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1.1

111

1.1.2

APPLICATION, INTERPRETATION AND CATEGORISATION

Application

(1)

This module (PIB) applies to every Authorised Firm other than:
(@) anlInsurer;
(b) a Representative Office; and

(c) a Credit Rating Agency.

(2) The Rules in PIB apply to an Authorised Firm in accordance with its
Category determined under section 1.3.

3) Where a chapter, part or section of PIB applies to a limited scope of
Categories of Authorised Firm, the term nNnAuthori se
provisions is to be read accordingly.

(4) The Rules in PIB apply to the whole business of an Authorised Firm except
in relation to Client Assets and Insurance Money that are held or controlled
by an Authorised Firm which are not included in any prudential calculation.

Branches

Unless otherwise directed by the DFSA, an Authorised Firm that is a Branch is
required to comply with the Rules in chapters 2 to 11 as specifically provided in

d

of

AApplication Table A0 which forms part
Guidance
1. The effect of Rule 1.1.(1) is that these Rules apply to all Authorised Firms, except those

carrying on Insurance Businefthat is, Insurens that operate &epresentative Officand
those that are CRAs Those Authorised Firms that are authorised to effectarry out
Contracts of Insurance should refer to the PIN modalgthorised Firms that are authorisid
Operatea Representative Office should refer to the REP module.

These Rules apply both to Domestic Firms ,atedthe extent specified in Rulg.1.2, to
Authorised Firms conducting Financial Services throu@namch in the DIFC.

The Rulesin PIB reinforce the fithess and proprietgquirementdound in GEN chapter 5
Management Systems and Principle 4 for Authorised Firms. The PIB misdéeout in:

a. an initial chapter establishing a categorisation of firms for the application of PIB;
b. two general chapters setting overall requirements: General Requirements and Capital
C. six chapters setting specific requirements relating to the following particular risks or

issues: Credit Risk, Market RisKperational Risk, Interest Rate Rigk the Non
Trading Book Group Risk and.iquidity Risk;

d. a chapter imposing processes for smmory assessmeriby which a Authorised Firm
which is a Domestic Firm in Category 1, 2 oh&sobligations to establish and conduct
anIRAP and an ICAAP, and to provide documented assessments to the BREA

1
PIB/VER34/12-19
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e. a final chapter imposing public disclasuequirements

Domestic Firms

4. To assist Aut horised Firms that are Domestic
which sets out in general the application of the provisions in this module to different
Categories of Authorised Firms. This table is for Guidance purposes onlyRules in this
module apply to Authorised Firms in accordance with this Chapter and as specified in Rules
elsewhere in this module.

5. With regards to Authorised Firms carrying on Islamic Financial Business, there are additional
matters that should badluded in their report to the DFSA which are in the Islamic Finance
Rules (IFR) module (see section 5.4 of IFR module)
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APPLICATION TABLE A FOR AUTHORISED FIRMS THAT OPERATE AS A BRANCH IN THE DIFC

PIB Chapters

Category 1

Category 2

Category 3A

Category 3B

Category 3C

Category 4

Category 5

Chapter 1: Application, Interpretation
and Categorisation

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Chapter 2: General Requirements

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Chapter 3: Capital Only Rule 3.2.4 Only Rule 3.2.4 Only Rule 3.2.4 Only Rule 3.2.4 Only Rule 3.2.4 Only Rule 3.2.4 Only Rule 3.2.4
Only sections 4.1 | Only sections 4.1 | Only sections 4.1 Only sections 4.1

Chanter 4: Credit Risk to 4.4 and Rules to 4.4 and Rules to 4.4 and Rules to 4.4 and Rules
P ) 451t04.5.7and | 45.1t04.5.7and | 45.1t04.5.7 and 4.5.1t04.5.7 and

45.9 45.9 45.9 459
. . Only sections 5.1 | Only sections 5.1 | Only sections 5.1 Only sections 5.1
Chapter 5: Market Risk and 5.2 and 5.2 and 5.2 and 5.2

Whole Chapter, Whole Chapter, Whole Chapter, Whole Chapter, Whole Chapter, Whole Chapter, Whole Chapter,

Chapter 6: Operational Risk except sections except sections except sections except sections except sections except sections except sections

6.11 and 6.12 6.11 and 6.12 6.11 and 6.12 6.10 and 6.11 6.10 and 6.11 6.10 and 6.11 6.11 and 6.12

Chapter 7: Interest Rate Risk In the
Non-Trading Book

Whole Chapter

Whole Chapter

Only sections 8.1,

Only sections 8.1,

Only sections 8.1

Only sections 8.1

Only sections 8.1

Only sections 8.1

Only sections 8.1,

Chapter 8: Group Risk 8.2 and 8.5 8.2 and 8.5 and 8.5 and 8.5 and 8.5 and 8.5 8.2 and 8.5

Whole Chapter, Whole Chapter,

R . except Rules Only Rule 9.2.2 except Rules
Chapter 9: Liquidity Risk 9.2.2(3), 9.3.12 ®) 9.2.2(3), 9.3.12
and 9.3.13 and 9.3.13
Chapter 10:Supervisory Review and
Evaluation Processes
Chapter 11:Disclosure Requirements
3
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PIB Chapters

Category 1

Category 2

Category 3A

Category 3B

Category 3C

Category 4

Category 5

Chapter 1: Application, Interpretation
and Categorisation

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Chapter 2: General Requirements

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter

Whole Chapter, Whole Chapter, Whole Chapter, Whole Chapter,
Whole Chapter, Whole Chapter, except Rules except Rules except Rules except Rules Whole Chapter,
except Rules except Rules 3.2.4 and 3.2.6, 3.2.4and 3.2.7, 3.2.4and 3.2.7, 3.2.4and 3.2.7, except Rules
Chapter 3:Capital 3.2.4 and 3.2.6, 3.2.4 and 3.2.6, except sections and sections 3.3, and sections 3.3, | and sections 3.3, 3.2.4 and 3.2.6,
and sections 3.4, and sections 3.3 3.3, 35, 3.9, 3.4,3.8, 3.9, 3.4,3.8, 3.9, 3.4,3.8,3.9, and sections 3.4,
3.5and 3.7 and 3.5 3.9A,3.9B, 3.9C 3.9A,3.9B, 3.9C 3.9A,3.9B, 3.9C 3.9A,3.9B, 3.9C 3.5and 3.7
and 3.18 and 3.18 and 3.18 and 3.18
Chapter 4:Credit Risk Whole Chapter Whole Chapter Whole Chapter Whole Chapter
. . Only sections 5.1, Whole Chapter,
Chapter 5:Market Risk Whole Chapter Whole Chapter 52 and 56 except section 5.4
Whole Chapter, Whole Chapter, Whole Chapter, Whole Chapter, Whole Chapter, Whole Chapter, Whole Chapter,
Chapter 6:Operational Risk except section except section except section except sections except sections except sections except section
6.12 6.12 6.12 6.10 and 6.11 6.10 and 6.11 6.10 and 6.11 6.12
Chapter 7:Interest Rate Risk In the
Non-Trading Book Whole Chapter Whole Chapter
. . Only sections 8.1 | Only sections 8.1 | Only sections 8.1 | Only sections 8.1
Chapter 8:Group Risk Whole Chapter Whole Chapter and 8.5 and 8.5 and 8.5 and 8.5 Whole Chapter
Whole Chapter, Whole Chapter,
Chapter 9:Liquidity Risk except Rule Only Fzgl)e 922 except Rule
9.2.2(3) ) 9.2.2(3)
) . . Whole Chapter, Whole Chapter,
Chapter 10:Supervisory Review and Whole Chapter Whole Chapter Whole Chapter except sections except sections Whole Chapter

Evaluation Processes

10.4 and 10.6

10.4 and 10.6

Chapter 11:Disclosure Requirements

Whole Chapter

Whole Chapter

Whole Chapter
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Glossary for PIB

Guidance

Set out under Rule 1.2.1 are a number of mainly technical definitions used solely in PIB. Such
definitions do not also appear in GLO unless they are used elsewhere in the Rul@bOoélso
contains definitions of abbreviations, terms and phrases useld iarfél thoseare also included in

1.2.1 for convenience purposefhere such definitionsare embedded in PIB specific definitions

Commonl vy
appear only in GLO

used

definitions such as

The following terms and abbreviations bear the following meanings for the purpose

of this module:

fiAut hori sed

Alternative
Standardised
Approach

The manner in which the Operation Risk Capital
Requirement is calculated in accordance with sections 6.11
and A6.3.

Annual Audited
Expenditure

The expenditure calculated in accordance with Rule 3.7.3
or, if applicable, Rule 3.7.3A.

Asset-Backed
Commercial Paper

A programme that predominately issues commercial paper
with an Original Maturity of one year or less that is backed

(ABCP) by assets or other Exposures held in a bankruptcy-remote
Programme SPE.

AT1 Additional tier 1

AT1 Capital Has the meaning given in section 3.14.

Available Stable
Funding (ASF)

The amount, calculated in accordance with Rule A9.4.1,
representing the r el ati ve stability
available funding sources.

ASF Category

The applicable category, listed in the table to Rule A9.4.1,
to which the carrying value of a liability or capital instrument
of an Authorised Firm is assigned.

ASF Factor The applicable factor, listed in the table to Rule A9.4.1,
used to multiply the carrying value of a liability or capital
instrument of an Authorised Firm.

Base Capital Has the meaning given in section 3.6.

Requirement

Basel Committee

The Basel Committee on Banking Supervision.

Basic Indicator
Approach

The manner in which the Operational Risk Capital
Requirement is calculated in accordance with sections 6.11
and A6.1.

PIB/VER34/12-19
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Capital Buffer

In relation to an Authorised Firm, means the sum of the
following (to the extent applicable to the firm):

(a) Capital Conservation Buffer;
(b) Countercyclical Capital Buffer; and

(c) HLA Capital Buffer.

Capital Buffer
Requirement

Means a requirement to maintain any one or more of the
following:

(a) a Capital Conservation Buffer;
(b) a Countercyclical Capital Buffer; or

(c) an HLA Capital Buffer.

Capital The Capital Buffer that an Authorised Firm must maintain
Conservation under section 3.9.

Buffer

Capital The requirement to maintain a Capital Conservation Buffer
Conservation under section 3.9.

Buffer Requirement

Capital
Requirement

The amount of capital an Authorised Firm must hold,
calculated in accordance with sections 3.3, 3.4, 3.5, 3.9,
3.9A or 3.9B, as applicable.

Capital Resources

The total Capital Resources of an Authorised Firm
calculated in accordance with section 3.11.

Category A prudential grouping of Authorised Firms which determines
the application of the Rules in this Module.

CCF Credit conversion factor

CCP Central Counterparty

CEA Credit equivalent amount

CET1 Common equity tier 1

CET1 Capital Has the meaning given in section 3.13.

Clean-Up Call An option that permits the SE Exposures (e.g. asset-backed

Securities) to be called before all of the underlying
Exposures or SE Exposures have been repaid. In the case
of Traditional Securitisations, this is generally accomplished
by repurchasing the remaining SE Exposures once the pool
balance or outstanding Securities have fallen below some
specified level. In the case of a synthetic Exposure, the
Clean-Up Call may take the form of a clause that
extinguishes the credit protection.

PIB/VER34/12-19
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Close Links A Person (Person A) has Close Links with a Person (Person
B) if:

(a) Person B:
(i) is a Holding Company of Person A,
(ii) is a Subsidiary of Person A,
(iii) is a Holding Company of the Subsidiary of Person A;

(iv) is a Subsidiary of a Holding Company of Person A;
or

(v) owns and controls 20% or more of the voting rights
or shares of Person A; or

(b) Person A owns and controls 20% or more of the voting
rights or shares of Person B.

Closely Related Has the meaning given in Rule A4.11.5.

Collateral Any form of asset, guarantee, or indemnity which is held or
controlled by an Authorised Firm and is subject to a security
interest or arrangement in favour of that firm.

Collective A component of Market Risk Capital Requirement
Investment Fund calculated in accordance with section 5.9.
Risk Capital

Requirement

Commodities Risk | A component of the Market Risk Capital Requirement to
Capital cover the risk of holding or taking positions in commaodities,
Requirement including precious metals, but excluding gold, calculated in
accordance with section 5.7.

Concentration Risk | The risk faced by an Authorised Firm arising out of its Large
EXxposures.
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Connected In relation to a Person (A), a Person which has or has at
any relevant time had the following relationship to A:

@a member of Abds Group;
(b) a Controller of A;
(c) a member of a partnership of which A is a member;
(d)an employee or former employee of A,
(e)if A'is a company:
(i) an officer or manager of A or of a parent of A;
(i) an agent of A or of a parent of A;

(f) if A'is a partnership is or has been a member, manager
or agent of A; or

(9) if A'is an unincorporated association of persons which is
not a partnership, is or has been an officer, manager or

agent of A.
Connected Has the meaning given in Rule A4.11.7.
Counterparties
Contingency The plan referred to in Rule 9.2A.6.
Funding Plan
(CFP)
Controlled Early Early Amortisation that meets the conditions in Rule
Amortisation 4.14.58.
Countercyclical The countercyclical capital buffer that an Authorised Firm
Capital Buffer must maintain under section 3.9A.
(CCyB)

CCyB Authority (1) For the State, means the Central Bank; and
(2) For any other jurisdiction, means the authority in that
jurisdiction responsible for setting CCyB Rates.

CCyB Rate A rate expressed as a percentage of Risk Weighted Assets
that applies under Rules 3.9A.7 to 3.9A.9.

CCyB Requirement | The requirement to maintain a Countercyclical Capital Buffer
under section 3.9A.

Counterparty Means any person with or for whom an Authorised Firm
carries on, or intends to carry on, any regulated business or
associated business. In this context, Counterparty includes
an individual, unincorporated body, company, government,
local authority or other public body.

CounterpartyRisk [The risk that an Authori seqg
perform its obligations under the terms of a contract.

CR Exposure The Exposure value or amount for a Credit Risk Exposure.
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Credit Derivative

Any contract which transfers the Credit Risk of a reference
obligation or set of reference obligations from the protection
buyer to the protection seller, such that the protection seller
has an Exposure to the reference obligation(s).

Credit
Enhancement

A contractual arrangement in which the Authorised Firm
retains or assumes an SE Exposure and, in substance,
provides some degree of added protection to other parties
to the transaction.

Credit Quality

A credit quality step in a credit quality assessment scale. A

Grade credit quality assessment scale is a scale onto the credit
assessments of an ECAI or an expert credit agency are
mapped.

Credit Risk In relation to an Authorised Firm, the risk of loss if another

party fails to perform on its financial obligation to the
Authorised Firm.

Credit Risk Capital
Requirement
(CRCOM)

The requirement calculated in accordance with section 4.6.

Credit-Enhancing
Interest-Only Strip

An on-balance sheet asset that:

(i) represents a valuation of cash flows related to future
margin income; and

(ii) is subordinated.

CRW Credit risk weight for an Exposure.

CVv Contracted value for delivery.

Delta The measur e odensitvity to@ghange in Gakie
of the underlying investment, asset or property.

Displaced The requirement calculated in accordance with chapter 5 of

Commercial Risk the IFR Module.

Capital

Requirement

Domestic An Authorised Firm designated by the DFSA under section

Systemically 1.4 as a domestic systemically important bank.

Important Bank (D-
SIB)

Duration Method

A measure of General Market Risk calculated in accordance
with Rule A5.2.19.

E An Exposure value or amount

E* An Exposure value or amount adjusted in the manner
provided in the relevant Rule

EAE The Exposure value or amount for an Early Amortisation

Exposure
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Early Amortisation

A mechanism that, once triggered, allows investors to be
paid out prior to the originally stated maturity of the
securities issued. For risk-based capital purposes, an Early
Amortisation provision will be considered either controlled or
non-controlled.

ECAI

A CRA or an external credit rating agency approved by the
DFSA for the purpose of this Module.

Equity Risk Capital
Requirement

A component of Market Risk Capital Requirement and
calculated in accordance with section 5.5.

Evergreening

Evergreening refers to the practice by some banks to roll
over or renew their non-performing loans or potentially
nonperforming loans, so that they can avoid recognising
them as non-performing loans in their accounts and
consequently avoid provisioning for them.

Excess Spread

Gross finance charge collections and other income received
by the trust or SPE minus certificate interest, servicing fees,
charge-offs, and other senior trust or SPE expenses.

Expenditure Based
Capital Minimum

A Capital
section 3.7.

Requirement calculated in accordance with

Exposure

The maximum loss that an Authorised Firm (and where
applicable its PSIA holders) might suffer if:

@) a Counterparty or a group of Connected
Counterparties fail to meet their obligations; or

(b) it realises assets or off-balance sheet positions.

An Exposure also includes any asset or off-balance sheet
item, which could result in a potential loss to the Authorised
Firm due to Market Risk or Operational Risk or any other
risk factor.

FCCA

Financial Collateral Comprehensive Approach as described
in Rule 4.9.5.

FCSA

Financial Collateral Simplified Approach as described in
Rule 4.9.5.

10
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Financial Group

A group of entities which includes an Authorised Firm and:
(a) any Parent incorporated in the DIFC;

(b) any Financial Institution subsidiaries (whether direct or
indirect) of the Parent or Parents in (a) or of the
Authorised Firm;

(c) any Financial Institution in which the Parent or Parents
in (a), the Financial Institution subsidiaries in (b) or the
Authorised Firm (whether direct or indirect) hold 20% or
more of the voting rights or capital; and

(d) any entity which the DFSA directs the Authorised Firm to
include in accordance with Rule 8.1.2 or PIN Rule 8.1.2.

Financial Group
Capital
Requirement

The Capital Requirement of a Financial Group calculated in
accordance with Rule 8.3.3 or PIN Rule 8.3.3.

Financial Group
Capital Resources

The Capital Resources of a Financial Group calculated in
accordance with Rule 8.3.4 or PIN 8.3.4.

First Loss Position

Represents the first level of support provided to the special
purpose entity or vehicle that should bear all, or a significant
part of, the risk associated with the items held by the special
purpose entity or vehicle.

Foreign Exchange
Risk Capital
Requirement

A component of the Market Risk Capital Requirement and
as calculated in accordance with section 5.6.

Gamma

The measure of the rate of change of Delta.

General Market
Risk

(1) For the purposes of the Interest Rate Risk Capital
Requirement, means the risk that losses may arise from
price changes in Securities caused by parallel or non-
parallel shifts in the yield curve or from price movements
in the equity market for a given country;

(2) For the purposes of the Equity Risk Capital
Requirement, means the risk that losses may arise from
a price movement in the equity market for a given
country; or

(3) For the purposes of internal models, means both of the
above risks.

Global
Systemically
Important Bank (G-
SIB)

An Authorised Firm designated by the DFSA under section
1.4 as a global systemically important bank.

11
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Group Means a group of entities w
entityd) and:
(a) any Parent of the first entity; and
(b) any subsidiaries (direct or indirect) of the Parent or
Parents in (a) or the first entity.
Group Risk The risk of loss to the Authorised Firm as a result of its

membership of, or linkages within a Group.

High Quality Liquid
Assets (HQLA)

Liquid assets that meet the conditions in Rules A9.2.2 to
A9.2.9 of App 9.

HLA Capital Buffer

A higher loss absorbency capital buffer that a SIB must
maintain under section 3.9B.

HLA Capital Buffer
Requirement

The requirement to maintain a higher loss absorbency
capital buffer under section 3.9B.

HLA Ratio In relation to a SIB, means the ratio determined by the
DFSA under Rule 3.9B.6 for that SIB.

ICR (Individual Individual capital requirement.

Capital

Requirement)

Implicit Support

Arises when an Authorised Firm provides support to a
securitisation in excess of its predetermined contractual
obligation.

Individual Liquidity
Requirement

An individual liquidity requirement imposed by the DFSA
under Rule 9.3.6.

Interest Rate Risk
Capital
Requirement

A component of Market Risk Capital Requirement and
calculated in accordance with section 5.4.

Internal Capital
Adequacy
Assessment
Process (ICAAP)

The internal capital
prescribed in chapter 10.

adequacy assessment process

Internal Risk
Assessment
Process (IRAP)

The internal risk assessment process prescribed in section
10.3.

Investment Grade

A credit rating which is a Credit Quality Grade of 1, 2 or 3.

Large Exposure

An Exposur e, whet her i n-Tradmg
Book or Trading Book, or both, to a Counterparty or group
of Closely Related Counterparties or a group of
Counterparties Connected to the Authorised Firm which in
aggregate equals or exceeds
Capital Resources.
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LCR Requirement

The LCR required to be maintained by an Authorised Firm
under Rule 9.3.4 or, if applicable, under Rule 9.3.6.

Leverage Ratio

The amount expressed as a percentage that is calculated in
accordance with the Rules in section 3.18.

Leverage Ratio
Exposure Measure

The value of an Authorised
accordance with Rule 3.18.3 to determine its Leverage
Ratio.

Liquidity Coverage | The amount expressed as a percentage that is calculated in

Ratio (LCR) accordance with Rule 9.3.5 and section A9.2 of App 9.

Liquidity Risk The risk of loss to an Authorised Firm as a result of inability
to meet its obligations as they fall due.

Market Risk The risk of loss that arises from fluctuations in the values of,

or income from, assets or in interest or exchange rates.

Market Risk Capital
Requirement

The requirement calculated in accordance with Rule 5.3.1.

Matched Principal

Has the meaning described in Rule 1.3.3(2).

Maturity Ladder

A table that ordinally ranks the maturity time bands and
assets and liabilities within them.

Maturity Method

This is an advanced approach that an Authorised Firm may
use to measure the risk of holding or taking positions in debt
Securities and other interest rate-related instruments,
calculated in accordance with Rule A5.2.17.

MDB

Multilateral development bank

Modified Duration

The time period calculation for the purposes of the Duration
Method in accordance with Rule A5.2.21.

MV

Market value

Net Stable Funding
Ratio (NSFR)

The amount, expressed as a percentage, calculated in
accordance with Rule 9.3.12, or, if applicable, Rule 9.3.6.

Netting

A process by which the claims and obligations between two
Counterparties are offset against each other to leave a
single net sum.

Non-Financial
Private Sector
Credit Exposure

A Credit Risk Exposure to a party other than:

(a) a sovereign;

(b) a regional, provincial or municipal government;
(c) a public sector entity;

(d) a multilateral development bank; or

(e) abank.

13
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Non-Trading Book

Describes positions, Exposures and on-and off-balance
sheet items, which are not in the Trading Book.

NP

Nominal principal amount.

NSFR
Requirement

The requirement for an Authorised Firm to maintain a
minimum NSFR under Rule 9.3.12(1) or, if applicable, Rule
9.3.6.

OBS

Off-balance sheet.

OBS Exposure

An Exposure of an Authorised Firm that is off-balance
sheet.

OBS-RSF
Category

A category, listed in Table 2 to Rule A9.4.2, to which
carrying value of an OBS Exposure (or potential liquidity
Exposure) is assigned.

OBS-RSF Factor

The factor, listed in Table 2 to Rule A9.4.2, used to multiply
the carrying value of an OBS Exposure (or a potential
liquidity Exposure).

Operational Risk

The risk of loss resulting from inadequate or failed internal
processes, people and systems or from external events,
including legal risk.

Operational Risk
Capital
Requirement

The requirement calculated in accordance with section 6.11.

Option Risk Capital
Requirement

A component of the Market Risk Capital Requirement and
calculated in accordance with section 5.8.

Original Maturity

(1) The time period between the date an offer is made and
the date it expires or lapses.

(2) In relation to Debentures, the interval between its issue
date and the date on which it becomes due and payable.

Originator

(&) an entity which, either itself or through related entities,
directly or indirectly, creates the Exposure being
securitised; or

(b) any entity which purchases or advises or causes an SPE
to purchase the Exposures of a third party, which are
then used in a securitisation (for avoidance of doubt,
selling credit protection such that the entity or the SPE
has a long position in the Credit Risk of the obligor is
equivalent to purchasing Exposures);

Where an entity lends to an SPE with a view to enabling
that SPE to make loans which are then used in a
securitisation, the entity will generally be deemed to be
acting as an Originator.

oTC

Over the counter

14
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Potential Future
Credit Exposure
(PFCE)

An amount calculated by multiplying the nominal principal
amount of an OTC derivative contract by a specified
percentage dependent on the nature and residual maturity
of the contract.

PSE

Public sector enterprise

PSIA

Profit sharing investment account.

Qualifying Holding

Any holding in the capital of a non-financial Undertaking of
which the Authorised Firm is a controller.

Related Person

Has the meaning given in Rule 4.4.6.

Relevant Entity

Means any of the following:

(a) another Authorised Firm;

(b) a Regulated Financial Institution;

(c) any unregulated Financial Institution; or

(d) any financial holding company.

Required Stable
Funding (RSF)

The amount, calculated in accordance with Rule A9.4.2,
representing the stable funding required by an Authorised
Firm.

RSF Category

A category, listed in Table 1 to Rule A9.4.2, to which the
carrying value of an Author

RSF Factor

The applicable factor, listed in Table 1 to Rule A9.4.2, used
to multiply the carrying value of an asset of an Authorised
Firm.

Re-securitisation

Has the meaning given in section 4.14.

Restricted PSIA
(PSIAr)

A PSIA in respect of the investment account holder imposes
certain restrictions as to where, how and for what purpose
his funds are to be invested.

Revolving
Securitisation

A Traditional or Synthetic Securitisation in which the
specified items consist of revolving assets such as loan
facilities or credit card balances which permit borrowers to
vary the drawn amount within an agreed limit, or the
scheme itself is revolving.

Rho The measur e of ngtivity © patchamge drs
interest rates.
Risk Capital Has the meaning given in Rule 3.8.1A.

Requirement

Risk Weighted
Assets (RWA)

The risk weighted assets of an Authorised Firm calculated
in accordance with Rule 3.8.2.

15
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SE Exposure

The Exposure value or amount for a securitisation
Exposure.

Securities
Underwriting
Capital
Requirement

A component of the Market Risk Capital Requirement
defined in section 5.10.

Servicer A Person that administers the securitised items.

SFT Securities financing transactions, such as repo, reverse
repo, security lending and borrowing, and margin lending
transactions.

Simplified An alternative application of the provisions of chapter 4 for

Approach an Authorised Firm in Category 2 and 3A, as described in

sections 4.7 and A4.12.

Special Purpose

A corporation, trust, or other entity organised for a specific

Entity (SPE) purpose, the activities of which are limited to those
appropriate to accomplish the purpose of the SPE, and the
structure of which is intended to isolate the SPE from the
Credit Risk of an Originator or seller of Exposures. SPEs
are commonly used as financing vehicles in which
Exposures are sold to a trust or similar entity in exchange
for cash or other assets funded by debt issued by the trust.

Specific Risk The risk that |l osses on an
short position in an individual equity or Security may arise
from a negative or positive price movement of that equity or
Security relative to the relevant market generally.

