1.25 

Futures on 20-year bond maturing in 2 years 2 2 22 

6-month option on 2-year futures on a 20-year bond 2 2 22 
 

13. Note there is a distinction between the period spanned by the underlying transaction and 
the remaining maturity of the derivative contract. For example, a European interest rate swaption 
with expiry of 1 year and the term of the underlying swap of 5 years has S=1 year and E=6 years. 
An interest rate swap, or an index CDS, maturing in 10 years has S=0 years and E=10 years. The 
parameters S and E are only used for interest rate derivatives and credit-related derivatives. 

 

E. Aggregation of Maturity Category Effective Notional Amounts 

14. The Standards allows banks to choose between two options for aggregating the effective 
notional amounts that are calculated for each maturity category for interest rate derivatives. The 
primary formula is the following: 

√𝐷12 + 𝐷22 + 𝐷32 + 1.4 × (𝐷1 × 𝐷2) + 1.4 × (𝐷2 × 𝐷3) + 0.6 × (𝐷1 × 𝐷3) 

15. In this formula, D1 is the effective notional amount for maturity category 1, D2 is the 
effective notional amount for maturity category 2, and D3 is the effective notional amount for 
maturity category 3. As defined in the Standards, maturity category 1 is less than one year, 
maturity category 2 is one to five years, and maturity category 3 is more than five years. 

16. As an alternative, the bank may choose to combine the effective notional values as the 
simple sum of the absolute values of D1, D2, and D3 within a hedging set, which has the effect 
of ignoring potential diversification benefits. That is, as an alternative to the calculation above, the 
bank may calculate: 

|𝐷1| + |𝐷2| + |𝐷3|  

This alternative is a simpler calculation, but is more conservative in the sense that it always 
produces a larger result. To see this, note that the two calculations would give identical results 
only if the values 1.4 and 0.6 in the first formula are replaced with the value 2.0. Since the actual 
coefficient values are smaller than 2.0, the first formula gives a smaller result than the second 
formula. Choosing the second formula is equivalent to choosing to use the first formula with the 
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1.4 and 0.6 values replaced by 2.0, increasing measured CCR exposure and therefore minimum 
required capital. 

 

F. Maturity Factor 

17. Note that the Standards requires the use of a standard 250-day trading or business year 
for the calculation of the maturity factor and the MPOR. The view of the Central Bank is that a 
single, standardised definition of one year for this purpose will enhance comparability across 
banks and over time. However, the BCBS has indicated that the number of business days used 
for the purpose of determining the maturity factor be calculated appropriately for each transaction, 
taking into account the market conventions of the relevant jurisdiction. If a bank believes that use 
of a different definition of one year is appropriate, or would significantly reduce its compliance 
burden, the bank may discuss the matter with bank supervisors. 

 

G. Delta Adjustment 

18. Supervisory delta adjustments reflect the fact that the notional value of a transaction is not 
by itself a good indication of the associated risk. In particular, exposure to future market 
movements depends on the direction of the transaction and any non-linearity in the structure. 

19. With respect to direction, a derivative may be long exposure to the underlying risk factor 
(price, rate, volatility, etc.), in which case the value of the derivative will move in the same direction 
as the underlying – gaining value with increases, losing value with decreases – and the delta is 
positive to reflect this relationship. The alternative is that a derivative may be short exposure to 
the underlying risk factor, in which case the value of the derivative moves opposite to the 
underlying – losing value with increases, and gaining value with decreases – and thus the delta 
is negative. 

20. The non-linearity effects are prominent with transactions that involve contingent payoffs 
or option-like elements. Options and CDOs are notable examples. For such derivative 
transactions, the impact of a change in the price of the underlying instrument is not linear or one- 
for-one. For example, with an option on a foreign currency, when the exchange rate changes by 
a given amount, the change in the value of the derivative – the option contract – will almost always 
be less than the change in the exchange rate. Moreover, the amount by which the change is less 
than one-for-one will vary depending on a number of factors, including the current exchange rate 
relative to the exercise price of the option, the time remaining to expiration of the option, and the 
current volatility of the exchange rate. Without an adjustment for that difference, the notional 
amounts alone would be misleading indications of the potential for counterparty credit risk. 

21. The supervisory delta adjustments for all derivatives are presented in the table below, 
which is repeated from the CCR Standards. These adjustments are defined at the trade level, and 
are applied to the adjusted notional amounts to reflect the direction of the transaction and its non- 
linearity. 

22. Note that the supervisory delta adjustments for the various option transactions are closely 
related to the delta from the widely used Black-Scholes model of option prices, although the risk- 
free interest rate – which would ordinarily appear in this expression – is not included. In general, 
banks should use a forward price or rate, ideally reflecting any interim cash flows on the underlying 
instrument, as P in the supervisory delta calculation. 
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23. The expression for the supervisory delta adjustment for CDOs is based on attachment and 
detachment points for any tranche of the CDO. The precise specification (including the values of 
the embedded constants of 14 and 15) is the result of an empirical exercise conducted by the 
Basel Committee on Banking Supervision to identify a relatively simple functional form that would 
provide a sufficiently close fit to CDO sensitivities as reported by a set of globally active banks. 

Supervisory Delta Adjustments 

Type of Derivative Transaction 
Supervisory Delta 

Adjustment 

Purchased Call Option F 

Purchased Put Option F-1 

Sold Call Option -F 

Sold Put Option 1-F 

Purchased CDO Tranche (Long Protection) G 

Sold CDO Tranche (Short Protection) -G 

Any Other Derivative Type, Long in the Primary Risk Factor +1 

Any Other Derivative Type, Short in the Primary Risk Factor -1 

 

Definitions 

For options: 
 

 

𝐹 = Φ (
ln(𝑃/𝐾) + 0.5 × 𝜎2𝑇

𝜎√𝑇
) 

In this expression, P is the current forward value of the underlying price or rate, K is the exercise 

or strike price of the option, T is the time to the latest contractual exercise date of the option,  

is the appropriate supervisory volatility from Table 2, and Φ is the standard normal cumulative 
density function. A supervisory volatility of 50% should be used on swaptions for all currencies. 

 
 

For CDO tranches:  

 

𝐺 =
15

(1 + 14𝐴)(1 + 14𝐷)
 

In this expression, A is the attachment point of the CDO tranche and D is the detachment point 
of the CDO tranche. 
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H. Complex Derivatives 

24. The Standards requires that complex trades with more than one risk driver (e.g. multi- 
asset or hybrid derivatives) must be allocated to more than one asset class when the material risk 
drivers span more than one asset class. The full amount of the trade must be included in the PFE 
calculation for each of the relevant asset classes. Asset-class allocation of complex derivatives is 
a point of national discretion in the Basel framework, and the Central Bank believes that requiring 
banks to identify such trades and allocate them accordingly places appropriate responsibility on 
banks that choose to engage in such trades. 

25. Examples of derivatives that reference the basis between two risk factors and are 
denominated in a single currency (basis transactions) include three-month Libor versus six-month 
Libor, three-month Libor versus three-month T-Bill, one-month Libor versus OIS rate, or Brent 
Crude oil versus Henry Hub gas. These examples are provided as illustrations, and do not 
represent an exhaustive list. 

26. Hedging sets for derivatives that reference the volatility of a risk factor (volatility 
transactions) must follow the same hedging set construction outlined in the Standards for 
derivatives in that asset class; for example, all equity volatility transactions form a single hedging 
set. Examples of volatility transactions include variance and volatility swaps, or options on realized 
or implied volatility. 

 

I. Unrated Reference Assets 

27. The supervisory factor for credit derivatives depends on the credit rating of the underlying 
reference asset. The Basel framework does not provide a specific treatment of unrated reference 
assets. The Central Bank believes that credit derivatives on unrated reference entities are likely 
to be rare. However, for the sake of completeness, the Standards requires that any such credit 
derivatives be treated in a manner that is broadly consistent with the treatment of unrated entities 
in other aspects of the risk-based capital framework, through use of a Supervisory Factor 
corresponding to BBB or BB ratings as described in the Standards. 

28. For an entity for which a credit rating is not available, a bank should use the Supervisory 
Factor corresponding to BBB. However, where the exposure is associated with an elevated risk 
of default, the bank should use the Supervisory Factor for BB. In this context, “elevated risk of 
default” should also be understood to include instances in which it is difficult or impossible to 
assess adequately whether the exposure has high risk of loss due to default by the obligor. A 
bank trading credit derivatives referencing unrated entities should conduct their own analysis to 
examine this risk. 

 

J. Commodity Derivatives 

29. Note that the Standards defines the term “commodity type” for purposes of calculation of 
exposure for CCR. A commodity type is defined as a set of commodities with broadly similar risk 
drivers, such that the prices or volatilities of commodities of the same commodity type may 
reasonably be expected to move with similar direction and timing and to bear predictable 
relationships to one another. For example, a commodity type such as coal might include several 
types of coal, and a commodity type such as oil might include oil of different grades from different 
sources. The prices of commodities of a given type may not move precisely in lock step, but they 
are likely to move in the same direction at roughly the same time, due to their dependence on 
common forces in commodity markets. Long and short trades within a single commodity type can 
be fully offset. 
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30. For commodity derivatives, defining individual commodity types is operationally difficult. In 
fact, it is generally not possible to fully specify all relevant distinctions between commodity types, 
and as a result, a single commodity type is likely to include individual commodities that in practice 
differ to some extent in the dynamic behaviour they exhibit. As a result, not all basis risk is likely 
to be captured. Nonetheless, banks should attempt to minimize unrecognized basis risk through 
sound definitions of commodity types. 

31. The Standards requires a bank to establish appropriate governance processes for the 
creation and maintenance of the list of defined commodity types used by the bank for CCR 
calculations, with clear definitions and independent internal review or validation processes to 
ensure that commodities grouped as a single type are in fact similar. A bank can only use the 
specifically defined commodity types it has established through its adequately controlled internal 
processes. 

32. Trades within the same commodity hedging set (Energy, Metals, Agriculture, and Other) 
enjoy partial offsetting through the use of correlation values established in the Standards, with 
correlation values varying by asset subclass. More specifically, partial offsetting applies only to 
the systematic component, not the issuer-specific or idiosyncratic component. Note that Electricity 
is a sub-class of the Commodity asset class, but is itself part of the broader Energy hedging set, 
rather than constituting a distinct hedging set. 

 

 

K. Single-Name and Index Derivatives 

33. For credit derivatives, there is one credit reference entity for each reference debt 
instrument that underlies a single-name transaction allocated to the credit risk category. Single- 
name transactions should be assigned to the same credit reference entity only where the 
underlying reference debt instrument of those transactions is issued by the same issuer. 

34. The approach for establishing the reference entity for equity derivatives should correspond 
to the general approach for credit derivatives. 

35. For credit derivatives with indices as the underlying instrument, there should be one 
reference entity for each group of reference debt instruments or single-name credit derivatives 
that underlie a multi-name transaction. Multi-name transactions should be assigned to the same 
credit reference entity only where the group of underlying reference debt instruments or single- 
name credit derivatives of those transactions has the same constituents. The determination of 
whether an index is investment grade or speculative grade should be based on the credit quality 
of the majority of its individual constituents. 

36. Again, the approach for equity index derivatives should follow the general approach for 
credit index derivatives. 

 

L. Special Cases of Margin Agreements 

37. When multiple margin agreements apply to a single netting set, the netting set should be 
broken down into sub-netting sets that align with the respective margin agreement for calculating 
both RC and PFE. 

38. When a single margin agreement applies to multiple netting sets, RC at any given time is 
determined by the sum of two terms. The first term is equal to the un-margined current exposure 
of the bank to the counterparty aggregated across all netting sets within the margin agreement 
reduced by the positive current net collateral (i.e. collateral is subtracted only when the bank is a 
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net receiver of collateral). The second term is non-zero only when the bank is a net poster of 
collateral: it is equal to the current net posted collateral (if there is any) reduced by the un- 
margined current exposure of the counterparty to the bank aggregated across all netting sets 
within the margin agreement. Net collateral available to the bank should include both VM and 
NICA. Mathematically, RC for the entire margin agreement is: 

 

𝑅𝐶𝑀𝐴 = 𝑚𝑎𝑥 (0 ; ∑ max(0; 𝑉𝑁𝑆) − max (0; 𝐶𝑀𝐴)

𝑁𝑆∈𝑀𝐴

) + 𝑚𝑎𝑥 (0 ; ∑ min(0; 𝑉𝑁𝑆) − min (0; 𝐶𝑀𝐴)

𝑁𝑆∈𝑀𝐴

) 

where the summation NS ∈ MA is across the netting sets covered by the margin agreement 
(hence the notation), VNS is the current mark-to-market value of the netting set NS and CMA is the 
cash equivalent value of all currently available collateral under the margin agreement. 

39. An alternative description of this calculation is as follows: 

Step 1: Compute the net value, positive or negative, of each netting set. These calculated 
values correspond to the terms VNS in the expression above. 

Step 2: Sum the values of all netting sets with positive value, to get Total Positive Value 
(TPV). This corresponds to the term in the expression above: 

    

𝑇𝑃𝑉 = ∑ max (𝑉𝑁𝑆; 0)

𝑁𝑆∈𝑀𝐴

 

 

Step 3: Sum the values of all of netting sets with negative value, to get Total Negative 
Value (TNV). This corresponds to the term in the expression above: 

𝑇𝑁𝑉 = ∑ min (𝑉𝑁𝑆; 0)

𝑁𝑆∈𝑀𝐴

 

 

Step 4: Calculate the net current cash value of collateral, including NICA and VM. This 
corresponds to the term CMA in the expression above. If the bank is net holder of 
collateral, then CMA is positive; it is the net value held (NVH). If the bank is a net 
provider of collateral, then CMA is negative, and its absolute value is the net value 
provided (NVP). Note that either NVH>0 and NVP=0, or NVP>0 and NVH=0. 

One of the following cases then applies: 

Step 5a: If NVH>0 (so NVP=0), then RC = TPV – NVH, but with a minimum of zero 
– that is, RC cannot be negative. 

or 

Step 5b: If NVH=0 (so NVP>0), then RC = TPV + NVP – TNV, but with a minimum 
of TPV – that is, RC cannot be less than TPV. 

40. To calculate PFE when a single margin agreement applies to multiple netting sets, netting 
set level un-margined PFEs should be calculated and aggregated, i.e. PFE should be calculated 
as the sum of all the individual netting sets considered as if they were not subject to any form of 
margin agreement. 
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III. Summary of the EAD Calculation Process 

The following diagram provides a visual summary of the CCR calculation of EAD for derivatives, 
based on replacement cost and potential future exposure. 

 

1. Replacement Cost (RC) Calculation 

Calculate RC for all transactions, margined and un-margined 
 

 

2. Trade Classification 

Assign trades to netting set, and to asset classes based on primary risk 
factors 

 

 

3. Trade-level Adjusted Notional Calculation 

Calculate trade-level adjusted notional amount using asset class rules 
(with supervisory duration adjustment for interest rate and credit 

derivatives) 
 

 

4. Trade-level Effective Notional Calculation 

Adjust trade-level adjusted notional using Supervisory Delta and 
Maturity Factor 

 

 

5a. Credit, Equity, Commodity 
Derivatives 

 
5b. Interest Rate and FX Derivatives 

Aggregate effective notional with full 
offset for trades in same entity (credit, 

equity) or commodity type 

Aggregate effective notional with full 
offset for trades in same maturity 

category and currency (interest rate) and 
currency pair (FX) 

 

  

6a. Add-Ons  6b. Add-Ons 

Apply prescribed Supervisory Factors to 
effective notional amounts to calculate 

add-on for each entity or commodity type 

Apply prescribed Supervisory Factors to 
effective notional amounts to calculate 
add-on for each maturity category or 

currency pair 
 

  

7a. Hedging Set Assignment and Add- 
Ons 

 7b. Hedging set Assignment and Add- 
Ons 

One hedging set for credit, one for 
equity, and one for each of four 

commodity sub-classes 

One hedging set for each currency 
(interest rate) or currency pair (FX) 

Apply supervisory correlations to divide 
the add-on into systematic and 

idiosyncratic components in each 
hedging set 

Aggregate maturity-category add-ons 
according to rules in the standards to get 

hedging set add-on for interest rate 
derivatives 
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Aggregate to get hedging set add-on, 
with full offset for systematic components 

and no offset for idiosyncratic 
components 

 
Aggregate absolute value of currency- 
pair add-ons to get hedging set add-on 

for FX derivatives 
 

  

 
8. Asset-Class Add-On Calculation 

Simple summation of add-ons across hedging sets for each asset class 
 

 

9. Aggregate Add-On Calculation 

Simple summation of asset-class add-ons across asset classes 
 

 

10. Potential Future Exposure (PFE) Calculation 

Apply multiplier reflecting impact of any negative contract value or over- 
collateralization to aggregate add-on, possibly reducing PFE by up to 

95% 
 

 

11. Exposure at Default (EAD) Calculation 

Sum RC and PFE for the netting set, and multiply by 1.4. If the resulting 
EAD for margined trades exceeds EAD if un-margined, use the un- 

margined EAD. 
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IV. Frequently Asked Questions 

 
A. Netting 

Question A1: Does a bank need written approval for each netting agreement it has in place, 
or will the Central Bank provide a list of pre-approved jurisdictions or counterparties? 
The bank should establish an internal process that considers the factors identified in the 
Standards. That process should be subject to internal review and challenge per the Standards. 
The Central Bank will review the identification of netting sets as part of the supervisory process, 
and notify the bank of any determinations that netting is not appropriate. The Central Bank will 
not provide a list of pre-approved jurisdictions or counterparties. 

 

Question A2: Do amendments to existing netting agreements require approval from the 
Central Bank? 
Amendments that do not raise new questions about the validity of netting need not be raised to 
the Central Bank for consideration. 

 
Question A3: What if netting is not valid? Can netting sets still be used for the calculation? 
If the requirements of the Standards for recognition of netting are not satisfied, then each 
transaction is its own netting set – a netting set consisting of a single transaction – and many of 
the calculations are much simpler. 

 

Question A4: Is use of the standard ISDA agreement sufficient to apply netting? 
No, use of the standard ISDA agreement is not in itself sufficient to demonstrate that netting is 
valid and legally enforceable in the relevant jurisdictions under the requirements of the Standards. 

 

Question A5: Can we treat trades with a UAE counterparty (UAE Bank or Foreign Bank 
operating in the UAE) having a signed ISDA / CSA as a netting set even though the UAE is 
not a netting jurisdiction? 
No, as noted above, use of the standard ISDA agreement is not in itself sufficient to demonstrate 
that netting is valid and legally enforceable in the relevant jurisdictions under the requirements of 
the Standards, and is not a replacement for a determination regarding the legal enforceability of 
netting. 
Question A6: If there is no netting agreement of any sort in place, what would the treatment 
be for trades with negative mark to market? Will they be included or excluded from the 
exposure calculation? 
Trades with negative value have RC=0, but still have counterparty credit risk, which will be 
reflected in the calculation of the PFE component of exposure. 

 

B. Collateral 

Question B1: What haircuts should be applied to collateral for the calculations of exposure 
net of collateral? 
Banks should apply the standard supervisory haircuts from the capital framework. 

 
Question B2: If a counterparty places initial cash margin against a derivatives facility, but 
has no signed ISDA / CSA in place, can this cash margin be considered as collateral for 
Replacement Cost calculations? 
Yes, provided the arrangement allows the bank to retain the cash in the event of a default by the 
counterparty. 

Question B3: Can collateral received under a CSA be considered as part of the RC 
calculation in absence of a netting agreement? 
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Yes. Note that in the absence of netting, the netting set would consist of a single trade and any 
collateral corresponding to that trade. 

 

C. Classification of Trades 

Question C1: For a currency swap involving principal and interest exchange, since there 
is exchange rate risk in addition to interest rate risk, do we need to assign the notional to 
both the currency and interest rate classes? 
Yes, derivatives with exposure to more than one primary risk factor should be allocated to all 
relevant asset classes for the PFE calculation, so this transaction should be included in its full 
amount in both the Foreign Exchange hedging set and the Interest Rate hedging set. 

 

Question C2: In a cross-currency swap with principal exchange at the beginning and at the 
end, and with fixed-rate to fixed-rate interest exchange so that there is no interest rate risk, 
should this trade be included only in the foreign currency category? 
Yes, it should be treated as FX exposure. 

 
Question C3: Is there any prescribed PFE treatment for a derivative such as a weather 
derivative? 
Derivatives with "unusual" underlying such as weather or mortality are included in the "Other" 
hedging set within the Commodity asset class. 

 
Question C4: Can trades with gold as the underlying asset be treated as currency 
derivatives? 
No. Although gold often has been grouped with foreign exchange historically, for the CCR 
Standards it is to be treated as a metal within the commodity asset class. 

 

D. Supervisory Delta Adjustment 

Question D1: What is the Supervisory Delta for FX Swaps and FX Forwards? 
These are linear contracts, so the Supervisory Delta is either +1 (for long positions) or -1 (for short 
positions). 

 

Question D2: The Standards states that the Supervisory Delta for a short position (one that 
is not an option or CDO) should be -1. However, if netting is not permitted, should the 
Supervisory Delta be set to +1 for all the short (as well as the long) positions? 
In principle, the Supervisory Delta should be -1 if the position is short. However, in the case of a 
single-trade netting set, there is no possibility of offsetting, so the sign of the Supervisory Delta 
does not affect the calculation. 

 
Question D3: In the case of an option strategy such as a straddle or strangle involving 
more than one type of option (e.g. a long call and a long put), which Supervisory Delta 
should be used? 
In the case of positions that involve combinations of options, the position should be decomposed 
into its simpler option components, appropriate Supervisory Deltas determined for each 
component, and the weighted average Supervisory Delta applied to the position as a whole. 

 
Question D4: In the case of an option strategy involving multiple options with only one leg 
having a possibility of exercise, can we consider this structure as a "short" position if we 
are net receiver of the premium and a "long" position if we are net payer of premium? 
As noted above, in the case of positions that involve combinations of options, the position should 
be decomposed into its simpler option components, appropriate Supervisory Deltas determined 
for each component, and the weighted average Supervisory Delta applied to the position as a 
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whole. In this case, some of the Supervisory Deltas would be positive, and some would be 
negative. The sign of the overall Supervisory Delta would depend on the relative size of the 
positions, and the associated magnitude (in absolute value) of the deltas. 

 
Question D5: Should the same set of Supervisory Deltas be used in the case of path 
dependent options such as barrier options, or other complex options? For such products, 
the simple option delta formula may not be appropriate. 
Banks should apply the standardised formulas for the CCR calculations, including the Supervisory 
Delta adjustment for all options. Note that use of a single, simplified formula for the Supervisory 
Delta for options is a feature of the Standardised Approach. Like all standardised approaches, the 
SA-CCR involves numerous trade-offs between precision and simplicity. Many other aspects of 
the Standardised Approach use approximations, such as the assumption that a single correlation 
should be used for all commodity derivatives, or the use of a single volatility for all FX options. 
Banks should certainly use more analytically appropriate deltas for internal purposes such as 
valuation and risk management. 

 

E. Hedging Sets 

Question E1: Can different floating rates within the same base currency be included in 
single hedging set? 
Yes, for interest rate derivatives, all rates within one base currency should be included in a single 
hedging set. 

 
Question E2: Is it possible to determine a hedging set in the absence of a netting set? 
Yes, without a netting set, the hedging set would consist of a single transaction, and the add-on 
would be simply the effective notional amount of that one transaction. 

 

F. Maturity and Supervisory Duration 

Question F1: For Supervisory Duration, should S and E be based on original maturity or 
residual maturity? 
Calculation of S and E should be computed relative to the current date, not the date at which the 
trade was initiated; hence, they are most similar to residual maturity. 

 
Question F2: When calculating the remaining maturity in business days, should we follow 
the business calendar given in the master agreement, or the business calendar within the 
jurisdiction in which the bank is operating? 
The Basel Committee has provided guidance that the number of business days used for the 
purpose of determining the maturity factor must be calculated appropriately for each transaction, 
taking into account the market conventions of the relevant jurisdiction. The Central Bank follows 
this approach as well. 

 

Question F3: What is the maturity factor if the remaining maturity is greater than 250 
business days? 
In that case, the maturity factor for the CCR calculations is equal to 1.0. 

Question F4: What would be the maturity of a derivative with multiple exchanges of 
notional over a period of time? 
The maturity date is the date of the final exchange or payment under the contract. 

 
Question F5: What is the Maturity Factor for deals such as callable range accruals where 
the call date is less than 1 year, but the deal maturity is more than 1 year? 
Since the deal maturity is more than one year, the Maturity Factor would be equal to 1.0. 
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G. Other 

Question G1: For certain capital calculations in the past, exchange rate contracts with an 
original maturity of 14 calendar days or less were excluded from certain capital 
requirements. Is that applicable for the CCR Standards? 
No, all in-scope exchange rate contracts must be included, regardless of original or remaining 
maturity. 

 
Question G2: A single hedging set might include derivatives on underlying rates, prices, 
or entities that span different Basel categories (e.g. corporates, financials, sovereigns); do 
these need to be calculated separately in order to compute and report RWA in the format 
required by the reporting template? 
No, the risk-weight, and the category for reporting in the Central Bank’s template, depends on the 
nature of the counterparty, not the nature of the underlying reference asset. The counterparty for 
any netting set will fall into one and only one category for risk weighting and for reporting. 

 
Question G3: For a variable notional swap, how should the average notional be calculated? 
Use the time-weighted average notional in the CCR calculations. 

 
Question G4: Should the current spot rate be used to compute adjusted notional? 
Yes, the current spot rate should be used. 

 

Question G5: Bank ask in case of calculating discounted counterparty exposure is a 
double count and will inflate CVA Capital charge given SA-CCR EAD already factors in 
maturity adjustment while computing adjusted notional which is product of trade notional 
& supervisory duration? 
The use of the discount factor in the CVA capital charge does not result in double counting. While 
there is superficial similarity between the supervisory duration (SD) adjustment in SA-CCR and 
the discount factor (DF) in CVA, they are actually capturing different aspects of risk exposure. 
The use of SD in SA-CCR adjusts the notional amount of the derivatives to reflect its sensitivity 
to changes in interest rates, since longer-term derivatives are more sensitive to rate changes than 
are shorter-term derivatives. In contrast, the use of DF in the CVA calculation reflects the fact that 
a bank is exposed to CVA risk not only during the first year of a derivative contract, but over the 
life of the contract; the DF term recognizes the present value of the exposure over the life of the 
contract. Thus, these two factors, although they have similar functional forms and therefore 
appear somewhat similar, are not in fact duplicative. 
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V. Illustrations of EAD Calculations 

 
A. Illustration 1 

Consider a netting set with three interest rates derivatives: two fixed versus floating interest rate 
swaps and one purchased physically settled European swaption. The table below summarizes 
the relevant contractual terms of the three derivatives. All notional amounts and market values in 
the table are given in USD. We also know that this netting set is not subject to a margin agreement 
and there is no exchange of collateral (independent amount/initial margin) at inception. 

 
 

Trade # Nature Residual 
maturity 

Base 
currency 

Notional 
(thousands) 

Pay 
Leg (*) 

Receive 
Leg (*) 

Market value 
(thousands) 

1 Interest rate 
swap 

10 years USD 10,000 Fixed Floating 30 

2 Interest rate 
swap 

4 years USD 10,000 Floating Fixed -20 

3 European 
swaption 

1 into 10 years EUR 5,000 Floating Fixed 50 

(*) For the swaption, the legs are those of the underlying swap. 

 
 

The EAD for un-margined netting sets is given by: 

EAD = 1.4 * (RC + PFE) 
 

1. Replacement Cost Calculation 

The replacement cost is calculated at the netting set level as a simple algebraic sum (floored at 
zero) of the derivatives’ market values at the reference date. Thus, using the market values 
indicated in the table (expressed in thousands): 

RC = max {V - C; 0} = max {30 - 20 + 50; 0} = 60 

Since V-C is positive (equal to V of 60,000), the value of the multiplier is 1, as explained in the 
Standards. 

 

2. Potential Future Exposure Calculation 

All the transactions in the netting set belong to the interest rate asset class. So the Add-on for 
interest rate class must be calculated as well as the multiplier since 

PFE = multiplier × Add-onagg 

For the calculation of the interest rate add-on, the three trades must be assigned to a hedging set 
(based on the currency) and to a maturity category (based on the end date of the transaction). In 
this example, the netting set is comprised of two hedging sets, since the trades refer to interest 
rates denominated in two different currencies (USD and EUR). Within hedging set “USD”, Trade 
1 falls into the third maturity category (>5 years) and Trade 2 falls into the second maturity 
category (1-5 years). Trade 3 falls into the third maturity category (>5 years) of hedging set “EUR”. 
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S and E represent the start date and end date, respectively, of the time period referenced by the 
interest rate transactions. 

 

Trade 
# 

Hedging 
set 

Time 
bucket 

Notional 
(thousands) 

S E 

1 USD 3 10,000 0 10 

2 USD 2 10,000 0 4 

3 EUR 3 5,000 1 11 

 
The following table illustrates the steps typically followed for the add-on calculation: 

 

Steps Activities 

1. Calculate Effective Notional Calculate supervisory duration 

Calculate trade-level adjusted notional as trade 
notional (in domestic currency) × supervisory 
duration 

Effective notional for each maturity category = 
Σ(trade-level adjusted notional × supervisory delta 
× maturity factor), with full offsetting for each of the 
three maturity categories, in each hedging set 
(that is, same currency) 

2. Apply Supervisory Factors Add-on for each maturity category in a hedging set 
(that is, same currency) = Effective Notional 
Amount for maturity category × interest rate 
supervisory factor 

3. Apply Supervisory Correlations Add-on for each hedging set = Σ(Add-ons for 
maturity categories), aggregating across maturity 
categories for a hedging set. One hedging set for 
each currency. 

4. Aggregate Simple summation of the add-ons for the different 
hedging sets 

 

Calculate Effective Notional Amount 

The adjusted notional of each trade is calculated by multiplying the notional amount by the 
calculated supervisory duration SD as defined in the Standards. 

d = Trade Notional × SD = Trade Notional × (exp(-0.05×S) – exp(-0.05 × E)) / 0.05 

Trade 
Notional 
Amount 

Time 
Bucket 

S E Supervisory Duration SD Adjusted Notional d 

Trade 1 10,000,000 3 0 10 7.869386806 78,693,868.06 

Trade 2 10,000,000 2 0 4 3.625384938 36,253,849.38 

Trade 3 5,000,000 3 1 11 7.485592282 37,427,961.41 
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Calculate Maturity Category Effective Notional 

A supervisory delta is assigned to each trade in accordance with the Standards. In particular: 

 Trade 1 is long in the primary risk factor (the reference floating rate) and is not an 
option so the supervisory delta is equal to 1. 

 Trade 2 is short in the primary risk factor and is not an option; thus, the supervisory 
delta is equal to -1. 

 Trade 3 is an option to enter into an interest rate swap that is short in the primary risk 
factor and therefore is treated as a purchased put option. As such, the supervisory 
delta is determined by applying the relevant formula using 50% as the supervisory 
option volatility and 1 (year) as the option exercise date. Assume that the underlying 
price (the appropriate forward swap rate) is 6% and the strike price (the swaption’s 
fixed rate) is 5%. 

The trade-level supervisory delta is therefore: 
 
 

Trade Delta Instrument Type 

Trade 1 1 linear, long (forward and swap) 

Trade 2 -1 linear, short (forward and swap) 

 
 

Trade 3 
−Φ (−

ln (
0.06
0.05

) + 0.5 ∗ (0.5)2 ∗ 1

0.5 ∗ √1
) = −0.27 

 

 
 

 purchased put option 

 

The Maturity Factor MF is 1 for all the trades since they are un-margined and have remaining 
maturities in excess of one year. 

Based on the maturity categories, the Effective Notional D for the USE and EUR hedging sets at 
the level of the maturity categories are as shown in the table below: 

 

 
Hedging Set 

Time 
Bucket 

Adjusted 
Notional 

Supervisory 
Delta 

 
Maturity Factor 

Maturity category-level Effective 
Notional D 

 
HS 1 (USD) 

3 78,693,868 1 1 78,693,868 

2 36,253,849 -1 1 -36,253,849 

HS 2 (EUR) 3 37,427,961 -0.27 1 -10,105,550 

 
In particular: 

Hedging set USD, time bucket 3: D = 1 * 78,693,868 * 1 = 78,693,868 

Hedging set USD, time bucket 2: D = -1 * 36,253,849 * 1 = -36,253,849 
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EUR 

USD = 

Hedging set EUR, time bucket 3: D = -0.27 * 37,427,961 * 1 = -10,105,550 

 
Apply Supervisory Factor 

The add-on must be calculated for each hedging set. 

For the USD hedging set there is partial offset between the two USD trades: 

Effective notional(IR) [D22 + D32 + 1.4 x D2 x D3]1/2 

= [(-36,253,849)2 + 78,693,8682 + 1.4 × (-36,253,849) × 78,693,868]1/2 
 
= 59,269,963 
 

For the Hedging set EUR there is only one trade (and one maturity category): 

 
Effective notional(IR) = 10,105,550 

 

In summary: 
 
 

Hedging 
set 

 
Time Bucket 

Maturity category- 
level 

Effective Notional Dj,k 

Hedging Set level 

Effective Notional Dj,k 
(IR)

 

HS 1 (USD) 3 78,693,868 
 
59,269,963 
(Partial offset) 

2 -36,253,849 

 

HS 2 (EUR) 3 -10,105,550 10,105,549.58 

 

Aggregation of the calculated add-ons across different hedging sets: 
 

 
Effective Notional(IR) = 59,269,963 + 10,105,550 = 69,375,513 

(No offset between hedging 
sets) 

The asset class is interest rates; thus the applicable Supervisory factor is 0.50%. As a result: 

Add-on = SF × Effective Notional = 0.005 × 69,375,513 = 346,878 

 
Supervisory Correlation Parameters 

Correlation is not applicable to the interest rate asset class, and there is no other asset class in 
the netting set in this example. 

Add-on Aggregation 

For this netting set, the interest rate add-on is also the aggregate add-on because there are no 
trades assigned to other asset classes. Thus, the aggregate add-on = 346,878 
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Multiplier 

The multiplier is given by: 

 
 

multiplier = min { 1; Floor+(1-Floor) × exp [(V-C) /(2 ×(1-Floor)×Add-onagg)] } 

= min {1; 0.05 + 0.95 × exp [60,000 / (2 × 0.95 × 346,878]} 

=1 

 
Final Calculation of PFE 

In this case the multiplier is equal to one, so the PFE is the same as the aggregate Add-On: 

PFE = multiplier × Add-onagg = 1 × 346,878 = 346,878 
 

3. EAD Calculation 

The exposure EAD to be risk weighted for counterparty credit risk capital requirements purposes 
is therefore 

 

EAD = 1.4 * (RC + PFE) = 1.4 x (60,000 + 346,878) = 569,629 

 

B. Illustration 2 

Consider a netting set with three credit derivatives: one long single-name CDS written on Firm A 
(rated AA), one short single-name CDS written on Firm B (rated BBB), and one long CDS index 
(investment grade). All notional amounts and market values are denominated in USD. This netting 
set is not subject to a margin agreement and there is no exchange of collateral (independent 
amount/initial margin) at inception. The table below summarizes the relevant contractual terms of 
the three derivatives. 

 
 

 
Trade

# 

 
 

Nature 

 
Reference 

entity / 
index 
name 

 
Rating 

reference 
entity 

 

 
Residual 
maturity 

 

 
Base 

currency 

 

 
Notional 

(thousands) 

 
 

Position 

 
Market value 
(thousands) 

 
1 Single- 

name 
CDS 

 
Firm 

A 

 
AA 

 
3 years 

 
USD 

 
10,000 

Protection 
Buyer 

 
20 

2 Single- 
name 
CDS 

Firm 
B 

BBB 6 years EUR 10,000 
Protection 

Seller -40 

3 CDS 
index 

CD 
X.IG 

Investment 
grade 

5 years USD 10,000 
Protection 

buyer 0 

 

 
According to the Standards, the EAD for un-margined netting sets is given by: 

EAD = 1.4 * (RC + PFE) 
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1. Replacement Cost Calculation 

The replacement cost is calculated at the netting set level as a simple algebraic sum (floored at 
zero) of the derivatives’ market values at the reference date. Thus, using the market values 
indicated in the table (expressed in thousands): 

RC = max {V - C; 0} = max {20 - 40 + 0; 0} = 0 

Since V-C is negative (i.e. -20,000), the multiplier will be activated (i.e. it will be less than 1). 
Before calculating its value, the aggregate add-on needs to be determined. 

 

2. Potential Future Exposure Calculation 

The following table illustrates the steps typically followed for the add-on calculation: 
 

Steps Activities 

1. Calculate Effective Notional Calculate supervisory duration 

Calculate trade-level adjusted notional = trade 
notional (in domestic currency) × supervisory 
duration 

Calculate trade-level effective notional amount = 
trade-level adjusted notional × supervisory delta 
× maturity factor 

 

Calculate effective notional amount for each 
entity by summing the trade-level effective 
notional amounts for all trades referencing the 
same entity (either a single entity or an index) 
with full offsetting 

2. Apply Supervisory Factors Add-on for each entity in a hedging set = Entity- 
level Effective Notional Amount × Supervisory 
Factor, which depends on entity’s credit rating (or 
investment/speculative for index entities) 

3. Apply Supervisory Correlations Entity-level add-ons are divided into systematic 
and idiosyncratic components weighted by the 
correlation factor 

4. Aggregate Aggregation of entity-level add-ons with full 
offsetting in the systematic component and no 
offsetting in the idiosyncratic component 

 

Effective Notional Amount 

The adjusted notional of each trade is calculated by multiplying the notional amount with the 
calculated supervisory duration SD specified in the Standards. 

d= Trade Notional × SD = Trade Notional × {exp(-0.05×S) – exp(-0.05 × E)} / 0.05 
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Trade 
Notional 
Amount 

S E 
Supervisory Duration 

SD 
Adjusted Notional d 

Trade 1 
10,000,000 0 3 2.785840471 27,858,405 

Trade 2 
10,000,000 0 6 5.183635586 51,836,356 

Trade 3 
10,000,000 0 5 4.423984339 44,239,843 

 

The appropriate supervisory delta must be assigned to each trade: in particular, since Trade 1 
and Trade 3 are long in the primary risk factor (CDS spread), their delta is 1; in contrast, the 
supervisory delta for Trade 2 is -1. 

 
 

Trade Delta Instrument Type 

Trade 1 1 linear, long (forward and swap) 

Trade 2 -1 linear, short (forward and swap) 

Trade 3 1 linear, long (forward and swap) 

 

Thus, the entity-level effective notional is equal to the adjusted notional times the supervisory 
delta times the maturity factor (where the maturity factor is 1 for all three derivatives). 

Effective Notionalk = ∑𝒊 𝝐 di × 𝜹i × MFi 

 
 

Trade Adjusted Notional 
Supervisory 

Delta 
Maturity Factor 

Entity Level 
Effective Notional 

Trade 1 27,858,405 1 1 27,858,405 

Trade 2 51,836,356 -1 1 -51,836,356 

Trade 3 44,239,843 1 1 44,239,843 

 
Supervisory Factor 

The add-on must now be calculated for each entity. Note that all derivatives refer to different 
entities (single names/indices). A supervisory factor is assigned to each single-name entity based 
on the rating of the reference entity, as specified in Table 1 in the relevant Standards. This means 
assigning a supervisory factor of 0.38% for AA-rated firms (Trade 1) and 0.54% for BBB-rated 
firms (for Trade 2). For CDS indices (Trade 3), the supervisory factor is assigned according to 
whether the index is investment or speculative grade; in this example, its value is 0.38% since the 
index is investment grade. 

 

Asset Class Subclass 𝜌 SF 

Credit, Single Name AA 50% 0.38% 

Credit, Single Name BBB 50% 0.54% 

Credit, Index IG 80% 0.38% 
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Thus, the entity level add-ons are as follows: 

Add-on(Entity) = SF × Effective Notional 
 

Trade Effective Notional Supervisory factor SF Add-on (Entity) 

Trade 1 27,858,405 0.38% 105,862 

Trade 2 -51,836,356 0.54% -279,916 

Trade 3 44,239,843 0.38% 168,111 

 
Supervisory Correlation Parameters 

The add-on calculation separates the entity level add-ons into systematic and idiosyncratic 
components, which are combined through weighting by the correlation factor. The correlation 
parameter ρ is equal to 0.5 for the single-name entities (Trade 1-Firm A and Trade 2-Firm B) and 
0.8 for the index (Trade 3-CDX.IG) in accordance with the requirements of the Standards. 

Add-on(Credit) = [ [ ∑k ρk 
CR × Add-on (Entityk) ]2 + ∑k (1- (ρk 

CR)2) × (Add-on (Entityk))2]1/2 
 

Trade 𝜌 Add-on(Entityk) 𝜌 × Add-on(Entityk) (1 – 𝜌2) (1 – 𝜌2) × (Add-on(Entityk))
2
 

Trade 1 50% 105,862 52,931 0.75 8,405,062,425 

Trade 2 50% -279,916 -139,958 0.75 58,764,860,350 

Trade 3 80% 168,111 134,489 0.36 10,174,120,000 

Systematic Component 47,462 Idiosyncratic Component 77,344,042,776 

   Full offsetting  No offsetting 

 
Add-on Aggregation 

For this netting set, the interest rate add-on is also the aggregate add-on because there are no 
trades assigned to other asset classes. Thus, the aggregate add-on = 346,878 

Aggregation of entity-level add-ons with full offsetting in the systematic component and no 
offsetting benefit in the idiosyncratic component. 

 

Systematic Component 47,462 

Idiosyncratic Component 77,344,042,776 

 
 

Thus, 

Add-on = [ (47,462)2 + 77,344,042,776 ]1/2 = 282,129 
 

Multiplier 

The multiplier is given by 
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multiplier = min {1; Floor+(1-Floor) × exp [(V-C)/(2×(1-Floor)×Add-onagg)] } 

= min {1; 0.05 + 0.95 × exp [-20,000 / (2 × 0.95 × 282,129)]} 

=0.96521 

 
Final Calculation of PFE 

PFE = multiplier × Add-onagg = 0.96521 × 282,129= 272,313 
 

3. EAD Calculation 

The exposure that would be risk-weighted for the purpose of counterparty credit risk capital 
requirements is therefore: 

EAD = 1.4 * (RC + PFE) = 1.4 x (0 + 272,313) = 381,238 

 

C. Illustration 3 

Consider a netting set with three commodity forward contracts. All notional amounts and market 
values are denominated in USD. This netting set is not subject to a margin agreement and there 
is no exchange of collateral (independent amount/initial margin) at inception. The table below 
summarizes the relevant contractual terms of the three commodity derivatives. 

 
 

Trade 
# 

 

Nature 
 

Underlying 
 

Position 

 

Direction 
 

Residual 
maturity 

 

Notional 
(thousands) 

 

Market value 
(thousands) 

1 Forward (WTI) 
Crude Oil 

 

Protection 
Buyer 

Long 9 months 10,000 -50 

2 Forward (Brent) 
Crude Oil 

 

Protection 
Seller 

Short 2 years 20,000 -30 

3 Forward Silver 
 

Protection 
Buyer 

Long 5 years 10,000 100 

 

1. Replacement Cost Calculation 

The replacement cost is calculated at the netting set level as a simple algebraic sum (floored at 
zero) of the derivatives’ market values at the reference date, provided that value is positive. Thus, 
using the market values indicated in the table (expressed in thousands): 

RC = max {V - C; 0} = max {100 - 30 - 50; 0} = 20 

The replacement cost is positive and there is no exchange of collateral (so the bank has not 
received excess collateral), which means the multiplier will be equal to 1. 

 

2. Potential Future Exposure Calculation 

The following table illustrates the steps typically followed for the add-on calculation, for each of 
the four commodity hedging sets with non-zero exposure: 
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Steps Activities 

1. Calculate Effective Notional Calculate trade-level adjusted notional = current 
price × number of units referenced by derivative 

Calculate trade-level effective notional amount = 
trade-level adjusted notional × supervisory delta 
× maturity factor 

 
Calculate effective notional for each commodity- 
type = Σ(trade-level effective notional) for trades 
referencing the same commodity type, with full 
offsetting in commodity type 

2. Apply Supervisory Factors Add-on for each commodity type in a hedging set 
= Commodity-type Effective Notional Amount × 
Supervisory Factor 

3. Apply Supervisory Correlations Commodity-type add-ons are divided into 
systematic and idiosyncratic components 
weighted by the correlation factor 

4. Aggregate Aggregation of commodity-type add-ons with full 
offsetting in the systematic component and no 
offsetting in the idiosyncratic component 

Simple summation of absolute values of add-ons 
across the four hedging sets 

 

Effective Notional Amount 

Trade-level Adjusted Notional calculation for each commodity derivative trade: 

di
(COM) = current price per unit × number of units in the trade 

 

 

Trade 

Current price per unit 

(unit is barrel for oil; 

ounces for silver) 

 
Number of units in the 

trade 

 
Adjusted Notional 

Trade 1 100 100 barrels 10,000 

Trade 2 100 200 barrels 20,000 

Trade 3 20 500 ounces 10,000 
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i i 

The appropriate supervisory delta must be assigned to each trade: 
 

Trade Delta Instrument Type 

Trade 1 1 linear, long (forward & swap) 

Trade 2 -1 linear, short (forward & swap) 

Trade 3 1 linear, long (forward & swap) 

 
Since the remaining maturity of Trade 1 is less than a year, at nine months (approximately 187 
business days), and the trade is un-margined, its maturity factor is scaled down by the square 
root of 187/250 in accordance with the requirements of the Standards. On the other hand, the 
maturity factor is 1 for Trade 2 and for Trade 3, since the remaining maturity of those two trades 
is greater than one year and they are un-margined. 

