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CONSOLIDATED FINANCIAL STATEMENTS
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REPORT OF THE AUDITORS TO THE SHAREHOLDERS OF 

THE NATIONAL BANK OF DUBAI PUBLIC JOINT STOCK COMPANY

We have audited the accompanying consolidated balance sheet of The National Bank of Dubai Public Joint Stock Company and its subsidiaries as of 31 December 2005, and the related consolidated statements of income, cash flows and changes in equity for the year then ended.  These consolidated financial statements are the responsibility of the Bank’s management. 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 plan and perform the audit to obtain reasonable assurance about whether the consolidated financial statements are free of material misstatement.  An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the consolidated financial statements.  An audit also includes assessing the accounting principles used and significant estimates made by management, as well as evaluating the overall consolidated financial statement presentation.  We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements present fairly, in all material respects, the financial position of the Bank and its subsidiaries as of 31 December 2005 and the results of their operations and their cash flows for the year then ended in accordance with International Financial Reporting Standards and comply, where appropriate, with the articles of association of the Bank, Federal law No. 8 of 1984 (as amended) and Federal Law No. 10 of 1980.

We also confirm that in our opinion proper books of account have been kept by the Bank and its subsidiaries, and the contents of the report of the Board of Directors relating to these consolidated financial statements are in agreement with the books of account.  We have obtained all the information and explanations we required for the purpose of our audit and, to the best of our knowledge and belief, no violations of the articles of association of the Bank, Federal Law No. 8 of 1984 (as amended) or Federal Law No. 10 of 1980 have occurred during the year which would have had a material effect on the business of the Bank or on its financial position.

Ernst & Young

Signed by

Edward B Quinlan

Partner

Registration No. 93

25 January 2006

Dubai

The National Bank of Dubai

Public Joint Stock Company
CONSOLIDATED INCOME STATEMENT
Year ended 31 December 2005



2005
2004


Notes
AED’000
AED’000
Interest income

1,916,044
1,167,276
Interest expense

(896,033)
(352,068)


(((((((
(((((((
Net interest income

1,020,011
815,208
Gain from disposal of available for sale securities

129,118
308,375
Other income
4
491,880
240,932



(((((((
(((((((


1,641,009
1,364,515



(((((((
(((((((
General and administrative expenses
5
(531,598)
(398,957)
Provision for impairment
6
(6,616)
(37,783)


(((((((
(((((((


(538,214)
(436,740)


(((((((
(((((((
NET PROFIT FOR THE YEAR

1,102,795
927,775


(((((((
(((((((
Basic earnings per share
7
AED 8.46 
AED 7.13



(((((((
(((((((
The attached notes 1 to 29 form part of these financial statements.
The National Bank of Dubai

Public Joint Stock Company 
CONSOLIDATED BALANCE SHEET
31 December 2005



2005
2004
Notes
AED’000
AED’000
ASSETS

Cash and balances with Central Bank
8
2,549,439
4,308,054

Due from banks

3,529,061
4,171,155

Securities
9
16,184,204
14,101,109

Loans and advances
10
27,936,688
16,619,862

Fixed assets
11
394,103
405,087

Other assets
12
814,816
662,017


((((((((
((((((((
TOTAL ASSETS

51,408,311
40,267,284


((((((((
((((((((
LIABILITIES AND EQUITY

LIABILITIES

Due to banks

5,574,741
3,006,942

Customers’ deposits

37,091,537
31,477,303

Medium term notes 
13
2,754,375
-     
Other liabilities
14
489,974
345,372


((((((((
((((((((


45,910,627
34,829,617


((((((((
((((((((
EQUITY

Share capital
15
1,296,779
1,080,649

Legal reserve
15
648,390
540,325
Special reserve
15
648,390
540,325
Reserve for general banking risks
15
300,000
300,000

General reserve
15
1,769,116
1,769,116

Retained earnings

658,515
512,692

Proposed cash dividend
16
518,712
648,389

Cumulative changes in fair values
17
(342,218)
46,171



((((((((
((((((((
TOTAL SHAREHOLDERS’ FUNDS

5,497,684
5,437,667


((((((((
((((((((
TOTAL LIABILITIES AND SHAREHOLDERS’ FUNDS

51,408,311
40,267,284


((((((((
((((((((
Approved by the Board of Directors on 25 January 2006 and signed on its behalf by:

	((((((((((((((((((((((((((((
	
	(((((((((((((((((((((

	 Chairman
	
	Deputy Chairman


	
	(((((((((((((((((((((
	

	
	Chief Executive Officer
	


The attached notes 1 to 29 form part of these financial statements 

The National Bank of Dubai

Public Joint Stock Company 
CONSOLIDATED STATEMENT OF CASH FLOWS
Year ended 31 December 2005


2005
2004


AED’000
AED’000
OPERATING ACTIVITIES
Net profit for the year
1,102,795
927,775

Adjustments for:

Depreciation
70,989
67,536

Provision for credit losses
6,616
37,783

Amortisation of premium/discount on securities
23,233
8,352


((((((((
((((((((
Operating profit before changes in operating assets and liabilities
1,203,633
1,041,446
 Deposits with UAE Central Bank
250,000
(250,000)

 Due from banks
1,381,124
(780,883)

 Trading securities (including managed funds)
(623,929)
(451,485)

 Loans and advances
(11,347,798)
(4,913,347)

 Other assets
(193,714)
(145,309)

 Customers’ deposits
5,614,234
4,605,974

 Due to banks
2,567,799
102,065

 Other liabilities
141,602
(17,906)

((((((((
((((((((
Net cash used in operating activities
(1,007,049)
(809,445)


((((((((
((((((((
INVESTING ACTIVITIES

Securities available for sale
(1,878,636)
1,501,409

Held to maturity securities
64,119
67,459

Additions to fixed assets, net of disposals
(60,005)
(27,741)


((((((((
((((((((
Net cash (used in) from investing activities
(1,874,522)
1,541,127


((((((((
((((((((
FINANCING ACTIVITIES

Medium Term Notes
2,754,375
-     

Dividends paid
(648,389)
(648,389)

Directors’ fees
(3,000)
(3,000)

((((((((
((((((((
Net cash from (used in) financing activities
2,102,986
(651,389)

((((((((
((((((((
(DECREASE) INCREASE IN CASH AND CASH EQUIVALENTS
(778,585)
80,293
Cash and cash equivalents at 1 January
6,316,484
6,236,191

((((((((
((((((((
CASH AND CASH EQUIVALENTS AT 31 DECEMBER
5,537,899
6,316,484

((((((((
((((((((
Cash and cash equivalents comprise the following balance sheet

amounts with original maturities of three months or less:
Cash and balances with Central Bank
2,549,439
4,058,054

Deposits and other balances due from banks
2,988,460
2,258,430

((((((((
((((((((

5,537,899
6,316,484

((((((((
((((((((
The attached notes 1 to 29 form part of these financial statements.