Sponsor An Authorised Firm that repackages third party assets
directly into a securitisation scheme. Where an Authorised
Firm repackages non-Investment Grade third party assets, it
may fall within the definition of an Originator unless it
originates or repackages no more than 10% of the
schemeds total assets.

Standardised The manner in which the Operational Risk Capital

Approach Requirement is calculated in accordance with sections 6.11
and A6.2.

Supervisory The supervisory review and evaluation process prescribed

Review and in chapter 10.

Evaluation Process

(SREP)

Synthetic Has the meaning given in Rule 4.14.2(b).

Securitisation

16
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Systemically
Important Bank
(SIB)

An Authorised Firm designated by the DFSA under section
1.4 to be either or both of the following:

(a) a D-SIB; or
(b) a G-SIB.

T Trade date, which is the date on which a transaction is
entered into.

T1 Tier 1

T1 Capital Has the meaning given in Rule 3.12.1.

T2 Tier 2

T2 Capital Has the meaning given in Rule 3.15.1.

Theta The ratio of the change in an Option price to the decrease

in time to expiration. Theta can also be referred to as time
decay.

Total Net Cash
Outflow

Has the meaning given in Rule A9.2.13

Total Return Swap

A contract under which two parties exchange their positive
or negative returns on a notional amount of a reference
asset for a specified period of time.

Trading Book

The positions and Exposures including, on and off-balance
sheet items eligible for inclusion in the Trading Book, as
described in section 2.2.

Traditional
Securitisation

Has the meaning given in Rule 4.14.2(a).

Unrestricted PSIA
(PSIAu)

A PSIA in respect of which the investment account holder
authorises the Authorised Firm to invest the account
hol der 6s funds i n a manner
deems appropriate without laying down any restrictions as
to where, how and for what purpose the funds should be
invested.

Unsettled A transaction where delivery of an instrument is due to take
Transaction place against the receipt of cash but remains outstanding.
Vega The measure of the sensitivity of the value of the Option to

a change in the volatility of the underlying asset.

Walkaway Clause

A provision which permits a non-defaulting party to make
payments, or no payments at all, to the estate of the
defaulter, even if the defaulter is a net creditor.

17
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Categories of Authorised Firms

Guidance

1. Authorised Firms are divided into Categories to provide a clear framework for determining
which specific Rules in PIB apply to each Authorised Firm. The Rules in this section enable
an Authorised Firm to determine into which Category it falls.

2. The talte in A1.1 of Applsets out the categorisation process diagrammaticidlyhat table
an emboldened box indicates the Financial Service that is determinative of the Category into
which an Authorised Firm falls. An Authorised Firm may, if auibedunder its Licence to
do sq conduct any number of Financial Services specified under any lower Category than the
one that applies to the Authorised Firm in accordance with this se@tmmthis purpose
Category 5 is considered to be equivalent to CatedpryFor example, a Category firm
could conduct any of the Financial Services specified under Categories 2, 3A, 3B, 3C or 4 (if
authorised to do so). However, a Categorfirdh may only conduct any of the Financial
Services listed under Categoryf@r which it is authorised.

Category 1

An Authorised Firm is in Category 1 if:

(a) its Licence authorises it to carry on one or more of the Financial Services
of Accepting Deposits or Managing a PSIAu; and

(b) it does not meet the criteria of Category 5.

Guidance

A Category 1 Authorised Firm may be authorised to conduct other Financial Services, but it is the
authorisation for Accepting Deposits Managing a PSlAthat is determinative of its belonging to
Category 1.

Category 2

An Authorised Firm is in Category 2 if:

(@) its Licence authorises it to carry on one or more of the Financial Services
of Providing Credit or Dealing in Investments as Principal; and

(b) its dealing activities are not limited in scope as provided in Rule
1.3.3(1)(a)(i); and

(c) it does not meet the criteria of Categories 1 or 5.

Guidance

1. A Category 2 Authorised Firm may be authorised to conduct other Financial Services, but it is

the authorisation for Dealing in Investments as Prindipat only as aMlatchedPrincipa) or
authorisation foProviding Credit and the absence of authorisation for the activities specified
in Rule 13.1, that are determinative of its belonging to Category 2.

2. Where the dealing activities of a firm are limited to acting onlyMagched Principalthe
activities fall in the scope of Category 3w accordance witliRule 13.3(1). A definition of
fiMatched Principal i s i3B2Rul e 1.
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Category 3A
1.33 (1) An Authorised Firm is in Category 3A if:

(a) its Licence authorises it to carry on one or more of the Financial
Services of:

(i) Dealing in Investments as Principal (where it does so only as a
Matched Principal); or

(i)  Dealing in Investments as Agent; and
(b) it does not meet the criteria of Categories 1, 2 or 5.

2) For the purposes of PIB, an Authorised Firm Deals in Investments as a
fMatched Principalo i f :

(a) it enters into transactions as a principal only for the purpose of
fulfilling its Clients6 orders;

lybssaresultaofaac c oun;

() it holds positions for
ientsod6 order s;

failure to match CI

(c) the total market value of the positions it holds is no more than 15% of
t he Fi rlnCamgtal Reiscainces; and

(d) the positions are incidental in nature and are strictly limited to the
time reasonably required to carry out a transaction of that nature.

Guidance
A Category & Authorised Firm may be authorised to conduct other Financial Services, but it is the
authorisation for Dealing in Investments as Agemtauthorisation for Dealing in Invesentsas

Principalwhere it does so asMatched Principaland the absence of authorisation for tbevéies
specified in Rules B.1 and 13.2 that are determinative of its belonging to Categdty 3

Category 3B
1.3.4  An Authorised Firm is in Category 3B if:

(a) its Licence authorises it to carry on one or more of the Financial Services
of:

()  Providing Custody (where it does so for a Fund); or
(i)  Acting as the Trustee of a Fund; and
(b) it does not meet the criteria of Categories 1, 2, 3A or 5.

Guidance

A Category 3B Authorised Firm may be authorised to conduct other Financial Services, but it is the
authorisation foProviding Custodyfor a Fundor Acting as Trustee of a Funend the absence of
authorisation for thedivities specified inRules 13.1, 13.2 and 1.3.3 that are determinative of its
belonging to Category 3B.
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Category 3C
1.3.5  An Authorised Firm is in Category 3C if:

(a) its Licence authorises it to carry on one or more of the Financial Services
of:

(i)  Managing Assets;

(i)  Managing a Collective Investment Fund;

(i) Providing Custody (where it does so other than for a Fund);
(iv) Managing a PSIA (which is a PSIAr); or

(v)  Providing Trust Services (where it is acting as trustee in respect of at
least one express trust); and

(b) it does not meet the criteria of Categories 1, 2, 3A, 3B or 5.

Guidance

A Category 3C Authorised Firm may be authorised to conduct other Financial Services, but it is the
authorisation foManaging Assets, Managing a Collective Investment FRmliding Custody other

than for a FundManaging a PSIAvhich is aPSIAr, or Providing Trust Services (where it is acting

as a trustee in respect of at least one express, tamst)the absence of authorisation for the activities
specified in Rules 8.1, 1.3.2, 1.3.3and 13.4 that are determinative of its belonging to Category 3C.

Category 4
1.3.6  An Authorised Firm is in Category 4 if:

(@) its Licence authorises it to carry on one or more of the Financial Services
of Arranging Deals in Investments, Advising on Financial Products,
Arranging Custody, Insurance Intermediation, Insurance Management,
Operating an Alternative Trading System, Providing Fund Administration,
Providing Trust Services (where it is not acting as trustee in respect of an
express trust), Arranging Credit and Advising on Credit or Operating a
Crowdfunding Platform; and

(b) it does not meet the criteria of Categories 1, 2, 3A, 3B, 3C or 5.

Guidance

An Authorised Firm in Category 4 may not be authorised to conduct any other Findeoiale
beyond those listed in Rule316(a) if it were so authorised it would belong to another Category.

Category 5
1.3.7  An Authorised Firm is in Category 5 if it:
(a) is an Islamic Financial Institution; and

(b) Manages a PSIAu.
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Guidance

Authorised Firms in Categories 1 to 4 may also carry out Islamic Financial Business, but only those
Authorised Firms in Categoriesdt 5 may Manage a PSIA They will not fall within Category 5
unless the whole of the business is conducted in accordhance h S h ar Mahage @aRBHA t hey

Systemically Important Banks (SIBs)

Guidance

1.

This section provides for the DFSA to be able to designate an Authorised Firm as a Systemically
Important Bank (SIB). A SIB is a bank whose impact, if it were tq €milld cause significant
disruption to the financial system and the broader economy. To address the additional risks that
SIBs pose, SIBs are subject to specific regulatory and supervisory measures, including higher
capital charges in the form of an adilital buffer (an HLA Capital Buffer) and more intensive
supervision.

The DFSA will base its approach to identifying SIBs, and the measures that it applies to SIBs,
on the framework issued by the Basel Committee.

In accordance with the Bas€ommittee framework, this section provides for the DFSA to
designate two types of SIBs: global systemically important bankSIBS) and domestic
systemically important banks {BIBs). The main difference between the two types of SIBs, is
that GSIBs are apable of having a significant impact on the effective working and stability of
the global financial system, while the potential impact eSIBs is on the local or regional
financial system. The differences in the requirements that apply to each ar@ezkpdder in

this section.

In appropriate cases, the DFSA may designate an Authorised Firm as b&HBaa6d a DSIB

if its failure could have a significant impact on both the global and regional financial systems. If
the DFSA designates a firm astb@ GSIB and a BSIB, the HLA Capital Buffer that applies

will be whichever is the higher of the amount calculated for it as@B5and the amount
calculated for it as a {31B (see Rule 3.9B.3). If a firm is a-&IB, it does not automatically
mean thatt will be a D-SIB. For example, a firm may be systemically important globally, but it
may not conduct significant business locally or regionally.

Global Systemically Important Banks (G-SIBs)

The DFSA will designate an Authorised Firm as a G-SIB if:

@)
(b)

(©)

it is a Domestic Firm in Category 1 or 5;

it is a member of a Group that is included on the list of global systemically
important banks published by the Financial Stability Board; and

the DFSA is the overall consolidated supervisor of that Group.

The DFSA may designate an Authorised Firm as a G-SIB if:

@)

(b)

the conditions in paragraphs (a) and (b) of Rule 1.4.1 are met in relation to
the Authorised Firm; and

the DFSA is not the overall consolidated supervisor of the Group but it
considers that it is appropriate to treat the Authorised Firm as a G-SIB.
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Guidance

1.

The Financial Stability Board (FSB), in consultation with the Basel Committee, identifies and
periodically publishes a list of global systemically important banks.

If the DFSA is the cosolidated supervisor of a Group included on the FSB list of global
systemically important banks, it will designate an Authorised Firm in the Group that is a bank as
a GSIB (see Rule 1.4.1).

If an Authorised Firm that is a bank is part of a Gringduded on the FSB list, but the DFSA is

not the consolidated supervisor of that Group, the DFSA may designate that Authorised Firm as
a GSIB if it considers it is appropriate to do so in all the circumstances (see Rule 1.4.2). If the
DFSA proposes to d@gnate an Authorised Firm as aSEB where it is not the consolidated
supervisor of the relevant Group, it will normally consult first with the consolidated supervisor
to ensure that the supervisors are taking-ardinated approach.

A G-SIB, in additon to being subject to more intensive supervision, must maintain an extra
capital buffer (the HLA Capital Buffer) under section 3.9B. At the consolidated Group level, a
G-SIB also has to publish quantitative indicators relating to its systemic impoitseedrule
11.1.3 and App 11 Table 15) and carry out recovery and resolution planning.

Domestic Systemically Important Banks (D-SIBS)

The DFSA may designate an Authorised Firm as a D-SIB if:

(a) it is a Domestic Firm or Branch in Category 1, 2 or 5; and
(b) the DFSA considers that the risks associated with the Authorised Firm are
such that, if it were to fall, it could have a significant impact on the effective
working and stability of the banking or financial system locally or regionally.
Guidance
1. The DFSA will, in assessing if it should designate an Authorised Firm aSE Diake into
account the factors suggested by the Basel Committee in its framework for domestic
systemically important banks. Those factors include the size, interconnesteslriesgitutability
and complexity of the firm. The DFSA will publish the general assessment methodology it
applies in assessing if it should designate a firm asSiED
2. The DFSA may designate an Authorised Firm as-8IB whether it is a Domestic Fir or a

Branch. However, the measures that apply to-&IB that is a Branch will be less extensive
than those that apply to a8IB that is a Domestic Firm. For example, while both are subject to
more intensive supervision, a-8IB that is a Branch will rfobe subject to the HLA Capital
Buffer Requirement. This is because most capital requirements in chapter 3 do not apply to a
Branch as it is subject to capital requirements applied by its home state regulator.

Procedures for designating SIBs

(1)
)

®3)

The DFSA may amend or cancel a designation made under this section.

The DFSA must publish a copy of any designation made under this section
or any amendment or cancellation of that designation.

The procedures in Schedule 3 to the Regulatory Law apply to a DFSA
decision to designate an Authorised Firm as a SIB or to amend the
designation.
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(4) If the DFSA decides to designate an Authorised Firm as a SIB or to amend
the designation, the Authorised Firm may refer the matter to the FMT for
review.

(5) Paragraphs (3) and (4) do not apply to a DFSA decision to designate a G-
SIB under Rule 1.4.1 or to amend the designation.

Guidance

The Schedule 3 procedures and the right of review by the FMT do not apply to the designation of a
G-SIB under Rule 1.4.1 (seRule 1.4.4(5)). This is because the DFSA, under Rule 1.4.1, will
designate a bank as a$3B if it is included on the list of global systemically important banks
published by the Financial Stability Board.
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GENERAL REQUIREMENTS

Introduction

Guidance

This chapter details the threshatdnditions for the mandatory maintenance of a Trading Book,
periodic prudential reporting requirements to the DFSA, and guidance on prudent valuation practices.
Appendix 2 includes detailed Rules on the positions to be included in the Trading Booku#tmsmal

of such positions, prudent valuation practices and associated issues related to the identification and
treatment of Trading Book positions. Appendix 2
to the need for a documented Trading Book padind risk management systems and controls for the
Trading Book. Appendix 2 also presents in a tabular fashion, detailed specifications on periodic
prudential reporting requirements for different categories of Authorised Firms.

Application
This chapter applies to an Authorised Firm in any Category.
Trading Book

An Authorised Firm must have a Trading Book if:

(@) it has positions that must be included in a Trading Book in accordance with
section A2.1 of App2;

(b) those positions are held with trading intent in accordance with Rule A2.1.5;
and

(c) the total value of the positions eligible for inclusion in the Trading Book

pursuant to (a) and (b):

(i)  normally exceeds $15 million or 5% of its combined on and off-
balance sheet positions; or

(i)  has exceeded $20 million or 6% of its combined on and off-balance
sheet positions at any time in the preceding twelve month period.

An Authorised Firm that must have a Trading Book in accordance with Rule 2.2.1
must:

(a) comply with the requirements of section A2.1 of App2; and

(b) differentiate its business between Trading Book activity and Non-Trading
Book activity on a consistent basis.

An Authorised Firm which has a Trading Book must have adequate systems and
controls to:
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(a) monitor the size of its Trading Book; and

(b) ensure that positions are included consistently in its Trading Book and
Non-Trading Book so that:

() the inclusion of hedging positions in the Trading Book or the Non-
Trading Book at all times reflects the intent of the Authorised Firm in
holding the position; and

(i) adequate records are made if positions are transferred between

Trading and Non-Trading Books so that the transfers may be
identified.

Reporting to the DFSA

Q) An Authorised Firm must comply with the accounting and prudential
reporting requirements set out in this chapter and PRU which apply to it.

2) The DFSA may impose additional reporting requirements on an Authorised
Firm.

An Authorised Firm must, subject to Rule 2.3.3:

(a) prepare its returns in accordance with the Rules in this chapter, the
instructional gui del i nes i n PRU, and the
electronic prudential reporting system; and

(b) submit the returns to the DFSA using the electronic prudential reporting
system.

Guidance

The returns and instructional gui del ines

reporting system.

The DFSA may by way of a written notice direct an Authorised Firm to submit its
returns in a form, manner or frequency other than as prescribed in Rule 2.3.2. An
Authorised Firm must continue to submit its returns in accordance with this direction
until the DFSA by way of written notice directs otherwise.

Q) The submission of any return must be accompanied by a Form B100
(Declaration by Authorised Firms) signed by the Authorised Firm in the
manner set out in (2) or (3) as applicable.

(2) In relation to an annual return the form must be signed by two officers of
the Authorised Firm each of whom is a Director, Partner or individual
previously approved by the DFSA for that purpose.

3) In relation to a quarterly return the form must be signed by one officer of
the Authorised Firm who is a Director, Partner or individual previously
approved by the DFSA for that purpose.
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An original signed hard copy of Form B100 (Declaration by Authorised Firms),
together with a copy of the return submitted to the DFSA must be kept for at least 6
years for inspection by the DFSA.

If the DFSA notifies an Authorised Firm, or the Authorised Firm itself forms the view,
that a return that has been submitted to the DFSA appears to be inaccurate or
incomplete, the Authorised Firm must consider the matter and within a reasonable
time it must correct any inaccuracies and make good any omissions, and re-submit
the relevant parts of the return.

(2) An Authorised Firm must prepare and submit returns in accordance with
Table 1 in section A2.4 of App2, which forms part of these Rules.

(2) All returns must be completed in thousands of dollars ($).

Q) An Authorised Firm must submit to the DFSA any annual return required by
Table 1 in section A2.4 of App2, within four months of the end of the
Aut horised Firmés financi al year .

2) An Authorised Firm must submit to the DFSA any other return required by

Table 1 in section A2.4 of App2, within one month after the end of the
reporting period to which the return relates.

Prudent valuation practices

Guidance

1. This section and related sectié.5 in App2 provide Authorised Firms withGuidance on
prudent valuation for positions that are accounted for at fair value, whether they are in the
Trading Book or in the Noifrading Book (also known as the banking book).

2. A framework for prudent valuation praatie should at a minimum include adequate systems
and controls and valuati on me tthisoedandhreosgtioa s .
in section A2.5App2.

3. The Guidance is especially important for positions without actual market prices ovabkser
inputs to valuation, as well as less liquid positions which raise supervisory concerns about
prudent valuation The Guidance is not intended to require Authorised Firms to change
valuation procedures for financial reporting purposes.

Guidance The DFSA may impose a valuation adjustment if there is a material degree of
i nconsistency between the Aut hecuidasced Fi r mds
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3 CAPITAL

Introduction

Guidance

1. This chapter deals with all aspects of prudential requirements relating to capital adequacy. The
chapter aims to ensure that an Authorised Firm maintains adequate capital to support the risks
associatedvith its activities and that it can absorb potential unexpected losses to its capital. It
also includes provisions forming part of the framework for assessing the capital adequacy of
an Authorised Firm.

2. Part 1 of this chapter deals with the applicatwovisions. Part 2 outlines the fundamental
capital adequacy obligations and systems and controls requirements to ensure compliance with
this critical regulatory obligation. Part 3 includes all the Rules and associated guidance for the
calculation of minnum Capital Requirement for different Categories of Authorised Firms.
This part also specifies ¢hrequirements in respect of Capitduffers and associated
obligations.It specifies three types of Capital Buffers: the Capital Conservation Buffer, the
Courtercyclical Capital Buffer and the HLA Capital Buffdrart 4 of this chapter specifies
detailed Rules on the calculation of Capital Resources of an Authorised Firm, including
detailed Rules on the eligibility criteria for different components of CapiggloRrces which
correspond to varying levels of quality.

3. Appendix 3 provides detailed guidance on various aspects of stress and scenario testing which
are required to be considered by an Authorised Firm to effectively comply with the Rules in
this chaper.

PART 17 Application

3.1 Application

3.1.1 The parts, sections and Rules in this chapter apply to an Authorised Firm as stated
in those provisions.

Guidance
1 Part 2 of this chapter imposes a number of basic requirements, including thieqeorement
t hat the amount of a firméds Capital Resource

Capital Requirement.
2. In particular, note that:
a. Part 3 (CalculatingCapital Requirements) applies to all firms, but with differentiated
calculationdor Capital Requirements for the various Categories of Authorised Firms as
prescribed in sections 3.3, 3.4 and 3.5;

b. Within Part3, an exemption from the calculation of Tier 2 (T2) Capital in relation to
firms authorised to ManagePSIAu is prescribedr Rule 3.15.9and

c. Part 4 (Calculating Capital Resources) applies to all firms, but in a differentiated
manner for differenCategories of firms as demonstrated in the table in section 3.11.
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PART 27 Basic Requirements

3.2 Requirements

Application

3.2.1  In this section:
(a) Rules 3.2.2 to 3.2.5 apply to an Authorised Firm in any Category;
(b) Rule 3.2.6 applies only to an Authorised Firm in Category 3B, 3C or 4; and
(© Rule 3.2.7 applies only to an Authorised Firm in Category 1, 2, 3A or 5.
Maintaining Capital Resources

3.2.2  An Authorised Firm that is a Domestic Firm must;

(a) have and maintain, at all times, Capital Resources of the kinds and
amounts specified in, and calculated in accordance with, the Rules in PIB;
and

(b) ensure that it maintains capital and liquid assets in addition to the

requirement in (a) which are adequate in relation to the nature, size and
complexity of its business to ensure that there is no significant risk that
liabilities cannot be met as they fall due.

Guidance

1. For the purposes of Rule 3.2&hAut hori sed Firmdés Governing Bod
the Capital Resourcewvhich are required by the DFSA as set out in PIB are adequate in
relation to the Authorised Fir modbemagnamnaedf i ¢ b us
by the Authorised Firm where its Governing Body has considered that the reQaipéal
Resourcess o not adequately reflect the nature and

2. The liabilities referred to in Rule 3.2.2(b) include &nut hori sed Firmds con
prospective liabilities, such as liabilities arising from a change in business strategy or claims
made against the Authorised Firm, but not liabilities that might arise from prospective
transactionsvhich the Authorisé Firm could avoid, for examplby ceasing its operations.
Liabilities from prospective transactions refers to the potential liabilities which can be avoided
by eitheradequate risk management, risk transfer or avoiding the transaction completely. This
refersto any prospective transaction, for example, lending money to a borrower or entering
into a contract for the provision of services by a service provider.

3. An Authorised Firm subject to the requirements in chapter 10 may be required to meet
Individual Cajital Requirements under those Rules.

3.2.3  An Authorised Firm must have, at all times, Capital Resources which exceed the
amount of its Capital Requirement.
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Guidance

The spec

/Ay

ific Capital Requiremesrfor the variousCategories of Authorised Firmare deat with in

sections 3.3, 3.4, 3.3.9, 3.9A and 3.9B.

Systems and controls

Guidance

For the purposes of section 3.2, an Authorised Firm is required to have systems and controls in place

to enable it to be certain that it has adequate Capital Resouraaapty avith Rule 3.2.3 at all times.

An Aut horised Firmés systems and control s
adequacy at any particular time if required to do so by the DFSA. Where through the operation of
those systems and cools an Authorised Firm forms the view that it may not be able to satisfy the
requirements of Rule 3.2.3 in the future, that Authorised Firm is required to immediately inform the
DFSA in accordance with Rule 3%2.

3.2.4 An Authorised Firm that is a Branch must:

3.25

(@)

(b)

(€)

(d)

1)

)

®3)

ensure that it has and maintains, at all times, liquid assets and access to
financial resources which are adequate in relation to the nature, size and
complexity of its business to ensure that there is no significant risk that
liabilities cannot be met as they fall due;

ensure that it complies with its
prudential requirements;

submit to the DFSA a copy of every capital adequacy summary report and
leverage ratio report submitted to its home state Financial Services
Regulator within ten business days of the due date for submission to that
regulator; and

in the event of any anticipated or actual breach of any prudential
requirements set by its home state Financial Services Regulator, notify the
DFSA forthwith with any relevant documents.

An Authorised Firm must have systems and controls to enable it to
determine and monitor:

(a) its Capital Requirement; and

(b) whether the amount of its Capital Resources is, and is likely to
remain, greater than the amount of its Capital Requirement.

Such systems and controls must include an analysis of:

(a) realistic scenarios which are relevant to the circumstances of the
Authorised Firm; and

(b) the effects on the Capital Requirement of the Authorised Firm and on
its Capital Resources if those scenarios occurred.

An Authorised Firm must notify the DFSA immediately and confirm in
writing any breach, or expected breach, of any of the provisions of this
chapter by the Authorised Firm.
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App3 provides Guidance on the nature and type of stress and scenario testing that Authorised
Firms should be undertaking to support their view that they have adequate financial resources
to meet their bligations.

The requirements in this chapter apply to Authorised Firms on a solo basis. An Authorised
Firm may also be subject to Capital Resources requirements at a Group level. Group
requirements are addressed in chapter

Notifications to the DFSA

(1)
(@)

This Rule applies to an Authorised Firm in Category 3B, 3C or 4.

An Authorised Firm must notify the DFSA immediately and confirm in
writing if its Capital Resources fall below 120% of its Capital Requirement.

Requirements as to composition of capital

This Rule applies to an Authorised Firm in Category 1, 2, 3A or 5.

Subject to Rule 3.6.3 and (3), an Authorised Firm must at all times maintain
the following components of capital:

where the Risk Capital Requirement forms part of the Capital
Requirement of the firm under section 3.3 or 3.4:

(i)

(ii)

CET1 Capital equating to at least 6.0% of the f i r Rigks
Weighted Assets; and

T1 Capital equating to atleast 8.0% o f t h eRisk Weigheéd s
Assets; or

where the Expenditure Based Capital Minimum forms the Capital
Requirement of the firm under section 3.4:

(i)

(ii)

CET1 Capital equating to at | east
Based Capital Minimum; and

T1 Capital equating t o o@enditlre as't
Based Capital Minimum.

The CET1 Capital used to meet the requirement in (2)(a) must not also be
used as a component of a Capital Buffer.

It follows from Rule 3.2.7(2)(a) and Rule 3.2.3 that an Authorised Firm cannot use T2 Capital
of more than 2% of its Risk Weighted Assets to meet its Risk Capital Requirement.

1)
(2)
(a)
(b)
)
Guidance
1.
2.

It follows from Rule 3.2.7(2)(b) and Rule 3.2.3 that an Authorised Firm cannot use T2 Capital
to meet more than 20% of its Expenditure Based Capital Minimum.
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In accordancevith Rules 3.9.5, 3.9A.3 and 3.9B.4, the CET1 Capital used for a Cahifédr
cannot constitute CET1 Capital for meeting the Risk Capital Requirement.
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PART 31 Calculating the Capital Requirement

3.3 Capital Requirements for Categories 1 and 5

3.3.1  This section applies to an Authorised Firm in Category 1 or 5.

332 (1) The Capital Requirement for an Authorised Firm is calculated, subject to
(2), as the higher of:

(a) the applicable Base Capital Requirement; or

(b) its Risk Capital Requirement plus applicable Capital Buffer
Requirements.