The trade-level effective notional is equal to the adjusted notional times the supervisory delta 
times the maturity factor. The basic difference between the WTI and Brent forward contracts 
effectively is ignored since they belong to the same commodity type, namely “Crude Oil” within 
the “Energy” hedging set, thus allowing for full offsetting. (In contrast, if one of the two forward 
contracts were on a different commodity type within the “Energy” hedging set, such as natural 
gas, with the other on crude oil, then only partial offsetting would have been allowed between the 
two trades.) Therefore, Trade 1 and Trade 2 can be aggregated into a single effective notional, 
taking into account each trade’s supervisory delta and maturity factor. 

Effective NotionalTypek
(Com) = ∑𝒊 𝝐 𝑻𝒚𝒑𝒆𝒌 𝜹i × d (Com) × MF (type) 

 

Hedging 

Set 

Commodity 

Type 
Trade 

Adjusted 

Notional 

Supervisory 

Delta 
Maturity Factor Effective Notional 

Energy 
Crude 

Oil 
Trade 1 10,000 1 √

187

250
= 0.865 10,000 x 1 x 0.865  

20,000x(1)x1                                                          

11,350 

(full off-setting within 

the ‘Crude Oil’  

commodity type) 

Energy 
Crude 

Oil 
Trade 2 20,000 -1 1 

Metals Silver Trade 3 10,000 1 1 10,000 

 
Supervisory Factor 

For each commodity-type in a hedging set, the effective notional amount must be multiplied by 
the correct Supervisory Factor (SF). As described in the Standards, the Supervisory Factor for 
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both the Crude Oil commodity type in the Energy hedging set and the Silver commodity type in 
the Metals hedging set is SF=18%. 

Thus, the add-on by hedging set and commodity type is as follows: 

Add-on(Typek
j) = SFTypek

(Com) × Effective NotionalTypek
(Com) 

 

Hedging 
Set 

Commodity 
Type 

Effective 
Notional 

Supervisory 
Factor SF 

Add-on by HS 
and Commodity 
type 

Energy Crude Oil -11,350 18% -2,043 

Metals Silver 10,000 18% 1,800 

Supervisory Correlation Parameters 

The commodity-type add-ons in a hedging set are decomposed into systematic and idiosyncratic 
components. The commodity subclass correlations parameters are as stated in the Standards, in 
this case 40% for commodities. 

Thus, the hedging set level add-ons are calculated for each commodity hedging set: 

 
Add-on(COM) = [( Σk ρj

(COM) × Add-on (Typek
j) )2 + Σk (1- (ρj

(COM) )2) × (Add-on (Typek
j))2]1/2 

 

 
Hedging 

Set 

 
Commodity 

Type 

 
𝜌 

 
Add-on(Typek) 

Systematic Component 

(𝜌 ×  Add-on(Typek) )
2

 

 

 
(1 – 𝜌2) 

Idiosyncratic Component 

(1 – 𝜌2) x  (Add-on(Typek)) 
2

 

 

 

Add-onj 

(Only one 

commodity 
type in each HS) 

 

Energy Crude Oil 40% -2,043 (-817)2 0.84 0.84 × (-2,043)2 2,043 

Metals Silver 40% 1,800 (720)2 0.84 0.84 × (1,800)2 1,800 

 
However, in this example, since only one commodity type within the “Energy” hedging set is 
populated (i.e. all other commodity types within that hedging set have a zero add-on), the resulting 
add-on for the hedging set is the same as the add-on for the commodity type. This calculation 
shows that when there is only one commodity type within a commodity hedging set, the hedging- 
set add-on is equal to the absolute value of the commodity-type add-on. (The same comment 
applies to the commodity type “Silver” in the “Metals” hedging set.) 

Add-on Aggregation 

Aggregation of commodity-type add-ons uses full offsetting in the systematic component and no 
offsetting benefit in the idiosyncratic component in each hedging set. As noted earlier, in this 
example there is only one commodity type per hedging set, which means no offsetting benefits. 
Computing the simple summation of absolute values of add-ons for the hedging sets: 

Add-on = Σj Add-onj 

Add-On = 2,043 + 1,800 = 3,843 
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Multiplier 

The multiplier is given by 

multiplier = min { 1; Floor+(1-Floor) × exp [(V-C) /(2 ×(1-Floor)×Add-onagg)] } 

= min {1; 0.05 + 0.95 × exp [20 / (2 × 0.95 × 3,843)]} 

= 1, since V-C is positive. 

 
Final Calculation of PFE 

PFE = multiplier × Add-onagg = 1 × 3,843 = 3,843 
 

3. EAD Calculation 

The exposure EAD to be risk weighted for counterparty credit risk capital requirements 
purposes is therefore 

EAD = 1.4 * (RC + PFE) = 1.4 x (20 + 3,843) = 5,408 
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VI. Illustrations of Replacement Cost Calculations with Margining 

Calculation of Replacement Cost (RC) depends whether or not a trade is collateralized, as 
illustrated below and in the summary table. 

 
 

 
 

Transaction 
Characteristics 

 

Replacement Cost (RC) 

 
No collateral 

Value of the derivative transactions in the netting set, if that 
value is positive (else RC=0) 

Collateralized, no 
margin 

Value of the derivative transactions in the netting set minus the 
value of the collateral after applicable haircuts, if positive (else 
RC=0) 

Collateralized and 
margined 

Same as the no margin case, unless TH+MTA-NICA (see 
definitions below) is greater than the resulting RC 

 

 TH = positive threshold before the counterparty must send collateral to the bank 

 MTA = minimum transfer amount applicable to the counterparty 

 NICA = net independent collateral amount other than variation margin (unsegregated or 
segregated) posted to the bank, minus the unsegregated collateral posted by the bank. 
The quantity TH + MTA – NICA represents the largest net exposure, including all 
collateral held or posted under the margin agreement that would not trigger a collateral 
call. 

 

A. Illustration 1: Margined Transaction 

A bank has AED80 million in trades with a counterparty. The bank currently has met all past 
variation margin (VM) calls, so the value of trades with the counterparty is offset by cumulative 
VM in the form of cash collateral received. Furthermore, an “Independent Amount” (IA) of AED 10 
million was agreed in favour of the bank, and none in favour of its counterparty. This leads to a 
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credit support amount of AED 90 million (80 million plus 10 million), which is assumed to have 
been fully received as of the reporting date. There is a small “Minimum Transfer Amount” (MTA) 
of AED1 million, and a “Threshold” (TH) of zero. 

In this example, the V-C term in the replacement cost (RC) formula is zero, since the value of the 
trades is more than offset by collateral received; AED80 million – AED90 million = -10 million. The 
term (TH + MTA - NICA) is -9 million (0 TH + 1 million MTA - 10 million of NICA held). Using the 
replacing cost formula: 

RC = MAX {(V-C), (TH+MTA-NICA), 0} 

= MAX{(80-90),(0+1-10),0} 

= MAX{-10,-9,0} = 0 

Because both V-C and TH+MTA-NICA are negative, the replacement cost is zero. This occurs 
because of the large amount of collateral posted by the bank’s counterparty. 

 

B. Illustration 2: Initial Margin 

A bank, in its capacity as clearing member of a CCP, has posted VM to the CCP in an amount 
equal to the value of the trades it has with the CCP. The bank has posted AED10 million in cash 
as initial margin, and the initial margin is held in such a manner as to be bankruptcy-remote from 
the CCP. Assume that the value of trades with the CCP are -50 million, and the bank has posted 
AED50 million in VM to the CCP. Also assume that MTA and TH are both zero under the terms 
of clearing at the CCP. 

In this case, the V-C term is zero, since the already posted VM offsets the negative value of V. 
The TH+MTA-NICA term is also zero, since MTA and TH both equal zero, and the initial margin 
held by the CCP is bankruptcy remote and thus does not affect NICA. Thus: 

RC = MAX {(V-C), (TH+MTA-NICA), 0} 

= MAX{(-50-(-50)), (0+0-0), 0} 

= MAX{0,0,0} = 0 

Therefore, the replacement cost RC is zero. 

 

C. Illustration 3: Initial Margin Not Bankruptcy Remote 

Consider the same case as in Illustration 2, except that the initial margin posted to the CCP is not 
bankruptcy remote. Since this now counts as part of the collateral C, the value of V-C is AED10 
million. The value of the TH+MTA-NICA term is AED10 million due to the negative NICA of -10 
million. In this case: 

RC = MAX {(V-C), (TH+MTA-NICA), 0} 

= MAX{(-50-(-50)-(-10)), (0+0-(-10)), 0} 

= MAX{10,10,0} = 10 
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The RC is now AED10 million, representing the initial margin posted to the CCP that would be 
lost if the CCP were to default. 

 

D. Illustration 4: Maintenance Margin Agreement 

Some margin agreements specify that a counterparty must maintain a level of collateral that is a 
fixed percentage of the mark-to-market (MtM) of the transactions in the netting set. For this type 
of margining agreement, the Independent Collateral Amount (ICA) is the percentage of MtM that 
the counterparty must maintain above the net MtM of the transactions covered by the margin 
agreement. For example, suppose the agreement states that a counterparty must maintain a 
collateral balance of at least 140% of the MtM of its transactions. Further suppose for purposes 
of this illustration that there is no TH and no MTA, and that the MTM of the derivative transactions 
is 50. The counterparty posts 80 in cash collateral. ICA in this case is the amount that the 
counterparty is required to post above the MTM (140%x50 – 50 = 20). Since MtM minus the 
collateral is negative (50-80 = -30), and MTA+TH-NICA also is negative (0+0-20 = -20), the 
replacement cost RC is zero. In terms of the replacement cost formula: 

RC = MAX {(V-C), (TH+MTA-NICA), 0} 

= MAX{(50-80), (0+0-20), 0} 

= MAX{-30,-20,0} = 0 
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V. Credit Valuation Adjustment (CVA) 

 
I. Introduction 

A credit valuation adjustment (CVA) is an adjustment to the fair value of a derivative 
instrument to account for counterparty credit risk. CVA is commonly viewed as the cost of 
counterparty credit risk. For any given position with a counterparty, this cost depends on the 
market’s perception of the riskiness of the counterparty, as reflected for example in counterparty 
credit spreads, as well as on the market value of the exposure, which typically depends on 
underlying market factors. 

During the financial crisis, banks suffered significant losses due to counterparty risk 
exposure on over-the-counter (OTC) derivatives. Various analyses have concluded that the 
majority of these losses came not from counterparty defaults but from fair value adjustments on 
derivatives. The value of outstanding derivative assets was written down as it became apparent 
that counterparties had become less likely to meet their obligations. These types of credit-related 
losses, reflected in changes in CVA, are now widely recognized as a source of risk for banks 
involved in derivatives activity. 

Under the Basel II market risk framework, firms were required to hold capital against the 
variability in the market value of their derivatives in the trading book, but there was no requirement 
to capitalize against variability in CVA. Counterparty credit risk capital under Basel II was based 
on the credit risk framework, and designed to provide protection against default and migration risk 
rather than the potential losses that can arise through variations in CVA. 

To address this gap in the prudential capital framework, the Basel Committee on Banking 
Supervision (BCBS) introduced the CVA capital charge as part of Basel III in December 2010. 
The purpose of the Basel III CVA capital charge is to ensure that bank capital provides adequate 
protection against the risks of future changes in CVA. 

In line with the requirements of Basel III, UAE banks are required to calculate risk-weighted 
assets (RWA) for CVA risk under one of two approaches. Banks must use either: 

 A standardised approach, described in the Standards and closely based on the 
standardised approach to CVA risk capital developed by the BCBS; or 

 A simple alternative approach, under which a bank with an aggregate notional 
amount of non-centrally cleared derivatives less than or equal to 400 billion AED 
may calculate RWA for CVA by setting it equal to the bank’s counterparty credit 
risk (CCR) RWA. 

The Central Bank is fully aware of the BCBS view that CVA risk cannot be modelled by 
banks in a robust and prudent manner at this time. Accordingly, the Central Bank has determined 
that CVA approaches that rely on banks’ internal CVA models, or that use inputs derived from 
those models, are not appropriate for use in regulatory capital calculations by UAE banks. 
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II. Clarifications 

 
A. Scope 

The CVA standards covers all of a bank’s non-centrally cleared derivative exposures. In 
the context of the CVA standards, derivatives are instruments whose value is based upon the 
price or value associated with an underlying reference entity. In general, derivatives exhibit the 
following abstract characteristics: 

 The transactions generate a current exposure or market value. 

 The transactions have an associated random future market value based on market 
variables. 

 The transactions have contractual terms that provide for an exchange of payments 
or an exchange of a financial instrument (including commodities) against payment. 

 The transactions are undertaken with an identified counterparty. 

Other common characteristics of derivative transactions may include the following: 

 Collateral may be used to mitigate risk exposure, and may be inherent in the nature 
of some transactions. 

 Netting may be used to mitigate risk or to simplify operational aspects of the 
transaction. 

 Positions are frequently valued (most commonly on a daily basis), with the value 
dependent on market variables or their changes. 

 Margin payments may be employed, with margin held in various forms, and with 
re-margining agreements that allow for the adjustment of margin either daily or at 
some other established frequency. 

In addition, the Central Bank has used national discretion to include securities financing 
transactions (SFTs) – transactions such as repurchase agreements, reverse repurchase 
agreements, security lending and borrowing, and margin lending transactions – within the scope 
of the CVA calculation. However, as the Standards note, if the Central Bank determines that SFT 
exposures at any individual bank are not a material source of CVA risk, the Central Bank may 
direct the bank to exclude SFTs from CVA capital calculations. 

Consistent with the BCBS framework, all derivative transactions for which a central 
counterparty is the direct counterparty are excluded from the CVA capital calculation. Banks must 
calculate RWA for those centrally cleared transactions as specified in the Central Bank’s CCR 
Standards. 

 

B. CVA Overview 

The Central Bank’s approach to minimum required capital for CVA risk is based closely on the 
standardised approach to CVA risk capital described in Basel III: A global regulatory framework 
for more resilient banks and banking systems (BCBS 189, December 2010, rev June 2011). A 
few elements also draw on clarifications and other information provided in BCBS publications 
responding to Frequently Asked Questions, or clarifications contained in Basel III: Finalising 
post-crisis reforms published by the BCBS in December 2017. 
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Regulatory CVA may differ from the CVA calculated under IFRS or other accounting 
standards. In particular, regulatory CVA excludes any consideration of the effect of changes in a 
bank’s own credit risk as perceived by the market. This means that regulatory CVA calculations 
do not consider so-called debit valuation adjustments, or DVA. 

 

C. Hedging 

The calculation allows banks to recognize the risk mitigating benefits of certain eligible 
CVA hedges. The Standards allows only certain types of instruments to serve as eligible hedges 
for CVA, specifically an index credit default swap (CDS), or a single-name CDS, single-name 
contingent CDS, or equivalent hedging instrument that directly references the counterparty being 
hedged. An option on an eligible CDS (that is, a swaption on such a CDS) can be eligible, provided 
the swaption does not contain a “knock out” clause that terminates the swaption in the case of a 
credit event. Eligible hedges that are included in the CVA capital charge are removed from the 
bank’s market risk capital calculation. 

Other types of instruments must not be reflected as hedges within the calculation of the 
CVA capital charge, even if the bank views them as mitigating counterparty credit risk. For 
example, tranched or nth-to-default CDS instruments are not eligible CVA hedges. These instead 
must be treated as any other similar instrument in the bank’s portfolio for regulatory capital 
purposes. 

In addition to the restrictions regarding the types of instruments that a bank may recognize 
as CVA hedges, only transactions entered into explicitly for the purpose of hedging the 
counterparty credit spread component of CVA risk can be eligible hedges. This means, for 
example, that a bank might have a single-name CDS referencing an OTC counterparty in its 
portfolio, and yet that CDS would not be eligible to offset the single-name CVA exposure within 
the CVA calculation if that CDS was not originated or acquired as part of the bank’s process to 
manage CVA risk for that particular counterparty. 

To clearly demonstrate intent to manage CVA risk, the bank should have a documented 
CVA risk management process or program, so that any CVA hedging transaction is demonstrably 
consistent with the design and operation of that program, was entered into with the intent to 
mitigate the counterparty credit spread component of CVA risk, and continues to be managed by 
the bank in a manner consistent with that intent. The Central Bank expects that any bank wishing 
to recognize the benefits of hedges in CVA capital calculations will maintain policies and 
procedures to govern this process. If the Central Bank concludes that a bank’s CVA hedging 
policies and procedures are inadequate, the Central Bank may limit the bank’s ability to recognize 
hedges in CVA capital calculations. 

Another key principle for CVA hedging is that risk mitigation should transfer risk to third 
parties external to the bank. Some banks use internal transactions to transfer risk between 
different desks or business units within the bank as part of a broader risk management program, 
with these transactions typically subject to some type of internal transfer pricing mechanism. Such 
transactions are permissible and can be a valid component of the management of CVA risk within 
a bank, but the risk ultimately should be transferred out of the bank, which generally requires a 
corresponding external transaction to reduce CVA risk. 
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D. CVA Capital Concept 

The standardised approach for calculation of CVA capital is a form of a value-at-risk 
calculation, an approach commonly used to set capital requirements. Changes in CVA can be 
viewed as following some distribution, such as the normal distribution illustrated in Figure 2. 
Conceptually, the general approach to CVA capital is to estimate a level of CVA losses that should 
be expected to be exceeded no more than a given percentage of the time. The CVA capital 
calculation reflects a value-at-risk calculation with a one-year, 99% confidence level for CVA risk. 
Assuming a normal distribution (or equivalently, a log-normal distribution for the underlying risk 
factors), losses can be expected to be within 2.33 standard deviations of the mean 99% of the 
time. That concept is illustrated in Figure 2, where the 1% negative tail of the distribution has been 

highlighted (in this case,  is the standard deviation). 

Figure 2 

 

Accordingly, the general form of the CVA capital calculation depends on the standard 
deviation of CVA losses: 

 
CVA capital = 2.33 × 𝑠𝑡𝑎𝑛𝑑𝑎𝑟𝑑 𝑑𝑒𝑣𝑖𝑎𝑡𝑖𝑜𝑛 𝑜𝑓 𝑐ℎ𝑎𝑛𝑔𝑒𝑠 𝑖𝑛 𝐶𝑉𝐴 

= 2.33 × √𝑣𝑎𝑟𝑖𝑎𝑛𝑐𝑒 𝑜𝑓 𝑐ℎ𝑎𝑛𝑔𝑒𝑠 𝑖𝑛 𝐶𝑉𝐴  

The normality assumption, together with a desired 99% confidence level, is the reason for the 
inclusion of a 2.33 multiplication factor in the CVA capital formula. Other elements of the CVA 
capital calculation reflect a theoretical approximation of the variance of changes in CVA. 

 

E. CVA Capital Formula 

In the BCBS publication of Basel III, banks using the standardised approach to calculate 
CVA capital are to use the following formula: 

 

The Central Bank’s CVA calculation, while based directly on the BCBS formula and 
producing the same result, uses different (generally simpler) notation. The nature of, and 
motivation for, the main notational differences are explained in this section. 
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𝑖 

 

A minor difference in notation is the omission of the multiplicative term “√ℎ” from the BCBS 

formulation. This term was included by the BCBS to allow the CVA capital calculation to be 
adjusted to an appropriate prudential horizon. However, in the ultimate calibration of the CVA 
calculation the horizon h was established at one year, and hence h=1. Since the square root of 1 
is also 1, and the term is a multiplicative factor, it has no impact on the resulting capital. Some 

other jurisdictions have recognized this fact, and have omitted the √ℎ from the CVA calculation 
for simplicity in their published capital regulations. The Central Bank has followed this approach. 

Another difference between the BCBS notation and the presentation of the formula in the 
Standards is the concept of “single-name exposure” or SNE. Under the Standards, a bank 
calculates SNE for each counterparty as: 

 

𝑆𝑁𝐸𝑖 =  𝐸𝐴𝐷𝑖
𝑇𝑜𝑡𝑎𝑙 × 𝐷𝐹𝑖 −  𝐻𝑖 × 𝐷𝐹𝐻 

In this calculation, 𝐸𝐴𝐷𝑇𝑜𝑡𝑎𝑙 is the bank’s total exposure to counterparty “i” across all derivatives 
netting sets plus the counterparty exposure measure arising from SFTs with that counterparty, 
and Hi is the total notional of eligible single-name CVA hedges for that counterparty. (The symbol 
H is used in place of B in the BCBS formula, an appropriate adjustment of notation since it reflects 
hedge instruments. DF is a supervisory discount factor, described further below.) In effect, the 
discounted value of the individual counterparty exposure is offset by the discounted value of 
eligible single-name CVA hedges for that counterparty. The Central Bank regards SNE as a useful 
concept, because it reflects single-name exposure net of hedges. Its use also simplifies 
presentation of the CVA capital formulas. 

The form of the supervisory discount factor DF in the Standards differs somewhat from 

the corresponding BCBS notation. Specifically, DF is defined in the CVA Standards as: 

 
 

𝐷𝐹 =
(1 − 𝑒−0.05𝑀)

0.05
 

 

This form of DF is in effect the continuous-time present value of an M-period annuity of one AED 
discounted at a rate of 5%. 
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In contrast, the BCBS formula includes the maturity term M directly in the denominator of 
the supervisory discount factor, as follows: 

(1 − 𝑒−0.05𝑀)

0.05 × 𝑀
 

 

However, the BCBS formula for CVA capital also multiplies by M as part of the CVA capital 
calculation. As a result of that multiplication, the M in the denominator of the discount factor is 
cancelled out, making the overall result the same as that provided by DF in the Standards. The 
formulation in the BCBS text was designed to accommodate the fact that banks using internal 
models incorporate discounting into the calculation of counterparty exposure, and those banks 
are required to set the BCBS supervisory discount factor to one, while retaining the multiplication 
by M. However, since internal-model approaches are not used for regulatory capital purposes in 
the UAE, this flexibility is not needed, and the simpler version of the calculation has been specified 
in the Standards. If for operational or other reasons a bank finds using the Basel formulation of 

the discount factor more convenient, its use is acceptable, provided the bank also multiplies the 
resulting discount factor by M. 

 

If the bank uses single-name hedging only, the bank aggregates SNE across 
counterparties to calculate CVA capital using the following formula:

𝐾 = 2.33√(∑ 0.5 𝑊𝑖 𝑆𝑁𝐸𝑖

𝑖

)

2

+ ∑ 0.75 (𝑊𝑖 𝑆𝑁𝐸𝑖)2

𝑖

 

where K is CVA capital, and Wi is the risk weight applicable to counterparty “i” taken from the 
risk- weight table in the Standards. 

 

An important insight is that CVA risk has both a systematic component and an idiosyncratic 
component. The systematic component reflects the fact that credit risks of different counterparties 
tend to be at least somewhat correlated with one another and move in concert, due to a degree 
of dependence on the same general economic or market factors. This kind of common risk 
potentially can be hedged, but cannot be reduced through diversification across counterparties. 
The non-systematic, or idiosyncratic, component of CVA risk arises from factors that affect credit 
spreads but are specific to an individual counterparty. In contrast to the systematic risk, the 
idiosyncratic part of CVA risk can be reduced through diversification, as well as through hedging. 
If a CVA portfolio is diversified to include many counterparties, it is not very likely that they would 
all suffer idiosyncratic credit deterioration at the same time, so overall risk is reduced; gains on 
some may offset losses on others. 

The CVA capital calculation recognizes the difference between these two kinds of risk, 
and treats them differently in the calculation. The first term in the square root in the capital 
calculation reflects the systematic component of CVA variance: 

 

  

(∑ 0.5 𝑊𝑖 𝑆𝑁𝐸𝑖

𝑖

)

2

 

The exposures are weighted and summed before squaring. Holding risk weights constant, 
spreading a given amount of exposure across more counterparties has no effect on this sum; 
although there will be more individual terms in the summation, the sum will be the same, and thus 
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there are no gains from diversification. The second term in the square root reflects the 
idiosyncratic CVA risk: 

 

∑ 0.75 (𝑊𝑖 𝑆𝑁𝐸𝑖)2

𝑖

 

 

Here, because the weighted exposures are squared before summing, spreading a given amount 
of exposure across more counterparties reduces the total, reflecting the beneficial, risk-reducing 
effects of diversifying the idiosyncratic component of counterparty credit risk. 

An alternative arrangement of the CVA capital calculation may provide additional intuition: 



 

74  

CBUAE Classification: Public 

𝐾 = 2.33√0.25 (∑ 𝑊𝑖 𝑆𝑁𝐸𝑖

𝑖

)

2

+  0.75 ∑  (𝑊𝑖 𝑆𝑁𝐸𝑖)2

𝑖

 

 

This form, which separates the factor of 0.5 from the rest of the systematic portion before it is 
raised to the second power, highlights the fact that the CVA calculation can be viewed as 
effectively a weighted average of two components, a systematic component with a weight of 25%, 
and an idiosyncratic component with a weight of 75%. The 25% weight on the idiosyncratic 
component is the theoretically correct weight if counterparties have a common systematic 
correlation with the broader market of 50%. Note that this form is simply a mathematical 
restatement of the capital calculation, yielding an identical answer for the stated case (that is, 
single-name hedging only, no index hedges). 

 

The portfolio-level calculation of CVA risk also recognizes that index hedges may reduce 
systematic CVA risk. The calculation including index hedges is: 

 

𝐾 = 2.33√(∑ 0.5 𝑊𝑖 𝑆𝑁𝐸𝑖

𝑖

− ∑ 𝑊𝑖𝑛𝑑  

𝑖𝑛𝑑

𝐻𝑖𝑛𝑑 𝐷𝐹𝑖𝑛𝑑)

2

+ ∑ 0.75 (𝑊𝑖 𝑆𝑁𝐸𝑖)2

𝑖

 

 

where Hind is the notional of an eligible purchased index hedge instrument that is used to hedge CVA risk, 

𝐷𝐹𝑖𝑛𝑑 =
(1−𝑒−0.05𝑀𝑖𝑛𝑑)

0.05
 is the applicable supervisory discount factor, and Mind is the maturity of the index hedge. 

Note that the effect of the index hedge appears only in the systematic component of CVA risk within the 

square root. Also, note that there is no correlation-related coefficient associated with the index hedges, 

analogous to the 0.5 or 0.75 coefficients for the single-name exposure terms. This reflects the fact that an 

index CDS closely tracks the market, with a correlation expected to be near perfect. The correct coefficient 

on the index hedge terms in the model would be approximately 1.0, which is the reason for their omission. 

 

The Standards also includes a version of the formula that more closely resembles the full 
formula used in the BCBS framework: 

𝐾 = 2.33√(∑ 0.5 𝑊𝑖(𝐸𝐴𝐷𝑖
𝑇𝑜𝑡𝑎𝑙 × 𝐷𝐹𝑖 − 𝐻𝑖 × 𝐷𝐹𝐻) 

𝑖

− ∑ 𝑊𝑖𝑛𝑑  

𝑖𝑛𝑑

𝐻𝑖𝑛𝑑  𝐷𝐹𝑖𝑛𝑑)

2

+ ∑ 0.75 (𝑊𝑖  (𝐸𝐴𝐷𝑖
𝑇𝑜𝑡𝑎𝑙 × 𝐷𝐹𝑖 − 𝐻𝑖 × 𝐷𝐹𝐻))

2

𝑖

 

In this form, the intermediate calculation of SNE is not used. However, the results of the 
calculation are exactly the same as those produced by the formulation using SNE. 

 

F. Maturity Calculation 

When computing the maturity M for a netting set, banks are required to use a weighted 
average, with notional values as the weights. For example, suppose a netting set with a particular 
counterparty includes two exposures, a 2-year swap with a notional amount of 200, and a 3-year 
swap with a notional amount of 400. The total notional value of the netting set is therefore 
200+400=600. The weighted average maturity would be calculated as: 

𝑀 = 2 × (
200

600
) + 3 × (

400

600
) = 2.67 
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G. Risk Weights 

Derivatives exposures and CVA hedges enter the CVA capital calculation with associated 
risk weights that depend on the credit rating of the bank’s counterparties for the covered 
exposures, or on the credit rating of the underlying entity for hedge instruments. In the case of 
unrated counterparties or entities, banks should follow the approach applied by the Central Bank 
for credit derivatives that reference unrated entities in the CCR Standards, treating them as BBB 
rated unless the counterparty or entity has an elevated risk of default, in which case they should 
be treated as BB rated. 

The CVA Standards follows the BCBS framework in specifying an array of risk weights 
that align with an external rating scale that is most similar to the one used by Standard and Poor’s. 
Use of this rating scale for purposes of the CVA Standards should not be viewed as an 
endorsement of that or any other external rating agency. Banks may use other ratings, and should 
map those ratings to the scale included in the Standards using the historical default experience 
for the various rating grades as published by the relevant external rating agencies. 

 

H. Risk-Weighted Assets 

The formula developed by the BCBS to determine CVA capital reflects a calibration based 
on the 8% minimum capital ratio applied in the Basel capital framework. To calculate a 
corresponding RWA amount, the Standards requires banks to multiply the calculated CVA capital 
by a factor of 12.5, which is the reciprocal of 8%. That is, 1/(0.08) = 12.5. This multiplication is 
appropriate even if the Central Bank applies a higher minimum capital requirement to the resulting 
RWA, because the purpose of the multiplication by 12.5 is to reverse the calibration implicitly used 
by the BCBS to produce a capital number in the original formulation. 

 

I. Threshold for the Simple Alternative 

As part of the finalization of Basel III, the BCBS introduced a materiality threshold, and 
provided an option for any bank whose aggregate notional amount of non-centrally cleared 
derivatives is less than or equal to 100 billion euro to choose to set its CVA capital equal to 100% 
of its capital for counterparty credit risk. 

To implement this option in the UAE, the Central Bank has established a materiality 
threshold of 400 billion AED. Banks with an aggregate notional amount of covered transactions 
less than or equal to 400 billion AED may choose to set CVA RWA equal to the bank’s RWA for 
counterparty credit risk as calculated under the Central Bank’s CCR Standards. The Central Bank 
has determined that this threshold is appropriate for the UAE, and is comparable to the 100 Billion 
Euro threshold included in Basel. 

If a bank chooses this CDS, it must be applied to all of the bank’s covered transactions, 
as required under the BCBS framework. In addition, a bank adopting this simple approach may 
not recognize the risk-reducing effects of CVA hedges. 

The Central Bank may prohibit a bank from using this simple alternative if the Central bank 
determines that CVA risk resulting from the bank’s derivative positions and SFTs materially 
contributes to the bank’s overall risk, and therefore warrants a more sophisticated approach. 
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III. Frequently Asked Questions 

Question 1: Are all transactions with Central Counterparties excluded from the CVA capital 
calculation? 
No, only transactions for which the direct counterparty is a qualifying CCP (QCCP) are excluded. 
Note that under the CCR Standard, the bank must have a determination of non-objection from the 
Central Bank with regard to any specific QCCP. 

 

Question 2: Should debit valuation adjustment (DVA) be netted from CVA for the capital 
calculation? 

No, DVA cannot be taken into account to reduce regulatory CVA for the capital calculation. 
 

Question 3: What types of transactions can qualify as CVA hedges? 

A CVA hedge can be any financial instrument or contract that refers specifically to the 
counterparty by name, and whose value increases when the credit quality of the counterparty 
being hedged deteriorates. However, the Standards does not permit "nth-to-default" credit 
derivatives (index or basket credit derivatives in which payment is made only on the event of the 
“nth” default by a reference entity in the basket, rather than the first default) to be used as CVA 
hedges. 

 

Question 4: If a CDS serves as an eligible CVA hedge for one counterparty, does it also 
create counterparty exposure to the counterparty for the CDS? 

Yes, a CDS or other hedging instrument used for CVA hedging also can create counterparty 
exposure, and in that case requires capital to cover the associated risks presented by that 
counterparty, including CVA. For example, if a bank has CVA exposure to counterparty A, and 
hedges that exposure by purchasing a credit default swap from counterparty B, the CVA charge 
for exposure to counterparty A may be reduced, but the bank now likely is exposed to CVA risk 
on counterparty B. 

 

Question 5: For calculating the weighted average maturity, should we use the original deal 
notional values, or the effective notional values per the CCR standards? 

Either approach is acceptable, provided the bank is consistent in its selected approach. 
 

Question 6: If there is no valid netting set with a counterparty, how should average maturity 
be calculated? 

Average maturity is calculated at the netting set level, for each netting set with each counterparty. 
If netting is not valid, then the “netting set” consists of a single transaction, which will have its own 
maturity per the contractual terms of the transaction. Without valid netting, there may be as many 
“netting sets” for a counterparty as there are derivative transactions with that counterparty. 

 

Question 7: To compute weighted average maturity, we have conservatively treated each 
trade as a stand-alone netting set. Is this conservative treatment acceptable? 

Yes, this treatment is acceptable. 
 

Question 8: When calculating average maturity for a netting set, should we consider each 
asset class separately? 
Maturity calculations for CVA must be calculated for each netting set, reflecting all covered 
transactions within a given netting set, regardless of asset class. 

 

Question 9: If an entity has ratings from multiple rating agencies, which one should be 
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used to determine the risk weight for CVA capital? 

If there are ratings from two different rating agencies that map to different risk weights, the higher 
risk weight should be applied. If there are ratings from three or more rating agencies that map to 
different risk weights, the two ratings that correspond to the lowest risk weights should be referred 
to. If these two ratings give rise to the same risk weight, that risk weight should be applied. If the 
two are different, the higher of the two risk weights should be applied. 

 

Question 10: If a counterparty is within a legal organizational structure that includes 
multiple entities with different ratings, which rating should be used for the CVA capital 
calculation? 

The bank should use the rating for the entity that is actually obligated as a counterparty to the 
bank under the terms of the transactions within the applicable netting set. 

 

Question 11: Is there any special CVA treatment for counterparties that have a zero risk 
weight for credit risk under the risk-based capital standards? 

No, they are treated like all other counterparties (other than CCPs). Note that CVA risk is different 
from the more general type of credit risk treated under the risk-based standards. The risk weights 
in the CVA standards are intended to reflect credit spread risk, and generally differ from the risk 
weights used for other capital requirements. For all counterparties, apply the CVA risk weight that 
corresponds to the rating of the entity, or if unrated, apply the approach specified for unrated 
counterparties. 

 

Question 12: We prefer to map unrated counterparties to CCC as a conservative treatment; 
is that acceptable, or must they be mapped to BBB? 

The bank is free to apply a more conservative treatment to unrated counterparties, and should do 
so if it considers the more conservative treatment to be appropriate. However, the bank should 
be consistent in its approach, and should not apply this process in a way that might reduce 
exposure for the CVA calculation relative to the treatment stated in the standards. 

 

Question 13: Should all SFT exposures be considered in scope for the CVA calculation, or 
only those that create gross SFT assets per the leverage ratio exposure measure? Will SFT 
exposures be classified separately for the computation of Credit RWAs in CAR 
computation? 
All SFTs should be reflected in the CVA calculation, whether or not they create non-zero gross 
SFT asset values for the leverage ratio. 
Credit risk capital for SFT exposures is addressed as part of the general credit risk standards for 
risk-based capital adequacy requirements. 

 

Question 14: When determining exposure for SFTs, are haircuts to be applied to the fair 
value of the securities? 
No, haircuts should not be applied – use the fair value without haircuts. 

 

Question 15: Can the weighted average maturity for SFT exposures be based on the 
exposure amounts? 
Yes, that approach is acceptable, provided it is applied consistently. 

 

Question 16: Can we consider Global Master Repo Agreements signed with banks in the 
UAE as qualifying master netting agreements (MNA) for SFT exposure computation? 

Banks should apply the requirements for valid netting agreements as stated in the Central Bank’s 
Standards for Counterparty Credit Risk to determine whether netting is valid in any particular 
case, rather than using broad categorical criteria. 
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Question 17: Will the Central Bank establish a specific quantitative materiality threshold 
to determine whether SFTs are in scope for CVA capital? 

The Central Bank does not intend to establish a specific threshold, but instead will determine the 
materiality of CVA risk from SFTs on a case-by-case basis, taking into account all relevant factors 
that may affect the CVA risk posed by SFTs at each bank. 

 

Question 18: The CVA guidelines require computation of single-name exposure (SNE), 
while the CCR Standards is based on hedging sets; different names may be included in 
the same hedging set. Does this create an inconsistency? 

It does not. Note that the single “name” for CVA capital is the derivatives or SFT counterparty. It 
does not depend on any underlying reference names for credit derivatives or other transactions 
with a given counterparty. Suppose for example that a bank has two credit derivatives that depend 
on the performance of Company A and Company B (that is, those are the underlying reference 
names for the credit derivatives), and that the bank’s counterparty for both credit derivatives is 
another bank, Bank C. Under the CCR standards, assuming that the netting requirements are 
met, the two credit derivatives would be in a single hedging set within a netting set with Bank C. 
For calculation of CVA capital, the SNE would reflect the bank’s CCR exposure to the single 
“name” that is Bank C; neither the names nor the ratings of Company A or Company B enter the 
CVA calculation directly. The CVA risk-weight for the bank’s CVA capital calculation would depend 
on the credit rating of Bank C, not the ratings of either Company A or Company B. 

 

Question 19: Should we multiply the sum of replacement cost and potential future 
exposure by the same 1.4 scaling factor used in the SA-CCR standards issued by Central 
Bank? 

Yes, that is correct; the same multiplicative scaling factor of 1.4 should be used for the CVA 
calculation as well. 

 

Question 20: Can banks used the Basic Approach for CVA (BA-CVA) recently published by 
the Basel Committee on Banking Supervision in December 2017? 

Not at this time. The Central Bank may consider the BA-CVA at a later date. 
 

Question 21: Bank ask in case of calculating discounted counterparty exposure is a double 
count and will inflate CVA Capital charge given SA-CCR EAD already factors in maturity 
adjustment while computing adjusted notional which is product of trade notional & 
supervisory duration? 
The use of the discount factor in the CVA capital charge does not result in double counting. While 
there is superficial similarity between the supervisory duration (SD) adjustment in SA-CCR and 
the discount factor (DF) in CVA, they are actually capturing different aspects of risk exposure. 
The use of SD in SA-CCR adjusts the notional amount of the derivatives to reflect its sensitivity 
to changes in interest rates, since longer-term derivatives are more sensitive to rate changes than 
are shorter-term derivatives. In contrast, the use of DF in the CVA calculation reflects the fact that 
a bank is exposed to CVA risk not only during the first year of a derivative contract, but over the 
life of the contract; the DF term recognizes the present value of the exposure over the life of the 
contract. Thus, these two factors, although they have similar functional forms and therefore 
appear somewhat similar, are not in fact duplicative. 

 
Question 22: Further elaboration on "equivalent hedging instrument that directly 
references the counterparty being hedged"? 
This could be any instrument or contract that refers specifically to the counterparty by name, and 
whose value increases when the credit quality of the counterparty being hedged deteriorates. 

However, it does not include "nth-to-default" credit derivatives. 
 

Question 23: What if a Bank hold a CVA liability in our books, charged to P&L, once we 
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have the additional capital requirement on CVA, will this liability be netted off against the 
CVA capital requirement, or an add back to the capital for this P&L charge will be 
incorporated? 
Incurred CVA losses should be used to reduce EAD. 

 

 

IV. Examples                                                                                                                       
A. CVA capital and RWA with no hedging 

For this example, a bank has only two derivatives counterparties, Galaxy Financial with a AA 
credit rating, and Solar Systems with a BB credit rating. The bank computes counterparty credit 
risk (CCR) exposure as 800 for Galaxy, and 200 for Solar, following the requirements of the CCR 
Standards. The bank uses the standardised approach rather than the simple alternative to 
compute CVA capital and RWA. 

The bank calculates the weighted average maturity for exposures to Galaxy at 3 years, and for 
Solar 1 year. In this example, the bank has no eligible hedges for CVA risk for either counterparty. 

Example: Derivatives Portfolio for the Bank 

# Counterparty Name Credit Rating CCR Exposure Maturity 

1 Galaxy Financial AA 800 3 years 

2 Solar Systems BB 200 1 year 

 

The bank must compute the supervisory discount factor, DFi, for each of the two counterparties. 
Using the formula in the Standards, the calculations are:  

𝐷𝐹1 =
(1 − 𝑒−.05×3)

. 05
= 2.786 

 

𝐷𝐹2 =
(1 − 𝑒−.05×1)

. 05
= 0.975 

 

Using these supervisory discount factors, the bank calculates single-name exposure for each 
counterparty, taking into account the fact that there are no eligible CVA hedges: 

 

𝑆𝑁𝐸1 = 𝐸𝐴𝐷1
𝑇𝑜𝑡𝑎𝑙 × 𝐷𝐹1 = 800 × 2.786 = 2229 

 

𝑆𝑁𝐸2 = 𝐸𝐴𝐷2
𝑇𝑜𝑡𝑎𝑙 × 𝐷𝐹2 = 200 × 0.975 = 195 

The bank must also determine the appropriate risk weights for each of these single-name 
exposures. Because Galaxy is rated AA, the appropriate risk weight is 0.7% from Table 1 of the 
Standards. Solar is rated BB, so the corresponding risk weight is 2.0%. That is, W1=0.007, and 
W2=0.02. 

The bank’s calculation of CVA capital must use the formula in the Standards: 
 
 

𝐾 = 2.33√(∑ 0.5 𝑊𝑖 𝑆𝑁𝐸𝑖

𝑖

)

2

+ ∑ 0.75 (𝑊𝑖 𝑆𝑁𝐸𝑖)2

𝑖

 

Substituting in the relevant values for Galaxy and Solar, the calculation is: 
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𝐾 = 2.33√(0.5 × 𝑊1 × 𝑆𝑁𝐸1 + 0.5 × 𝑊2 × 𝑆𝑁𝐸2)2 + 0.75 × (𝑊1 × 𝑆𝑁𝐸1)2 + 0.75 × (𝑊2 × 𝑆𝑁𝐸2)2 

= 2.33√(0.5 × 0.007 × 2229 + 0.5 × 0.02 × 195)2 + 0.75 × (0.007 × 2229)2 + 0.75 × (0.02 × 195)2 

= 2.33√(7.80 + 1.95)2 + 0.75 × (15.60)2 + 0.75 × (3.90)2 

= 2.33√95.06 + 182.52 + 11.41 = 2.33√288.99 = 39.61 

In the final step, the bank must compute RWA for CVA using the multiplicative factor of 12.5 as 
required in the Standards: 

CVA RWA = K × 12.5 = 39.61 × 12.5 = 495.16 

 

B. CVA capital and RWA with a single-name hedge 

The bank from the previous example has the same portfolio, but in this example enters into a 
CDS with a third party that provides protection on Galaxy Financial, to protect against a potential 
increase in credit spreads that would reduce the fair value of transactions with Galaxy if Galaxy’s 
credit quality deteriorates. The notional value of the CDS is 400, with a maturity of 2 years. Thus, 
the calculation must now take into account the impact of an eligible single-name CVA hedge, with 
H1 = 400 and Mh = 2. 

The bank must compute the supervisory discount factor for the CVA hedge: 
 

𝐷𝐹𝐻 =
(1 − 𝑒−.05×2)

. 05
= 1.903 

 

The presence of the CVA hedge for Galaxy changes. Galaxy’s SNE calculation: 

 

𝑆𝑁𝐸1 = (𝐸𝐴𝐷1
𝑇𝑜𝑡𝑎𝑙 × 𝐷𝐹1) − (𝐻1 × 𝐷𝐹𝐻) 

= (800 × 2.786) − (400 × 1.903) = 2228.7 − 761.3 ≈ 1467 

 

The remainder of the computations proceed as before, with the new value for SNE1: 
 

𝐾 = 2.33√(0.5 × 𝑊1 × 𝑆𝑁𝐸1 + 0.5 × 𝑊2 × 𝑆𝑁𝐸2)2 + 0.75 × (𝑊1 × 𝑆𝑁𝐸1)2 + 0.75 × (𝑊2 × 𝑆𝑁𝐸2)2 

= 2.33√(0.5 × 0.007 × 1467 + 0.5 × 0.02 × 195)2 + 0.75 × (0.007 × 1467)2 + 0.75 × (0.02 × 195)2 

= 2.33√(5.13 + 1.95)2 + 0.75 × (10.27)2 + 0.75 × (3.90)2 

= 2.33√50.13 + 79.10 + 11.41 = 2.33√140.64 = 27.63 

In the final step, the bank computes RWA for CVA using the multiplicative factor of 12.5 as 
required in the Standards: 

 

CVA RWA = K × 12.5 = 27.63 × 12.5 = 345.38 

This example illustrates the impact of CVA risk mitigation, as the presence of the eligible CVA 
hedge reduces CVA capital and RWA compared to the previous example with no hedging. 
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C. CVA capital and RWA with an index hedge 

The bank from the previous example has the same portfolio, including the single-name hedge of 
Galaxy Financial, but now enters into an index CDS that provides credit spread protection against 
a basket of twenty named entities. The notional value of the index CDS is 300, with a maturity of 
1.5 years. The bank’s calculation of CVA capital now takes into account the impact of an eligible 
index hedge, which reduces systematic CVA risk. The relevant form of the calculation from the 
Standard is: 

𝐾 = 2.33√(∑ 0.5 𝑊𝑖 𝑆𝑁𝐸𝑖

𝑖

− ∑ 𝑊𝑖𝑛𝑑  

𝑖𝑛𝑑

𝐻𝑖𝑛𝑑 𝐷𝐹𝑖𝑛𝑑)

2

+ ∑ 0.75 (𝑊𝑖 𝑆𝑁𝐸𝑖)2

𝑖

 

Because the bank has only one index hedge, the summation for index hedges inside the 
calculation has only a single (Wind Hind DFind) term. As stated above, the notional value of the 
hedge is Hind=300. The bank needs to calculate the appropriate supervisory discount factor for 
the index CDS, based on the maturity Mind=1.5 years: 

𝐷𝐹𝑖𝑛𝑑 =
(1 − 𝑒−.05×1.5)

. 05
= 1.445 

To determine the risk weight, the bank must determine the credit rating for each of the twenty 
reference names in the index basket, the corresponding risk weight for each rating (from Table 1 
in the Standard), and the weighted average of those risk weights using the relative notional values 
of the component names for the weights. Suppose that through this process of analysis, the bank 
determines that the weighted average is 1.2% (slightly worse than BBB). As a result, Wind=0.012. 

