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Report of the Auditors to the Shareholders

The Shareholders
Commercial Bank of Dubai PSC

Report on the consolidated financial statements

We have audited the accompanying consolidated financial statements of Commercial Bank of Dubai PSC (“the Bank™)
and its subsidiary (“referred to as the Group™), which comprise the consolidated balance sheet as at 31 December 2007,
and the consolidated income statement, statement of changes in equity and cash flow statement for the year then ended,
and o summary of significant accounting policies and other explanatory notes,

Management's responsibility for the consolidated financial statements

Muanagement is responsible for the preparation and fair presentation of these consolidated financial statements in
accordance with International Financial Reporting Standards. This responsibility includes: designing, implementing and
maintaining internal control relevant to the preparation and fair presentation of consolidated financial statements that are
free from material misstatements, whether due o fraud or error; selecting and applying appropriate accounting policies;
and mauking accountling estimates that are reasonable in the circumstances.

Auwditors’ responsibility

Our responsibility is to express an opinion on these consolidated financial statements based on our audit. We conducted
our audit in accordance with International Standards on Auditing. Those standards require that we comply with relevant
ethical requirements und plan and perform the audit to obtain reasonable assurance whether the consolidated financial
statements are free of material misstatement.

An audit invalves performing procedures to obtain audit evidence about the amounts and disciosures in the consolidated
linancial statements. The procedures selected depend on our judgment, including the assessment of risks of material
misstatement of the consolidated financial statements, whether due to fraud or error. In making those risk assessments,
we consider internal control relevant to the Group’s preparation and fair presentation of the consolidated financial
statements in order 1o design audit procedures that are appropriate in the circumstances, but not for the purpose of
expressing an opinion on the effectiveness of the Group’s internal control. An audit also includes evaluating the
appropriateness of accounting principles used and reasonableness of accounting estimates made by management, as well
as evaluating the overall presentation of the consolidated financial statements.

We belicve that the audit evidence we have obtained is sulficient and appropriate to provide a basis for our opinion.
Opinion

[n our opinion, the consolidated financial statements present fairly, in all material respects, the financial position of the
Group as at 31 December 2007, and its financial performance and its cash flows for the year then ended in accordance
with International Financial Reporting Standards and comply with the relevant Articles of the Company and the UAE
Federal Law No. 8 of 1984 (as amended).

Repart on other legal and regulatory requirements

As required by the Federal Law No. 8 of 1984 {as amended), we further confirm that we have obtained all information
and explanations necessary for our audit, that proper financial records have been kept by the Group and the contents of
ihe Directors’ report which relate to these consoclidated financial statements are in agreement with the Group’s financial
records. We are not aware of any violation of the above mentioned Law and the Articles of Association having occurred
during the year ended 31 December 2007, which may have had a material adverse effect on the business of the Group or
its linancial position.

\-/ 1§ AN 2009
Munther Dajani
Registration No: 268

KPMG, iz @ mamber of KPMG International, & Swiss Co-operalive.
All rights reserved.




Commercial Bank of Dubai PSC

Consolidated balance sheet

as at 31 December 2007
2007 2006

Note AED'000 AED'000
ASSETS
Cash and balances with Central Bank 3 5,730,341 3,227,018
Due from banks 209,087 664,665
Loans and advances i) 20,777,094 12,642,569
Investment securities 7 2,290,410 1,055,189
Property and equipment 8 415,642 381,796
Other assets 9 1,013,443 733,541
Total assets 30,436,017 18,704,778
LIABILITIES AND EQUITY
LIABILITIES
Due to banks 3,241,929 336,423
Customers’ deposits 21,176,937 13,755,671
Other liabilities 10 1,258,253 802,592
Total liabilities 25,677,119 14,894,686
EQUITY
Share capital 11 1,129,476 1,052,093
Legal reserve 11 1,257,375 1,024,247
Capital reserve 1] 38,638 38,638
General reserve 11 1,870,000 870,000
Cumulative changes in fair values 11 457,521 276,724
Reserve for proposed bonus issue 11 282,369 -
Proposed cash dividend 11 338.843 473,442
Proposed directors’ remuneration i1 6,000 4,000
Retained earnings i1 178,676 70,548
Total equity 4,758,898 3,810,092
Total liabilities and equity 30,436,017 18,704,778

The attached notes on pages 7 to 38 form part of these consolidated financial statements.

AC N

H.E. Ahmed Humaid Al Tayer  H.E. Saéed Ahmed Ghobash Peter Baltussen
Chairman Deputy Chairman Chief Executive

The report of the Auditors is set cut on page 2.




Commercial Bank of Dubai PSC

Consolidated statement of income
for the year ended 31 December 2007

Interest income
Interest expense

Net interest income

Net fees and commission income

Net gains from dealing in foreign currencies

Net gains/(losses) from investments at fair value through
income statement

Net gains from sale of available-for-sale investments

Dividend income

Other income

Provisions for impairment losses
Impairment loss on available for sale investments
Provisions for impairment losses on other assets

Net interest and other income

General and administrative expenses
Depreciation

Total expenses
Net profit for the year

Earnings per share

The attached notes on pages 7 to 38 form part of these consolidated financial statements.

Appropriations have been reflected in the consolidated statement of changes in equity.

The report of the Aunditors is set out on page 2.

Note

i2
13

4

13

16

7.3

18

2007 2006
AED'000 AED'000
1,377,951 1,010,011
(506,215) (384,107)
871,736 625,904
266,162 214,502
62,086 44 807
116,865 (35,277)
40,015 35,275
15,740 9,929
11,618 6,167
1,384,222 901,307
(24,814) (17,741)
(11,926) -
(4.549) (3,411
1,342,933 880,155
(371,399) (251,164)
(35,617) (27,619)
(407,016) (278,783)
935,917 601,372
AED 0.84 AED 0.63




Commerctal Bank of ‘Dubai PSC

Consolidated statement of cash flows

Jor the year ended 31 December 2007

OPERATING ACTIVITIES

Profit for the year
Adjustments for:
Depreciation

Impairment loss on available for sale investments

Gain on disposal of property and equipment
Investment income

Net unrealized (gains) /losses on investments at fair value

through income statement
Net unrealized loss on derivatives

Realized gains on sale of available-for-sale investments

Impairment [oss on investment written off
Directors’ remuneration paid

Increase in statutory reserve with the Central Bank

Increase in loans and advances
Increase in other assets
Increase in customers’ deposits
Increase in other liabilities

Increase in due to banks maturing after three months

Net cash flow from operating activities

INVESTING ACTIVITIES

Purchase of investments

Purchase of property and equipment
Investment income

Proceeds from sale of investments

Proceeds from sale of property and equipment

Net cash flow used in investing activities
FINANCING ACTIVITIES

Dividend paid
Share subscription through rights issue

Net cash flow (used in)/from financing activities

Net increase in cash and cash equivalents
Cash and cash equivalents at 1 January

Cash and cash equivalents at 31 December

Note

19

2007 2006
AED'000 AED'000
935,917 601,372
35,617 27,619
11,926 -
(28) 37
(90,229) (47,349)
(82,391) 37,422
12,171 2,329
(31,600) {44,306)
(377) -
(4,000) (4,000)
787,006 573,050
(329,977) (173,717
(8,134,525) (3,299,718)
(257,643) (122,631)
7,421,266 3,119,792
421,231 117,519
1,248,725 -
1,156,083 214,295
(1,300,719) (429,263)
{69,603) (63,878)
90,229 47,349
348,737 153,107
168 100
(931,188) (292,585)
(473,442) (188,246)
309,534 945,439
(163,908) 757,193
60,987 678,903
2,659,441 1,980,538
2,720,428 2,659,441

The attached notes on pages 7 to 38 form part of these consolidated financial statements.

The report of the Auditors is set out on page 2.
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Commercial Bank of Dubai PSC

Notes to the consolidated financial statements
for the year ended 31 December 2007

1.

b)

LEGAL STATUS AND ACTIVITIES

Commercial Bank of Dubai PSC (“the Bank™) was incorporated in Dubai, United Arab
Emirates in 1969 and is registered as a Public Shareholding Company (PSC) in accordance
with Federal Law No. 8 of 1984 (as amended). The Bank is listed in Dubai Financial Market.

The consolidated financial statements of the Bank for the year ended 31 December 2007
comprise the Bank and its subsidiary “CBD Financial Services LLC” (together referred to as
“the Group™). The subsidiary which was incorporated on 9 March 2005 in Dubai, United Arab
Emirates is registered as a limited liability company in accordance with Federal Law No. 8 of
1984 (as amended). The Bank helds 100% interest in its subsidiary. The Bank’s principal

activity is commercial banking while that of its subsidiary is to act as a broker for local shares
and bonds.