(2) Where the Authorised Firm has an ICR imposed on it then the Capital
Requirement is its ICR plus Risk Capital Requirement plus applicable
Capital Buffer Requirements.

Guidance

1. An Authorised Firm should ref to chapters 4, 5 ar@ito determine whether it is required to
calculate a Credit Risk Capital Requireméaiso referred to in this module as CRCQOM)
Market Risk Capital Requirement or an Operational Risk Capital Requirement, respectively.

2. The Digplaced Commercial Risk Capital Requirement will only apply to an Authorised Firm
Managing a PSIA

3. An Authorised Firm will also need to consider the relevant provisions in IFR chapter 5 when
calculating its Credit Risk and Market Risk for Islamic Cants.

4. If an Individual Capital Requirement isnposedon an Authorised Firnunder Chapter 10,
such a requirement is additional to the Risk Capital Requirement and is, therefore, a
component of the Authorised Firms Capital Requirement.

3.4 Capital Requirements for Categories 2 and 3A

3.4.1  This section applies to an Authorised Firm in Category 2 or 3A.

342 (1) The Capital Requirement for an Authorised Firm is calculated, subject to
(2), as the highest of:

(a) the applicable Base Capital Requirement;
(b) the Expenditure Based Capital Minimum; or

(c) its Risk Capital Requirement plus applicable Capital Buffer
Requirements.

2) Where the Authorised Firm has an ICR imposed on it then the Capital
Requirement is its ICR plus Risk Capital Requirement plus applicable
Capital Buffer Requirements.
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Guidance

1. An Authorised Firm should refer to chapters 4, 5 énd determine whether it is required to
calculate a Credit Risk Capital Requireméaitso referred to in this module as CRCQM)
Market Risk Capital Requirement or an Operational Risk Capital Requirement, respectively.

2. An Authorised Firm will also need to consider the relevant provisions in IFR chapter 5 when
calculating its Credit Risk and Market Risk for Islamic Contracts.

3. If the DFSAimposes an Individual Capital Requirement on an Authorised Rimder chapter
10, sucha requirement is additional to the Risk Capital Requirement and is, therefore, a
component of the Authorised Firms Capital Requirement.

3.5 Capital Requirements for Categories 3B, 3C and 4

3.5.1 This section applies to an Authorised Firm in Category 3B, 3C or 4.

3.5.2  The Capital Requirement for such an Authorised Firm is calculated as the higher of:

(a) the applicable Base Capital Requirement as set out in section 3.6; or
(b) the Expenditure Based Capital Minimum as set out in section 3.7.
353 (1) An Authorised Firm to which this section applies must, at all times,

maintain an amount which exceeds its Expenditure Based Capital
Minimum in the form of liquid assets.

2) For the purpose of this Rule, and subject to (3), liquid assets comprise any
of the following:

(@) cashin hand,;

(b) money deposited with a regulated bank or deposit-taker which has a
short-term credit rating of Al or P1 (or equivalent) and above from an
ECAI,

(c) demand deposits with a tenor of 1 year or less with a bank or
deposit-taker in (b);

(d) time deposits with a tenor of 1 year or less which have an option to
redeem the deposit at any time. In such cases, the deposit amount
eligible to be included as liquid assets must be calculated as net of
any costs associated with such early redemption;

(e) cash receivable from a regulated clearing house and cash deposits
with such clearing houses, other than any fees or contributions to
guarantee or reserve funds of such clearing houses; or

(f)  any other asset which may be approved by the DFSA as comprising
a liquid asset for the purpose of this Rule.

3) For the purpose of this Rule, liquid assets do not include:
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3.6

3.6.1

3.6.2

3.6.3

3.7

3.7.1

(a) any investment, asset or deposit which has been pledged as security
or Collateral for any obligations or liabilities assumed by it or by any
other third party; or

(b) cash held in Client Money or Insurance Money accounts.

Base Capital Requirement

This section applies to an Authorised Firm in any Category.

Guidance

The BaseCapital Requiremenis a component of the calculation of the Capital Requirement under
sections 3.3, 3.4 and 3.5.

The table below sets out the Base Capital Requirement for each Category of an
Authorised Firm.

Category Base Capital Requirement
Category 1 US $10 million
Category 2 US $2 million
Category 3A US $500,000
Category 3B US $4 million
Category 3C US $500,000
Except if the only Financial Service referred to in Rule
1.3.5(a) that the Authorised Firm is authorised to carry
on is Managing a Collective Investment Fund in which
case its Base Capital Requirement is:
(a) US $140,000 if it manages any Public Fund; or
(b) US $70,000 otherwise.
Category 4 US $ 10,000
Except if the Authorised Firm is authorised to Operate a
Crowdfunding Platform and it holds Client Assets, in
which case its Base Capital Requirement is US
$140,000.
Category 5 US $10 million

An Authorised Firm must have Common Equity Tier 1 Capital (CET1 Capital), as
defined in section 3.13, of not less than its relevant Base Capital Requirement at
the time that it obtains authorisation and at all times thereafter.

Expenditure Based Capital Minimum

This section applies to an Authorised Firm in Category 2, 3A, 3B, 3C or 4.
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Guidance

The Expenditure Based Capital Minimum is a component of the calculation of the Capital
Requirement under sections 3.4 and ard is a key factor in the calculation of the capital
components under Rule 372.

3.7.2  An Authorised Firm must calculate its Expenditure Based Capital Minimum as:

(a) subject to (b), in the case of an Authorised Firm which holds Client Assets
or Insurance Monies, 18/52;

(b) in the case of an Insurance Intermediary which holds Insurance Monies but
not Client Assets, 9/52;

(© in the case of an Authorised Firm in Category 2, 3A, 3B or 3C which does
not hold Client Assets or Insurance Monies, 13/52; or

(d) in the case of an Authorised Firm in Category 4, which does not hold
Insurance Monies, 6/52;

of the Annual Audited Expenditure, calculated in accordance with Rule 3.7.3.
Annual Audited Expenditure

3.7.3 (1) Subject to Rules 3.7.3A and 3.7.4, Annual Audited Expenditure constitutes

all expenses and losses that arise in the Authorised Fi r m6s nor mal C Ol
of business in a twelve month accounting period (excluding exceptional
items) which are recorded in the Author.i

account, less the following items (if they are included in the Authorised
Firmdés aofitdnd toss dccount):

(a) staff bonuses, except to the extent that they are non-discretionary;

(b) empl oyeesd and directorsd shares in p
except to the extent that they are non-discretionary;

(c) other appropriations of profits, except to the extent that they are
automatic;

(d) shared commissions and fees payable that are directly related to
commissions and fees receivable, which are included with total
revenue;

(e) fees, brokerage and other charges paid to clearing houses,
exchanges and intermediate brokers for the purposes of executing,
registering or clearing transactions;

(f) any expenses for which pre-payments or advances have already
been made to the respective claimant (e.g. pre-paid rent, pre-paid
communication charges etc.) and deducted from Capital Resources
as illiquid assets;

(g) foreign exchange losses; and

(h)  contributions to charities.
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2) For the purposes of (1)(c), a management charge must not be treated as
an appropriation of profits.

If a Fund Manager uses a Fund Platform, the Annual Audited Expenditure of the
Fund Manager is to be calculated as the aggregate of the expenses and losses of
the Authorised Firm and the expenses and losses of the Incorporated Cell
Company (the Fund Platform) calculated in accordance with Rule 3.7.4.

) For the purposes of Rule 3.7.3, an Authorised Firm must calculate its

relevant Annual Audited Expenditure with reference to the Authorised

Firmés most recent audited financial sta
2) If the Authorised Fi r méd s mo st recent audited finar

represent a twelve month accounting period, it must calculate its Annual
Audited Expenditure on a pro rata basis so as to produce an equivalent
annual amount.

3) If an Authorised Firm has not completed its first twelve months of business
operations, it must calculate its Annual Audited Expenditure based on
forecast expenditure as reflected in the budget for the first twelve months
of business operations, as submitted with its application for authorisation.

(4) (&) If an Authorised Firm:
()  has a material change in its expenditure (either up or down); or
(i)  has varied its authorised activities;

it must recalculate its Annual Audited Expenditure and Expenditure
Based Capital Minimum accordingly.

(b) Where an Authorised Firm has recalculated its Annual Audited
Expenditure and Expenditure Based Capital Minimum in accordance
with (a), it must submit this recalculation to the DFSA within 7 days of
its completion and seek agreement/approval from the DFSA. The
DFSA may within 30 days of receiving the recalculation object to the
recalculation and require the Authorised Firm to revise its
Expenditure Based Capital Minimum.

Risk Capital Requirement

This section applies to an Authorised Firm in Category 1, 2, 3A or 5.
Guidance

The Risk Capital Requiremeig a component of the calculation of the Capital Requért under
sections 3.3 and 3.4.

Calculation of Risk Capital Requirement

An Authorised Firm must calculate its Risk Capital Requirement as 10% of its Risk
Weighted Assets.
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Risk Weighted Assets

An Authorised Firm must calculate its Risk Weighted Assets as 12.5 multiplied by
the sum of the following:

(a) the CRCOM;

(b) the Market Risk Capital Requirement;

(©) the Operational Risk Capital Requirement; and
(d) the Displaced Commercial Risk Capital Requirement, where applicable.
CRCOM

An Authorised Firm must calculate its Credit Risk Capital Requirement in
accordance with the applicable Rules in chapter 4.

Guidance

1. Detailed Rules ah Guidance in respect of tHeRCOM are specified in chapter 4The
CRCOM includes therisk weighted assets (RWAjor all Credit Risk Exposures and
securitisatiorExposures.

2. Rules and Guidance in respect of calculatilgCRCOM for Islamic Contracts are contained
in IFR chapter 5.

Market Risk Capital Requirement

An Authorised Firm must calculate its Market Risk Capital Requirement in
accordance with the applicable Rules in chapter 5.

Guidance

1. Detailed Rules and Guidanae respect of the Market Risk Capital Requirement and each of
its componentgre contained in chapter 5.

2. Rules and Guidance in respect of calculating Market Risk for Islamic Contracts are contained

in IFR chapter 5.
Operational Risk Capital Requirement

An Authorised Firm must calculate its Operational Risk Capital Requirement in
accordance with the applicable Rules in chapter 6.

Displaced Commercial Risk Capital Requirement

An Authorised Firm Managing a PSIAu must calculate its Displaced Commercial
Risk Capital Requirement in accordance with IFR chapter 5.

Capital Conservation Buffer

This section applies to an Authorised Firm in Category 1, 2 or 5.
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Where, under section 3.3 or 3.4, the Risk Capital Requirement in section 3.8
applies to an Authorised Firm, then the firm is subject to a Capital Conservation
Buffer Requirement.

The Capital Conservation Buffer Requirement is equivalent to 2.5% of an
Aut hor i s Ridk Weighteth&ssets and must constitute only CET1 Capital.

(2) An Authorised Firm must maintain the required buffer amount, calculated in
accordance with Rule 3.9.3, at all times.

(2) The Capital Conservation Buffer Requirement applies on both a solo and a
consolidated basis for Authorised Firms forming part of Financial Groups.

An Authorised Firm must not apply CET1 Capital that it maintains to meet the
Capital Conservation Buffer Requirement towards meeting:

@) any Individual Capital Requirement the DFSA may impose on it pursuant to
chapter 10;

(b) its Risk Capital Requirement;

(© its Countercyclical Capital Buffer Requirement; or

(d) its HLA Capital Buffer Requirement.

Countercyclical Capital Buffer (CCyB)
Guidance

1. This section sets out when an Authorig&an must maintain a Countercyclical Capital Buffer
(CCyB) and how the buffer is calculated.

2. A Countercyclical Capital Buffer is intended to take into account the nrfacocial
environment in which firms operate. If national authorities consideretkadss credit growth

has led to a buildip of systerwide risk, they can impose this measure to ensure the financial

system has a buffer of capital to protect it against future potential losses.

3. An Authorised Firm will need to maintain a CountercycliCapital Buffer only if it has a
credit exposure in a jurisdiction where a CCyB Authority has imposed a CCyB Rate.

4. The Countercyclical Capital Buffer is in addition to the capital required under the Risk Capital

Requirement and the Capital ConservaBatifer Requirement.

This section applies to an Authorised Firm if it:

(@) isin Category 1, 2 or 5; and

(b) has a Non-Financial Private Sector Credit Exposure in a jurisdiction for which
a CCyB Rate applies.

Countercyclical Capital Buffer Requirement

An Authorised Firm must maintain a Countercyclical Capital Buffer of CET1 Capital
that is calculated using the formula:
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CCyB = CCyB Rate x RWA
where:

€)) ACCyBO0O is the Countercyclical Capital Bu
maintain;

(b) ACCyB Rated is the weighted average of
Rates, calculated in accordance with Rule 3.9A.5, that apply in jurisdictions
in which the Authorised Firm has Non-Financial Private Sector Credit
Exposures; and

(©) ARWAO val ubeof the Authorised Firmbés Ri sk

Guidance

1. The CCyB Requirement applies to credit exXpos.
Financi al Private Sector Risk Exposuresbo. Rul
exposures tmther banks or to sovereigns, government bodies or agencies, or multilateral

development banks.

2. An Authorised Firm will need to follow the following steps to calculate its CCyB
Requirement:

a. identify the jurisdictions in which it has Neirinancial Private Sector Credit Exposures
(Rule 3.9A.6 sets out how to determine the location of an exposure);

b. identify if a CCyB Rate applies in that jurisdiction and, if so, the date on which it takes
effect (see Rules 3.9A.7 to 3.9A.9);

c. determine the weightedrerage of CCyB Rates applying to it (see Rule 3.9A.5); and
d. multiply the weighted average by the value of its Risk Weighted Assets.

3.9A.3 An Authorised Firm must not apply CET1 Capital that it maintains to meet the
Countercyclical Capital Buffer Requirement towards meeting:

(a) its Risk Capital Requirement;

(b) its Capital Conservation Buffer Requirement;

(© an HLA Capital Buffer Requirement; or

(d) an Individual Capital Requirement that the DFSA may impose on it under
chapter 10.

3.9A.4 The Countercyclical Capital Buffer Requirement applies on both a solo and a
consolidated basis for Authorised Firms forming part of a Group.

Weighted Average of CCyB Rates

3.9A5 (1) The rate to be used to calculate aln Aut hc
Buffer is the weighted average of the CCyB Rates that apply in jurisdictions
in which it has Non-Financial Private Sector Credit Exposures.
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The weighting applied to the CCyB Rate in each jurisdiction is the risk-

wei ghted amount o f saNon-FiAandiah BrivatesSector Fi r mo
Credit Exposures in that jurisdiction, divided by the risk-weighted amount of
its Non-Financial Private Sector Credit Exposures in all jurisdictions.
Determining the location of credit exposures
3.9A6 (1) This Rule specifies how an Authorised Firm must determine the jurisdiction
in which it has a Non-Financial Private Sector Credit Exposure.
2) The jurisdiction in which an Authorised Firm has an exposure is to be
determined by allocating the exposure to the jurisdiction where, to the best
of the Authorised Firmés knowledge and ir
3) If it is not reasonably possible to determine the jurisdiction of an exposure
under (2), then the jurisdiction in which the Authorised Firm has the
exposure is the jurisdiction where the exposure is booked.
Guidance
1. The Il ocation of an Authorised Firmdéds credit e
of d6ultimate riskod6, i.e. the | ocat bcatonoiwher e t |
the counterparties, irrespective of the Aut ho
incorporation.
2. The following examples illustrate how the concept of ultimate risk applies:

a.

if a firm has an exposure to a borrower in country Agd d@he risk mitigant (e.g. a

guarantor) is in country B, then the ultimate risk is in country B;

if, in the example in a, the exposure is only partly mitigated, then the ultimate risk would

be split between the uncovered portion in country A and a edvyaortion in country B;

if a firm has an exposure to a borrower that is a Branch in country A, and the head office

of the Branch is in country B, then the ultimate risk is in country B; and

if a firm has an exposure to a borrower in country A, drelexposure is to finance a

project in country B, then the ultimate risk is in country B.

The CCyB Rate that applies in a jurisdiction

3.9A.7 (1)

()

The Countercyclical Capital Buffer Rate for an exposure:

(a) in the DIFC or elsewhere in the State, is the rate set by the Central

Bank; and

(b) outside the State, is the rate set by the CCyB Authority for that

jurisdiction, unless the DFSA has specified a rate under Rule 3.9A.8,
in which case that specified rate applies.

If the rate specified by a CCyB Authority is more than 2.5% then it is taken to
be equal to 2.5%, unless the DFSA specifies otherwise.
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3.9A.8 (1) If the DFSA considers that the CCyB Rate in a jurisdiction outside the State
is not sufficient to protect Authorised Firms from the risks of excessive credit
growth in that jurisdiction, it may, for credit exposures in that jurisdiction:

(@) specify a CCyB Rate even though no rate is imposed by the CCyB
Authority for that jurisdiction; or

(b) specify a CCyB Rate that is higher than the rate imposed by the CCyB
Authority for that jurisdiction.

(2) If the DFSA specifies a rate under this Rule, then that rate applies for Non-
Financial Private Sector Credit Exposures in the jurisdiction.

3) The DFSA may vary or cancel a specified rate under this Rule.

4) The DFSA must notify affected Authorised Firms if it specifies a rate, or if it
varies or cancels a rate, under this Rule.

Effective date of CCyB Rates

3.9A9 (1 This Rule specifies when a CCyB Rate takes effect for the purposes of
calculating a CCyB Buffer under this section.

2) A CCyB Rate for a jurisdiction takes effect from whichever is the later of:

@ 12 months after the CCyB Authority announces the rate or the DFSA
notifies the rate under Rule 3.9A.8 (as the case may be); or

(b) 1 July2018.

3) In exceptional circumstances, the DFSA may specify that a CCyB Rate is to
take effect from a date earlier or later than that specified in (2).

Guidance

1. CCyB Rates are usually specified to apply after an advance announcement period i.e. a period
between when it is announced and when it takes effect, which gives Authorised Firms sufficient
time to adopt the new capital buffer. The effect of Rule 3.9A.9(2)(a) is that Authorised Firms will
usually have 12 months from the announcement to adopt a.buffe

2. As a transitional measure, Rule 3.9A.9(2)(b) has the effect that Authorised Firms will have at
least 6 months from the day on which this section commences (1 January 2018) to adopt a buffer,
even if the relevant rate was announced 12 months befodayttbe section commences.

For example: If a CCyB Authority announced on 1 February 2017 a CCyB Rate of 1% that
would apply to credit exposures in its jurisdiction, this would usually take effect on 1 February

2018. However, under Rule 3.9A.9(2)(b), irsetean Authorised Firm has until 1 July 2018 (6
months after the commencement of this Rule) to adopt the buffer.

3.9B HLA Capital Buffer

Guidance
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Under section 1.4, the DFSA may designate an Authorised Firm as a systemically important bank
(SIB). This section requires a SIB to maintain a further capital buffer, a higher loss absorbency capital
buffer (HLA Capital Buffer), and sets out how the HLApRtal Buffer is calculated.

This section applies to an Authorised Firm in Category 1, 2 or 5 that the DFSA has
designated as a SIB.

HLA Capital Buffer Requirement

A SIB must maintain an HLA Capital Buffer of CET1 Capital that is calculated using
the following formula:

HLA Capital Buffer = HLA Ratio x Relevant RWA

where:
AHLA Capital Buf ferd is the HLA Capital B u
maintain;
AHLA Ratiod is the ratio determined by the

Rule 3.9B.6; and

ifRel evant RWAO:
(@) for a G-SIB, is the value of the its Risk Weighted Assets; or

(b) for a D-SIB, is the value of its Risk Weighted Assets in jurisdictions for which it
is considered to be systemically important.

If an Authorised Firm is both a G-SIB and a D-SIB, the HLA Capital Buffer that
applies under this section is the higher of the amount calculated under Rule 3.9B.2
for the firm as a G-SIB and the amount calculated under that Rule for the firm as a
D-SIB.

An Authorised Firm must not apply CET1 Capital that it maintains to meet an HLA
Capital Buffer Requirement towards meeting:

(a) its Risk Capital Requirement;

(b) its Capital Conservation Buffer Requirement;

(© its Countercyclical Capital Buffer Requirement; or

(d) an Individual Capital Requirement that the DFSA has imposed on it under
chapter 10.

The HLA Capital Buffer Requirement applies on both a solo and a consolidated
basis for Authorised Firms forming part of a Group.

HLA ratio
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) The DFSA must determine an HLA Ratio for each Authorised Firm that it
designates as a G-SIB or D-SIB.

(2) The HLA Ratio determined under (1) for a D-SIB must be not less than 1%
and not more than 3.5%.

3) The DFSA may vary the HLA Ratio determined under this Rule, provided
that for a D-SIB the ratio as varied is within the range specified in (2).

(4) The procedures in Schedule 3 to the Regulatory Law apply to a DFSA
decision to set or vary an HLA Ratio for an Authorised Firm.

(5) If the DFSA decides to set or vary an HLA Ratio, the Authorised Firm may
refer the matter to the FMT for review.

(6) Paragraphs (4) and (5) do not apply to a decision relating to the HLA Ratio
for a G-SIB designated under Rule 1.4.1.

Guidance

1. The DFSA is likely to base the HLA Ratio it determines for I8 on the rate
specified for that &IB by the Financial Stability Board, in consultation with the Basel
Committee. For a BBIB, the DFSA will determine an HLA Ratio that is between 1%
and 3.5% (see Rule 3.9B.6(2)).

2. The Schedule 3 procedures and thétrigf review by the FMT do not apply to a rate
applied to a GSIB designated under Rule 1.4.1. This is because the rate specified by the
DFSA for such a &IB will be the rate recommended by the FSB and Basel
Committee.

Failure to meet a Capital Buffer Requirement

Guidance

This section sets out measures that an Authorised Firm must take if it is not meeting a Capital Buffer
Requirement, i.e. its Capital Conservation Buffer Requirement, CCyB Requirement or HLA Capital
Buffer Requirement. The measuresgls as not distributing capital and preparing a plan to restore
capital, do not limit other action that the DFSA may take against the firm for failing to meet the
requirement.

This section applies to an Authorised Firm in Category 1, 2 or 5.

Restrictions on distributions

3.9C.2 Where an Authorised Firm fails to meet a Capital Buffer Requirement, it must:
(a) calculate the maximum distributable amount in accordance with Rule
3.9C.5;
(b) ensure that it does not undertake any of the following actions until it has
calculated the maximum distributable amount and notified the DFSA under
Rule 3.9C.6:
43
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()  make a distribution in connection with CET1 Capital;

(i) create an obligation to pay variable remuneration or discretionary
pension benefits or pay variable remuneration if the obligation to pay
was created at a time when the institution failed to meet a Capital
Buffer Requirement; or

(i)  make payments on AT1 and T2 Capital instruments.

3.9C.3 An Authorised Firm must:

3.9C4

3.9C5

(1)

()

in subsequently taking any of the actions described in Rule 3.9C.2(b)(i) to
(i), ensure that it distributes no more than its calculated maximum
distributable amount; and

prepare and submit a capital conservation plan pursuant to Rule 3.9C.8.

For the purposes of Rule 3.9C.2(b)(i), a distribution in connection with CET1 Capital
includes any of the following:

@)
(b)
(©)

(d)
(e)

(1)

)

payment of cash dividends;
distribution of fully or partly paid bonus shares or other capital instruments;

a redemption or purchase by an institution of its own shares or other
capital instruments;

a repayment of amounts paid up in connection with capital; or

a distribution of other items referred to in section 3.13 as eligible for
inclusion as CET1 Capital.

In this section, areference t o a Amaxi mum di str
maximum amount that an Authorised Firm may distribute in connection
with CET1 Capital as specified in Rules 3.9C.2 and 3.9C.3.

Subject to (3), an Authorised Firm must determine the maximum
distributable amount by multiplying the sum specified in (a) by the factor
determined under (b):

(a) the total of interim or year-end profits that were not included in CET1
Capital pursuant to Rule 3.13.2 and which have accrued after the
most recent distribution of profits and after any of the actions referred
to in Rule 3.9C.2(b);

(b) where the CET1 Capital of the Authorised Firm (which is not used to
meet the Capital Requirement), expressed as a percentage of the
f i r RRN\MASIS:

(i)  within the first quartile (0%-25%) of its Capital Buffer, the factor
is 0;

(i) within the second quartile (25%-50%) of its Capital Buffer, the
factor is 0.2;
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(i)  within the third quartile (50%-75%) of its Capital Buffer, the
factor is 0.4; and

(iv) within the fourth quartile (75%-100%) of its Capital Buffer, the

factor is 0.6.
3 If an Authorised Firm undertakes any action under Rule 3.9C.2(b), it must
take that into account and reduce the maximum distributable amount
accordingly.

For the purpose of Rule 3.9C.2(b), where an Authorised Firm intends to distribute
any of its distributable profits or intends to undertake an action referred to in Rule
3.9C.2(b)(i) to (iii), the Authorised Firm must notify the DFSA and provide the
following information:

(a) the amount of capital maintained by the Authorised Firm, subdivided as
follows:

(i) CET1 Capital,

(i)  ATL1 Capital, and

(i) T2 Capital;

(b) the amount of its interim and year-end profits;

(© the maximum distributable amount calculated in accordance with this
section; and

(d) the amount of distributable profits it intends to allocate between the
following:

()  dividend payments,
(i)  share buybacks,
(i) payments on AT1 Capital instruments, and

(iv) the payment of variable remuneration or discretionary pension
benefits, whether by creation of a new obligation to pay, or by
payment pursuant to an obligation to pay created at a time when the
institution failed to meet a Capital Buffer Requirement.

Guidance

Upon receiving a notification under this Rule, t|
to meet and maintain its Capital Requirement on a sustainable basis going forward.

An Authorised Firm must maintain systems and processes to ensure that the
amount of distributable profits and the maximum distributable amount are calculated
accurately, and must be able to demonstrate that accuracy to the DFSA on request.
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Capital conservation plan

3.9C.8 Where an Authorised Firm fails to meet a Capital Buffer Requirement, it must
prepare a capital conservation plan and submit it to the DFSA no later than 5
business days after it identified its failure to meet the Capital Buffer Requirement.
The capital conservation plan must include the following:

(a) estimates of income and expenditure and a forecast balance sheet;
(b) measures to increase the Capital Resources of the Authorised Firm;
(© a plan and timeframe for the increase of own funds with the objective of

restoring the Capital Buffer; and

(d) any other information the DFSA might need in order effectively to carry out
its considerations referred to in Rule 3.9C.9.