The impact of risk mitigation from the index CDS enters the calculation through the term: 

𝑊𝑖𝑛𝑑𝐻𝑖𝑛𝑑𝐷𝐹𝑖𝑛𝑑 = 0.012 × 300 × 1.445 = 5.20 

The bank can now calculate CVA capital, taking into account the impact of the index hedge that 
mitigates systematic risk. Many of the relevant values are unchanged from the previous example, 
but there is the addition of the index hedge effect on systematic CVA risk: 

 

𝐾 = 2.33√(0.5 × 𝑊1 × 𝑆𝑁𝐸1 + 0.5 × 𝑊2 × 𝑆𝑁𝐸2 − 𝑾𝒊𝒏𝒅𝑯𝒊𝒏𝒅𝑫𝑭𝒊𝒏𝒅)2 + 0.75 × (𝑊1 × 𝑆𝑁𝐸1)2 + 0.75 × (𝑊2 × 𝑆𝑁𝐸2)2 

= 2.33√(0.5 × 0.007 × 1467 + 0.5 × 0.02 × 195 − 𝟎. 𝟎𝟏𝟐 × 𝟑𝟎𝟎 × 𝟏. 𝟒𝟒𝟓)2 + 0.75 × (0.007 × 1467)2 + 0.75 × (0.02 × 195)2 

= 2.33√(5.13 + 1.95 − 𝟓. 𝟐𝟎)2 + 0.75 × (10.27)2 + 0.75 × (3.90)2 

= 2.33√3.53 + 79.10 + 11.41 = 2.33√94.04 = 22.59 

As before, the bank computes RWA for CVA using the multiplicative factor of 12.5 as required in 
the Standard: 

CVA RWA = K × 12.5 = 22.59 × 12.5 = 282.38 
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VI. Equity Investments in Funds 

 
I. Introduction 

In December 2013, the Basel Committee on Banking Supervision (BCBS) published a 
revised framework for calculating the capital requirements for banks’ equity investments in funds 
held in the banking book. This followed a BCBS review of the risk-based capital requirements for 
banks’ exposures to funds, undertaken as part of the work of the Financial Stability Board (FSB) 
to strengthen the oversight and regulation of shadow banking. The BCBS review was undertaken 
to clarify the existing treatment of such exposures in the Basel II capital adequacy framework and 
to achieve a more internationally consistent and risk-sensitive capital treatment for banks’ 
investments in the equity of funds, reflecting both the risk of the fund’s underlying investments 
and its leverage. 

Following the approach developed by the BCBS in Capital requirements for banks’ equity 
investments in funds, (BCBS 266, published December 2013), the Central Bank Standards for 
minimum required capital for banks’ equity investments in funds relies on a hierarchy of three 
successive approaches to risk weighting of fund assets, with varying degrees of risk sensitivity 
and conservatism: 

 The “look-through approach” (LTA): The LTA is the most granular approach. Subject to 
meeting the conditions set out for its use, banks employing the LTA must apply the risk 
weight of the fund’s underlying exposures as if the exposures were held directly by the 
bank; 

 The “mandate-based approach” (MBA): The MBA provides a degree of risk sensitivity, 
and can be used when banks do not meet the conditions for applying the LTA. Banks 
employing the MBA assign risk weights on the basis of the information contained in a 
fund’s mandate or in relevant regulations, national legislation, or other similar rules under 
which the fund is required to operate; and 

 The “fall-back approach” (FBA): When neither of the above approaches is feasible, the 
FBA must be used. The FBA applies a 1250 percent risk weight to a bank’s equity 
investment in the fund. 

To ensure that banks have appropriate incentives to enhance the risk management of their 
exposures, the degree of conservatism increases with each successive approach. 

The capital framework for banks’ equity investments in funds also incorporates a leverage 
adjustment to the risk-weighted assets derived from the above approaches to appropriately reflect 
a fund’s leverage. 
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II. Clarifications 
 

A. Scope 

The Standards covers banks’ equity investments held in the banking book. Note that equity 
positions within the trading book are covered by the market risk capital requirements that apply 
to trading book positions. 

The Central Bank has chosen not to use the national discretion provided within the BCBS 
framework to exclude from the standard equity positions in entities whose debt obligations qualify 
for a zero risk weight. The Central Bank also has chosen not to use the national discretion 
provided within the BCBS framework to exclude from the scope of the standard equity investments 
made under identified official programs that support specified sectors of the economy 

 

B. General Design of the Capital Requirement 

At a high level, the framework is designed such that the risk-weight for a bank’s equity 
investment in a fund depends on the average risk weight that would be applicable to the assets 
of the fund, and on the extent of use of leverage by the fund. The approach to the average risk 
weight for any fund will reflect one or more of the three approaches described briefly above (and 
described more fully in the Standards). 

The illustration below gives a general overview of how the average risk weight and 
leverage are combined, subject to a cap of 1250%, and then applied to the bank’s equity 
investment in the funds. 

 

 
For example, if the average risk weight of the assets held by the fund is 80%, and the fund 

is financed through half debt and half equity, then the ratio of assets to equity would be 2.0 and 
the risk weight applied to a bank’s investment in the fund would be: 

80% x 2.0 = 160% 

If instead the same fund is financed 90% by debt, then the ratio of assets to equity would be 10, 
and the risk weight applied to the bank’s investment in the fund would be 800% (80% x 10). 

 

Another way to view the capital requirement for equity investments in funds is that a bank 
generally must count a proportional amount of the risk-weighted assets (RWA) of the fund as the 
bank’s own RWA for capital purposes, in proportion to the bank’s share of the equity of the fund. 
Ignoring the 1250% limit for simplicity, the RWA calculation can be written as: 

 

𝑅𝑊𝐴𝐵𝑎𝑛𝑘 = (
𝑅𝑊𝐴𝑓𝑢𝑛𝑑

𝐴𝑠𝑠𝑒𝑡𝑠𝑓𝑢𝑛𝑑
) × (

𝐴𝑠𝑠𝑒𝑡𝑠𝑓𝑢𝑛𝑑

𝐸𝑞𝑢𝑖𝑡𝑦𝑓𝑢𝑛𝑑
) × 𝐵𝑎𝑛𝑘′𝑠 𝐸𝑞𝑢𝑖𝑡𝑦 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡 
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= (
𝑅𝑊𝐴𝑓𝑢𝑛𝑑

𝐴𝑠𝑠𝑒𝑡𝑠𝑓𝑢𝑛𝑑
) × (

𝐴𝑠𝑠𝑒𝑡𝑠𝑓𝑢𝑛𝑑

𝐸𝑞𝑢𝑖𝑡𝑦𝑓𝑢𝑛𝑑
) × 𝐵𝑎𝑛𝑘′𝑠 𝐸𝑞𝑢𝑖𝑡𝑦 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡 

= 𝑅𝑊𝐴𝑓𝑢𝑛𝑑 × (
𝐵𝑎𝑛𝑘′𝑠 𝐸𝑞𝑢𝑖𝑡𝑦 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡

𝐸𝑞𝑢𝑖𝑡𝑦𝑓𝑢𝑛𝑑
) 

= 𝑅𝑊𝐴𝑓𝑢𝑛𝑑 × 𝐵𝑎𝑛𝑘′𝑠 𝑆ℎ𝑎𝑟𝑒 𝑜𝑓 𝐹𝑢𝑛𝑑 𝐸𝑞𝑢𝑖𝑡𝑦 

 
The rearrangement of the terms in the equation highlights that the bank’s RWA from the EIF is 
the bank’s proportional share of the fund’s RWA – if the bank holds a 5% share of the equity in 
the fund, then the bank’s RWA is 5% of the total RWA of the fund. This is a logical treatment – if 
a bank effectively owns 5% of a fund, the bank must hold capital as if it owns 5% of the fund’s 
risk-weighted assets. 

 

C. Look-Through Approach 

The LTA requires a bank to assign the same risk weights to the underlying exposures of 
a fund as would be assigned if the bank held the exposures directly. The information used for to 
determine the risk weights must meet the requirements stated in the Standards, including 
sufficiency, frequency, and third party review. However, that information is not required to be 
derived from sources that are subject to an external audit. 

RWA and assets of investment funds should, to the extent possible, be evaluated using 
the same accounting standards the bank would apply if the assets were held directly. However, 
where this is not possible due to constraints on available information, the evaluation can be based 
on the accounting standards applied by the investment fund, provided the treatment of the 
numerator (RWA) and the denominator (total unweighted assets) is consistent. 

If a bank relies on third-party calculations for determining the underlying risk weights of 
the exposures of the fund, the risk weights should be increased by a factor of 1.2 times to 
compensate for the fact that the bank cannot be certain about the accuracy of third-party 
information. For instance, any exposure that is ordinarily subject to a 20% risk weight under the 
risk-based capital standards would be weighted at 24% (1.2×20%) when the look-through is 
performed by a third party. 

 

D. Mandate-Based Approach 

Under the MBA, banks may use the information contained in a fund’s mandate, or in the 
rules or regulations governing such investment funds in the relevant jurisdiction. Information used 
for this purpose is not strictly limited to a fund’s mandate or to national regulations or other 
requirements that govern such funds. For example, a bank could obtain information from the 
fund’s prospectus or from other disclosures of the fund. 

To ensure that all underlying risks are taken into account (including CCR) and that the 
MBA renders capital requirements no less than the LTA, the Standards requires that risk-weighted 
assets for funds’ exposures be calculated as the sum of three items: 

 On-balance-sheet exposures; 

 Off-balance-sheet exposures including notional value of derivatives exposures; and 
 

 CCR exposure for derivatives. 
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As with the LTA, for purposes of the MBA the RWA and assets of investment funds should, 
to the extent possible, be evaluated using the same accounting standards the bank would apply 
if the assets were held directly. However, where this is not possible due to constraints on available 
information, the evaluation can be based on the accounting standards applied by the investment 
fund, provided the treatment of the numerator (RWA) and the denominator (total unweighted 
assets) is consistent. 

In general, the MBA aims to take a conservative approach by calculating the highest risk- 
weighted assets the fund could achieve under the terms of its mandate or governing laws and 
regulations. Under the MBA, the bank should assume that the fund’s assets are first invested to 
the maximum extent allowable in assets that would attract the highest risk weight, and then to the 
maximum extent allowable in the next riskiest type of asset, and so on until all of the fund’s 
balance sheet assets have been assigned to a risk-weight category. If more than one risk weight 
could be applied to a given exposure, the bank must use the maximum applicable risk weight. For 
example, if the mandate does not place restrictions on the rating quality of the fund’s investments 
in corporate bonds, the bank should apply a risk weight of 150% to the fund’s corporate bond 
positions. 

For derivatives, when the replacement cost is unknown, the Standards takes a 
conservative approach by setting replacement cost equal to the notional amount of the derivatives 
contracts. When the notional amount of a fund’s derivative exposure is unknown, the approach 
again is conservative: the bank should use the maximum notional amount of derivatives allowed 
under the fund’s mandate. When the PFE for derivatives is unknown, the PFE add-on should be 
set at 15% of the notional value. Thus, if the replacement cost and PFE add-on both are unknown, 
a total multiplication factor of 1.15 must be applied to the notional amount to reflect the CCR 
exposure. 

Instead of determining a CVA charge associated with the fund’s derivative exposures, the 
Standards allows banks to multiply the CCR exposure by a factor of 1.5 before applying the risk 
weight associated with the counterparty. However, a bank is not required to apply the 1.5 factor 
for situations in which the CVA capital charge would not otherwise be applicable. Notably, this 
includes derivative transactions for which the direct counterparty is a qualifying central 
counterparty. 

 

E. Leverage Adjustment 

A leverage adjustment is applied to the average risk weight of the fund under either the 
LTA or the MBA. A similar leverage adjustment is not necessary for the FBA, because the risk 
weight of 1250% applied under the FBA to equity investments in funds is fixed at that maximum 
value. 

 

When determining the leverage adjustment under the MBA, banks are required to make 
conservative assumptions using information from the fund’s mandate. Specifically, the Standards 
requires that banks assume the fund will use financial leverage up to the maximum amount 
permitted under the fund’s mandate, or up to the maximum permitted under the regulations 
governing that fund. This maximum may be significantly greater than the actual leverage for the 
fund at any point in time. 



 

86  

CBUAE Classification: Public 

III. Frequently Asked Questions 

Question 1: BCBS 266 states “Equity holdings in entities whose debt obligations qualify 
for a zero risk weight can be excluded from the LTA, MBA and FBA approaches (including 
those publicly sponsored entities where a zero risk weight can be applied), at the 
discretion of the national supervisor.” Are such equity holdings excluded under the 
Central Bank’s Standards? 
No, the Central Bank of the UAE has chosen not to adopt this point of national discretion. Bank 
investments in such funds are subject to the requirements of the Standards. 

 
Question 2: If a bank makes a “seed capital investment” in a fund that is out of scope of 
consolidation, and is considered a significant investment in the common shares of a 
banking, financial, or insurance entity, is it within scope as an equity investment in a fund? 
If the investment is one that the bank would be required to deduct from capital, then the investment 
is not in scope for this Standards. 

 

Question 3: If a bank makes a “seed capital investment” in a fund, and that fund is managed 
by a Fund Manager hired by the bank, is the investment considered to be a direct investment 
in the fund, or indirect? 
Assuming that the fund in question is not consolidated into the bank under accounting rules for 
financial reporting, such an investment is considered a direct investment under the Standards. 

 
Question 4: Under the Standards, what methodology should a bank use to compute 
counterparty credit risk exposure for funds in which the bank has an equity investment? 
The Standards states that banks must risk weight all exposures as if the bank held those 
exposures directly. Thus, the risk weights and the exposure amounts for counterparty credit risk 
should be determined using the standards that would apply to the bank. For banks in the UAE, 
the applicable standards for counterparty credit risk is the Central Bank’s Standards for 
Counterparty Credit Risk Capital, which reflects the Standardised Approach to Counterparty 
Credit Risk (SA-CCR). 

 

Question 5: If a bank relies on a third-party information provider for information used to 
calculate the leverage adjustment for a fund, does the 1.2 multiplication factor apply? 
No, as the Standards states, the factor of 1.2 applies when the bank relies on a third party for the 
risk weights of the underlying exposures. This is a conservative adjustment to recognize the 
uncertainty associated with such information about risk weights. It does not apply to the leverage 
ratio calculation. 

 
Question 6: The FBA applies a risk weight of 1250%, which is significantly higher than the 
current risk weights of 100% or 150% that apply to equity investments in funds under 
previous capital requirements. Should this risk weight be lower? 

The risk weight of 1250% is aligned with international capital standards as developed by the Basel 
Committee, and is being adopted by the Central Bank under this Standards. Considering the 
higher minimum capital requirements in the UAE (10.5% vs 8%), the final risk weight is capped at 
952%. 

 

Question 7: What happens when the bank has mandated intermediaries to invest in fixed 
income? Would this investment be included or excluded in the calculation of Equity 
Investments? 
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Banks having mandated Intermediaries have to go through same framework approach. This 
means that if the bank has information for these intermediaries, the bank may use the LTA 
approach. If the bank does not have information, then it has to use the MBA or FBA approach. 

 
Question 8: The EIF standards allows for partial use of approaches for reporting EIF and 
the RWA calculations from each applied approach are summed, and then divided by total 
fund assets to compute “Avg RWfund”. Should the leverage of the fund be proportioned 
according to use of approach? 
No, the leverage ratio is a single number that applies to the entire fund. When a bank uses more 
than one approach to determine the risk weight (that is, LTA, MBA, and/or FBA), the bank should 
report the amounts on separate lines in the reporting template. 
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IV. Example Calculations 
 

A. Example of calculation of risk-weighted assets using the LTA 

Consider a fund that aims to replicate an equity index using a strategy based on forward 
contracts. Assume the fund holds short-term forward contracts for this purpose with a notional 
amount of 100 that are cleared through a qualifying central counterparty. Further, assume that 
the fund’s financial position can be represented by the following T-account balance sheet: 

 
Assets  Liabilities and Equity  

Cash 20 Notes payable 5 

Government bonds (AAA) 30   

Variation margin receivable    

on forward contracts 50 Equity 95 

 100  100 

 

Finally, assume that the bank’s equity investment in the fund comprises 20% of the shares of the 
fund, and therefore is 20% × 95 = 19. 

Using the LTA, the fund’s balance sheet exposures of 100 are risk weighted according to the risk 
weights that would be applied to these assets by the bank. For cash, the risk weight is 0%; for the 
government bonds, the risk weight is also 0%. The margin receivable is an exposure to a 
qualifying CCP, which has 2% risk weight. The underlying risk weight for equity exposures (100%) 
is applied to the notional amount of the forward contracts. 

Assume that the bank is able to determine that the amount of the CCR exposure to the CCP is 
10, which then receives the 2% risk weight for exposures to a qualifying CCP. Note that there is 
no CVA charge because the forward contracts are cleared through the qualifying CCP. 

The total RWA for the fund is: 

20×0% + 30×0% + 50×2% + 100×100% + 10×2% = 101.2 

Given the total assets of the fund of 100, the average risk-weight for the fund is: 

Avg RWfund  = 101.2 / 100 = 101.2% 

With fund assets of 100 and fund equity of 95, leverage is calculated as the assets-to-equity ratio, 
or 100/95≈1.05. Therefore, the risk-weight for the bank’s equity investment in the fund is: 

Risk Weight = 101.2% × (100/95) = 106.5% 

Applying this risk weight to the bank’s equity investment in the fund of 19, the bank’s RWA on the 
position for the purpose of calculating minimum required capital is 106.5% × 19 = 20.24. 

 

 

B. Example of calculation of risk-weighted assets using the MBA 

Consider a fund with current balance-sheet assets of 100, and assume that the bank is 
unable to apply the LTA due to a lack of adequate information. Suppose that the fund’s mandate 
states that the fund’s investment objective is to replicate an equity index. In addition to being 
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permitted to invest in equities directly as assets and to hold cash balances, the mandate allows 
the fund to take long positions in equity index futures up to a maximum notional amount equivalent 
to 80% of the fund’s balance sheet. Since this means that with 100 in assets the fund could have 
futures with a notional value of 80, the total on-balance-sheet and off-balance-sheet exposures 
of the fund could reach 180. 

Suppose that the fund’s mandate also places a restriction on leverage, allowing the fund to issue 
debt up to a maximum of 10% of the total value of the fund’s assets. This debt constraint implies 
that with 100 in assets, the fund’s maximum financial leverage would be at a mixture of 10 debt 
and 90 equity, for a maximum assets-to-equity ratio of 100/90≈1.11. 

Finally, assume that the value of the bank’s investment in the fund is 20. 

For the computation of RWA, the on-balance-sheet assets are assumed to be invested to the 
maximum extent possible in the riskiest type of asset permitted under the mandate. The mandate 
allows either cash (which has a zero risk weight) or equities, so the full 100 is assumed to be in 
equities, with a 100% risk weight. 

Next, the fund is assumed to enter into derivatives contracts to the maximum extent allowable 
under its mandate – stated as 80% of total assets – implying a maximum derivatives notional of 
80. This amount receives the risk weight associated with the underlying of the derivatives position, 
which in this example is 100% for publicly traded equity holdings. 

The calculation of RWA must include an amount for the counterparty credit risk associated with 
derivatives. If the bank cannot determine the replacement cost associated with the futures 
contracts, then the replacement cost must be approximated by the maximum notional amount of 
80. If the PFE is similarly indeterminate, an additional 15% of the notional amount must be added 
for PFE. Thus, the CCR exposure is 1.4 x (80×1.15) = 129. Assuming the futures contracts clear 
through a qualifying CCP, a risk weight of 2% applies to the CCR exposure, and no CVA charge 
is assessed for the CCP. 

The total RWA for the fund is the sum of the components for on-balance-sheet assets, off- 

balance-sheet exposures, and CCR: 

100×100% + 80×100% + 129×2% = 182.58 

Given the total assets of the fund of 100, the average risk-weight for the fund is: 

Avg RWfund  = 182.58 / 100 = 182.58% 

As noted above, the fund’s maximum leverage is approximately 1.11 at an assets-to-equity ratio 
of 100/90. Therefore, the risk-weight for the bank’s equity investment in the fund is: 

Risk Weight = 182.58% × (100/90) = 202.87% 

Applying this risk weight of 202.87% to the bank’s equity investment in the fund of 20, the bank’s 
RWA on the position for the purpose of calculating minimum required capital is 202.87% × 20 = 
40.57. 
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VII. Securitisation 
 

I. Introduction 

In December 2014, the Basel Committee on Banking Supervision (BCBS) published a 
revised framework for calculating bank capital requirements for securitisation exposures, with 
further revisions in July 2016. The revised securitisation framework aimed to address a number 
of shortcomings in the Basel II securitisation framework and to strengthen the capital standards 
for securitisation exposures held in the banking book. The Central Bank’s Standards on Required 
Capital for Securitisation Exposures is based closely on the BCBS framework. 

A central feature of the revised framework is a hierarchy of approaches to risk-weighted 
asset calculations. The BCBS framework includes approaches based on internal credit risk ratings 
of banks. These approaches have not been included in the Central Bank’s Standards, as internal 
ratings-based approaches are not deemed appropriate for use in capital calculations at this time 
by banks in the UAE. 

Consequently, the hierarchy of approaches within the Central Bank’s Standards begins 
with the revised External Ratings-Based Approach (SEC-ERBA), and below that in the hierarchy 
the revised Standardised Approach (SEC-SA). For resecuritisations, the hierarchy excludes the 
SEC-ERBA, and instead begins with the SEC-SA. If neither the SEC-ERBA nor the SEC-SA can 
be applied for a particular securitisation exposure, a maximum risk weight of 1250% must be used 
for the exposure. 

Calculations under both the SEC-ERBA and the SEC-SA depend to some degree on a 
measure of “tranche thickness.” The thickness of a tranche is determined by the size of the 
tranche relative to the entire securitisation transaction. In general, for a given attachment point, a 
thinner tranche is riskier than a thicker tranche, and therefore warrants a higher risk weight for 
risk-based capital adequacy purposes. While credit rating agencies capture some aspects of the 
risk related to tranche thickness in their external ratings, analysis performed by the BCBS 
suggested that capital requirements for a given rating of a mezzanine tranche should differ 
significantly based on tranche thickness, and this is reflected in the Standards. 

Under the SEC-ERBA, risk weights also are adjusted to reflect tranche maturity. The 
BCBS incorporated a maturity adjustment to reflect unexpected losses appropriately in the capital 
calculations. External ratings used for SEC-ERBA typically reflect expected credit loss rates, and 
the BCBS concluded through analysis during the development process that the mapping between 
these expected losses and unexpected losses (the quantity that capital is intended to cover) 
depends on maturity. 

 
 

II. Clarifications 

 
1. Securitisation 

The Standards defines a securitisation as a contractual structure under which the cash 
flow from an underlying pool of exposures is used to service claims with at least two different 
stratified risk positions or tranches reflecting different degrees of credit risk. The creation of 
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distinct tranches is the key feature of securitisation; similar structures that merely “pass through” 
the cash flows to the claims without modification are not considered securitisations. 

For securitisation exposures, payments to the investors depend upon the performance of 
the specified underlying exposures, as opposed to being derived from an obligation of the entity 
originating those exposures. The stratified/tranched structures that characterize securitisations 
differ from ordinary senior/subordinated debt instruments in that junior securitisation tranches can 
absorb losses without interrupting contractual payments to more senior tranches, whereas 
subordination in a senior/subordinated debt structure is a matter of priority of rights to the 
proceeds of a liquidation. 

In some cases, transactions that have some of the features of securitisations should not 
be treated as such for capital purposes. For example, transactions involving cash flows from real 
estate (e.g., in the form of rents) may be considered specialized lending exposures. Banks should 
consult with Central Bank when there is uncertainty about whether a given transaction should be 
considered a securitisation. 

 

2. Senior Securitisation exposures 

A securitisation exposure is considered a senior exposure if it is effectively backed or 
secured by a first claim on the entire amount of the assets in the underlying securitised pool. 

While this generally includes only the most senior position within a securitisation tranche, 
in some instances there may be other claims that, in a technical sense, may be more senior in 
the waterfall (e.g., a swap claim) but may be disregarded for the purpose of determining which 
positions are treated as senior. 

If a senior tranche is retranched or partially hedged (i.e., not on a pro rata basis), only the 
new senior part would be treated as senior for capital purposes. 

In some cases, several senior tranches of different maturities may share pro rata in loss 
allocation. In that case, the seniority of these tranches is unaffected – they all are considered to 
be senior – since they all benefit from the same level of credit enhancement. (Note that in this 
case, the material effects of differing tranche maturities are captured by maturity adjustments to 
the risk weights assigned to the securitisation exposures, per the Standards.) 

In a traditional securitisation where all tranches above the first-loss piece are rated, the 
most highly rated position should be treated as a senior tranche. When there are several tranches 
that share the same rating, only the most senior tranche in the cash flow waterfall should be 
treated as senior (unless the only difference among them is the effective maturity). In addition, 
when the different ratings of several senior tranches only result from a difference in maturity, all 
of these tranches should be treated as senior. 

In a typical synthetic securitisation, an unrated tranche can be treated as a senior tranche 
provided that all of the conditions for inferring a rating from a lower tranche that meets the 
definition of a senior tranche are fulfilled. 

Usually, a liquidity facility supporting an ABCP program would not be the most senior 
position within the program; instead, the commercial paper issued by the program, which benefits 
from the liquidity support, typically would be the most senior position. However, when a liquidity 
facility that is sized to cover all of the outstanding commercial paper and other senior debt 
supported by the pool is structured so that no cash flows from the underlying pool can be 
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transferred to other creditors until any liquidity draws are repaid in full, the liquidity facility can be 
treated as a senior exposure. Otherwise, if these conditions are not satisfied, or if for other reasons 
the liquidity facility constitutes a mezzanine position in economic substance rather than a senior 
position in the underlying pool, the liquidity facility should be treated as a non-senior exposure. 

 

3. Operational requirements for the recognition of risk transference 

The Standards requires that banks obtain a legal opinion to confirm true sale to 
demonstrate that the transferor does not maintain effective or indirect control over the transferred 
exposures and that the exposures are legally isolated from the transferor in such a way (e.g., 
through the sale of assets or through sub-participation) that the exposures are put beyond the 
reach of the transferor and its creditors, even in bankruptcy or receivership. However, that legal 
opinion need not be limited to legal advice from qualified external legal counsel; it may be in the 
form of written advice from in-house lawyers. 

For synthetic securitisations, risk transference through instruments such as credit 
derivatives may be recognized only if the instruments used to transfer credit risk do not contain 
terms or conditions that limit the amount of credit risk transferred. Examples of terms or conditions 
that would violate this requirement include the following: 

(a) Clauses that materially limit the credit protection or credit risk transference, such as an 
early amortization provision in a securitisation of revolving credit facilities that effectively 
subordinates the bank’s interest, significant materiality thresholds below which credit 
protection is deemed not to be triggered even if a credit event occurs, or clauses that 
allow for the termination of the protection due to deterioration in the credit quality of the 
underlying exposures. 

(b) Clauses that require the originating bank to alter the underlying exposures to improve 
the pool’s average credit quality. 

(c) Clauses that increase the bank’s cost of credit protection in response to deterioration in 

the pool’s quality. 

(d) Clauses that increase the yield payable to parties other than the originating bank, such 
as investors and third-party providers of credit enhancements, in response to a 
deterioration in the credit quality of the reference pool. 

(e) Clauses that provide for increases in a retained first-loss position or credit enhancement 
provided by the originating bank after the transaction’s inception. 

 

4. Due diligence 

The Standards requires banks to have a thorough understanding of all structural features of a 
securitisation transaction that would materially affect the performance of the bank’s exposures to 
the transaction. Common structural features that are particularly relevant include those related to 
the payment waterfall incorporated in the structure, which is the description of the order of 
payment for the securitisation, under which higher-tier tranches receive principal and interest 
first, before lower-tier tranches are paid. Credit enhancements and liquidity enhancements also 
are important structural features; these may take the form of cash advance facilities, letters of 
credit, guarantees, or credit derivatives, among others. Effective due diligence also should 
consider unusual or unique aspects of a particular securitisation structure, such as the specific 
nature of the conditions that would constitute default under the structure. 
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5. Treatment of Securitisation exposures 
 

1. Risk weights for off-balance-sheet exposures 

The Standards requires that banks apply a 100% CCF to any securitisation-related off- 
balance-sheet exposures that are not credit risk mitigants. One example of such an off-balance- 
sheet exposure that may arise with securitisations is a commitment for servicer cash advances, 
under which a servicer enters into a contract to advance cash to ensure an uninterrupted flow of 
payments to investors. The BCBS securitisation framework provides national discretion to permit 
the undrawn portion of servicer cash advances that are unconditionally cancellable without prior 
notice to receive the CCF for unconditionally cancellable. The Central Bank has chosen not to 
adopt this discretionary treatment, and instead requires a 100% CCF for all off-balance-sheet 
exposures, including undrawn servicer cash advances. 

 

2. Adjustment of risk-weights for overlapping exposures 

Banks may adjust risk weights for overlapping exposures. An exposure A overlaps another 
exposure B if in all circumstances the bank can avoid any loss on exposure B by fulfilling its 
obligations with respect to exposure A. For example, if a bank holds notes as an investor but 
provides full credit support to those notes, its full credit support obligation precludes any loss from 
its exposure to the notes. If a bank can verify that fulfilling its obligations with respect to exposure 
A will preclude a loss from its exposure to B under any circumstance, the bank does not need to 
calculate risk-weighted assets for its exposure B. 

To demonstrate an overlap, a bank may, for the purposes of calculating capital 
requirements, split or expand its exposures. That is, splitting exposures into portions that overlap 
with another exposure held by the bank and other portions that do not overlap, or expanding 
exposures by assuming for capital purposes that obligations with respect to one of the overlapping 
exposures are larger than those established contractually. The latter could be done, for instance, 
by expanding either the assumed extent of the obligation, or the trigger events to exercise the 
facility. A bank may also recognize overlap between exposures in the trading book and 
securitisation exposures in the banking book, provided that the bank is able to calculate and 
compare the capital charges for the relevant exposures. 

 

3. External Ratings-Based Approach (SEC-ERBA) 

To be eligible for use in the securitisation framework, the external credit assessment must 
take into account and reflect the entire amount of credit risk exposure the bank has with regard 
to all payments owed to it. For example, if a bank is owed both principal and interest, the 
assessment must fully take into account and reflect the credit risk associated with timely 
repayment of both principal and interest. 

A bank is not permitted to use any external credit assessment for risk-weighting purposes 
where the assessment is at least partly based on unfunded support provided by the bank itself. 
For example, if a bank buys ABCP where it provides an unfunded securitisation exposure 
extended to the ABCP program (e.g., liquidity facility or credit enhancement), and that exposure 
plays a role in determining the credit assessment on the ABCP, the bank must treat the ABCP as 
if it were not rated. The bank also must hold capital against the liquidity facility and/or credit 
enhancement as a securitisation exposure. 
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External credit assessments used for the SEC-ERBA must be from an eligible external 
credit assessment institution (ECAI) as recognized by the Central Bank in accordance with the 
Central Bank standards on rating agency recognition. However, the securitisation Standards 
additionally requires that the credit assessment, procedures, methodologies, assumptions and 
the key elements underlying the assessments must be publicly available, on a non-selective basis 
and free of charge. Consequently, ratings that are made available only to the parties to a 
transaction do not satisfy this requirement. Where the eligible credit assessment is not publicly 
available free of charge, the ECAI should provide an adequate justification, within its own publicly 
available code of conduct, in accordance with the “comply or explain” nature of the International 
Organization of Securities Commissions’ Code of Conduct Fundamentals for Credit Rating 
Agencies. 

Under the Standards, a bank may infer a rating for an unrated position from an externally 
rated “reference exposure” for purposes of the SEC-ERBA provided that the reference 
securitisation exposure ranks pari passu or is subordinate in all respects to the unrated 
securitisation exposure. Credit enhancements, if any, must be taken into account when assessing 
the relative subordination of the unrated exposure and the reference securitisation exposure. For 
example, if the reference securitisation exposure benefits from any third-party guarantees or other 
credit enhancements that are not available to the unrated exposure, then the latter may not be 
assigned an inferred rating based on the reference securitisation exposure. 

 

4. Standardised Approach (SEC-SA) 

The supervisory formula used for the calculations within the SEC-SA has been calibrated 
by the BCBS to generate required capital under an assumed minimum 8% risk-based capital ratio. 
As a result, the appropriate conversion to risk-weighted assets for the SEC-SA generally requires 
multiplication of the computed capital ratio by a factor of 12.5 (the reciprocal of 8%) to produce 
the risk weight used within broader calculations of risk-based capital adequacy. This multiplication 
by 12.5 is reflected in the requirements as articulated in the Central Bank’s Securitisation 
Standards. 

If the underlying pool of exposures receives a risk weight of 1250%, then paragraph 5 of 
the Introduction of the Standards for Capital Adequacy of banks in the UAE is applicable. 

When applying the supervisory formula for the SEC-SA to structures involving an SPE, all 
of the SPE’s exposures related to the securitisation are to be treated as exposures in the pool. In 
particular, in the case of swaps other than credit derivatives, the exposure should include the 
positive current market value times the risk weight of the swap provider. However, under the 
Standards, a bank can exclude the exposures of the SPE from the pool for capital calculation 
purposes if the bank can demonstrate that the risk does not affect its particular securitisation 
exposure or that the risk is immaterial, for example because it has been mitigated. Certain market 
practices may eliminate or at least significantly reduce the potential risk from a default of a swap 
provider. Examples of such features could be: 

 cash collateralization of the market value in combination with an agreement of prompt 
additional payments in case of an increase of the market value of the swap; or 

 minimum credit quality of the swap provider with the obligation to post collateral or present 
an alternative swap provider without any costs for the SPE in the event of a credit 
deterioration on the part of the original swap provider. 
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If the bank is able to demonstrate that the risk is mitigated in this way, and that the exposures do 
not contribute materially to the risks faced by the bank as a holder of the securitisation exposure, 
the bank may exclude these exposures from the KSA calculation. 

 

6. Treatment of credit risk mitigation for securitisation exposures 
 

1. Tranched protection 

In the case of tranched credit protection, the original securitisation tranche should be 
decomposed into protected and unprotected sub-tranches. However, this decomposition is a 
theoretical construction, and should not be viewed as creating a new securitisation transaction. 
Similarly, the resulting sub- tranches should not be considered resecuritisations solely due to the 
presence of the credit protection. 

For a bank using the SEC-ERBA for the original securitisation exposure, the bank should 
use the risk weight of the original securitisation for the sub-tranche of highest priority. Note that 
the term “sub-tranche of highest priority” only describes the relative priority of the decomposed 
tranche. The calculation of the risk weight of each sub-tranche is independent from the question 
of whether the sub-tranche is protected (i.e., risk is taken by the protection provider) or is 
unprotected (i.e., risk is taken by the protection buyer). 

 

2. Maturity mismatches 

For synthetic securitisations, maturity mismatches may arise when protection is bought on 
securitised assets (when, for example, a bank uses credit derivatives to transfer part or all of the 
credit risk of a specific pool of assets to third parties). When the credit derivatives unwind, the 
transaction will terminate. This implies that the effective maturity of all the tranches of the synthetic 
securitisation may differ from that of the underlying exposures. 

 

7. Simple, Transparent, and Comparable Criteria 

In general, to qualify for treatment as simple, transparent, and comparable (STC), a 
securitisation must meet all of the criteria specified in the Standards, including the Appendix to 
the Standards. The criteria include a requirement that the aggregated value of all exposures to a 
single obligor as of the acquisition date not exceed 2% of the aggregated outstanding exposure 
value of all exposures in the securitisation. However, the BCBS has permitted flexibility for 
jurisdictions with structurally concentrated corporate loan markets. In those cases, for corporate 
exposures only, the applicable maximum concentration threshold for STC treatment can be 
increased to 3%. This increase is subject to ex ante supervisory approval, and banks with such 
exposures should consult with the Central Bank regarding STC treatment. In addition, the seller 
or sponsor of such a pool must retain subordinated positions that provide loss-absorbing credit 
enhancement covering at least the first 10% of losses. These credit-enhancing positions retained 
by the sellers or sponsor are not eligible for STC capital treatment. 
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III. Example Calculations 

 
A. Standardised Approach 

Consider a bank applying the SEC-SA to a securitisation exposure for which the 
underlying pool of assets has a required capital ratio of 9% under the standardised approach to 
credit risk. Suppose that the delinquency rate is unknown for 1% of the exposures in the 
underlying pool, but for the remaining 99% of the pool the delinquency rate is known to be 6%. 
The bank holds an investment of 100 million in a tranche that has an attachment point of 5% and 
a detachment point of 25%. Finally, assume that the pool does not itself contain any securitisation 
exposures, so the exposure is not a resecuritisation. 

In this example, KSA is given at 9%. To adjust for the known delinquency rate on the pooled 
assets, the bank computes an adjusted capital ratio: 

(1 − 𝑊) × 𝐾𝑆𝐴 + (𝑊 × 0.5) = 0.94 × 0.09 + 0.06 × 0.5 = 0.1146 

This calculated capital ratio must be further adjusted for the fact that the delinquency rate 
is unknown for a small portion (1%) of the underlying asset pool: 

𝐾𝐴 = 0.99 × 0.1146 + 0.01 = 0.1235 

Next, the bank applies the supervisory formula to calculate the capital required per unit of 
securitisation exposure, using the values of the attachment point A, the detachment point D, the 
calculated value of KA, and the appropriate value of the supervisory parameter ρ, and noting that 
D>KA:

 

𝐾 =
𝑒𝑎×𝑈 − 𝑒𝑎×𝐿

𝑎 × (𝑈 − 𝐿)
 

 

Where: 

 

a =
−1

ρ × KA
=

−1

1 × 0.1234
= −8.100 

U = D − KA = 0.25 − 0.1235 = 0.1265 

L = max[(A − KA), 0] = max[(0.05 − 0.1235), 0] = 0 

Note that because this is not a resecuritisation exposure, the appropriate value of the supervisory 
calibration parameter rho is 1 (ρ=1). 
 

Substituting the values of a, U, and L into the supervisory formula gives: 
 

𝐾 =
e−8.1×0.1265 − e−8.1×0

−8.1 × (0.1265 − 0)
=

0.3586 − 1

−8.1 × 0.1265
= 0.6260 

This tranche represents a case in which the attachment point A is less than KA but the 
detachment point D is greater than KA. Thus, according to the Standards, the risk weight for the 
bank’s exposure is calculated as a weighted average of 12.5 and 12.5×K: 
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RW = (
KA − A

D − A
) × 12.5 + (

D − KA

D − A
) × 12.5 × K 

  = (
0.1235 − 0.05

0.2
) × 12.5 + (

0.25 − 0.1235

0.2
) × 12.5 × 0.6260 = 9.54, or 954% 

With a tranche risk weight of 954%, the bank’s risk-weighted asset amount for this 
securitisation would be 954% of the 100 million investment, or 954 million. If, for example, the 
bank chose to apply a capital ratio of 13% to this exposure, then the bank’s required capital would 
be 13% of 954 million, or approximately 85 million, on the investment of 100 million in this 
securitisation tranche. 

B. External Ratings-Based Approach 

Consider a non-senior securitisation tranche that has been assigned a rating by one of the 
eligible rating agencies corresponding to a rating of BB+. Suppose that the tranche has an 
attachment point A of 5%, a detachment point D of 30%, and effective tranche maturity of MT = 2 
years. 

 From the look-up table for SEC-ERBA, a non-senior securitisation exposure rated BB+ 
with one-year maturity has a risk weight of 470%; the risk weight for a five-year maturity 
is 580%. 

 The tranche maturity of 2 years is one-quarter of the way between one year and five years, 
so the relevant maturity-adjusted risk weight based on linear interpolation is one quarter 
of the way between 470% and 580%, or 497.5%. 

 Because this is a non-senior tranche, it must also be adjusted for tranche thickness, which 
is the difference between D=30% and A=5%, a difference of 25%. The interpolated risk 
weight from the table should be multiplied by a factor of 1-(D-A)=0.75, which exceeds the 
floor of 50% and therefore should be used by the bank in the calculation (0.75 x 497.5%). 

 The resulting tranche risk weight is 373%. 

Banks using the SEC-ERBA for securitisation exposures may prefer to incorporate the 
main features of the ERBA look-up tables into formal calculations of risk weights, including the 
relevant adjustments for tranche maturity and tranche thickness. In that case, each pair of 1-year 
and 5-year risk weights can be viewed as coefficients for a formulaic calculation of the risk weight 
for a tranche of given maturity MT, and in the case of non-senior tranches, thickness D-A. 

For example, for a non-senior tranche rated BB+ with MT between one year and five years, 
the tranche risk weight RWT can be computed with a single formula as: 

 

𝑅𝑊𝑇 = 𝑚𝑎𝑥 [0.5 , 1 − (𝐷 − 𝐴)] × (4.7 + (
𝑀𝑇 − 1

4
) × (5.8 − 4.7)) 

 

where the coefficients 4.7 and 5.8 correspond to the relevant values from the look-up table of 
470% for one-year maturity and 580% for five-year maturity. Substituting in the values for A, D, 
and MT from the example above: 

 
 

𝑅𝑊𝑇 = 𝑚𝑎𝑥[0.5 , 1 − (30% − 5%)] × (4.7 + (
2 − 1

4
) × (1.1)) = 0.75 × 4.975 = 3.73, or 373%
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Senior tranches are not adjusted for thickness; hence, the calculation of the tranche risk 

weight RWT for a senior BB+ rated tranche would be computed as: 
 

𝑅𝑊𝑇 = 1.4 + (
𝑀𝑇 − 1

4
) × (1.6 − 1.4) = 1.4 + 0.25 × 0.2 = 1.45, or 145% 

where again the coefficients 1.4 and 1.6 correspond to the relevant values from the senior tranche 
columns of the look-up table, specifically 140% for 1-year maturity and 160% for 5-year maturity. 
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VIII. Market Risk 

 
I. Introduction and scope 

This section supports the Market risk standards in clarifying the calculation of the market 
risk capital requirement. 

The capital charges for interest rate related instruments and equities will apply to the 
trading book. The capital charges for foreign exchange risk and for commodities risk will apply to 
banks’ total currency and commodity positions (i.e. entire book). 

Capital requirements for market risk apply on a consolidated basis. Note that the capital 
required for general and specific market risk under these Standards is in addition to, not in place 
of, any capital required under other Central Bank Standards. Banks should follow the 
requirements of all other applicable Central Bank standards to determine overall capital adequacy 
requirements. 

 

II. Identifying Market Risk Drivers 

For a particular instrument, the risk drivers that influence the market prices of that 
instrument must be identified. In a portfolio, the correlations between instruments also influence 
the risk profile of the entire portfolio (i.e. Banking and Trading book). 

The market price of an asset incorporates virtually all known information concerning that 
asset. In practice; however, it is very difficult to clearly separate the main sources that influence 
an instrument's market price and risk level. 

As a simplification, the following are generally recognised as the main market risk drivers: 
 

A. Interest Rate Risk 

Interest rate risk is the potential for losses in on- or off-balance sheet positions from 
adverse changes in interest rates. Instruments covered by the standardised approach for interest 
rate risk include all fixed rate and floating rate related instruments, such as debt securities, swaps, 
forwards and futures. 

The standardised approach provides a framework for measuring interest rate risk. It takes 
into account the maturity or duration of the positions, basis risk, and certain correlations among 
risk factors. 

Duration is a measure of the average maturity of a debt instrument's cash flows from both 
coupons and principal repayment. It is expressed in years and allows debt instruments with 
different coupons and maturities to be compared. Based on the duration, the sensitivity of a fixed 
income security's price with respect to a small change in its yield can be determined. 

When hedging positions, basis risk is a key risk for the hedged position and needs to be 

managed and closely monitored. 

Typically, two distinct components of market risk are recognised: 
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1. General Market Risk 
 

General market risk refers to changes in market prices resulting from general market 
behavior. 

For example, in the case of an equity position, general market risk can arise from a change in a 
stock market index. In the case of a fixed income instrument, general market risk is driven by a 
change in the yield curve. 

The capital charge for general market risk is designed to capture the risk of loss arising from 
adverse changes in market interest rates. 

There are two steps for calculating the general market risk capital charge: 

Step 1: Map each interest rate position to a time band 

Interest rate positions have different price sensitivities to interest rate shifts depending on their 
residual maturity. Interest rate shifts are changes in the yield curve. Each interest rate position is 
mapped to a time band. 

There are two methods for mapping interest rate positions: 
a) Maturity method  

This Method maps each position to a maturity ladder based on the residual maturity of each 
position. 

Fixed weightings are used to adjust the positions for sensitivity to the changes in interest rates as 
per the relevant table under the standard. 

Time Bands for the Maturity Method 

 
 Fixed income instruments with low coupons have higher sensitivity to changes in the yield 

curve than fixed income instruments with high coupons, all other things being equal. 
 Fixed income instruments with long maturities have higher sensitivity to changes in the 

yield curve than fixed income instruments with short maturities, all other things being 
equal. 