The National Bank of Dubai

Public Joint Stock Company 
CONSOLIDATED STATEMENT OF CHANGES IN EQUITY
Year ended 31 December 2005

	
	Share Capital
	Legal reserve
	Special reserve
	Reserve for

general

banking risks
	General reserve
	Retained earnings
	Proposed

cash

dividend
	Cumulative

changes in

fair values
	Total

	
	AED’000
	AED’000
	AED’000
	AED’000
	AED’000
	AED’000
	AED’000
	AED’000
	AED’000

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	At 1 January 2005 (restated)
	1,080,649
	540,325
	540,325
	300,000
	1,769,116
	512,692
	648,389
	46,171
	5,437,667

	
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	(((((((

	Net movement in cumulative changes in fair values recognised directly in equity
	-     
	-     
	-     
	-     
	-     
	-     
	-     
	(388,389)
	(388,389)

	
	
	
	
	
	
	
	
	
	

	Net profit for the year
	-     
	-     
	-     
	-     
	-     
	1,102,795
	-     
	-     
	1,102,795

	
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	(((((((

	Total income and expense for the year
	-     
	-     
	-     
	-     
	-     
	1,102,795
	-     
	(388,389)
	714,406

	
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((

	Dividends paid – 2004
	-     
	-     
	-     
	-     
	-     
	-     
	(648,389)
	-     
	(648,389)

	
	
	
	
	
	
	
	
	
	

	Issue of bonus shares
	216,130
	-     
	-     
	-     
	-     
	(216,130)
	-     
	-     
	-     

	
	
	
	
	
	
	
	
	
	

	Transfers
	-     
	108,065
	108,065
	-     
	-     
	(216,130)
	-     
	-     
	-     

	
	
	
	
	
	
	
	
	
	

	Directors’ fees
	-     
	-     
	-     
	-     
	-     
	(6,000)
	-     
	-     
	(6,000)

	
	
	
	
	
	
	
	
	
	

	Proposed cash dividend – 2005 (40%)
	-     
	-     
	-     
	-     
	-     
	(518,712)
	518,712
	-     
	-     

	
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	(((((((

	Balance at 31 December 2005
	1,296,779
	648,390
	648,390
	300,000
	1,769,116
	658,515
	518,712
	(342,218)
	5,497,684

	
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	(((((((


The attached notes 1 to 29 form part of these financial statements.

The National Bank of Dubai

Public Joint Stock Company 
CONSOLIDATED STATEMENT OF CHANGES IN EQUITY - continued
Year ended 31 December 2005

	
	Share Capital
	Legal reserve
	Special reserve
	Reserve for

general

banking risks
	General reserve
	Retained earnings
	Proposed

cash

dividend
	Cumulative

changes in

fair values
	Total

	
	AED’000
	AED’000
	AED’000
	AED’000
	AED’000
	AED’000
	AED’000
	AED’000
	AED’000

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	At 1 January 2004 ( as previously stated)
	1,080,649
	540,325
	540,325
	300,000
	1,769,116
	237,365
	648,389
	367,754
	5,483,923

	
	
	
	
	
	
	
	
	
	

	Adjustment arising from the application of IAS 39 revised
	-     
	-     
	-     
	-     
	-     
	(1,059)
	-     
	1,059
	-    

	
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	(((((((

	At 1 January 2004 (restated)
	1,080,649
	540,325
	540,325
	300,000
	1,769,116
	236,306
	648,389
	368,813
	5,483,923

	
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	(((((((

	Net movement in cumulative changes in fair values recognised directly in equity
	-     
	-     
	-     
	-     
	-     
	-     
	-     
	(322,642)
	(322,642)

	
	
	
	
	
	
	
	
	
	

	Net profit for the year
	-     
	-     
	-     
	-     
	-     
	927,775
	-     
	-     
	927,775

	
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	(((((((

	Total income and expense for the year
	
	
	
	
	
	927,775
	-     
	(322,642)
	605,133

	
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((

	Dividends paid – 2003
	-     
	-     
	-     
	-     
	-     
	-     
	(648,389)
	-     
	(648,389)

	
	
	
	
	
	
	
	
	
	

	Directors’ fees
	-     
	-     
	-     
	-     
	-     
	(3,000)
	-     
	-     
	(3,000)

	
	
	
	
	
	
	
	
	
	

	Proposed cash dividend – 2004 (60%)
	-     
	-     
	-     
	-     
	-     
	(648,389)
	648,389
	-     
	-     

	
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	(((((((

	Balance at 31 December 2004
	1,080,649
	540,325
	540,325
	300,000
	1,769,116
	512,692
	648,389
	46,171
	5,437,667

	
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	((((((
	(((((((


The attached notes 1 to 29 form part of these financial statements.

1
GENERAL

The National Bank of Dubai Public Joint Stock Company (the Bank) was incorporated in Dubai in 1963 as The National Bank of Dubai Limited under a charter granted by H.H. The Ruler of Dubai and was registered in 1994 under the Commercial Companies Law (Federal Law Number 8 of 1984 as amended) as a Public Joint Stock Company.  The address of the Bank’s registered office is P.O. Box 777, Dubai, United Arab Emirates.

The Bank’s principal activity is commercial banking.

The Bank employed 1,332 employees as of  31 December 2005 (2004 : 1,196)

2
BASIS OF PREPARATION

Accounting convention

The consolidated financial statements have been prepared under the historical cost convention as modified for the measurement at fair value of derivatives and investment securities other than held to maturity investments.  

The consolidated financial statements have been presented in UAE Dirhams (AED) which is the functional currency of the Bank and its subsidiaries.

Statement of compliance
The consolidated financial statements of the Bank and all its subsidiaries have been prepared in accordance with International Financial Reporting Standards (IFRS) and applicable requirements of United Arab Emirates laws.

Basis of consolidation
The consolidated financial statements comprise the financial statements of the Bank and all its subsidiaries as at 31 December each year.  The financial statements of the subsidiaries are prepared for the same reporting year as the parent company, using consistent accounting policies.

All intra-group balances, transactions, income and expenses and profits and losses resulting from intra-group transactions that are recognised in assets, are eliminated in full.

Subsidiaries are fully consolidated from the date of acquisition, being the date on which the Group obtains control, and continue to be consolidated until the date that such control ceases.

The extent of shareholding in, and the principal activities of the subsidiary companies are as follows:

	Subsidiary

companies
	Country of

incorporation
	Percentage

shareholding
	Principal activities

	
	
	
	

	National Financial

Services L.L.C.
	U.A.E.
	99.99%
	Broking services in financial instruments and commodities.  

	
	
	
	

	National Bank of Dubai

Trust Company (Jersey)

Limited
	Jersey
	100%
	Trustee and trust and company administration services in respect of trusts and companies established under the laws of Jersey and other jurisdictions for clients of The National Bank of Dubai Public Joint Stock Company.

	
	
	
	

	Aqarat L.L.C.
	U.A.E.
	99.99%
	Development and management of real estate and real estate projects.


2
BASIS OF PREPARATION - continued
Changes in accounting policies

The accounting policies, with the exception of the adoption of the revised version of IAS 32 and IAS 39, are consistent with those used in the previous year.

Adoption of revised version of IAS 32 and IAS 39
The Bank has adopted the revised versions of IAS 32 and IAS 39 which have become mandatory for financial years beginning on or after 1 January 2005.  The principal effects of these changes in policies are as follows:

Investments carried at fair value through income statement

The Bank now classifies non-trading investments upon initial recognition into the following four categories:

· Held to maturity

· Available for sale

· Investments carried at fair value through income statement 

· Investments carried at amortised cost
The Bank did not reclassify any of its non-trading investments into the category “investments carried at fair value through income statement” and as at the year end, the Bank did not have any non-trading investment classified in that category.

Investments originated by the Bank 

Investments in certain debt securities where the Bank provided funds directly to the issuer were previously classified as “originated by the Bank” and stated at amortised cost, less provision for impairment.  In accordance with the revised IAS 39 where such securities are quoted in an active market they have been reclassified with effect from 1 January 2004 as available for sale investments.  There was no impact on the income statement for the current or previous periods as the fair values of such debt securities were not materially different from their carrying values. 
Transition adjustment
In accordance with IAS 39, the unrecycled adjustment to retained earnings relating to fair values of available for sale investments, arising on the adoption of IAS 39, has been reclassified from retained earnings to “cumulative changes in fair value” as a separate component of equity.
Derecognition of financial assets

With effect from 1 January 2005 a financial asset (in whole or in part) is derecognised when the Bank has either transferred substantially all the risks and rewards of ownership or when it no longer has control over the asset or a proportion of the asset. 