3.9C9 (1 Following assessment, the DFSA will approve the capital conservation plan
only if it considers that the plan, if implemented, would be reasonably likely
to conserve or raise sufficient capital to enable the Authorised Firm to meet
its Capital Requirement and Capital Buffer Requirement, within a period
that the DFSA considers appropriate.

2) If the DFSA does not approve the capital conservation plan, the DFSA may
require the Authorised Firm to increase its CET1 Capital to meet the
Capital Requirement and the Capital Buffer Requirement, within a specified
period of time.
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PART 41 Calculating Capital Resources

3.10 Application

3.10.1 This part applies to an Authorised Firm in any Category.
Guidance

The earlier sction 3.2 imposes a number of basic requirements on an Authorised Firm, including
requirements to;

a have and maintain Capital Resources in accordance with these(§addRule 3.2.2); and

b. mai ntain an amount of Capital Resources that
Requirement (see Rule 3.2.3).

3.11 Calculation of Capital Resources

3.11.1 The total of Capital Resources is derived according to the following formula:

T1 Capital + T2 Capital = Capital Resources

where:

(a) ATl Capitalo represents Tier 1 capital a
Capital;

(b) ACET1 Capital o represents Common Equity
accordance with section 3.13;

(© AATClapital 6 represents Addi tiniaccardahce Ti er 1
with section 3.14; and

(d) AT2 Capital 6 repr es e ntinsaccdrdaece witB sectienp i t a | P2
3.15.

3.11.2 An Authorised Firm must calculate its Capital Resources in accordance with the
table below and the provisions in sections 3.12 to 3.15.
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(A1) Elements of Common Equity Tier 1 (CET1) Capital
(A2) Adjustments to/deductions from CET1 Capital

(A3) CET1 Capital = A1i A2

(A4) Elements of Additional Tier 1 (AT1) Capital

(A5) Deductions from AT1 Capital
(A6) AT1 Capital = A47 A5

(A7) Tier 1 (T1) Capital = A3 + A6

(A8) Elements of Tier 2 (T2) Capital

(A9) Deductions from T2 Capital

(A10) Tier 2 (T2) Capital = A81 A9

(Al11) Capital Resources = A7 + A10

3.12 Tier 1 capital (T1 Capital)

3.12.1 The Tier 1 capital (referred to in these Rules as T1 Capital) of an Authorised Firm
must be calculated as the total of its Common Equity Tier 1 capital (referred to in
these Rules as CET1 Capital) and its Additional Tier 1 capital (referred to in these
Rules as AT1 Capital).

3.13 Common Equity Tier 1 capital (CET1 Capital)

3.13.1 The CET1 Capital constitutes the sum of CET1 capital elements in Rule 3.13.2,
subject to the adjustments, deductions and exemptions stipulated later in this
section.

3.13.2 CET1 Capital consists of the sum of the following capital elements:

(@) capital instruments, provided the conditions laid down in Rule 3.13.3 are
fully met;

(b) share premium accounts related to the instruments referred to in (a);

(© retained earnings;

(d) accumulated other comprehensive income, as defined in the International

Financial Reporting Standards; and

48

PIB/VER34/12-19



(e)

3.13.3 (1)

/Ay

PRUDENTIAL 7 INVESTMENT, INSURANCE INTERMEDIATION AND BANKING (PIB)

other reserves which are required to be disclosed under International
Financial Reporting Standards, excluding any amounts already included in
accumulated other comprehensive income or retained earnings.

For the purposes of Rule 3.13.2(a), a capital instrument is eligible for
inclusion in CET1 Capital where all the following conditions are met:

(&) the instruments are issued directly by the Authorised Firm with the
prior approval of the shareholders of the Authorised Firm;

(b) the instruments are fully paid up and their purchase is not funded
directly or indirectly by the Authorised Firm;

(c) the instruments meet all the following conditions as regards their
classification:

() they qualify as equity capital within the meaning of the DIFC
Companies Law;

(i) they are classified as equity within the meaning of the
International Financial Reporting Standards; and

(i) they are classified as equity capital for the purposes of
determining balance sheet insolvency, under the DIFC
Insolvency Law;

(d) the instruments are clearly and separately disclosed on the balance
sheet in the financial statements of the Authorised Firm;

(e) the instruments are perpetual;

()  the principal amount of the instruments may not be reduced or
repaid, except in either of the following cases:

(i)  the liquidation of the Authorised Firm; or

(i) discretionary repurchases of the instruments or other
discretionary means of reducing capital, where the Authorised
Firm has notified the DFSA of its intention to do so, in writing,
at least 30 days prior to taking such steps;

(g) the provisions governing the instruments do not indicate expressly or
implicitly that the principal amount of the instruments would or might
be reduced or repaid other than in the liquidation of the Authorised
Firm, and the Authorised Firm does not otherwise provide such an
indication prior to or at issuance of the instruments;

(h) the instruments meet the following conditions as regards
distributions:

(i) there are no preferential distributions, including in relation to
other CET1 Capital instruments, and the terms governing the
instruments do not provide preferential rights to payment of
distributions;
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(i)  distributions to holders of the instruments may be paid only out
of distributable items;

(i)  the conditions governing the instruments do not include a cap
or other restriction on the maximum level of distributions;

(iv) the level of distributions is not determined on the basis of the
amount for which the instruments were purchased at issuance;

(v) the conditions governing the instruments do not include any
obligation for the Authorised Firm to make distributions to their
holders and the Authorised Firm is not otherwise subject to
such an obligation; and

(vi) non-payment of distributions does not constitute an event of
default of the Authorised Firm;

(i) compared to all the capital instruments issued by the Authorised
Firm, the instruments absorb the first and proportionately greatest
share of losses as they occur, and each instrument absorbs losses to
the same degree as all other CET1 Capital instruments;

(M  the instruments rank below all other claims in the event of insolvency
or liquidation of the Authorised Firm;

(k) the instruments entitle their owners to a claim on the residual assets
of the Authorised Firm, which, in the event of its liquidation and after
the payment of all senior claims, is proportionate to the amount of
such instruments issued and is not fixed or subject to a cap;

(h  the instruments are not secured, or guaranteed by any of the
following:

(i)  the Authorised Firm or its Subsidiaries;
(i) any Parent of the Authorised Firm or its Subsidiaries; or
(i)  any member of its Financial Group; and

(m) the instruments are not subject to any arrangement, contractual or
otherwise, that enhances the seniority of claims under the
instruments in insolvency or liquidation.

2) The conditions in (1)(i) must be complied with notwithstanding a write down
on a permanent basis of the principal amount of AT1 Capital instruments.

3) Where any of the conditions in (1) cease to be met:

(@) the instrument must cease to qualify as a CET1 Capital instrument;
and

(b) the share premium accounts that relate to that instrument must
cease to qualify as a CET1 element.
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For the purposes of Rule 3.13.2(c), an Authorised Firm may include interim or year-
end net profits in CET1 Capital before the Authorised Firm has approved its annual
audited accounts confirming its final profit or loss for the year, but only where:

(a) those profits have been reviewed by the External Auditor of the Authorised
Firm, who is responsible for auditing its accounts; and

(b) the Authorised Firm is fully satisfied that any foreseeable charge or
dividend has been deducted from the amount of those net profits.

Guidance

The review of the interim or yea&nd profits of the Authorised Firm referrtalin Rule 3.13.4should

provide an adequate level of assurance that those profits have been evaluated in accordance with the
principles set out in thénternaional Financial Reporting StandardsThe DFSA may request an

Aut horised Firm to provide it with a copy of it
profits are reasonably stated.

CET1 Adjustments
An Authorised Firm must, in the calculation of CET1 Capital, exclude the following:

(a) any increase in its equity under the International Financial Reporting
Standards; including:

()  where such an increase is associated with future margin income that
results in a gain on sale for the Authorised Firm; and

(i)  where the Authorised Firm is the Originator of a securitisation, net
gains that arise from the capitalisation of future income from the
securitised assets that provide Credit Enhancement to positions in
the securitisation;

(b) the amount of cash flow hedge reserve related to gains or losses on cash
flow hedges of financial instruments that are not valued at fair value,
including projected cash flows; and

(c) all unrealised gains or losses on liabilities of the Authorised Firm that are
valued at fair value, and which result f
own credit quality, except when such gains or losses are offset by a
change in the fair value of another financial instrument which is measured
at fair value and resultingfromc hanges i n the Authorised
quality.

Except for the items referred to in Rule 3.13.5, an Authorised Firm must not make
any adjustments to remove from its Capital Resources unrealised gains or losses
on their assets or liabilities measured at fair value.

Guidance

An Authorised Firm is expected to follow the guidance provided in respect of prudent valuation in
section 2.4 and in App2n valuing all its asde measured at fair value while calculating its Capital
Resources.
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CET1 deductions

3.13.7 Subject to the following Rules in this section, an Authorised Firm must deduct the
following from the calculation of its CET1 Capital:

(a) losses for the current financial year;

(b) goodwill and other intangible assets as defined in the International
Financial Reporting Standards;

(©) deferred tax assets that rely on future profitability;

(d) defined benefit pension fund assets of the Authorised Firm;

(e) the applicable amount, by reference to Rule 3.13.12, of direct and indirect

holdings by an Authorised Firm of its own CET1 Capital instruments
including instruments under which an Authorised Firm is under an actual or
contingent obligation to effect a purchase by virtue of an existing
contractual obligation;

® holdings of the CET1 Capital instruments of Relevant Entities where those
entities have a reciprocal cross holding with the Authorised Firm which
have the effect of artificially inflating the Capital Resources of the
Authorised Firm;

(9) the applicable amount, by reference to Rule 3.13.13, of direct and indirect
holdings by the Authorised Firm of CET1 Capital instruments of Relevant
Entities where the Authorised Firm does not have a significant investment
in those entities;

(h) the applicable amount, by reference to Rules 3.13.13 and 3.13.18, of direct
and indirect holdings by the Authorised Firm of the CET1 Capital
instruments of Relevant Entities where the Authorised Firm has a
significant investment in those entities;

® the amount of items required to be deducted from the calculation of AT1
Capital in accordance with the relevant Rules under section 3.14, that
exceeds the AT1 Capital of the Authorised Firm;

0] the Exposure amount of the following items which qualify for a risk weight
of 1000%, where the Authorised Firm deducts that Exposure amount from
CET1 Capital as an alternative to applying a risk weight of 1000%;

()  Qualifying Holdings;

(i)  securitisation positions, in accordance with relevant Rules in chapter
4; and

(i)  free deliveries, in accordance with the Rules in section A4.6; and

(k) for an Authorised Firm which is a Partnership or Limited Liability
Partnership, the amount by which the aggregate of the amounts withdrawn
by its partners or members exceeds the profits of that firm.
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CET1 deductions relating to intangible assets

3.13.8 For the purposes of Rule 3.13.7(b), an Authorised Firm must determine the
intangible assets to be deducted in accordance with the following:

(a) the amount to be deducted must be reduced by the amount of associated
deferred tax liabilities that would be extinguished if the intangible assets
became impaired or were derecognised under the International Financial
Reporting Standards; and

(b) the amount to be deducted must include goodwill included in the valuation
of significant investments of the Authorised Firm.

CET1 deductions relating to deferred tax assets

3.13.9 (1) For the purposes of Rule 3.13.7(c), and subject to (2), the amount of
deferred tax assets that rely on future profitability must be calculated
without reducing it by the amount of the associated deferred tax liabilities of
the Authorised Firm.

2) The amount of deferred tax assets that rely on future profitability may be
reduced by the amount of the associated deferred tax liabilities of the
Authorised Firm, provided the following conditions are met:

(a) those deferred tax assets and associated deferred tax liabilities both
arise from the tax law of the same tax jurisdiction; and

(b) the taxation authority of that tax jurisdiction permits the offsetting of
deferred tax assets and the associated deferred tax liabilities.

Guidance

1. Associated deferred tax liabilities of the Authorised Firmdufee the purposes of Rule 3.13.9
may not include deferred tax liabilities that reduce the amount of intangible assets or defined
benefit pension fund assets required to be deducted. The amount of associated deferred tax
liabilities referred to in this gdance should be allocated between the following:

a. deferred tax assets that rely on future profitability and arise from temporary differences
that are not deducted as part of a threshold exemption for deductions from CET 1

Capital; and
b. all otherdeferred tax assets that rely on future profitability.
2. An Authorised Firmshould allocatehe associated deferred tax liabilities according to the

proportion of deferred tax assets that rely on future profitability that the items referred to in
Guidancenotela andb represent.

3.13.10 (1) An Authorised Firm must apply a risk weight in accordance with chapter 4
as applicable, to deferred tax assets that do not rely on future profitability.

2) For the purpose of (1), deferred tax assets that do not rely on future
profitability comprise the following:

(a) overpayments of tax by the Authorised Firm for the current year;

53
PIB/VER34/12-19



3.13.11

3.13.12

/Ay

PRUDENTIAL 7 INVESTMENT, INSURANCE INTERMEDIATION AND BANKING (PIB)

(b) current year tax losses of the Authorised Firm carried back to
previous years that give rise to a claim on, or a receivable from, a
central government, regional government or local tax authority; and

(c) deferred tax assets arising from temporary differences which, in the
event the Authorised Firm incurs a loss, becomes insolvent or enters
liquidation, are replaced, on a mandatory and automatic basis in
accordance with the applicable national law, with a claim on the
central government of the jurisdiction in which the Authorised Firm is
incorporated which must absorb losses to the same degree as CET1
Capital instruments on a going concern basis and in the event of
insolvency or liquidation of the Authorised Firm.

Deductions relating to defined benefit pension fund assets

For the purposes of Rule 3.13.7(d), the amount of defined benefit pension fund
assets to be deducted from CET1 Capital must be reduced by the following:

(a) the amount of any associated deferred tax liability which could be
extinguished if the assets became impaired or were derecognised under
the International Financial Reporting Standards; and

(b) the amount of assets in the defined benefit pension fund which the
Authorised Firm has an unrestricted ability to use where the Authorised
Firm has provided adequate advance notification of its intention to use
those assets to the DFSA. Those assets used to reduce the amount to be
deducted must receive a risk weight in accordance with chapter 4 of PIB.

Deductions relating to holdings of own CET1 Capital instruments

For the purposes of Rule 3.13.7(e), an Authorised Firm must calculate holdings of
its own CET1 Capital instruments on the basis of gross long positions subject to the
following exceptions:

(a) an Authorised Firm must calculate the amount of holdings of own CET1
Capital instruments in the Trading Book on the basis of the net long
position, provided the long and short positions are in the same underlying
Exposure and the short positions involve no Counterparty Credit Risk;

(b) an Authorised Firm must determine the amount to be deducted for indirect
holdings in the Trading Book that take the form of holdings of index
Securities by calculating the underlying Exposure to own CET1 Capital
instruments included in the indices; and

(© an Authorised Firm must net gross long positions in own CET1 Capital
instruments in its Trading Book resulting from holdings of index Securities
against short positions in own CET1 Capital instruments resulting from
short positions in the underlying indices, including where those short
positions involve Counterparty Credit Risk.
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CET1 deductions relating to significant investment in a Relevant Entity

3.13.13 For the purposes of Rules 3.13.7(g) and (h), an investment by an Authorised Firm in
a Relevant Entity must be considered as a significant investment if it meets any of
the following conditions:

(a) the Authorised Firm owns more than 10% of the CET1 Capital instruments
issued by that entity;

(b) the Authorised Firm has Close Links with that entity and owns CET1
Capital instruments issued by that entity; and

(©) the Authorised Firm owns CET1 Capital instruments issued by that entity
and the entity is not included in consolidation pursuant to chapter 8 of PIB
but is included in the same accounting consolidation as the Authorised
Firm for the purposes of financial reporting under the International
Financial Reporting Standards.

Deductions relating to CET1 Capital instruments in Relevant Entities

3.13.14 For the purposes of Rule 3.13.7(f), (g) and (h), the amount of holdings of CET1
Capital instruments and other capital instruments of Relevant Entities to be
deducted, must be calculated, subject to Rule 3.13.15, on the basis of the gross
long positions.

3.13.15 For the purposes of Rule 3.13.7(g) and (h), an Authorised Firm must make the
deductions in accordance with the following:

(a) the holdings in the Trading Book of the capital instruments of Relevant
Entities must be calculated on the basis of the net long position in the
same underlying Exposure provided the maturity of the short position
matches the maturity of the long position or has a residual maturity of at
least one year; and

(b) the amount to be deducted for indirect holdings in the Trading Book of the
capital instruments of Relevant Entities that take the form of holdings of
index Securities must be determined by calculating the underlying
Exposure to the capital instruments of the Relevant Entities in the indices.

3.13.16 (1) For the purposes of Rule 3.13.7(g), the amount to be deducted is
calculated by multiplying the amount referred to in (a) by the factor derived
from the calculation referred to in (b):

(a) the aggregate amount by which the direct, indirect and synthetic
holdings by the Authorised Firm of the CET1, AT1 and T2 Capital
instruments of Relevant Entities, in which the Authorised Firm does
not have a significant investment, exceeds 10% of the CET1 items of
the Authorised Firm calculated after applying the following to CET1
items:

(i)  all of the adjustments referred to in Rules 3.13.5 and 3.13.6;

(i)  the deductions referred to in Rules 3.13.7(a) to (f) and (h) to (j),
excluding the amount to be deducted for deferred tax assets
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that rely on future profitability and arise from temporary
differences; and

(ii)  the deductions referred to in Rules 3.13.14 and 3.13.15;

(b) the amount of direct and indirect holdings by the Authorised Firm of
the CET1 Capital instruments of Relevant Entities divided by the
aggregate amount of direct and indirect holdings by the Authorised
Firm of the CET1, AT1 and T2 Capital instruments issued by those
Relevant Entities.

(2) An Authorised Firm must exclude Underwriting positions held for 5 working
days or fewer from the amount referred to in (1)(a) and from the calculation
of the factor referred to in (1)(b).

3) The amount to be deducted pursuant to (1) must be apportioned across
each CETL1 Capital instrument held. An Authorised Firm must determine
the portion of holdings of CET1 Capital instruments that is to be deducted
pursuant to (1) by dividing the amount specified in (a) by the amount
specified in (b):

(a) the amount of holdings required to be deducted pursuant to (1)(a);

(b) the aggregate amount of direct and indirect holdings by the
Authorised Firm of all the capital instruments of Relevant Entities in
which the Authorised Firm does not have a significant investment.

3.13.17 (1) The amount of holdings referred to in Rule 3.13.7(g) that is equal to or less
than 10% of the CET1 items of the Authorised Firm after applying the
provisions laid down in (1)(a)(i) to (iii) must not be deducted and must be
subject to the applicable risk weights in accordance with chapter 4.

2) An Authorised Firm must determine the portion of holdings of all the capital
instruments that is risk weighted by dividing the amount specified in (a) by
the amount specified in (b):

(@) the amount of holdings required to be risk weighted pursuant to Rule
3.13.17(1);

(b) the aggregate amount of direct and indirect holdings by the
Authorised Firm of all the capital instruments of Relevant Entities in
which the Authorised Firm does not have a significant investment.

3.13.18 For the purposes of Rule 3.13.7(h), the amount to be deducted from CET1
elements must exclude Underwriting positions held for 5 working days or fewer and
must be determined in accordance with Rules 3.13.14 and 3.13.15.

CET1 exemptions from deductions

3.13.19 (1) In making the deductions required pursuant to Rules 3.13.7(c) and (h), an
Authorised Firm must not deduct the items listed in (a) and (b), where in
aggregate they are equal to or less than 15% of CET1 Capital:
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(a) deferred tax assets that are dependent on future profitability and
arise from temporary differences, and in aggregate are equal to or
less than 10% of the CET1 items of the Authorised Firm calculated
after applying the following:

() adjustments referred in Rules 3.13.5 and 3.13.6; and

(i)  deductions referred to in (a) to (g) and (i) to (j) of Rule 3.13.7,
excluding deferred tax assets that rely on future profitability and
arise from temporary differences.

(b) where an Authorised Firm has a significant investment in a Relevant
Entity, the direct and indirect holdings of that Authorised Firm of the
CET1 Capital instruments of those entities that in aggregate are
equal to or less than 10% of the CET1 items of the Authorised Firm
calculated after applying the following:

(i)  adjustments referred in Rules 3.13.5 and 3.13.6; and

(i)  deductions referred to in (a) to (h) and (i) to (j) of Rule 3.13.7
excluding deferred tax assets that rely on future profitability and
arise from temporary differences.

2) Items that are not deducted pursuant to (1) must be risk weighted at 200%
and subject to the requirements of chapter 4, as applicable.

3.14 Additional Tier 1 capital (AT1 Capital)

3.14.1 The AT1 Capital constitutes the sum of AT1 Capital elements in Rule 3.14.2,
subject to the deductions stipulated later in this section.

3.14.2 AT1 Capital consists of the sum of the following capital elements:

(a) capital instruments which meet the eligibility criteria laid down in Rule
3.14.3; and
(b) the share premium accounts related to the instruments referred to in (a).
3.14.3 (1) For the purposes of Rule 3.14.2(a), a capital instrument is eligible for

inclusion in AT1 Capital where all the following conditions are met:
(@) the instruments are issued and paid up;
(b) the instruments are not purchased by any of the following:
(i)  the Authorised Firm or its Subsidiaries; or
(i)  an Undertaking in which the Authorised Firm has participation
in the form of ownership, direct or by way of control, of 20% or

more of the voting rights or capital of that Undertaking;

(c) the purchase of the instruments is not funded directly or indirectly by
the Authorised Firm;
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(d) the instruments rank below T2 Capital instruments in the event of the
insolvency of the Authorised Firm;

(e) the instruments are not secured, or guaranteed by any of the
following:

(i)  the Authorised Firm or its Subsidiaries;
(i) any Parent of the Authorised Firm or their Subsidiaries;

(i) any member of its Financial Group in accordance with chapter
8; or

(iv) any Undertaking that has Close Links with entities referred to in
(i) to (iii);

(f)  the instruments are not subject to any arrangement, contractual or
otherwise that enhances the seniority of the claim under the
instruments in insolvency or liquidation;

(g) the instruments are perpetual and the provisions governing them
include no incentive for the Authorised Firm to redeem them;

(h)  where the provisions governing the instruments include one or more
call options, the option to call may be exercised at the sole discretion
of the issuer;

()  the instruments may be called, redeemed or repurchased only where
the Authorised Firm has notified the DFSA of its intention to call,
redeem or repurchase the instruments in writing and well in advance,
and not before 5 years after the date of issuance of the respective
instruments;

(0  the provisions governing the instruments do not indicate explicitly or
implicitly that the instruments would or might be called, redeemed or
repurchased and the Authorised Firm does not otherwise provide
such an indication;

(k) the Authorised Firm does not indicate explicitly or implicitly that the
DFSA would not object to a plan to call, redeem or repurchase the
instruments;

() distributions under the instruments meet the following conditions:
()  they are paid out of distributable items;

(i)  the level of distributions made on the instruments will not be
modified based on the credit standing of the Authorised Firm or
any of its Parents or any entities in its Financial Group;

(i)  the provisions governing the instruments give the Authorised
Firm full discretion at all times to cancel the distributions on the
instruments for an unlimited period and on a non-cumulative
basis, and the Authorised Firm may use such cancelled
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payments without restriction to meet its obligations as they fall
due;

(iv) cancellation of distributions does not constitute an event of
default of the Authorised Firm; and

(v) the cancellation of distributions imposes no restrictions on the
Authorised Firm;

(m) the instruments do not contribute to a determination that the liabilities
of an Authorised Firm exceed its assets, where such a determination
constitutes a test of insolvency under the DIFC Insolvency Law;

(n) the provisions governing the instruments require the principal amount
of the instruments to be written down, or the instruments to be
converted to CET1 Capital instruments, upon the occurrence of a
trigger event;

(o) the provisions governing the instruments include no feature that
could hinder the recapitalisation of the Authorised Firm; and

(p) where the instruments are not issued directly by the Authorised Firm
or by an operating entity within the Financial Group to which the
Authorised Firm belongs, or by the Parent of the Authorised Firm, the
proceeds are immediately available without limitation in a form that
satisfies the conditions laid down in this Rule to any of the following:

()  the Authorised Firm;

(i) an operating entity within the Financial Group to which the
Authorised Firm belongs; or

(i) any Parent of the Authorised Firm.

2) For the purposes of (1)(I)(v) and (1)(o), the provisions governing AT1
Capital instruments must not include the following:

(a) a requirement for distributions on the instruments to be made in the
event of a distribution being made on an instrument issued by the
Authorised Firm that ranks to the same degree as, or more junior
than, an AT1 Capital instrument;

(b) a requirement for the payment of distributions on CET1, AT1 or T2
Capital instruments to be cancelled in the event that distributions are
not made on those AT1 Capital instruments; or

(c) an obligation to substitute the payment of interest or dividend by a
payment in any other form.

3) For the purposes of (1)(n), the following provisions apply to AT1 Capital
instruments:

(a) atrigger event occurs when the CET1 Capital of the Authorised Firm
falls below either of the following:
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(i) 66.25% of its Capital Requirement; or

(i) a level higher than 66.25%, where determined by the
Authorised Firm and specified in the provisions governing the
instrument;

(b) where the provisions governing the instruments require them to be
converted into CET1 Capital instruments upon the occurrence of a
trigger event, those provisions must specify either of the following:

(i)  the rate of such conversion and a limit on the permitted amount
of conversion; or

(i) a range within which the instruments will convert into CET1
Capital instruments;

(c) where the provisions governing the instruments require their principal
amount to be written down upon the occurrence of a trigger event,
the write down must reduce all the following:

()  the claim of the holder of the instrument in the liquidation of the
Authorised Firm;

(i)  the amount required to be paid in the event of the call of the
instrument; and

(i)  the distributions made on the instrument.

(4) The following must apply where, in the case of an AT1 Capital instrument,
the conditions laid down in this Rule cease to be met:

(a) that instrument must cease to qualify as an AT1 Capital instrument;
and

(b) the part of the share premium accounts that relates to that instrument
must cease to qualify as an AT1 Capital element.

AT1 regulatory deductions

Subiject to the following Rules in this section, an Authorised Firm must deduct the
following from the calculation of its AT1 Capital:

(@) direct and indirect holdings by an Authorised Firm of own AT1 Capital
instruments including instruments under which an Authorised Firm is under
an actual or contingent obligation to effect a purchase by virtue of an
existing contractual obligation;

(b) holdings of the AT1 Capital instruments of Relevant Entities where those
entities have a reciprocal cross holding with the Authorised Firm which
have the effect of artificially inflating the Capital Resources of the
Authorised Firm;

(© the amount determined in accordance with Rule 3.14.8 of direct and
indirect holdings by the Authorised Firm of the AT1 Capital instruments of
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Relevant Entities where the Authorised Firm does not have a significant
investment in those entities ;

(d) direct and indirect holdings by the Authorised Firm of the AT1 Capital
instruments of Relevant Entities where the Authorised Firm has a
significant investment in those entities, excluding Underwriting positions
held for 5 working days or fewer; and

(e) the amounts required to be deducted from T2 Capital pursuant to Rule
3.15.4 that exceed the T2 Capital of the Authorised Firm.