 
This is why the maturity method uses a finer grid of time bands for low coupon instruments (less 
than 3%) with long maturities. 

 
Fixed and Floating Rate Instruments 

 

Fixed  rate  instruments  are  mapped  according  to  the   residual   term   to   maturity.   Floating 
rate instruments are allocated according to the residual term to the next repricing date. 

 
b) Duration method 

This method maps each position according to its duration to a duration ladder. Duration is 
a measure of the average maturity of a debt instrument’s cash flows from both coupons and 
principal repayment. It is expressed in years and allows debt instruments with different coupons 
and maturities to be compared. The duration method allows banks the necessary capability to 
calculate price sensitivity based on an instruments’ duration (with the supervisory consent). 

Step 2: Calculate the capital charge 
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The capital charge is the sum of four components calculated from amounts in each time band: 
 

 A charge on the net short or long position in the whole trading book: 
 

 A vertical disallowance charge: 
 

It is a charge, which is levied on the matched position in each time band. This charges accounts 
for basis risk and gap risk, which can arise because each time band includes different instruments 
with different maturities. Gap risk, or interest mismatch risk, is the risk of losses due to interest 
rate changes that arise when the periods over which assets and liabilities are priced, differs. This 
charge is levied on the matched position in each time band at: 

 10% if the bank uses the maturity method 

 5% of the bank uses the duration method 
 

The matched position is the smaller absolute value of the long and short positions. For example: 
if you have a long position of 1,200 and a short position of 700, the matched position is 700 (the 
net open position is long 500). 

 

 A horizontal disallowance charge: 
 

It is a charge against correlation among the different time bands. It is allowed for correlation to 
offset positions across different time bands. 
There are three rounds of horizontal disallowance: 

 Round 1 levies a charge on the matched position in each zone. The charge is: 

o 40% for zone 1 

o 30% for zone 2 and zone 3 

 Round 2 levies a charge of 40% on the matched positions between adjacent zones. The 
adjacent zones are: 

o Zone 1 and zone 2 

o Zone 2 and zone 3 

 Round 3 levies a charge of 100% on the matched position between zone 1 and zone 3. 

 

 Where applicable, a net charge for positions in options. 

 
2. Specific Risk 

 
 

Specific risk refers to changes in market prices specific to an instrument owing to factors 
related to the issuer of that instrument. 

 

Specific risk does not affect foreign exchange- and commodities-related instruments. This 
is because changes in FX rates and commodities prices are dependent on general market 
movements.
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The charge for specific risk protects against price movements in a security owing to factors 
related to the individual issuer, that is, price moves that are not initiated by the general market. 

a) Offsetting 

When specific risk is measured, offsetting between positions is restricted. 

 
 Offsetting is only permitted for matched positions in an identical issue. 

 Offsetting is not allowed between different issues, even if the issuer is the same. This is 
because differences in coupon rates, liquidity, call features, and so on, mean that prices 
may diverge in the short run. 

 
b) Specific Risk – Capital Charge 

Under the standardised approach, market risk exposures are categorised according to 
external credit assessments (ratings) and based on those assessments a capital charge is 
assigned. This broad methodology for calculating the specific risk capital charge was not changed 
by Basel 2.5. 

The capital charges assigned to those external credit assessments are similar to the credit 
risk charges under the standardised approach to credit risk. 

 

Categorisation of Securities 

Consistent with other sections, a lower specific risk charge can be applied to government 
paper denominated in the domestic currency and funded by the bank in the same currency. The 
national discretion is limited to GCC Sovereigns. This use of national discretion aligns the Market 
Risk Standards with the similar treatment under the credit risk standards. The Market Risk 
Standard is also aligned to the Credit Risk Standard when it comes to the transition period 
permitted for USD funded and denominated exposures of the individual Emirates. 

 

Qualifying includes securities issued by public sector entities and multilateral development 
banks, plus other securities that are rated with investment grades by two rating agencies. Unrated 
securities can also be included, subject to supervisory approval (such as securities deemed to be 
of comparable investment quality). 
Other securities comprise of securities that do not meet the definition of government or the 
definition of qualifying securities. This category receives the same risk charge as non-investment 
grade borrowers under the standardised approach to credit risk. However, it is recognised that for 
some high yielding debt instruments, an 8% specific risk charge may underestimate the specific 
risk. 

 

Calculating the Capital Requirement for Market and Credit Risk 

The standards contain different processes for calculating the capital requirement for 
market and credit risk. For credit risk, assets are first risk weighted (by multiplying them by a risk 
weight) and then a capital requirement is applied. In contrast, for market risk, exposures are 
simply multiplied by a specific risk capital charge. For an exposure with a given external credit 
assessment (rating), the specific risk capital charge is the same as the capital requirement 
calculated under the standardised approach for credit risk. 
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Specific Risk – Capital Charge for Positions Covered Under the Securitisation 
Framework 

Following the 2009 enhancements to the BCF, the specific risk of securitisation positions 
held in the trading book are generally calculated in the same way as securitisation positions in the 
banking book. 

Specific risk – the capital charges for positions covered under the standardised approach 
for securitisation exposures. 

The default position for unrated securitisations can be thought of as a capital charge of 
100 percent (that is, equivalent to a risk weight of 1250 percent where the capital charge is 8 
percent). 

Where the specific risk capital charge for an exposure is 100% such that capital is held for 
the full value of the exposure, it may be excluded from the calculation of the capital charge for 
general market risk. For further details, please refer to the securitisation framework. 

Treatment of Interest Rate Derivatives 
The interest rate risk measurement system should include all interest rate derivatives and 

off-balance sheet instruments assigned to the trading book that are sensitive to changes in 
interest rates. 

The derivatives are converted into positions in the relevant underlying. These positions 
are subject to the general market risk charges and, where applicable, the specific risk charges for 
interest rate risk. The amounts reported should be the market value of the principal amount of the 
underlying or notional underlying. 

For instruments where the apparent notional amount differs from the effective notional 
amount, banks will use the effective notional amount. 

Interest rate derivatives include: 

 
 forward rate agreements (FRAs) 
 other forward contracts 
 bond futures 
 interest rate swaps 
 cross currency swaps 
 forward foreign exchange positions 
 interest rate options 

 
Refer to the examples below in this section for numerical illustrations 

 

B. Equity Risk 

Market risk can be influenced by changes in equity prices, that is, equity risk. 

Equity risk is the risk that movement in equity prices will have a negative effect on the 
value of equity positions. The capital charge for equity risk is the sum of the charges for general 
and specific market risk. 
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The Central Bank sets out a minimum capital standard to cover the risk of equity positions 
held in the trading book. It applies to long and short positions in all instruments that exhibit 
behavior similar to equities, with the exception of non-convertible preference shares, which fall 
under interest rate risk requirements. 

1. Capital Charges for Equity Risk 

To calculate the minimum capital charge for equity risk, you must calculate two separate 
charges: 

 
 A general market risk charge of 8% is applied to the net overall position. 
 A specific risk charge of 8% is applied to the gross equity position. After offsetting long 

and short positions in the same issue, a bank's gross equity position is the sum of the 
absolute values of all long equity positions and all short equity positions. 

 

Since banks may hold equities in different national markets, separate calculations for 

general and specific risk must be carried out for each of these markets. 

Offsetting 
Long and short positions in the same issue can be fully offset, resulting in a single net long or 
short position. 

 
2. Treatment of Equity Derivatives 

Equity derivatives and off-balance-sheet positions that are affected by changes in equity 
prices should be included in the measurement system, with the exception of certain options 
positions. This includes futures and swaps on both individual equities and on stock indices. 

Positions in these equity derivatives should be converted into notional positions in the 
relevant underlying stock or portfolio of stocks. For example, stock index futures should be 
reported as the marked-to-market value of the notional underlying equity portfolio. A stock index 
future is an agreement to buy or sell a standard quantity of a specific stock index, on a recognised 
exchange, at a price agreed between two parties, and with delivery to be executed on a 
standardised future settlement date. As it is obviously not feasible to deliver an actual stock index, 
stock index futures contracts are settled by cash, calculated with reference to the difference 
between the purchase price and the level of the index at settlement. 

An equity swap is an agreement between two counterparties to swap the returns on a 
stock or a stock index for a stream of payments based on some other form of asset return. Often, 
one payment leg is determined by a stock index with the second leg determined by a fixed or 
floating rate of interest. Alternatively, the second leg may be determined by some other stock 
index (often referred to as a relative performance swap). 

Equity swaps should be treated as two notional positions. For example, in an equity swap 
where a bank is receiving an amount based on the change in value of one stock index and paying 
an amount based on a different index, the bank is regarded as having a long position in the former 
index and a short position in the latter index. 

In addition to the general market risk requirement, a further capital charge of 2% will be 
applied to the net long or short position in index contracts on a diversified portfolio of equities, to 
cover factors such as execution risk. As the standard stated. 
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Refer to the examples below in this section for numerical illustrations 

 

C. Foreign Exchange Rates 

Market risk can be influenced by changes in foreign exchange rates, that is, foreign 
exchange risk. 

Foreign exchange risk is the risk that the value of foreign exchange positions may be 
adversely affected by movements in currency exchange rates. Foreign exchange positions or 
exposures incur only general market risk. The capital charge for foreign exchange risk also include 
a charge for positions in gold. For purposes of market risk capital requirements, the Central Bank 
takes into account the stable relationship between the AED and the US dollar, with the result that 
no capital is charged for open positions in USD. Foreign currency is any currency other than the 
bank's reporting currency. 

Two steps are required to calculate the overall net open position: 

Step 1: Determine the Exposure in Each Currency 

The first step is to calculate the bank's open position, long or short in each currency. 

The open position in each currency is the sum of: 

 the net spot FX position (Includes also all asset items less all liability items, including 
accrued interest, denominated in the currency)

 the net forward FX position (Because forward FX rates reflect interest rate differentials, 
forward positions are normally valued at current spot exchange rates. The net forward 
position in an exposure should consist of all amounts to be received less all amounts to 
be paid under forward FX transactions, including currency futures and the principal on 
currency swaps not included in the spot position. For banks that base their management 
accounting on the net present values (NPVs), the NPV of each position should be used; 
discounted using current interest rates and valued at current spot rates)

 guarantees and similar instruments that are certain to be called and are likely to be 
irrecoverable.

 net future income and expenses not yet accrued but already fully hedged
 any other item representing a profit or loss in foreign currencies
 the net delta-based equivalent of the total book of foreign currency options

 

Step 2: Determine the Overall Net Open Position across FX Exposures 

The second step in calculating the capital requirement for FX risk is to measure the risk in the 
bank's portfolio of foreign currency and gold positions. 

 
You can determine the overall net open position of the portfolio by first converting the exposure 
in each foreign currency into the reporting currency at the spot rates. Then, calculate the overall 
net position by summing the following: 

 
 the greater of the sum of the net short positions or the sum of the net long positions 

(excluding the net open position in the US dollar

 Take the larger of the two sums, from the step above, and add the absolute value of the 
net position (short or long) in gold.

The capital charge for foreign exchange market risk is 8% of the position resulting from the 
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calculation above. 

Foreign Exchange (FX) Exceptions 

The Central Bank of UAE may allow banks to exclude certain FX positions from the capital 
charges calculation. Banks have to comply with both the requirement of para 70 of the Market 
Risk section of the standards. 

Items that are deducted from a bank’s capital when calculating its capital base, such as 
investments in non-consolidated subsidiaries, or other long-term participations denominated in 
foreign currencies, which are reported in the published accounts at historic cost, do not need to 
be included as foreign currency exposures for the foreign exchange risk calculation. 

Banks with negligible business in foreign currencies and with no FX positions taken for 
their own account may exclude their FX positions if they meet both of the following requirements: 

 
 their FX business (the greater of the sum of their gross long positions and the sum of their 

gross short positions) does not exceed 100% of total capital (Tier 1 + Tier 2)
 their overall net open position does not exceed 2% of its total capital

 
D. Commodity Risk 

Market risk can be influenced by changes in commodity prices, that is, commodity risk. 
Commodity risk is the risk that on- or off-balance sheet positions will be adversely affected by 
movements in commodity prices. 

A commodity is defined as a physical product that can be traded on a secondary market, 
for example, agricultural products, minerals and precious metals. Gold; however, is covered under 
the framework for foreign exchange. 

Price risk in commodities is often more complex and volatile than price risk associated 
with currencies and interest rates. One reason for this is that commodity prices are influenced by 
natural events such as floods and droughts. Changes in supply and demand also have more 
dramatic effects on price and volatility, and commodity markets often lack liquidity. 

Commodity risk only has a general market risk component because commodity prices are 
not influenced by specific risk. 

Banks using portfolio strategies involving forward and derivative contracts on commodities 
are exposed to a variety of additional risks, such as: 

 
 Basis risk. the risk of changes in the cost of carry for forward positions and options. Cost 

of carry is a margin and refers to the net effect of borrowing funds for a certain period of 
time and investing them in a financial instrument or commodity for the same period of time. 
If the interest earned on the instrument or commodity is greater than the cost of borrowing, 
then the cost of carry is positive. The cost of carry can also be negative if the cost of 
borrowing is greater than the interest earned. 

 Forward gap risk. This is the risk wherein forward prices may change for reasons other 
than a change in interest rates. 

 

It is important to note that these risks could well exceed the risk associated with changes 
in spot prices of commodities. 
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1. `Treatment of Commodities 
 Offsetting 

When measuring risk in commodities, offsetting between positions is restricted. 

 
 Offsetting is allowed between long and short positions in exactly the same commodity to 

calculate open positions. 
 In general, offsetting is not allowed between positions in different commodities. However, 

the Central Bank may permit offset between different sub-categories of the same 
commodity, for example, different categories of crude oil, if: 

 they are deliverable against each other 
 they are close substitutes for each other, with a minimum correlation of 0.9 

between price movements over a period of at least one year 

 
Correlations 

Banks using correlations between commodities to offset commodity positions must have 
obtained prior approval from the Central bank of UAE. 

2. Calculating the Capital Charge 

Two alternative approaches for calculating the capital charge for commodities are set out 
by the standardised measurement method: 

 

a) Simplified Approach 

Under the simplified approach, banks must express each commodity position, spot plus 
forward, in terms of the standard unit of measurement (barrels, kilos, grams, and so on). 

The capital charge is the sum of two charges: 

 
 15% of the net position in each commodity. All commodity derivatives and off-balance 

sheet positions affected by changes in commodity prices should be included. 
 3% of the bank's gross commodity positions, that is, the sum of the net long plus net short 

positions in each commodity, calculated using the current spot price. This charge 
addresses basis risk, interest rate risk and forward gap risk. 

 
b) Maturity Ladder Approach 

There are seven steps involved in calculating the capital charge for commodities using the 
maturity ladder approach. A separate maturity ladder must be used for each commodity. 

 

The maturity ladder approach 

Step 1 Express each commodity position in terms of the standard unit of measurement, 
and value in the reporting currency at the current spot price 

Step 2 Slot each position into a time band in the maturity ladder according to remaining 
maturity 

Step 3 Apply a capital charge of 1.5% to the sum of the matched long and short positions 
in each time band to capture spread risk. Instead of applying the 1.5% spread risk 
charge to the sum of matched long and short positions in each time band, some 
countries apply a 3% spread risk charge to the matched position. 

Step 4 Apply a capital charge of 0.6% to the residual net position carried forward to the 
next relevant time band, multiplied by the number of time bands it is carried. 

Step 5 Repeat step 3 and step 4 for each time band. 
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Step 6 Apply a capital charge of 15% to the overall long or short net open position. 

Step 7 Derive the total capital charge by summing the charges for spread risk, for 
positions carried forward and for the overall net open position. 

 

3. Treatment of Commodity Derivatives 

All commodity derivatives and off-balance sheet positions affected by changes in 
commodity prices should be included in the commodities risk measurement framework. This 
includes commodity futures, commodity swaps, and options where the “delta plus” method is 
used. 

 

E. Options 

Treatment of Options 

There is a section of the market risk framework devoted to the treatment of options. 

The market risk charge for options can be calculated using one of the following methods: 

 the simplified approach 
 an intermediate approach: the delta-plus method 

 

The more significant a bank's trading activities, the more sophisticated the approach it 
should use. The following table shows which methods a bank can use: 

 

 Simplified approach Intermediate approach 
  Delta- plus method 

Bank uses 
purchased options 
only 

√ √ 

Bank writes options ₓ √ 
 

Banks that solely use purchased options are free to use the simplified approach, whereas 
banks that also write options are expected to use the intermediate approach. If a bank has option 
positions, but all of those written options are hedged by perfectly matched long positions in exactly 
the same options, no capital is required for market risk on those options. However, banks need 
to report the hedged options in the respective sheet. 

 

a) Simplified Approach 

Option positions and their associated underlying (cash or forward) are 'carved out' from 
other risk types in the standardised approach. They are subject to separately calculated capital 
charges that incorporate both general market risk and specific risk. These charges are then added 
to the capital charges for the relevant risk categories: interest rate risk, equities risk, foreign 
exchange risk or commodities risk. 

In some cases, such as foreign exchange, it may be unclear which side is the “underlying 
security.” In such cases, the asset that would be received if the option were exercised should be 
considered as the underlying. In addition, the nominal value should be used for items where the 
market value of the underlying instrument could be zero, such as caps and floors, swaptions, or 
similar instruments. 
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The capital charges under the simplified approach are as follows: 
 

Simplified approach : capital charges 

Position Treatment 

Hedged positions: long cash position in the 
underlying instrument and long put or short 
cash position in the underlying instrument 
and long call 

The capital charge is the market value of the 
underlying security multiplied by the sum of 
specific and general market risk charges for 
the underlying, less the amount the option is 
in-the-money (if any) bounded at zero. 

Outright option positions: long call or long 
put 

The capital charge is the lesser of: 

 The market value of the underlying 
security multiplied by the sum of 
specific and general market risk 
charges for the underlying 

 The market value of the option 

 

b) Intermediate Approach 

The procedure for general market risk is explained below. The specific risk capital charges 
are determined separately by multiplying the delta-equivalent of each option by the specific risk 
charges for each risk category. 

The delta-plus method 

The delta-plus method uses the sensitivity parameters or Greek letters associated with 
options to measure their market risk and capital requirements. 

Options should be included in market risk calculations for each type of risk as a delta- 
weighted position equal to the market value of the underlying multiplied by the delta. 

The delta-equivalent position of each option becomes part of the standardised approach, 
with the delta-equivalent amount subject to the applicable market risk capital charges. Separate 
capital charges are then applied to the gamma and Vega risks of the option positions. 

 

Greek Letters: Five coefficients are used to help explain how option values behave in relation to 
changes in market parameters (price of the underlying asset, the strike price, the volatility of the 
underlying, the time to maturity and the risk-free interest rate). These are represented by the 
Greek letters delta, gamma, Vega, theta and rho, and are referred to as the 'option Greeks'. 

 Delta (Δ) measures the rate of change in the value of an option with respect to a change 
in the price of the underlying asset. 

 Gamma (Γ) measures the rate of change in the delta of an option with respect to a change 
in the price of the underlying asset. 

 Vega (Λ) measures the rate of change in an option price with respect to a change in market 
volatility for the underlying asset price. 
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III. Shari’ah Implementation: 
 

Bank that conduct all or part of their activities in accordance with the provisions of Shari’ah 
and have exposure to risks similar to those mentioned in the Market Risk Standard, shall, for the 
purpose of maintaining an appropriate level of capital, calculate the relevant risk weighted asset 
(RWA) in line with these guidelines. This must be done in a manner compliant to the Shari’ah. 

This is applicable until relevant standards and/or guidelines in respect of these 
transactions are issued specifically for banks offering Islamic financial services. 

 
 

IV. Frequently Asked Questions 

Question 1: Are issues rated AA- or better by Supranational issuers qualify for 0% specific 
risk charge? For such issues, the Country of Risk = SNAT as classification in Bloomberg 
would be considered as Supranational 
No, there is no specification to supranational and thereby low risk charge. 

 
Question 2: Please clarify whether futures or options on ETFs and volatility indices such 
as VIX are treated as equity index instrument. 
Yes, it will be part of equity and reported under equity derivative. Please refer to the Market risk 
section of the standards for further guidance. 

 

Question 3: Under the treatment of interest rate derivatives for general market risk, in 
reference to table 3, credit derivatives have not been listed. Kindly advise if these products 
are excluded from the capital requirement stipulated under general market risk. 
Credit derivatives (including CDS and TRS) are subject to the general market risk treatment for 
interest rate risk if the instrument involves periodic payments of interest. Credit derivatives are 
subject to specific risk capital as described in paragraphs 26 and 27 of the Market Risk section of 
the Standards. Note that Table 3 in the text covers only interest rate derivatives, and therefore 
credit derivatives should not be included. Credit derivatives must be analysed whether they are 
subject to the general market risk treatment for interest rate risk. For example, Credit Default 
Swaps are usually not subject to general interest rate risk, whereas Total Return Swaps and credit 
linked notes are usually subject to general market risk. Please note, that the analysis to which risk 
types a specific instrument type is exposed, must be provided to the Central Bank upon request. 

 
Question 4: Clarity is needed on what constitutes trading book. For example, Investment 
Grade bonds classified as AFS, however with no active trading and a holding period of 
almost till maturity (e.g. callable, decision to sell closer to maturity) does this need to be 
banking book? Similarly, HTM under this description can be either trading or banking 
book. 
The Market Risk Standard as published does not change the definition of trading book. The 
requirements of BCBS 128 paragraphs 685 to 689 have been applied in the text of the Standards. 
Please refer to the Market Risk Regulation under Notice 3018/2018 for the full definition of trading 
book. 

 

Question 5: For Qualifying category, if the issuer of the security is a rated corporate by 
any one of rated agencies i.e. Moody's, S&P, Fitch with investment grade. Should it be 
included under Qualifying Category? 
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Yes, this will fall under qualifying category as long as it rated investment grade by at least two 
credit rating agencies. 

 

Question 6: Should general criteria for all investment grade securities other than 
Government Issuers be taken under the category of Qualifying? 
Yes, these instruments will be classified as qualifying provided in paragraphs 16-19. 

 
Question 7: As per the Standards, "the separate legs of cross-currency swaps or forward 
foreign exchange deals are to be treated as notional positions in the relevant instruments 
and included in the appropriate calculation for each currency". Under which method these 
are required to be included in MR-3 i.e Maturity method or Duration method. 
General risk can be computed using Maturity and Duration approach. Paragraph 41 on 
"Allowable offsetting of matched positions" of the market risk standard applies to both 
approaches and depends on what approach the bank uses for reporting. 

 
Question 8: If the options are hedged, do we need to input the numbers in the template. 
If it is fully micro hedged, then Net Forward Purchase (Sales) & Delta weighted positions for 
Options will be zero. Refer to VII Appendix: Prudent Valuation Guidance as part of Market risk 
standard. 

 

Question 9: Banks have the possibility to include the repo transactions in the trading book 
for regulatory capital calculation even though they are accounted in the banking book? 
Term trading-related repo-style transactions that meet the requirements for trading-book 
treatment may be included in the bank’s trading book for regulatory capital purposes even if a 
bank accounts for those transactions in the banking book. If the bank does so, all such repo-style 
transactions must be included in the trading book, and both legs of such transactions, either cash 
or securities, must be included in the trading book. Regardless of where they are booked, all repo- 
style transactions are subject to a credit risk capital requirement under the Central Bank’s 
Standards for Credit Risk Capital. The secured part of the exposure is risk weighted based on the 
credit rating/type of the issuer the security serving as collateral, and the unsecured part is risk 
weighted based on the credit rating/type (bank-sovereign-corporate) of the counterparty. In 
addition, how/where the reporting should be under which risk type (e.g. interest rate risk (Specific 
and/or General), FX, Equity, etc.) depends on the nature of the cash placement (one ‘leg’) and 
that of the security/collateral (other ‘leg’). The two legs are reportable to the relevant market risk 
type. For example, if the cash placement is floating rate and denominated in foreign currency it 
would be reported under FX. In regards to position risk (interest rate and equity risk types), it 
would be under General risk. 

 

Question 10: How do we treat the capital charge when an exposure in the Banking book is 
hedged via a derivative in the trading book? 
As long as the position got an open leg under one of the two books (i.e. Banking or trading), 
applicable capital charge should be taken in place. When a bank hedges a banking book credit 
risk exposure using a credit derivative booked in its trading book (i.e. using an internal hedge), 
the banking book exposure is not deemed to be hedged for capital purposes unless the bank 
purchases from an eligible third party protection provider a credit derivative meeting the 
requirements in the Central Bank’s Standards for Credit Risk. Where such third party protection 
is purchased and is recognised as a hedge of a banking book exposure for regulatory capital 
purposes, neither the internal nor external credit derivative hedge would be included in the trading 
book for regulatory capital purposes. 
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Question 11: BCBS standards provides banks two options to include large swap books in 
the maturity or duration ladder (Convert the payments into their present values or to 
calculate the sensitivity of the net present value). It would be useful to clarify which 
methods are acceptable. 
Currently both methods are acceptable but to move forward with sensitivity or NPV approach, the 
bank shall seek Central Bank approval by providing all relevant documents. 

 

Question 12: How to treat Multilateral Development Banks (MDBs), PSEs and GREs that 
qualify 0% risk weight as per Credit Risk Section of the Standards for the “Qualifying” 
criteria of Specific Risk? 
All MDBs are considered “qualifying” for this purpose and will receive a RW of 0%. 
PSE that meets the conditions to be treated like a sovereign for credit risk can be considered 
“government" for specific risk. 
Commercial GREs that are treated as corporates for credit risk should also be treated as 
corporates for market risk, for consistency. 

 
Question 13: Can the securities issued by local government be reported under 
government? If yes, what capital charge will be applied? 
Only if they qualify for treatment as “sovereign” under the credit risk framework, a 0% can be 
applied. 

 
Question 14: What is meant by 'broadly' in paragraphs 23 and 24 of the Market Risk 
Standard. Any threshold for the size of the movement e.g. a negative correlation of more 
than 0.6? 
No, there is no specific threshold. "Broadly" in this context means "with close approximation," to 
allow for minor deviations from perfect correlation. The bank should have a sensible policy to 
ensure that objective, which should be subject to supervisory review. 

 

Question 15: What is meant by "long term participation"? What is included in it? 
Long-term participations could take a number of forms, but a typical example would be 
investments accounted at historical cost (and in this context, denominated in a foreign currency). 
Paragraph 65 edited for clear understanding. 

 

Question 16: Do the banks have to meet certain criteria to apply duration or maturity 
approach or is the choice of method fully within the bank's discretion? 
Maturity approach shall be the initial approach to be used. In case the bank requires to apply 
Duration approach, then banks will have to seek Central Bank consent to switch between the 
approaches. 

 
Question 17: Under Specific interest rate risk, what will be the treatment for the debt 
securities that are denominated and funded in domestic currency or foreign currency? 
The preferential treatment/national discretion will be applicable to GCC sovereign’s papers 
denominated and funded in local currency. In addition, exposures to the Federal Government and 
Emirates Government receive 0% risk weight, if such exposures are denominated and funded in 
AED or USD for a transition period of 7 years from the date of implementation of this Standard. 
After the transition period, 0% risk weights are only applied to exposures that are denominated 
and funded in AED. Elsewise (if denominated and funded in foreign currency and if the debt 
security is not GCC sovereign paper) rating and residual maturity shall be applied. 

 
Question 18: Interest Rate Risk: How are derivatives treated from a market risk and credit 
risk perspective that a foreign branch has with its head office and other branches of the 
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group? Are all the derivative transactions under the umbrella of the group, can such 
derivatives be excluded from the capital charge? 
• Exemption is not eligible; all derivatives are to be included under credit and market risk. 
• If the branch and the head office both have the same ISDA contract, netting and collateral 

will not be eligible. However, if the ISDA contract contains only the deals from the branch, 
then netting and collateral would be eligible. 

• From Market risk perspective, if the bank's transactions are fully hedged, i.e. certain 
derivatives with UAE customers are fully hedged back to back with the head office, then the 
bank can offset for example the general and specific interest rate risks (based on 
paragraphs 41 to 45). However, counterparty credit risk is still to be considered. 

 

Question 19: Treatment of Options: Do banks have to meet certain criteria to apply the 
simplified approach or the delta plus method? Or is the choice of method fully within 
bank's discretion? 
As per Para 82 (Standard), two alternative approaches apply to options. Banks that only 
purchase options (rather than written options) can choose to use a simplified approach. Unless 
all written option positions (under the simplified approach) are hedged by perfectly matched long 
positions in exactly the same options, in which case no capital charge for market risk is 
required. Banks with more complex option positions that also write options must use the delta- 
plus approach rather than the simplified approach. 

 
Question 20: Specific Interest Rate Risk: When the securities are not externally credit 
rated, does the Central Bank have a list of specific treatment for issuers/ issues that are 
unrated? 
The Central Bank does not have a discretionary list of customers that do receive a special 
treatment if an external rating is not available. 

 The standard is exhaustive for all special treatments. For example: UAE and GCC 
sovereign exposure that are funded and denominated in the domestic currency receive 
0% RW (independent of the external rating of that sovereign) 

 Exposures to the Federal Government and Emirates Government receive 0% risk weight, 
if such exposures are denominated and funded in AED or USD for a transition period of 
7 years from the date of implementation of this Standard. After the transition period, 0% 
risk weights are only applied to exposures that are denominated and funded in AED. 

 

 

Question 21: If a bank has exposure in equity investments in the trading book, how will 
this exposure be treated under Market risk? 
Risk-weighted assets for equity exposures arising from bank investments in funds that are held 
in the trading book are subject to the market risk capital rules. Equity investments in funds will 
be allocated to the trading book if the bank is able to “look through” to the fund’s underlying 
assets (i.e. determine capital requirements based on the underlying positions held by the fund), 
or where the bank has access both to daily price quotes and to the information contained in the 
mandate of the fund. The reporting is based on the underlying positions held by the fund; it 
could be covered under different areas of the market risk (e.g. FX, IRR and equity risk). 

 
Question 22: As per paragraph 21 of the Market Risk Standard, it is mentioned that a 
securitisation exposure subject to a risk weight of 1250% under the Central Bank 
requirements (and therefore to a 100% specific risk charge under this Standard) may be 
excluded from the calculation of capital for general market risk. Should the cap for the 
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UAE be 1250% or 952% as mentioned in paragraph 5 of the Introduction of the 
standards? 
Yes, the RW has to be capped at 952% as mentioned in the introduction of the standards. 

 
V. Examples 

Note that capital charges calculated in all examples below still need to be converted into 
risk-weighted assets via Section IV in the Market Risk Standards. 

 

A. Interest rate risk 

1. Calculating the General Market risk charge 

Calculate the general market risk capital charge for XYZ bank’s interest rate positions using the 
maturity method. 
Long position in a qualifying bond: Market value AED 13.33m. Residual maturity 8 years & coupon 
8% 
Long position in a government bond: Market value AED 75m. Residual maturity 2 months & 
coupon 7% 
Interest rate swap: Notional value AED 150m. Residual life of swap 8 years & bank receives 
floating rate interest and pays fixed. Next interest fixing after 9 months 

 
Long position in interest rate government bond future: Contract size AED 50mn. 
The treatment of interest rate future positions assume a bank is exposed to a long position in a 
6-month interest rate future bought today and settled in two months' time. The long position in 
interest rates needs to be slotted into the 6-12 months’ time band because the maturity of the long 
position is considered to be eight months. This is because the position is taken on today and will 
be settled in two months with a maturity of six months. 

 
Delivery date after 6 months & remaining maturity of the CTD government security 3.5 years. 
Cheapest to deliver CTD refers to the underlying instrument that result in the greatest profit or the 
least loss when delivered in satisfaction of futures contracts. 

 

Calculating the general market risk capital charge comprises two main steps and a number of 
sub-steps. 

 
Step 1: Map each interest rate position 
We are using the maturity method to map the positions. None of the bank’s positions have a 
coupon of less than 3%, so we will use a ladder of 13 time bands. Each position is mapped to the 
appropriate time band according to its residual maturity. 

 
Step 2: calculate the total capital charge 
  
Overall net open position 
 Zone 1 (months) Zone 2 (years) Zone 3 (years) 

Time 0- 1-3 3-6 6-12 1- 2- 3-4 4- 5- 7-10 10- 15- >20 
band 1    2 3  5 7  15 20  

Weighted  +0.15 - +1.05   +1.125   -    
position  0.2   5.625 
(AED m)     +0.5 
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The net open position is the sum of all the positions across all the time bands. The net open 
position is AED 3m short, which leads to a capital charge at 100% of AED 3,000,000. 

 

Calculation: 
+75*0.2%=+0.15 
-50*0.4%=-0.2 
+150*0.7%=+1.05 
+50*2.25%=+1.125 
-150*3.75%=-5.625 
+13.33*3.75%=+0.5 

 

Vertical disallowance 
The long position of AED 0.5m is offset against the short position of AED 5.625m as per the 
marked area. The matched position is AED 0.5m and the net open position is AED -5.125m. 
This leads to a capital charge of 10% of AED 0.5m, or AED 50,000 
 Zone 1 (months) Zone 2 (years) Zone 3 (years) 

Time band 0- 
1 

1-3 3-6 6-12 1- 
2 

2- 
3 

3-4 4- 
5 

5- 
7 

7-10 10- 
15 

15- 
20 

>20 

Weighted 
position 
(AED m) 

 +0.15 - 
0.2 

+1.05   +1.125   - 
5.625 
+0.5 

   

Vertical 
disallowance 

         - 
5.125 

   

 

Calculation 
Matched position = 0.5 
Net open position = -5.625+0.5= -5.125 

 
Horizontal disallowance 
The third part of the capital charge is a charge for the horizontal disallowance. There are three 
rounds of horizontal offsetting. 

 

In round 1, the horizontal disallowance within each zone is calculated. In this example, charge 
applies to zone 1 only because it is the only zone with a long and a short position. (With more 
than one position). The short position, -0.2 is offset against the total long position, +1.2. The 
matched position is 0.2 and the net open position is +1. 
The capital charge for the horizontal disallowance within zone 1 is 40% of AED 0.2m, or AED 
80,000 

 
In round 2, calculate the horizontal disallowance between adjacent zones, i.e., between: 
Zone 1 and zone 2 
Zone 2 and zone 3 

 

In this example, zone 1 and zone 2 both contain long positions, so there is no matched position 
and therefore no offsetting between these zones. The long position of 1.125 in zone 2 is offset 
against the short position of -5.125 in zone 3. The matched position is 1.125 and the net open 
position is -4. The capital charge for the horizontal disallowance between zones 2 and 3 is 40% 
of AED 1.125m= AED 450,000. 

 
In round 3, we calculate the horizontal disallowance between zones 1 and 3. 
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In this example, the long position of 1 in zone 1 is offset against the short position of -4 in zone 3. 
The matched position is 1 and the net open position is -3. The capital charge for the horizontal 
disallowance between zones 1 and 3 is 100% of AED 1m = AED 1m. 
After the three rounds of horizontal offsetting, the total charge for the horizontal disallowance is 
AED 80,000 + AED 450,000 + AED 1,000,000 = AED 1,530,000 

 

Having completed the horizontal and vertical offsetting, the remaining overall net open position is 
AED 3m, which is equivalent to the overall net open position we calculated across all time bands 
when we calculated the first part of the capital charge. 
 Zone 1 (months) Zone 2 (years) Zone 3 (years) 

Time band 0- 
1 

1-3 3-6 6-12 1- 
2 

2- 
3 

3-4 4- 
5 

5- 
7 

7-10 10- 
15 

15- 
20 

>20 

Weighted 
position 
(AED m) 

 +0.15 - 
0.2 

+1.05 +1.125 - 
5.625 
+0.5 

Vertical 
disallowance 

 - 
5.125 

 

Horizontal 
disallowance 
Round 1 

+1  

Horizontal 
disallowance 
Round 2 

  -4 

Horizontal 
disallowance 
Round 3 

 -3 

 

We have now calculated the total capital charge for general market risk for this example. 
Capital charge AED 

1 A charge for the net open position 3,000,000 

2 A charge for the vertical disallowance 50,000 

3 A charge for horizontal disallowance  

Round 1: Charge for the horizontal 
disallowance within each zone 

80,000  

Round 2: Charge for the horizontal 
disallowance between adjacent zones 

450,000  

Round 3: Charge for the horizontal 
disallowance between zones 1 and 3 

1,000,000  
1,530,000 

 net charge for positions in options  0 
 Total capital charge  4,580,000 

 

2. Specific Market Risk – Example 

Relate to the same example as above. 
Given that, the government bonds are AAA-rated and that the qualifying bond is BBB-rated. 
The interest rate swap does not incur a specific risk charge. The AAA-rate government bonds 
incur a 0% specific risk charge. The qualifying bond has a residual maturity of 8 years and is BBB- 
rated, so if has a specific risk charge of 1.6% 
The capital charge is 1.6% of AED 13.33m, or AED 213,280. 
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B. Equity Risk – Calculating the Capital Charge 

Bank XYZ has the following positions in its equity portfolio for a particular national market. 

Company Position No. of shares Market price 
(AED) 

Market value 
(AED) 

A Corp. Long 10,000 35 350,000 

B Corp. Short 20,000 25 500,000 

C Corp. Short 5,000 50 250,000 

D Corp. Long 15,000 20 300,000 

E Corp. Short 2,000 60 120,000 

 

To calculate the general market risk charge, we must first determine the overall net open position. 
The sum of the net long positions is AED 650,000 and the sum of the net short positions is AED 
870,000. The overall net open position is short AED 220,000. 
The capital charge for general market risk is 8% of AED 220,000, or AED 17,600. 
Next, we must work out the specific risk charge. 
The capital charge for specific risk is 8% of AED 1,520,000 or AED 121,600. 
That lead to, overall capital charge for this portfolio is AED 17,600 + AED 121,000, or AED 
139,200. 

 

C. FX Risk – calculating the capital charge 

Below is an example of calculating the capital charge for FX risk. 
A bank has the following positions that have been converted at spot rates into its reporting 
currency, United Arab dirhams (AED). 

 
Currency JPY EUR GBP AUD USD Gold 

Net position 
(AEDm) 

+50 +100 +150 -20 -180 -35 

 
 

The higher of the sum of the net long and net short currency positions is AED 300m. 
The capital charge is therefore calculated as 8% of AED 300m, plus the net position in gold (AED 
35m): 
Capital charge = 8% of AED 335m = AED 26.8m 
Another example; 
A bank has the following positions that have been converted at spot rates into its reporting 
currency (AED) 

Currency EUR JPY GBP AUD SGD 

Net position 
(AEDm) 

+150 -100 +75 -30 -15 

 
 

The sum of the net long positions is AED 225m and the sum of the net short positions is -AED 
145m. The capital charge is calculated as 8% of the higher of these two positions, so the charge 
is 8% of AED 225m, or AED 18m. 

 
D. Commodity risk 

1. Simplified approach 
XYZ bank is exposed to a number of positions in the same commodity. The bank’s reporting 
currency is AED. The following positions are held in EUR: 
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Position Standard units (kg) Maturity 

Long 128 4 months 

Short -160 5 months 

Long 96 13 months 

Short -96 4 years 

 

Firstly, calculate the current value for these positons in the reporting currency. 
The following is the current situation: 

Current spot price of the 
commodity per unit (kg) in 
local currency 

5.00 EUR per kg 

Current EUR/AED FX spot 
rate 

4.25 1 EUR = 4.25 AED 

 

Further calculation to the position after conversion to local reporting bank’s currency 

Position Standard 
units (kg) 

Spot 
price 

Value 
(EUR) 

FX spot rate 1 
EUR = 4.25 AED 

Value (AED) Maturity 

Long 128 5.00 640 4.25 2,720 4 months 

Short -160 5.00 -800 4.25 -3,400 5 months 

Long 96 5.00 480 4.25 2,040 13 months 

Short -96 5.00 -480 4.25 -2,040 4 years 

 

640*4.25=2,720 
-800*4.25=-3,400 
480*4.25=2,040 
-480*4.25=-2,040 

 
Calculate the capital charge, first a capital charge of 15% of the overall net open position in the 
commodity is required. 

 

The overall net position is the sum of the long and short positions: 
AED 2,720 – AED 3,400 + AED 2,040 – AED 2,040 = - AED 680 
The overall net positon is short AED 680. This leads to a capital charge of AED 102 (680 * 15%) 
Next, a capital charge of 3% of the bank’s gross positon in the commodity is required. 
The gross position is the sum of the absolute values of the long and short positions: 
AED 2,720 + AED 3,400 + AED 2,040 + AED 2,040 = AED 10,200 

 
XYZ bank’s gross position is AED 10,200. This leads to a capital charge of AED 306 (10,200 * 
3%). 
Now, sum the charges to find the total capital charge for this commodity. The charge for the overall 
net open position is AED 102, and the charge for the bank’s gross position in the commodity is 
AED 306. 
Therefore, XYZ bank’s total market risk capital charge for positions held in this commodity is AED 
102 + AED 306, or AED 408. 

 
 

2. Maturity ladder approach 

Recall that XYZ bank is exposed to a number of positions in the same commodity. The bank’s 
reporting currency is AED. The following positions are held in EUR: 
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Position Standard units (kg) Maturity 

Long 128 4 months 

Short -160 5 months 

Long 96 13 months 

Short -96 4 years 
 

Step 1: 
First express each commodity position in terms of the standard unit of measurement, and value 
in the reporting currency at the current spot price. 
The following is the current situation: 

Current spot price of the 
commodity per unit (kg) in 
local currency 

5.00 EUR per kg 

Current EUR/AED FX spot 
rate 

4.25 1 EUR = 4.25 AED 

 

This is done the same way as for the simplified approach. 

Position Standard 
units (kg) 

Spot 
price 

Value 
(EUR) 

FX spot rate 1 
EUR = 4.25 AED 

Value (AED) Maturity 

Long 128 5.00 640 4.25 2,720 4 months 

Short -160 5.00 -800 4.25 -3,400 5 months 

Long 96 5.00 480 4.25 2,040 13 months 

Short -96 5.00 -480 4.25 -2,040 4 years 

 

Step 2: 
Slot each position into a time band in the maturity ladder according to its remaining maturity. 
Physical stocks should be allocated to the first time band. 

Maturity ladder 

Time bands Positions (AED) 
 Long Short 

0-1 months   

1-3 months   

3-6 months 2,720 -3,400 

6-12 months   

1-2 years 2,040  

2-3 years   

Over 3 years  -2,040 

 

Step 3: 
Apply a capital charge: of 1.5% to the sum of the matched long and short positions in each time 
band to capture spread risk. 

Maturity ladder Matched position Capital charge for 
spread risk rate = 
1.5% 

Time 
bands 

Positions (AED) 

 Long Short 

0-1 
months 

    

1-3 
months 
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3-6 
months 

2,720 -3,400 2,720 81.6* 

6-12 
months 

    

1-2 years 2,040    

2-3 years     

Over 3 
years 

 -2,040   

*start with the 3-6 months’ time band. 

Multiply the sum of the ling and short matched positions by the spread rate 1.5%, to calculate the 
capital charge: (AED 2,720 + AED 2,720) * 1.5% = AED 81.6 

 

Step 4: 
Apply a capital charge of 0.6% to the residual net position carried forward to the next relevant 
time band, multiplied by the number of time bands it is carried forward. 
The maturity ladder approach allows for netting between unmatched long and short positions 
across time bands. The residual net position in a time band can be carried forward to the next 
relevant time band, thus offsetting exposures in time bands further out. Because this is imprecise, 
resulting in an “imperfect hedge”; a capital charge is required. 
The residual net position in the 3-6 months’ band is short AED 680. This net position is carried 
forward two time bands to offset exposures in the next relevant time band, the 1-2 years’ band. 

Maturity ladder Matched 
position 

Net 
position 

Capital 
charge for 
spread risk 
rate = 1.5% 

Capital 
charge 
for 
positions 
carried 
forward 
rate = 
0.6% 

Time 
bands 

Positions (AED) 

 Long Short 

0-1 
months 

      

1-3 
months 

      

3-6 
months 

2,720 -3,400 2,720 -680 (3400- 
2720) 

81.6 8.16* 

6-12 
months 

      

1-2 
years 

2,040 -680     

2-3 
years 

      

Over 3 
years 

 -2,040     

*The capital charge is calculated as follows: AED 680 * 2 * 0.6% = AED 8.16 

 

Step 5: 
Repeat step 3 and step 4 for each time band. 
When determining the matched position in each time band, take into account the residual net 
position carried forward. 
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Maturity ladder Matched 
position 

Net 
position 

Capital 
charge  for 
spread risk 
rate = 1.5% 

Capital 
charge for 
positions 
carried 
forward 
rate = 
0.6% 

Time 
bands 

Positions (AED) 

 Long Short 

0-1 
months 

      

1-3 
months 

      

3-6 
months 

2,720 -3,400 2,720 -680 (3400- 
2720) 

81.6 8.16 

6-12 
months 

      

1-2 
years 

2,040 -680 680 1,360 20.4* 16.32** 

2-3 
years 

      

Over 3 
years 

1,360 -2,040 1,360 - 680 40.8***  

 

*(680+680)*1.5% = AED 20.4 
**(1,360*2*0.6%) = AED 16.32 
***(1,360+1360) *1.5% = AED 40.8 

 
Step 6: 
Apply a capital charge of 15% to the overall long or short net open position. 
The net position in the final time band is subject to a capital charge of 15% as to say 680 * 15% 
= AED 102 

 
Step 7: 
Derive the total capital charge by summing the charges for spread risk, for positions carried 
forward and for the overall net open position. 