Significant management judgements and estimates

Use of estimates:

The preparation of the financial statements requires management to make estimates and assumptions that may affect the reported amount of financial assets and liabilities, revenues, expenses, disclosure of contingent liabilities and the resultant provisions and fair value for the year.  Such estimates are necessarily based on assumptions about several factors and actual results may differ from reported amounts as described below: 
2
BASIS OF PREPARATION - continued
Impairment losses on loans and advances 

The Bank reviews its problem loans and advances on a regular basis to assess whether a provision for impairment should be recorded in the income statement.  In particular, judgement by management is required in the estimation of the amount and timing of future cash flows when determining the level of provisions required.  Such estimates are necessarily based on assumptions about the probability of default and probable losses in the event of default, the value of the underlying security, and realization costs.
Collective impairment provisions on loans and advances 

In addition to specific provisions against individually significant loans and advances, the Bank also makes a collective impairment provision against loans and advances which, although not specifically identified as requiring a specific provision, have a greater risk of default than when originally granted. The amount of the provision is based on the historical loss pattern for loans within each grade and is adjusted to reflect current economic changes.
Classification of investments:

Management decides on acquisition of an investment whether it should be classified as held to maturity, held for trading or  available for sale,. 

For those investments deemed to be held to maturity, management ensures that the requirements of IAS 39 are met and, in particular that the Bank has the intention and ability to hold these to maturity. 

The Bank classifies investments as trading if they are acquired primarily for the purpose of making a short term profit by the dealers.
All other investments are classified as available for sale. 

3
SIGNIFICANT ACCOUNTING POLICIES

The significant accounting policies adopted in the preparation of the consolidated financial statements are set out below:
Revenue recognition

Interest receivable and payable is recognised on a time proportion basis, taking account of the principal outstanding and the rate applicable.  The recognition of interest income is suspended when loans become impaired.

Notional interest is recognised on impaired loans and other financial assets based on the rate used to discount future cash flows to their net present value.  Material loan commitment fees are recognised on a time proportion basis over the commitment period.  Other fees and commissions receivable or payable are recognised when due. Dividend income is recognised when the right to receive payment is established.

When the Bank enters into an interest rate swap to change interest from fixed to floating (or vice versa) the amount of interest income or expense is adjusted by the net interest on the swap.

Cash and cash equivalents

Cash and cash equivalents comprise balances with maturities of three months or less from the date of acquisition including cash and balances with Central Bank, deposits with banks and other financial institutions.

Due from banks

These are stated at cost less any amounts written off and provision for impairment, if any.
Trading securities

These are initially recognised at cost and subsequently remeasured at fair value.  All related realised and unrealised gains or losses are included in income as gains or losses from trading securities.  
3
SIGNIFICANT ACCOUNTING POLICIES - continued
Non-trading securities

These are classified as follows:

· Held to maturity

· Available for sale

· Investments carried at fair value through income statement

· Investments carried at amortised cost

All securities are initially recognised at cost, being the fair value of the consideration given including acquisition charges associated with the investment. 

Premiums and discounts on non-trading securities (excluding those carried at fair value through income statement) are amortised on a systematic basis to maturity using the effective interest method and taken to interest income.

Held to maturity

Securities which have fixed or determinable payments and are intended to be held to maturity, are carried at amortised cost using the effective interest method, less provision for impairment in value.  

Available for sale

After initial recognition, securities which are classified “available for sale” are normally remeasured at fair value unless fair value cannot be reliably determined in which case they are measured at cost less impairment.  Fair value changes, are reported as a separate component of equity until the security is derecognised or the security is determined to be impaired.  On derecognition or impairment, the cumulative gain or loss previously reported as “cumulative changes in fair value” within equity is included in the income statement for the period.  

Investments carried at fair value through income statement
Investments are classified as fair value through income statement if the fair value of the investment can be reliably measured and the classification as fair value through income statement is as per the documented strategy of the Bank.  The Bank also classifies some compound debt instruments as fair value through income statement.  Under this option the Bank fair values the entire instrument instead of separating the embedded derivative from the host contract and carrying the host at amortised cost.  Investments classified as “Investments at fair value through income statement” upon initial recognition are remeasured at fair value with all changes in fair value being recorded in the income statement.

Investments carried at amortised cost

Debt instruments which do not meet the definition of held to maturity and which have fixed or determinable payments but are not quoted in an active market are treated effectively as loans and receivables carried at amortised cost, (adjusted for effective hedges) less provision for impairment in value.

Loans and advances 

Loans and advances are stated at amortised cost net of interest suspended, provisions for impairment and any amounts written off.  

3
SIGNIFICANT ACCOUNTING POLICIES - continued
Fixed assets

Fixed assets are stated at cost less accumulated depreciation and any impairment in value.  

Freehold land is not depreciated.  Depreciation is calculated on a straight line basis over the estimated useful lives of other fixed assets as follows:

· Freehold buildings
25 years

· Leasehold properties and improvements
Period of lease

· Office furniture, equipment and software
3 to 10 years

· Motor vehicles
4 years

The carrying values of fixed assets are reviewed for impairment when events or changes in circumstances indicate the carrying value may not be recoverable. If any such indication exists and where the carrying values exceed the estimated recoverable amount, the assets are written down to their recoverable amount.

Deposits

All money market and customer deposits are carried at cost less amounts repaid.

Employees' end of service benefits

With respect to its national employees, the Bank makes contributions to a pension fund established by the General Pension and Social Security Authority calculated as a percentage of the employees’ salaries.  The Bank’s obligations are limited to these contributions, which are expensed when due.

The Bank provides end of service benefits to its other employees.  The entitlement to these benefits is usually based upon the employees’ length of service and the completion of a minimum service period.  The expected costs of these benefits are accrued over the period of employment and are not less than the liability arising under the UAE Labour and National Pension and Social Security Laws.

Taxation

Taxation is provided in accordance with the fiscal regulations of the respective countries in which the Bank operates.
Provisions

Provisions are recognised when the Bank has a present obligation (legal or constructive) arising from a past event and the costs to settle the obligation are both probable and able to be reliably measured.

Derivatives 

Derivatives are stated at fair value.  

For the purposes of hedge accounting, hedges are classified into two categories: (a) fair value hedges which hedge the exposure to changes in the fair value of a recognised asset or liability; and (b) cash flow hedges which hedge exposure to variability in cash flows of a recognised asset or liability or a forecasted transaction.

In relation to effective fair value hedges, any gain or loss from re-measuring the hedging instrument to fair value as well as related changes in fair value of the item being hedged are recognised immediately in the income statement. 

In relation to effective cash flow hedges, the gain or loss on the hedging instrument is recognised initially in equity and either transferred to the income statement in the period in which the hedged transaction impacts the income statement, or included in the initial measurement of the cost of the related asset or liability.

For hedges which do not qualify for hedge accounting, any gains or losses arising from changes in the fair value of the hedging instrument are taken directly to the income statement for the period.

Hedge accounting is discontinued when the hedging instrument expires or is sold, terminated or exercised, or no longer qualifies for hedge accounting.  At that point in time:

3
SIGNIFICANT ACCOUNTING POLICIES - continued
Derivatives – continued 

(a)
for fair value hedges of financial instruments with fixed maturities any adjustment arising from hedge accounting is amortised over the remaining term to maturity.

(b)
for cash flow hedges, any cumulative gain or loss on the hedging instrument recognised in equity remains in equity until the hedged transaction occurs.  If the hedged transaction is no longer expected to occur, the net cumulative gain or loss recognised in equity is transferred to the income statement.