Deductions relating to holdings of own AT1 Capital instruments

For the purposes of Rule 3.14.4(a), an Authorised Firm must calculate holdings of
its own AT1 Capital instruments on the basis of gross long positions subject to the
following exceptions:

(a) an Authorised Firm must calculate the amount of holdings of own AT1
Capital instruments in the Trading Book on the basis of the net long
position provided the long and short positions are in the same underlying
Exposure and the short positions involve no Counterparty Credit Risk;

(b) an Authorised Firm must determine the amount to be deducted for indirect
holdings in the Trading Book of own AT1 Capital instruments that take the
form of holdings of index Securities by calculating the underlying Exposure
to own AT1 Capital instruments in the indices; and

(c) an Authorised Firm must net gross long positions in own AT1 Capital
instruments in the Trading Book resulting from holdings of index Securities
may be netted by the Authorised Firm against short positions in own AT1
instruments resulting from short positions in the underlying indices,
including where those short positions involve Counterparty Credit Risk.

Deductions relating to AT1 Capital instruments in Relevant Entities

For the purposes of Rule 3.14.4(b), (c) and (d), the amount of holdings of AT1
Capital instruments of Relevant Entities to be deducted, must be calculated, subject
to 3.14.7, on the basis of the gross long positions.

For the purposes of Rule 3.14.4(c) and (d), an Authorised Firm must make the
deductions in accordance with the following:

(a) the holdings in the Trading Book of the capital instruments of Relevant
Entities must be calculated on the basis of the net long position in the
same underlying Exposure provided the maturity of the short position
matches the maturity of the long position or has a residual maturity of at
least one year; and

(b) the amount to be deducted for indirect holdings in the Trading Book of the
capital instruments of Relevant Entities that take the form of holdings of
index Securities must be determined by calculating the underlying
Exposure to the capital instruments of the Relevant Entities in the indices.
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AT1 deductions relating to significant investment in a Relevant Entity

3.14.8 (1) For the purposes of Rule 3.14.4(c), an Authorised Firm must calculate the

3.15

3.15.1

3.15.2

3.15.3

applicable amount to be deducted by multiplying the amount referred to in
(a) by the factor derived from the calculation referred to in (b):

(&) the amount referred to in Rule 3.13.16(1)(a);

(b) the amount of direct and indirect holdings by the Authorised Firm of
the AT1 Capital instruments of Relevant Entities divided by the
aggregate amount of all direct and indirect holdings by the
Authorised Firm of the CET1, AT1 and T2 Capital instruments of
those Relevant Entities.

(2) An Authorised Firm must exclude Underwriting positions held for 5 working
days or fewer from the amount referred to in Rule 3.13.16(1)(a) and from
the calculation of the factor referred to in (1)(b).

3) An Authorised Firm must determine the portion of holdings of AT1 Capital
instruments that is to be deducted pursuant to (1) by dividing the amount
specified in (a) by the amount specified in (b):

(a) the amount of holdings required to be deducted pursuant to (1)(a);
(b) the aggregate amount of direct and indirect holdings by the

Authorised Firm of all the capital instruments of Relevant Entities in
which the Authorised Firm does not have a significant investment.

Tier 2 capital (T2 Capital)

The T2 Capital constitutes the sum of T2 Capital elements in Rule 3.15.2, subject to
the deductions stipulated later in this section.

T2 Capital consists of the sum of the following elements:

(@) capital instruments which meet the eligibility criteria laid down in Rule
3.15.3; and

(b) the share premium accounts related to the instruments referred to in (a).

(2) For the purpose of Rule 3.15.2(a), a capital instrument is eligible for

inclusion in T2 Capital where all the following conditions are met:

(@) the instruments are issued and fully paid-up;

(b) the instruments are not purchased by any of the following:
(i)  the Authorised Firm or its Subsidiaries;

(i)  an Undertaking in which the Authorised Firm has participation
in the form of ownership, direct or by way of control, of 20% or
more of the voting rights or capital of that Undertaking;
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(c) the purchase of the instruments is not funded directly or indirectly by
the Authorised Firm;

(d) the claim on the principal amount of the instruments under the
provisions governing the instruments is wholly subordinated to claims
of all non-subordinated creditors;

(e) the instruments are not secured, or guaranteed by any of the
following:

(i)  the Authorised Firm or its Subsidiaries;
(i) any Parent of the Authorised Firm or their Subsidiaries;

(i) any member of the Financial Group to which the Authorised
Firm belongs; or

(iv) any Undertaking that has Close Links with entities referred to in
(i) to (iii);

(f)  the instruments are not subject to any arrangement that otherwise
enhances the seniority of the claim under the instruments;

(g) theinstruments have an Original Maturity of at least 5 years;

(h) the provisions governing the instruments do not include any incentive
for them to be redeemed by the Authorised Firm;

()  where the instruments include one or more call options, the options
are exercisable at the sole discretion of the Issuer;

()  the instruments may be called, redeemed or repurchased only where
the Authorised Firm has notified the DFSA of its intention to call,
redeem or repurchase the instruments in writing and well in advance,
and not before 5 years after the date of issuance of the respective
instruments;

(k) the provisions governing the instruments do not indicate or suggest
that the instruments would or might be redeemed or repurchased
other than at maturity and the Authorised Firm does not otherwise
provide such an indication or suggestion;

()  the provisions governing the instruments do not give the holder the
right to accelerate the future scheduled payment of interest or
principal, other than in the insolvency or liquidation of the Authorised
Firm;

(m) the level of interest or dividend payments due on the instruments will
not be modified based on the credit standing of the Authorised Firm,
its Parent or any member of its Financial Group; and

(n)  where the instruments are not issued directly by the Authorised Firm
or by an operating entity within its Financial Group, or by its Parent,
the proceeds are immediately available without limitation in a form
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that satisfies the conditions laid down in this Rule to any of the
following:

(i)  the Authorised Firm;
(i)  an operating entity within its Financial Group; or
(i) any Parent of the Authorised Firm.

2) The extent to which T2 Capital instruments can be considered as eligible
for inclusion in T2 Capital during the final 5 years of maturity of those
instruments is calculated by multiplying the result derived from the
calculation in (a) by the amount referred to in (b):

(@) the nominal amount of the instruments on the first day of the final 5
year period of their contractual maturity divided by the number of
calendar days in that period;

(b) the number of remaining calendar days of contractual maturity of the
instruments.

3) The following must apply where, in the case of a T2 Capital instrument, the
conditions laid down in this Rule cease to be met:

(a) that instrument must cease to qualify as a T2 Capital instrument; and

(b) the part of the share premium accounts that relates to that instrument
must cease to qualify as a T2 Capital element.

T2 regulatory deductions and exclusions

Subject to the following Rules in this section, an Authorised Firm must deduct the
following from the calculation of its T2 Capital:

(@) direct and indirect holdings by an Authorised Firm of own T2 Capital
instruments, including own T2 instruments that an Authorised Firm could
be obliged to purchase as a result of existing contractual obligations;

(b) holdings of the T2 Capital instruments of Relevant Entities where those
entities have a reciprocal cross holding with the Authorised Firm which
have the effect of artificially inflating the Capital Resources of the
Authorised Firm;

(© the amount of direct and indirect holdings by the Authorised Firm of the T2
Capital instruments of Relevant Entities where the Authorised Firm does
not have a significant investment in those entities; and

(d) direct and indirect holdings by the Authorised Firm of the T2 Capital
instruments of Relevant Entities where the Authorised Firm has a
significant investment in those entities, excluding Underwriting positions
held for fewer than 5 working days.
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Deductions relating to holdings of own T2 Capital instruments

3.15.5 For the purposes of Rule 3.15.4(a), an Authorised Firm must calculate holdings of
its own T2 Capital instruments on the basis of the gross long positions subject to
the following exceptions:

(a) an Authorised Firm may calculate the amount of holdings in the Trading
Book on the basis of the net long position provided the long and short
positions are in the same underlying Exposure and the short positions
involve no Counterparty Risk;

(b) an Authorised Firm must determine the amount to be deducted for indirect
holdings in the Trading Book of own T2 Capital instruments that take the
form of holdings of index Securities by calculating the underlying Exposure
to own T2 Capital instruments in the indices; and

(c) an Authorised Firm may net gross long positions in own T2 Capital
instruments in the Trading Book resulting from holdings of index Securities
against short positions in own T2 instruments resulting from short positions
in the underlying indices, including where those short positions involve
Counterparty Risk.

Deductions relating to T2 Capital instruments in Relevant Entities

3.15.6 For the purposes of Rule 3.15.4(b), (c) and (d), the amount of holdings of T2 Capital
instruments and other capital instruments of Relevant Entities to be deducted, must
be calculated, subject to 3.15.7, on the basis of the gross long positions.

3.15.7 For the purposes of Rule 3.15.4(c) and (d), an Authorised Firm must make the
deductions in accordance with the following:

(a) the holdings in the Trading Book of the capital instruments of Relevant
Entities must be calculated on the basis of the net long position in the
same underlying Exposure provided the maturity of the short position
matches the maturity of the long position or has a residual maturity of at
least one year; and

(b) the amount to be deducted for indirect holdings in the Trading Book of the
capital instruments of Relevant Entities that take the form of holdings of
index Securities must be determined by calculating the underlying
Exposure to the capital instruments of the Relevant Entities in the indices.

T2 deductions relating to insignificant investment in a Relevant Entity

3.15.8 (1) For the purposes of Rule 3.15.4(c), an Authorised Firm must calculate the
applicable amount to be deducted by multiplying the amount referred to in
(a) by the factor derived from the calculation referred to in (b):

(@) the amount referred to in Rule 3.13.16(1)(a);

(b) the amount of direct and indirect holdings by the Authorised Firm of
the T2 Capital instruments of Relevant Entities divided by the
aggregate amount of all direct and indirect holdings by the

65
PIB/VER34/12-19



/Ay

PRUDENTIAL 7 INVESTMENT, INSURANCE INTERMEDIATION AND BANKING (PIB)

Authorised Firm of the CET1, AT1 and T2 Capital instruments of
those Relevant Entities.

(2) An Authorised Firm must exclude Underwriting positions held for 5 working
days or fewer from the amount referred to in Rule 3.13.16(1)(a) and from
the calculation of the factor referred to in (1)(b).

3 An Authorised Firm must determine the portion of holdings of T2 Capital
instruments that is to be deducted by dividing the amount specified in (a)
by the amount specified in (b):

(@) the amount of holdings required to be deducted pursuant to (1)(a);

(b) the aggregate amount of direct and indirect holdings by the
Authorised Firm of the capital instruments of Relevant Entities in
which the Authorised Firm does not have a significant investment.

Exclusion in relation to Managing a PSIA

3.15.9 An Authorised Firm must exclude from T2 Capital any amount by which the total of
the Profit Equalisation Reserve and the Investment Risk Reserve exceeds the
Displaced Commercial Risk Capital Requirement calculated in accordance with IFR
Rule 5.4.4.

3.16 Minority interests and instruments issued by Subsidiaries

Minority interests that qualify for inclusion in consolidated CET1 Capital

3.16.1 Minority interests must include the CET1 Capital instruments, plus the related
retained earnings and share premium accounts, of a Subsidiary only where all of
the following conditions are met:

(@) the Subsidiary is one of the following:
() an Authorised Firm; or
(i) aregulated entity,

(b) the Subsidiary is a member of the Financial Group and included in the
scope of consolidated supervision in accordance with chapter 8; and

(c) those CET1 Capital instruments are owned by persons other than the
Undertakings included in the Financial Group.

3.16.2 Minority interests that are funded directly or indirectly, through a special purpose
entity or otherwise, by the Parent of the Authorised Firm or any member of its
Financial Group must not qualify for inclusion in the consolidated CET1 Capital of
the Financial Group.

3.16.3 An Authorised Firm must determine the amount of minority interests of a Subsidiary
that is eligible for inclusion in its consolidated CET1 Capital by subtracting from the
minority interests of that Subsidiary the result of multiplying the amount referred to
in (a) by the percentage referred to in (b):
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(a) the CET1 Capital of the Subsidiary minus the lesser of the following:

() the amount of CET1 Capital of that Subsidiary required to meet the
sumofthe Subsi di aryodos CET1 Capital
of 60% of the Risk Capital Requirement and its Capital Conservation
Buffer requirement of 25% of the Risk Capital Requirement; or

(i) the amount of consolidated CET1 Capital that relates to that
Subsidiary that is required on a consolidated basis to meet the sum

requir

of its Financi al Groupose0kcdihdRisKkapi t al

Capital Requirement and its Capital Conservation Buffer requirement
of 25% of the Risk Capital Requirement;

(b) the minority interests of the Subsidiary expressed as a percentage of all
CET1 Capital instruments of that Undertaking plus the related retained
earnings and share premium accounts.

Qualifying AT1, T1, T2 Capital and qualifying own funds

Qualifying AT1, T1, T2 Capital and qualifying Capital Resources must include the
minority interest, AT1, T1 or T2 Capital instruments, as applicable, plus the related
retained earnings and share premium accounts, of a Subsidiary, only where the
following conditions are met:

(a) the Subsidiary is one of the following:
(i)  an Authorised Firm; or
(i) aregulated entity,

(b) the Subsidiary is a member of the Financial Group and included in the
scope of consolidated supervision in accordance with chapter 8; and

(© those instruments are owned by persons other than the Undertakings
included in the Financial Group.

Qualifying AT1 and T2 Capital issued by a special purpose entity

AT1 and T2 Capital instruments issued by an SPE, and the related retained
earnings and share premium accounts, are included in qualifying AT1 or T2 Capital
or qualifying Capital Resources, as applicable, only where the following conditions
are met:

(a) the SPE issuing those instruments is included fully in the Financial Group
to which the Authorised Firm belongs;

(b) the instruments, and the related retained earnings and share premium
accounts, are included in qualifying AT1 Capital only where the conditions
laid down in Rule 3.14.3(1) are satisfied,;

(c) the instruments, and the related retained earnings and share premium
accounts, are included in qualifying T2 Capital only where the conditions
laid down in Rule 3.15.3(1) are satisfied; and
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(d) the only asset of the SPE is its investment in the Capital Resources of any
of its Parents or their Subsidiaries, which are included fully in the Financial
Group to which the Authorised Firm belongs, the form of which satisfies the
relevant conditions laid down in Rule 3.14.3(1) or Rule 3.15.3(1), as
applicable.

Guidance

If the DFSA considers the assets of a special purpose entity to be minimal and insignificant for such

an entity, the DFSA may consider waiving the condition specified in Rule 3.16.5(d).
Qualifying T1 Capital instruments included in consolidated T1 Capital

An Authorised Firm must determine the amount of qualifying T1 Capital of a
Subsidiary that is included in consol
Financial Group by subtracting from the qualifying T1 Capital of that Subsidiary the
result of multiplying the amount referred to in (a) by the percentage referred to in

(b):
(a) the lesser of the following:

() the amount of T1 Capital of that Subsidiary required to meet the sum
of the subsidiarybés T1 Capi t8a% of
the Risk Capital Requirement and its Capital Conservation Buffer
requirement of 25% of the Risk Capital Requirement; or

(i)  the amount of consolidated T1 Capital that relates to the Subsidiary
that is required on a consolidated basis to meet the sum of its

idat ed

requir

Financi al Groupbds T180% afghe RigklCapitak qui r e m

Requirement and its Capital Conservation Buffer requirement of 25%
of the Risk Capital Requirement;

(b) the qualifying T1 Capital of the Subsidiary expressed as a percentage of all
T1 Capital instruments of that Subsidiary plus the related retained earnings
and share premium accounts.

Qualifying T1 Capital included in consolidated AT1 Capital

An Authorised Firm must determine the amount of qualifying T1 Capital of a
Subsidiary that is included in consolidated AT1 Capital by subtracting from the
qualifying T1 Capital of that Subsidiary included in consolidated T1 Capital, the
minority interests of that Subsidiary that are included in consolidated CET1 Capital.

Qualifying Capital Resources included in consolidated Capital Resources

An Authorised Firm must determine the amount of qualifying Capital Resources of a
Subsidiary that is included in consolidated Capital Resources of its Financial Group
by subtracting from the qualifying Capital Resources of that Subsidiary, the result of
multiplying the amount referred to in (a) by the percentage referred to in (b):

(a) the lesser of the following:

(i)  the amount of Capital Resources of the Subsidiary required to meet

the sum of the Subsi di arybés total Capital Re

basis) of 100% of the Risk Capital Requirement and its Capital
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(ii)

Conservation Buffer requirement of 25% of the Risk Capital
Requirement; or

the amount of Capital Resources that relates to the Subsidiary that is
required on a consolidated basis to meet the sum of its Financial
Groupbs tot al Ca pilol of tRee Biski Qapitahe n t
Requirement and its Capital Conservation Buffer requirement of 25%

of the Risk Capital Requirement;

the qualifying Capital Resources of the Subsidiary, expressed as a
percentage of all Capital Resources instruments of the Subsidiary that are
included in its CET1, AT1 and T2 Capital items and the related retained
earnings and share premium accounts.

Qualifying Capital Resources instruments included in consolidated T2 Capital

3.16.9 An Authorised Firm must determine the amount of qualifying Capital Resources of a
Subsidiary that is included in consolidated T2 Capital by subtracting from the
qualifying Capital Resources of that Subsidiary that are included in consolidated
Capital Resources, the qualifying T1 Capital of that subsidiary that is included in
consolidated T1 Capital of the Financial Group of the Authorised Firm.

3.17 Qualifying Holdings outside the financial sector

3.17.1 (1)

)

®3)

Where an Authorised Firm has a Qualifying Holding in an Undertaking
which is not one of the following:

@)
(b)

an Undertaking that is a Relevant Entity; or

an Undertaking that carries on activities that are:
(i)  adirect extension of banking;

(i)  ancillary to banking, or

(i) leasing, factoring, the management of wunit trusts, the
management of data processing services or any other similar
activity;

and the amount of the holding exceeds 15% of the eligible total
Capital Resources of the Authorised Firm, the Authorised Firm must
comply with the requirements in (3).

The total amount of the Qualifying Holdings of an Authorised Firm in
Undertakings other than those referred to in (1) that exceeds 60% of its
Capital Resources are subject to the requirements in (3).

An Authorised Firm must apply the following requirements to Qualifying
Holdings referred to in (1) and (2):

@)

a risk weight of 1000% to the following:
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()  the amount of Qualifying Holdings referred to in (1) in excess of
15% of Capital Resources; and

(i)  the total amount of Qualifying Holdings referred to in (2) in
excess of 60% of the Capital Resources of the Authorised Firm;
and

(b) must not count Qualifying Holdings referred to in (1) and (2) where
the amount of those holdings exceeds the percentages of Capital
Resources laid down in (1) and (2).

(4) As an alternative to applying a 1000% risk weight to the amounts in excess
of the limits specified in (1) or (2), an Authorised Firm may deduct those
amounts from CET1 Capital.

(5) Shares of Undertakings to which (1) or (2) do not apply must not be
included in calculating the eligible capital limits specified in (1) where any
of the following conditions are met:

(a) those shares are held temporarily during a financial reconstruction or
rescue operation,

(b) the holding of the shares is an underwriting position held for 5
working days or less; or

(c) those shares are held in the name of the Authorised Firm on behalf
of others.
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PART 571 Calculating the Leverage Ratio

3.18 Leverage Ratios

3.18.1 This section applies to an Authorised Firm in Category 1, 2 or 5.
Guidance

This section is relevant to an Authorised Firm that is required to report its Leverage Ratio to the
DFSA under chapter 2, or to disclose its Leverage Ratio under chapter 11, of these Rules.

3.18.2 An Authorised Firm must calculate its Leverage Ratio in accordance with the
following formula:

Leverage Ratio  Capital Measure + Exposure Measure
where:

(@ nCapital Measureo represents Tier 1 Capit
in accordance with Rule 3.12.1; and

() AExposur e Me as uheealue of exposuees of thet Asithorised Firm
calculated in accordance with Rule 3.18.3.

3.18.3 For the purpose of determining the Exposure Measure, the value of exposures of an
Authorised Firm must be calculated in accordance with the International Financial
Reporting Standards (IFRS) subject to the following adjustments:

(a) on-balance sheet, non-derivative exposures must be net of specific
allowances and valuation adjustments (e.g. credit valuation adjustments);

(b) physical or financial collateral, guarantees or credit risk mitigation purchased
must not be used to reduce on-balance sheet exposures; and

(c) loans must not be netted with deposits.

Guidance

1. The following Guidance is intended to illustrate how anhbrised Firm should calculate its
Leverage Ratio under this section.

2. The Exposure Measure under Rule 3.18.3 should be calculated as the sum of:
a. onbalance sheet items; and
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b. off-balance sheet items.

3. In relation to orbalance sheet items:

a. for SFTs, the exposure value should be calculated in accordance with IFRS and the
netting requirements referred to in Rule 4.9.14;

b. for Derivatives, including credit protection sold, the exposure value should be
calculated as the sum of the-balane sheet value in accordance with IFRS and an
addon for potential future exposure calculated in accordance with Rules A4.6.14 to
A4.6.21 of App 4; and

c. for other onbalance sheet items, the exposure value should be calculated based on their
balancesheet values in accordance with Rule 4.9.3.

4, In relation to offbalance sheet items:

a. for commitments that are unconditionally cancellable at any time by the Authorised
Firm without prior notice, the exposure value should be the notional amount for the
item multiplied by a CCF of 10%; and

b. for other oftbalance sheet items, including:

i direct credit substitutes;

ii. certain transactiorelated contingent items;

iii. shortterm selfliquidating traderelated contingent items and commitments to
underwrite debt and equity securities;

iv. note issuance facilities and revolving underwriting facilities;

V. transactions, other than SFTs, involving the postingealrities held by the
Authorised Firm as collateral;

Vi. asset sales with recourse, whehe credit risk remains with the Authorised
Firm;

vii.  other commitments with certain drawdown;

viii.  any other commitments; and

iX. unsettled transactions,

the exposure value should be the notional amount for each of the items multiplied by a

CCF of 1@%.

5. For an Islamic Financial Institution, assets corresponding to Unrestricted PSIAs will fall

within the Exposure Measure and, therefore, are considered for the purpose of the Leverage
Ratio calculation.

Further Guidance about the method for coripieforms relating to Leverage Ratios can be

found in PRU.
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4 CREDIT RISK

Introduction

Guidance

1.

Chapter 4 deals with the prudential requirements relating to the management of Credit Risk by
an Authorised Firm. Credit Risk refers to risk of incurring losses due to failure on the part of a
borrower or a counterparty to fulfil their obligations in regpef a financial transaction.

This chapter aims to ensure that an Authorised Firm holds sufficient regulatory capital of
acceptable quality so that it can absorb unexpected losses arising out of its Credit Risk
exposures, should the need arise antlitltntinues to operate in a sustainable manner.

This chapter requissan Authorised Firnto:

a. appropriately appla riskweightto all on-balance sheet assets and-lwdfance sheet
exposures for capital adequacy purpogesisk-weight is based ora Credit Quality
Grade aligned with the likelihood of counterparty default;

b. calculate the Credit Risk Capital Requirementifsron-balance sheet assets and off
balance sheet exposures; and

C. reduce the Credit Risk Capital Requirement ifsron-balance shet assets and off
balance sheet exposures where the exposure is covered fully or partly by some form of
eligible Credit Risk mitigant.

Appendix 4 provides detailed requirements, parameters, calculation methodologies and
formulae in respect of the primarequirements outlined in chapter 4.

PART 11 Application

4.1 Application

4.1.1  This chapter applies to an Authorised Firm in Category 1, 2, 3A or 5.

Guidance

1.

This chapter imposes systems and controls pertaining to Credit Risk, and prescribes the
manner of calculation of the Credit Risk Capital Requirenfalisb referred to in this module
as CRCOM)

Rules 3.8 and 3.83 provide that the€RCOMis a component in the calculation of theerall
Risk Capital Requirement of an Authorised Firamdthat theCRCOM is to be calculated in
accordance with this chapter 4.

The Rules in section 4.8 pCRGOMIs® ofthbCGradit t h e
RWA of the firm, which in turns calculated as the sum of:

a. the RWA for Credit Risk Exposuré€R Exposures); and

b. the RWA forsecuritisatiorExposures (SE Exposures).
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This chapter sets out the manner in which each of those components must be calculated,
monitored and controlled by an Authorised Firm.

In addition to complying with theapplicable Rules in this chapter, an Authorised Firm
investing in or holding Islamic Contracts whether or not for the purpose of a PSIA will need to
take account of the provisions under IFR Rules 5.4.6 and 5.4.7 to calculate the Credit Risk for
those Islarit Contracts.
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PART 271 Credit Risk systems and controls

4.2

42.1

4.3

43.1

Application of this part

This part applies to an Authorised Firm in Category 1, 2, 3A or 5 with respect to
both its Non-Trading Book and Trading Book transactions.

Credit Risk management systems

An Authorised Firm must implement and maintain comprehensive Credit Risk
management systems which:

@)

(b)

(©)

ar e appropriate t o t boenpleXity anchéssale bfy p e,
operations;

enable the firm to effectively identify, assess, monitor and control Credit
Risk and to ensure that adequate Capital Resources are available to cover
the risks assumed; and

ensure effective implementation of the Credit Risk strategy and policy.

Guidance

1.

Credit Risk is the risk that a borrower or Counterpéatis to meet its obligationdt exists in
both the NorTrading Book and the Trading Book, and both on and off the balance sheet of an
Authorised Firm.

Obviously, Credit Risk arises from loanstltiere are other sources of Credit Risk such as.
a. trade finance and acceptances;

b. interbanktransactions

c. commitments and guarantees;

d. interest rate, foreign exchange and Credit Derivatives (including swaps, options,
forward rate agreements ariddncial futures);

e. bond and equity holdings; and
f. settlement ofransactions

The objective of the Credit Risk management system must be to ensure that every Authorised
Firm holds adequate capital to cover Credit Risk and absorb any potential doisseg from

that risk Since Authorised Firms need to provide credit as part of their usual business, this
needs to be achieved by effectively managing the Credit Risk assumed by the Authorised Firm
as part of its credit business.

Failure to manag€redit Risk effectively could cause an Authorised Firm to face a situation of
inadequate capital, which would threatensigetyand soundess Such problems normally
arise from:

a. lax credit standards for borrowers and Counterparties;
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b. poor portfoliorisk management; and

C. failure to identify in good time changes in economic or other conditions that may
impair the financial strength of borrowers and Counterparties.