Capital charges AED 

Charge for spread risk 142.8 

Charge for the positions carried forward 24.48 

Charge for the overall net position 102 

Total capital charge 269.28 

 

In this example, the capital charge calculated using the maturity ladder approach; AED 269.28 is 
significantly lower than that calculated using the simplified approach, AED 408. 

 

E. Options 

Simplified approach 
A bank holds 100 shares currently valued at USD 10, and also holds an equivalent number of put 
options with a strike price of USD 11 (each option entitles the bank to sell one share). 
Since these are equity options, they are subject to the capital charges for general market risk and 
specific risk according to the standardised framework for equity risk. The capital charge is levied 
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at 8% for general market risk and 8% for specific risk, giving a summed charge of 16%. 

Market value of 100 shares = USD 1,000 

First, multiply the market value by the sum of general market risk and specific risk charges. 
USD 1,000 x 16% = USD 160 
Then, calculate the amount the option is in-the-money. 
(USD 11 - USD 10) x 100 = USD 100 

 
The capital charge is the general market risk and specific risk charge less the amount the option 
is in-the-money. 
USD 160 - USD 100 = USD 60 

 
A similar methodology applies for options whose underlying is a foreign currency, an interest rate 
related instrument or a commodity. 

 
Another example for simplified approach 
A bank holds 500 shares currently valued at USD 25.50 and holds an equivalent number of put 
options with a strike price of USD 26.25 (each option entitles the bank to sell one share). 

 

The capital charge is calculated as follows: 
Market value of 500 shares = USD 12,750 
USD 12,750 x 16% (that is, 8% specific plus 8% general market risk) = USD 2,040 

 
The amount the option is in-the-money = (USD 26.25 - USD 25.50) x 500 = USD 375. 
This gives a capital charge of USD 2,040 - USD 375 = USD 1,665 
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IX. Operational Risk 

 
I. Introduction and Scope 

This section of the guidance supports the Operational Risk Standard in clarifying the 
calculation of the Operational risk capital requirement. 

Operational risk has existed since banks have been in business. However, it is only in 
recent decades that the management of operational risk (including measurement techniques) has 
evolved into a distinct discipline, long after this was the case for both credit risk and market risk. 

In this same period, the significance of operational risk in banks became widely 
recognised. This development was influenced by numerous high-profile operational risk events 
and related losses, along with such factors as banks' greater reliance on technology and 
increased use of outsourcing, the growing sophistication of cyber threats, and the pace of change 
in the financial services sector. 

II. Clarification 

Operational risk includes legal and compliance risk but excludes strategic and reputational 
risk. The exclusion of strategic and reputational risk is because they relate more to indirect losses, 
the definition, measurement and quantification of which would give rise to significant complexities. 

The operational risk capital charge represents the amount of capital that a bank should 
maintain as a cushion against losses arising from operational risk. 

The operational risk capital charge is first calculated using the appropriate approach under 
Basel III. It is then converted into a risk-weighted asset equivalent by multiplying the charge by 
12.5 and adding the result to the total risk-weighted assets for credit risk. 

III. Approaches 

The calculation of the operational risk capital charge is covered under the Standards for 

Capital Adequacy of banks in the UAE. 

The approaches represent a continuum of increasing sophistication and risk sensitivity. 
The charge is to be calculated using one of the following two approaches: 

 

a. Basic Indicator Approach (BIA) 

The Basic Indicator Approach (BIA) is a simple approach for calculating the capital charge 
for operational risk. It can be used by banks that are not internationally active, as well as by banks 
that are internationally active but may not yet have risk management systems in place for using 
the more advanced approaches for measuring operational risk. 

While the approach is available for all banks as a 'point of entry', irrespective of their level 
of sophistication, Central Bank expects internationally active banks and banks with significant 
operational risk to discontinue indefinitely with the Basic Indicator Approach. 

The Basic Indicator Approach Components 
The operational risk capital charge under the BIA is based on two components: 
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1. The exposure indicator, represented by the Gross Income (GI) of a bank as a whole. 
2. The fixed factor, alpha (α), set by the Basel Committee. 

 
The formula for calculating the capital charge for operational risk under the BIA is as follows: 

 

𝐾𝐵𝐼𝐴  = [∑(𝐺𝐼1..𝑛 × 𝛼)]⁄𝑛 

Where: 
 

KBIA = The capital charge under the BIA; 
GI = Annual gross income, where positive, over the previous three years; 
n = Number of the previous three years for which gross income is positive; and 
α =15%, relating the industry wide level of required capital to the industry wide level of 

the indicator. 

1. Gross Income of the Bank 

Gross income is a broad indicator that serves as a proxy for the likely exposure of a bank 
to operational risk. It is the total of net interest income plus net non-interest income of a bank as 
a whole. Net interest income is defined as interest income of a bank (for example, from loans and 
advances) minus the interest expenses (for example, interest paid on deposits). Net non-interest 
income is defined as fees and commissions earned minus the non-interest expenses (that is, fees 
and commissions paid) and other income. 

Gross income used in the calculation of the capital charge for operational risk should be: 

 
- Gross of any provisions, for example, for unpaid interest. This is because such amounts 

should have normally formed part of a bank's income but have been set aside for likely 
credit losses. 

- Gross of operating expenses, including fees paid to outsourcing service providers. This is 
because outsourcing of activities does not fully transfer operational risk to the service 
provider. Outsourcing is the strategic use of outside resources to perform business 
functions that are traditionally managed by internal staff. Outsourcing offers the advantage 
of access to specialised and experienced personnel that may not be available internally, 
and enables banks to concentrate on their core business and reduce costs. 

 

Only sustainable, renewable and recurrent sources of income are to be used as the basis 
for calculating the operational risk capital charge. Banks should perform a reconciliation between 
the gross income reported on the capital adequacy return and the audited financial statements. 
This information should be available to the Central Bank upon request. As such, gross income 
should exclude: 

 
- realised profits/losses from the sale of securities classified as 'held to maturity' and 'available 

for sale', which typically constitute items of the banking book under certain accounting 
standards. The intention is to hold such securities for some time or up to their full term and 
not for trading purposes. Their sale does not represent sustainable income from normal 
business. 

- Held to maturity securities are those that the bank intends to hold indefinitely or until the 
security reaches its maturity. Available for sale securities includes securities that are neither 
held for trading purposes nor intended to be held till maturity. These are securities that the 
bank intends to hold in the short or medium term, but may ultimately sell. Banking book relates 
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to positions that are held to maturity with no trading intent associated with them. Most loans 
and advances are included in the banking book as they are intended to be held until maturity. 
At times, there may also be liquid positions assigned to the banking book if they are intended 
to be held over a longer term or to maturity. 

- Extraordinary or irregular items as well as income derived from insurance claims. Again, 
these items are to be excluded, as they are not sustainable sources of income for a bank. 

 

Banks sometimes outsource certain activities, such as processing and maintaining data 
on loan collection services to external service providers. Alternatively, banks may act as service 
providers to other banks. This results in the payment or receipt of a fee for the outsourced service. 

Basel provides the following guidance for the treatment of outsourcing fees paid or 
received, while calculating the gross income for the purpose of calculating the operational risk 
capital charge: 

 
- Outsourcing fees paid by a bank to a service provider do not reduce the gross income of 

the bank. 
- Outsourcing fees received by a bank for providing outsourcing services are included in the 

definition of gross income. 

 
2. Alpha 

Alpha is a fixed factor, set by the Basel Committee. It serves as a proxy for the industry- 
wide relationship between operational risk loss experience of a bank and the aggregate level of 
the operational risk exposure as reflected in its gross income. 

Treatment of Negative Gross Income 
The operational risk capital charge under the BIA is assumed that a bank has positive 

gross income for all of the previous three years. However, some banks may have negative gross 
income for some year(s), for example, resulting from poor financial performance. Figures for any 
year in which annual gross income is negative or zero shall be excluded from both the numerator 
and denominator when calculating the gross income average. 

On this basis, the figures presented in the 3 years' calculations should reconcile (or be 
reconcilable) with the bank’s audited financial statements. 

 

b. Standardised Approach (SA) 

The Standardised Approach (SA) represents a refinement along the continuum of 
approaches for calculating the operational risk capital charge. While this approach also relies on 
fixed factors as a percentage of gross income, it allows banks to use up to eight such factors, 
called betas, depending upon their business lines. 

The calculation of the operational risk charge under this approach is more risk sensitive 
than the BIA. 

The Standardised Approach Capital Charge 
Under the Standardised Approach (SA), the operational risk capital charge is based on 

the operational risk capital charges for individual business lines in a bank. The formula for 
calculating the operational risk capital charge under the SA is as follows: 
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𝐾𝑇𝑆𝐴 = { ∑ max [∑(𝐺𝐼1−8 × 𝛽1−8), 0]}⁄3 

𝑦𝑒𝑎𝑟𝑠 1−3 

 

Where: 
 

KTSA = the capital charge under the Standardised Approach 

GI1-8 = the annual gross income in a given year, as defined in the Basic Indicator Approach 
(BIA), for each of the eight business lines 

β 1-8 = a fixed percentage, set by the committee, relating the level of required capital to the 
level of the gross income for each of the eight business lines 

The Standardised Approach Components 
The Standardised Approach identifies two main components to be used in calculating the 

operational risk capital charge: 

1. Gross Income of Eight Business Lines 

Eight business lines are recommended for use by the Basel Committee in calculating the 
operational risk charge under the SA. These business lines are considered as being 
representative of the various kinds of businesses undertaken by banks. The identified business 
lines briefed below are: 

1. Corporate finance: banking arrangements and facilities provided to large commercial 
enterprises, multinational companies, non-bank financial institutions, government 
departments etc. 

2. Trading and sales: treasury operations, buying and selling of securities, currencies and 
commodities for proprietary and client accounts. 

3. Retail banking: financing arrangements for private individuals, retail clients and small 
businesses such as personal loans, credit cards, auto loans, etc. as well as other facilities 
such as trust and estates and investment advice. 

4. Commercial banking: financing arrangements for commercial enterprises, including 
project finance, real estate, trade finance, factoring, leasing, guarantees, bills of exchange 
etc. 

5. Payment and settlement: activities relating to payments and collections, interbank funds 
transfer, clearing and settlement. 

6. Agency services: acting as issuing and paying agents for corporate clients, providing 
custodial services etc. 

7. Asset management: managing funds of clients on a pooled, segregated, retail, 
institutional, open or closed basis under a mandate. 

8. Retail brokerage: broking services provided to customers that are retail investors rather 
than institutional investors. 

 

Under the SA, the gross income is calculated for each of the eight business lines. It serves 
as a proxy for the likely scale of exposure of that business line of the bank to operational risk. 
Since all income has to be allocated to a business line, the sum of the gross income of the eight 
business lines should equal the gross income for the bank as a whole 
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Just like in the Basic Indicator Approach, gross income for SA comprises net interest 
income plus net non-interest income as defined in the Operational Risk section of the Standards 
re Capital Adequacy. 

2. Beta 

Beta serves as a proxy for the industry-wide relationship between the operational risk loss 
experience and the level of operational risk exposure as reflected in the gross income for a 
business line. It is representative of the amount of loss that can be incurred by a bank given that 
level of exposure (represented by gross income) in a business line. 

The beta factors for the eight business lines as set by the Basel Committee are as follows: 
 
 

Beta Business line Beta factor 
β 1 Corporate finance 18% 
β 2 Trading and sales 18% 
β 3 Retail banking 12% 
β 4 Commercial banking 15% 
β 5 Payment and settlement 18% 
β 6 Agency services 15% 
β 7 Asset management 12% 
β 8 Retail brokerage 12% 

 

The beta factors have been set within a range of 12-18% depending upon the degree of 
operational risk perceived in a business line. Thus, a 12% beta factor for retail banking indicates 
that, in general, the operational risk in retail banking is lower than the operational risk in 
commercial banking. The latter, which has a beta of 15%, carries a lower operational risk than, 
for example, payment and settlement, which carries a beta factor of 18%. 

Treatment of Negative Gross Income from Business lines 
Some banks may have negative gross income for some years in some business lines. 

This will result in a negative capital charge for the business line for that year. If the gross income 
and the resulting capital charge of a specific business line is negative, the aggregate of the capital 
charges across business lines for that year could still be positive, so long as the gross income 
from other business lines is positive. 

 
 

The following guidance applies for treatment of negative capital charges under the 
Standardised Approach: 

 

- In any given year, negative charges in business lines may offset positive capital charges 

in other business lines without any limit. 

- If the total capital charge, after offsetting negative and positive capital charges of business 

lines, is negative for a given year, then the numerator for that year will be set to zero. 

- If negative gross income distorts the operational risk capital charge calculated under the 

SA, the Central Bank will consider appropriate supervisory action under Pillar 2. 

Calculating the Operational risk capital charge under the Standardised Approach (SA) 
The calculation of the capital charge for operational risk under the SA follows the following steps: 
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Step 1: Calculate the capital charge for each business line using its gross income and applicable 

beta factor in year 1. 
If the gross income from a business line is negative, the capital charge for that business line in 
year 1 will be negative. 
Step 2: Sum the eight capital charges of business lines for Year 1. 
In a year, negative capital charges in some business lines may offset positive capital charges for 
other business lines without any limit. 
Steps 3 and 4: Follow steps 1 and 2 for the other two years. 
Step 5: Calculate the 3-year average of the aggregated capital charges. Where the aggregate 
capital charge across all business lines in a given year is negative, then the input to the numerator 
for that year will be zero. The denominator will remain 3, representing the three years included in 
the calculation. 

 

Central Bank supports the use of the Beta given in the Standards re Capital Adequacy as well as 

here in this guidance above as the basis for the capital calculations under SA. 

 

c. Alternative Standardised Approach (ASA) Capital Charge 

The Alternative Standardised Approach provides a different exposure indicator for two 

of the eight business lines, retail banking and commercial banking. These activities essentially 
comprise traditional banking business and still represent the main business of banks in several 
jurisdictions. 

Calculation of Operational Risk Capital Charge under Alternative Standardised 
Approach (ASA) 

 

Using the ASA, the operational risk capital charge for retail banking and commercial 
banking will be based on the following formulas: 

 

KRB  = βRB  x m x LARB 

Where: 
 

Krb = is the capital charge for retail banking 
m = 0.035 
β rb = is the beta factor for retail banking (12%) 
LArb = is the total outstanding retail loans and advances (non-risk weighted and gross of 
provisions), averaged over the past three years 

 

KCB  = βCB  x m x LACB 

Where: 
 

KCB = is the capital charge for commercial banking 
m = 0.035 
βCB= is the beta factor for commercial banking (15%) 
LACB = is the total outstanding commercial loans and advances (non-risk weighted and gross of 
provisions), averaged over the past three years 
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For the other six business lines, the calculation of the operational risk capital charge will be based 
on the gross income and beta factor of that business line, as prescribed under the SA. 

 

Further Options under the Alternative Standardised Approach (ASA) 
Further options are available at under the ASA for calculating the operational risk capital 

charge to address problems in disaggregation of the exposure indicator among business lines by 
banks. However, the greater the disaggregation, the better will be the alignment of the capital 
charge with a bank's operational risk profile. 

Available options relate to  using loans  and  advances  in  commercial and  retail banking 
business lines and gross income in the other six business lines as the exposure indicators with 
different beta factor combinations: 

 

- Option 1 – using a common beta factor of 15% for commercial loans and retail loans, and 

the SA beta factors for the other six business lines 

- Option 2 – using the SA beta factors of 15% and 12%, respectively, for commercial loans 

and retail loans and a common beta factor of 18% for the other six business lines 

- Option 3 – using a common beta of 15% for commercial loans and retail loans and a 

common beta factor of 18% for the other six business lines 

For further details, kindly refer to the Appendix below. 
 

IV. Shari’ah Implementation 

Banks that conduct all or part of their activities in accordance with the provisions of 
Shari’ah law and have exposure to risks similar to those mentioned in the Operational Risk 
Standard, shall, for the purpose of maintaining an appropriate level of capital, calculate the 
relevant risk weighted asset in line with these guidelines. This must be done in a manner 
compliant to the Shari’ah law. 

This is applicable until relevant standards and/or guidelines in respect of these 
transactions are issued specifically for banks offering Islamic financial services. 

 

V. Frequently Asked Questions 

A. Basic Indicator Approach 

Question 1: If a bank incurs a negative gross income in any of the previous three years, 
will it be taken into account under the Basic Indicator Approach (BIA)? 
The basis for working out the capital charge for operational risk under the BIA is three-year 
average of positive gross income. If the gross income for any of the previous three years is 
negative or zero, the figures for that year will be excluded from both the numerator and the 
denominator when calculating the capital charge. The negative gross income will not be added to 
the numerator and the denominator will exclude the year in which the income is negative. 
As mentioned under the Basic Indicator Approach, if negative gross income distorts a bank’s Pillar 
1  capital  charge  under  the  Standardised  Approach,  supervisors  will  consider  appropriate 
supervisory action under Pillar 2. 
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Question 2: Can the Central Bank detail or provide examples of the extraordinary or 
irregular items under the definition of Gross income. Does this cover the bank selling off 
certain part of its business? 
An extraordinary or irregular item consists of gains or losses included on a bank's P&L statement 
(usually reported separately as these items are not predictors of future performance) from events 
that are unusual and infrequent in nature. Such items are the result of unforeseen and atypical 
events that are outside the normal course of the core banking business (i.e. outside the types of 
income described in paragraph 13 of the Operational Risk section of Standards re Capital 
Adequacy in the UAE). For example, income derived from non-core banking business; income 
from discontinued operations; extraordinary income (e.g. from the sale of certain part a banking 
business). 

 

B. Standardised Approach 

Question 3: Define business Segments under 'Retail Brokerage' and 'Asset Management'? 
•  Retail Brokerage - Examples of activities: 

Execution and full service, such as: 
i. Reception and transmission of orders in relation to one or more financial instruments 

ii. Execution of orders on behalf of clients 
 

• Asset Management- Examples of activities: 
i. Portfolio management 

ii. Managing of Investments funds, including: pooled funds, segregated funds, retail 

funds, institutional funds, closed funds, open funds, private equity funds 

Question 4: What is the objective mapping criteria for mapping ancillary business function 
that supports more than one business line? 
Such objective mapping criteria depends on the business and ancillary business mix of a bank. 
These criteria are not preset by the Central Bank. A bank should establish internally such criteria, 
reflecting its internal organisation, and these should be subject to independent review as per point 
(ix) of paragraph 12 of the Operational Risk section of Standards re Capital Adequacy in the UAE. 
The allocation can be done pro-rata based on the chosen criteria. 
Examples of objective criteria include: 

1. number of full-time equivalent members of staff, 

2. time sheet man-hours, 

3. number of clients or transactions originated from each business line, 

4. volume of business originated from each business line. 

 

Question 5: Business Segments/ functions that are to be mapped to 'Payment and 
Settlement' can be clearly articulated, as currently Level 2 defines the business segment 
as 'External Clients' 
There is no fixed definition of external clients but all clients that the bank deals with externally with 
regards to Payment and Settlements need to be incorporated in this business line. 
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C. Alternative Standardised Approach 

 
Question 6: What exposure indicator is used in the ASA approach? 
In the ASA, gross income is replaced by the credit volume in terms of outstanding loans and 
advances (L&A) multiplied by a factor m (fixed at 0.035), as the exposure indicator for retail and 
commercial banking business lines. The loans and advances are non-risk weighted and gross of 
provisions. 

 

Question 7: Why is the volume-based indicator alternative provided? 
This volume-based indicator is provided to avoid large differences in the operational risk 
requirement caused by differences in income margins across banks and jurisdictions in these 
business lines. Gross income is not an appropriate exposure indicator of the extent of operational 
risk in retail and commercial lending. 

 
Question 8: Can a bank choose to adopt ASA on its own? 
No, the Central Bank must be satisfied that the alternative approach provides an improved basis 
for calculating the capital charge for operational risk in the bank. Reverting to the SA after adopting 
ASA is only possible with the approval of the Central Bank. 

 
 

Question 9: What comprises Commercial Loans and Advances? 
Under the ASA, commercial loans and advances will include outstanding amounts (non-risk 
weighted and gross of provisions) averaged over the past three years, from the following credit 
portfolios: 

 
Commercial loans included for ASA Definitions 

Corporates Loans to a corporation, partnership or 
proprietorship firm 

Sovereigns Loans to sovereigns and their central banks, 
certain public sector enterprises and 
multilateral development banks 

Banks Loans to other banks and regulated 
securities firms 

Specialised lending Loans for project finance, object finance, 
commodities finance, income producing real 
estate and commercial real estate 

Small and medium enterprises treated as 
corporates 

Loans to small and medium enterprises 
belonging to a group with annual gross 
turnover that exceeds AED 250 million 

Purchased corporate receivables Bank finance against amounts due to 
corporates from third parties for goods 
and/or services provided by them. 

Book value of securities held in the banking 
book 

The value at which securities have been 
purchased rather than their market value. 
Securities that are held in the banking book 
are intended to be held until maturity. There 
is no intent of trading in these securities. 

 

Question 10: What comprises Retail Loans? 
For the purpose of the ASA, retail loans will include total outstanding amounts (non-risk weighted 
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and gross of provisions) averaged over the past three years in the following credit portfolios: 
 

Retail loans included for ASA Definitions 

Retail Exposures to individuals, residential 
mortgage loans etc. 

SMEs treated as retail Loans extended to small and medium 
businesses and managed as retail 
exposures by the bank. 

Purchased retail receivables Bank finance against amounts due to 
bank’s retail clients from third parties for 
goods and/or services provided by them 

 

Question 11: What is the threshold to decide a large diversified bank in terms of assets 
book size/composition or any other indicators? 
Currently, there is no such threshold. The Central Bank will perform an assessment for each bank 
applying to qualify for ASA. The qualifying criteria provided in paragraph 28 of the Operational 
Risk section of Standards re Capital Adequacy in the UAE, especially the first one (90% income 
from retail/commercial banking) are stringent. The Central Bank will review whether the bank 
meets the 90% standard to determine whether an additional size cut-off is appropriate. 

 

Question 12: Retail or commercial banking activities shall account for at least 90% of its 
income. Please clarify whether this needs to be seen in the current year or an average of 
all the 3 years based on which the Operational Risk capital is being computed 
Testing the 90% rule across a period of three consecutive years will be more appropriate. 

 

Question 13: "The bank's operational risk management processes and assessment system 
shall be subject to validation and regular independent review". Can we get clarification on 
the difference between the validation and the review, and what are the scope and 
responsible party for each? 
Validation of models and tables must be performed by the internal auditor or by the external 
auditor. 

 

Question 14: In terms of the "regular reporting", is an official ORM meeting required? For 
example, Operational Risk Business/ Country / Group Committee meetings? 
It is up to the bank how it conveys the regular reports to the senior management and the board of 
directors, but the evidence of these reports were submitted needs to be documented for example 
senior management signatures on the reports. 

 
Question 15: Is operational risk capital charge revision a quarterly activity going forward 
or it remains as a yearly activity at the end of the year? 
Will it be more adequate if we use current years’ gross income to compute operational risk 
rather last year's audited numbers only. 
If the quarterly income is audited, the bank should use the quarterly data, which means the same 
quarter in the previous two years needs to be taken into consideration or else, the yearly audited 
data needs to be incorporated 
The standards state only audited numbers need to be used and as such, if the current year’s 
income is audited, it can be used as part of the computation 

 

Question 16: Elaboration of definition and scope of Operational Risk should be helpful. 
For example, whether Operational Risk includes other risk types such as Fraud Risk, 
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Business Continuity Risk etc. 
The definition and scope of Operational risk is sufficiently elaborated in the Operational Risk 
Standard of the Capital Adequacy Standards of Banks in the UAE and the Operational Risk 
Guidance. If operational risks were not sufficiently covered under Pillar I, then the uncovered 
risk should be part of the Pillar 2 ICAAP calculation. 

 

Question 17: As per the definition of gross income, "income derived from insurance" is to 
be excluded from the income while computing Operational RWA. 
We would request clarification if this also refers to bancassurance i.e. Bank's commission 
income earned on insurance products that are sold on behalf of insurance companies." 
Any income which the bank earns out of the bancassurace should be treated as income derived 
from insurance. 
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VI. Examples 

A. Basic Indicator Approach 

The Basic Indicator Approach (BIA) is a simple approach for calculating the capital charge for 
operational risk. It can be used by banks that are not internationally active, as well as by banks 
that are internationally active but may not as yet have risk management systems in place for using 
the more advanced approaches for measuring operational risk. Below is an example of ABC bank 
and how the Operational risk capital charge is calculated on Basic Indicator Approach 

 
1- Calculating gross income through the table shows part of the income statement of 

ABC bank for 2003. 

 
Income statement of ABC bank for 2003 

Operating income  

Interest income 150 

Interest expenses 110 

Provisions made 20 

Net interest income after provisions 20 

Fees and commissions received 80 

Fees and commissions paid 50 
including fees paid for outsourcing 12 

Other income  

From disposal of subsidiaries 10 
From disposal of available for sale 8 
Investments 0 

Net non-interest income 48 

Total operating income 68 

 
The net interest income to be used in gross income for calculating the operational risk capital 
charge after provisions. Normally banks reduce this amount to arrive at the operating income, 
however, in the calculation of capital charge for operational risk, net interest income is gross of 
provisions. 

 
In this example, net interest income is interest income minus interest expenses. 

150 – 110 = 40 

While for calculating net non-interest income for calculating operational risk capital charge, in this 
example: 

 
Net non-interest income is fees and commissions received (80) minus fees and commissions 
paid, adjusted for outsourcing fees paid (50 – 12 = 38). Therefore, the amount will be 42. 

 
2- Calculating operational risk capital charge under BIA 

 
The following table shows how to calculate the operational risk capital charge under the BIA. 
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Year Gross income of the bank 

2002 120 

2003 20 

2004 250 

Total positive GI for 3 years 390 (120+20+250) 

Three year average of positive Gross 
Income 

130 (390/3) 

Alpha 15% 

Operational risk capital requirement under 
BIA 

19.5 ((390*15%)/3 or 130*15% 

 

3- Treatment of Negative Gross Income 

 
Below is the calculation of the operational risk capital charge when the bank has negative gross 
income for a year. 

 
 Amount 

Gross income year 1 -120 

Gross income year 2 20 

Gross income year 3 250 

Total of positive gross income 270 

Number of years with positive gross income 2 

Average of positive annual gross income for 
the last three years 

135 (270/2) 

Alpha 15% 

Operational risk capital requirement 20.25 (135*15%) 

 
Since negative gross income leads to exclusion of data points for that year from both the 
numerator and the denominator of the BIA operational risk formula, it could at times result in some 
distortions. For example, a bank that has negative gross income for one of three years might end 
up with a higher operational risk capital charge than if it were to have positive gross income for 
that year, even if it was a small amount. To ensure that such distortions do not occur, the 
supervisor should review and consider appropriate actions under Pillar 2. 

 
B. Standardised Approach 

 
1- Below is small example indicated which to include and exclude in the gross income: 

 
Included Excluded 

Provisions Profits/losses from sale of securities 

Operating expenses Extraordinary/ irregular items 

 

Gross income for each business line should: 
- Be gross of any provisions (for example, for unpaid interest). 

- Be gross of operating expenses, including fees paid to outsourcing service providers. 

- Exclude realised profits/losses from the sale of securities in the banking book. 

- Exclude extraordinary or irregular items as well as income derived from insurance claims. 



 

136  

CBUAE Classification: Public 

2- The following table shows how to calculate the capital charge for operational risk using 
the Standardised Approach: 

 
Business line Beta 

factor 
Gross income Capital requirement 

  Year 1 Year 2 Year 3 Year 1 Year 
2* 

Year 3 Average 

Corporate 
finance 

18% 250 300 200 45 54 36  

Trading and 
sales 

18% 100 -70 -80 18 -12.6 -14.4  

Retail banking 12% 500 200 -300 60 24 -36  

Commercial 
banking 

15% 400 300 400 60 45 60  

Payment and 
settlement 

18% 300 350 300 54 63 54  

Agency 
services 

15% 75 50 45 11.25 7.5 6.75  

Asset 
management 

12% 50 -100 -20 6 -12 -2.4  

Retail 
brokerage 

12% 150 100 80 18 12 9.6  

Total Gross 
Income 

 1,825 1,130 625     

Aggregate 
Capital 
Requirement** 

    272.25 180.9 113.55 189*** 

 
*Gross Income x Beta factor 
**Sum of eight capital charges for the year – remember within a year negative capital charges can offset 
positive charges among business lines 
***Three-year average capital charge 

 
3- Another example to illustrate the negative Gross income: 

 
Business line Beta 

factor 
Gross income Capital requirement 

  Year 1 Year 2 Year 3 Year 1 Year 2 Year 3 Average 

Corporate 
finance 

18% 250 -300 200 45 54 36  

Trading and 
sales 

18% 100 -70 -80 18 -12.6 -14.4  

Retail 
banking 

12% 500 200 -300 60 24 -36  

Commercial 
banking 

15% 400 -300 400 60 45 60  

Payment and 
settlement 

18% 300 350 300 54 63 54  

Agency 
services 

15% 75 50 45 11.25 7.5 6.75  
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Asset 
management 

12% 50 -100 -20 6 -12 -2.4  

Retail 
brokerage 

12% 150 100 80 18 12 9.6  

Total Gross 
Income 

 1,825 -70 625     

Aggregate 
Capital 
Requirement 

    272.25 0* 113.55 129** 

*Total capital charge against all business lines for year 2 is negative (-17.1), so the numerator for year 2 is 
set to zero 
**Capital charge averaged for three years, with the numerator for year 2 set to zero 

 

C. Alternative Standardised Approach 

The following table shows how to calculate the capital charge for operational risk using the 
Alternative Standardised Approach. 

 

Business line Beta 
factor 

Exposure Indicator* Capital requirement** 

  Year 1 Year 2 Year 3 Year 
1 

Year 2 Year 3 Average 

Corporate 
finance 

18% 250 300 200 45 54 36  

Trading and 
sales 

18% 100 -70 -80 18 -12.6 -14.4  

Retail 
banking 

12% 700*** 875*** 945*** 84 105 113.4  

Commercial 
banking 

15% 875*** 910*** 980*** 131.2 
5 

136.5 147  

Payment and 
settlement 

18% 300 350 300 54 63 54  

Agency 
services 

15% 75 50 45 11.25 7.5 6.75  

Asset 
management 

12% 50 -100 -20 6 -12 -2.4  

Retail 
brokerage 

12% 150 100 80 18 12 9.6  

Total Gross 
Income 

 2,500 2,415 2,450     

Aggregate 
Capital 
Requirement 

    367.5 353.4# 349.9 
5 

356.95# 
# 

*Gross income/loans & advances x m 
**Exposure indicator (GI or LA x  m) x β 
***Outstanding loans and advances x m (0.035) 
# Sum of eight capital charges for the year 
## Three year average capital charge 
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VII. Appendix 
 

Further Options under the ASA – Option 1 
 

Under the ASA Option 1, banks may aggregate retail and commercial banking using a common 
beta of 15%, instead of 12% and 15%, respectively, as prescribed under the Standardised 
Approach (SA). For the other six business lines, the relevant beta factors as prescribed under the 
SA are used. The exposure indicator remains the volume of loans and advances for commercial 
and retail banking and gross income for the other six business lines. 

 
Further Options under the ASA – Option 2 

 
Under Option 2, banks may maintain the SA beta factors of 12% and 15% for retail and 
commercial banking and aggregate the other six business lines with a  beta factor  of  18%.  The 
volume of loans and advances is used as the exposure indicator for commercial and retail 
banking. Gross income is used for the other six business lines. Banks undertaking predominantly 
traditional banking activities, such as retail and commercial banking, and unable to segregate 
their gross income according to business lines may find it useful to adopt this option. 

 
Further Options under the ASA – Option 3 

 
Under Option 3, banks may aggregate retail and commercial banking with a beta factor of 15% 
and the other six business lines with a beta factor of 18%. The volume of loans and advances is 
used as the exposure indicator for retail banking and commercial banking. Gross income is used 
for the other six business lines. 
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X. External Credit Assessment Institutions 
 

I. Introduction and Scope 

1. Banks are required to use external ratings to determine risk weights for certain types of 
exposures. However, only external ratings provided by External Credit Assessment Institutions 
(ECAIs) that have been recognized as eligible for that purpose by the Central Bank may be used. 
This Guidance describes the specific requirements for the recognition of eligible ECAIs, together 
with certain other aspects of the use of ratings within the Central Bank’s capital adequacy 
framework. Note that additional requirements related to the use of ratings in capital requirements 
for securitisation are provided in the Central Bank’s Standards on Required Capital for 
Securitisation Exposures. 

2. The Guidance is based closely on requirements of the framework for capital adequacy 
developed by the Basel Committee on Banking Supervision (BCBS), specifically the requirements 
articulated by the BCBS in International Convergence of Capital Measurement and Capital 
Standards: A Revised Framework (comprehensive version June 2006), and the revisions from 
Basel III: A global regulatory framework for more resilient banks and banking systems, December 
2010 (rev June 2011). 

II. Eligibility Criteria 

3. ECAIs may be considered eligible for recognition if they meet the criteria articulated in this 
section. The Central Bank also takes into account the criteria and conditions provided in the 
IOSCO Code of Conduct Fundamentals for Credit Rating Agencies (IOSCO CRA Code) when 
determining ECAI eligibility. 

4. The Central Bank’s eligibility determination for each ECAI applies only with respect to the 
types of claims for which the eligibility criteria have been met by that ECAI. 

 

A. Objectivity 

5. ECAI’s should have a methodology for assigning credit ratings that is rigorous and 
systematic, and is subject to validation based on historical experience. Ratings assessments 
should be based on methodologies combining qualitative and quantitative approaches. Moreover, 
assessments must be subject to ongoing review and responsive to changes in financial condition. 
To establish that an ECAI fulfils this primary component of eligibility criteria, it must demonstrate 
that it meets the following minimum standards: 

(i) The ECAI has established rating definitions, criteria, and methodologies, and apply 
them consistently; 

(ii) The ECAI should have a robust procedure of rating assignment based on published 
information, market data, interviews with management, and/or other sources of 
information that provide a sound basis for purposes of assigning the ratings; 

(iii) When assigning risk ratings, the ECAI should take into account all major features of 
credit quality that are relevant under the ECAI’s applicable methodology, and should 
ensure that the ratings are assigned taking into account all risk factors of the rated 
entity or issue relevant under the ECAI’s applicable methodology; 
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(iv) The ECAI should demonstrate that rating methodologies are subject to quantitative 
back testing. For this purpose, the ECAI should calculate and publish default studies, 
recovery studies, rating transition matrices, or other analyses as relevant to the 
ECAI’s rating methodology. The analysis should reflect a definition of default that is 
consistent with international standards, subject to possible adjustments to take into 
account local practices or institutional or market conditions; 

(v) The rating methodology for each market segment, including rigorous back testing, 
must have been established for at least one year and preferably three years; 

(vi) All rating decisions should be made based on the ECAI’s established criteria and 
methodologies, subject to documented variations approved in accordance with the 
ECAI’s procedures; 

(vii) The ECAI should have a mechanism to review its procedures and methodologies to 

adapt them to a potentially changing environment; and 

(viii) The ECAI should maintain adequate systems and internal records to support its 
assigned ratings. 

 

B. Independence 

6. The ECAI should be free from any economic or external political pressures that may 
influence its credit ratings. In particular, an ECAI should not delay or refrain from taking a rating 
action based on its potential effect (economic, political or otherwise). The independence of an 
ECAI shall be assessed on the basis of the following five parameters: 

(i) Ownership: The ownership structure should not be such that it could jeopardize the 
objectivity of the rating process. For example, the owners should not hold 10 percent 
or more of the equity of any entity rated by the ECAI. 

(ii) Organizational Structure and Corporate Governance: The ECAI should 
demonstrate that its organizational structure minimizes the scope for external 
influences to influence the rating process inappropriately. The ECAI should have in 
place effective corporate governance that safeguards the independence of its credit 
ratings, promotes integrity, and ensures that internal disagreements over ratings are 
resolved in ways that do not compromise the overall effectiveness of the rating 
process. 

(iii) Financial Resources: The ECAI must demonstrate that its business is financially 
viable and is able to sustain any commercial pressure that might be exerted by 
external entities, including the entities being rated. The ECAI’s financial position 
should not depend significantly on the provision of other services to the rated entities. 

(iv) External Conflict of Interest: The credit rating process of the ECAI should have the 
ability to withstand external pressures. The ECAI should demonstrate that it is free 
from any type of external conflicts of interest, or that conflicts of interest are disclosed 
and managed. 

(v) Separation: An ECAI should separate its rating business operationally, legally, and 

if practicable, physically from its other business operations that may present a 
conflict of interest, such as advisory services. 
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C. International Access and Transparency 

7. The individual ratings, the key elements underlying the ratings, and whether the issuer 
participated in the rating process should be information that is publicly available on a non-selective 
basis. 

8. In order to promote transparency and enable stakeholders to make decisions about the 
appropriateness of its credit rating methods, an ECAI should disclose sufficient information (e.g., 
rating definition, methods of arriving at the rating, rating process, time horizon of the rating, and 
the surveillance and review procedure) to facilitate such decisions. The ECAI’s general 
procedures, methodologies, and assumptions for arriving at ratings should be publicly available. 

 

D. Disclosure 

9. A rating should be disclosed as soon as practicably possible after issuance. When 
disclosing a rating, the information should be clearly worded, and should indicate the nature of 
the rating and relevant limitations, while providing appropriate warning to users of the potential 
danger of unduly relying on the rating to make investment or other decisions. 

10. To promote transparency and market discipline, an ECAI should demonstrate that it 
provides access to information that enables stakeholders to make decisions about the 
appropriateness of ratings for the intended use or uses. At a minimum, the ECAI is expected to 
make public the following information: 

 Code of conduct; 

 Definition of default; 

 The time horizons reflected in ratings; 

 Rating definitions; 

 Rating methods; 

 Actual default rates experienced in each rating category; 

 Rating transition matrices; 

 Whether particular ratings are solicited or unsolicited; 

 The date of last review and update of ratings; 

 The general nature of compensation arrangements with rated entities; and 

 Any actual or potential conflicts of interest. 

 
11. At a minimum, the following conflict-of-interest situations and their influence on the ECAI’s 
credit rating methodologies or credit rating actions must be disclosed: 

(i) The ECAI is being paid to issue a credit rating by a rated entity or by the obligor, 

originator, underwriter, or arranger of a rated obligation; 

(ii) The ECAI is being paid by subscribers with a financial interest that could be affected 
by a credit rating action of the ECAI; 
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(iii) The ECAI is being paid by rated entities, obligors, originators, underwriters, 
arrangers, or subscribers for services other than issuing credit ratings or providing 
access to the ECAI’s credit ratings; 

(iv) The ECAI is providing a preliminary indication or similar indication of credit quality to 
an entity, obligor, originator, underwriter, or arranger prior to being hired to determine 
the final credit rating for the entity, obligor, originator, underwriter, or arranger; and 

(v) The ECAI has a direct or indirect ownership interest in a rated entity or obligor, or a 
rated entity or obligor has a direct or indirect ownership interest in the ECAI. 

12. An ECAI should disclose the general nature of its compensation arrangements with rated 
entities, obligors, lead underwriters, or arrangers. When the ECAI receives compensation 
unrelated to its credit rating services from a party such as a rated entity, obligor, originator, lead 
underwriter, or arranger, the ECAI should disclose such compensation as a percentage of the 
total annual compensation received from that party in the relevant credit rating report or 
elsewhere, as appropriate. An ECAI should disclose in the relevant credit rating report or 
elsewhere, as appropriate, if it receives 10% or more of its annual revenue from a single party 
(e.g., a rated entity, obligor, originator, lead underwriter, arranger, or subscriber, or any of their 
affiliates). 

 

E. Resources 

13. ECAI should possess sufficient human and technical resources to produce high quality 
credit ratings. Evidence of resource sufficiency includes: 

(i) Technical expertise of the people should be sufficient to conduct the analysis to 
support the assignment of ratings, and to maintain contact with senior and 
operational levels within the entities that are rated. In particular, ECAIs should assign 
analysts with appropriate knowledge and experience to assess the creditworthiness 
of the type of entity or obligation being rated; and 

(ii) With respect to technical resources, an ECAI is expected to apply quantitative 
techniques and models that can appropriately process and analyze the quantities of 
data required to support the rating process. 

 

F. Credibility 

14. The ECAI must demonstrate that it enjoys credibility in the markets in which it operates. 
Such credibility is gauged on the basis of: 

(i) The extent to which it meets the resources requirements stated above; 

(ii) The extent to which independent parties (investors, insurers etc.) rely on the ECAI’s 
risk ratings; and 

(iii) The existence of internal procedures to prevent misuse of confidential information. 
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G. No Abuse of Unsolicited Ratings 

15. The Central Bank may request the ECAI to demonstrate that it has not used unsolicited 
ratings to put pressure on entities to obtain solicited ratings. If the Central Bank becomes aware 
of an ECAI using unsolicited ratings to put pressure on entities to obtain solicited ratings, the 
Central Bank may consider whether it is appropriate to revoke the recognition of the ECAI as 
eligible for capital adequacy purposes. 

 

H. Cooperation with the Supervisor 

16. Eligible ECAIs should notify the Central Bank of significant changes to methodologies, 
and should provide the Central Bank with sufficient access to external ratings and other relevant 
data to support initial and ongoing determination of eligibility. 

 

I. Code of Conduct and Regulation 

17. The ECAI must adopt and adhere to a code of conduct that is consistent with the IOSCO 
CRA Code. The ECAI must be subject to effective supervision on an ongoing basis by a 
competent regulatory authority that has adopted a regulatory regime consistent with the IOSCO 
CRA Code, and that incorporates a registration system for ECAIs. 

III. Recognition of ECAIs 

18. The Central Bank’s standards for capital adequacy include mappings that identify risk 
weights for various types of exposures using a scale that corresponds most closely to the rating 
system used by Standard & Poor’s. This is done for purposes of exposition and for consistency 
with the BCBS framework. However, banks should not interpret use of this scale as a Central 
Bank endorsement of any particular rating agency. Banks may select among all eligible rating 
agencies as appropriate for purposes of determining risk weights. 

19. On the basis of information assessed by the Central Bank, the following entities currently 
meet the criteria for eligible ECAIs described in this Guidance: 

(i) Standard & Poor’s Ratings Services; 

(ii) Moody’s Investors Service; 

(iii) Fitch Ratings; and 

(iv) Capital Intelligence. 

20. The Central Bank has concluded that banks can use the ratings of any of the above ECAIs. 
Banks should be aware that the Central Bank regularly reassesses the extent to which any ECAI 
meets the criteria stated in this Guidance. Banks must take steps to confirm that any ratings used 
in capital adequacy calculations are obtained from ECAIs that continue to be viewed as eligible 
by the Central Bank. Additional entities may be approved as eligible ECAIs in due course. 

21. Based on available information regarding the rating processes of these ECAIs, the Central 
Bank has established the correspondence shown in Table 1 between the long-term rating scales 
of the various ECAIs. However, if a bank determines that a different mapping is more appropriate, 
the bank should use that alternative mapping, provided the results are at least as conservative as 
using the mapping below. 
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Table 1: Long-Term Rating Correspondence 
 

S & P Fitch Moody’s Capital Intelligence 

AAA to AA‐ AAA to AA‐ Aaa to Aa3 AAA to AA- 

A+ to A‐ A+ to A‐ A1 to A3 A+ to A- 

BBB+ to BBB‐ BBB+ to BBB‐ Baa1 to Baa3 BBB+ to BBB- 

BB+ to BB‐ BB+ to BB‐ Ba1 to Ba3 BB+ to BB- 

B+ to B‐ B+ to B‐ B1 to B3 B+ to B- 

Below B- Below B- Below B3 Below B- 

Unrated Unrated Unrated Unrated 
 

22. For certain aspects of capital adequacy calculations, short‐term ratings are used. Based 
on available information regarding the rating processes of these ECAIs, the Central Bank has 
established the correspondence shown in Table 2 between the short-term rating scales of the 
eligible ECAIs. However, as with the long-term ratings, if a bank determines that a different 
mapping is more appropriate, the bank should use that alternative mapping, provided the results 
are at least as conservative as using the mapping below. 

Table 2: Short-Term Rating Correspondence 
 

S & P Fitch Moody’s Capital Intelligence 

A‐1+, A‐1 F1+, F1 P‐1 A1+, A1 

A‐2 F2 P‐2 A2 

A‐3 F3 P‐3 A3 

Below A‐3 Below F3 Not prime Below A3 

 

IV. Bank Use of Ratings 
 

A. Bank Use of ECAI Ratings 

23. For the purpose of applying ECAI ratings to derive risk‐weights for exposures, banks 
should apply the following process: 

(i) Identify an ECAI (the “nominated ECAI”) whose assigned ratings the bank intends 
to use to derive risk weights for some type of exposure that is subject to an external 

ratings‐based approach under Central Bank standards; 

(ii) Confirm that the nominated ECAIs can provide reasonable coverage of the bank’s 
exposures in terms of the types of counterparties and the geographical regions 
covered; 

(iii) Document the selection of the ECAI and the analysis demonstrating that the ratings 
of ECAI are appropriate for the specific use; 

(iv) Notify the Central Bank of the nominated ECAI and of the intended application of the 

ratings of that ECAI to the bank’s external ratings‐based calculations; and 
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(v) Use the ratings of the ECAI within external ratings‐based calculations consistently. 

24. Banks must use the chosen ECAIs and their ratings consistently for each type of claim for 
which the ECAI and its ratings are approved, and must seek the consent of the Central Bank on 
any subsequent changes to the application of those ratings. Banks may not “cherry‐pick” the 
ratings provided by different ECAIs, and must maintain records of which ECAIs they use for 
various purposes within capital adequacy calculations. Banks may not use unsolicited ratings that 
may be provided by any ECAI. 