Certain derivatives embedded in other financial instruments are treated as separate derivatives when their economic characteristics and risks are not closely related to those of the host contract and the host contract is not carried at fair value through the income statement.  These embedded derivatives are measured at fair value with the changes in fair value recognised in the income statement.  

Fair values

For securities and derivatives quoted in an active market, fair value is determined by reference to quoted market prices. Bid prices are used for assets and offer prices are used for liabilities.

The estimated fair value of deposits with no stated maturity, which includes non-interest bearing deposits, is the amount payable on demand.  

For unquoted equity investments, fair value is determined by reference to the current market value of a similar investment, or is based on the expected discounted cash flows.  

The fair value of unquoted derivatives is determined either by discounted cash flows, (internal) pricing models or by reference to broker’s quotes.

The fair value of forward exchange contracts is calculated by reference to forward exchange rates with similar maturities.  

Impairment and uncollectibility of financial assets

An assessment is made at each balance sheet date to determine whether there is objective evidence that a specific financial asset may be impaired.  

If such evidence exists, any impairment loss, is recognised in the income statement.  Impairment is determined as follows:  

(a)
for assets carried at amortised cost, impairment is based on estimated cash flows discounted at the original effective interest rate.

(b)
for assets carried at fair value, impairment is the difference between cost and fair value.

(c)
for assets carried at cost, impairment is based on the present value of future cash flows discounted at the current market rate of return for a similar financial asset.

For available for sale securities reversals of impairment losses are recorded as increases in cumulative changes in fair value through equity.

In addition, a provision is made to cover collective impairment for groups of assets based on their estimated recoverable amounts.  

3
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 in foreign currencies are translated into UAE Dirhams at middle market rates of exchange ruling at the balance sheet date.  Any resultant gains and losses are taken to the income statement.  

Trade and settlement date accounting

All “regular way” purchases and sales of financial assets are recognised on the settlement date, i.e. the date the asset is delivered to the counterparty.  Regular way purchases or sales are purchases or sales of financial assets that require delivery of assets within the time frame generally established by regulation or convention in the market place.
Offsetting

Financial assets and financial liabilities are only offset and the net amount reported in the balance sheet when there is a legally enforceable right to set off the recognised amounts and the Bank intends to either settle on a net basis, or to realise the asset and settle the liability simultaneously.

Fiduciary assets

Assets held in trust or in a fiduciary capacity are not treated as assets of the Bank and accordingly are not included in these financial statements.

4
OTHER INCOME


2005
2004


AED’000
AED’000

Net fees and commission income
283,516
153,661

Gains from trading securities (including managed funds)
118,467
39,890
Gains on foreign currencies
59,841
26,688
Other
30,056
20,693

(((((((
(((((((

491,880

240,932


(((((((
(((((((
Gross fees and commission income amounted to AED 360,630 thousand (2004: AED 211,409 thousand).  Related fees and commission expense amounted to AED 77,114 thousand (2004: AED 57,748 thousand).  

5
GENERAL AND ADMINISTRATIVE EXPENSES


2005
2004


AED’000
AED’000

General and administrative expenses include:

 Staff costs
261,898
194,903
 Depreciation 
70,989
67,536

 Donations and charities
1,813
2,050
6
PROVISION FOR IMPAIRMENT


2005
2004


AED’000
AED’000

Loans and advances (Note 10)
30,972
37,783
Securities 
(23,000)
-     
Other assets
7,644
-     

Due from banks
(9,000)
-     

(((((((
(((((((

6,616
37,783


(((((((
(((((((
7
BASIC EARNINGS PER SHARE

Earnings per share is calculated by dividing the net profit for the year, net of directors’ remuneration, of AED 1,096,795 thousand (2004: AED 924,775 thousand) by the weighted average number of shares outstanding during the year of 129,677,885 of AED  10 each (2004: 129,677,885 shares of AED 10 each).  

No figure for diluted earnings per share has been presented as the bank has not issued any instrument which would have an impact on earnings per share when exercised.

8
CASH AND BALANCES WITH CENTRAL BANK

2005
2004


AED’000
AED’000
Cash in hand
266,435
247,448
Balances with Central Bank:

Clearing accounts
49,810
260,074
Reserve requirements
2,103,194
1,525,532
Certificates of deposit
130,000
2,275,000

(((((((
(((((((

2,549,439
4,308,054

(((((((
(((((((
9
SECURITIES


2005
2004

AED’000
AED’000
Trading, 

including managed funds
1,577,501
953,572

((((((((
((((((((
Non trading 
· Available For Sale

Quoted
14,575,159
13,078,372
Unquoted 
31,544
28,046

((((((((
((((((((

14,606,703
13,106,418

((((((((
((((((((
· Held To Maturity

Quoted
-     
64,119
Less: Provision for impairment
-     
(23,000)

((((((((
((((((((

-     
41,119

((((((((
((((((((
Total non-trading securities
14,606,703
13,147,537

((((((((
((((((((
Total securities
16,184,204
14,101,109

((((((((
((((((((
Quoted available for sale securities primarily comprise bonds.

9
SECURITIES – continued 

The movement in the provision for impairment of securities was as follows:


2005
2004

AED’000
AED’000
At 1 January
23,000
23,000

Provision written back during the year
(23,000)
-     

((((((((
((((((((
At 31 December
-     
23,000

((((((((
((((((((
The Bank, through its agent, enters into transactions to lend securities from its portfolio on a fully collateralised basis.  The borrowers are required to return the instruments at an agreed future date and to deposit the collateral with the agent.  The securities are not derecognised.  The fair value of securities lent as at the year end was AED 6,794,473 thousands (2004: AED 5,564,234 thousands).

Included under available for sale securities are unquoted equity securities with a value of AED 31,544 thousand (2004: AED 27,544 thousand), which are carried at cost. 

10
LOANS AND ADVANCES


2005
2004


AED’000
AED’000

Overdrafts
6,627,383
4,512,041

Loans
19,266,728
11,255,578

Other
2,293,353
1,084,014

((((((((
((((((((

28,187,464
16,851,633

Less provisions for impairment of loans and advances
(250,776)
(231,771)

((((((((
((((((((

27,936,688
16,619,862


((((((((
((((((((
The composition of the loans and advances portfolio is as follows:

Commercial and business
· Manufacturing

2,988,019
2,581,554

· Transport and services

2,573,345
2,662,139

· Trade

3,762,830
2,953,659

· Other 

6,446,730
2,127,878



((((((((
((((((((



15,770,924
10,325,230
Construction and real estate

6,526,880
3,850,620
Personal


5,638,884
2,444,012



((((((((
((((((((



27,936,688
16,619,862

((((((((
((((((((
At 31 December 2005, 92.1 % of the Bank’s loans and advances were to customers within the UAE (2004: 85.3%).

10
LOANS AND ADVANCES – continued 

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


2005
2004


AED’000
AED’000

Balance at 1 January
231,771
200,327
Charge for the year 
30,972
37,783

(((((((
(((((((

262,743
238,110
Amounts written off during the year
(11,967)
(6,339)

(((((((
(((((((
Balance at 31 December
250,776
231,771

(((((((
(((((((
At 31 December 2005, the gross amount of loans and advances on which interest is not being accrued or where interest is suspended amounted to AED 329,172 thousand (2004: AED 312,963 thousand).  Cumulative unrecognised interest relating to such loans amounted to AED 79,490 thousand (2004: AED 79,988 thousand).