5. Therefore, it is essential for Authorised Firms involved in the businepsowiding credit to
design, implement and maintain comprehensive and effective systems to manage Credit Risk.

4.3.2  The Credit Risk management framework of an Authorised Firm must have at least
the following principal elements effectively implemented to ensure that the Credit
Risk Exposures of the Authorised Firm are of a sufficiently good quality:

(a) an appropriate Credit Risk environment, defined by a documented Credit
Risk strategy and a documented Credit Risk policy;

(b) application of the Credit Risk strategy and policy, where appropriate, on a
consolidated basis and at the level of individual subsidiaries;

(c) sound processes for assuming and managing Credit Risk;

(d) prudent lending controls and limits, including policies and processes for
monitoring Exposures in relation to limits, and approvals of exceptions to
limits;

(e) adequate appropriately skilled human resources to manage the Credit Risk
function;

® independence of credit approval and review functions from credit initiation

functions to avoid any real or potential conflicts of interest;

(9) prudent procedures for approving credits, defined by a documented credit
procedures manual;

(h) effective systems for credit administration, measurement and monitoring;
and
(1) adequate controls over Credit Risk.
433 (1) An Authorised Firm must ensure that its Governing Body retains

responsibility for the Credit Risk management framework and ensure it is
appropriate for the nature, scale and complexity of operations, in the
context of prevailing market and macro-economic conditions.

2) An Authorised Firm must ensure that its senior management or an
appropriate designated body, regularly reviews and understands the
implications as well as the limitations of the risk management information
that they receive from the Credit Risk management function, in order to
evaluate the suitability and effectiveness of such information in enabling
them to provide effective oversight over the Credit Risk management
function.

3) An Authorised Firm must ensure that its Governing Body regularly reviews
and understands the implications as well as the limitations of Credit Risk
management information and reports presented to it, to ensure that the
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contents and the format of such reports are suitable for effective Governing
Body oversight.

4) An Authorised Firm must ensure that its Governing Body is responsible for
carrying out regular stress testing on the credit portfolio which is
appropriate for the nature, scale and complexity of the Credit Risks
assumed by the Authorised Firm. An Authorised Firm must ensure that its
Governing Body annually reviews the stress scenarios and takes action to
address any perceived issues arising from those reviews.

(5) An Authorised Firm must establish and enforce internal controls and
practices so that deviations from policies, procedures, limits and prudential
guidelines are promptly reported to the appropriate level of management.

Guidance
1. An Autharised Firm may structure its credit processes and Credit Risk management function
in a manner which suitsitsori@oup s i nt er nal organi sational st

practices, provided the key functions and components relevant to CrddinRmsagement, as
mentioned abovere present, and there must be adequate segregation of functions responsible
for critical Credit Risk management processes. In particular, the credit initiation function must
be independent of the credit approval andeeviunctions to avoid any potentiednflicts of
interest In cases where an Authorised Firm finds it necessary to delegate small lending limits
to staff in the front office for operational needs, there must be adequate safeguards, e.g.
independent reviewf credits granted, to prevent abuse.

2. An Authorised Firmds senior manasuehmeardadit or an
committee) should be responsible for effectively implementing the Credit Risk strategy and
policy approved by the GoverrgrBody of the Authorised Firm. Senior management or such
a credit committee will need to establish adequate procedures to identify, quantify, monitor
and control the Credit Risk inherent in the Authorised Firm's activities and at the level of both
the oveall portfolio and individual borrower§lounterparties.

3. The appropriate level at which credit decisions are taken will vary according to the type of
credit offered and the size and structure of the Authorised Fionsome Authorised Firms, a
credit ommittee may be appropriate, with formal terms of reference laid down. In other
Authorised Firms, individuals may be given f@ssigned authority limitsIt will usually be
appropriate for the final credit approval authority to be given by staff regdrtdependently
from thosestaff interacting with clients.

4. As part of its stress testing programme for Credit Risk measurement, an Authorised Firm
should take into account the resie recoveries available fromeaurity or Collateral under
stressednarket ad macreeconomic conditions.

5. Rule 4.3.3 (3) requires the Governing Body of an Authorised Firm to review the management
information reports presented to it by the senior management of that firm and assess the
reports in respect of their utilityand effectiveness in enabling the Governing Body to
effectively discharge their responsibilities towards effective oversight of the firm and its credit
risk management.

4.3.4  An Authorised Firm must also consider whether it is prudent to set out specific
provisioning requirements for country and transfer risks to which it is exposed.

Guidance

Guidance on country and transfer rigkposureis set out in section A4.(Credit Risk systems and
controls) in App4.
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4.3.5 Where an Authorised Firm avails itself of Credit Risk mitigations, the Authorised
Firm must have mechanisms in place to regularly assess the net realisable value of
such mitigations taking into account prevailing market conditions.

Guidance

1. Section 4.13 sets out the principles and methodolofgieshe recognition of Credit Risk
mitigation in the calculation of Credit RWA.

2. Further Guidance on Credit Risk systems and controls (including Credit Risk mitigation), and
on the specific areas which the GteRlisk policy should cover, iset out insection A4.1.

4.4 Credit Risk strategy, policy, and procedures manual

Credit Risk strategy

441 (1) An Authorised Firm must implement and maintain a Credit Risk strategy,
which prescribes its stated degree of risk tolerance, level of capital
available for credit activities, business strategy for credit activities and
Credit Risk management approach.

2) The strategy must be:
(@) documented,;
(b) approved by the Governing Body; and

(c) regularly reviewed and updated by the Authorised Firm at periodic
intervals and at least annually, as appropriate to the nature, scale
and complexity of its activities.

Guidance

1. An Aut horised Firmdéds Credit Ri sk strategy shi
quality while ensurng profit and business growtliherefae the Credit Risk strategy should
address the Authorised Fi r mbéan acaeptable dezet bf t owar
risk/reward relationship, after taking into account resource and capital costs.

2. An Aut horised Firmés QQwwéodecanomiRicyelés asdttheiceffeety y s h o
on the credit portfolio during different stages of an economic cycle. For example, it should
cater for a higher incidence of defaults in the personal loan and credit card portfolios in times
of economic recession.

Credit Risk policy

442 (1) An Authorised Firm must implement and maintain a Credit Risk policy
which prescribes all the essential elements of the Credit Risk management
system and associated processes.

2) The policy must be:
(@) documented,;

(b) approved by the Governing Body; and
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(c) regularly reviewed and updated by the Authorised Firm at periodic

i ntervals and at | east annuall vy,

financial performance, credit market conditions in its main markets

and its Capital Resour ces position as wel

and complexity of its activities.

Any changes to the Credit Risk policy and how exceptions to the policy will
be dealt with must be approved by the Governing Body or an appropriately
delegated committee of senior management (such as a credit committee).

An Authorised Firm with one or more branches outside the DIFC must
implement and maintain Credit Risk policies adapted to each local market
and its regulatory conditions.

The Credit Risk policy must:

@)

(b)

(©)

(d)

(e)

()

()]

(h)

@)

be consistent with the approved Credit Risk strategy, considering a range
of factors, including but not limited to an approved degree of risk tolerance,
capital allocated to Credit Risks, business strategy and market conditions
in its main credit markets;

provide sound, well-defined Credit Risk norms and criteria for approval of
credit applications;

clearly specify the Exposure limits, product types, business segments,
nature of target borrowers and the nature of Credit Risk that the Authorised
Firm wishes to incur;

set out, where appropriate, the amounts and terms and conditions under
which Counterparties or clients may be eligible or ineligible for credit;

include minimum information that is required to be obtained for processing
an application for credit;

include well defined criteria and policies for approving new Exposures as
well as renewing and refinancing existing Exposures, identifying the
appropriate approval authority for the size and complexity of the
Exposures;

include effective credit administration policies, including continued analysis

of a borrowerés ability and willingness

monitoring of documentation, legal covenants, contractual requirements
and Collateral, and a classification system that is consistent with the

natur e, size and complexity of t he

least, with the asset grading system prescribed in Rule 4.5.4;

include comprehensive policies for reporting Exposures on an on-going
basis;

include comprehensive policies for identifying and managing problem
assets;

include a provisioning policy approved by the Governing Body which
ensures that all loans are promptly and prudently provided for;
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(k)

()

(m)

/Ay

set out limits and approval processes involved for the approval of credit
facilities that can be approved by the delegated authorities, and stipulate
that the Governing Body retains responsibility for the governance of such
limits;

require that major Credit Risk Exposures exceeding a specified amount or
at a minimum all Large Exposures of the Authorised Firm are approved by

PRUDENTIAL 7 INVESTMENT, INSURANCE INTERMEDIATION AND BANKING (PIB)

the Authorised Firmdés senior management

committee; and

require that all Credit Risk Exposures that are especially risky or
inconsistent with the approved credit strategy of the Authorised Firm are
approved by the Authorised Firmbés
body such as a credit committee.

In relation to conflicts of interest and Related Person transactions, the policy must:

@)

(b)

(©)

set out adequate procedures for handling conflicts of interest relating to the
provision and management of credit, including measures to prevent any
Person directly or indirectly benefiting from the credit being part of the
process of granting or managing the credit;

subject to Rule 4.4.5, prohibit Exposures to Related Persons on terms that
are more favourable than those available to Persons who are not Related
Persons; and

if Exposures to Related Persons are allowed on terms which are no more
favourable than those available to Persons who are not Related Persons,
set out procedures that:

() require such Exposures, and any write-off of such Exposures,
exceeding specific amounts or otherwise posing special risks to the
Authorised Firm, to be made subject to the prior written approval of
the firmbébs Governing Body or th

(i) exclude Persons directly or indirectly benefiting from the grant or
write off of such Exposures being part of the approval process.

The prohibition in Rule 4.4.4(b) does not apply to providing credit to a Related
Person under a credit policy on terms (such as for credit assessment, tenor, interest
rates, amortisation schedules and requirements for Collateral) that are more
favourable than those on which it provides credit to Persons who are not Related
Persons, provided the credit policy:

@)

(b)

(©)

is an Employee credit policy that is widely available to Employees of the
Authorised Firm;

e

senio

Govel

is approved by the Authorised Fi r mds Governing Body or

Bodyds delegat e;

clearly sets out the terms, conditions and limits (both at individual and
aggregate levels) on which credit is to be provided to such Employees; and
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(d) requires adequate mechanisms to ensure on-going compliance with the
terms and conditions of that credit policy, including immediate reporting to
the Governing Body or the Governing Bod
deviation from or a breach of the terms and conditions or procedures
applicable to the provision of such credit for timely and appropriate action.

Guidance

1. The requirements in these Rules do not prevent arrangements such as Employee loan schemes
that allow more favourable and flexible loan terms to Employees of the Authorisedh@inm t
those available under it®rmal commercial arrangemenksowever, such a loan scheme must
comply with the requirements set out in these Rules, which are designed to addfists of
interestthat may arise in the grant, approval or managemeniatf lbans. Such conflicts are
especially likely to arise where one or more of the Employees concerned are Directors,
Partners or senior managers.

2. Generally, where an Authorised Firm has an Employee loan scheme under these Rules, the
DFSA expects its Geerning Body to have ensured, before it or its delegate approved that
scheme, that the terms, conditions and particularly limits (both at individual and aggregate
level) on which credit is to be provided to Employees under the scheme are adequate and
effedive in addressing thesgks arising from such lendin@he Authorised Firm should also
be able to demonstrate to the DFSA that the procedures it has adopted relating to an Employee
loan scheme are adequate to address any risks arising from such IefldeNPFSA expects
to have access to records relating to lending under an Employee loan scheme upon request or
during its supervisory visits. Any significant breach of or deviation from the procedures
adopted in relation to an Employee loan scheme maytridger the reporting requirements to
the DFSA under GEN Rule 11.10.7.

446 For the purposes of the Rules in this chapt
Authorised Firm if the Person:

(a) is, or was in the past 2 years:

(i) a member of a Group or Partnership in which the Authorised Firm is
or was also a member; or

(i) a Controller of the Authorised Firm or a Close Relative of such a
Controller;

(b) is, or was in the past 2 years, a Director, Partner or senior manager of the
Authorised Firm or an entity referred to under (a)(i) or (i), or a Close
Relative of such a Director, Partner or senior manager; or

(c) is an entity in which a Director, Partner or senior manager of the
Authorised Firm or an entity referred to in (a)(i) or (a)(ii), or a Close
Relative of such a Director, Partner or senior manager has a significant
interest by:

(i)  holding 20% or more of the shares of that entity, or a Parent of that
entity, if that entity is a company; or

(i)  being entitled to exercise 20% or more of the voting rights in respect
of that entity;

except that a Partner is not a Related Person where that Person is a
limited partner of a Limited Partnership formed under the Limited
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Partnership Law of 2006 or any similar limited partnership constituted
under the law of a country or territory outside the DIFC.

Credit procedures manual

An Authorised Firm must implement and maintain a documented credit procedures
manual, which sets out the criteria and procedures for granting new credits, for
approving extensions of existing credits and exceptions, for conducting periodic and
independent reviews of credits granted and for maintaining the records for credits
granted.

The credit procedures manual must establish:

(a) sound, well-defined criteria for granting credit, including a thorough
understanding of the borrower or Counterparty, the purpose and structure
of the credit and its source of repayment;

(b) well defined processes for approving new Exposures as well as renewing
and refinancing existing Exposures;

(c) effective credit administration processes, including continued analysis of a
borrowerb6s ability and willingness to
monitoring of documentation, legal covenants, contractual requirements
and Collateral;

(d) effective processes for classification and grading of credit assets consistent

with the nature, size and complexity of
(e) comprehensive processes for reporting Exposures on an ongoing basis;

and
) comprehensive processes for identifying problem assets, managing

problem assets, monitoring their collections and for estimating required
level of provisions.

Guidance

The same criteria should be applied to both advised and unadvised facilities and should deal with all
Credit Risks assodiaed wi t h t he Authori sed FlradingbosTradingsi nes s
Book or on or off balance sheet.

Processes for credit assessment
) When utilising external credit rating agencies as part of its credit
assessment processes, an Authorised Firm must:

(a) maintain an internal credit grading system; and

(b) stress test its capital position on at least an annual basis to
consider the capital implications to the Authorised Firm of a
significant reduction in the credit quality and associated reduction
on credit ratings from credit rating agencies for its credit portfolio.
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2) An Authorised Firm must not solely use external credit rating agency credit
ratings as a basis for its assessment of the risks associated with an
Exposure, in particular in respect of a Large Exposure, and must at all
times conduct its own credit assessment of such an Exposure.

Guidance

An Authorised Firm should closely monitor the adequacy of the internal credit assessment processes,
in order to assess whether thés an upward bias in internal ratings.

An Authorised Firm must implement and maintain appropriate policies, processes,
systems and controls to:

(a) administer its credit portfolios, including keeping the credit files current,
getting up-to-date financial information on borrowers and other
Counterparties, funds transfer, and electronic storage of important
documents;

(b) ensure that the valuations of Credit Risk mitigants employed by the
Authorised Firm are up-to-date, including periodic assessment of Credit
Risk mitigants such as guarantees and Collateral;

(c) review all material concentrations in its credit portfolio and report the
findings of such reviews to the Governing Body; and

(d) measure Credit Risk (including to measure Credit Risk of off-balance sheet
products such as Derivatives in credit equivalent terms) and monitor the
condition of individual credits to facilitate identification of problem credits
and to determine the adequacy of provisions and reserves.

The Credit Risk management system and, in particular, the systems, policies and
processes aimed at classification of credits, monitoring and identification of problem
credits, management of problem credits and provisioning for them must include all
the on-balance sheet and off-balance sheet credit Exposures of the Authorised
Firm.

Guidance

An Authorised Firm should ensure that its loan portfolio is properly classified and has an effective
earlywarning system for problem loans.

) An Authorised Firm must establish clearly defined criteria for identifying its
problem credits and/or impaired assets which ensure that credits are
classified as impaired in all cases where there is some reason to believe
that all amounts due (including principal and interest) will, or may, not be
collected in accordance with the contractual terms of the loan agreement.

2) For the purpose of (1), and subject to (3), an Authorised Firm must
categorise its credits into five categories as detailed in the following table,
where credits in the substandard, doubtful and loss categories must be
considered as problem credits:
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With respect to the ratings above, Authorised Firms shoutdider Exposures as classified

/Ay

Standard

includes credits with no element of uncertainty about
timely repayment of the outstanding amounts, including
principal and interest. Credits are currently in regular
payment status with prompt payments.

Special
mention

includes credits with deteriorating or potentially
deteriorating credit quality which, may adversely affect
the borrowerbés ability to
time. The credits in this category warrant close attention
by the Authorised Firm.

Substandard

includes credits which exhibit definitive deterioration in
credit quality and impaired debt servicing capacity of the
borrower.

Doubtful

includes credits which show strong credit quality
deterioration, worse than those in substandard category,
to the extent that the prospect of full recovery of all the
outstanding amounts from the credit is questionable and
consequently the probability of a credit loss is high,
though the exact amount of loss cannot be determined
yet.

Loss

includes credits which are assessed as uncollectable
and credits with very low potential for recoverability of
amounts due.

An Authorised Firm may also have in place a more detailed credit grading

system provided it can address the categories detailed in (2).

special mention, substandard, doubtful avgslwhere the loans are contractually in arrears for

a minimum number of days &0, 60, 90 120 and 12180 days respectively. Authorised

Firms should also consider the treatments as set out in Fule(Bvegreening).

Credits exhibiting the following categories should be included isgkeial mention category.

a decliningt rend in the operations of t he

continue to generate cash required for repayment of the;credit

borr o

any signals which indicate a potential weakness in the financial position of the
borrower, but not to the point atweh repaymentapacity is definitely impaired; or

business, economic or market conditions that may unfavourably affect the profitability
and business of the borrower in the near to medium term.

Credits exhibiting the following categories should heuded in thesubstandard category.

a.

b.

inability of the borrower to meet contractual repayment terms of the credit facility

unfavourable economic and market conditions or operating problems that would affect
the profitability and cash flow generatiofthe borrower

weak financial condition or the inability of the borrower to generate sufficient cash
flow to service the payments.
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d. difficulties experienced by the borrower in servicing its other debt obligathwns
e. breach of any financial comants by the borrower.

455 An Authorised Firm must have detailed policies, processes and resources for
managing problem credits which address the following:

(a) monitoring of credits and early identification of credit quality deterioration;

(b) review of classification of problem credits; and

(© ongoing oversight of problem credits, and for collecting on past due
obligations.

4.5.6  An Authorised Firm must ensure that each and every credit which qualifies as a
Large Exposure and is classified as an impaired credit is managed individually.
This includes valuation, classification and provisioning for such credits on an
individual item basis.

4.5.7  Any evergreening exercise involving refinancing of past due credits must not result
in their being classified as a higher category. In particular, impaired credits cannot
be refinanced with the aim of classifying them as standard or special mention
credits.

458 An Aut horised Firmds provisioning pol i
provisioning requirements:

(a) for substandard assets 1 20% of the unsecured portion of the credit;
(b) for doubtful assets 1 50% of the unsecured portion of the credit; and
(© for loss assets i 100% of the unsecured portion of the credit.

4.5.9  An Authorised Firm must, on a periodic basis, at a minimum monthly frequency,
review its problem credits (at an individual level or at a portfolio level for credits with
homogeneous characteristics) and review the asset classification, provisioning and
write-offs for each of those problem credits.
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PART 3 - CRCOM

4.6 Application

Guidance

1.

As indicated in Rule 4.1.1, this chapter 4 (including this part 3) applies to Authorised Firms in

Categories 1, 2, 3A and 5. However, the provisions in this part are applied in a differentiated
manner in that Category 3A firms must, and Category 2 firms may, use the Simplified

Approach under section 4.7.

The Credit Risk Capital Requirement (also referred to in this module as CRCOM) is a
component of the calculation of the overall Capital Rexruent of an Authorised Firm, as
provided in Rules 3.8.2 and 3.8.3. The Rules in this part 3, supplemented by App4, govern the
manner of calculation of the CRCOM.

4.7 Simplified Approach

Category 3A firms

471 (1)

)

®3)

(4)

This Rule applies only to an Authorised Firm in Category 3A.

Subject to (3) and (4), an Authorised Firm must apply the Simplified Approach
as prescribed in section A4.12 in App4.

An Authorised Firm is not required to apply the Simplified Approach if it
obtains prior approval of the DFSA not to do so.

After obtaining approval under (3), a firm must not revert to the Simplified
Approach without further prior approval from the DFSA.

Guidance

1. In effect, theSimplified Approachreduces undue regulatory burden on Category 3A
firms to reflect more appropriately therisk profile.

2. In relationto (3) and @), the DFSAmay considegraning its approvalfor a change
of approacthif it is satisfied that there are no regulatory capital arbitrage opportunities.
Firms should be able emonstrate to the DFSA solid and reasonable grounds to be
able to moverbm one approach to the oth&or instance, in assessing whether or
not to grant approval, the DFSA may consider whether or not there has been a
material change in the business af flrm.

Category 2 firms

472 (1)
2

This Rule applies only to an Authorised Firm in Category 2.

Subiject to (3) and (4), an Authorised Firm may apply the Simplified Approach,
as prescribed in section A4.12 in App4, upon obtaining prior approval to do so
from the DFSA.
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3) After obtaining approval under (2), a firm must not disapply the Simplified
Approach without further prior approval from the DFSA.

4) The DFSA may revoke its approval under (2) and require a firm to disapply
the Simplified Approach, where the DFSA considers that this is warranted by
t h e fbusingansodel and risk profile.

Guidance

In relation to (3) and (4), the DFSA may consider granting its approvaa fdrange of
approach if it is satisfied that there are no regulatapital arbitrage opportunities. Firms
should be able to demonstrate to the DFSA solid and reasonable grounds to be able to move
from one approach to the other. For instance, in assessing whether or not to grant approval,
the DFSA may consider whether mot there has been a material change in the business of the
firm.

4.8 Calculation of the CRCOM

48.1 (1) The Credit Risk Capital Requirement is calculated as follows:
CRCOM = 8% x Credit RWA
2) The Credit RWA of an Authorised Firm is the sum of:

(a) its risk weighted assets (RWA) for all its Credit Risk Exposures
(referred to in this module a s A CR Ex pcalalatedeirs 0 )
accordance with Rules 4.8.2 and 4.8.3;

(b) its RWA for all its securitisation Exposures (referred to in this
module as A SE Esxopaicslated @ accordance with Rule
4.8.4 and section 4.14; and

(© its RWA for its Counterparty Risk Exposures as calculated in
accordance with sections A4.6 to A4.8.

Calculation of RWA for Credit Risk Exposures (CR Exposures)
4.8.2  An Authorised Firm must include in its calculation of RWA for CR Exposures:
(a) any on-balance sheet asset; and
(b) any off-balance sheet item;
but excluding:
(© any SE Exposure;

(d) any securitised Exposure that meets the requirements for the recognition of
risk transference in a Traditional Securitisation set out in section 4.14; or

(e) any Exposure classified as a position or instrument in the Trading Book in
accordance with section A2.1.

4.8.3 To calculate its RWA for CR Exposures, an Authorised Firm must:
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(a) calculate the value of the Expos-ure (r e
balance sheet and every off-balance sheet asset in accordance with the
Exposure measurement methodology specified in section 4.9 and
recognising the effects of any applicable Credit Risk mitigation;

(b) categorise that Exposure in accordance with the Rules in section 4.10;

(© allocate an applicable Credit Quality Grade and risk weight for that
Exposure in accordance with the Rules in section 4.11 and 4.12;

(d) calculate the RWA amount for that Exposure using the following formula:
RWA(CR) =E x CRW
where:

) ARWEBR)O r ef er s -weighted Bxposune ansolnt for that CR
Exposure;

(i) AEO r etheExmosute walue or amount, for that CR Exposure;
and

(i) ACRWO refers to the applGORcEapodure r i s Kk
determined in accordance with (b) and (c); and

(e) add the RWA amounts calculated in accordance with (d) for all its CR
Exposures.

Calculation of RWA for securitisation Exposures (SE Exposures)
4.8.4  To calculate its RWA for all its SE Exposures, an Authorised Firm must:

(@) calculate the value of the Exposure for each of its SE Exposures in
accordance with Exposure measurement methodology specified in section
4.9 and recognising the effects of any applicable Credit Risk mitigation;

(b) allocate an applicable Credit Quality Grade for that SE Exposure in
accordance with the Rules in section 4.11;

(© calculate the RWA amount for each SE Exposure, except for those SE
Exposures which the Authorised Firm is required to include as deductions
from any component of Capital Resources, using the following formula:

RWA(SE) = SE x CRW
where:

) ARWSBE)Y) refers -weghted Bxposurei améunt for that
securitisation Exposure;

(i) ASEO r etlieedExposureé walue or amount for that SE Exposure
calculated in accordance with (a); and

(i) ACRWO refers to the applSEcEapbdure r i sk
determined in accordance with (b); and
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(d) add the RWA amounts calculated in accordance with (c) for all its SE
Exposures to the RWA amounts calculated in accordance with Rule 4.8.5
in respect of its Early Amortisation Exposures.

4.8.5 To calculate its RWA for Early Amortisation Exposures, an Authorised Firm must:

(a) calculate the value of the Exposure (EAE) for each of its Early Amortisation
Exposures in accordance with Exposure measurement methodology
specified in section 4.9 and recognising the effects of any applicable Credit
Risk mitigation;

(b) calculate the risk-weighted Exposure amount for each Early Amortisation
Exposure using the following formula:

RWA(EAE) = EAE x CRW
where:

) ARWBAE)0 r ef er s -weighted Bxposureiasdunt for that
Early Amortisation Exposure;

(i) AEAEO r ethee Exposure ovalue or amount, for that Early
Amortisation Exposure calculated in accordance with (a); and

(i) A CRWO refers t o t he applicabl e risk
Exposure type as if the Exposure had not been securitised; and

(c) add the RWA amounts calculated in accordance with (b) for all its Early
Amortisation Exposures.

4.8.6  The aggregate RWA amount for all of the SE Exposures of an Authorised Firm to a
securitisation and Exposures arising from Credit Risk mitigation applied to those SE
Exposures must not exceed the aggregate RWA amount corresponding to the
underlying Exposures of the securitisation had they been on the balance sheet of
the Authorised Firm and included in the calculation of the Credit RWA of the
Authorised Firm. For avoidance of doubt, the aggregate RWA amount must not
include any deduction for a gain-on-sale or a Credit-Enhancing Interest-Only Strip
arising from the securitisation.

4.9 Methodology for measurement of Exposures

4.9.1  An Authorised Firm must apply the Exposure measurement methodology set out in
the Rules in this part to calculate the value or amount of an Exposure for any CR
Exposure or SE Exposure.

Guidance
1. The measurement methodology in this section prescribes the manner of calculation of
Exposures for the purpose of determining the Credit RWA for Credit (RiB} Exposures as

provided in Rule 4.8 and forsecuritisatior(SE) Exposures as provided in Rule 4.8.4.