25. When banks use external ratings to assign risk weight to securitisation exposures under 
the Central Bank’s Standards on Capital for Securitisation Exposures, additional operational 
requirements apply to the ratings and the ECAI that is the source of the ratings. 

 

B. Multiple Ratings 

26. If there is only one rating by a nominated ECAI for a particular claim, that rating should be 
used to determine the risk weight of the exposure. 

27. If there are two ratings by nominated ECAIs that map to different risk weights, the higher 
risk weight must be applied. 

28. If there are three or more ratings with different risk weights, the ratings corresponding to 
the two lowest risk weights should be referred to. If these give rise to the same risk weight, that 
risk weight should be applied. If different, the higher risk weight should be applied. 

 

C. Other Considerations in the Use of Ratings 

29. External ratings for one entity within a corporate group cannot be used to risk weight other 
entities within the same group. 

30. A bank must treat a relevant exposure or the person to whom the bank has a relevant 
exposure as “unrated” for risk weighting purposes if that exposure or that person does not have 
a rating assigned to it by the ECAI otherwise used by the bank. 

31. Where a bank is applying external ratings to an exposure that corresponds to a particular 
issue with an issue‐specific rating, the risk weight of the claim must be based on this issue-specific 
rating. In other cases, the following requirements apply: 

(i) In circumstances where the borrower has a specific rating for an issued debt claim, 
but the bank’s exposure does not relate to this particular rated claim, a high-quality 
credit rating (that is, one that maps to a risk weight lower than the risk weight that 
would apply to an unrated claim) on that specific issue may only be applied to the 

bank’s un‐assessed exposure if the exposure ranks pari passu with or senior to the 
rated issue in all respects. If not, the credit rating cannot be used, and the un‐ 
assessed claim exposure should receive the risk weight for unrated claims. 

(ii) In circumstances where the borrower has an issuer rating, this rating typically applies 
to senior unsecured claims on that issuer. Consequently, only senior claims on that 
issuer will benefit from a high-quality issuer rating if one exists. Other un‐assessed 
claims of a highly assessed issuer will be treated as unrated. If either the issuer, or 
a particular issue from that issuer, has a low-quality rating (that is, one that would 
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map to a risk weight equal to or higher than would apply to an unrated exposure), 
then a bank with an unrated exposure to the same counterparty that ranks pari passu 
with or is subordinated to senior unsecured (in the case of an issuer rating) or to the 
specific issue (in the case of an issue-specific rating) should risk-weight that 
exposure using the low-quality rating. 

32. Where a bank intends to rely on an issuer or an issue-specific rating, the rating must take 
into account and reflect the entire amount of credit risk exposure a bank has with regard to all 
amounts owed to it. 

33. Where exposures are risk-weighted based on the rating of an equivalent exposure to that 
borrower, foreign currency ratings should be used for exposures in foreign currency. If there is a 
separate domestic currency rating, it should be used only to risk-weight exposures denominated 
in the domestic currency. 

34. In order to avoid double counting of credit enhancement factors, no supervisory 
recognition of credit risk mitigation techniques will be taken into account if the credit enhancement 
is already reflected in the rating of a specific issue. 

V. Ongoing Review 

35. The Central Bank determines on an ongoing basis whether an ECAI meets the criteria for 
recognition according to this Guidance. In this regard, the Central Bank conducts periodic reviews 
of each recognized ECAI. Any changes to the list of approved ECAIs or to the established 
correspondence between their ratings will be publicly disclosed by the Central Bank in a timely 
manner. 

VI. Requests for Recognition of ECAIs 

36. The Central Bank may consider additional ECAIs as eligible for use within capital 
adequacy standards. These additional ECAIs may be identified for consideration by the Central 
Bank, or may be identified by banks or by the ECAIs themselves. The Central Bank will evaluate 
potential additional ECAIs against the eligibility requirements in this Guidance, under procedures 
established by the Central Bank. 

37. Banks that identify potential additional ECAIs for consideration by the Central Bank must 
provide information about the ECAI that would allow an appropriate evaluation by the Central 
Bank according to this Guidance. The banks should identify the types of claims to which the ECAIs 
ratings might be applied, as well as the geographies covered, and explain the need for, or value 
of, recognizing the ECAI as eligible. Banks should provide a preliminary evaluation, subject to 
Central Bank review, of how the ECAI meets all of the eligibility criteria described above in this 
Guidance. 

38. ECAIs may also request recognition from the Central Bank. In such cases, the ECAI must 
provide detailed information that would allow a complete evaluation by the Central Bank under 
this Guidance. The ECAI should provide evidence, subject to Central Bank review, that the ECAI 
meets all of the eligibility criteria described above in this Guidance, including full compliance with 
the IOSCO CRA Code. 
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VII. Frequently Asked Questions 

Question 1: What is meant by “international standards” in connection with the definition 
of default? 
The most widely accepted international standards for assessing the capital adequacy of banks, 
i.e. the Basel framework, incorporate specific definitions of default for wholesale and retail credit. 
ECAI definitions of default should broadly reflect those definitions, although they need not 
precisely duplicate the Basel definitions. 

 
Question 2: Can definitions of default be adjusted to take into account local practices or 
institutional or market conditions? 
Yes, as the Guidance notes, certain adjustments for local conditions may be appropriate, 
particularly to account for default conditions that should be interpreted as demonstrating that a 
borrower is “unlikely to pay.” As the BCBS has noted in guidance to banks, some flexibility in the 
definition of default is appropriate to reflect the particular circumstances of each jurisdiction. 

 
Question 3: Must the quantitative back testing of ratings outcomes incorporate an analysis 
of recovery rates in all cases? 
No, the quantitative analysis conducted should be tailored as appropriate to demonstrate the 
performance of the actual rating methodology applied by the ECAI. Specifics of the analysis may 
differ depending on the methodology; for example, if the rating methodology solely reflects default 
probabilities rather than loss rates, then recovery studies may not be relevant. 

 
Question 4: Can unsolicited ratings be used for bank capital calculations? 
No, the Central Bank of the UAE has determined that unsolicited ratings do not provide an 
appropriate basis for capital calculations by banks in the UAE. 

 

Question 5: Does the recognition of certain rating agencies by the Central Bank imply an 
endorsement of those ECAIs? 
No, recognition reflects only a determination that an ECAI and its ratings meet the requirements 
to be used for regulatory capital calculations as articulated in Central Bank standards and 
regulations. 

 
Question 6: Does the requirement that rating methodologies be established for at least one 
year preclude new rating methodologies from being introduced? 
No, this requirement does not preclude the development and implementation of new rating 
methods by an ECAI. However, use of ratings for capital adequacy calculations (as opposed to 
other uses of ratings) requires a demonstration of the reliability of the ratings. Demonstration of 
reliability takes time; one year of experience is the minimum requirement, and longer periods of 
observation, perhaps operating in parallel with previous rating methodologies, are preferable. 

 

Question 7: Do ratings correspond to specific risk weights for capital, and if so where is 
that correspondence found? 
Yes, the purpose of recognition of ECAIs and the alignment of their ratings as specified in the 
Guidance is to facilitate the use of these ratings for risk-weight assignments in regulatory capital 
adequacy calculations. Please consult the relevant Standards (such as the Standards on Credit 
Risk) for risk weights corresponding to each rating category. 
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VIII. List of Abbreviations 

BCBS: Basel Committee on Banking Supervision 
ECAI: External Credit Assessment Institution 

IOSCO: International Organization of Securities Commissions 
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Pillar 2 – Internal Capital Adequacy Assessment 
Process (ICAAP) 

I. Introduction and Purpose 

1. All banks licensed by the Central Bank of the UAE must ensure that Pillar 1 risks - 
credit, market, and operational risk - are mitigated by capital, in compliance with the capital 
adequacy framework articulated in the document Central Bank “Regulations re Capital 
Adequacy” issued under Notice 60/2017 and the supporting capital standards and guidance, 
articulated in the document Central Bank “Standards and Guidance re Capital Adequacy of 
Banks in the UAE”. Incompliance with the Standards, each bank is required to quantify all risks 
that are not covered, or not sufficiently covered by Pillar 1 capital, and determine the additional 
capital required to mitigate these risks. The capital required to cover these risks is referred to 
as Pillar 2 capital. 

2. Each bank is required to have a process to assess its overall capital adequacy as a 
function of its risk profile and its strategy. Each bank is required to maintain appropriate capital 
levels in accordance with the Central Bank Standards on Pillar 2 capital. This process is termed 
the Internal Capital Adequacy Assessment Process (ICAAP). 

3. As part of the Supervisory Review and Evaluation Process (SREP), the Central Bank 
analyses the capitalisation levels of banks among other information, referring to the results of 
the ICAAP with regard to the internal view of capital adequacy. If the evaluation concludes that 
the capital levels of the individual bank are not satisfactory, the Central Bank may require a 
bank to meet an adjusted Minimum Capital Adequacy ratio accordingly. 

4. Consequently, Pillar 2 is both a bank internal process reported under the ICAAP, and 
the evaluation of each bank’s compete capital adequacy includes the ICAAP in its regulatory 
process - the SREP. First, it is the responsibility of each bank to ensure that its ICAAP is 
comprehensive and proportionate to the nature, scale, and complexity of its activities. Each 
bank bears the responsibility for the appropriate identification, estimation, and reporting of 
risks, and the corresponding the calibration of capital necessary to mitigate these risks. 
Second, the ICAAP is a critical reference for supervision and for the supervisory dialogue 
between banks and Central Bank. 

Purpose 

5. This Guidance presents minimum expected practices to be considered by each bank 
in order to undertake their ICAAP, covering the process, content, outcome, and usage. It 
clarifies the application of the Central Bank’s expectations regarding the requirements of the 
Central Bank ICAAP Standards.  Note, that the Central Bank plans to issue separately detailed 
requirements relating to the Internal Liquidity Adequacy Assessment Process (ILAAP). 

6. It also intends to support each bank in the identification, measurement, reporting, and 
mitigation of Pillar 2 risks. This Guidance does not prescribe specific methodologies but rather, 
it provides a framework, within which a bank should elaborate research, analyse, and draw 
conclusions relevant to the risk profiles of their books. Each bank remains fully responsible for 
the methodology and process supporting the ICAAP. 

7. All methodologies employed by a bank for its ICAAP should be relevant to its business 
model, risk profile, to the geographies of its exposures, and, in particular, to the features of the 
UAE economy.  The methodologies and processes employed by the bank in its ICAAP should 
be fully documented, transparent and replicable. Each bank should be in a position to justify 
their decisions and modelling choices with historical data and benchmarking across a range of 
practices, which will be subject to supervisory scrutiny. Models employed for the measurement 
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of Pillar 2 risks should comply with the Central Bank Model Management Standards and 
Guidance. 

8. The Central Bank may apply proportionality for smaller and less complex banks when 
evaluating the ICAAP. This does not mean that smaller or less complex banks are exempted 
from the reporting requirements or from undertaking a comprehensive assessment of the risks 
they face. Smaller banks have to perform the whole ICAAP and address the full reporting 
scope. In cases where a bank’s capabilities lead them to use simpler methodologies, a more 
conservative capital treatment may be appropriate. However, the Central Bank expects a more 
sophisticated risk management approach from large banks and/ or banks with complex risk 
profiles in the assessment of their Pillar 2 risks. 

9. For the licensed operations of foreign banks in the UAE, when this document refers to 
the bank’s Board, it should be comprehended as the Managing Director and/ or the highest 
committee in the UAE operations of the bank in which the Managing Director has to be the 
Chairman. 

10. This Guidance serves several purposes. It 
(i) Explains in more detail the Central Bank’s expectations on fulfilling the 

requirements of the ICAAP Capital Standards, in particular, related to the ICAAP 
(process) at each bank and certain aspects of the content of the ICAAP report; 

(ii) Covers expectations on some processual elements of the ICAAP, such as an 
appropriate approval process of the ICAAP report and its submission timelines; 
and 

(iii) Formulates expectations about additional sections of the ICAAP report (e.g. 
related to internal audit findings and changes compared to the previous ICAAP 
report). 

II. ICAAP Executive Summary 

11. It is important that the executive summary of the ICAAP document produced by each 
bank should explain the views of Senior Management and the Board on the suitability of the 
bank’s capital to cover the risks faced by the bank in light of its risk profile, its risk appetite and 
its future business plans. These views must be supported by key quantitative results including 
the current and expected capital position of the bank under various economic conditions 
including stressed circumstances. It should also provide a clear analysis of the drivers of 
capital consumption, including Pillar 1 and Pillar 2 risks and stress testing. The conclusion 
should be unambiguous, forward-looking and consider the uncertainty of the business and 
economic conditions. 

12. More specifically, the executive summary of the ICAAP report should contain the 
following elements: 

(i) The main findings of the ICAAP;  

(ii) A brief description of the ICAAP governance framework covering the 
stakeholders, the assessment process, the challenging process and the 
approval process; 

(iii) A brief presentation of the bank’s structure, subsidiaries, businesses, material 
risks, risk appetite, and risk mitigating actions, where applicable; 

(iv) A description of the current capital position of the bank showing the allocation of 
capital per risk type, covering Pillar 1 and Pillar 2 risks;  

(v) Each bank should complete the ICAAP Executive Summary Table (Table 3) as 
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indicated in Appendix 2 of this document; 

(vi) A description of the current capital composition of the bank against minimum 
capital requirements covering at least CET1, AT1, and Tier 2 capital ratios; 

(vii) A forward-looking analysis of the budgeted capital position of the bank, based 
on the bank’s expected business plan over the next three (3) years, reflecting 
the current, and expected economic conditions. This needs to cover expected 
dividend distribution; 

(viii) An analysis of the capital position and capital ratios under several stress 
scenarios, the analysis of the stress scenarios should include the intended risk 
mitigation actions;  

(ix) An assessment of the adequacy of the bank’s risk management processes 
including critical judgment on the areas that need improvement; and 

(x) A conclusion of the ICAAP addressing the suitability of the capital to cover the 
bank’s current and expected risks. 

13. Appendix 3.4 lists further information and documentation that is required to accompany 
a bank’s ICAAP report. 

III. ICAAP Governance 

14. Given the critical and major role of the ICAAP in banks’ sustainability and strategy, the 
Board of Directors is required to approve the ICAAP. The ICAAP should be subject to an 
effective decision-making process, by which the assumptions, projections, and conclusions 
are thoroughly discussed, analysed, and challenged at several levels in the organisation 
including (i) the relevant committees of subject matter experts, (ii) Senior Management, and 
(iii) the Board. 

15. The Board has ultimate ownership and responsibility of the ICAAP. It is required to 
approve an ICAAP on a yearly basis. The Board is also expected to approve the ICAAP 
governance framework with a clear and transparent assignment of responsibilities, adhering 
to the segregation of functions, as described in Refer to Appendix 3.1. The governance 
framework should ensure that the ICAAP is an integral part of the bank’s management process 
and decision-making. The ICAAP governance framework should include a clear approach to 
the regular internal review and validation by the appropriate functions of the bank. 

16. The policy framework should be approved by the Board. Senior Management has to 
implement the framework via effective procedures and systems. The framework must include 
measures reflected in the ICAAP report applied in day-to-day business and supported by 
suitable MIS at appropriate frequencies. A key aspect of this requirement is the “Use Test” 
principle covered in the next section.  The risk framework has to be applied across the 
organisation. 

IV. ICAAP Methodology, Scope and Use Test 

Methodology 

17. The ICAAP is an ongoing process.  On an annual basis, every bank is required to 
submit a document outlining the outcome of the ICAAP to the Central Bank, usually referred 
to as its ICAAP document or report. The ICAAP supplements the Pillar 1 minimum regulatory 
capital requirements by (i) identifying risks that are not addressed or not fully addressed 
through Pillar 1 regulations, referred to as Pillar 2 risks, and (ii) determining a level of capital 
commensurate with the level of risk. The Central Bank requires each bank to adopt a Pillar 1 
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plus approach. According to this, the bank’s total capital requirements include the minimum 
Pillar 1 regulatory capital requirements, plus the capital required to cover Pillar 2 risks. As a 
result, the ICAAP should result in additional capital requirements specific to each bank’s 
business model. 

18. Board and Senior Management are responsible to deliver a comprehensive, effective, 
and accurate assessment of capital adequacy. Each bank is consequently required to conduct 
an ICAAP supported by appropriate methods and procedures to ensure that adequate capital 
covers all material risks. Each bank should adopt progressively more sophisticated 
approaches in measuring risks to keep up with the business model evolvement, the risk profile, 
size of the bank, and appropriate market practice. The key objective is for each bank to be 
transparent and demonstrate the relevance of the approach taken in relation to the nature of 
their activities and risk profile to the Board and the Central Bank. 

19. The frequency of reporting to the Board is expected to be at least quarterly, but, 
depending on the size, complexity, business model, risk types of the institution, and the market 
environment, reporting might need to be more frequent to ensure timely management actions. 
The quarterly reporting should comprise the internal calculation of the capital ratios (Pillar 1 
and Pillar 2 under business-as-usual (BAU) and under stress scenarios), which includes 
determining the surplus/ shortfall of capital.  Stress scenarios and internal forecasts only need 
to be updated on a quarterly basis, if required.  Nevertheless, the ICAAP reporting to the 
Central Bank remains an annual exercise. However, if the quarterly results deviate significantly 
compared to the results of the ICAAP report as submitted to the Central Bank, then the bank 
should inform the Central Bank of the updated capital plan (including reasons for the 
deviations, capital ratios and mitigation actions). 

20. The ICAAP should be supported by robust methodologies and data. All models used 
directly or indirectly in the ICAAP should follow the bank’s model management framework, in 
compliance with the Central Bank Standards and Guidance. The data employed in the ICAAP 
should be comprehensive, reliable, follow rigorous quality checks, and control mechanisms. 

Scope 

21. Each bank is expected to ensure the effectiveness and consistency of the ICAAP at 
each level, with a special focus on the group level for local banks. The ICAAP of these banks 
is expected to assess capital adequacy for the bank on a stand-alone basis, at regulatory 
consolidated level, and for the entities of the group. The ICAAP should primarily evaluate the 
capital requirement and capital adequacy of the bank at group level, following the regulatory 
consolidation.  However, each bank should analyse whether additional risks arise from the 
group structure of the bank. The group structure must be analysed from different perspectives. 
To be able to effectively assess and maintain capital adequacy across entities, strategies, risk 
management processes, decision-making, methodologies, and assumptions applied should 
be coherent across the entire group. Identified additional risks may increase the capital 
requirement on group level accordingly. 

22. Capital transferability within the group should be assessed conservatively and 
cautiously, which should be considered in the ICAAP. Each bank should have a process to 
ensure capital transferability that addresses any restrictions on the management's ability to 
transfer or allocate capital into or out of the bank's subsidiaries (for example contractual, 
commercial, regulatory, or statutory/legal restrictions that may apply). The capital allocation or 
distribution and the approval process between the bank’s holding company (group/parent) and 
the subsidiaries in the banking group should be well defined. The analysis should also consider 
risks arising from structural foreign currency positions relating to assets, liabilities, and equity. 

23. A bank that has domestic or foreign subsidiaries or branches is expected to evaluate 
the difference between the ICAAP determined for the bank (including its subsidiaries) and the 
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ICAAP at solo level (without subsidiaries). Therefore, the bank should identify any potential 
and additional risks both at consolidated group level and at solo bank level. The analysis 
should also address international operations that have jurisdictional capital requirements or 
restrictions. 

24. Additional risks may also arise from entities that are not consolidated under Pillar 1, 
e.g. investments in commercial subsidiaries, including Special Purpose Vehicles (SPV), and 
insurance companies. Each bank should evaluate whether the required Pillar 1 capital 
adequately covers all risks arising from those entities. The evaluation should consider all risk 
types, including credit risk, reputational risk, and step-in risk, etc. The analysis should not be 
limited to branches and subsidiaries but should also consider affiliates, if material. Such 
analysis should not be limited to local banks only, also foreign banks operating in the UAE 
should identify and analyse all their dependencies on parent companies through centralised 
risk management/ shared services etc. 

Use Test 

25. The ICAAP and the bank’s business strategy form a feedback process. While the 
ICAAP has to reflect the bank’s business strategy, and business decisions. The bank should 
implement a formal process to analyse whether the outcomes of the ICAAP influence the 
business strategy. Banks should determine which additional capital requirements under Pillar 
1 and Pillar 2 in business as usual BAU and stress scenarios on the top of the minimum 
regulatory requirements would be adequate and whether the bank’s risk appetite is adequate 
or requires to be adjusted accordingly.  The formal feedback process should also include links 
to the banks’ business decisions, risk management process (e.g. using the ICAAP 
methodologies, results in the approval process, limit setting, strategic processes, such as 
capital planning or budgeting, and performance measurement).  For that purpose, the Board 
and Senior Management should lead and approve the assumptions, methodology, framework, 
and outcome of the ICAAP. The usage of the ICAAP within the organisation and its alignment 
with strategic decisions is referred to as the ‘Use Test’. 

26. The ICAAP should have an interactive relationship with other key processes within the 
bank, including but not limited to, (i) business strategies, (ii) financial budgeting, (iii) risk 
management, (iv) risk appetite setting, and (v) stress tests. Metrics related to capital allocation 
and capital consumption should be included in the banks’ risk appetite. Conversely, the metrics 
pertaining to business management and to risk management should take into consideration 
the capital plan. 

27. Conceptually, this circular process should be articulated according to the following 
illustration and guidance. Each bank should design its own iterative process: 

(i) The Board, Senior Management and the business lines should provide their 
business plan and budget to construct the ICAAP; 

(ii) The risk management function should analyse the feasibility and the risks 
associated to such business plan; 

(iii) The ICAAP should result in an estimation of the adequate level of capital given 
the business and risk assumptions.  This should be approved by the Board and 
by Senior Management; and 

(iv) In return, the ICAAP and capital requirements should feed back to the business 
lines and the risk management function in order to steer the strategy of the bank. 

28. The stakeholders should regularly interact with each other during the production of the 
ICAAP in order to (i) obtain consistent forward-looking capital projections, and (ii) use capital 
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projections consistently in their own decision-making. The stakeholders should include, but not 
be limited to, the Board, Senior Management, the business lines, the risk management 
function, and the finance function. 

29. Each bank should demonstrate its appropriate usage of the ICAAP via the production 
of thorough documentation, reporting covering the process, methodology, decision-making for 
capital allocation, and strategy. Each bank should document the overall ICAAP design, 
including key elements and the mechanism by which they interact with each other. Such 
components should include, but not be limited to, the business strategies, risk appetite 
statement, risk measurement methods, stress tests programme, and reporting across the 
Group. 

30. Regular reporting should be constructed to measure and monitor Pillar 2 risks in 
addition to the annual ICAAP report exercise. Adequate metrics and associated limits should 
be designed in relation to the bank’s size and complexity. 

31. The Central Bank shall evaluate evidence that the bank has embraced the process for 
business rather than regulatory reasons. Evidence should be provided that the management 
has, through the ICAAP, made the business more efficient or less risky. 

V. Capital Planning 

32. Each bank should operate above the minimum capital requirements set by the Central 
Bank. Each bank should have a capital plan approved by the Board. The objective of capital 
planning is to ensure that: 

(i) Each bank is compliant with minimum regulatory requirements; 

(ii) The bank is viable and able to endure external economic changes; and 

(iii) Each bank’s capital is calibrated to its risk profile in order to absorb unexpected 
losses through time, including periods of economic downturn. 

33. The ICAAP should be designed as a tool to adequately support these objectives. Each 
bank’s management is expected to develop and maintain an appropriate strategy that ensure 
the level of capital and the process to estimate such level should be commensurate with the 
nature, scope, scale, size, complexity, and risks of each bank. 

34. The ICAAP should be forward-looking taking into account both internal and external 
drivers over a period covering three (3) to five (5) years. The capital planning should take into 
account the bank’s business plan, its strategic development and the economic environment. 

35. The multi-year capital forecast should be assessed and calibrated through two 
perspectives: 

(i) Pillar 1: The bank’s ability to fulfil all of its capital-related regulatory, supervisory 
requirements, and demands; and 

(ii) Pillar 2: The bank’s ability to cope with capital demands beyond that of the 
regulatory requirements, in accordance to its risk profile. 

36. Both perspectives should be function of the bank’s business plan. In addition, the 
second perspective should incorporate a more granular, specific, and accurate measurement 
of risks. Both perspectives should take into account the current, expected economic 
environment, and consider the occurrence of stressed events. 

37. If the bank identifies a shortfall in capital pertaining to either Pillar 1 or Pillar 2. It is 
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expected to consider measures to maintain adequate capitalisation, reverse the trend, review 
its strategy, and risk appetite. 

38. For each internal stress test scenario for capital planning purposes, each bank is 
expected to consider credible, quantifiable management actions that the bank could practically 
take to mitigate any capital impact of stress scenarios. Such mitigating actions for ICAAP 
stress scenarios may differ from actions related to recovery planning. The timing and execution 
of these management actions should be supported by appropriate trigger points of the bank’s 
capital position, which may be informed by their internal risk appetite for capital adequacy. 
When the bank’s capital ratios fall below its internal risk appetite, it is expected that the bank 
is able to execute the necessary measures, i.e. the bank should explain how the capital 
adequacy would be ensured/ restored (e.g. via a capital contingency plan). In assessing the 
effectiveness of a management action, each bank should also consider the perceived 
reputational impact (e.g. as viewed by the market, customers, government etc.) on taking such 
an action in a stress. The results should be disclosed in the ICAAP report with and without 
those management actions that have been approved by the bank’s Board. 

39. If the bank plans the increase of its capital base (e.g. capital issuances, rights issues, 
reduction in the equity, etc.), the bank may consider the capital increase in its capital planning. 
The bank should only consider capital increases that have obtained Senior Management 
approval and form part of the bank’s official capital plan and that have been discussed with the 
Central Bank. A bank that considers capital increases in it capital planning has to perform an 
additional stress test scenario to analyse the impact if the capital increase does not materialise. 

40. The following elements should be included in the ICAAP report or related appendix: 

(i) Assumptions related to business developments over the forecasted period; 

(ii) Assumptions related to the economic environment over the forecasted period; 

(iii) Summary of historic capital base, aggregate RWAs, and CAR ratios for a 
minimum of five (5) years; 

(iv) Disclosure of the following forecasted financial projections: 

(v) Detailed balance sheet; 

(vi) Detailed statement of profit and loss; 

(vii) Break down of Capital base into its regulatory components; 

(viii) Break down of Risk Weighted Assets (RWAs) components; 

(ix) Significant ratios (e.g. CET 1, Tier 1, and CAR); 

(x) A method to calibrate capital needs to the current and expected levels of risks, 
in coherence with the bank’s risk appetite, business plan, and strategy;  

(xi) It should include the likely future constraints on the availability and the use of 
capital; and 

(xii) Any future regulatory and accounting changes that can potentially impact such 
plan. 

41. Banks are required to fulfill internal risk appetite requirements in the bank’s self-
assessment of Pillar 1 and Pillar 2 minimum regulatory capital requirements. Banks should 
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fulfill the minimum capital requirements plus capital buffer requirements under business as 
usual (BAU) conditions. Under stress testing (ST) banks should fulfill the minimum capital 
requirements without the requirement to meet buffer requirements. 

42. The capital planning should not be limited to risk-based capital ratios but should also 
consider the leverage ratio of the bank. Bank should analyse and consider unaccounted 
foreseeable events in the capital plan, e.g. regulatory changes like the revised standardised 
approaches for credit, market and operational risk. 

VI. Material Risks 

43. As a part of its risk management practices, each bank is responsible for implementing 
a regular process to identify, measure, report, monitor, and mitigate risks. Such risk 
management process should be used as direct input into the calibration of capital demand to 
cover both Pillar 1 and Pillar 2 risks. The framework supporting the estimation of capital 
consumption for each risk type should approved by Senior Management and the Board. 

44. All risks identified as material risks are expected to be addressed in the ICAAP. Risk 
materiality should depend on each bank’s business model and risk profile. The scope of such 
risk identification should cover the entire group, including all branches and subsidiaries of the 
bank. The Central Bank considers credit concentration risk and interest rate risk in the banking 
book (IRRBB) as defined in this Guidance, as material risks. Given the growing risk universe 
outside of traditional Pillar 1 risks, each bank must define, update, and review the applicable 
ICAAP risks on a continuous basis (e.g. quarterly). 

45. The identification of risks should distinguish between direct risks and indirect risks.  
Direct risks are explicit and commonly identifiable risks, such as the credit risk associated with 
facility underwriting.  Indirect risks are arising as second order consequences of direct risks 
and unforeseen events. For instance, an increase in fraud and cyber-attacks as a 
consequence of an economic downturn or a pandemic during which employees are forced to 
work from home. Other examples are the credit risk arising from derivatives during periods of 
high market volatility or the increase in credit risk resulting from a drop in collateral values 
following a real estate market crash. 

46. The identification of risks should be supported by a regular and structured process. An 
inventory of risks should be recorded for each business activity and each portfolio on a regular 
basis. In addition to the regular updates (i.e. at least quarterly), it is expected to adjust the 
inventory whenever it no longer reflects the risks that are material, e.g. because a new product 
has been introduced or certain business activities have been expanded. This should support 
the production of ICAAP from one year to the next. 

47. The measurement of risk should be transparent, documented, and supported by 
subject-matter experts throughout the bank. Each expert function should contribute to its area 
of expertise, in such way that the ICAAP is a reflection of a collective work substantiated by 
thorough analysis. Each dedicated risk team should provide a comprehensive assessment of 
the risk drivers and materiality of the risk they manage. 

48. The estimation of the capital consumption associated with each risk should be based 
upon clear methodologies designed appropriately for each risk type. Each bank should identify 
the owner of such methodology either within the team responsible to manage risks or with a 
centralised team responsible for aggregating risk information and to construct the ICAAP. 
Ultimately, the process to identify, measure risks, and estimate the associated capital 
consumption should be approved by Senior Management and the Board. 

49. In the case of vendor models, this includes the expectation that such models are not 
expected to be imported mechanistically, but rather they are expected to be fully understood 
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by the bank and well suited for, and tailored to, its business and its risk profile. 

50. The identification of risks should result in distinct types: 

(i) Pillar 1 risks that are not fully captured and that are covered by insufficient 
capital. For instance, the market risk capital consumption under Pillar 1 might 
not incorporate sufficient basis risk; and  

(ii) Risks that are not captured at all as part of the Pillar 1 framework. 

51. Each bank should not develop separate methodologies for risk measurement, if those 
are not employed for risk management. The Use Test assumes that the method and conclusion 
of the ICAAP should be coherent with the bank’s internal practices. 

52. To ensure an adequate assessment of high quality, each bank should establish, and 
implement an effective data quality framework, to deploy adequate processes, and control 
mechanisms to ensure the quality of data. The data quality framework should ensure reliable 
risk information that supports sound decision-making, covers all relevant risk data, and data 
quality dimensions. 

53. The next sections contain explanations and expectations on certain risk types (e.g. 
Business Model Analysis (BMA) and strategic risk, Interest Rate Risk in the Banking Book, 
and Credit concentration risk). 

A. Business Model Analysis (BMA) and Strategic Risk 

54. Business model analysis embodies the risk that the bank has failed to structure its 
organisation and operations (expertise, systems, and processes) in a way that leads to 
achieving its primary business and strategic objectives. 

55. Strategic risks arise when the bank’s business model, organisation structure, 
operations, and/or strategy are no longer adequate to deliver the objective of the bank as 
specified by the Board. 

56. The bank should conduct regular business model analysis (BMA) to assess its 
business and strategic risks to determine: 

(i) The ability of the bank’s current business model to deliver suitable results over 
the following 12 months; 

(ii) The sustainability of the bank’s strategy and its ability to deliver suitable/ 
acceptable results over a forward-looking period of at least three (3) to five (5) 
years, based on the strategic plans and financial planning; 

(iii) The sustainability and sufficient diversification of income over time (three (3) to 
five (5) years). This analysis should consider the sources and levels of income 
and expenses; and 

(iv) The ability of the bank to deliver total financial data across the group and for 
each of its key business units (includes forward-looking performance and 
profitability). 

57. An effective BMA contains a through-the-cycle view of the sustainability of the business 
model in its current state and against a projected view of the bank’s funding structure, return 
on equity (ROE), capital supply, and capital demand, the effect this has on the product, service 
pricing, and resource requirements. The business planning should be clear, aligned, and 
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integrated with the bank’s strategy, governance, risk-appetite statement, recovery plans, 
internal controls, stress tests, and internal reporting (MIS). 

58. Each bank should elaborate on the linkage and consistency between their strategic 
decisions, risk appetite, and the resources allocated for achieving those strategies. The bank 
should articulate the frequency of monitoring and quantifying changes in its financial 
projections (e.g. balance sheet, profit and loss, and concentrations) regularly to verify that they 
are consistent with the business model, risk appetite, and the achievement of the bank’s 
strategic goals. 

59. An effective BMA enables banks to identify vulnerabilities at an early stage and assess 
their ability to adapt to changes in their specific operating environment therefore helps to 
promote the safety and soundness of banks. A well-designed and comprehensive BMA 
approach provides banks with the basis to understand, analyse, assess the sustainability of 
their business models, enhance proactive, forward-looking operations, and strategy 
evaluation. 

60. Each bank’s business model should be based on analyses and realistic assumptions 
(stress tests, scenario analyses, and driver analyses, etc.) about the effect of strategic choices 
on financial and economic outcomes of operations performed. This will enable the bank and 
the Central Bank to understand the nature of the business model and the inherent risks. Each 
bank should perform an analysis that involves identifying, challenging the dependency of 
strategies on uncontrollable external factors, and assumptions (e.g. market interest rates, 
demand growth in the target customer markets, degree of competition in the markets, cost of 
entry, and compliance costs). 

61. An effective BMA addresses the banks’ ability to produce aggregate financial data 
across the banking group as a whole, and the bank solo level, for each of its main business 
units and business lines. Moreover, to make the best use of this data and transform it into 
relevant inputs, banks need to develop and use analytical tools including stress tests, peer 
group assessments, profitability forecasts and analysis, and scenario analyses. 

62. The documentation provided in support of the business model should contain an 
overview of the business activities of the bank and an overview of the structure/organisational 
details of the bank.  For example a brief description of the business model, present financial 
condition, any expected changes in the present business model, the expected future business 
environment, business plans, and the projected financial condition for the following year. 

63. The following additional information and documentation should be referenced (if not 
part of) the ICAAP report: 

(i) Bank’s strategic plan(s) with current-year, forward-looking forecasts, and 
underlying economic assumptions; 

(ii) Financial reporting (e.g. profit and loss (P&L), and balance sheet), covering the 
most recent period and the whole (forward-looking) ICAAP reporting period; 

(iii) Internal reporting (e.g. management information, capital reporting, liquidity 
reporting, and internal risk reporting); 

(iv) Recovery plans, including the results of resolvability assessment, if any, and 
identification of critical functions; 

(v) Third-party reports (e.g. audit reports, and reports by equity/credit analysts), 
states their main concerns and issues; 
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(vi) A descriptive report on the main business lines generating revenues broken 
down by main products, services, other activities, geographies, and market 
position; and 

(vii) Peer group analysis segregated by competitor bank, product, or business lines 
targeting the same source of profits and customers (e.g. credit card businesses 
targeting consumers at a particular economic stratum in a specific country. 

64. Business model analysis may act as a base for the development of Reverse Stress 
Test scenarios. 

B. Credit Risk 

65. Credit risk is the risk of losses arising from a borrower or counterparty failing to meet 
its obligations as they fall due. Each bank should assess all its credit exposures and determine 
whether the risk weights applied to such exposures under the regulatory standardised 
approach for credit risk (Standardised Approach) are appropriate for the inherent risk of the 
exposures. Each bank should have the ability to assess credit risk at the portfolio level as well 
as at the exposure or counterparty level. 

66. To ensure that each bank has sufficient capital allocated for credit risk, each bank 
should compare their capital consumption under two methods for all credit exposures across 
all asset classes: (i) the Standardised Approach and (ii) an estimation under the foundation 
internal-rating based approach (F-IRB) in the Basel Framework (“IRB approach: risk weight 
functions”, CRE31). 

67. The Central Bank recognises that some banks may not have appropriately calibrated 
probability of defaults (PDs) for the calculation of the F-IRB approach. In the absence of such 
calibration, banks should rely on their 1-year PD used for IFRS provisioning purposes. Each 
bank should undertake this comparison at asset class level, where higher F-IRB numbers 
indicate additional required capital. Drivers of material differences between the two 
approaches should be explained. 

68. If a bank uses credit risk mitigation techniques (CRMT), it should analyse and evaluate 
the risks associated to such mitigation under Pillar 2 risks measurement. The bank should 
analyse potential effects, the enforceability and the effectiveness of such CRMT, in particular 
in the case of real estate collaterals in order to estimate residual credit risk with prudence. 

C. Market Risk 

69. Market risk is the risk of losses in on- and off-balance sheet positions arising from 
movements in market factors such as interest rates, foreign exchange rates, equity prices, 
commodities prices, credit spreads, and options volatilities. Each bank should have 
methodologies and limits that enable it to assess and actively manage all material market risks, 
at several levels of granularity including position, desk, business line, or firm-wide level. 

70. Under its ICAAP, each bank should assess its capital adequacy for market risk by 
considering methods other than the regulatory standardised approach for market risk. Each 
bank should start this assessment with the metrics already employed to measure market risk 
as part of regular risk management, including net open positions (NOP), value-at-risk (VaR), 
stressed VaR, and economic stress tests. The calibration of capital associated to Pillar 2 risks 
should be undertaken with prudence and should include risks such as concentration risk, 
market illiquidity, basis risk, and jump-to-default risk. 

71. Ultimately, market risk capital should be designed to protect the bank against market 
risk volatility over the long term, including periods of stress and high volatility. Therefore, each 
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bank should ensure that such calibration include appropriate stressed periods. The analysis 
should be structured based on the bank’s key drivers of market risk, including portfolios, asset 
classes, market risk factors, geographies, product types and tenors. 

72. Each bank should analyse its amortised cost portfolio under Pillar 2, considering the 
difference between the market value against the book value. 

D. Operational Risk 

73. Operational risk is the risk of loss resulting from inadequate or failed internal processes, 
people, or systems, or external events. This definition includes legal risk and compliance risk 
but excludes strategic and reputational risk. The framework for operational risk management 
should cover the bank’s appetite and tolerance for operational risks, and the manner and 
extent to which operational risk is transferred outside the bank. 

74. Operational risk is a recurrent and a material source of losses for many banks but the 
existing approaches (the Basic Indicator Approach (BIA), the Standardised Approach (SA), 
and the Alternative Standardised Approach (ASA)) for calculating Pillar 1 operational risk 
capital may not reliably reflect the nature and scale of potential operational risk losses. The 
Pillar 1 Standardised Approach for operational risk uses gross income as a measure of capital. 
Gross income is a risk-insensitive proxy for operational risk capital, which may lead banks to 
underestimate the risk. This was evident during the economic downturn in 2009, when banks’ 
income dropped, lowering their regulatory operational risk capital requirement, yet operational 
risks were either constant or even elevated in some cases. Therefore, banks should ensure 
that their Pillar 2 capital charge covers operational risks that are not captured by regulatory 
capital methodologies. The analysis should include a robust and conservative forecast of 
operational risk losses and respective capital requirements (at least split into conduct and non-
conduct risks). 

75. Legal risk is considered an operational risk. Each bank is required to analyse, assess, 
and quantify the impact of legal risk failures on its capital structure. Examples of legal risk 
include inadequate documentation, legal, regulatory incapacity, the insufficient authority of a 
counterparty, and contract invalidity/ unenforceability. The Legal department of each bank bear 
responsibility for the identification and management of this risk. They must consult with internal 
and external legal counsel. Subsidiaries and branches of major international banking groups 
typically have in-house legal departments, acting under the guidance of the group, which aims 
to facilitate the business of the group, by providing proactive, business-oriented advice. The 
outcome of legal and/or regulatory issues to which the bank is currently exposed, and others, 
which may arise in the future, is difficult to predict and, consequently, there can be no 
assurance that the outcome of a legal matters will not be material to the financial condition of 
the bank. 

76. Given the potential impact from operational risk, each bank should evaluate under 
Pillar 2 risks arising from business conduct risks and money laundering / financing of terrorism. 
In addition, each bank should consider internal and external operational risks faced by it, 
including but not limited to operational cyber risk, IT risks, and outsourcing, and each bank is 
expected to consider ways in which it can improve its operational resilience. Each bank should 
provide details in the ICAAP report on the outcome of its Risk Control Self-Assessment (RCSA) 
process to collate bottom-up operational risk drivers across businesses. 

77. Each bank should undertake quantitative stress testing based on its historical loss data 
and operational risk profile. 

E. Credit Concentration Risk 

78. Section V.D of the ICAAP Standard requires banks to address weaknesses at the 
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portfolio level including credit concentrations risk. Credit concentration risk is the incremental 
credit loss in a portfolio of credit exposures, caused by high correlation between the credit risk 
drivers of those exposures. Such concentration risk arises mostly due to high correlations and 
dependencies between individual obligors (name concentration) or between economic sectors 
(sectoral concentration). Credit concentration risk can affect a bank’s health or core operations, 
liquidity, earnings and capital ratios. The Central Bank considers concentration risk as a key 
material Pillar 2 risk for all UAE banks. 

79. Consequently, credit concentration arises when large exposures are associated with a 
small number of obligors or a small number of sectors, but not only. Credit concentration risk 
can arise from a seemingly granular portfolio but with high correlation between the obligors’ 
risk drivers. 

80. In accordance with the Central Bank re Large Exposures - Credit Concentrations Limits 
(Notice No.226/2018), an exposure is deemed large if it accounts for more than 10% of a 
bank’s capital. Such threshold has been implemented for regulatory purposes. The 
measurement of concentration risk for risk management purposes and for determining Pillar 2 
risk capital requirements should refer to the wider definition of concentration risk. Each bank 
is exposed to a degree of concentration risk, even when complying with the Large Exposure 
Regulation. 

81. Each bank should perform a detailed risk analysis specific to the Real Estate exposures 
(RE) of the bank and the Central Bank re Standards for Real Estate Exposures (Notice No. 
5733/2021). 

82. Credit concentration risk is a common feature of UAE banks, but currently the Central 
Bank regulations for banks do not include an explicit Pillar 1 capital requirement for name and 
sector concentration risk. Credit concentration risk is a key prudential risk for which the capital 
requirement is at the discretion of banks, and it should be held under Pillar 2. This risk should 
warrant particular attention from each bank. In particular:  

(i) For the purpose of risk management, each bank should ensure that credit 
concentration risk is pro-actively and efficiently addressed. Each bank should 
develop policies and procedures for the identification, measurement, monitoring, 
and reporting of credit concentration risk. Credit concentration risk arises from 
exposures to obligors structured as conglomerates. Therefore each bank should 
have a mechanism in place to identify and aggregate exposures across related 
entities based on their legal relationships. Data should be aggregated across 
systems operated by different business units or entities. This should be indicated 
through the bank’s management information system (MIS); 

(ii) For the purpose of estimating the Pillar 2 capital associated with credit 
concentration risk, each bank should build upon the methodologies employed 
for risk management. These methods should be developed further, as deemed 
appropriate, in order to fully measure the additional capital. Each bank should 
compare several methodologies and propose a choice based on clear and 
documented justification. At a minimum, each bank should calculate and report 
the additional capital using the Herfindahl-Hirschman Index (HHI) methodology; 
and 

(iii) For the purpose of capital planning, each bank should ensure that concentration 
risk is taken into account adequately within its ICAAP. Each bank should assess 
the amount of capital, which it consider adequate to hold given the level of 
concentration risk in their portfolios and given their business plan and the 
expected economic environment. 
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F. Interest Rate Risk in the Banking Book (IRRBB) 

83. IRRBB is the risk of loss in the banking book caused by changes in interest rates. 
Interest rate risk can arise both in the banking book and/or the trading book. While interest rate 
risk in the trading book is addressed under the Pillar 1 market risk framework, the interest rate 
risk in the banking book should be addressed under Pillar 2. Conventional banks refer to this 
risk as IRRBB while Islamic banks are exposed to the analogous risk called profit rate risk in 
the banking book (PRRBB). 

84. Each bank should define a risk appetite pertaining to IRRRB that should be approved 
by the Board and implemented through a comprehensive risk appetite framework, i.e. policies 
and procedures for limiting and controlling IRRBB. Each bank should have a process 
supported by adequate policies to manage IRRBB appropriately. This involves, as for any other 
risk, comprehensive identification, measurement, reporting, monitoring, and mitigation. 

85. The measurement process should be based upon several existing Standards and 
Guidance:  

(i) Central Bank “Standards re Capital Adequacy of Banks in the UAE - ICAAP 
Standards”; 

(ii) Central Bank “Regulation and Standards re Interest Rate & Rate of Return Risk 
in the Banking Book” in 2018 (Notice 3021/2018 and Circular 165/2018); 

(iii) Central Bank Model Management Standards and Guidance in 2022 (Notice 
5052/2022); and 

(iv) Basel Framework - Interest Rate Risk in the Banking Book (SRP 31). 

Measurement 

86. The assessment should include all positions of each bank’s potential basis risk, re-
pricing gaps, commercial margins, gaps for material currencies optionality, and non-maturing 
deposits. The quantitative impact analysis should be supported by description and analysis of 
the key assumptions made by the bank, in particular, assumptions regarding loan 
prepayments, the behaviour of non-maturity deposits (CASA), non-rated sensitive assets, 
contractual interest rate ceilings or floors for adjustable-rate items, and measuring the 
frequency of the interest rate risk in the banking book. 