The registered address of the Group is Al Ittihad Street, P.Q. Box 2668, Dubai, United Arab
Emirates.

SIGNIFICANT ACCOUNTING POLICIES
Statement of compliance

The consolidated financial statements have been prepared in accordance with International
Financial Reporting Standards (IFRSs).

In preparing these consolidated financial statements, the Group has adopted IFRS 7 Financial
Instruments: Disclosures and IAS 1 Presentation of Financial Statements - Capital
Disclosures as applicable effective 1st January 2007. The adoption of IFRS 7 and the
amendment to IAS 1 impacted the type and amount of disclosures made in these consolidated
financial statements, but had no impact on the reported profits or financial position of the

Group. In accordance with the requirements of the standards, the Group has provided full
comparative information.

These financial statements were approved by the Board of Directors on 16™ of January 2008.

The standards and interpretations that are issued but not yet effective for accounting periods
beginning on 1 January 2007 are as follows:

o JFRS-8: Operating Segments (effective 1 January 2009);

» TAS-23 (Revised): Borrowing costs {1 January 2009);

¢ JAS-1 (Revised): Presentation of financial staterents (1 January 2009);

o IFRIC-13: Customer loyalty programmes (1 July 2008); and

e [FRIC-12: Service Concession Arrangements (effective 1 January 2008).

Basis of preparation

The consolidated financial statements have been prepared on the historical cost basis except
for the following;

¢ Derivative financial instruments are measured at fair value;

¢ Financial instruments at fair value through income statement are measured at fair value;
» Available-for-sale financial assets are measured at fair value; and

s Donated land which is valued at the market value on the date of donation.




Commercial Bank of Dubai PSC

Notes to the consolidated financial statements (continued)
for the year ended 31 December 2007

2

b)

d)

SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)
Basis of preparation (continued)

The financial statements are presented in United Arab Emirates Dirhams (“AED™), which is
the Group’s “functional currency”, rounded to the nearest thousand.

The accounting policies set out below have been applied consistently by the Group to all
periods presented in these consolidated financial statements.

Basis of consolidation
Subsidiary

The subsidiary is an entity that is controlled by the Bank. Control exists when the Banlk has
power, directly or indirectly, to govern the financial and operating policies of an entity so as
to obtain benefits from its activities. The financial statements of the subsidiary are included in

the consolidated financial statements from the date the control commences uniil the date that
conirol ceases.

Interest in Joint Venture

Joint ventures are those entities in which the Group has significant influence, but not control,
over the financial and operating policies. The consolidated financial statements include the
Group’s share of the total recognized gains and losses of the joint venture on an equity
accounting basis, from the date that significant influence commences umtil the date that
significant influence ceases. When the Group’s share of losses exceeds its interest in joint
venture, the Group’s carrying amount is reduced to nil and recognition of farther losses is
discontinued except to the extent that the Group has incurred legal or constructive obligations
or made payments on behalf of joint venture.

Transactions eliminated on consolidation

Intra-group balances and any unrealized pains arising from intra-proup transactions are
eliminated in preparing the consolidated financial statements. Unrealized losses are eliminated
in the same way as unrealized gains, but only to the extent that there is no evidence of
impairment.

Financial instruments

A financial instrument is any contract that gives rise to both a financial asset for the Group
and a financial liability or equity instrument of another party. The Group classifies its
financial assets at initial recognition in the following categories.

Classification

» Financial assets at fair value through income statement: This category includes those
financial assets which are designated by the management as being those at fair value
through income statement at inception.

e Lpans and advances: Loans and advances are non-derivative financial assets with fixed
and determinable payments that are not quoted in an active market. They arise when the
Group provides money directly to the borrower with no intention of trading the
receivable.

»  Held-to-maturity: Investments classified as held-to-maturity are non-derivative financial
assets with fixed or determinable payments and fixed maturities that the Group’s
management has the intention of and the ability to hold to maturity.

8




Commercial Bank of Dubai PSC

Notes to the consolidated financial statements (continued)
for the year ended 31 December 2007

2.
d)

SIGNIFICANT ACCOUNTING POLICIES {(CONTINUED)

Financial instroments — classification (continued)

s Advailable-for-sale: Available-for-sale investments are those intended to be held for an
indefinite period of time, which may be sold in response to needs for liquidity or changes
in interest rates, exchange rates or market prices.

Derivative financial instruments

Classification

The Group enters into derivative financial instruments including forwards, futures, swaps and
options in the foreign exchange and capital markets. Derivative financial instruments, that do

not qualify for hedge accounting are classified as “FVPL — financial assets held for trading”
financial instruments.

Recognition and fair valuation

Derivative financial instruments are initially recognized at cost on the date on which the
derivative contract is entered into. Subsequent to their initial recognition, derivative financial
instruments are stated at fair value. Fair values are obtained by reference to quoted market
prices, discounted cash flow models and pricing models, as appropriate.

The positive market values (unrealized gains) for derivative financial instrurnents are included

in assets and the negative market values (unrealized losses) for derivative financial
instruments are included in liabilities.

Gain and losses on subsequent measurement

The gains or losses from derivative financial instruments that do not qualify for hedge
accounting are recognized in the income statement as they arise.

Initial recognition

Purchases and sales of investment securities are recognized on trade-date which is the date on
which the Group commits to purchase or sell the securities. Loans and advances are
recognized when cash is advanced to the borrowers. Financial assets are initially recognized at

fair value plus transaction costs for all financial assets not carried at fair value through income
statement.

De-recognition

Financial assets are derecognized when the rights to receive cash flows from the financial
assets have expired or where the Group has transferred substantiaily all the risks and rewards
of ownership. A financial liability is derecognized when it is extinguished.

Subsequent measurement

Financial assets available-for-sale and investments at fair value through the income statement
are subsequently carried at fair value.

Loans and advances and held-to-maturity investments are carried at amortized cost using the
effective interest method.
Gains and losses arising from changes in the fair value of the investments at fair value through

income statement category are included in the income statement in the period in which they
arise.



Commercial Bank of Dubai PSC

Notes to the consolidated financial statements (continued)
for the year ended 31 December 2007

2.

d)

SIGNIFICANT ACCOUNTING POLICIES {CONTINUED)
Financial instruments (continued)

Guins and losses arising from changes in the fair value of available-for-sale investments are
recognized directly in equity, until the financial asset is derecognized or impaired at which

time the curmulative gain or loss previously recognized in equity is recognized in the income
statement.

Fair value measurement principles

The fair value of financial instruments is based on their quoted market price at the balance
sheet date without any deduction for transaction costs. If a quoted market price is not
available, the fair value of the instrument is estimated using pricing models or discounted cash
flow techniques.

Impairment

Financial assets are reviewed at each balance sheet date to determine whether there is

objective evidence of impairment. If any such indication exists, the asset’s recoverable
amount is estimated.

Loans and advances are presented net of provisions for impairment. The recoverable amount
of individually significant loang and advances is calculated as the present value of the
expected future cash flows, discounted at the instrument’s original effective interest rate.
Short-term balances are not discounted. Specific provisions are made against the carrying
amount of loans and advances that are identified as being impaired; based on regular reviews
of outstanding balances, to reduce these loans and advances to their recoverable amounts,
Collective provisions are maintained to reduce the carrying amount of group of similar loans
and advances to their estimated recoverable amounts at the balance sheet date. The expected
cash flows for group of similar assets are estimated based on previous experience and
considering the credit rating of the underlying customers and late payments of interest or
penalties. Increase in the provision account is recognized in the income statement.

In the case of equity investments classified as available-for-sale, a significant or prolonged
decline in the fair value of the security below its cost is considered in determining whether the
assets are mmpaired. If any such evidence exists for available-for-sale investments, the
cumulative loss — measured as the difference between the acquisition cost and the current fair
value, less any impairment loss on that investment previously recognized in income statement
is removed from equity and recognized in the income statement. Impairment losses recognized
in the income statement on equity instruments are not reversed through the income statement
and are reversed through the cumulative changes in fair value under equity.

If in a subsequent period the fair value of a debt instrument increases which can be linked
objectively to an event occurring afier the write down, the write-down may not be reversed
through profit or loss; instead, any subsequent increases in carrying amount of such an asset
should be recognized as a fair value change in equity.

Offsetting

Financial assets and liabilities are offset and the net amount is reported on the balance sheet
only when the bank has a legally enforceable right to set off the recognized amounts and the
transactions are intended to be settled on a net basis.