11
FIXED ASSETS

Freehold
Leasehold

Capital




land and
properties and
Other
work-in
Total
Total


buildings
improvements
assets
progress
2005
2004


AED’000
AED’000
AED’000
AED’000
AED’000
AED’000

Cost:

 At 1 January
386,100
38,106
300,391
552
725,149
705,308
 Additions
1,364
3,353
55,868
2,335
62,920
28,100

 Transfers
-     
2,063
-     
(2063)
-     
-     

 Disposals
(30)
(2,843)
(4,647)
-     
(7,520)
(8,259)


((((((
((((((
((((((
((((((
((((((
((((((
 At 31 December
387,434
40,679
351,612
824
780,549
725,149


((((((
((((((
((((((
((((((
((((((
((((((
Depreciation:
 At 1 January
118,951
16,241
184,870
-     
320,062
260,426
 Provided for the year
15,007
3,733
52,249
-     
70,989
67,536

 Relating to disposals
-     
(1,687)
(2,918)
-     
(4,605)
(7,900)


((((((
((((((
((((((
((((((
((((((
((((((
At 31 December
133,958
18,287
234,201
-     
386,446
320,062


((((((
((((((
((((((
((((((
((((((
((((((
Net book value at end of year
253,476
22,392
117,411
824
394,103
405,087

((((((
((((((
((((((
((((((
((((((
((((((
The cost of the freehold land is AED 20,070 thousand (2004: AED 20,100 thousand).

12
OTHER ASSETS


2005
2004


AED’000
AED’000

Interest receivable
311,048
242,131
Sundry debtors and prepayments
154,875
83,413
Clearing
233,751
215,022
Positive fair value of derivatives (note 18)
115,142
121,451

(((((((
(((((((

814,816
662,017


(((((((
(((((((
13
MEDIUM TERM NOTES

2005
2004


AED’000
AED’000

Floating rate notes
2,754,375
-     



(((((((
(((((((
The Bank issued US$ 750,000,000 floating rate notes during the year under a US$ 1,000,000,000 Euro Medium Term Note programme.  The notes mature on 5 December 2010.  The effective interest rate at 31 December 2005 was 4.80% per annum.  

14
OTHER LIABILITIES


2005
2004


AED’000
AED’000

Interest payable
125,019
78,810
Staff related provisions
113,837
72,647
Negative fair value of derivatives (note 18)
88,257
119,901
Other
162,861
74,014

(((((((
(((((((

489,974
345,372

(((((((
(((((((
Other includes a provision for taxation amounting to AED 134 thousand (2004: AED 134 thousand). No taxation has been provided for 2005 (2004: Nil). 

15
SHARE CAPITAL AND RESERVES

Share capital

The issued and fully paid share capital of the Bank comprises 129,677,885 shares of AED 10 each (2004: 108,064,876 shares of AED 10 each).

At an Extraordinary General Assembly held on 13 November, 2005 the Bank’s shareholders approved an increase in the issued share capital of the Bank to 129,677,885 by means of a bonus issue of 21,613,009 shares of AED 10 each.

Legal reserve

In accordance with the Commercial Companies Law Number 8 of 1984 (as amended) and the Bank’s Articles of Association, a legal reserve equal to 50% of the paid up share capital of the bank is required to be established.  The transfer to the legal reserve during the year is that amount required to raise the reserve to 50% of the paid up share capital. The reserve is not available for distribution.

Special reserve

Article 82 of Union Law No. 10 of 1980 requires that 10% of the net profit is transferred to a special reserve until such reserve equals 50% of the paid up share capital. The transfer to the reserve during the year is that amount required to raise the reserve to 50% of the paid up share capital. This reserve is not available for distribution.

Reserve for general banking risks
The reserve for general banking risks may be utilised for any purpose to be determined by a resolution of the shareholders of the Bank at an ordinary general meeting, on the recommendation of the Board of Directors.

General reserve 

The general reserve may be utilised for any purpose to be determined by a resolution of the shareholders of the Bank at an ordinary general meeting, on the recommendation of the Board of Directors.

16
DIVIDENDS PAID AND PROPOSED

Dividends of AED 6 per share (totalling AED 648,389 thousand) relating to the year 2004 were declared and paid during the year.  During 2004, dividends of AED 6 per share (totalling AED 648,389 thousand) relating to the year 2003 were declared and paid.  

The Board of Directors has proposed a cash dividend amounting to AED 518,712 thousand at AED 4 per share of AED 10 each for the year 2005.  This is subject to the approval of the shareholders at the Annual General Meeting to be held during March 2006.

17
CUMULATIVE CHANGES IN FAIR VALUES


2005
2004


AED’000
AED’000

Available for sale securities
At 1 January
(9,682)
334,820
Adjustment on adoption of IAS 39 (revised)
3,909
1,059

(((((((
(((((((
Balance as at 1 January (restated)
(5,773)
335,879
Net decrease in fair value during the year
(229,978)
(13,779)

Realised during the year 
(125,140)
(327,873)

(((((((
(((((((
At 31 December 
(360,891)
(5,773)

(((((((
(((((((
Cash flow hedges
At 1 January 
51,944
32,934
Increase in fair value during the year
2,633
20,771

(((((((
(((((((

54,577
53,705
Realised during the year
(35,904)
(1,761)

(((((((
(((((((
At 31 December
18,673
51,944

(((((((
(((((((
Balance of cumulative changes in fair values at 31 December
(342,218)
46,171 

(((((((
(((((((
18
DERIVATIVES

The table below shows the positive and negative fair values of derivative financial instruments, which are equivalent to the market values, together with the notional amounts analysed by the term to maturity.  The notional amount is the amount of a derivative’s underlying asset, reference rate or index and is the basis upon which changes in the value of derivatives are measured.  The notional amounts indicate the volume of transactions outstanding at year end and are neither indicative of the market risk nor credit risk.

31 December 2005:


Notional amounts by term to maturity


Positive 
Negative
Notional

Over 3
Over 6



fair
fair
amount
Within 3
months to
months to
Over 1 to 5


value
value
Total
 months
6 months
12 months
years


AED’000
AED’000
AED’000
AED’000
AED’000
AED’000
AED’000

Derivatives held for trading:

Forward foreign exchange

contracts
20,984
9,936
4,167,939
3,403,950
121,836
454,731
187,422

Foreign exchange options
8,654
8,654
658,865
260,626
36,479
173,309
188,451

Forward rate agreements
3,577
6,961
3,048,175
1,615,900
183,625
1,248,650
-     
Interest rate caps
-     
80
22,000
-     
-     
-     
22,000

Interest rate swaps
77,712
54,447
7,224,516
55,216
-     
-     
7,169,300

Derivatives held as cash flow

hedges:

Interest rate swaps 
4,215
8,028
681,940
-     
-     
-     
681,940

Forward rate agreements
-     
151
150,000
150,000
-     
-     
-     

(((((((
(((((((
(((((((
(((((((
(((((((
(((((((
(((((((

115,142
88,257
15,953,435
5,485,692
341,940
1,876,690
8,249,113

(((((((
(((((((
(((((((
(((((((
(((((((
(((((((
(((((((
31 December 2004:


Notional amounts by term to maturity


Positive 
Negative
Notional

Over 3
Over 6



fair
fair
amount
Within 3
months to
months to
Over 1 to 5


value
value
Total
 months
6 months
12 months
years


AED’000
AED’000
AED’000
AED’000
AED’000
AED’000
AED’000

Derivatives held for trading:
  Forward foreign exchange
44,121
94,795
6,595,568
5,715,470
327,905
317,417
234,776

  contracts

  Foreign exchange options
6,056
6,056
265,884
69,478
-     
-     
196,406

  Forward rate agreements
1,825
1,386
1,726,075
-     
-     
-     
1,726,075

  Interest rate caps
-    
1,102
214,925
31,300
-     
-     
183,625

  Interest rate swaps
57,953
16,562
4,739,788
-     
-     
1,334,419
3,405,369

Derivatives held as cash flow

hedges:

Interest rate swaps
8,502
-     
918,125
-     
183,625
-     
734,500
Forward rate agreements
2,994
-     
2,203,500
-     
734,500
1,469,000
-     

(((((((
(((((((
(((((((
(((((((
(((((((
(((((((
(((((((

121,451
119,901
16,663,865
5,816,248
1,246,030
3,120,836
6,480,751


(((((((
(((((((
(((((((
(((((((
(((((((
(((((((
(((((((
18
DERIVATIVES – continued
Derivative product types

Forwards are contractual agreements to either buy or sell a specified currency, commodity or financial instrument at a specific price and date in the future.  Forwards are customised contracts transacted in the over-the-counter market.  