87. DSIBs and other banks with significant interest rate risk (IRR) exposure should 
compute the economic value of equity (EVE) at a granular facility level, while non-DSIBs may 
compute EVE at exposure level, which is based upon the summation of discounted gap risk 
across time buckets, rather than a granular net present value (NPV) estimation at exposure 
level. 

Scenarios 

88. For the purpose of capital calibration, each bank should employ the interest rate shock 
scenarios corresponding to Table 12 of Central Bank Model Management Guidance and table 
2 of the SRP 31 for their AED and non-AED positions respectively. 

89. In addition to the standard shocks prescribed above, DSIBs and other banks with 
significant exposure to interest rate risk are expected to apply further shocks/ idiosyncratic 
scenarios, which will take into account: 

 The bank’s inherent risk profile; 
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 Historical shocks experienced by the bank due to market sentiment and 
corresponding to macro-financial factors; and 

 Additional scenarios prescribed by the Central Bank specifically through 
supervisory interactions or financial stability processes. 

Capital Calculation 

90. The capital requirement should be aggregated across all currencies and scenarios 
conservatively. 

91. The estimation of the Pillar 2 capital corresponding to IRRBB should be based on the 
most conservative loss arising from (i) the change in the economic value of equity (ΔEVE), and 
(ii) the change in net interest income (ΔNII). The most conservative result should be considered 
across all the scenarios calibrated by the bank. (In avoidance of doubt, the allocated capital 
for IRRBB should not be lower than the maximum of the absolute EVE impact and the absolute 
NII impact: Max(abs(EVE impact), abs(NII impact). 

92. The Central Bank considers a bank as an outlier when the IRRBB EVE impact based 
on the standard parallel shock leads to an economic value decline of more than 15% of its Tier 
1 capital. The Central Bank may request an outlier bank to: 

(i) Reduce its IRRBB exposures (e.g. by hedging); 

(ii) Raise additional capital; 

(iii) Set constraints on the internal risk parameters used by a bank; and/ or 

(iv) Improve its risk management framework. 

93. Irrespective of the approach or model chosen by the bank, at a minimum each bank 
should calculate and report IRRBB using the methodology described by the Central Bank 
Model Management Standards and Guidance. 

G. Model Risk 

94. Models have become an integral part of decision-making in the banking sector for risk 
management, business decisions, and accounting. Inaccurate model results, e.g. based on 
wrong assumptions or valuations, may lead to actual or potential financial losses or an 
underestimation of risks. Therefore, the Central Bank considers model risk a significant risk 
type. 

95. Simple models should not be confused with poorly designed models.  Poorly designed 
models can be misleading and interfere with sound decision-making. Small and/or 
unsophisticated banks can employ simple models. However, they cannot employ poorly 
designed models. Each bank should manage model risk in accordance to the Central Bank 
Model Management Standards and Guidance. 

96. Model risk should be incorporated in each banks’ risk framework alongside other key 
risks, as inherent consequences of conducting their activities (refer to Appendix 3.2). 
Consequently, model risk should be managed through a formal process incorporating the 
bank’s appetite for model uncertainty. The framework should be designed to identify, measure, 
monitor, and mitigate this risk. A bank should mitigate a large appetite for model risk by 
counter-measures such as conservative buffers on model results and/ or additional allocated 
Pillar 2 capital. 
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97. The Central Bank recognises that the estimation of model risk is challenging. However, 
each bank should demonstrate that they have implemented steps to measure the potential 
losses arising from model risk. At minimum, each bank should implement a grouping approach 
to categorise models according to their associated model risk. The uncertainty and losses 
arising from models should be estimated by using a range of different techniques, including:  

(i) Internal and external validations;  

(ii) Comparison against alternative models; 

(iii) Sensitivity analysis; and  

(iv) Stress tests. 

98. Each bank should also consider the quality of its model risk management in the model 
risk analysis, including but not limited to the quality of model documentation, data, 
assumptions, validation, staff, implementation, and usage. 

Risk Diversification Effects 

99. Each bank is expected to take a prudent approach whenever assuming risk 
diversification effects.  Furthermore, each bank should be aware that the Central Bank as a 
matter of principle will not take into account inter-risk diversification in the SREP. Banks should 
be cognisant of this when applying inter-risk diversification in its ICAAP. 

H. Financial Risks from Climate Change 

100. Banks are expected to build up Board awareness and understanding of the financial 
risks arising from climate change and how they will affect their business models. Each bank 
should use scenario analysis and stress tests to improve the risk identification process, to 
understand the short- and long-term financial risks to their business model from climate 
change, and to develop appropriate strategies accordingly. 

I. Liquidity Risk and Funding Cost 

101. Though capital is not a direct mitigation for liquidity risk and liquidity is not a mitigation 
for capital risk, both risk types are interlinked. The Internal Capital Adequacy Assessment 
Process (ICAAP) and the Internal Liquidity Adequacy Assessment Process (ILAAP) are 
expected to inform each other; with respect to the underlying assumptions, stress test results, 
and forecasted management actions. Each bank is expected to assess the potential impact of 
scenarios, integrating capital and liquidity impacts, and potential feedback processes, taking 
into account, in particular, losses arising from the liquidation of assets, increased funding costs 
or availability of funding during periods of stress. 

102. For example, each bank is expected to assess the impact of deteriorating capital levels, 
as projected in the ICAAP, on their liquidity. A downgrade by an external rating agency could, 
for example, have direct implications for the refinancing ability of the bank. Vice versa, changes 
in funding cost could impact capital adequacy. 

VII. ICAAP Stress Test and Reverse Stress Test 

103. Stress test helps to improve the bank’s understanding of the vulnerabilities that it faces 
under exceptional, but plausible events, and provide the bank with an indication of how much 
capital might be needed to absorb losses if such events occur, which supplements other risk 
management approaches and measures. These events can be financial, operational, legal, or 
relate to any other risk that may have an economic impact on the bank. The results derived 
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from stress tests can also assist the bank in determining the appropriate appetite for different 
types of risks and in estimating the amount of capital that should be set aside to cover them. 

104. Each bank is required to implement a stress testing framework to address both the 
needs of the ICAAP and broader risk management. Stress tests and the stress test outcome 
analysis should not be confined to the ICAAP. It should be designed to support decision-
making across the bank as explained in this section. 

105. Each bank should perform an in-depth review of its potential vulnerabilities, capturing 
all material risks on a bank-wide basis that result from its business model and operating 
environment in the context of adverse events, stressed macroeconomic (e.g. economic cycle 
risk), and financial conditions. 

106. As part of the ICAAP exercise, each bank should carry out integrated, regular, rigorous, 
and forward-looking stress tests that are appropriate to the nature of the bank’s business 
model and major sources of risk. The frequency should be annually and more frequently, when 
necessary, depending on the individual circumstances. 

107. The Central Bank may challenge the key assumptions and their continuing relevance 
to ensure that there is sufficient capital to withstand the impact of possible adverse events and/ 
or changes in market conditions. 

Governance 

108. The Board is responsible for the effective implementation of the stress tests framework 
through appropriate delegation to Senior Management and subject-matter experts across the 
bank. This framework should be supported by robust governance, processes, methods, and 
systems with associated policies and procedures approved by the Board. The Board is not 
only responsible for the stress testing policies, but also for oversight of the stress testing 
execution. It is also responsible for the potential measures to mitigate stress scenario 
outcomes and the key decisions and actions taken based on the stress testing results, such 
as the consideration of stress testing outcomes in strategy and capital planning. 

109. The stakeholders involved in a particular stress testing framework depend on the type 
of stress tests.  The scenario design, quantification of impact and the identification of mitigating 
actions will involve a range of subject matter experts across the bank. Stress test-related 
activities are not the sole responsibility of the team in charge of preparing the ICAAP or in 
charge of the stress testing programme. Rather, the execution of stress tests is a collective 
exercise, whereby numerous stakeholders contribute to the design, measurement, reporting 
and analysis of stress tests.  Stakeholders should include Senior Management and the Board. 

Types of stress test exercises 

110. Each bank is required to establish several distinct forms of stress test exercises as 
described hereunder, however for the purposes of an ICAAP the minimum expectation is to 
conduct internal enterprise-wide stress tests and portfolio-level stress tests. Regulatory stress 
tests are not acceptable as the only form of internal stress tests:   

a) Internal enterprise-wide stress tests: The purpose of these exercises to 
analyse the impact of stress events on the entire bank’s solvency, profitability, 
stability, and capital.  The methodology and scope of such stress tests should 
be designed to address the specific risk profile of each bank, and will thus differ 
from regulatory stress tests. These exercises are generally executed as top-
down exercises, with the objective to capture a wide scope of risks and 
portfolios. Such exercise should support strategic decision related to the risk 
appetite of the bank, its risk profile, and its portfolio allocation. Each bank should 
employ at least three (3) scenarios in the execution of internal enterprise-wide 
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stress tests. 

b) Internal portfolio-level stress tests: The purpose of these exercises to 
execute frequent, variable and proactive stress tests on the various portfolios of 
the bank. These stress tests are generally executed as bottom-up exercises, 
with the objective to measure the stress impact at portfolio level accurately. The 
scenarios and the methodologies should be granular and fully tailored to the risk 
profile of each portfolio. Deteriorating economic circumstances are typically the 
drivers for conducting unscheduled stress tests on a particular portfolio, for 
example a declining outlook in the residential real estate sector would motivate 
a stress tests on the commensurate portfolio. These stress tests can result in 
the identification of risks that were not captured by the enterprise-wide stresses. 
Consequently, these exercises should support, motivate strategic, and tactical 
decisions at portfolio and/or facility level. 

c) Regulatory stress tests: These exercises are commissioned by the Central 
Bank or other supervisors, to whom banks’ foreign subsidiaries are accountable. 
These exercises follow the scenarios and methodologies prescribed by 
supervisors, which cover most of the bank’s portfolio. The purpose of such an 
exercise is to analyse the impact of stress events on the entire bank in order to 
assess its solvency, profitability, stability, and ultimately the suitability of its 
capital. While these exercises are originally designed to inform regulators for 
supervision purposes, they should also inform Senior Management and steer 
internal decision-making. 

111. The frequency of stress test exercises should depend on their type, scope, depth, and 
on the wider economic context. Each bank should execute enterprise-wide stress tests based 
on a set of scenarios regularly at least quarterly is recommend. Each bank should execute 
portfolio-level stress tests more frequently depending on the needs of risk management and 
the business functions.  Market risk stress tests in particular may have to be performed more 
frequently. 

112. The capital impact results of these stress tests should be analysed, compared, 
incorporated, and presented in the ICAAP. One or several internal enterprise-wide stress test 
outcomes should be explicitly incorporated in the capital planning, and presented accordingly 
in the ICAAP capital planning section. The results from all types of stress tests exercise should 
be employed by Senior Management and the Board to assess the suitability of the bank’s 
capital. 

Scenarios 

113. Stress test scenarios should be designed to capture the risks and potential losses 
appropriately, in coherence with the characteristics of each bank’s risk profile and portfolio. 
The scope of these scenarios should cover all the risks identified as part of the identification 
process documented in the ICAAP. At a minimum, the scope of risks should cover strategic 
risk, credit risk, market risk, counterparty risk, operational risk, liquidity risk, IRRBB, credit 
concentration risk, funding risk, reputational risk, and climate risk. 

114. Stress scenarios should lead to a reliable measurement of loss under extreme but 
plausible events.  Such scenarios are essential tool to support risk quantification in providing 
impact on Pillar 1 and Pillar 2. Consequently, the scenario design should be supported by a 
clear choice of risk factors and associated shocks. Several types of design are commonly 
employed: 

(i) Sensitivity analysis involve shifting the values of an individual risk factor or 
several risk factors by using standardised shocks. Sensitivity analysis is 
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employed to estimate the P&L profile and risks to the bank from a range of 
shocks.  This is particularly useful to identify non-linear response in the loss 
profile. For instance, this could include measuring NII with parallel shifts of +/-
50bp, +/-100bp, +/-150bp and higher shocks applied to a yield curve.  It also 
includes measuring expected credit loss (ECL) and capital requirements with 
standard parallel shocks of +/-100bp, +/-200bp, +/-300bp applied to the PD term 
structure of a given portfolio (e.g. worsening of credit spreads, adverse changes 
in interest rates, other macroeconomic or idiosyncratic variables). 

(ii) Scenario analysis involves measuring the combined effect of several risk 
factors with shocks designed in coherence with an economic narrative affecting 
the bank’s business operations simultaneously. Such narrative should be based 
on an analysis of the current economic conditions, the business environment 
and the operating conditions of the bank.  The scope of events should be broad, 
consider an appropriate range of risk types, and geographies. The narrative 
should be constructed with a clear sequence of unfolding events leading to (a) 
direct risks, (b) second-order risks, and/or (c) systemic risks, and how these risks 
affect the profit and loss profile and risks of the bank based on a scale of shocks 
(e.g. an economic recession coupled with a tightening of market liquidity and 
declining asset prices). The scope of the narrative should take into account the 
economic environment and the features of each portfolio in scope. The 
calibration of shocks should be supported by rigorous methodologies using (a) 
historical data and past events, and/or (b) forward-looking assumptions. 
Practitioners refer to ‘historical scenarios’ and ‘hypothetical scenarios’. 

115. Each bank is expected to continuously monitor and identify new threats, vulnerabilities 
and changes in the environment to assess whether its stress testing scenarios remain 
appropriate at least quarterly and, if not, adapt them to the new circumstances. The impact of 
the scenarios is expected to be updated regularly (e.g. quarterly). In case of any material 
changes, the bank is expected to assess their potential impact on its capital adequacy over 
the course of the year. 

116. If the bank forecasts the increase of its capital base (e.g. capital issuances, rights 
issues, reduction in the equity, etc.) and the capital planning reflects the proposed changes, 
the bank must perform an additional stress scenario. In these additional stress scenarios the 
bank should analyse the impact under the assumption that the capital increase does not 
materialise. The impact analysis should include management actions and formal trigger points. 

Methodology 

117. The process of stress tests should be supported by robust and documented 
methodologies. All models employed in the quantification of stress results should comply with 
the requirements presented in the Central Bank Model Management Standards and Guidance. 

118. For the measurement of capital under stress, each bank should employ a dedicated 
financial model to forecast their financial statements under several economic conditions. Such 
projection should be constructed over a minimum of three (3) years, in coherence with the 
most recent capital plan and with the Central Bank regulatory exercise. 

119. Stress scenarios may be derived from stochastic models or historical events, and can 
be developed with varying degrees of precision, depth, and severity, particularly the impact on 
asset quality, profitability, and capital adequacy.  Each bank should consider three (3) to five 
(5) scenarios (each scenario can have multiple severity levels (i.e. Low, medium, and high). 
Although it is expected to consider the supervisory stress tests (“stress test exercise of the 
Financial Stability Department (FSD)”) as one scenario, it is the bank’s responsibility to define 
scenarios and sensitivities in the manner that best addresses its situation and to translate them 
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into risk, loss, and capital figures. 

Use Test 

120. Stress tests should support decision-making throughout the bank effectively.  Stress 
tests should be embedded in banks’ business decision-making and risk management process 
at several levels of the organisation. Senior Management and the Board should lead and 
approve all assumptions, the methodology framework and authorise the use of stress test 
results. 

121. Stress tests do not stop with the production of results.  Risk mitigations should always 
be considered in light of the stress severity and likelihood. If no action is deemed necessary, 
this should be documented and clearly justified. 

Reverse Stress Test 

122. In addition to normal stress testing, each bank is expected to conduct reverse stress 
tests. Reverse stress tests start with the identification of a pre-defined outcome where the 
bank’s business model becomes non-viable (e.g. through insolvency), or it breaches 
supervisory compliance minima, e.g. by breaching minimum capital requirements (i.e. the bank 
will breach the regulatory capital buffer and minimum capital requirements). The next step is 
to assess which scenarios and shocks lead to that identified outcome. Finally, the objective is 
to assess whether the likelihood of occurrence is realistic and the impact warrants mitigating 
actions. If a bank considers mitigation strategies, e.g. hedging strategies, the bank should 
consider if such strategies would be viable. For example, a market that is stressed at a financial 
system level may be characterised by a lack of market liquidity and increased counterparty 
credit risk. 

123. Effective reverse stress testing is a challenging exercise that requires the involvement 
of all material risk areas across the bank’s subject matter experts, Senior Management, and 
the Board. 

124. Each bank should conduct a reverse stress test at least once a year. A well-designed 
reverse stress test should also include enough diagnostic information to allow the identification 
of the sources of potential failure. This enables proactive risk management actions and 
implementation of an appropriate strategy for refined risk monitoring, prevention, and 
mitigation. The reverse stress test requires each bank to consider scenarios beyond normal 
business forecasts and aids identification of events linked to contagion with potential systemic 
implications. Reverse stress testing has important quantitative and qualitative uses, through 
informing Senior Management of vulnerabilities, and supporting measures to avoid them.  
(Please refer to Appendix 3.3). 

 

VIII. ICAAP Submission and Approval 

Submission of the ICAAP report 

125. The annual ICAAP report should be submitted to the Central Bank on or before the 
submission dates addressed in Table 1. 

126. All documents have to be submitted to the respective Central Bank reviewer by 
softcopy (submitted in word or pdf format), sending a copy to bsed.basel@cbuae.gov.ae. 

127. The submission dates below as per Notice 2940/2022 differentiate between (i) national 
banks and foreign bank and (ii) size and importance of the banks: (Table 1) 

Table 1 - Submission date for ICAAP Report 

mailto:bsed.basel@cbuae.gov.ae
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Banks Report for 
FY 2022 

Report for FY 2023 
onwards 

Large banks: FAB, ENBD, ADCB, DIB, Mashreq, ADIB, CBD 15/03/2022 01/03 

Other local banks and HSBC, Standard Chartered Bank, 

Citibank, Arab Bank, and Bank of Baroda 
31/03/2022 31/03 

Other Foreign Banks 15/04/2022 15/04 

Approval of the ICAAP report: 

128. The ICAAP report should be approved by: 

(i) Senior Management (including the CRO): The bank should use Appendix 1 – 
ICAAP – Mandatory disclosure form (Table 2) and include it as an attachment to 
the ICAAP report; 

(ii) Board approval: For all local banks, the ICAAP document must be approved by 
the Board or Board risk committee, and Senior Management prior to submission 
to the Central Bank.  The meeting minutes of the Board of Directors meeting 
should state the approval of the ICAAP document and challenges that have 
taken place; and 

(iii) For foreign branches, the ICAAP document should be approved by (a) the 
managing director and/ or relevant highest committee of the bank in the UAE, 
and by (b) their head office, stating that the ICAAP assumptions and forecasts 
are in line with the group’s assumptions, forecasts, and that the group’s Board 
approves/ endorse the results of the ICAAP. 

IX. Internal Control Review 

129. The bank’s internal control structure is essential to the capital assessment process. 
Effective control of the internal capital adequacy assessment process should include an 
independent review and the involvement of both internal audit and external audit (refer to 
Appendix 3.1). Senior Management has a responsibility to ensure that the bank establishes a 
system for assessing the full scope of its risks, develops a system to relate risk to the bank’s 
capital level, and establishes a method for monitoring compliance with internal policies. 

130. Internal Audit should perform an audit on the bank’s ICAAP report annually. The report 
has to be submitted no later than three (3) months after the submission of the ICAAP report to 
the bank’s reviewer and in copy to bsed.basel@cbuae.gov.ae. 

131. Internal control functions should perform regular reviews of the risk management 
process to make sure its coherence, validity, and rationality. The review of the ICAAP should 
cover the following: 

(i) Ensuring that the ICAAP is complete and suitable as of the bank’s context , 
operational conditions, the reliability of controls behind it; 

(ii) The process of identifying all material risks; 

(iii) Efficiency of the information systems that support the ICAAP; 

mailto:bsed.basel@cbuae.gov.ae
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(iv) Ensuring that the measurement methodologies in use are suitable to support the 
ICAAP valuation,  

(v) Ensuring the accuracy, and comprehensive of the data input to the ICAAP; 

(vi) Rational behind the ICAAP output and assumptions in use; 

(vii) Rational and suitability of stress tests and analysis of assumptions; 

(viii) Consolidation of the ICAAP outcomes with the risk management  (e.g., limit 
setting and monitoring); and 

(ix) Rational of the capital plan and internal capital targets. 

132. In addition, the review should cover the integrity and validity of regulatory data 
submitted to the Central Bank during the course of the year relating to Pillar 1 capital 
requirements, which should address, but not be limited to the following: 

(i) Appropriate classification of risk-weighted assets (RWA); 

(ii) Appropriate inclusion of the off-balance sheet values and the application of credit 
conversion factors (CCF); and 

(iii) Appropriate credit risk mitigation (CRM) methodology application and values. 

133. The role and validity of internal control functions are also important and should be 
verified with regard to other topics. For example: 

(i) All risk quantification methodologies and models must be subject to independent 
validation (internal/ external); and 

(ii) Internal Audit should perform an independent review of the bank’s capital 
framework implementation every year in accordance with the Capital Standards.  
If the Central Bank is not satisfied with the quality of work performed by the 
bank’s Internal Audit function, the Central Bank may require an external review. 

X. Frequently-Asked Questions (FAQ) 

Question 1: What defines independent validation? 

Answer: Independent validation can be performed by an independent function of the bank.  However, in 

some instances an external validation/ review is required. For large banks, external validations are 

strongly encouraged, if not explicitly required. 

Question 2: What are sustainable business model criteria? 

Answer: Sustainable business models may be defined in different ways. For the purpose of this 

guidance, a bank will be considered to have a sustainable business model if it meets all the following 

criteria: 

(i) The bank generates strong and stable returns, which are acceptable given its 
risk appetite and funding structure; 

(ii) The bank does not have any material asset concentrations or unsustainable 
concentrated sources of income; 
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(iii) The bank has a strong competitive position in its chosen markets and its strategy 
is likely to reinforce this strength; 

(iv) The bank’s forecasts are based on plausible assumptions about the future 
business environment; and 

(v) The bank’s strategic plans are appropriate given the current business model and 
management’s execution capabilities. 

Question 3: What is the definition of model? 

Answer: A quantitative method, system, or approach that applies statistical, economic, financial, or 

mathematical theories, techniques, and assumptions to process input data into quantitative estimates. 

Question 4: Who should be the owner of ICAAP, Finance or Risk Management? 

Answer: Multiple committees and working groups have to be involved in the ICAAP.  However, Risk 

Management should have the ultimate responsibility for the final ICAAP outcome report, the ICAAP 

being in substance a risk evaluation process. The Board must approve the ICAAP, its outcomes, and 

the proposed mitigation actions. 

Question 5: The bank uses multi-period ST scenarios over three years.  Which reporting year 
(Y1/2/3) shall be reported in the Pillar 2 template in Appendix 2 – ICAAP: Executive summary 
table (Table 3)? 

Answer: Banks using multi-period stress scenarios should include the most severe period of the most 

severe stress test results (reverse stress scenarios not considered). All other banks that perform a 

simpler point in time or 1-period stress scenario should include the most severe ST results (reverse 

stress scenarios not considered). In addition, the evaluation of Pillar 2 risks and stress test impact as of 

the reporting date is mandatory for all banks. 

Question 6: Does the bank have to present the capital contingency plan as part of ICAAP report?, 
If the bank plans to inject capital, is it required to have two capital plans, one with and a second 
plan without capital injection? 

Answer:  

(i) The bank must have a Board-approved capital contingency policy. The actual 
capital contingency plan as a response to the ICAAP results has to be in line 
with the capital contingency policy and the ICAAP report should contain at least 
an overview of the capital contingency plan. 

(ii) If the bank plan to change its capital base, the bank should have one capital 
plan, which reflects the capital injections (and reflects the source of injection). 
Injections can be considered if approved by Senior Management, if part of the 
official bank’s capital plan and if the Central Bank is informed on the planned 
capital injections. A stress test scenario has to show the impact if the injections 
do not materialise. 

Question 7: What is the ICAAP submission timeframe and can an extension be granted? 

Answer: The ICAAP submission should comply with the schedule specified in Section VIII - ICAAP 

Submission and Approval. An extension of the ICAAP report submission date will only be granted in 

exceptional cases, by the bank’s Central Bank reviewer. 

Question 8: Can banks implement the IRB methodology in full (i.e. A-IRB) while reporting credit 
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risk under the ICAAP, and is it mandatory? 

Answer: The bank should apply whichever approach is deemed appropriate for their size and complexity, 

as the ICAAP is an internal process. The evaluation of whether the Pillar 1 capital is adequate for the 

bank's risk is mandatory. The F-IRB approach is an accepted approach. With the implementation of 

IFRS9 banks have a PD for every exposure, which may be used to calculate the F-IRB capital. It is, 

however, not mandatory to fully implement the F-IRB approach. Comparing regulatory capital 

requirements with those determined using the F-IRB does indicate to what extent regulatory Pillar 1 

capital requirements may be insufficient. The comparison between the F-IRB approach and the 

regulatory standardised approach for credit risk has to be performed on an asset class level and the 

greater capital requirement should be applied in the ICAAP. 

The F-IRB should follow the floor on the PD of 0.03% and apply a fixed 45% LGD. The bank may 

consider certain eligible collateral to reduce the LGD accordingly. The bank shall not use own 

estimations of the LGD under the F-IRB. 

Question 9: Is it required to calculate a capital charge against the financial risks from climate 
change in the ICAAP? Is any calculation methodology prescribed for this? 

Answer: The bank should understand risks related to climate change and their impact on the 

sustainability of the bank and the risks of its business strategy. Banks should develop adequate 

methodologies to quantify the risk with models sophistication depending on size and business model. 

Stress tests and scenario analysis should be explored. Banks should consider assessing their green 

asset ratio (GAR) which measures a bank's “green assets” as a share of its total assets as an initial tool. 

The risk identification process should determine whether the risk arising from climate change is a 

material capital risk for the bank. 

Question 10: How commercial / non-commercial subsidiaries have be treated as part of the 
ICAAP exercise? And how to treat investments in insurance subsidiaries? 

Answer: One of the key components of the ICAAP is to determine whether the capital requirement under 

the Standardised Approach is adequately reflecting the risk. Additional risks arising from investment in 

subsidiaries should be addressed and assessed in the ICAAP. The bank should consider any subsidiary 

including commercial, non-commercial, and insurance subsidiaries. 

Question 11: The ICAAP has to be performed on consolidated level.  Is it an additional 
requirement to perform the ICAAP also at solo level or should the ICAAP also have a solo-level 
analysis? 

Answer: The ICAAP needs to address additional risks that are not covered (or not fully covered) under 

Pillar 1. The ICAAP is expected to assess capital adequacy for the bank on a stand-alone basis, at 

regulatory consolidated level, and for the entities of the group. The ICAAP should evaluate the capital 

requirement and capital adequacy of the bank at group level, following the regulatory consolidation. 

However, each bank should analyse whether additional risks arise from the group structure of the bank. 

The ICAAP guidance lays out the importance to consider the group structure when evaluating the banks' 

capital adequacy, in Section IV "ICAAP Methodology, Scope and Use Test”. The bank should be in a 

position to report, measure and manage risks arising from its subsidiaries, branches, group entities and 

from the consolidation process. The ICAAP should reflect the results of the bank’s analysis. 

Consequently, the analysis should consider all relevant levels of the group structure (consolidated, solo, 

entity level, and including significant affiliate investments).  Additional risks may have to be addressed 

as a specific additional capital add-on. 

Question 12: Does the bank require a separate capital plan approved by the Board, or is it 
sufficient to have the approved ICAAP that includes the capital plan? 
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Answer: The capital management policy and the ICAAP complement each other. The policy sets the 

framework and the capital management plan describes the capital management strategy and the steps 

to achieve it in compliance with the policy. The capital management plan can be a separate document. 

However, the ICAAP report should display the full picture, including an overview of the capital 

management policy and the capital management plan related to the ICAAP outcomes. 

Question 13: If a bank reports regulatory operational risk capital requirements using the BIA, can 
the Standardised Approach be used to quantify the potential additional operational risk charge 
under Pillar 2 if the capital requirement is higher under the SA compared to the BIA? 

Answer: The ICAAP is an internal process and the bank must determine the most adequate methodology 

to quantify the extent to which regulatory capital requirements for operational risk fail to adequately 

address the true extent of its potential operational risk losses. 

Question 14: Can the bank use the market risk stress test template as shared for Central Bank 
Econometric Stress test exercise in its ICAAP? 

Answer: The bank should determine the most adequate approach to quantify its risks. The quantification 

methodology should obtain internal approval. The methodology needs to be explained, validated and 

reasoned in detail as part of the methodology development and continuous model monitoring process. 

Question 15: Does the Internal Audit (IA) review required under Section IX - Internal Control 
Review contradict the requirement in Appendix 3.4, which requires banks to disclose the Internal 
Audit findings in the ICAAP report? 

Answer: The Central Bank is of the opinion that IA is not suffering a conflict of interest by reviewing a 

bank’s ICAAP and by disclosing its general findings and findings specific to the ICAAP in the ICAAP 

report. IA is involved twofold in the ICAAP report: 

(i) IA has to perform a review of the ICAAP (process) periodically as part of the 
audit function. 

(ii) IA has to perform the prescribed review for each ICAAP, to be submitted within 
3 months of the submission. 

The ICAAP report shall contain the most recent (available) audit findings, their status, and actions taken.  

(Note, that in the Capital Standards, para 13 under Introduction and Scope requires an annual review of 

the capital framework.) 

Question 16: Why does the Standard/ Guidance not address any specifics related to Islamic 
banking? 

Answer: The ICAAP is an internal process and the bank should determine the most adequate 

methodology to quantify risks arising for Islamic banks in general and Islamic banking products 

specifically. 

Question 17: Being a branch of an international bank, is a third party validation required, as this 
is already conducted at the parent company/ group level covering risk frameworks, systems and 
models? 

Answer: Branches and subsidiaries of foreign banks are required to validate the risk valuation 

methodologies deployed in their UAE operations. If the branch or subsidiary is applying head office 

methodologies, these should nevertheless be validated on branch or subsidiary level. In addition, the 

branch or subsidiary has to have a full understanding of the applied methodologies as it cannot fully rely 

on the head office.  
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XI. Appendices 

Appendix 1 - ICAAP: Mandatory disclosure form (Table 2) 

134. All banks are required to disclose the following information as a separate cover sheet 
when submitting the ICAAP report to the Central Bank:  

Table 2 - ICAAP Mandatory Details 

Bank XXXX 

Date 20XX 

Contact point name and contact details  [name, email, phone number] 

Scope of ICAAP (entities included) [legal entities in scope] 

I (full name) in my role as CRO hereby confirm the following on the ICAAP report: 

(i) We have identified all material risks and allocated capital 

accordingly 

[tick box if 

completed] 

(ii) We have set out a 3-5 year forward looking capital plan based on 

the strategic/ financial plan of the bank 

[tick box if 

completed] 

(iii) We have implemented a 3-5 year forward-looking stress test and 

measured the impact on the capital position of the bank 

[tick box if 

completed] 

(iv) The ICAAP has been 

signed off by: 

[relevant details from Board committee (Managing 

Director /highest committee for foreign banks)] 

(v) The ICAAP has been challenged/ by the Board (highest committee 

for foreign banks) and the nature of the challenge will be communicated to 

the Central Bank 

[tick box if 

completed] 

CRO signature [signature] 

Date [date] 
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Appendix 2 - ICAAP Executive Summary 

Table 3 - ICAAP Executive Summary 

 
 

135. The ICAAP: Executive Summary Table (Table 3) above should be used for the ICAAP 
report for the FY2022 ICAAP report. Each bank is required to download the most current 
reporting template prior to finalizing the ICAAP report from the CBUAE IRR SYSTEM 
(BRF/BASEL Portal) (CBUAE IRR), in the live environment for banks: 

(i) Detailed reporting template including description (this report must be available 
upon request); and 

(ii) Executive Summary report (should form part of the ICAAP report Executive 
Summary). 

  

 As of the reporting date of the ICAAP Pillar 1 in AED '000 Pillar 1 in AED '000 Pillar 2 in AED '000

Date Reporting date of the ICAAP, 

e.g. 31/12/2022

year with the most severe 

impact for the most severe 

ST scenario, e.g. 31/12/2024. 

year with the most severe 

impact for the most severe 

ST scenario, e.g. 31/12/2024. 

Effective Capital Conservation Buffer 

(CCB) (standard CCB of 2.5% + D-SIB Buffer 

+ CCyB) in percentage points (in %)

2.50% 2.50% 2.50%

Total Pillar 1                                                      -                                                   -                                                   -   

Other Pillar 2 capital requirements

Total Pillar 2 -                                             

Minimum regulatory CAR requirement

(incl. CCB)

10.50% 10.50% 10.50%

Actual CAR Ratio

Total Capital Surplus/ deficit (Measured

including capital buffer requirements)

                                                     -                                                   -                                                   -   

Minimum CET1 regulatory requirement

(incl. CCB)

7.00% 7.00% 7.00%

Actual CET1 Ratio

CET1 capital surplus/ deficit (measure

includes capital buffer requirements)

-                                                  -                                             -                                             

Minimum regulatory CAR requirement

(excl. CCB)

10.50% 10.50%

Actual CAR Ratio under ST

Additive impact of ST on CAR

Surplus / (Deficit, i.e., additional capital

required) 

                                                -                                                   -   

Minimum regulatory CET1 requirement

(excl. CCB)

7.00% 7.00%

Actual CET1 Ratio under ST

Additive impact of ST on CET1 ratio

CET1 capital surplus/ deficit (measure

includes capital buffer requirements)

-                                             -                                             

Capital requirements under Business as Usual

Stress Testing

Top 3 Pillar 2 capital requirements

https://cbsp.cbuae.gov.ae/cbuaeirr/index.jsp
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Appendix 3 – Additional Requirements for the ICAAP 

3.1 Governance and Risk Management 

136. In the ICAAP report, each bank should provide high level summaries of key areas of 
the risk framework of the bank: organisational structure, governance framework, risk 
management function and the risk control function. The bank’s high level summaries should 
refer to the relevant policies, procedures, manuals, and limits: 

3.1.1 Organisational Structure 

137. Each bank is expected to describe how 

(i) The bank’s Board encourages a risk culture and prudent behaviours at all levels; 

(ii) The Board Risk Committee (“BRC”) provides oversight and challenges the risk 
exposures, risk appetite, and tolerance; and 

(iii) The Risk Management Function (RMF) is structured, including reporting lines 
and a summary of functions and responsibilities.  The RMF should have 
authority, responsibilities, and resources, to conduct risk related policies and the 
risk management framework, and committees addressing the risk function. 

3.1.2 Governance Framework 

138. Each bank is expected to describe 

(i) Board and Senior Management oversight (i.e. ICAAP governance framework 
with a description of responsibilities, and the separation of functions); 

(ii) Arrangements through which the Board and Senior Management define the 
bank-wide risk appetite; 

(iii) Relevant policies and risk appetite/limits/tolerance; and 

(iv) How the Chief Risk Officer (CRO) is held responsible for the methodology and 
utilisation of the ICAAP, including 

 reporting comprehensive, comprehensible information on risks; and 

 advising the Board independently and objectively, enabling them to 
understand the bank’s overall risk profile and to effectively discharge 
their responsibilities. 

3.1.3 Risk Management Function (RMF) and Risk Control Function 

139. With regard to the bank’s risk management and control function, the ICAAP report is 
expected to describe  

(i) How the RMF has access to all business lines and other units that might have 
possibility in generating risk , and to all relevant subsidiaries, and affiliates; 

(ii) RMF processes/ practices/ mechanisms through which the bank effectively 
identifies, measures, monitors, and reports material risks; 

(iii) Mechanisms that ensure that the policies, methodologies, controls, and risk 
monitoring systems are developed, validated, maintained and appropriately 
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approved; 

(iv) Processes to effectively identify and review the changes in risks arising from the 
bank’s strategy, business model, new products, and changes in the economic 
environment; 

(v) Capital contingency plans for surviving unexpected events; 

(vi) Risk management information systems (MIS) that ensure: 

 That the bank distributes regular, accurate, and timely information on the 
bank’s aggregate risk profile internally; 

 The appropriate frequency and distribution of risk management 
information; 

 Early warning processes for pre-empting capital limit breaches; and  

 Internal decision-making process are facilitated to allow the bank’s 
management to authorize remedial actions before capital adequacy is 
compromised. 

(vii) The bank’s risk appetite as defined and used in the preparation of the ICAAP, 
which should be consistently referenced for taking business decisions; 

(viii) Risk quantification methodologies that are clearly articulated and documented, 
including high-level risk measurement assumptions and parameters; 

(ix) The approaches used to assess capital adequacy, which should include the 
stress test framework and a well-articulated definition of capital adequacy; 

(x) The capital planning process objectives, which should be forward-looking and 
aligned to the bank’s business model and strategy; 

(xi) Capital allocation processes including monitoring among business lines and 
identified risk types (e.g. risk limits defined for business lines, entities, or 
individual risks should be consistent to ensure the overall adequacy of the bank’s 
internal capital resources); and 

(xii) The boundary of entities included,  

(xiii) The process of risk identification, and  

(xiv) The bank’s risk inventory and classification, reflecting the materiality of risks and 
the treatment of those risks through capital. 

140. The internal control functions should play a vital role in contributing to the formation of 
a sustainable business strategy. The ICAAP report should describe the following with regard 
to internal control functions: 

(i) The responsibilities of Internal Audit and Compliance concerning risk 
management; 

(ii) Any relevant internal and external audit reviews of risk management and the 
conclusions reached; and 

(iii) Outsourcing arrangements that have a material effect on internal capital 
adequacy management, if any. This should elaborate the bank’s reliance on, or 
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use of, any third parties such as external consultants or suppliers.  The bank 
should provide a high-level summary reports or reviews of the outsourced 
functions’ related policy documentation and processes. 

3.2 Models 

141. The ICAAP report is required to address models used to comply with regulatory and 
accounting requirements, and those used for internal capital management, including but not 
limited to models used for: 

(i) IFRS9 accounting requirements; 

(ii) The appropriate assessment of Pillar 1 risks for capital requirements under the 
Pillar 2; 

(iii) The appropriate assessment of Pillar 2 risks for capital requirements; 

(iv) Regulatory stress tests requirements; 

(v) Risk Management Regulations; 

(vi) Valuation adjustments; and 

(vii) Pricing models, capital allocation models, and budgeting models. 

3.3 Reverse Stress Testing 

142. In addition to normal stress testing, each bank is expected to conduct reverse stress 
tests and document the process and outcomes of the process in the ICAAP report. 

143. Banks are expected to apply a mix of qualitative analyses and quantitative analyses, 
which may vary in relation to the nature, scale, and complexity of the banks’ business activities 
and the risks associated with those activities. Accordingly, it may be acceptable for smaller 
and less complex banks to develop reverse stress tests that focus more on qualitative 
analyses, while larger and more banks that are complex should include more quantitative 
elements alongside the qualitative analyses. Appropriate scenarios differ based on each bank 
economic circumstances, business model and risk drivers. 

144. A bank may consider implementing the following steps, which are presented purely for 
illustrative purposes: 

(i) Define specific trigger points that could threaten the bank’s viability or 
solvency.  Such trigger points may involve situations in which: 

 The bank’s capital or liquidity positions fall below the minimum regulatory 
requirements; 

 Specific indicators which, if hit, reflect a loss of confidence by the bank’s 
counterparties (e.g. access to wholesale funding markets denied) or by 
depositors (e.g. deposit run-off rates reach a significant level); or 

 The bank is unable to repay its debt obligations.  Some of the indicators 
may render the banks unviable (e.g. due to illiquidity resulting from a 
substantial and rapid deposit run) before it becomes insolvent. 

(ii) Reverse-engineering the bank’s business model to the point that the trigger 
points are breached. In this way, it is possible to identify what adverse but 
plausible financial or non-financial events, either independently or combined, 
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cause the bank to reach those trigger points notwithstanding existing 
management actions. That is, for reverse stress testing purposes, the bank is to 
tweak the parameters of a stress scenario until the point at which current 
systems and controls (e.g. accepted risk limits, controls, exposures and 
collaterals, etc.) are not able to prevent the bank from hitting the trigger point(s). 
The bank should understand the parameters and conditions in the scenario that 
precipitate a failed reverse stress test to analyse its risks and weaknesses. 
Feasible remedial actions should be designed that could prevent the 
consequences of such a scenario. For example, the bank could amend its 
business strategy regarding a specific sector. 

3.4 Supplementary Content Required in an ICAAP Report 

145. The following supplementary topics should be documented in the ICAAP report. 

(a) Summary of outstanding findings and required management actions from 
pertinent assessments, examinations and audits (e.g. current outstanding 
actions emanating from internal audits, external audits, risk management 
assessments, capital management reviews, Central Bank examinations, and 
Pillar 3, etc.), including the status of official actions; 

(b) Key items which warrant immediate Central Bank attention, such as a projected 
shortfall in regulatory minimum capital amount; a breach in outlier status under 
IRRBB, and any other material risks; 

(c) A list of the major changes compared to the previous ICAAP report, e.g. changes 
in data, MIS, organisation, process, and methodology; and 

(d) Key actions resulting from ICAAP discussions with the Board of Directors, in the 
form of meeting minutes included as an Appendix. (Relevant evidence should 
be made available upon request).  
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Pillar 3 – Market Disclosures 
 

I. Introduction 
 

1. Market discipline has long been recognized as a key objective of the Central Bank of the 
UAE. The provision of meaningful information about common key risk metrics to market 
participants is a fundamental principle of a sound banking system. It reduces information 
irregularity and helps promote comparability of banks’ risk profiles within UAE. Pillar 3 of the Basel 
framework aims to promote market discipline through regulatory disclosure requirements. These 
requirements enable market participants to access key information relating to a bank’s regulatory 
capital and risk exposures in order to increase transparency and confidence about a bank’s 
exposure to risk and the overall adequacy of its regulatory capital. 

 

2. The revised Pillar 3 disclosures in this guidance focus on regulatory measures defined in 
Pillar 1 of the Basel framework, which requires banks to adopt specified approaches for measuring 
credit, market and operational risks and their associated resulting risk-weighted assets (RWA) and 
capital requirements. In some instances, Pillar 3 also requires supplementary information to be 
disclosed to improve the understanding of underlying risks. Central Bank continues to believe that 
a common disclosure framework based around Pillar 1 is an effective means of informing the 
market and allowing market participants to take informed investment decisions. However, in the 
wake of the 2007–09 financial crisis, it became apparent that the existing Pillar 3 framework failed 
to promote the identification of a bank’s material risks and did not provide sufficient, and 
sufficiently comparable, information to enable market participants to assess a bank’s overall 
capital adequacy and to compare it with its peers. The revised Pillar 3 disclosure requirements in 
this guidance are based on an extensive review of Pillar 3 reports. 

 

3. A key goal of the revised Pillar 3 disclosures is to improve comparability and consistency 
of disclosures. However, it is recognized that a balance needs to be struck between the use of 
mandatory templates that promote consistency of reporting and comparability across banks, and 
the need to allow senior management sufficient flexibility to provide commentary on a bank’s 
specific risk profile. For this reason, the revised disclosure regime introduces a “hierarchy” of 
disclosures; prescriptive fixed form templates which are used for quantitative information that is 
considered essential for the analysis of a bank’s regulatory capital requirements, and templates 
with a more flexible format are proposed for information which is considered meaningful to the 
UAE market but not central to the analysis of a bank’s regulatory capital adequacy. In addition, 
senior management may accompany the disclosure requirements in each template with a 
qualitative commentary that explains a bank’s particular circumstance and risk profile. 

 
II. Disclosure of Pillar 3 information 

 

A. Scope and implementation of the revised Pillar 3 framework 

Scope of application  
4. The revised disclosure requirements presented in this guidance supersede the existing 
Pillar 3 disclosure requirements issued in 2009. These revised requirements are an integral part 
of the Basel framework and they complement other disclosure requirements issued separately by 
Central Bank, which are uploaded on Central Bank's website/online portal for banks to download. 



 

183  

CBUAE Classification: Public 

Pillar 3 applies to all banks in the UAE at the top consolidated level for local banks and all 
branches of foreign banks. Banks having a banking subsidiary will be required to be consolidated 
at Group level as one Pillar 3 report as well as at subsidiary solo level as a separate Pillar 3 report 
Banks offering Islamic financial services should comply with these disclosure requirements. 
These requirements are applicable to their activities that are in line with Islamic Sharia rules and 
principals, which are neither interest-based lending nor borrowing but are parallel to the activities 
described in these Guidance and Explanatory Notes 

 

Implementation date 
5. The Pillar 3 tables and disclosures will be effective from the beginning of 2019 for the 
previous year's figures and every year going forward. Banks need to report in each table as per 
the requirements for that table set out in the Appendix since few tables are required to be reported 
every quarter or semi-annually or annually. 

 
Reporting  
6. Banks should publish their Pillar 3 report in a stand-alone document on the bank’s UAE- 
specific website that provides a readily accessible source of prudential measures for users. The 
Pillar 3 report may be appended to form a discrete section of a bank’s financial reporting, but the 
full report will be needed to be disclosed separately in the Pillar 3 tables as well. 

 

7. Signposting of disclosure requirements is permitted in certain circumstances, as set out 
in paragraphs 21–23 below. Banks should also make available on their websites a 5-year 
archive of Pillar 3 reports (i.e. quarterly, semi-annual or annual) relating to prior reporting 
periods (past 5 years’ data) 

 
Frequency and timing of disclosures  
8. The reporting frequencies for each disclosure requirement are set out in the schedule in 
paragraph 27 below. The frequencies vary between quarterly, semi-annual and annual reporting 
depending upon the nature of the specific disclosure requirement. If a bank publishes interim 
financial statements, then the bank should publish the quarterly Pillar 3 report, three (3) weeks 
after the interim financial statements are published. For banks who do not have an interim financial 
statement, the Pillar 3 quarterly report needs to be published 6 weeks from quarter end. 