10




Commercial Bank of Dubai PSC

Notes to the consolidated financial statements (continued)
for the year ended 31 December 2007

2.

f)

g)

h)

SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Property and equipment

Property and equipment are stated at cost less accumulated depreciation and impairment
losses except for donated land, which is stated at the market value at the date of donation. The
cost of all property and equipment other than frechold land and capital work in progress is
depreciated using the straight-line method over their estimated useful lives as follows:

Buildings 20 to 30 years

Leasehold improvements 5 years

Fumniture, equipment and vehicles 3 to 5 years
Provisions

A provision is recognized if as a result of a past event, the group has a present legal or
constructive obligation that can be estimated reliably, and it is probable that an outflow of
economic benefits will be required to settle the obligation. Provisions are determined by
discounting the expected future cash flows at a rate that reflects current market assessments of
the time value of money and where appropriate, the risks specific to the Lability.

Employees’ terminal benefits and long-term incentive arrangements

Provision is made for amounts payable under the UAE Federal Labour Law applicable to non
UAE nationals’ accumulated periods of service at the balance sheet date. The Bank pays its
contributions in respect of UAE nationals under the UAE Pension and Social Security Law.
Effective from 1 January 2007, the Group has introduced a long term incentive arrangement.
Under this arrangement the employees under certain grades are eligible for the incentive at the
offering date contingent upon the Group’s performance period at the award date. The award is
the percentage of the average annual hase salary of the respective grades. The salary includes
the basic salary and fixed allowances excluding national allowance and cost of living
allowance as at the effective date.

Revenue recognition

Interest income is recognized in the income statement for loans and advances using the
effective interest method. Interest on impaired loans and advances is calculated at its original

effective interest rate applied to the carrying amount of the loan and not recognized as interest
income.

Interest expense is recognized in the income statement on an accrual basis.
Fee and commission income are recognized when the related services are provided.

Commission income on those transactions in which the Group acts as an agent is recognized
on an accrual basis.

Net income from investments at fair value throngh income statement which arises from gains
and losses resulting from disposal and from the fair valvation of such investments are
recognized when they occur.

Dividend income is recognized when the Group’s right to receive the payment is established.

11




Commercial Bank of Dubai PSC

Notes to the consolidated financial statements (continued)
Sor the year ended 31 December 2007

2.
il

k)

Y

SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Foreign currencies

Foreign currency transactions are recorded at rates of exchange ruling at the value dates of the
transactions.

Monetary assets and liabilities denominated in foreign currencies at the balance sheet date,
which are stated at historical cost, are translated at the foreign exchange rate ruling at that date.

Non-monetary assets and liabilities denominated in foreign currencies, which are stated at
historical cost, are translated at the foreign exchange rate ruling at the date of the transaction.
Non-moenetary assets and liabilities denominated in foreign currencies that are stated at fair

value are translated to AED at the foreign exchange rates ruling at the dates that the fair values
were determined.

Forward foreign exchange contracts are translated into AED at mid market rates of exchange
ruling at the balance sheet date. Foreign exchange differences arising on translation are
recognized in the income statement.

Cash and cash equivalenis

For the purposes of the consolidated cash flow statement, cash and cash equivalents consist of
cash on hand and balances with the Central Bank (excluding statutory reserve), due from and
due to banks maturing within three months of the balance sheet date.

Use of estimates and judgements

The preparation of the consolidated financial statements requires management to make
estimates and assumptions that affect the application of accounting policies and reported
amounts of assets, liabilities, income and expenses. Such estimates are necessarily based on
assumptions about several factors involving varying degrees of judgment and uncertainty and
actual results may therefore differ resulting in future changes in these estimates. In particular,
considerable judgment by management is required in the following:

Impairment losses on loans and advances

The Group reviews its loan portfolios to assess impairment on a quarterly basis. In determining
whether an impairment loss should be recorded in the income statement, the Group makes
judgments as to whether there is any observable data indicating that there is a measurable
decrease in the estimated future cash flows from a portfolio of loans before the decrease can be
identified with an individoal loan in that portfolio. This evidence may include observable data
indicating that there has been an adverse change in the payment status of borrowers in a group,
or national or local economic conditions that correlate with defaults on assets in the group.
Management uses estimates based on historical loss experience for assets with credit risk
characteristics and objective evidence of impairment similar to those in the portfolio when
scheduling its fiuture cash flows. The methodology and assumptions used for estimating both
the amount and timing of future cash flows are reviewed regularly to reduce any differences
between loss estimates and actual loss experience.

12




Commercial Bank of Dubai PSC

Notes to the consolidated financial statements (continued)
Jor the year ended 31 December 2007

2.

)

SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)
Use of estimates and judgements (continued)

Held-to-maturity investments

The Group follows the guidance of IAS 39 on classifying non-derivative financial assets with
fixed or determinable payments and fixed maturity as held-to-maturity. This classification
requires significant judgment. In making this judgment, the Group evaluates its intention and
ability to hold such investments to maturity. If the Group fails to keep these investments to
maturity other than for the specific circumstances — for example, selling an insignificant
amount close to maturity — it will be required to reclassify the entire class as available-for-sale.
The investments would therefore be measured at fair value not amortized cost.

Impairment of available-for-sale investments

The Group determines that available-for-sale equity investments are impaired when there has
been a significant or prolonged decline in the fair value below its cost. This determination of
what is significant or prolonged requires judgment. In making this judgment, the Group
evaluates among other factors, the normal volatility in share price. In addition, impairment may
be appropriate when there is evidence of deterioration in the financial health of the investee,

industry and sector performance, changes in technology, and operational and financing cash
flows.

FINANCIAL RISK MANAGEMENT

Introduction and overview

The Group has exposure to the following primary risks from its use of financial instruments:

Credit risk
Liquidity risk
Market risk
Operational risk

This note presents information relating to the Group’s exposure to each of the above risks, the
Group's objectives, policies and processes for measuring and managing risk, and the Group’s
management of capital.

As part of its management of risks, the Group acquired and implemented systems for the
management of its Credit Risk, Market Risk, Liquidity Risk and Asset and Liability
Management (ALM) Risk. These systems include credit origination, analysis, rating, pricing
and approval. For treasury, the Group has acquired systems for front, mid, and back offices to
efficiently manage market risk, liquidity risk, and ALM risk. For Operational risk, the Group
has developed internally, tools that can allow the analysis, quantification, and reporting of
operational risk events/losses that are faced on a granular cluster level.

In addition, the Group is also exposed to other risks that are managed along with the key risks,
and these are quantified, monitored and reported as part of the Group’s Internal Capital
Adequacy Assessment Policy (ICAAP) Framework. Such risks include, among others,
interest rate risk on the banking book, concentration risk, strategic risk, business risk, and
legal and compliance risk.

13




Commercial Bank of Dubai PSC

Notes to the consolidated financial statements (continued)
for the year ended 31 December 2007

3

a)

b)

FINANCIAL RISK MANAGEMENT (CONTINUED)
Introduction and overview (continued)
Risk management framework

The Board of Directors (the “Board™) has the overall responsibility for the establishment and
oversight of the Group’s risk management framework. The Board has established the Group
Asset and Liability (ALCO) Committee, Credit Risk Committee, Executive Committee, and
Management Committee. These are responsible for developing and monitoring Group risk
management policies in each of their specified areas. These committees comprise key Group
officers, who convene frequently to appraise the Group’s risk profile and various risk issues.
However, the Board of Directors is ultimately responsible for the approval of the risk policies
and procedures, infrastructure and management of all risks related to the Group.

Credit Risk which is managed by the Group’s Credit Risk Committee includes a continuous
review of credit limits, policies and procedures, the approval of specific exposures and
workout situations, constant re-evaluation of the loans portfoiio and the svfficiency of
provisions thereof.

The Asset and Liability Committee (ALCO) monitors and conirols market and liquidity risks
primarily by means of a gap analysis of maturities of assets and liabilities day-to-day and
stress test simulation analysis. In addition, the Group has also built its Internal Model based
on a market risk management capability including Value-at-Risk and stress testing analysis.

Operational Risk is managed by the Management Committee with the support of the Risk
Management Department and various other units/divisions across the Group including IT.

The Group’s risk management policies are established to identify and analyze the risks faced
by the Group, to set appropriate risk limits and controls, and to monitor risks and adherence
to limits. Risk management policies and systems are reviewed regularly on an ongoing basis
50 as to reflect changes in market conditions, products and services offered.

Credit risk

Credit risk is the risk of loss to the Group if a customer or counterparty to a financial
instrument fails to meet its contractual obligations arising principally from the Group’s loans
and advances, due from banks and non-irading investments.

For risk management purposes, credit risk arising on trading investments is managed
independently, but reported as a component of market risk exposure.
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3.

b)

FINANCIAL RISK MANAGEMENT (CONTINUED)

Credit risk (continued)

Management of credit risk

The Board of Directors has delegated responsibility for the management of credit risk to the

Group Credit Risk Committee which is responsible for oversight of the Group’s credit risk
including;

Formulating credit policies in consultation with business units, covering coilateral
requirements, credit assessment, risk grading and reporting, documentary and legal
procedures, and cornpliance with regulatory and statitory requirements.