Swaps are contractual agreements between two parties to exchange interest or foreign currency differentials based on a specific notional amount.  For interest rate swaps, counterparties generally exchange fixed and floating rate interest payments based on a notional value in a single currency.  For currency swaps, fixed or floating interest payments as well as notional amounts are exchanged in different currencies.  

Options are contractual agreements that convey the right, but not the obligation, to either buy or sell a specific amount of a commodity or financial instrument at a fixed price, either at a fixed future date or at any time within a specified period. 

Derivative related credit risk

Credit risk in respect of derivative financial instruments arises from the potential for a counterparty to default on its contractual obligations and is limited to the positive fair value of instruments that are favourable to the Bank.  Approximately 80% (2004: 80%) of the Bank’s derivative contracts are entered into with other financial institutions and less than 20% (2004: 20%) of the fair value of favourable contracts are with any individual counterparty at the balance sheet date. 
Derivatives held or issued for trading purposes
Most of the Bank’s derivative trading activities relate to sales and strategic hedging (see below).  Sales activities involve offering products to customers at competitive prices in order to enable them to transfer, modify or reduce current and expected risks.  

Derivatives held or issued for hedging purposes

As part of its asset and liability management the Bank uses derivatives for hedging purposes in order to reduce its exposure to currency   and interest rate risks.  This is achieved by hedging specific financial instruments and forecasted transactions as well as strategic hedging against overall balance sheet exposures.  
The Bank uses interest rate swaps and forward rate agreements to hedge against the cash flow risks arising on certain floating rate placements and customer deposits.  In all such cases the hedging relationship and objective, including details of the hedged item and hedging instrument, are formally documented and the transactions are accounted for as cash flow hedges.  Where interest rate swaps and forward rate agreements are entered into to terminate the cash flow hedges, the cumulative gains reported earlier in equity are amortised to the income statement as and when the hedged transaction occurs.

For interest rate risk, strategic hedging is carried out by monitoring the repricing of financial assets and liabilities and entering into interest rate swaps, interest rate caps and options to hedge a proportion of the interest rate exposure.  As strategic hedging does not qualify for special hedge accounting, related derivatives are accounted for as trading instruments.

19
COMMITMENTS AND CONTINGENT LIABILITIES 

Credit-related commitments

Credit-related commitments include commitments to extend credit, credit default swaps, letters of credit, guarantees and acceptances, which are designed to meet the requirements of the Bank’s customers.

Letters of credit, guarantees and acceptances commit the Bank to make payments on behalf of customers contingent upon the failure of the customer to perform under the terms of the contract.  

Commitments to extend credit represent contractual commitments to make loans and revolving credits.  Commitments generally have fixed expiration dates, or other termination clauses, and normally require the payment of a fee.  Since commitments may expire without being drawn upon, the total contract amounts do not necessarily represent future cash requirements.

Credit default swaps commit the Bank to make payments to the buyer of the credit default swaps contingent upon the failure of the primary obligator to perform under the terms of the contract.

The Bank has the following credit related commitments:


2005
2004


AED’000
AED’000
Contingent liabilities:

Letters of credit
1,757,958
852,047

Guarantees and acceptances
5,593,138
2,924,572


(((((((
(((((((

7,351,096
3,776,619

(((((((
(((((((
Commitments:

Irrevocable commitments to extend credit:

Original term to maturity of one year or less
-     
-     

Original term to maturity of more than one year
4,281,000
3,376,000

(((((((
(((((((

4,281,000
3,376,000

(((((((
(((((((
Future capital expenditure commitments
18,068
16,435

(((((((
(((((((
20
RELATED PARTY TRANSACTIONS

The Bank enters into transactions with directors, key management personnel and their related concerns in the ordinary course of business at commercial interest and commission rates.  All the loans and advances to related parties are performing advances and are free of any provision for possible loan losses.  

The significant balances outstanding at 31 December in respect of related parties included in the consolidated financial statements are as follows:




2005
2004




AED’000
AED’000

Directors and key management personnel
Loans and advances

1,443,377
850,832

Customers’ deposits

908,501
854,442

Commitments and contingencies

1,279,267
455,928
The income and expenses in respect of related parties included in the consolidated financial statements are as follows:


2005
2004

AED’000
AED’000
Directors and key management personnel
Interest income

68,028
24,593

Interest expense

13,238
7,192

The compensation paid to key management personnel is as follows:


2005
2004

AED’000
AED’000

Salaries and other benefits
12,999
7,433

2005
2004
Number of key management personnel
13
6

No provision is required in respect of loans given to related parties (2004: Nil).

21
SEGMENTAL INFORMATION

For operating purposes the Bank is organised into two major business segments: Commercial Banking, which principally provides loans and other credit facilities and deposit and current accounts for corporate, government, institutional and individual customers and Investment Banking, which involves the management of the Bank’s investment portfolio and treasury services.  These segments are the basis on which the Bank reports its primary segment information.  Transactions between segments are conducted at rates determined by management taking into consideration the cost of funds and an equitable allocation of expenses.

	
	Commercial Banking
	Investment Banking
	Total

	
	2005
	2004
	2005
	2004
	2005
	2004

	
	AED’000
	AED’000
	AED’000
	AED’000
	AED’000
	AED’000

	
	
	
	
	
	
	

	Interest and other income
	1,504,405
	663,158
	1,032,637
	1,053,425
	2,537,042
	1,716,583

	Inter-segment adjustment
	445,668
	200,347
	(445,668)
	(200,347)
	-   
	-      

	
	(((((((
	(((((((
	(((((((
	(((((((
	(((((((
	((((((((

	
	1,950,073
	863,505
	586,969
	853,078
	2,537,042
	1,716,583

	
	(((((((
	(((((((
	(((((((
	(((((((
	(((((((
	((((((((

	Net profit for the year
	708,079
	187,597
	394,716
	740,178
	1,102,795
	927,775

	
	(((((((
	(((((((
	(((((((
	(((((((
	(((((((
	(((((((

	
	
	
	
	
	
	

	Segment assets
	31,264,263
	19,431,293
	20,144,048
	20,835,991
	51,408,311
	40,267,284

	
	((((((((
	((((((((
	((((((((
	((((((((
	(((((((
	((((((((

	Segment liabilities and equity
	40,875,862
	35,065,243
	10,532,449
	5,202,041
	51,408,311
	40,267,284

	
	((((((((
	((((((((
	((((((((
	(((((((
	(((((((
	((((((((


For operational and management reporting purposes the Bank is organised as one geographical segment. Consequently, no secondary segment information is required to be provided.

22
CREDIT RISK AND CONCENTRATION OF CREDIT RISK 

Credit risk is the risk that one party to a financial instrument will fail to discharge an obligation and cause the other party to incur a financial loss.  The Bank manages credit risk by setting limits for individual borrowers, and groups of borrowers, products and for geographical and industry segments.  The Bank also monitors credit exposures, and continually assesses the credit worthiness of counterparties.  In addition, the Bank obtains security where appropriate, enters into master netting arrangements and collateral arrangements with counterparties and limits the duration of exposures.