2. Due regard should be given to the Guidance relating to prudent valuation in section 2.4 and
related provisions in App32.
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An Authorised Firm should consult with the DFSA on the appropriate treatment to apply in the
measurement of E, faransactionshat have not been addressed in this part.

4.9.2  An Authorised Firm must calculate E for any CR Exposure or SE Exposure, net of
any individual impairment provision attributable to such Exposures, as determined
in accordance with the International Financial Reporting Standards.

Measurement of E for on-balance sheet assets

4.9.3 For each on-balance sheet asset, E should be the carrying value of the asset as
determined in accordance with the International Financial Reporting Standards.

Guidance

1.

For any asset, Ehould be equal to the fair value of that asset presented in the balance sheet
except that:

a. for any asset held at co$, should be equal to the cost of the asset presented in the
balance sheegnd

b. for any availablefor-sale (AFS) debt security or AFS loan, E, should be etuahe
fair value less provisiofor impairment of that AFS debt security or AFS loan, adfliste
by deducting any unrealised fair value gains and adding back any unrealised fair value
losses on revaluation (broadly equivalent to the amortised cost of the AFS debt security
or AFS loan less any provision fompairmenj.

In the case of a lease wikdhe Authorised Firns exposed to residual value risle(potential

loss due to the fair value of the leased asset declining below the estimate of its residual value

reflected on the balance sheet of the Authorised Firm at lease inception), the gaathérm

should calculate (i) an Exposure to the lessee equivalent to the discounted lease payment
stream; and (ii) an Exposure to the residual value of the leased assets equivalent to the estimate
of the residual value reflected in the balance sheeteohttihorised Firm.

Any foreign exchangetransaction or translation gain or loss from a foreign currency
denominated onbalance sheet item as well as interest earned on a fixed inostmement
should be allocated to the Exposure to which it accrues.

Measurement of E for off-balance sheet items other than Counterparty Risk
Exposures

4.9.4 (1)

For each off-balance sheet item other than a pre-settlement Counterparty
Exposure arising from an OTC Derivative transaction, long settlement
transaction or securities financing transaction (referred to in PIB as an
fi S F Tan Authorised Firm must calculate E by:

(a) in the case of an Early Amortisation Exposure, multiplying the
amount of i nv g the apgliéablei QCF set eus in
Rules A4.2.1 and A4.2.2 in App4; and

(b) in all other cases, multiplying the notional amount of each item by:

(i) the applicable CCF set out in Rule A4.2.1 in App4 if that
item is a CR Exposure; or

(i) the applicable CCF set out in Rule A4.2.2 in App4 if that
item is an SE Exposure.
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Guidance

1. An Authorised Firm which is exposed to the risk of the underlying Securities in an OTC
Derivative transaction, long settlemetransaction or SFT which is in substance similar to a
forward purchase or credit substitute should calculate E, for such an Exposareordance
with Rule 4.94(1).

2. I nv e s testis definednas the sum of
a. i nvestorsé dr awn scoustlsed Expessresyaed at ed t o t he
b. E associated with iédet or sd wundr awn b aSE&xposaresEisel at ed

determined by allocating the undrawn balancesecfiritised Exposures on a prata
basis based on t he pramdpneestdshaces of thaeduritiseh e Or i gi
drawn balances.

3. For avoidance of doubt, where an Authorised Firm has provided unfunded credit protection
via a total rate of return swap, hould be equal to the notional amount of the underlying
reference credit for which the Authorised Firm is providing protection adjustedny
payments received from or made to the protection buyer and recognised in the profit and loss
account of the Authorised FirmiNhere an Authorised Firm has provided unfunded credit
protection via a credit defitt swap, Eshould be equal to the notional amount of the
underlying reference credit for which the Authorised Firm is providing protection.

4, The notional amount of an offfalance sheet item refers to the amount which has been
committed but is as yet undrawhhe anount to which the CCF is applied is the lower of the
value of the unused committed credit line, and the value which reflects any possible
constraining availability of the facility, such as the existence of a ceiling on the potential
lending amount whichsi r el at ed to an o b l. if ghe rfadildy isr e por t e
constrained in this way, the Authorised Firm must have sufficient line monitoring and
management procedures to support this contention.

5. Any foreign exchangeransaction or translation gaior loss from a foreign curreney
denominated offbalance sheet item should be allocated to the Exposure to which it accrues.

Recognition of eligible financial Collateral for on-balance sheet assets and
off-balance sheet items other than Counterparty Exposures

495 (1) An Authorised Firm which has taken eligible financial Collateral for any
transaction other than an equity Exposure, an SE Exposure, an OTC
Derivative transaction, long settlement transaction or SFT may recognise
the effect of such Collateral in accordance with Rules 4.9.6 and 4.9.7.

(2) An Authorised Firm must use either the:
(a) Financial Collateral Simplified Approach (FCSA) which adopts the
treatment under Rule 4.13.5 in relation to the composition of
financial Collateral; or

(b) Financial Collateral Comprehensive Approach (FCCA) which
adopts the treatment under Rule 4.13.6;

to recognise the effect of eligible financial Collateral.

3) An Authorised Firm must apply the chosen approach consistently to its
entire Non-Trading Book and must not use a combination of both
approaches.

91

PIB/VER34/12-19



/Ay

PRUDENTIAL 7 INVESTMENT, INSURANCE INTERMEDIATION AND BANKING (PIB)

4.9.6  An Authorised Firm using the FCSA may recognise the effect of eligible financial
Collateral in accordance with the Rules in section 4.13.

4.9.7  An Authorised Firm using the FCCA may calculate the CR Exposure adjusted for
eligible financi al Coll ater al (referred to |
section A4.3 of App4 and substitute E* for E when calculating the Credit Risk-
weighted Exposure amount for that CR Exposure under section 4.8.

Recognition of eligible financial Collateral for securitisation (SE) Exposures

4.9.8  An Authorised Firm that has taken eligible financial Collateral for an SE Exposure
may recognise the effect of such Collateral in accordance with Rules 4.9.9 to
4.9.11.

4.9.9  An Authorised Firm calculating RWAs for SE Exposures must use either the FCSA
or the FCCA approaches to recognise the effect of eligible financial Collateral. An
Authorised Firm must apply the chosen approach consistently to the entire Non-
Trading Book and must not use a combination of both approaches.

4.9.10 An Authorised Firm using the FCSA approach for an SE Exposure may recognise
the effect of eligible financial Collateral in accordance with section 4.13 and Rule
4.14.70.

4.9.11 An Authorised Firm using the FCCA approach for an SE Exposure must calculate
E*, the SE Exposure adjusted for eligible financial Collateral, in accordance with
Rules in section A4.3 of App4 and substitute E* for E when calculating the RWA for
SE Exposure under section 4.8.

Measurement of E for Counterparty Exposures

Guidance

Rules 4.19.12 to 4.19.21 should be read in conjunctionseittionsA4.6 to A4.8.

Measurement of E for Counterparty Exposures arising from OTC Derivative
transactions and long settlement transactions

4.9.12 For each OTC Derivative transaction or long settlement transaction which is not
covered by a qualifying cross-product Netting agreement, an Authorised Firm
should calculate E for the pre-settlement Counterparty Exposure arising from that
OTC Derivative transaction or long settlement transaction using the method set out
in sections A4.6 to A4.8.

Measurement of E for pre-settlement Counterparty Exposures arising from
SFTs

4.9.13 An SFT must be treated as Collateralised lending, notwithstanding the wide range
of structures which could be used for SFTs.

4.9.14 An Authorised Firm must calculate E, for a pre-settlement Counterparty Exposure
arising from an SFT, other than an Exposure covered by a qualifying cross-product
Netting agreement, in accordance with Rules 4.9.15 to 4.9.20.
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4.9.15 An Authorised Firm must determine E, for a pre-settlement Counterparty Exposure
arising from an SFT which is not covered by a qualifying cross-product Netting
agreement as follows:

(a) in the case where the Authorised Firm has lent Securities to a Counterparty
or sold Securities to a Counterparty with a commitment to repurchase
those Securities at a specified price on a specified future date, the latest
fair value of the Securities lent or sold; and

(b) in the case where the Authorised Firm has lent cash to a Counterparty
through the borrowing of Securities from the Counterparty or paid cash for
the purchase of Securities from a Counterparty with a commitment to resell
those Securities at a specified price on a specified future date, the amount
of cash lent or paid.

4.9.16 An Authorised Firm which has taken eligible financial Collateral for any SFT where
the pre-settlement Counterparty Exposure is determined in accordance with Rule
4.9.15 may recognise the effect of such Collateral in accordance with Rules 4.9.17
to 4.9.20.

4.9.17 An Authorised Firm must use either the FCSA or the FCCA to recognise the effect
of eligible financial Collateral for any SFT in the Non-Trading Book. The Authorised
Firm must apply the chosen approach consistently to the entire Non-Trading Book
and must not use a combination of both approaches. For a pre-settlement
Counterparty Exposure arising from any SFT in the Trading Book, an Authorised
Firm must only use the FCCA to recognise the effect of eligible financial Collateral.

4.9.18 An Authorised Firm using the FCSA may recognise the effect of eligible financial
Collateral for any SFT in accordance with Rules A4.3.27 to A4.3.29 in App4.

4.9.19 An Authorised Firm which has taken eligible financial Collateral for any SFT that is
not covered by a qualifying bilateral Netting agreement and using the FCCA, must
calculate E* in accordance with Rules A4.3.2 to A4.3.6 in App4, and substitute E*
for E when calculating the Credit Risk-weighted Exposure amount for that CR
Exposure under section 4.8.

4.9.20 An Authorised Firm which has taken eligible financial Collateral for an SFT that is
covered by a qualifying bilateral Netting agreement and using the FCCA, must
calculate E* for all its CR Exposures to any single Counterparty covered by the
qualifying bilateral Netting agreement, in accordance with Rules A4.3.2 to A4.3.6 in
App4 (if the Authorised Firm is using supervisory haircuts or own-estimate haircuts),
and substitute E* for E when calculating the Credit Risk-weighted Exposure amount
for its CR Exposures to that Counterparty under section 4.8.

Exceptions to the measurement of E
4.9.21 An Authorised Firm may attribute a value of zero to E for:
(a) any pre-settlement Counterparty Exposure arising from any Derivative
transaction or SFT outstanding with a CCPe and which has not been

rejected by that CCP, provided that the Exposure is fully Collateralised on
a daily basis;
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(b) any Credit Risk Exposure arising from any Derivative transaction, SFT or
spot transaction which an Authorised Firm has outstanding with a CCP for
which the |l atter acts as a custodian
provided that the Exposure is fully Collateralised on a daily basis;

(©) any pre-settlement Counterparty Exposure arising from any Credit
Derivative which an Authorised Firm may recognise as eligible credit
protection for a Non-Trading Book Exposure or another CCR Exposure;
and

(d) any pre-settlement Counterparty Exposure arising from any sold credit
default swap in the Non-Trading Book, where the credit default swap is
treated as credit protection sold by the Authorised Firm.

Guidance

Credit Risk(CR) Exposures outstanding with@CP would, for example, include credit Exposures
arising from monies placed and from Collateral posted, with the Counterparty.

Categorisation of Credit Risk Exposures (CR Exposures)

Guidance

This section categorises Exposures for the purpose of determinif@RWEfor CR Exposures, as
provided in Rule 4.8.3.

An Authorised Firm must categorise any CR Exposure that is not past due for more
than 90 days into one of the following asset classes:

(a) cash items, which consist of:
(i) cash and cash equivalents;

(i) gold bullion held in the vaults of the Authorised Firm or on an
allocated basis in the vaults of another entity to the extent that it is
backed by gold bullion liabilities; and

(i) all receivable funds arising from transactions that are settled on a
DvP basis which are outstanding up to and including the 4th
business day after the settlement date;

(b) central government and Central Bank asset class, which consists of any
CR Exposure to a central government or Central Bank;

(c) the PSE asset class, which consists of any CR Exposure to a PSE;

(d) the MDB asset class, which consists of any CR Exposure to an MDB;

(e) bank asset class, which consists of any CR Exposure to a banking
institution;

)] corporate asset class, which consists of any CR Exposure to any

corporation, partnership, sole proprietorship or trustee in respect of a trust,
other than Exposures categorised in sub-paragraphs (a) to (e), (g) and (h);
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regulatory retail asset class, which consists of any CR Exposure meeting
all of the following conditions:

(i) the Exposure is to an individual, a group of individuals, or a small
business;

(i)  the Exposure takes the form of any of the following:

(A) revolving credit and lines of credit, including credit cards and
overdrafts;

(B) personal term loans and leases, including instalment loans,
vehicle loans and leases, student and educational loans;

(C) small business credit facilities and commitments; or

(D) any other product which the DFSA may specify from time to
time;

(i)  the Exposure is one of a sufficient number of Exposures with similar
characteristics such that the risks associated with such lending are
reduced; and

(iv) the total Exposure to any obligor or group of obligors is not more than
$2 million;

residential mortgage asset class, which consists of any CR Exposure
meeting all of the following conditions:

() the Exposure is to an individual or a group of individuals, or if the
Exposure is to an entity other than an individual, the Authorised Firm
can demonstrate to the DFSA (if required to do so) that it has robust
processes to ascertain that the Exposure is structured to replicate the
risk profile of an Exposure to an individual or a group of individuals
and that it is able to identify and manage the legal risks that arise in
such structures;

(i)  the Exposure is secured against a first lien mortgage:
(A) of a completed residential property; or

(B) on an exceptional basis of an uncompleted residential property
in a jurisdiction approved by the DFSA;

(i) the Exposure is not classified as an impaired asset in accordance
with Rules in this module; and

(iv) the Exposure is not to a corporation, partnership, sole proprietorship
or trustee in respect of a trust where such corporation, partnership,
sole proprietorship or trust is engaged in residential building,
development or management;

the commercial real estate asset class, which consists of any CR
Exposure meeting all of the following conditions:
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() the Exposure is to a corporation, partnership, sole proprietorship or
trustee in respect of a trust; and

(i)  the Exposure is secured by commercial real estate; or

0] other Exposures asset class, which consists of any CR Exposure which
does not fall within any of the categories in sub-paragraphs (a) to (i).

Guidance

The Exposures listed under item (f) inclum@nsactionsettled on a paymenersuspayment basis
For avoidance of doubt, the DFSA expects that a CR Exposure to a securities firm should be
categorised within the corporate asset class.

4.11 Credit Quality Grade and External Credit Assessments

Guidance

This section governs credit assessments of Exposures for the purpose of determiQiRy\ifer
Credit Risk (CR) Exposures as provided in Rule 4.8.3 and decuritisation(SE) Exposures as
provided in Rule 4.8.4.

4.11.1 An Authorised Firm must assign a CR Exposure to a Credit Quality Grade based on
the external credit assessment that is applicable to the CR Exposure in accordance
with tables mapping the ratings from an ECAI to Credit Quality Grades, which will
be published by the DFSA.

4.11.2 An Authorised Firm must only use an external credit assessment which is
accessible to the public. An Authorised Firm may not use a credit assessment that
is made available only to the parties to a transaction.

4.11.3 An Authorised Firm must only use external credit assessments by a recognised
ECAI. The DFSA may impose conditions on the use of such external credit
assessments.

4.11.4 An Authorised Firm must use its chosen recognised external credit rating agencies
and their external credit assessments consistently for each type of Exposure, for
both risk weighting and risk management purposes. Where an Authorised Firm has
two external credit assessments which map into different Credit Quality Grades, it
must assign the CR Exposure to the Credit Quality Grade associated with the
higher risk weight. Where an Authorised Firm has three or more external credit
assessments which map into two or more different Credit Quality Grades, it must
assign the CR Exposure to the Credit Quality Grade associated with the higher of
the two lowest risk weights.

Guidance

For illustration, if there are three external credit assessments mapping into Credit Quality Grades with
risk weights of 0%, 20% and 50%, then the applicable risightds 20%. If the external credit
assessments map into Credit Quality Grades with risk weights of 20%, 50% and 50%, then the
applicable risk weight is 50%.
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4.11.5 An Authorised Firm must not recognise the effects of Credit Risk mitigation if such
mitigation is already reflected in the issue-specific external credit assessment of the
CR Exposure.

4.11.6 Where a CR Exposure has an issue-specific external credit assessment from a
recognised ECAI, an Authorised Firm must use such assessment. Where a CR
Exposure does not have an issue-specific external credit assessment, an
Authorised Firm must:

(a) if there is an issue-specific external credit assessment for another
Exposure to the same obligor, use the issue-specific assessment for the
other Exposure only if the Exposure without an issue-specific assessment
ranks pari passu with or is senior to the Exposure with the issue-specific
assessment;

(b) if the obligor has an Issuer external credit assessment, use the Issuer
assessment of the obligor only if the Exposure without an issue-specific
assessment ranks pari passu with or is senior to any unsecured claim that
is not subordinated to any other claim on the obligor; or

(c) in all other cases, apply a risk weight equal to the higher of the risk weight
that is applicable to an unrated Exposure and the risk weight associated
with the external credit assessment, if any, of the obligor or another
Exposure to the same obligor.

4.11.7 Where a CR Exposure is risk-weighted in accordance with Rules 4.11.6(a) or (b),
an Authorised Firm may use a domestic currency external credit assessment only if
the CR Exposure is denominated in that domestic currency.

4.11.8 An Authorised Firm may use an external credit assessment to risk weight a CR
Exposure only if the external credit assessment has taken into account and reflects
the entire amount of Credit Risk Exposure the Authorised Firm has with regard to all
payments owed to it.

4.11.9 An Authorised Firm must not use unsolicited external credit assessments to assign
any CR Exposure to a Credit Quality Grade, unless:

(@) it has assessed the quality of the unsolicited external credit assessments
that it intends to use and is satisfied that these are comparable in
performance with solicited external credit assessments and maintains
relevant records and documents to be made available to the DFSA upon
request; and

(b) it uses unsolicited external credit assessments consistently for each type of
Exposures, for both risk weighting and risk management purposes.

4.12 Risk weights

4.12.1 An Authorised Firm with a CR Exposure must:

(a) for a CR Exposure that is not past due for more than 90 days, determine
the applicable risk weight in accordance with Rules 4.12.2 to 4.12.23;
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(b) for a CR Exposure that is past due for more than 90 days, determine the
applicable risk weight in accordance with Rules 4.12.24 to 4.12.26; and

(© for a CR Exposure arising from an Unsettled Transaction, determine the
applicable risk weight in accordance with Rules A4.6.5 to A4.6.8.

Guidance

Where a CR Exposure whids not past due has a Credit Quality Grade which corresponds to a risk
weight of 150%, an Authorised Firm may apply the appropriate treatment and risk weights set out in
Rules4.12.21t0 4.12.B.

Cash items

Subject to Rule 4.12.3, an Authorised Firm may apply a 0% risk weight to any CR
Exposure categorised as a cash item.

An Authorised Firm must apply a 20% risk weight to cheques, drafts and other
items drawn on other banking institutions that are either payable immediately upon
presentation or that are in the process of collection.

Central government and Central Bank asset class

Subject to Rules 4.12.5, an Authorised Firm must risk-weight any CR Exposure in
the central government and Central Bank asset class in accordance with the table

below.

Risk weights for the central government and Central Bank asset class

Credit Quality 1 2 3 4 5 6 Unrate
Grade d
Risk Weight 0% 20% 50% 100% | 100% | 150% | 100%

An Authorised Firm may apply a 0% risk weight to any CR Exposure to central
governments or central banks of a GCC member country which are denominated
and funded in the domestic currency of the GCC member country. For the purposes
of this Rule, individual Emirates of the UAE will be considered as though they were
GCC member countries.

Public sector enterprises (PSE) asset class

(1)

Subject to Rule 4.12.8, an Authorised Firm must risk-weight any CR
Exposure in the PSE asset class in accordance with the following table:

Risk Weights for the PSE asset class

Credit Quality 1 2 3 4 5 6 Unrated
Grade

Risk Weight 20% 50% 100% | 100% | 100% | 150% 100%

()

In (1), sovereign PSEs in the UAE and GCC that exhibit Credit Risks
comparable to their central government must be treated in accordance with
the requirements set out in Rule 4.12.5.
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For the purposes of this Rule, a sovereign PSE is a PSE which has been
designated as such by its national authorities.

Any foreign currency claims on sovereign PSEs which are determined to
meet the conditions of (2) must be treated as one grade less favourable
than the risk weight allocated in accordance with Rules 4.12.4 and 4.12.5.

Any PSE which exhibits risk characteristics of a comnaére@nterprise should be treated in
accordance witfRules 4.12.1304.12. 5.

Multilateral development bank (MDB) asset class

Subject to Rules 4.12.8 and 4.12.9, an Authorised Firm must risk-weight any CR
Exposure in the MDB asset class in accordance with the following table:

Risk Weights for the MDB asset class

Credit Quality 1 2 3 4 5 6 Unrated
Grade
Risk Weight 0% 50% 50% | 100% | 100% | 150% 50%

An Authorised Firm must apply a 0% risk weight to any CR Exposure to the
qualifying MDBs set out below:

@)

(b)
(c)
(d)
(e)
®

@)
(h)
0]

0)

(k)

The World Bank Group comprised of the International Bank for
Reconstruction and Development (IBRD), the Multilateral Investment
Guarantee Agency (MIGA), and the International Finance Corporation
(IFC);

The Asian Development Bank (ADB);

The African Development Bank (AfDB);

The European Bank for Reconstruction and Development (EBRD);
The Inter-American Development Bank (IADB);

The European Investment Bank (EIB);

The European Investment Fund (EIF);

The Nordic Investment Bank (NIB);

The Caribbean Development Bank (CDB);

The Islamic Development Bank (IDB); and

The Council of Europe Development Bank (CEDB).

An Authorised Firm must apply a 0% risk weight to any CR Exposure to the Bank
for International Settlements, the International Monetary Fund, the European
Central Bank, the European Commission, or the European Stability Mechanism.
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Bank asset class

Subject to Rules 4.12.11 and 4.12.12, an Authorised Firm must risk-weight any CR
Exposure in the bank asset class in accordance with the following table:

CRWs for the bank asset class

Credit Quality 1 2 3 4 5 6 Unrated
Grade

Risk Weight 20% 50% 50% | 100% | 100% | 150% 50%

Risk Weight 20% 20% 20% 50% 50% 150% 20%
for Short-Term
Exposures

Guidance

For the purposes of the above table, shemin Exposures refer to Exposures with @riginal
Maturity of three months or less and that are not expected to be rolled over.

An Authorised Firm must risk-weight any short-term CR Exposure in the bank asset
class with an issue-specific external credit assessment in accordance with the
following table.

CRWs for short-term CR Exposures in the bank asset class with issue-specific
external credit assessments

Short-Term I Il " v
Credit

Quality Grade

Risk Weight 20% 50% 100% 150%

The CRW for any CR Exposure in the bank asset class that does not have an
external credit assessment by a recognised external credit rating agency must be
the risk weight determined in accordance with the table in Rule 4.12.10 or the risk
weight that is applicable to an CR Exposure to the central government of the
jurisdiction in which the banking institution is incorporated or established, whichever
is higher. If a short-term CR Exposure in the bank asset class with an issue-
specific external credit assessment:

(a) attracts a risk weight of 50% or 100%, then the Authorised Firm must apply
a risk weight of not lower than 100% to any unrated short-term CR
Exposure to the same banking institution; or

(b) attracts a risk weight of 150%, then the Authorised Firm must apply a risk
weight of 150% to any unrated CR Exposure (whether long- term or short-
term) to the same banking institution.

Corporate asset class

Subject to Rules 4.12.14 and 4.12.15, an Authorised Firm must risk- weight any CR
Exposure in the corporate asset class in accordance with the following table:
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Risk Weights for the corporate asset class

Credit Quality 1 2 3 4 5 6 Unrated
Grade

Risk Weight 20% 50% 100% | 100% | 150% | 150% 100%

An Authorised Firm must risk-weight any short-term CR Exposure in the corporate
asset class with an issue-specific external credit assessment in accordance with the
following table:

Risk Weights for short-term CR Exposures in the corporate asset class with issue-
specific external credit assessments.

Short-Term Credit | Il " v
Quality Grade
Risk Weight 20% 50% 100% 150%

The risk weight for any CR Exposure in the corporate asset class that does not
have an external credit assessment by a recognised external credit rating agency
must be the risk weight determined in accordance with the table under Rule 4.12.13
or the risk weight that is applicable to an CR Exposure to the central government of
the jurisdiction in which the corporate is incorporated or established, whichever is
higher. If a short-term CR Exposure in the corporate asset class with an issue-
specific external credit assessment:

(a) attracts a risk weight of 50% or 100%, then the Authorised Firm must apply
a risk weight of not lower than 100% to any unrated short-term CR
Exposure to the same corporate; or

(b) attracts a risk weight of 150%, then the Authorised Firm must apply a risk
weight of 150% to any unrated CR Exposure (whether long- term or short-
term) to the same corporate.

Regulatory retail asset class

An Authorised Firm must apply a 100% risk weight to any CR Exposure in the
regulatory retail asset class.

Residential mortgage asset class

An Authorised Firm must risk weight any CR Exposure in the residential mortgage
asset class in accordance with the following table:

Risk weights for the residential mortgage asset class

Condition Risk Weight

Loans fully secured on residential property to a maximum loan 50%
to value of 80%

Loans secured on residential property in excess of a loan to 100%
value of 80%
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Commercial real estate asset class

4.12.18 An Authorised Firm must apply a 100% risk weight to any CR Exposure in the
commercial real estate asset class.

4.12.19 An Authorised Firm must apply a risk weight of 150% to Exposures, including
Exposures in the form of Shares or Units in a Collective Investment Fund, that are
associated with particularly high risks.

4.12.20 For the purposes of Rule 4.12.19, Exposures with particularly high risks must
include the following investments:

(a) investments in venture capital funds

(b) investments in hedge funds or alternative investment funds, including but
not limited to private equity funds;

(c) speculative immovable property financing; and

(d) any investments declared by the DFSA to constitute high risk for the
purpose of this Rule.

4.12.21 When assessing whether an Exposure other than Exposures referred to in Rule
4.12.20 is associated with particularly high risks, an Authorised Firm must take into
account the following risk characteristics:

(a) there is a high risk of loss as a result of a default of the obligor; and
(b) it is impossible to assess adequately whether the Exposure falls under (a).
Other Exposures asset class

4.12.22 An Authorised Firm must apply a 100% risk weight to any CR Exposure in the other
Exposures asset class.

4.12.23 Investments in equity or regulatory capital instruments issued by banks or securities
firms must be risk weighted at 100%, unless deducted from the capital base.