Establishment of an authorization structure and limits for the approval and renewal of
credit facilities. Lending authorities have been established at various levels together with
a framework of dwal/multiple credit approval delegated authorities. Larger facilities
require approval by the Group Credit Risk Committee and / or the Board of Directors, as
appropriate.

Establishing limits and actual level of exposure are regularly reviewed and updated by the
Group Credit Risk Committee or the Board of Directors, as appropriate.

Limiting concentrations of exposure to industry sectors, geographic lacations and counter
parties.

Developing and maintaining the Group’s risk grading in each category of exposures
according to the degree of risk of financial loss faced and to ensure focus of management
on the attendant risks. The risk grading system is used in determining whether impairment
provisions may be required against specific credit exposures. The current risk grading
framework consists of eight grades reflecting varying degrees of risk of defanlt and the
availability of collateral or other credit risk mitigation. The responsibility for setting risk
grades lies with the Executive Committee and is subject to regular reviews by the Group
Risk Management Department.

Credit review procedures are desipned to identify at an early stage exposures which
require more detailed monitoring and review; and

Reviewing compliance, on an ongoing basis, with agreed exposure limits relating to
counter parties, industries and countries and reviewing limits in accordance with risk
management strategy and market trends.

Internal Audit undertakes regular audits of business units and Group credit processes.

Exposure to credit risk

The Group measures its exposure to credit risk by reference to the gross carrying amount of
financial assets less interest suspended and impairment losses, if any.
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Notes to the consolidated financial statements (continued)
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3. FINANCIAL RISK MANAGEMENT (CONTINUED)
(b) Credit risk (continued)

Loans and advances Due from banks Non-trading
investments
2007 2006 2007 2006 2007 2006
AED’000 AED'000 AED™000 AED'000 AED™000 AED'000
Cnrrying amount 20,777,094 ]2,642,559 209,087 664,555 1,992,313 835,211
Individually impaired
Grade 5: Substandard a 9,050 33,014 - - - -
Grade 6: Substandard b 175,254 124,386 - - - -
Grade 7; Doubtful 51,174 48,988 - - - -
Grade B: Loss 41,808 42,400 - - - 380
Gross amount 277,286 248,788 - - - 380
Interest suspended (79,103) {62,403) - - - ~
Specific provision for
pimpairfnen h (136,745)  (109,696) ) ) ) -
Carrying amount 61,438 76,689 - - - 3
Collectively impnaired
Grades 5 & 6:Substandard 18,762 23,362 - - - -
Grade 7: Doubtful 4,872 16,046 - - - -
Grade 8: Loss 2,861 4,939 - - - -
Gross amount 26,495 44,347 - - - -
Interest suspended {5,313) (14,488) - - - _
Collective provision for - - - -
impairment {21,182) (27.707)
Carrying amount - 2,152 - - - -

Past due but not impaired

Watch list — overdue by
less than 90 days 158,495 136,997 - - . _

Camrying amount 158,495 136,997 - - - N

Past due comprises:

Less than 30 days 62,898 83,940 - - - -
30— 60 days 65,957 30,375 - - - -
60 — 90 days 29,640 22,682 - . - .
Carrying amount 158,495 136,997 - - N -
Neither past duoe nor
impaired
Grades 1,2 & 3: lowest,
minimal & moderate risk 20,365,720 12,314,018 209,087 664,665 1,992,313 835,208
Grade 4: showing signs of
weakness 233,941 155,213 - - - -
Collective provision for
impairment (42,500) (42,300) . . . )
Carrying amount 20,557,161 12,426,731 209,087 664,665 1,992,313 835,208
Total carrying amount 20,777,094 12,642,569 209,087 664,665 1,992,313 835,211
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3.
(b)

FINANCIAL RISK MANAGEMENT (CONTINUED)
Credit risk (continued)

Impaired loans and advances and non-trading investments

Impaired loans and advances and non-trading investments are financial assets for which the
Group determines that it is probable that it will be unable to collect all principal and interest
due according to the contractual terms of the agreements.

The Group’s current Credit Risk Rating Methodology comprised of 8 grades as set out below.
The grades 1 to 3 reflects performing accounts, grade 4 reflects the irregular accounts and
grades 5 to 8 reflects defaulted/non-performing accounts

QGrades | Risk grade Risk significance
1 Grade la Considered Good- Lowest Risk
2 Grade 1b Considered Good — Minimal Risk
3 Grade 1c Considered Good — Moderate Risk
4 Grade 2 Showing Signs of weakness
5 Substandard "a”- Interest Suspended
Grade 3a

{Payment of Principal or Interest is in arrears beyond 3 months)
6 Grade 3b Substandard "b"- Provision Starts

(Payment of Principal or Interest is in arrears beyond 3 months)
7 Grade 4 Doubtful of recovery

8 Grade 5 Loss (Fully provided for, and written off)

During the year the Group upgraded its Credit Risk Rating Methodology to make it in line
with the requirements set out in Basel II Accord, which is yet to be implemented. The Group

Risk Management Department has developed a 14 prade rating methodology based on actual
historical data, as follows:

—  First 10 grades for non-defanited borrowers; and
— Last 4 grades for defaulted borrowers.

The new methodology will give a multi-dimensional approach to the Group’s Credit Risk
Ratinp, where credit is assessed and rated on 2 dimensions, as follows:

1* Dimension: which assesses/rates borrower’s probability of Default (PD)
2" Dimension: which assesses/rates the facility and the Loss-Given Default (LGD)

Both dimensions create a Credit-Risk Rating Grid/Matrix which plays a key role in making
pricing, approval, and credit monitoring more efficient.

Past due but not impaired loans

These are loans where contractual interest or principal payments are past due upto 90 days but
the Group believes that impairment is not appropriate on the basis of the level of
security/collateral available and/or the stage of collection of amounts owed to the Group.

Loans with renegotiated terms

These are loans with renegotiated terms are loans that have been restructured due to
deterjoration in the borrower’s financial position. The Group does not usually offer
concessions and ensures a mere rescheduling of the outstanding to improve the likelihood of

collection. Once the loan is restructured it remains in this category independent of satisfactory
performance after restructering.
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3.
(b)

FINANCIAL RISK MANAGEMENT (CONTINUED)
Credit risk (continued)

Allowances for impairment

The Group establishes an allowance for impairment losses that represents its estimate of
incurred losses in its loan portfolio. The main components of this allowance are specific loss
components that relate to individually significant exposures, and a collective loan loss
allowance established for groups of homogeneous assets in respect of losses that have been
incurred but have not been identified on loans subject to individual assessment for
impairment.

Write —off policy

The Group writes off a loan / an investment (and any related allowances for impairment)
when the Group Credit Risk Committee determines that the loans / investments are
uncollectible. This determination is reached after considering information such as the
significant deterioration in the borrower’s/issuer’s financial position such that the borrower /
issuer can no longer pay the obligation, or proceeds from collateral will not be sufficient to
pay back the entire exposure or all possible efforts of collecting the amounts have been
exhansted.

For smaller balances of standardized loans, write off decisions are generally based on a
product-specific past due status.

Set out below is an analysis of the gross and net (of provisions for impairment) amounts of
individually impaired assets by risk grade;

Loans and advances Due from banks Non-trading
investments

< AED*000 >

Gross Net Gross Net Gross Net

31 December 2007
Grades 5&6: individually

impaired 184,304 61,438 - - - -
Grade 7: individually impaired 51,174 - - - - -
Grade 8: individually impaired 41,808 - - -
Total 277,286 61,438 - - - -

31 December 2006
Grades 5&6: individually

impaired 157,400 76,689 - - -
Grade 7: individually impaired 48,988 - - -

Grade 8: individually impaired 42,400 - - - 380 3
Total 248,788 76,689 - - 380 3
Collaterals

The Group holds collateral against loans and advances in the form of cash, guarantees,
mortgages and liens over properties or other securities over assets. Estimates of fair value are
based on the value of collateral assessed at the time of botrowing, and are subsequently
monitored on a periodic basis. Generally collateral is not held against non-trading investments
and due from banks, and no such collateral was held at 31 December 2007 or 2006.