For details of the composition of loans and advances portfolio refer to note 10.  For a geographical distribution of assets, liabilities and off-balance sheet items refer to note 23.

23
CONCENTRATIONS

Concentrations arise when a number of counterparties are engaged in similar business activities, or activities in the same geographic region, or have similar economic features that would cause their ability to meet contractual obligations to be similarly affected by changes in economic, political or other conditions.  Concentrations indicate the relative sensitivity of the Bank’s performance to developments affecting a particular industry or geographic location.

The distribution of assets, liabilities and off-balance sheet items by geographic region and industry sector was as set out below.  The distribution by geographical region is based on the location of the assets, liabilities and off-balance sheet items.  Off balance sheet items at 31 December include the notional amounts of derivative financial instruments.


2005
2004




Contingent


Contingent


Liabilities
liabilities and

Liabilities
liabilities and


Assets 
and equity
derivatives
Assets 
and equity
derivatives


AED’000
AED’000
AED’000
AED’000
AED’000
AED’000

Geographic area: 

United Arab Emirates 
31,205,587
44,413,592
10,236,982
20,637,481
37,223,145
6,705,388

Other Middle East countries
2,006,763
781,694
1,047,221
2,096,618
576,424
193,797
United Kingdom and 
 
  Channel Islands
2,679,332         4,101,850
6,922,658
2,113,227
1,539,758
7,095,620

Western Europe
3,965,450
90,956
3,792,966
4,435,942
223,744
4,714,538

USA
9,184,287
20,078
735,748
8,993,523
60,823
1,003,566

Rest of world
2,366,892
2,000,141
568,956
1,990,493
643,390
727,575


((((((((
((((((((
((((((((
((((((((
((((((((
((((((((

51,408,311
51,408,311
23,304,531
40,267,284
40,267,284
20,440,484

((((((((
((((((((
((((((((
((((((((
((((((((
((((((((
Industry sectors:

Commercial and business 
16,915,434
23,095,343
4,091,270
11,246,494
20,316,305
3,661,876

Banks and other

financial institutions
21,207,640
8,725,371
15,420,967
21,727,567
3,153,798
14,313,774

Construction and real estate 
6,526,880

2,622,284
3,850,620
16,513
875,302

Personal
5,638,885
9,816,744
126,852
2,444,013
11,017,642
849,957

Other
1,119,472
9,770,853
1,043,158
998,590
5,763,026
739,575


((((((((
((((((((
((((((((
((((((((
((((((((
((((((((

51,408,311
51,408,311
23,304,531
40,267,284
40,267,284
20,440,484

((((((((
((((((((
((((((((
((((((((
((((((((
((((((((
24
MARKET RISK 

Market risk arises from fluctuations in interest rates, foreign exchange rates and equity prices.  Limits have been established on the value of risk that may be accepted.  This is monitored on a regular basis by the Asset and Liability Committee.

25
INTEREST RATE RISK 

Interest rate risk arises from the possibility that changes in interest rates will affect future profitability or the fair values of financial instruments.  The Bank is exposed to interest rate risk as a result of mismatches or gaps in the amounts of assets and liabilities and off-balance sheet instruments that mature or re-price in a given period. The Bank manages this risk through risk management strategies.

The effective interest rate (effective yield) of a monetary financial instrument is the rate that, when used in a present value calculation, results in the carrying amount of the instrument.  The rate is a historical rate for a fixed rate instrument carried at amortised cost and a current rate for a floating rate instrument or an instrument carried at fair value.

The Bank’s interest rate sensitivity position as at 31 December 2005, based on the contractual repricing or maturity dates, whichever dates are earlier, is as follows:








Not



Upto
Over three
Over six
Over one

exposed


Effective
three
months to
months to
year to
Over
 to interest


interest
months
six months
one year
five years
five years
rate risk
Total


rate%
AED’000
AED’000
AED’000
AED’000
AED’000
AED’000
AED’000

ASSETS

Cash and balances with

  the Central Bank
2.25 - 4.25%
179,810
-     
-     
-     
-     
2,369,629
2,549,439

Due from banks
2.25 - 4.5%
2,852,769
209,739
67,941
398,612
-     
-     
3,529,061
Securities
2.25 - 6.00%
4,442,327
55,215
211,999
5,222,753
6,251,910
-     
16,184,204

Loans and advances
1.5 - 12.00%
23,392,535
2,186,321
575,448
1,782,384
-     
-     
27,936,688

Fixed assets

-     
-     
-     
-     
-     
394,103
394,103

Other assets

-     
-     
-     
-     
-     
814,816
814,816



((((((((
(((((((
((((((
(((((((
(((((((
(((((((
((((((((
Total assets

30,867,441
2,451,275
855,388
7,403,749
6,251,910
3,578,548
51,408,311


((((((((
(((((((
((((((
(((((((
(((((((
(((((((
((((((((
LIABILITIES AND SHAREHOLDERS’ FUNDS
Due to banks
2.00 - 4.5%
5,384,085
23,584
161,798
5,274
-     
-     
5,574,741

Customers’ Deposits
0.50 - 4.25%
27,386,059
490,391
379,073
32,007
-     
8,804,007
37,091,537

Medium Term Notes
4.0 - 5.0%
2,754,375
-     
-     
-     
-     
-     
2,754,375

Other liabilities

-     
-     
-     
-     
-     
489,974
489,974
Shareholders’ funds 

-     
-     
-     
-     
-     
5,497,684
5,497,684


((((((((
(((((((
((((((
(((((((
(((((((
(((((((
((((((((
Total liabilities and

  shareholders’ funds

35,524,519
513,975
540,871
37,281
-     
14,791,665
51,408,311


(((((((
(((((((
((((((
((((((
((((((
(((((((
(((((((
On balance sheet gap

(4,657,078)
1,937,300
314,517
7,366,468
6,251,910
(11,213,117)

Off balance sheet gap

626,852
55,088
-     
(417,520)
(264,420) 
-     


(((((((
(((((((
((((((
(((((((
(((((((
(((((((
Total interest rate

  sensitivity gap

(4,030,226)
1,992,388
314,517
6,948,948
5,987,490
(11,213,117)



(((((((
(((((((
((((((
(((((((
(((((((
(((((((
Cumulative interest rate

sensitivity gap

(4,030,226)
(2,037,838)
(1,723,321)
5,225,627
11,213,117


(((((((
(((((((
((((((
(((((((
(((((((
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INTEREST RATE RISK - continued

31 December 2004








Not



Upto
Over three
Over six
Over one

exposed


Effective
three
months to
months to
year to
Over
 to interest


interest
months
six months
one year
five years
five years
rate risk
Total


rate%
AED’000
AED’000
AED’000
AED’000
AED’000
AED’000
AED’000

ASSETS

Cash and balances with

  the Central Bank
1.00 - 2.25%
2,275,000
-     
-  
-
-
   2,033,054
4,308,054

Due from banks
1.00 - 4.00%
3,323,357
520,287
148,474
179,037
-     
-   
4,171,155

Securities
2.50 - 5.00%
1,735,971
1,032,029
150,119
4,694,603
6,488,387
-   
14,101,109

Loans and advances
1.50 - 12.00%
14,222,731
1,251,208
261,467
884,456
-     
-   
16,619,862

Fixed assets

-       
-     
-     
-    
-     
405,087
405,087

Other assets

-       
-     
-     
-    
-     
662,017
662,017



((((((((
(((((((
((((((
(((((((
(((((((
(((((((
((((((((
Total assets

21,557,059
2,803,524
560,060
5,758,096
6,488,387
3,100,158
40,267,284



((((((((
(((((((
((((((
(((((((
(((((((
(((((((
((((((((
LIABILITIES AND SHAREHOLDERS’ FUNDS
Due to banks
 1.00 - 3.00%
2,634,469
372,473
-     
-    
-     
-     
3,006,942