 

9. A bank’s Pillar 3 report should be published with its financial report for the corresponding 
period as mandated in paragraph 8 above. If a Pillar 3 disclosure is required to be published for 
a period when a bank does not produce any financial report, the disclosure requirement should 
be published as soon as possible. However, the time lag should not exceed that allowed to the 
bank for its regular financial reporting period-ends (e.g. if a bank reports only annually and its 
annual financial statements are made available six weeks after the end of the annual reporting 
period-end, interim Pillar 3 disclosures on a quarterly and/or semi-annual basis should be 
available within six weeks after the end of the relevant quarter or semester). 

 

Assurance of Pillar 3 data  
10. The information provided by banks under Pillar 3 should be subject, at a minimum, to the 
same level of internal review and internal control processes as the information provided by banks 
for their financial reporting (i.e. the level of assurance should be the same as for information 
provided within the management discussion and analysis part of the financial report). 

 The Pillar 3 Disclosures and reports have to be reviewed by internal audit of all bank for all 
Pillar 3 reports. 
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 All local banks and large foreign banks will need to have the annual Pillar 3 reports externally 
audited every two (2) years and smaller foreign banks (as defined in paragraph 27) will need 
to have the annual Pillar 3 reports externally audited every four (4) years. 

11. Banks should also have a formal board-approved disclosure policy for Pillar 3 information 
that sets out the internal controls and procedures for disclosure of such information. The key 
elements of this policy should be described in the year-end Pillar 3 report. The board of directors 
and senior management are responsible for establishing and maintaining an effective internal 
control structure over the disclosure of financial information, including Pillar 3 disclosures. They 
should also ensure that appropriate review of the disclosures takes place. One or more senior 
officers of a bank, ideally at board level or equivalent, should attest in writing that Pillar 3 
disclosures have been prepared in accordance with the board-agreed internal control processes. 
For larger banks, Board member attestation will be expected. 

 
Proprietary and confidential information  
12. The Central Bank believes that the disclosure requirements set out below strike an 
appropriate balance between the need for meaningful disclosure and the protection of proprietary 
and confidential information. In exceptional cases, disclosure of certain items required by Pillar 3 
may reveal the position of a bank or contravene its legal obligations by making public information 
that is proprietary or confidential in nature. In such cases, a bank would need to approach the 
Central Bank first and obtain approval for non-disclosure of such information they deem to be 
confidential. The Central Bank will review the information and provide approval if the bank does 
not need to disclose those specific items, but should disclose more general information about the 
subject matter of the requirement instead. The bank should also explain to Central Bank the 
specific items of information that cannot be disclosed and the reasons for this. 

B. Guiding principles for banks’ Pillar 3 disclosures 

13. The Central Bank has agreed upon five guiding principles for banks’ Pillar 3 disclosures. 
Pillar 3 complements the minimum risk-based capital requirements and other quantitative 
requirements (Pillar 1) and the supervisory review process (Pillar 2) and aims to promote market 
discipline by providing meaningful regulatory information to investors and other interested parties 
on a consistent and comparable basis. The guiding principles aim to provide a firm foundation for 
achieving transparent, high-quality Pillar 3 risk disclosures that will enable users to better 
understand and compare a bank’s business and its risks. 

 

14. The principles are as follows: 
Principle 1: Disclosures should be clear  
Disclosures should be presented in a form that is understandable to key stakeholders (i.e. 
investors, analysts, financial customers and others) and communicated through an accessible 
medium. Important messages should be highlighted and easy to find. Complex issues should be 
explained in simple language with important terms defined. Related risk information should be 
presented together. 

 

Principle 2: Disclosures should be comprehensive  
Disclosures should describe a bank’s main activities and all significant risks, supported by relevant 
underlying data and information. Significant changes in risk exposures between reporting periods 
should be described, together with the appropriate response by management. 
Disclosures should provide sufficient information in both qualitative and quantitative terms on a 
bank’s processes and procedures for identifying, measuring and managing those risks. The level 
of detail of such disclosure should be proportionate to a bank’s complexity. 
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Approaches to disclosure should be sufficiently flexible to reflect how senior management and the 
board of directors internally assess and manage risks and strategy, helping users to better 
understand a bank’s risk tolerance/appetite. 

 
Principle 3: Disclosures should be meaningful to users  
Disclosures should highlight a bank’s most significant current and emerging risks and how those 
risks are managed, including information that is likely to receive market attention. Where 
meaningful, linkages should be provided to line items on the balance sheet or the income 
statement. Disclosures that do not add value to users’ understanding or do not communicate 
useful information should be avoided. Furthermore, information, which is no longer meaningful or 
relevant to users, should be removed. 

 
Principle 4: Disclosures should be consistent over time  
Disclosures should be consistent over time to enable key stakeholders to identify trends in a 
bank’s risk profile across all significant aspects of its business. Additions, deletions and other 
important changes in disclosures from previous reports, including those arising from a bank’s 
specific, regulatory or market developments, should be highlighted and explained. 

 

Principle 5: Disclosures should be comparable across banks  
The level of detail and the format of presentation of disclosures should enable key stakeholders 
to perform meaningful comparisons of business activities, prudential metrics, risks and risk 
management between banks and across jurisdictions. 

 

C. Presentation of the disclosure requirements 

Templates and tables  
15. The disclosure requirements are presented either in the form of templates or of tables. 
Templates should be completed with quantitative data in accordance with the definitions provided. 
Tables generally relate to qualitative requirements, but quantitative information is also required in 
some instances. Banks may choose the format they prefer when presenting the information 
requested in tables. 

 

16. In line with Principle 3 above, the information provided in the templates and tables should 
be meaningful to users. The disclosure requirements in this guidance that necessitate an 
assessment from banks are specifically identified. When preparing these individual tables and 
templates, banks will need to consider carefully how widely the disclosure requirement should 
apply. If a bank considers that the information requested in a template or table would not be 
meaningful to users, for example because the exposures and RWA amounts are deemed 
immaterial, it may choose not to disclose part or all of the information requested. In such 
circumstances, however, the bank will be required to explain in a narrative commentary why it 
considers such information not to be meaningful to users. It should describe the portfolios 
excluded from the disclosure requirement and the aggregate total RWAs those portfolios 
represent. 

 
Templates with a fixed format  
17. Where the format of a template is described as fixed, banks should complete the fields in 
accordance with the instructions given. 
18. If a row/column is not considered to be relevant to a bank’s activities the bank may delete 
the specific row/column from the template, but the numbering of the subsequent rows and 
columns should not be altered. Banks may add extra rows and extra columns to fixed format 
templates if they wish to provide additional detail to a disclosure requirement by adding sub-rows 
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or columns, but the numbering of prescribed rows and columns in the template should not be 
altered. 

 

Templates/tables with a flexible format  
19. Where the format of a template is described as flexible, banks may present the required 
information either in the format provided in this guidance or in one that better suits the bank. The 
format for the presentation of qualitative information in tables is not prescribed. 

 

20. However, where a customized presentation of the information is used, the bank should 
provide information comparable with that required in the disclosure requirement (i.e. at a similar 
level of granularity as if the template/table were completed as presented in this document). 

 
Signposting  
21. Banks may disclose in a document separate from their Pillar 3 report (e.g. in a bank’s 
annual report or through published regulatory reporting) the templates/tables with a flexible 
format, and the fixed format templates where the criteria in paragraph 22 are met. In such 
circumstances, the specific Pillar 3 table(s) may form a section in a bank’s financial reporting, but 
the full table will be needed to be disclosed in the Pillar 3 tables separately as well. 

 
22. The disclosure requirements for templates with a fixed format can be disclosed by banks 
in a separate document other than the Pillar 3 report provided all of the following criteria are met: 
• the information contained in the signposted document is equivalent in terms of presentation and 
content to that required in the fixed template and allows users to make meaningful comparisons 
with information provided by banks disclosing the fixed format templates; 
• the information contained in the signposted document is based on the same scope of 
consolidation as the one used in the disclosure requirement; 
• the disclosure in the signposted document is mandatory. 
Banks should note that although signposting may be allowed in the annual report, the bank would 
still need to disclose this table separately in the Pillar 3 Disclosure along with all other tables 
mentioned in paragraph 27 below. 

 
23. Banks can only make use of signposting to another document if the level of assurance on 
the reliability of data in the separate document are equivalent to, or greater than, the internal 
assurance level required for the Pillar 3 report (see sections on reporting and assurance of Pillar 
3 data above). 

 

Qualitative narrative to accompany the disclosure requirements  
24. Banks are expected to supplement the quantitative information provided in both fixed and 
flexible templates with a narrative commentary to explain at least any significant changes between 
reporting periods and any other issues that management considers to be of interest to market 
participants. The form taken by this additional narrative is at the bank’s discretion. 

 
25. Disclosure of additional quantitative and qualitative information will provide market 
participants with a broader picture of a bank´s risk position and promote market discipline. 

 

26. Additional voluntary risk disclosures allow banks to present information relevant to their 
business model that may not be adequately captured by the standardised requirements. 
Additional quantitative information that banks choose to disclose should provide sufficient 
meaningful information to enable market participants to understand and analyze any figures 
provided. It should also be accompanied by a qualitative discussion. Any additional disclosure 
should comply with the five guiding principles set out in paragraph 14 above. 
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D. Format and reporting frequency of each disclosure requirement 

27. The schedule below presents a summary of the disclosure requirements, whether they are required in a fixed or flexible format. 
It also lists the publishing frequency associated with each template and table. Please also note that the below tables will be available 
as an Excel file on the Central Bank alert portal on the Central Bank's website for download. 
Please note: It is mandatory for all local banks to report all tables as per below schedule. It is also mandatory for branches of foreign 
banks with RWA of more than AED 5 billion to report all tables as per below schedule. 
Branches of foreign banks with RWA of less than AED 5 billion should report the below tables highlighted in Yellow and BOLD only 
as mandatory. 

 

Topic 
 

Table 
 

Information Overview 
 

Format 
Disclosure 
Frequency 

Overview of risk 
management and RWA 

KM1 Key metrics (at consolidated group level) Fixed Quarterly 

OVA Bank risk management approach Flexible Annual 

OV1 Overview of RWA Fixed Quarterly 

 

 
Linkages between financial 
statements and regulatory 

exposures 

 

 
LI1 

Differences between accounting and regulatory scopes of 
consolidation and mapping of financial statement categories 
with regulatory risk categories 

 

 
Flexible 

 

 
Annual 

 
LI2 

Main sources of differences between regulatory exposure 
amounts and carrying values in financial statements 

 
Flexible 

 
Annual 

 
LIA 

Explanations of differences between accounting and regulatory 
exposure amounts 

 
Flexible 

 
Annual 

Prudential valuation 
adjustments 

 
PV1 

 
Prudent valuation adjustments 

 
Fixed 

 
Annual 

 
Composition of capital 

CC1 Composition of regulatory capital Fixed Semi-annual 

CC2 Reconciliation of regulatory capital to balance sheet Flexible Semi-annual 

CCA Main features of regulatory capital instruments Fixed Semi-annual 

 
Macroprudential 

Supervisory measures 

 
CCyB1 

Geographical distribution of credit exposures used in the 
countercyclical buffer 

 
Flexible 

 
Semi-annual 

 
LR1 

Summary comparison of accounting assets vs leverage ratio 
exposure measure (January 2014 standards) 

 
Fixed 

 
Quarterly 

Leverage ratio 
 

LR2 
Leverage ratio common disclosure template (January 2014 
standards) 

 
Fixed 

 
Quarterly 



 

188  

CBUAE Classification: Public 

  
LIQA 

 
Liquidity risk management 

 
Flexible 

 
Annual 

 
Liquidity 

LIQ1 Liquidity Coverage Ratio Fixed Quarterly 

LIQ2 Net Stable Funding Ratio Fixed Semi-annual 

CRA General qualitative information about credit risk Flexible Annual 

 
 
 
 
 

 
Credit risk 

CR1 Credit quality of assets Fixed Semi-annual 

CR2 Changes in the stock of defaulted loans and debt securities Fixed Semi-annual 

CRB Additional disclosure related to credit quality of assets Flexible Annual 

CRC Qualitative information on the mitigation of credit risk Flexible Annual 

CR3 Credit risk mitigation techniques – overview Fixed Semi-annual 

 
CRD 

Qualitative disclosures on banks' use of external credit ratings 
under the standardised approach for credit risk 

 
Flexible 

 
Annual 

 
CR4 

Standardised approach - credit risk exposure and CRM 
effects 

 
Fixed 

 
Semi-annual 

 
CR5 

Standardised approach - exposures by asset classes and 
risk weights 

 
Fixed 

 
Semi-annual 

 
CCRA 

 
Qualitative disclosure related to CCR 

 
Flexible 

 
Annual 

 
 
 

Counterparty credit risk 
(CCR) 

CCR1 Analysis of CCR by approach Fixed Semi-annual 

CCR2 Credit valuation adjustment capital charge Fixed Semi-annual 

 
CCR3 

Standardised approach - CCR exposures by regulatory portfolio 
and risk weights 

 
Fixed 

 
Semi-annual 

 
CCR5 

 
Composition of collateral for CCR exposure 

 
Flexible 

 
Semi-annual 

CCR6 Credit derivatives exposures Flexible Semi-annual 

CCR8 Exposures to central counterparties Fixed Semi-annual 

SECA Qualitative disclosures related to securitisation exposures Flexible Annual 

 
 

Securitisation 

SEC1 Securitisation exposures in the banking book Flexible Semi-annual 

SEC2 Securitisation exposures in the trading book Flexible Semi-annual 

 
 

SEC3 

Securitisation exposures in the banking book and associated 
regulatory capital requirements - bank acting as originator or as 
sponsor 

 
 

Fixed 

 
 

Semi-annual 
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SEC4 

 
Securitisation exposures in the trading book and associated 
capital requirements - bank acting as investor 

 

 
Fixed 

 

 
Semi-annual 

 
MRA 

General qualitative disclosure requirements related to market 
risk 

 
Flexible 

 
Annual 

 
Market risk 

 
MR1 

 
Market risk under the standardised approach 

 
Fixed 

 
Semi-annual 

IRRBBA IRRBB risk management objectives and policies Flexible Annual 

Interest rate risk in the 
banking book (IRRBB) 

IRRBB1 Quantitative information on IRRBB Fixed Annual 

OR1 Qualitative disclosures on operational risk Flexible Annual 

Operational risk REMA Remuneration policy Flexible Annual 

 

Remuneration Policy 

REM1 Remuneration awarded during the financial year Flexible Annual 

REM2 Special payments Flexible Annual 

REM3 Deferred remuneration Flexible Annual 
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III. Frequently Asked Questions (FAQ) 

Question 1: One or more senior officers of a bank, ideally at board level or equivalent, 
should attest in writing that Pillar 3 disclosures have been prepared in accordance 
with the board-agreed internal control processes. For banks of foreign branches, is 
Country Manager or CFO at Head office attestation sufficient? 
For local banks and large foreign banks, Board member attestation will be expected. For 
smaller foreign bank branches, Country Manager/GM will be sufficient 

 

Question 2: There are requirements on the Pillar III disclosure that is dependent on 
the BASEL returns (BRF 95), in relation to this, the submission that mentions 6 weeks 
after the end of the relevant quarter starts from the BASEL quarter reporting deadline 
or actual quarter end? 
Pillar 3 disclosure submission will be 6 weeks after the quarter end date. For example, 
December quarter submission will be 6 weeks from December 31st and not 6 weeks from 
January 31st. Since the BRF95 should mandatorily be submitted by banks within 4 weeks 
from quarter end, the bank still has additional 2 weeks to complete the Pillar 3 disclosures 
based on BRF95. 

 

Question 3: Pillar 3 applies to all banks in the UAE at the top consolidated level for 
local banks... Please clarify in case of subsidiary of a bank, whether revised pillar 3 
disclosures will be required to be prepared at consolidated Group level or stand-alone 
level? 
Bank subsidiaries will be consolidated at stand-alone subsidiary level and the group bank 
will be consolidated at the stand-alone of the group bank only without the bank’s subsidiary 
data. 

 
Question 4: Pillar 3 disclosures can be presented in a separate report; however, Can 
it be signposted to the audited financial statements? 
Signposting is allowed if the bank chooses to use the same template in their audited financial 
statements but a separate reporting template needs to be prepared as per Pillar 3 templates 
which is mandatory and cannot be omitted from the Pillar 3 tables. 

 

Question 5: If any section/ table of Template is not applicable to the Bank (i.e. DSIBs, 
Securitisation), shall the Bank exclude this section/ table completely irrespective of 
type of table. 
Yes, banks can exclude the tables/templates not pertaining to the bank, for example DSIB 
and Securitisation 

 

Question 6: Banks should also have a formal board-approved disclosure policy for 
Pillar 3 information that sets out the internal controls and procedures for disclosure 
of such information. Should this formal Disclosure policy still be submitted to Central 
Bank along with ICAAP or it shall only be published / disclosed as mentioned? 
The formal disclosure policy should not be submitted but should be available on request by 
Central Bank of UAE. 

 
Question 7: Will it be sufficient to publish Basel 3 disclosures on its investor relations 
page on the bank’s website without any physical printouts? 
Banks should publish their Pillar 3 report in a stand-alone document on the bank’s UAE- 
specific website. This can be anywhere on the website but it needs to be clearly visible and 
easily available for all stakeholders. Banks which do not have a UAE-Specific website should 
create a website specific to UAE so that all stakeholders can have access to the Pillar 3 
disclosures of the bank. 

 
Question 8: For REM1 template, is Central Bank expecting the Bank to report overseas 
earnings or only the locally paid compensation? Are deferrals awarded in the current 
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year only to be reported? If an employee has a deferral which has a tranche of a prior 
year paid out after they have left the Branch, is it expected that this would be reported 
or not? If a prior year tranches awarded is reported should this be reported if the 
individual is no longer an employee of the Branch? 
All contract earnings of all employees need to be reported even if the employee is earning 
compensation in UAE and outside UAE. The full contractual award needs to be mentioned 
and not only the physical payout 

 

Question 9: Is the End of Service Benefit (EOSB) i.e. severance payment for a normal 
leaver to be reported depending upon the definition of “other material risk taker” OR 
are banks also required to report any additional payment such as a redundancy type 
payment? Should a transfer of Senior Management personnel or Other Material Risk- 
takers to other branch of the Bank be considered as severance for reporting purpose? 
All payments regardless of the type of payment based on the contract needs to be reported 

 
Question 10: For branches of foreign banks where the Head Office reports to the home 
regulator, there are pre-fixed formats prepared and submitted at a frequency as 
stipulated by home regulator. Can the branch of foreign banks provide such reports 
in UAE which are submitted to the home regulator as a part of UAE Pillar 3 
Disclosures? 
Reports sent between Head Office and UAE needs to be separated and only the Pillar 3 
disclosures as per this Guidance needs to be reported for UAE branches in the mandatory 
formats published here. 

 

Question 11: What does “Fully loaded” ECL accounting model mean and what is the 
difference between total capital and fully loaded capital? 
"Fully Loaded" means bank’s regulatory capital compared with a situation where the 
transitional arrangement had not been applied 

 
Question 12: For branches of foreign banks, would Central Bank allow for a transition 
period if the threshold for partial disclosure is reached? (i.e. if RWA exceed AED 5 
billion) 
Transition will be granted on a case by case basis 

 
Question 13: Currently CCyB buffer is 0% in UAE. In this case, what do banks need to 
report in CCyB template? 
Currently CCyB is not applicable in UAE but if banks in UAE have branches in other countries 
this needs to be reported if CCyB is being reported as per that foreign country’s regulations. 
Banks, hence, need to calculate and fill the CCyB1 as explained in the Capital Supply 
standards. 

 

Question 14: In Sheet CR5, for "Unrated" Category, should we include the Post CRM 
and CCF amounts in their respective Risk Weight categories or should we club it 
under "Others"? 
Yes, it can be placed in “Others” along with any other ratings. 

 

Question 15: In Sheet OV1, is the minimum requirements simply 10.5% of the RWA. 
Pillar 1 capital requirements at the reporting date will normally be RWA*10.5% but may differ 
if a floor is applicable or adjustments (such as scaling factors). 

 
Question 16: CCR8 requires Bank to report Exposures to Non QCCPs (excluding initial 
margin and default fund contribution) arising of (i) OTC derivatives, (ii) Exchange- 
traded derivatives, (iii) Securities financing transactions & (iv) Netting sets where 
cross-product netting has been approved. Does this mean the Exposures computed 
under SA-CCR which are eligible under Netting Jurisdiction to be disclosed under 
(iv)? 
Currently, UAE has no netting jurisdiction but such exposures reported will be taken into 
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consideration on a case-by-case basis. 
 

Question 17: LIQA, Liquidity exposures and funding needs at the level of individual 
legal entities, foreign branches and subsidiaries, taking into account legal, regulatory 
and operational limitations on the transferability of capital. Are insurance or non-bank 
subsidiaries to be included? 
All entities that are consolidated by the bank must be included. 

 
Question 18: LIQA, Balance sheet and off-balance sheet items broken down into 
maturity buckets and the resultant liquidity gaps. Is there any format for reporting the 
liquidity gap report? 
As per BRF 9 reported by the bank. The bank may add a section for Off Balance sheet as 
required 
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Leverage Ratio 
 

I. Introduction 

Risk-based capital adequacy ratios measure the extent to which a bank has sufficient 
capital relative to the risk of its business activities. They are based on a foundational 
principle: that a bank that takes higher risks should have higher capital to compensate. 

Leverage, on the other hand, measures the extent to which a bank has financed its 
assets with equity. It does not matter what those assets are, or their risk characteristics. The 
leverage ratio, by placing an absolute cap on exposures relative to a bank’s capital, is an 
important component of the Central Bank capital framework, and complements the risk- 
based capital adequacy regime. However, neither of these parts of the framework stands 
alone: it is important to look at Central Bank capital requirements as a package of constraints 
that mutually reinforce prudent behaviour. Even though the leverage ratio has been designed 
as a backstop, it must be a meaningful backstop if it is to serve its intended purpose. 

One of the underlying causes of the global financial crisis is believed to have been 
the build-up of excessive on- and off-balance-sheet leverage in the banking system. At the 
height of the crisis, developments in financial markets forced banks to reduce leverage in a 
manner that likely amplified downward pressures on asset prices. This deleveraging process 
exacerbated the feedback loop between losses, falling bank capital, and shrinking credit 
availability. 

The Central Bank’s leverage ratio framework introduces a simple, transparent, non- 
risk-based leverage ratio to act as a credible supplementary measure to the risk-based 
capital requirements. The leverage ratio is intended to: 

 restrict the build-up of leverage in the banking sector to avoid destabilizing 
deleveraging processes that can damage the broader financial system and the 
economy; and 

 reinforce the risk-based requirements with a simple, non-risk-based “backstop” 
measure. 

The Basel Committee on Banking Supervision (BCBS) adopted the leverage ratio 
with the launch of Basel III in December 2010. A revised leverage ratio framework, titled 
Basel III Leverage Ratio Framework and Disclosure Requirements, was published in January 
2014. In December 2017, the leverage ratio was finalized along with the rest of the Basel III 
capital framework. Prior to each release of the leverage ratio, the BCBS published 
consultative documentation and sought comments from the industry. Additionally, in 2015 
and 2017, the BCBS published revised Pillar 3 disclosure requirements, including updated 
disclosure requirements for the leverage ratio. 

In designing the UAE leverage ratio framework, the Central Bank considered the full 
evolution of the BCBS leverage ratio, including consultative frameworks, reporting 
requirements, and comments raised by banks and industry bodies across the globe. The 
Central Bank’s Standards for Leverage Ratio is based closely on the requirements 
articulated by the BCBS in the document Basel III: Finalising post-crisis reforms, December 
2017. 

 

This Guidance should be read in conjunction with the Central Bank’s Standards on 
Leverage Ratio, as it is intended to provide clarification of the requirements of that Standards, 
and together with that Standards supports the Central Bank’s Regulations Re Capital 
Adequacy. 
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II. Clarifications of the Standards 

The leverage ratio framework is designed to capture leverage associated with both 
on- and off-balance-sheet exposures. It also aims to make use of accounting measures to 
the greatest extent possible, while at the same time addressing concerns that (i) different 
accounting frameworks across jurisdictions raise level playing field issues and (ii) a 
framework based exclusively on accounting measures may not capture all risks. 

a. Leverage Ratio and Capital 

The leverage ratio is defined as the capital measure divided by the exposure 
measure, expressed as a percentage: 

 

 

𝐿𝑒𝑣𝑒𝑟𝑎𝑔𝑒 𝑅𝑎𝑡𝑖𝑜 = 
𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝑀𝑒𝑎𝑠𝑢𝑟𝑒 

 
 

𝐸𝑥𝑝𝑜𝑠𝑢𝑟𝑒 𝑀𝑒𝑎𝑠𝑢𝑟𝑒 
 

The capital measure is Tier 1 capital as defined for the purposes of the Central Bank 
risk-based capital framework, subject to transitional arrangements. In other words, the capital 
measure for the leverage ratio at a particular point in time is the applicable Tier 1 capital 
measure at that time under the risk-based framework. 

The minimum requirement for the leverage ratio is established in the Central Bank’s 
Regulations Re Capital Adequacy. 

The Standards includes the possibility that the Central Bank may consider 
temporarily exempting certain central bank “reserves” from the leverage ratio exposure 
measure to facilitate the implementation of monetary policies in exceptional macroeconomic 
circumstances. In this context, the term “reserves” refers to certain bank balances or 
placements at the Central Bank. Certain other jurisdictions have pursued monetary policies 
that resulted in a significant expansion of such bank balances at the Central Bank, for 
example through policies commonly described as “quantitative easing.” While the Central 
Bank has no plan to implement such policies, the inclusion of this flexibility in the Standards 
ensures that, in the event that such policies were to be implemented, the minimum leverage 
requirement could be adjusted in a manner that allows it to continue to serve its appropriate 
prudential role. Per the requirements of the BCBS framework, the Central Bank would also 
increase the calibration of the minimum leverage ratio requirement commensurately to offset 
the impact of exempting central bank reserves, since actual bank leverage ratios would be 
expected to increase due to the exclusion of these exposures. 

b. Scope of Consolidation 

The framework applies on a consolidated basis, following the same scope of 
regulatory consolidation used in the risk-based capital requirements (see Regulations re 
Capital Adequacy). For example, if proportional consolidation is applied for regulatory 
consolidation under the risk-based framework, the same criteria shall be applied for leverage 
ratio purposes. 

Where a banking, financial, insurance or commercial entity is outside the scope of 
regulatory consolidation, only the investment in the capital of such entities (that is, only the 
carrying value of the investment, as opposed to the underlying assets and other exposures 
of the investee) is included in the exposure measure. However, any such investments that 
are deducted from Tier 1 capital may be excluded from the exposure measure. 
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c. Exposure Measure 

The exposure measure includes both on-balance-sheet exposures and off-balance- 
sheet (OBS) items. On-balance-sheet exposures are generally included at their accounting 
value, although exposures arising from derivatives transactions and securities financing 
transactions (SFTs) are subject to separate treatment. 

Except where a different treatment is specified, no offset is allowed for physical or 
financial collateral held, guarantees in favour of the bank or other credit risk mitigation 
techniques. 

Balance sheet assets that are deducted from Tier 1 capital may also be deducted 
from the exposure measure. For example: 

 Where a banking, financial or insurance entity is not included in the regulatory scope 
of consolidation, the amount of any investment in the capital of that entity that is totally 
or partially deducted from Common Equity Tier 1 (CET1) or Additional Tier 1 capital 
may also be deducted from the leverage ratio exposure measure. 

 Prudent valuation adjustments for exposures to less liquid positions that are deducted 
from Tier 1 capital as per the Central Bank’s Market Risk Standards may be deducted 
from the leverage ratio exposure measure. 

Liability items must not be deducted from the leverage ratio exposure measure. For 
example, gains/losses on fair valued liabilities or accounting value adjustments on derivative 
liabilities due to changes in the bank’s own credit risk must not be deducted from the leverage 
ratio exposure measure. 

The Central Bank will be vigilant to transactions and structures that have the result 
of inadequately capturing banks’ sources of leverage. Examples of concerns that might arise 
in such leverage ratio exposure measure minimizing transactions and structures may 
include: securities financing transactions where exposure to the counterparty increases as 
the counterparty’s credit quality decreases or securities financing transactions in which the 
credit quality of the counterparty is positively correlated with the value of the securities 
received in the transaction (i.e. the credit quality of the counterparty falls when the value of 
the securities falls); banks that normally act as principal but adopt an agency model to 
transact in derivatives and SFTs in order to benefit from the more favorable treatment 
permitted for agency transactions under the leverage ratio framework; collateral swap trades 
structured to mitigate inclusion in the leverage ratio exposure measure; or use of structures 
to move assets off the balance sheet. This list of examples is by no means exhaustive. 

d. On-Balance Sheet Exposures 

Where a bank recognizes fiduciary assets on the balance sheet, these assets can be 
excluded from the leverage ratio exposure measure provided that the assets meet the IFRS 
9 criteria for de-recognition and, where applicable, IFRS 10 for deconsolidation. 

e. Derivative Exposures 

The basis for the framework’s treatment of derivative transactions is a modified 
version of Standardised Approach to Counterparty Credit Risk (SA-CCR) in Basel III. It 
captures both the exposure arising from the underlying of the derivative contract and the 
related counterparty credit risk. The exposure measure amount is generally equal to the sum 
of the replacement cost (the mark-to-market value of contracts with positive value) and an 
add-on representing the transaction’s potential future exposure, with that sum multiplied by 
a scaling factor of 1.4. Valid bilateral netting contracts can reduce the exposure amount, but 
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collateral received generally cannot. There are specific rules governing the treatment of cash 
variation margin, clearing services and written credit derivatives. 

If, under a bank’s operative accounting standards, there is no accounting measure of 
exposure for certain derivative instruments because they are held (completely) off balance 
sheet, the bank must use the sum of positive fair values of these derivatives as the 
replacement cost. 

Netting across product categories such as derivatives and SFTs is not permitted in 
determining the leverage ratio exposure measure. However, where a bank has a cross- 
product netting agreement in place that meets the eligibility criteria; it may choose to perform 
netting separately in each product category provided that all other conditions for netting in 
this product category that are applicable to the leverage ratio framework are met.” 

Variation margin may be netted against derivative exposures, but only where the 
margin is paid in cash. This is the appropriate treatment for the leverage calculation, since 
the cash margin payment is, for all intents and purposes, a settlement of a liability. It also 
has the advantage, as would not have otherwise been the case, of encouraging the good 
risk management practice of taking cash collateral against derivative exposures, and is 
consistent with broader regulatory objectives that promote the margining of OTC derivatives. 

One of the criteria necessary in order to recognize cash variation margin received as 
a form of pre-settlement payment is that variation margin exchanged must be the full amount 
necessary to extinguish the mark-to-market exposure of the derivative. In situations where a 
margin dispute arises, the amount of non-disputed variation margin that has been exchanged 
can be recognized. 

Where a bank provides clearing services as a “higher level client” within a multi-level 
client structure, the bank need not recognize in its leverage ratio exposure measure the 
resulting trade exposures to the ultimate clearing member (CM) or to an entity that provides 
higher-level services to the bank if it meets specific conditions. 

Among these conditions is a requirement that offsetting transactions are identified by 
the QCCP as higher level client transactions and collateral to support them is held by the 
QCCP and/or the CM, as applicable, under arrangements that prevent any losses to the 
higher level client due to the joint default or insolvency of the CM and any of its other clients. 
To clarify, upon the insolvency of the clearing member, there must be no legal impediment 
(other than the need to obtain a court order to which the client is entitled) to the transfer of 
the collateral belonging to clients of a defaulting clearing member to the QCCP, to one or 
more other surviving clearing members or to the client or the client’s nominee. 

Another required condition is that relevant laws, regulation, rules, contractual or 
administrative arrangements provide that the offsetting transactions with the defaulted or 
insolvent CM are highly likely to continue to be indirectly transacted through the QCCP, or 
by the QCCP, if the CM defaults or becomes insolvent. Assessing whether trades are highly 
likely to be ported should consider factors such as a clear precedent for transactions being 
ported at a QCCP, and industry intent for this practice to continue. The fact that QCCP 
documentation does not prohibit client trades from being ported is not sufficient to conclude 
that they are highly likely to be ported. 

The effective notional amount referenced by a written credit derivative is to be 
included in the leverage ratio exposure measure. Note that this is added to the general 
exposure measure for derivatives because a written credit derivative exposes a bank both to 
counterparty credit risk and to credit risk from the underlying reference entity for the 
derivative. 

The effective notional amount of a written credit derivative may be reduced by any 
negative change in fair value amount that has been incorporated into the calculation of Tier 
1 capital with respect to the written credit derivative. For example, if a written credit derivative 
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had a positive fair value of 20 on one date, but then declines by 30 to have a negative fair 
value of 10 on a subsequent reporting date, the effective notional amount of the credit 
derivative may be reduced by 10 – the effective notional amount may not be reduced by 30. 
However, if on the subsequent reporting date, the credit derivative has a positive fair value 
of five, the effective notional amount cannot be reduced at all. This treatment is consistent 
with the rationale that the effective notional amounts included in the exposure measure may 
be capped at the level of the maximum potential loss, which means that the maximum 
potential loss at the reporting date is the notional amount of the credit derivative minus any 
negative fair value that has already reduced Tier 1 capital. 

The resulting exposure amount for a written credit derivative may be further reduced 
by the effective notional amount of a purchased credit derivative on the same reference 
name, provided that certain conditions are met. Among these conditions is a requirement 
that credit protection purchased through credit derivatives is otherwise subject to the same 
or more conservative terms as those in the corresponding written credit derivative. For 
example, the application of the same material terms would result in the following treatments: 

 In the case of single name credit derivatives, the credit protection purchased through 
credit derivatives is on a reference obligation that ranks pari passu with, or is junior 
to, the underlying reference obligation of the written credit derivative. Credit 
protection purchased through credit derivatives that references a subordinated 
position may offset written credit derivatives on a more senior position of the same 
reference entity as long as a credit event on the senior reference asset would result 
in a credit event on the subordinated reference asset. 

 For tranched products, the credit protection purchased through credit derivatives 
must be on a reference obligation with the same level of seniority. 

Another required condition is that the credit protection purchased through credit 
derivatives is not purchased from a counterparty whose credit quality is highly correlated with 
the value of the reference obligation, which would generate wrong-way risk. Specifically, the 
credit quality of the counterparty must not be positively correlated with the value of the 
reference obligation (i.e. the credit quality of the counterparty falls when the value of the 
reference obligation falls and the value of the purchased credit derivative increases). This 
determination should reflect careful analysis of the actual risk; a legal connection does not 
need to exist between the counterparty and the underlying reference entity. 

For the purposes of the leverage ratio, the term “written credit derivative” refers to a 
broad range of credit derivatives through which a bank effectively provides credit protection 
and is not limited solely to credit default swaps and total return swaps. For example, all 
options where the bank has the obligation to provide credit protection under certain 
conditions qualify as “written credit derivatives.” The effective notional amount of such 
options sold by the bank may be offset by the effective notional amount of options by which 
the bank has the right to purchase credit protection that fulfils the conditions stated in the 
Standards. For example, to have the same or more conservative material terms, the strike 
price of the underlying purchased credit protection would need to be equal to or lower than 
the strike price of the underlying sold credit protection. 

f. Securities Financing Transaction (SFT) Exposures 

Secured lending and borrowing in the form of SFTs is an important source of 
leverage. How the framework measures exposure from SFTs depends on whether the bank 
is acting as a principal or agent. For principal banks, the exposure measure is equal to the 
sum of gross SFT assets (gross receivables related to SFTs, with some adjustments) and 
an amount representing counterparty credit risk. When acting as an agent, depending on the 
structure of the SFT, a bank may be able to ignore the collateral involved and reflect only the 
counterparty credit risk component, or it may have to include both. The framework also 



199 

 

 

CBUAE Classification: Public 

includes specific rules for SFTs that qualify for sale treatment under the operative accounting 
regime. 

A degree of netting is allowed for SFTs, but only where strict criteria are met (for 
example, same counterparty, same maturity date). In these cases, the net position provides 
the better measure of the degree of leverage in a set of transactions between counterparties. 

When a bank acts as a principal, its SFT exposure is the sum of gross SFT assets 
(subject to adjustments) and a measure of counterparty credit risk calculated as the current 
exposure without an add-on for potential future exposure. 

For SFT assets subject to novation and cleared through QCCPs, “gross SFT assets 
recognized for accounting purposes” are replaced by the final contractual exposure, that is, 
the exposure to the QCCP after the process of novation has been applied, given that pre- 
existing contracts have been replaced by new legal obligations through the novation process. 
However, banks can only net cash receivables and cash payables with a QCCP if the 
requisite criteria are met. Any other netting permitted by the QCCP is not permitted for the 
purposes of the Basel III leverage ratio. Gross SFT assets recognized for accounting 
purposes must not recognize any accounting netting of cash payables against cash 
receivables (e.g. as currently permitted under the IFRS accounting framework). This 
regulatory treatment has the benefit of avoiding inconsistencies from netting which may arise 
across different accounting regimes. 

Where a bank acting as an agent in an SFT does not provide an indemnity or 
guarantee to any of the involved parties, the bank is not exposed to the SFT and therefore 
need not recognize those SFTs in its leverage ratio exposure measure. 

In situations where a bank is economically exposed beyond providing an indemnity 
or guarantee for the difference between the value of the security or cash its customer has 
lent and the value of the collateral the borrower has provided, a further exposure equal to 
the full amount of the security or cash must be included in the leverage ratio exposure 
measure. An example of this scenario could arise due to the bank managing collateral 
received in the bank’s name or on its own account rather than on the customer’s or 
borrower’s account (e.g. by on-lending or managing unsegregated collateral, cash or 
securities). However, this does not apply to client omnibus accounts that are used by agent 
lenders to hold and manage client collateral provided that client collateral is segregated from 
the bank’s proprietary assets and the bank calculates the exposure on a client-by-client 
basis. 

g. Off-Balance Sheet Items 

OBS items arise from such transactions as credit and liquidity commitments, 
guarantees and standby letters of credit. The amount that is included in the exposure 
measure is determined by multiplying the notional amount of an OBS item by the relevant 
credit conversion factor (CCF) from the Central Bank’s Standards for Leverage Ratio. 

The off-balance-sheet exposure measure will be calculated using credit equivalent 
values. This reflects the fact that the degree of leverage in these transactions is not the same 
as if banks had made fully funded loans. That is, a 100% credit conversion factor (CCF) 
overestimates leverage. The use of standardised CCFs retains a consistent and 
conservative treatment that is not dependent on the risk of the bank’s counterparty. 

Where there is an undertaking to provide a commitment on an off-balance-sheet item, 
banks are to apply the lower of the two applicable CCFs. For example: 

 If a bank has a commitment to open short-term self-liquidating trade letters of credit 
arising from the movement of goods, a 20% CCF will apply, instead of a 40% CCF; 
and 
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 If a bank has an unconditionally cancellable commitment to issue direct credit 
substitutes, a 10% CCF will apply, instead of a 100% CCF. 

III. Frequently Asked Questions 

Question 1: Is the starting point for the leverage ratio exposure calculation total on- 
balance-sheet assets as reported in the financial statements? 
Yes, total assets are the correct starting point, with adjustments as specified in the 
Standards, and with additions for off-balance-sheet exposure as required under the 
Standards. 

 
Question 2: Should aspects of derivatives exposures or SFT exposures that are on 
the balance sheet be included as part of on-balance-sheet exposure, or as part of 
derivatives or SFT exposure? 
Certain exposures related to derivatives may appear on the balance sheet; the same is true 
for SFTs. Those exposures related to derivatives or SFTs should be excluded from the on- 
balance-sheet component of the leverage ratio exposure calculation, and instead included 
with either derivatives exposure or SFT exposure, as appropriate. 

 

Question 3: Why is collateral on the bank’s balance sheet part of the exposure 
measure for the leverage ratio calculation? 
The leverage ratio framework as developed by the Basel Committee treats all assets on a 
bank’s balance sheet as creating equal risk. If the bank holds collateral on its balance sheet, 
the collateral is an asset of the bank, and changes in the value of that collateral affect the 
bank’s total assets and capital. In this sense, the leverage ratio calculation treats collateral 
as an additional source of risk exposure to the bank, even though the purpose of taking the 
collateral may be credit risk mitigation. The leverage ratio treats most types of secured 
exposures the same way, on a gross basis without taking into account the effects of 
collateral. 

 
Question 4: Is the calculation of counterparty credit risk exposure the same as the 
calculation used in the SA-CCR standards of the Central Bank? 
Not quite – the CCR exposure calculation for the leverage ratio is similar, but with some 
differences. Potential Future Exposure is different because the PFE multiplier is set equal to 
1, rather than possibly being less than 1 as under the CCR Standards. Replacement Cost 
also differs, due to some differences in the treatment of eligible collateral. The requirements 
are covered in para 44 to 46 of the Leverage Ratio Standards. 

 

Question 5: Why is the PFE multiplier set to 1 for derivatives in the calculation of the 
leverage ratio exposure measure? 
The PFE multiplier is set to 1 because unlike the SA-CCR calculation, there is no “credit” 
given to the bank for overcollateralization for the leverage ratio. This is in the spirit of other 
aspects of the leverage ratio exposure calculation, which strictly limits the recognition of 
various forms of credit risk mitigation. 

 

Question 6: What types of commitments can qualify for a CCF less than 40%? 
Commitments that are unconditionally cancellable at any time by the bank without prior 
notice, or that effectively provide for automatic cancellation due to deterioration in a 
borrower’s creditworthiness, without observed constraints on the bank’s ability to cancel 
such commitments. As noted in the Standards, such commitments are subject to a 10% 
CCF. 

 
Question 7: The Standards states “general provisions or general loan loss reserves 
which have reduced Tier 1 capital may be deducted from the leverage ratio exposure 
measure.” Does this imply that for banks under the standardised approach all general 
provisions held on the balance sheet are permitted to be deducted from the exposure 
measure? 
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Yes, that interpretation is correct. 
 

Question 8: The Standards does not mention interest in suspense; are bank’s allowed 
to deduct this from the leverage ratio exposure measure? 
No, interest in suspense should be included as an exposure. However, specific provisions 
for interest in suspense can be deducted. 

 

IV. Examples: Calculation of Gross SFT Assets 

This section provides simple examples to help clarify the calculation of adjusted gross SFT 
assets for the leverage ratio exposure measure. These examples are for guidance only; 
banks should consult the actual Leverage Ratio Standards for the specific requirements. 
Note that the SFT examples do not include the calculation of CCR exposure for the SFTs, 
which is required under the leverage ratio standards. 
For purposes of these examples, consider a bank with a simple initial balance sheet 
consisting of assets of 200 cash and 400 in investment securities, funded by 600 in equity, 
with no other initial liabilities. In simple T-account format, the bank’s initial position is the 
following: 

Assets  Liabilities and Equity 

Cash 200   

Investment Securities 400 Equity 600 

 600  600 

Example 1: Single Repurchase Agreement 

A customer obtains financing from the bank through a repurchase agreement. The customer 
provides securities to the bank of 110, receives cash of 100, and commits to repurchase the 
securities at a specified future date. This is the bank’s only SFT. 
After the transaction, the bank’s balance sheet appears as follows: 

Assets  Liabilities and Equity 

Cash 100   

Investment Securities 510   

Repo Encumbered 
Securities 

 

-110 
  

Cash Receivable 100 Equity 600 

 600  600 

 

For purposes of the leverage ratio, gross SFT assets would be the sum of the cash receivable 
created and the investment securities received, 100+110, for a total of 210. However, this 
total is reduced by the value of the securities received under the SFT because the bank has 
recognized the securities as an asset on its balance sheet, leading to an adjusted gross SFT 
asset value of 100 for inclusion in the leverage ratio exposure measure. 
Note that in this example, the net effect on leverage ratio exposure would be zero, since on- 
balance-sheet assets exclusive of SFT assets decline by 100. 

Example 2: Single Reverse Repurchase Agreement 

A bank obtains funding by reversing out securities in exchange for cash. The bank receives 
100 cash, repos out 110 in securities, and will repurchase the securities at a specified future 
date. This is the bank’s only SFT. 
After the transaction, the bank’s balance sheet appears as follows: 
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Assets  Liabilities and Equity 

Cash 300   

Investment Securities 290 Cash Payable 100 

Repo Encumbered Securities 110 Equity 600 

 700  700 
 

For purposes of the leverage ratio, gross SFT assets would be simply the 100 cash received. 
Note that in this example, the net effect would be to increase the measured leverage ratio 
exposure by 100. 

Example 3: Simple Repo Portfolio 

The bank has two SFTs, the repo from Example 1 above, and the reverse repo from Example 
2 above. Both SFTs are with the same counterparty, and are subject to a qualifying master 
netting agreement under which cash payables and receivables qualify for netting. These are 
the bank’s only SFTs. 
After the transaction, the bank’s balance sheet appears as follows: 

Assets  Liabilities and Equity 

Cash 200   

Investment Securities 400 Cash Payable 100 

Cash Receivable 100 Equity 600 

 700  700 

 

Because the SFT transactions have matching terms, there are offsetting accounting entries 
for Repo Encumbered Securities, Investment Securities, and Cash. In this case, gross SFT 
assets would be 310, consisting of 100 cash receivable, 110 investment securities received, 
and 100 cash received. However, this total is adjusted down by the amount of the securities 
received and held on the balance sheet (110), and by another 100 due to the netting of the 
cash payable and the cash receivable, leaving an adjusted total gross SFT assets of 100 to 
be included in the leverage ratio exposure measure. 