The management estimates the fair value of collaterals and other security enhancements held

against individually impaired loans and advances to reasonably approximate AED 24 million
as at the reporting date.
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3. FINANCIAL RISK MANAGEMENT (CONTINUED)

{b) Credit risk (continued)
The Group monitors concentrations of credit risk by sector and by geographic location. An
analysis of concentrations of credit risk is shown below:

Loans and advances Due from banks Non-trading investments
2007 2006 2007 2006 2607 2006
AED000 AED'000 AED 000 AED'000 AED*000 AED™000
Carrying amount 20,777,094 12,642,569 209,087 664,665 1,992,313 835,211
Concentration by sector
Commercial and
Business:-
Agriculture & allied
activities 23,227 30,571 - - - -
Mining & quarrying 100,485 20,734 - - - -
Manufacturing 1,192,886 514,413 - - - -
Construction 2,631,925 1,640,646 - - 241,183 79,533
Trade 6,539,564 4,771,658 - - - -
Transport &
communication 288,600 141,782 - - 9,336 14,252
Services 2,369,413 1,808,143 - - 67,241 4,299
Total commercial and
Business 13,146,100 8,927,947 - - 317,760 98,084
Banks and financial
institutions 490,508 58,742 209,087 664,665 1,047,652 348,832
Government and :
public sector entities 800,642 36,386 - - 626,901 388,672
Personal-schematic 1,287,813 802,617 - - - -
Personal-business 4,211,398 2,366,180 - - - -
Others 1,125,476 707,491 - - - -
21,061,937 12,899,363 209,087 664,665 1,992,313 835,588
Less: Provisions for
impairment (284,847 (256,794) - - - (377
Total currying amount 20,777,094 12,642,569 209,087 664,665 1,992,313 835211
Loans and advances Due from banks Non-trading
investments
2007 2006 2007 2006 2007 2006
AED000 AED000 AED’000 AED000 AED000 AED'Q00
Concentration by
location
UAE 20,076,708 12,521,070 76,932 197,314 1,416,308 726,391
GCC 682,021 121,499 45,335 95,647 156,563 11,422
Other Arab
Countries - - 887 456 211,319 4,962
Europe - - 82,801 358,006 88,213 -
USA - - 2,391 12,606 37,016 -
Asia 18.365 - 577 173 82,804 92,436
Others - - 164 463 - -
20,777,094 12,642,569 209,087 664,665 1,992,313 835,211

The concentrations by location for loans and advances and due from banks are measured based on the
residential status of the borrower. The concentration by location for non-trading investments is measured
based on the location of the issuer of the security.
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3.
(b)

(c)

FINANCIAL RISK MANAGEMENT (CONTINUED)
Credit risk (continued)

Settlement risk

The Group’s activities may give rise to risk at the time of settlement of transactions and
trades. Settlement risk is the risk of loss due to the failure of counterparty to honor its
obligations to deliver cash, securities or other assets as contractually due. Any delays in
settlement are extremely rare and are monitored and quantified as part of the Group’s ICAAP
framework and Operational Risk Management.

For certain types of transactions, the Group mitigates this risk by conducting settlements

through a settlement/clearing agent to ensure that a trade is settled only when both parties
have fulfitled their contractual settlement obligations. Settlement limits form part of the credit
approval/ limit monitoring process described above. Acceptance of settlement risk on free

settlement trades require transaction specific or counterparty specific approvals from Group
Risk Management Department.

Liquidity risk

Liquidity risk is the risk that the Group will encounter difficulty in meeting its obligations
associated with financial Labilities. It includes the risk of the inability to fund assets at
appropriate maturities and rates and the inability to liquidate assets at reasonable prices and in
an appropriate time frame and inability to meet obligations as they become due. Liquidity risk
can be caused by market disruptions or credit downgrades which may cause certain sources of
funding to diminish.

Management of Liquidity risk

Liquidity Risk is managed by the Treasury and ALM department in line with the regulatory
and internal policies and gnidelines.

The Group’s approach to managing liquidity risk is to ensure that it has adequate funding
from diversified sources at all times and that it can withstand any major shocks to its liquidity
position. Funds are raised using a broad range of instruments including customer deposits,
money market instruments and capital. The treasury and ALM department monitor the
liquidity profile of financial assets and liabilities and the projected cash flows arising from
existing and future business. Treasury maintains a portfolio of short-term liqnid assets and
inter-bank placements to ensure that sufficient liquidity is maintained. The daily liquidity
position is monitored and regular liquidity siress testing is conducted under a variety of
scenarios covering both normal and abnormal market conditions. The Group’s liquidity policy
is set by the Board of Directors and is subject to annual review. Adherence to the policies is
monitored by the Group Risk Management Department and ALCO.

Exposure to liquidity risk

The key measure used by the Group for measuring liquidity risk are advances to stable
resources which is a regulatory measure and the ratio of net liquid assets, i.e., total assets by
maturity against total liabilities by maturity.

Petails of the Group’s net liquid assets are surmmarized in the following table by the maturity
profile of the Group’s assets and liabilities based on the contractual repayment arrangements,
These do not take account of the effective maturities as indicated by the Group’s deposit
retention history. The contractual maturities of assets and liabilities have been determined on
the basis of the remaining period at the balance sheet date to the contractual maturity date.
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3. FINANCIAL RISK MANAGEMENT (CONTINUED)
{c) Liquidity risk {continued)

The maturity profile of the assets and liabilities at 31 December 2007 were as follows:

From From
Less than 3 Jto 6 6 months Over
Taotal months months to 1 year 1 year
Assets < AED'000 >
Cash and balances with
Central Bank 5,730,341 5,730,341 - - -
Due from banks 209,087 177977 - - 31,110
Loans and advances 20,777,094 8,527,644 944,380 1,056,204 10,248,366
Investment securities 2,290,410 123,137 54,120 23,815 2,089,338
Property and equipment 415,642 481 133 4,435 410,593
Other assets 1,013,443 1,013,443 - - -
Total assets 30,436,017 15,573,023 908,633 1,084,454 12,779,907
Liabilities and equity
Due to banks 3,241,929 1,993,204 - 1,248,725 -
Customers’ deposits 21,176,937 18,852,614 913,452 1,244,283 166,538
Other liabilities 1,258,253 1,258,253 - - -
Equity 4,758,898 344,843 - - 4,414,055
Tatal liabilities and
Equity 30,436,017 22,448,914 913,452 2,493,008 4,580,643
The maturity profile of the assets and liabilities at 31 December 2006 were as follows:
From From
Less than 3 3t06 6 months Over
Total ‘months months to 1 year 1 year
Assets < AED'000 >
Cash and balances with
Central Bank 3,227,018 3,227,018 - - -
Due from banks 664,665 633,555 - - 31,110
Loans and advances 12,642,569 6,878,490 472,174 685,332 4,606,573
Investment securities 1,055,189 - - 43,813 1,011,376
Property and equipment 381,796 216 1,005 1,311 379,264
Other assets 733,541 733,541 - - -
Total assets 18,704,778 11,472,820 473,179 730,456 6,028,323
Linbilities and equity
Due to banks 336,423 336,423 - - -
Customers’ deposits 13,755,671 12,510,452 527474 669,908 47,827
Other liabilities 802,592 802,592 - - -
Equity 3,810,092 477442 - - 3,332,650
Total liabilities and
equity 18,704,778 14,126,919 527,474 669,008 3,380,477
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(©)

()

FINANCIAL RISK MANAGEMENT (CONTINUED)
Liquidity risk (continued)

The table shows undiscounted cash flows on the Group’s financial assets and Habilities on the
basis of their earliest possible contractual maturity. The Group’s expected cash flows may
vary from this analysis.

Market risks

Market risk is the risk that changes in market prices, such as interest rates, equity prices,
foreign exchange rates and credit spreads will affect the Group’s income and / or value of a
financial instrument. The Group manages its market risk in order to achieve optimum returns
while maintaining market risk exposures within prudent limits.

Management of market risks

The Board of Directors has set risk limits based on sensitivity analyses and notional limits
which are closely monitored by the Middle Office (Group Risk Management), reported daily
to Senior Management and discnssed monthly by the ALCO.

The Group separates its exposure to market risk between trading and non-irading portfolios
with overall responsibility vested in the AL.CO. The Group Risk Management Department is
responsible for the development of detailed risk management policies and for the day-to-day
review of their implementation subject to review and approval by the ALCO.

Exposure to market risks — trading portfolios

The principal tools used to measure and control market risk exposure within the Group’s
trading porifolios are factor sensitivity limits and Value at Risk (VaR). The VaR of a trading
portfolio is the estimated loss that will arise on the portfolio over a specified period of time
(holding period) from an adverse market movement with a specified probability (confidence
level). The VaR model used by the Group is based upon a 99 percent confidence level and
assumes a 10-day holding period. The VaR model used is based on historical and Monte Carlo
simulation taking into account market data for the last five years.

Although VaR is an important tool for measuring market risk, the assumptions on which the

model is based do give rise to some limitations, including the following:

» A 10-day holding period assumes that it is possible to hedge or dispose of positions within
that period. This is considered to be a realistic assumption in almost all cases but may not
be the case in situations in which there is severe market ill-liquidity for a prelonged
period.

» A 99 percent confidence level does not reflect losses that may occur beyond this level.
Even with the model used there is a one per cent probability that losses could exceed the
VaR.

s VaR is calculated on an end-of-day basis and does not reflect exposures that may arise on
positions during the trading day, although real time limit monitoring mitigates this risk
somewhat.