Customers’ Deposits
0.5 - 2.25%
23,365,777
872,605
375,392
26,892
-     
6,836,637
31,477,303

Other liabilities

-     
-     
-     
-    
-     
345,372
345,372

Shareholders’ funds 

-     
-     
-     
-    
-     
5,437,667
5,437,667


((((((((
(((((((
((((((
(((((((
(((((((
(((((((
((((((((
Total liabilities and


shareholders’ funds

26,000,246
1,245,078
375,392
26,892
-    
12,619,676
40,267,284



(((((((
(((((((
((((((
((((((
((((((
(((((((
(((((((
On balance sheet gap

(4,443,187)
1,558,446
184,668
5,731,204
6,488,387
(9,519,518)

Off balance sheet gap

1,652,625
(183,625)
(734,500)
(734,500)
-     
-     



(((((((
(((((((
((((((
(((((((
(((((((
(((((((
Total interest rate

  sensitivity gap

(2,790,562)
1,374,821
(549,832)
4,996,704
6,488,387
(9,519,518)



(((((((
(((((((
((((((
(((((((
(((((((
(((((((
Cumulative interest rate

  sensitivity gap

(2,790,562)
(1,415,741)
(1,965,573)
3,031,131
9,519,518



(((((((
(((((((
((((((
(((((((
(((((((
26
CURRENCY RISK

Currency risk is the risk that the value of a financial instrument will fluctuate due to changes in foreign exchange rates.  The Bank has set limits on positions by currency.  Positions are monitored on a daily basis and hedging strategies used to ensure positions are maintained within established limits.

The Bank had an overbought position in US Dollars of AED equivalent 3,552,676 thousand as at 31 December 2005 (2004: AED equivalent 7,948,787 thousand).  There was no significant open position in any other currency.  The UAE Dirham/US Dollar dealing rate fixed by the UAE Central Bank has remained virtually unchanged since November 1980.

27
LIQUIDITY RISK

Liquidity risk is the risk that the Bank will be unable to meet its liabilities when they fall due. Liquidity risk can be caused by market disruptions or credit downgrades which may cause certain sources of funding to dry up immediately.  To guard against this risk, management has arranged diversified funding sources, manages assets with liquidity in mind, and monitors liquidity on a daily basis.
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LIQUIDITY RISK - continued

The maturity profile of the assets and liabilities at 31 December 2005 was as follows:

	
	Total

AED’000
	Less than 3 months

AED’000
	Over 3 months to 6 months

AED’000
	Over 6 months to 1 year

AED’000
	Over 1 year

AED’000

	ASSETS
	
	
	
	
	

	Cash and balances with Central Bank
	2,549,439
	2,549,439
	-     
	-     
	-     

	Due from banks
	3,529,061
	2,852,769
	209,739
	67,941
	398,612

	Securities
	16,184,204
	1,498,636
	18,431
	427,755
	14,239,382

	Loans and advances
	27,936,688
	9,188,574
	763,377
	782,176
	17,202,561

	Other assets
	814,816
	814,816
	-     
	-     
	-     

	
	((((((((
	((((((((
	((((((((
	(((((((
	(((((((

	
	51,014,208
	16,904,234
	991,547
	1,277,872
	31,840,555

	
	((((((((
	((((((((
	((((((((
	(((((((
	(((((((

	Fixed assets
	394,103
	
	
	
	

	
	((((((((
	
	
	
	

	Total
	51,408,311
	
	
	
	

	
	((((((((
	
	
	
	

	LIABILITIES AND SHAREHOLDERS’

FUNDS 
	
	
	
	
	

	Due to banks
	5,574,741
	5,384,085
	23,584
	161,798
	5,274

	Customers’ deposits 
	37,091,537
	36,190,066
	490,391
	379,073
	32,007

	Medium Term Notes
	2,754,375
	-     
	-     
	-     
	2,754,375

	Other liabilities
	489,974
	489,974
	-     
	-     
	-     

	
	((((((((
	((((((((
	((((((((
	((((((
	((((((

	
	45,910,627
	42,064,125
	513,975
	540,871
	2,791,656

	
	((((((((
	((((((((
	((((((((
	((((((
	((((((

	Shareholders’ funds
	5,497,684
	
	      
	     
	     

	
	((((((((
	
	
	
	

	Total
	51,408,311
	
	
	
	

	
	((((((((
	
	
	
	


The maturity profile of the assets and liabilities at 31 December 2004 was as follows:

	
	Total

AED’000
	Less than 3 months

AED’000
	Over 3 months to 6 months

AED’000
	Over 6 months to 1 year

AED’000
	Over 1 year

AED’000

	ASSETS
	
	
	
	
	

	Cash and balances with Central Bank
	4,308,054
	4,308,054
	-      
	-     
	-    

	Due from banks
	4,171,155
	3,323,357
	520,287
	148,474
	179,037

	Securities
	14,101,109
	1,052,392
	160,430
	150,118
	12,738,169

	Loans and advances
	16,619,862
	6,312,794
	262,575
	456,807
	9,587,686

	Other assets
	662,017
	662,017
	-     
	-    
	-        

	
	((((((((
	((((((((
	((((((((
	(((((((
	(((((((

	
	39,862,197
	15,658,614
	     943,292
	755,399
	22,504,892

	
	((((((((
	((((((((
	((((((((
	(((((((
	(((((((

	Fixed assets
	405,087
	
	     
	     
	       

	
	((((((((
	
	
	
	

	Total
	40,267,284
	
	
	
	

	
	((((((((
	
	
	
	

	
	
	
	
	
	

	LIABILITIES AND SHAREHOLDERS’

FUNDS 
	
	
	
	
	

	Due to banks
	3,006,942
	2,634,469
	372,473
	-     
	-     

	Customers’ deposits 
	31,477,303
	30,202,414
	872,605
	375,392
	26,892

	Other liabilities
	345,372
	345,372
	-     
	-    
	-        

	
	((((((((
	((((((((
	((((((((
	((((((
	((((((

	
	34,829,617
	33,182,255
	1,245,078
	375,392
	26,892

	
	((((((((
	((((((((
	((((((((
	((((((
	((((((

	Shareholders’ funds
	5,437,667
	
	      
	     
	     

	
	((((((((
	
	
	
	

	Total
	40,267,284
	
	
	
	

	
	((((((((
	
	
	
	


27
LIQUIDITY RISK - continued

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 and do not take account of the effective maturities as indicated by the Bank’s deposit retention history and the availability of liquid funds. In particular, securities with contractual maturity dates over 1 year include quoted securities amounting to AED 14,207,838 thousand (2004: AED 12,710,625 thousand) that can be liquidated in less than three months.

28

FAIR VALUE OF FINANCIAL INSTRUMENTS

Fair value represents the amount at which an asset could be exchanged, or a liability settled, between knowledgeable, willing parties in an arm’s length transaction.  Differences therefore can arise between book values under the historical cost method and fair value estimates.  The fair value of the Bank’s on-balance sheet financial instruments is not materially different from the carrying value at 31 December 2005, since these are either short-term in nature, valued using quoted market prices or in the case of loans and advances and deposits, frequently repriced.  The fair value of the Bank’s derivative financial instruments is shown in note 18.

29
PRIOR YEAR COMPARATIVES

Certain of the prior year comparatives have been reclassified to conform to the presentation in the current year.  Such reclassifications do not impact previously reported net profit or shareholders’ equity.  
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