¢ The use of historical data as a basis for determining the possible range of future cutcomes
may not always cover all possible scenarios, especially those of an exceptional nature.

e The VaR measure is dependent upon the Group’s position and the volatility of market

prices. The VaR of an unchanged position reduces if the market price volatility declines
and vice versa.
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FINANCIAL RISK MANAGEMENT (CONTINUED)
Market risks (continued)

The Group uses VaR limits for specific foreign exchange, interest rate, and equity price risks.
The overall structure of VaR limits is subject to review and approval by the ALCO. VaR
limits are allocated only to the trading portfolio, VaR is measured at least daily for more
actively traded portfolios. Daily reports of utilization of VaR limits are produced by the
Group Risk Management department and periodic summaries are submitted to the ALCO.

The limitations of the VaR methodology are recognized by supplementing VaR limits with
other position and sensitivity limit structures, including limits to address potential
concentration risks within each trading portfolio. In addition, the Group uses stress tests to

mode] the financial impact of exceptional market scenarics on individual trading portfolios
and the Group’s overall position.

Exposure to Interest rate risk — non trading pertfolio

Interest rate risk arises from interest bearing financial instruments and reflects the possibility
that changes in interest rates will adversely affect the value of the financial instruments and the
related income. The Group manages the risk principally through monitoring interest rate gaps,
matching the re-pricing profile of assets and liabilities and by having pre-approved limits for
repricing bands. The ALCO is monitoring compliance with these limits and is assisted by the
Group Risk Manapement Department for the day-to-day monitoring of activities.
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3.
(d)

FINANCIAL RISK MANAGEMENT (CONTINUED)

Market risks (continued)

A summary of the Group’s interest rate gap position on the non-trading portfolio is as follows:

31 December 2007

Cash and balences
with Central Bank
Due from banks
Loans and advances
Investitent securities

Due to banks
Customers’ deposits

31 December 2006

Cash and balances
with Central Bank
Due from banks
Loans and advances
Investment securities

Due to banks
Customers’ deposits

Less than From3 to From 6 Over 1 Total
3 months 6 months months to year
1 year
< AED'000 >
5,730,341 - - - 5730341
177,977 - - 31,110 209,087
18,484,626 1,001,767 1,259,429 31,272 20,777,094
- - 123,137 1,869,176 1,992,313
24,392,944 1,001,767 1,382,566 1,931,558 28,708,815
2,176,854 - 716,140 348,935 3,241,929
16,720,700 1,090,976 1,098,822 2,266,439 21,176,937
18,897,554 1,090,976 1,814,962 2,615,374 24,418,866
5,495,390 {89,209) {432,396) (683,816) 4,289,969
Less than From 3 to From 6 Qver 1 Total
3 months 6 months months to year
1 year
< AED'000 >
3,227,018 - - - 3,227,018
633,335 - - 31,110 664,665
10,629,447 1,001,558 021,937 89,627 12,642,569
- - - 835,211 835,211
14,490,020 1,001,558 921,937 955,948 17,369,463
336,423 - - - 336,423
10,627,348 1,394,928 380,806 1,352,089 13,755,671
10,964,271 1,394,928 380,806 1,352,089 14,092,004
3,525,749 (393,370} 541,131 (396,141) 3,277,369
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FINANCIAL RISK MANAGEMENT (CONTINUED)
Market risks (continued)

Overall non-trading interest rate risk positions are managed by the Treasury and ALM
Department, which uses investment securities, advances to banks, deposits from banks and
derivative instruments to manage the overall position arising from the Group’s non-trading
activities.

Currency risk

Currency risk is the risk that the value of a financial instrument will fluctuate due to changes
in foreign exchange rates and arises from financial instmments denominated in a foreign
currency. The Group’s functional currency is the UAE Dirham. The Board of Directors has
set limits on positions by currency. Positions are closely monitored and hedging strategies are
used to ensure positions are maintained within established limits. At 31 December, the Group
had the following significant net exposures denominated in foreign currencies:

Net spot Forward Net exposure

Position Position 2007 2006
Currency < AED'000 >
US Dollar (238,017) (403,962) (641,979) 13,999
Great Britain Pound (106,973) 110,326 3,353 636
Japanese Yen 5,278 (3,593) 1,685 4,744
Euro 15,710 (11,415) 4,295 (12,721)
Others (187,997) 306,253 118,256 6,283
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FINANCIAL RISK MANAGEMENT (CONTINUED)

Operational risks

Operational risk is the risk of direct or indirect loss arising from a wide variety of causes
associated with the Group’s processes, personnel, technology and infrastructure, and from
external factors (other than credit, market and liquidity risks) such as those arising from legal
and regulatory requirements and generally accepted standards of corperate hehavior.

Operational risks arise from all of the Group’s operations and are faced by all business
entities.

The Group’s objective is to manage operational risk so as to balance the avoidance of
financial losses and damage to the Group’s reputation with overall cost effectiveness and to
avoid control procedures that restrict initiative and creativity.

The primary responsibility for the development and implementation of controls to address

operational risk is of the Senior Management of the Group, which is further assigned to the

Heads of individual units, departments or branches. This responsibility is supported by the

development of overall Group standards for the manapement of operational risk in the

following areas:

—  Requirements for appropriate segregation of duties, including the independent
authorization of transactions;

— Requirements for the reconciliation and monitoring of transactions;

—  Compliance with regulatory and other legal requirements;

—  Documentation of controls and procedures;

—  Requirements for the pericdic assessment of operational risks faced, and the adequacy
of controls and procedures to address the risks identified;

—  Requirements for the reporting of operational losses and proposed remedial action;

- Development of contingency plans;

—  Training and professional development;

—  Ethical and business standards (through the Group’s approved and functional
Code of Ethics);

—  Risk mitigation, including insurance where this is effective; and

—  Whistle Blowing and Incident Reporting Policies which have been finalized and will
become fully operational in 2008.

The Group has established a framework of policies and procedures to identify, assess,
control, manage and report risks and has set up an Operational Risk Management Unit for the
purpose of identifying and managing risk. As part of the Operational Risk Management Plan
(ORM Plan}, implemented during the year, the Operational Risk Management Unit (ORMU)
prepares various reports on a quarterly basis including;

e Departmental and Bank-wide OpRisk dashboards covering all key risks faced by the
cluster;

OpRisk Heat Maps covering the clusters;

Operational Risk Register;

Analysis of Operational Risk Loss data; and

Analysis/update of Operational Risk Loss database.

Moreover, the ORMU conducts an assessment of the Group’s disaster recovery and business
continuity, as well as detailed System Risk assessments of all new/upgraded IT systems.
Currently, plans are underway to include comprehensive disaster recovery and business

continuity as part of Operational Risk Management Unit together with an IT security and
security policy.
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3.
(e)

M

FINANCIAL RISK MANAGEMENT (CONTINUED)

Operational risks (continued)

Compliance with policies and procedures is supported by periodic reviews undertaken by
Internal Audit The results of these reviews are discussed with the manapement of the

business unit to which they relate, with summaries submitted to the Board and Senior
Management of the Group.

Capital management
Regulatory capital

The Group’s lead regulator, the Central Bank of the UAE sets and monitors regulatory capital
1equirements.

The Group’s cbjectives when managing capital are to :

» Safeguard the Group's ability to continue as a going concern and increase the returns for
the shareholders; and

e Comply with regulatory capital requirements set by the Central Bank of the UAE.

In implementing current capital requirements, the Group calculates the Capital Adequacy ratio
in accordance with the guidelines issued by the Central Bank of the UAE prescribing the ratio
of total capital to total risk-weighted assets.

The Group’s regulatory Capital Adequacy ratio, set by the Central Bank of the UAE at a
minimum level of 10%, is analyzed into two tiers as follows:

31 Dec, 2007 31 Dec, 2006

AED’000 AED’000
Tier 1 capital
Share capital 1,411,845 1,052,093
Statutory reserve 1,257,375 1,022,823
General reserve 1,070,000 870,000
Retained earning 178,676 70,948
Total 3,917,896 3,015,864
Tier 2 capital
Fair value reserve for available for sale investments 205,884 124,526
Deductions from Tier 1 & Tier 2
Investments in subsidiaries (10,000) (10,000)
Total capital base (a) 4,113,780 3,130,390
Risk Weighted Assets:
On balance sheet 21,304,701 13,925,564
Off balance sheet 4,378,046 1,605,305
Risk weighted assets (b) 25,682,747 15,530,869
Capital adequacy ratio (%) [(a)/(b)*100] 16.0% 20.2%
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3

®

FINANCIAL RISK MANAGEMENT (CONTINUED)
Capital management (continued)

The Group and its subsidiary have complied with all externally imposed capital requirements
throughout the period.

There have been no material changes in the Group’s management of capital during the year.

Capital allocation

The Group also internally assesses its capital requirements taking into consideration growth
requirements and business plans, and quantifies its Regulatory as well as Risk/Economic
Capital requirements within its integrated Internal Capital Adequacy Assessment Policy
(ICAAP) Framework. Risks such as Interest Rate Risk on the Banking Book, Concentration
Risk, Strategic Risk, Legal and Compliance Risk, and Reputational Risk are all part of the
ICAAP.

The Group also calculates the Risk Adjusted Return on Capital (RAROC) for credit
applications that are priced on a risk-adjusted basis. RAROC calculations are also built into
the newly implemented Credit Appraisal System, which has become functional in 2007.
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4.

FINANCIAL ASSETS AND LIABILITIES

The table below sets out the Group’s classification of each class of financial assets and liabilities and

their fair values:

Other Total
Designated Held-to- Loans and Available  amortized Carrying
at fair value Maturity advances for sale cost Amount Fair
value
< AED000 >
31 December 2007
Cash and balances with - - - - 5,730,341 5,730,341 5,730,341
Central Bank
Due from banks - - 209,087 - - 209,087 209,087
Loans and advances - - 20,777,094 - - 20,777,094 20,218,540
Investment securities 298,097 252,580 - 1,739,733 2,280,410 2,290,410
298,097 252,580 20,986,181 1,739,733 5,730,341 29,006,932 28,448 378
Due to banks - - - - 3,241,929 3,241,929 3,241,929
Customers’ de]:msits - - - - 21,176,937 21,176,937 21,020,510
- - - - 24,418,866 24,418,866 24,262,439
Other Total
Designated Held-to- Loans and Available- amortized Carrying
at fair value Maturity advances for sale cost Amount Fair
value
3 AED 000 >
31 December 2006
Cash and balances
with Central Bank - - - - 3,227,018 3,227,018 3,227,018
Due from banks - - 664,665 - - 664,665 664,665
Loans and advances - - 12,642,369 - - 12,642,569 12,281,715
Investment securities 219,978 217,436 - 617,775 - 1,055,189 1,055,189
219,078 217436 13,307,234 617,775 3,227,018 17,589,441 17,228,587
Due to banks - - - - 336,423 336,423 336,423
Customers’ deposits - - - - 13,755,671 13,755,671 13,657,839
- - - - 14,192,094 14,092,094 13,994,262

29



Commercial Bank of Dubai PSC

Notes to the consolidated financial statements (continued)
For the year ended 31 December 2007

5. CASH AND BALANCES WITH CENTRAL BANK

2007 2006
AED'000 AED'000
Cash on hand 488,013 345,401
Balances with the Central Bank 647,642 41,908
Statutory reserves with the Central Bank 1,194,686 864,709
Negpotiable certificates of deposit with the Central Bank 3,400,000 1,975,000
5,730,341 3,227,018
6. L.OANS AND ADVANCES
The composition of the loans and advances portfolio is as follows:
2007 2006
AED'000 AED'000
Overdrafts 6,632,092 5,425,606
Loans 12,727,528 6,328,414
Advances against letters of credit and trust receipts 772,156 540,992
Bills discounted 930,161 604,351
Gross loans and advances 21,061,937 12,899,363
Less: Provisions for impairment losses (284,843) (256,794)
Net loans and advances 20,777,094 12,642,569
The movements on provisions for impairment losses are as follows:
' 2007 2006
AED'000 AED'000
Balance at 1 January 256,794 234,962
Amounts written off during the year (22,921) (20,537)
Charge for the year 48,931 38,800
Interest not recognized 26,156 24,628
Recoveries (24,117) (21,159)
284,843 256,794
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7.

7.1

7.2

73

INVESTMENT SECURITIES
2007 2006
AED'000 AED'000
Investments at fair value through
income statement 298,097 219,978
Held-to-maturity 252,580 217,436
Available-for-sale
Quoted securities 1,337,664 617,775
Fund of funds investments 401,561 -
Investment in joint venture 508 -
2,290,410 1,055,189

Fund of funds investments

This represents the investments in Fund of funds in global and regional asset management
funds as a part of the Group’s strategy of diversifying its holdings.

Investment in joint venture

During the year the Group has entered into a joint venture with Rasmala Investments
Holdings Ltd (‘Rasmala’} and formed a company named “Rasmala CBD Asset
Management Ltd”. The share capital of the Company is US Dollars 1,000,000 of which
30% is owned by the Group and remaining 70% is owned by Rasmala. The principle
activity of the company is asset management.

Impairment loss on available for sale investments

In March 2007, the management identified certain investments classified as available for
sale investments, as being impaired. The impairment loss totaled AED 11.9 million
including amounts taken directly to equity at the previous reporting date. In accordance
with the Group’s accounting policy, this irnpairment loss has accordingly been removed
from the equity and recopnized in the income statement during the three months period
ended 31 March 2007.

Subsequently the fair value of theses impaired securities as at 31 December 2007

increased; however, as required by IAS-39 the increase in value has been taken directly to
equity.
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8. PROPERTY AND EQUIPMENT

Freehold Leasehold Furniture, Capital
land and improve- equipment work in
buildings ments & vehicles progress Total
< AED’000 >
Cost
At 1 January 2007 373,127 18,897 107,938 53,778 553,740
Additions during the year 4,437 3,548 37,379 24,239 69,603
Transfer from capital work
in progress 51,011 - 577 (51,588) -
Disposals - - (1,920) (139 (2,059)
At 31 December 2007 428,575 22,445 143,974 26,290 621,284
Depreciation
At 1 January 2007 85,072 14,651 72,221 - 171,944
Charge for the year 13,830 1,905 19,882 - 35,617
On disposals - - (1,919) - (1,919)
At 31 December 2007 98,902 16,556 90,184 - 205,642,
Net book values
At 31 December 2007 329,673 5,889 53,790 26,290 415,642
Freehold Leasehold Farnpiture, Capital
land and improve- equipment work in _
buildings ments & vehicles progress Taotal
< AED?000 >
Cost
At 1 January 2006 356,841 16,647 94,053 25,217 492,758
Additions during the year 12,255 2,261 16,683 32,679 63,378
Transfer from capital work in
progress 4,031 - 54 (4,08B5) -
Disposals - (1 (2,852) (EE)] (2,896)
At 31 December 2006 373,127 18,897 107,938 53,778 553,740
Depreciation
At 1 January 2006 73,677 12,943 60,538 - 147,158
Charpge for the year 11,395 1,712 14,512 - 27,619
On disposals - G (2,829) - (2,833)
At 31 December 2006 85,072 14,651 72,221 - 171,944
Net book values
At 31 December 2006 288,055 4,246 35,717 53,778 381,796

Freehold land and buildings include the market value of a plot of land donated to the Group by
the Government of Dubai in 1998, The market value amounted to AED 38,638,000 was

determined by independent appraisers at that time and has been credited to capital reserve.
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9.

10.

11.

OTHER ASSETS
2007 2006
AED'000 AED'000
Interest receivable 163,974 119,153
Accounts receivable and prepayments 57,015 54,863
Customer’s indebtedness for acceptances 714,314 532,986
Positive fair value of derivatives 22,259 10,211
Accounts receivable from brokerage customers 55,881 16,328
1,013,443 733,541
OTHER LIABILITIES
2007 2006
AFD'000 AED'000
Interest payable 110,341 66,187
Employees’ terminal benefits 42,660 34,744
Staff long term incentive 6,000 -
Accounts payable and unearned income 283,635 108,927
Negative fair value of derivatives 34,430 12,540
Liabilities under acceptances 714,314 543,197
Accounts payable to brokerage customers 46,873 36,997
1,258,253 802,592
EQUITY
Share capital

The issued and fully paid up ordinary share capital as at 31 December 2007 comprised
1,129,476,420 ordinary shares of AED 1 each (2006: 1,052,092,966 shares of AED 1 each).

Share subscription through rights issne

The shareholders in their Extra-ordinary General meeting held on 15 February 2006 approved

- an increase in the share capital as it was on 31 December 2005 by 50% through a rights issue

at AED 4 per share including a share premium of AED 3 per share to be subscribed by the
shareholders either in lump-sum or in three installments by 20 June 2006, 20 September 2006
and 20 March 2007.

The shareholders have subscribed and fully paid for 313,228,282 numbers of shares of AED
1,252,913,128 including share premium till 20 March 2007. The unsubscribed shares of
515,168 amounting to AED 2,060,672 including the share premium were allocated on a
pro-rata basis in accordance with the Article (29) of the Articles of Association of the Group
to those shareholders who have additionally subscribed by 20 June 2006. The share capital of
the Group is increased after the completion of all legal formalities.

Retained earnings

These include an amount of 10 million representing bonus shares issued by the subsidiary
Company, approved in its Executive Committee meeting held on 17 January 2007.
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11.

12.

EQUITY (CONTINUED)

Legal reserve

Federal Law No. 8 of 1984 (as amended), Union Law No. 10 of 1980 and the Bank’s
Articles of Association requires that a minimum of 10% of the annual net profit be
transferred to a legal reserve, until such time as this reserve equals 50% of share capital.
As a result of increase in the share capital due to rights issue, the Group has transferred
AED 232,150,362 (“the share premium collected’™) during the year to the legal reserve.

The legal reserve is not available for distribution except under the circumstances
stipulated by the law.

Capital reserve

This reserve represents the market value of the donated land at the date of donation as
more fully explained in note 8 and is not available for distribution to the shareholders.

General reserve
The general reserve is a reserve available for distribution.

Cumulative changes in fair values

This represents net change in the fair values of available-for-sale investments held by the
Group and is not available for distribution to the shareholders. When the available-for-

sale investments are derecognized or impaired, the cumulative gain or loss is recognized
in the income statement.

Proposed distributions

The Board of Directors proposes the following distributions for approval by the Annuat
General Meetings of the shareholders to be held on 27 February 2008.

i) Proposed bonus issue

A bonus issue of 25 per cent in the ratio of 2.5 shares for every 10 shares held (2006:

Nil) is proposed. This amount would be transferred to share capital on completion of
all legal formalities.

ii) Proposed cash dividend

A cash dividend of 30 per cent of the share capital amounting to AED 338,843,000
{2006: AED 473,442,000) is proposed representing a dividend of AED 0.30 per share
(2006: AED (.45 per share).

iii) Proposed directors’ remuneration

In accordance with Article 118 of Federal Law No.8 of 1984, Directors’ remuneration
amounting to AED 6,000,000 (2006: AED 4,000,000) has been treated as an

appropriation from equity.

INTEREST INCOME
2007 2006
AED'000 AED'000
Loans and advances 1,213,336 859,088
Negotiable certificates of deposit with the Central Bank 110,575 72,372
Due from banks 22,350 59,991
Held-to-maturity investments 15,262 12,380
Available-for-sale investments 16,428 5,280
1,377,951 1,010,011
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13. INTEREST EXPENSE

2007 2006
AED'000 AED'000
Due to banks 36,536 19,138
Customers’ deposits 469,679 364,969
506,215 384107

14. NET FEES AND COMMISSION INCOME
2007 2006
AED'000 AED'000
Lending activities 81,819 57,479
Trade finance activities 121,606 97,858
Others 62,737 59,165
: 266,162 214,502

15. NET GAINS/ (LOSSES) FROM INVESTMENTS AT FAIR VALUE
THROUGH INCOME STATEMENT

2007 2006
AED'000 AED'000

Net realized gains on sale of investments at fair value
through income statement 34474 2,145

Net unrealized pains/ (losses) on investments at fair value
through income statement 82,391 (37.422)
116,865 (35,277)

16. DIVIDEND INCOME

2007 2006
AED'000 AED'000
Investments at fair value through income statement 6,623 2,985
Available-for-sale investments 9,117 6,944
15,740 9,929
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17.

18.

19.

20.

21.

GENERAL AND ADMINISTRATIVE EXPENSES

General and administrative expenses include staff related expenses of AED 270.5 million
(2006: AED 187.2 million).

EARNINGS PER SHARE

The earnings per share is based on the Group’s profit attributable to shareholders for the
year amounting to AED 935.917 million (2006: AED 601.372 million, and on the weighted
average number of shares in issue totaling 1,117,928,914 (2004 955,961,353,

CASH AND CASH EQUIVALENTS

2007 2006

AED™000 AED'000
Cash on hand 488,013 345401
Balances with the Ceniral Bank 647,642 41,908
Negotiable certificate of deposit with the Central Bank 3,400,000 1,975,000
Due from banks maturing within three months 177.977 633,555

4,713,632 2,995,864
Due to banks maturing within three months (1,993,204) (336,423)

2,720,428 2,659,441

CONTINGENT LIABILITIES AND COMMITMENTS

Contingent liabilities represent credit-related commitments to extend letters of credit,
guarantees and forward foreign exchange contracts which are designed to meet the
requirements of the Group’s customers toward third parties. Commitments represent the
Group’s commitments towards approved un-drawn credit facilites. The amounts
reflected below represent the maximum accounting loss that would be recognized at the
balance sheet date if counter-parties failed completely to perform as contracted.

2007 2006

AED'000 AED'000
Contingent liabilities:

Letters of credit 3,134,343 1,524,537
Guarantees 6,509,393 5,159,773
9,643,736 6,684,310
Commitments:
Undrawn commitments to extend credit 1,132,590 780,540
Total contingeni liabilities and commitments 10,776,326 7,464,850
DERIVATIVES

The following table shows the fair values of derivative financial instruments at the
balance sheet date, together with the notional amounts, analyzed by terms to maturity. The
notional amount is the value of the derivative’s underlying asset and is the basis upon
which changes in the value of derivatives are measured. The notional amounts indicate the
volume of transactions onfstanding at the year end and therefore, are neither indicative of
the Group’s exposure to credit risk, which is generally limited to the positive fair value of
the derivatives, nor market risk.
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21. DERIVATIVES (CONTINUED)
31 December 2007
Positive Negative Notional Less than From From ~ Over
market market amount three three one five
value value months months to year years
one yeal to
five
years
< AED000 >
Held for trading:
Interest rate swaps 1,719 1,897 36,730 - - 36,730 -
Foreign exchange
Forwards 20,540 32,533 2,207,284 1,764,076 388,113 55,095 -
Total 22,259 34,430 2,244,014 1,764,076 388,113 91,825 -
22, CONCENTRATION OF ASSETS, LIABILITIES AND CONTINGENT LIABILITIES
2007 2006
Contingent Contingent
Assets Liabilities Liabilities Assets  Liabilities  Liabilities

Geographic region

«— AED000 —>

€«——— AED0) —>

Domestic 28907323 22,249,103 9,293,378 17,998,025 14,232,071 6,531,828
International 1,528,694 3,428,016 350,358 706,753 662,615 152,482
Total 30,436,017 25,677,119 9,643,736 18,704,778 14,894,686 6,684,310
Customer groups
Commercial and business 14,220,498 11,090,947 7,602,105 9,569,228 5,931,297 5,626,905
Banks and financial

institutions 2,003,021 3446358 619,320 1,262,362 471,868 692,586
Government and public

sector entities ©,069,870 1,344,794 66,565 3,208,260 1,844,518 18,099
Individuals 5,499,211 9,067,915 1,352,171 3,168,797 6,241,811 343,334
Others 2,043,417 727,105 3,578 1,406,131 405,192 3,386
Total 30,436,017 25,677,119 9,643,736 18,704,778 14,894,686 6,684,310

Domestic represents all balances with United Arab Emirates residents regardless of the currency
and international represents balances with overseas residents.
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23.

24.

25.

SEGMENTAL ANALYSIS

The Group operates in one geographic area, the United Arab Emirates, and its results arise
largely from commercial and retail banking activities,

RELATED PARTY TRANSACTIONS

These represent transactions with certain related parties (major non-Government shareholders of
the Group’s Directors and key management personnel of the Group and companies of which they
are principal owners} who were customers of the Group during the year. The terms of these
transactions are approved by the Group’s board:

Directors and key

management personnel
2007 2006
AED’000 AED’000
Loans
Qutstanding at 1 January 199,982 130,109
Loan issued 121,210 404,108
Repayments (14,587) (334,235)
QOutstanding at 31 December 306,605 199,982
Interest income 18,292 15,559
Deposits
Deposits at 1 January 266,169 282,715
Received 71,203 311,493
Repaid (205,055) (328,039)
Deposits at 31 December 132,317 266,169
Interest expense 3,316 4,559

Key management personnel are those persons having authority and responsibility for planning,
directing and controlling the activities of the Group, directly or indirectly, including any director
(whether executive or otherwise) of the Group.

No provisions for impairment have been recognized in respect of loans given to related parties
(2006: AED NIL)

The loans issued to directors during the year amounted to AED 121.2 million (2006: AED 404.1
million) are repayable monthly over a maximum period of 5 years (2006: 5 years) and carry

interest at the rates comparable to third party loans. These loans are unsecured (2006:
unsecuretd).

Key management compensation 2007 2006

y g P AED’000 AED000
Salaries and other short-term benefits 11,696 8,613
Post retirement benefits 723 545
Long term incentive 1,282 -

COMPARATIVE FIGURES

Certain comparative fipures have been reclassified to conform to the presentation adopted in
these financial statements.
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