Past due Exposures

4.12.24 Subject to Rules 4.12.25 and 4.12.26, an Authorised Firm must risk-weight the
unsecured portion of any CR Exposure that is past due for more than 90 days in
accordance with the following table.

Risk weights for past due Exposures

Condition Risk Weight
Where specific provisions are less than 20% of the outstanding 150%
amount of the Exposure

Where specific provisions are no less than 20% of the 100%
outstanding amount of the Exposure

4.12.25 For the purposes of Rule 4.12.24, an Authorised Firm must calculate the unsecured
portion of any CR Exposure that is past due for more than 90 days as follows:
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(a) for an Authorised Firm using the FCSA:
Unsecured Portion=E 7 P i Cf
where:
() E= E calculated in accordance with section 4.9;
(i) P = notional amount of eligible credit protection received; and
(i) Cf = fair value of eligible financial Collateral received; or
(b) for an Authorised Firm using the FCCA:
Unsecured Portion = E*I P
where -
()  E* = E* calculated in accordance with section 4.9; and
(i) P = notional amount of eligible credit protection received.

An Authorised Firm must apply a 100% risk weight to any CR Exposure in the
residential mortgage asset class that is past due for more than 90 days.

Credit Risk mitigation

Guidance

This section sets out the principles and methodologies faetiognition of Credit Risk mitigation in
the calculation of Credit RWA.

General Requirements

) An Authorised Firm must not recognise the effects of Credit Risk mitigation
unless:

(a) all documentation relating to that mitigation is binding on all relevant
parties and legally enforceable in all relevant jurisdictions; and

(b) the Authorised Firm complies with the Rules set out in this section,
as applicable.

(2) Where the calculation of Credit RWA already takes into account the Credit
Risk mitigant, the provisions of this section do not apply.

Guidance

An Authorised Firm should conduct sufficient legal review to verify this and have goaueltied

legal basis to reach this conclusion, and undertake such further review as necessayrego en
continuing enforceabilityThe review should cover relevant jurisdictions such as the jurisdiction
whose law governs the credit protection or Collateral agreement and the jurisdiction whose law
governs thetransaction subject to the credit priten or Cdlateral agreementThere should be
sufficient written documentary evidence to adequately support the conclusion anawebut any
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legal challengeWhile an Authorised Firm may use eithefhiause or external legal counsel, it should
consider whether onot inhouse ounsel opinion is appropriatdhe senior management of the
Authorised Firm should ensure that an officer of the Authorised Firm who is legally qualified and
independent of the parties originating trensaction reviews the legal opinion awhfirms that he is
satisfied that an adequate review has been completed and that he agrees with the conclusions drawn.
A record of these reviews should be kept and made available at the request of the DFSA.

Where an Authorised Firm uses multiple Credit Risk mitigation for a single
Exposure, the Authorised Firm must divide the Exposure into portions covered by
each mitigation and must calculate the Credit Risk-weighted Exposure amount of
each portion separately. An Authorised Firm must apply the same approach when
recognising eligible credit protection by a single protection provider where the
eligible credit protection has differing maturities.

Q) An Authorised Firm must take all appropriate steps to ensure the
effectiveness of the Credit Risk mitigation arrangements it employs and to
address related risks.

(2) Where an Authorised Firm reduces or transfers Credit Risk by the use of
Credit Risk mitigation, an Authorised Firm must employ appropriate and
effective policies and procedures to identify and control other risks which
arise as a consequence of the transfer.

Guidance
1. The use of techniques to reduce or transfer Credit Risk may simultaneously increase other
risks (residual risks) which include legal, operational, liquidity Bfadket Risks. The DFSA
expects an Authorised Firm to employ methods to identify and control these risks, including:
a. strategy;
b. consideration of the underlying credit;
c. valuation;
d. policies and procedures;
e. systems;

f. control of roltoff risks; and

g. management of Concentration Risk arising from the use of Credit Risk mitigation and
the interaction of such risk with the overall Credit Risk profile of the Authorised Firm.

2. In order to fulfil the above, an Authorised Firm should ensure a clearlylatid strategy for
the use of Credit Risk mitigation as an intrinsic part of the general credit strategy of an
Authorised Firm.

3. Where an Exposure subject to Credit Risk mitigatigreredit managers should continue to

assess the Exposure on the badis he obl i gor 6 sCradit mathdgersnshiauld hi ne s s
obtain and analyse sufficient financi al infor

its management and operational capabilities.

4, Collateral should be revalued frequently, and the curesl Exposure should also be
monitored frequently Frequent revaluation is prudent, and the revaluation of marketable
securities should azur on at least a daily basiBurthermore, measures of the potential
unsecuredExposure under collateraliséchnsations should be calculated underessed and
normal conditionsOne such measure would take account of the time and cost involved if the
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obligor or Counterparty were to default and the Collateral had to be liquidaietiermore,

the setting of limits fo collateralised Counterparties should take account ofptitential
unsecured Exposurétress tests and scenario analysis should be conducted to enable the
Authorised Firm to understand the behaviour of its portfolioCoédit Risk mitigation
arrangemerst inder unusual market conditiomsny unusual or disproportionate risk identified
should be managed and controlled.

Clear policies and procedures should be established in respect of Collateral management,
including

a. the terms of Collateral agreentsn

b. the types of Collateral and enforcement of Collateral terms (e.g. waivers of posting
deadlines);

c. the management of legal risks;

d. the administration of agreement (e.g. detailed plans for determining default and

liquidating Collateral); and

e the prompt resolution of disputes, such as valuation of Collateral or positions,
acceptability of Collateral, fulfilment of legal obligations and the interpretation of
contract terms.

The policies and procedures refermedunder Guidance note 1(d) alld be supported by
Collateral management systems capable of tracking the location and status of posted Collateral
(including rehypothecated Collateral), outstanding Collateral calls and settlement problems.

Where an Authorised Firm obtains credit pextion that differs in maturity from the
underlying credit Exposure, the Authorised Firm should monitor and control isffalsks,

i.e. the fact that the Authorised Firm will be fully exposed when the protection expires, and the
risk that it will beunable to purchase credit protection or ensure its capital adequacy when the
credit protection expires.

Taking as Collateral large quantities of instruments issued by one obligor creates
Concentratia Risk.An Authorised Firm should have a cleadgfined policy with respect to

the amount of Concentrati Risk it is prepared to ruiguch a policy might, for example,
include a cap on the amount of Collateral it would be prepared to take from a particular Issuer
or market The Authorised Firm shouldiso take Collateral and purchased credit protection
into account when assessing the potential concentrations in its overall credit profile.

Notwithstanding the presence of Credit Risk mitigation considered for the purposes of
calculating Credit RWA amaus, an Authorised Firm should continue to undertake a full
Credit Risk assessment of the underlying Exposure.

An Authorised Firm must be able to satisfy the DFSA that it has systems in
place to manage potential concentration of risk arising from its use of
guarantees and Credit Derivatives.

An Authorised Firm must be able to demonstrate how its strategy in
respect of its use of Credit Risk mitigation techniques, and in particular use
of Credit Derivatives and guarantees interacts with its management of its
overall risk profile.
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Collateral
Guidance

In order to recognise the effects of Credit Risk mitigation of the types of Collateral set out in Rules
4.13.5 to 4.13.7, an Authorised Firm must ensure that the relevant requirements hi1RuBeare
complied with.

4135 (1) For an Authorised Firm using the FCSA, eligible financial Collateral
comprises:

(a) cash (as well as certificates of deposit or other similar instruments
issued by the Authorised Firm) on deposit with the Authorised Firm;

(b) gold;
(c) any debt security:

(i)  with an Original Maturity of one year or less that has a short-
term Credit Quality Grade of 3 or better as set out in section
4.12; or

(i)  with an Original Maturity of more than one year that has a
Credit Quality Grade of 4 or better as set out in section 4.12 if it
is issued by a central government or Central Bank, or a Credit
Quality Grade of 3 or better as set out in section 4.12 if it is
issued by any other entity;

(d) any debt security issued by a bank that does not have an external
credit assessment by a recognised ECAI if it fulfils the following
criteria:

(i)  any debt security which is listed on a regulated exchange;

(i)  the debt security is classified as senior debt, not subordinated
to any other debt obligations of its Issuer;

(ii)  all other rated debt securities issued by the same Issuer which
rank equally with the mentioned debt security have a long term
or short term (as applicable) Credit Quality Grade by a
recogni sed ECAI of fA30 or better;

(iv) the Authorised Firm is not aware of information to suggest that
the issue would justify a Credit Q
indicated in (iii) above; and

(v) the Authorised Firm can demonstrate to the DFSA that the
market liquidity of the debt security is sufficient to enable the
Authorised Firm to dispose the debt security at market price.

(e) any equity security (including convertible bonds) that is included in a
main index; or

() any Unit in a Collective Investment Fund where:
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(i)  a price for the units is publicly quoted daily; and

(i) at least 90% of the deposited property of the Fund is invested
in instruments listed in this Rule.

2) Cash-funded credit-linked notes issued by an Authorised Firm against
Exposures in the Non-Trading Book which fulfil the criteria for eligible
Credit Derivatives must be treated as cash collateralised transactions.

3) Cash, mentioned in (1)(a), includes cash on deposit, certificates of deposit
or other similar instruments issued by the Authorised Firm that are held as
Collateral at a third-party bank in a non-custodial arrangement and that are
pledged or assigned to the Authorised Firm. This is subject to the pledge or
assignment being unconditional and irrevocable. Under the FCSA, the risk
weight to be applied to the Exposure covered by such Collateral must be
the risk weight of the third-party bank.

Guidance

1. For the purposes of Rule 4.13.5da4.13.6, eligible financial Collateral excludes any
Capitalinstrument off2 Capitalinstrument issued by any entity in the Financial Group of the
Authorised Firm, which is held by the Authorised Firm or any of its Financial Group entities
as Collateal.

2. For an Authorised Firm using Units of a Fund under the FCSA approach, the use or potential
use by that Fund of Derivativi@struments solely to hedge investments listed in Rule 4.13.5
should not preclude the Units in that Fund from being recogrésectligible financial
Collateral.

For an Authorised Firm using the FCCA, eligible financial Collateral comprises:
(a) any instrument listed in Rule 4.13.5;

(b) any equity Security (including a convertible bond) that is traded on a
regulated exchange;

(©) any Unit in a Collective Investment Fund which invests in equity securities
referred to in (b), where:

0] a price for the Units is publicly quoted daily; and

(i) at least 90% of the deposited property of the Fund is invested in
instruments listed in this Rule and Rule 4.13.5.

In the case of any Counterparty Risk Exposures in Rules 4.13.5. and 4.13.6 arising
from an SFT which are included in the Trading Book, eligible financial Collateral
includes all instruments which an Authorised Firm may include in its Trading Book.

Guidance

For an Authorised Firm using Units of a Fund under the FCSA approach, the use or potential use by
that Fund of Derivativeénstruments solely to hedge investments listed in Rule 4.13.5 should not
preclude the Unitg that Fund from being recognised as eligible financial Collateral.
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Requirements for Recognition of Collateral

4.13.8 An Authorised Firm must ensure that the following requirements are complied with
before it recognises the effects of Credit Risk mitigation of any Collateral:

(a) the legal mechanism by which Collateral is pledged, assigned or
transferred must confer on the Authorised Firm the right to liquidate or take
legal possession of the Collateral, in a timely manner, in the event of the
default, insolvency or bankruptcy (or one or more otherwise-defined credit
events set out in the transaction documentation) of the Counterparty (and,
where applicable, of the custodian holding the Collateral);

(b) the Authorised Firm has taken all steps necessary to fulfil those
requirements under the | aw applicable t
the Collateral for obtaining and maintaining an enforceable security interest
by registering it with a registrar or for exercising a right to net or set off in
relation to title transfer Collateral;

(© the credit quality of the Counterparty and the value of the Collateral do not
have a material positive correlation;

(d) securities issued by the Counterparty or any Closely Related Counterparty
are not eligible;

(e) the Authorised Firm has implemented procedures for the timely liquidation
of Collateral to ensure that any legal conditions required for declaring
default of Counterparty and liquidating the Collateral are observed, and
that the Collateral can be liquidated promptly; and

0] where the Collateral is held by a custodian, the Authorised Firm has taken
reasonable steps to ensure that the custodian segregates the Collateral
from its own assets.

Guarantees

4139 (1) An Authorised Firm may recognise the effects of Credit Risk mitigation of a
guarantee only if it is provided by any of the following entities:

(@) central government or Central Bank;

(b) MDB referred to in Rule 4.12.8

(c) International Organisations referred to in Rule 4.12.9;
(d) PSE;

(e) banks and securities firms which qualify for inclusion in bank asset
class; or

f any other entity that has a Credit Qu:

2) An Authorised Firm must not recognise the effects of Credit Risk mitigation
of a guarantee unless all of the following requirements are complied with:
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(a) the guarantee is an explicitly documented obligation assumed by the
guarantor;

(b) the guarantee represents a direct claim on the guarantor;

(c) the extent of the credit protection cover is clearly defined and
incontrovertible;

(d) other than in the event of non-payment by the Authorised Firm of
money due in respect of the guarantee if applicable, there is an
irrevocable obligation on the part of the guarantor to pay out a pre-
determined amount upon the occurrence of a credit event, as defined
under the guarantee;

(e) the guarantee does not contain any clause, the fulfilment of which is
outside the direct control of the Authorised Firm, that:

()  would allow the guarantor to cancel the guarantee unilaterally;

(i)  would increase the effective cost of the guarantee as a result of
deteriorating credit quality of the underlying Exposure;

(i)  could prevent the guarantor from being obliged to pay out in a
timely manner in the event that the underlying obligor fails to
make any payment due; or

(iv) could allow the maturity of the guarantee agreed ex-ante to be
reduced ex-post by the guarantor;

(f) the Authorised Firm is able in a timely manner to pursue the
guarantor for any monies outstanding under the documentation
governing the transaction on the default of, or non-payment by, the
underlying obligor without first having to take legal action to pursue
the underlying obligor for payment; and

(g) the guarantee covers all types of payments that the underlying
obligor is expected to make under the documentation governing the
transaction, except in the case of accrued interest, accrued expenses
or fees outstanding, where these are deemed immaterial.

Guidance

1. Rule 4.13.92)(e) does not include any guarantee with a cancellatianse where it is
provided that any obligation incurred or transaction entered into prior to any cancellation,
unilateral or otherwise, continues to be guaranteed by the guarantor.

2. The guarantee payments may be in the form of the guarantor making auompayment of
all monies to the Authorised Firm or the guarantor assuming the future payment obligations of
the Counterparty covered by the guarantee, as specified in the relevant documentation
governing the guarantee.

4.13.10 In addition to the requirements in Rule 4.13.9, where an Authorised Firm has an
Exposure that is protected by a guarantee or that is counter-guaranteed by a central
government or Central Bank, a regional government or local authority or a PSE
claims on which are treated as claims on the central government in whose
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jurisdiction they are established, a MDB or an international organisation to which a
0% risk weight is assigned under section 4.12, an Authorised Firm may treat the
Exposure as being protected by a direct guarantee from the central government or
Central Bank in question, provided the following requirements are complied with:

(a) the counter-guarantee covers all Credit Risk elements of the Exposure;

(b) both the original guarantee and the counter-guarantee comply with all the
requirements for guarantees set out in this section, except that the counter-
guarantee need not be direct and explicit with respect to the original
Exposure; and

(©) the Authorised Firm is able to satisfy the DFSA that the cover is robust and
that nothing in the historical evidence suggests that the coverage of the
counter-guarantee is less than effectively equivalent to that of a direct
guarantee by the entity in question.

Credit Derivatives

4.13.11 (1) An Authorised Firm may recognise the effects of Credit Risk mitigation of a
Credit Derivative only if it is provided by any of the following entities:

(@) central government or Central Bank;

(b) MDB referred to in Rules 4.12.7 to 4.12.9;

(c) International Organisations referred to in Rule 4.12.9;
(d) PSE;

(e) banks and securities firms which qualify for inclusion in bank asset
class; or

) any other entity that halbettea Cr edi

(2) An Authorised Firm may recognise the effects of Credit Risk mitigation of
only the following types of Credit Derivatives:

(@) credit default swaps;
(b) total return swaps;
(c) credit linked notes which are cash funded; and

(d) instruments that are composed of, or are similar in economic
substance, to one or more of the Credit Derivatives in (a) to (c).

4.13.12 An Authorised Firm must not recognise the effects of Credit Risk mitigation of any
Credit Derivative unless all of the following requirements are complied with:

(a) the terms and conditions of any credit protection obtained via a Credit
Derivative must be set out in writing by both the Authorised Firm and the
provider of credit protection;
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(b) the Credit Derivative must represent a direct claim on the provider of credit
protection;
(c) the extent of the credit protection cover is clearly defined and

incontrovertible;

(d) other than in the event of non-payment by the Authorised Firm of money
due in respect of the Credit Derivative, there is an irrevocable obligation on
the part of the provider of the credit protection to pay out a pre-determined
amount upon the occurrence of a credit event, as defined under the Credit
Derivative contract;

(e) the Credit Derivative contract must not contain any clause, the fulfilment of
which is outside the direct control of the Authorised Firm, that:

(i) would allow the provider of credit protection to cancel the credit
protection cover unilaterally;

(i)  would increase the effective cost of the credit protection cover as a
result of deteriorating credit quality of the underlying Exposure;

(i)  could prevent the provider of credit protection from being obliged to
pay out in a timely manner in the event that the underlying obligor
fails to make any payment due; or

(iv) could allow the maturity of the credit protection agreed ex-ante to be
reduced ex-post by the provider of credit protection;

® the credit events specified by the contracting parties must at a minimum
cover:

() failure to pay the amounts due under terms of the underlying
Exposure that are in effect at the time of such failure (with a grace
period, if any, that is closely in line with the grace period in the
underlying Exposure);

(i)  bankruptcy, insolvency or inability of the underlying obligor to pay its
debts, or its failure or admission in writing of its inability generally to
pay its debts as they become due, and analogous events; and

(i)  restructuring of the underlying Exposure involving forgiveness or
postponement of principal, interest or fees that results in a credit loss
event (i.e. charge-off, specific provision or other similar debit to the
profit and loss account);

(9) the Credit Derivative must not terminate prior to the maturity of the
underlying Exposure or expiration of any grace period required for a default
on the underlying Exposure to occur as a result of a failure to pay;

(h) a robust valuation process to estimate loss reliably must be in place in
order to estimate loss reliably for any Credit Derivative that allows for cash
settlement. There must be a clearly specified period for obtaining post-
credit event valuations of the underlying obligation;
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where the right or ability of the Authorised Firm to transfer the underlying
Exposure to the credit protection provider is required for settlement, the
terms of the underlying Exposure must provide that any required consent
to such transfer may not be unreasonably withheld;

the identity of the parties responsible for determining whether a credit
event has occurred must be clearly defined. This determination must not
be the sole responsibility of the credit protection provider. The Authorised
Firm must have the right or ability to inform the credit protection provider of
the occurrence of a credit event; and

the underlying obligation and the reference obligation specified in the
Credit Derivative contract for the purpose of determining the cash
settlement value or the deliverable obligation or for the purpose of
determining whether a credit event has occurred may be different only if:

() the reference obligation ranks pari passu with or is junior to the
underlying obligation; and

(i)  the underlying obligation and reference obligation share the same
obligor (i.e. the same legal entity) and legally enforceable cross-
default or cross-acceleration clauses are in place.

Guidance

1.

An Authorised Firm should not recognise the effects of Credit Risk mitigation of a total return
swap if it purchases credit protection through a total return swap and records the net payments
received on the swyeas net income, but does not record offsetting deterioration in the value of
the underlying asset that is protected (either through reductions in its ntenkeket value

or by an addition to reserves).

The DFSA would generally consider the requiraisdan (f) to have been complied with even
if the requirements are not specifically set out so long as the obligations of the credit
protection provider under the Credit Derivative contract would include those requirements.

The DFSA would generally coiger the cash settlement methodology provided in the ISDA
Credit Derivatives Definitions as satisfying the requirement for obtaininggoedit event
valuations of the underlying obligation.

Currency mismatches

4.13.13 (1)

In the case where there is a currency mismatch between the credit
protection and the underlying Exposure, an Authorised Firm must reduce
the amount of the Exposure deemed to be protected by applying a haircut,
as follows:

Protected portion Ga = G (1- HFX)

where:
(a) G = notional amount of the credit protection; and
(b) HFX = haircut appropriate for currency mismatch between the

credit protection and underlying obligation Exposure based on a
ten-business day holding period, assuming daily mark-to-market.
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2) An Authorised Firm must determine HFX in the following manner:
(a) if the Authorised Firm uses standard supervisory haircuts, HFX is
8%; and
(b) if the Authorised Firm uses own-estimate haircuts, it must

estimate HFX according to Rules A4.3.6 to A4.3.26 in App4 based
on a ten-business day holding period, assuming daily mark-to-
market.

3) If the credit protection is not marked-to-market daily, HFX must be scaled
in accordance with Rule A4.3.25.

Maturity mismatches

4.13.14 An Authorised Firm may recognise the effects of Credit Risk mitigation for an
Exposure where there is a maturity mismatch only if the Credit Risk mitigant has an
Original Maturity of at least one year and a residual maturity of more than three
months. For the purposes of calculating Credit RWA, a maturity mismatch occurs
when the residual maturity of the Credit Risk mitigant is less than that of the
underlying Exposure.

4.13.15 (1) An Authorised Firm must determine the maturity of the underlying
Exposure and the maturity of the Credit Risk mitigant conservatively. The
residual maturity of the underlying Exposure must be gauged as the
longest possible remaining time before the Counterparty is scheduled to
fulfil its obligation, taking into account any applicable grace period.

2) In the case of Credit Risk mitigant, embedded options which may reduce
the term of the credit protection must be taken into account so that the
shortest possible residual maturity is used. Where a call is at the discretion
of the protection seller, the residual maturity will be at the first call date. If
the call is at the discretion of the Authorised Firm but the terms of the
arrangement at origination of the Credit Derivative contain a positive
incentive for the Authorised Firm to call the transaction before contractual
maturity, the remaining time to the first call date will be deemed to be the
residual maturity.

4.13.16 (1) An Authorised Firm must calculate the value of the Credit Risk mitigation
adjusted for any maturity mi smat ch
following formula:

P, = P(t-0.25)/(T-0.25)
where -

(@) P = value of the credit protection (e.g. Collateral amount, guarantee
amount) adjusted for any haircuts;

(b) t = min (T, residual maturity of the Credit Risk mitigant) expressed in
years; and

(¢) T = min (5, residual maturity of the Exposure) expressed in years.
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2) For residual maturity of the Exposure in the case of a basket of Exposures
with different maturities, an Authorised Firm must use the longest maturity
of any of the Exposures as the maturity of all the Exposures being hedged.

Guidance

The positive incentive for an Authorised Firm to call thensaction before contractual maturity as
referred in Rule 4.135 would be, for example, a situation wherein there is a-gpe cost in
conjunction with a calfeature or where the effective cost of cover remains the same even if credit
quality remains the same or increases.

On-balance sheet Netting

4.13.17 (1) An Authorised Firm may recognise as eligible the Netting of an on-balance
sheet Exposure against an offsetting on-balance sheet item if the related
Netting agreement meets the condition in Rule 4.13.19.

(2) Eligibility for Netting is limited to reciprocal cash balances between the
Authorised Firm and its Counterparty. Only loans and deposits of the
Authorised Firm may be subject to a modification of their Credit RWAs as a
result of an on-balance sheet Netting agreement.

4.13.18 (1) Assets (loans) and liabilities (deposits) subject to recognised on-balance
sheet Netting are to be treated as cash Collateral using the formula in
A4.3.6, under which an Authorised Firm may use zero haircuts for
Exposure and Collateral.

2) When a currency mismatch exists, an Authorised Firm must apply the
standard supervisory haircut of 8% for currency mismatch.

3) When a maturity mismatch exists between the off-setting items, an
Authorised Firm must apply the Rules 4.13.14 to 4.13.16 to address the
maturity mismatch.

(4) Net credit Exposure, after taking into account recognised Netting, will be
subject to the applicable CRW for the Counterparty.

4.13.19 For an Authorised Firm to recognise an on-balance sheet Netting agreement for the
purposes of Rule 4.13.17, all of the following conditions must be satisfied:

(2) (&) both the on-balance sheet Exposure (asset) and the offsetting on-
balance sheet item (liability) are owing between the Authorised Firm
and the same Counterparty;

(b) the Authorised Firm nets the on-balance sheet Exposure (asset) and
the offsetting on-balance sheet item (liability) in a way that is
consistent with its legal rights against the Counterparty;

(c) alegal right of set-off exists;

(d) the agreement between the Authorised Firm and the Counterparty
does not contain a Walkaway Clause;

(e) the Netting provided for in the agreement between the Authorised
Firm and the Counterparty is effective and enforceable in the event of
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default, bankruptcy, liquidation or other similar circumstances
affecting either the Counterparty or the Authorised Firm;

()  the on-balance sheet Exposure (asset) and the offsetting on-balance
sheet item (liability) are monitored, controlled and managed on a net
basis; and

(g) the potential for roll-off Exposure is monitored and controlled where
there is a maturity mismatch; and

(2) it has, in respect of each relevant jurisdiction, a written and reasoned legal
opinion which:

(@) has been provided by an external source of legal advice of
appropriate professional standing;

(b) confirms that the requirements of (1)(a)-(e) are met for all relevant
jurisdictions; and

(c) is kept under review to ensure that it remains correct and up to date
in the event of changes to the relevant laws.

Guidance

1. An Authorised Firm should assess whether any qualifications, assumptions or reservations
contained in the legal opinion cast doubt upon thfereeability of the Netting agreemeiit,
as a result of the qualifications, assumptions or reservations, there is material doubt about the
enforceability of the agreement, the Authorised Firm should assume that the requirements for
Netting have not beemet.

2. An Authorised Firm using a standard form Netting agreement and a supporting legal opinion
should ensure that the relevant requirements in RuleslZ.184.1319 are met A standard
form Netting agreement is a form of agreement which is prepéreda reputable,
internationally recognised industry association and is supported by its own legal opinion
Where additional clauses are added to a standard form Netting agreement, the Authorised Firm
should satisfy itself that the amended Netting agreémentinues to meet the legal and
contractual requirements in Rules 41B.to 4.1319. For instance, in such cases, an
Authorised Firm may wish to obtain a second legal opinion to confirm that the relevant
requirements in Rules 4.113.to 4.1319 are stil satisfied.

3. App4 sts out the calculation of tHeFCE arising from OTC derivative contracts, on a net
basis.

4.14 Securitisation

Application
4.14.1 This section applies to an Authorised Firm which:
(a) acts as an Originator in a securitisation;

(b) transfers Credit Risk on a single item or on a pool of items by any of the
legal transfer methods set out in Rule A4.10.1;
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(©) acts as a Sponsor in a securitisation; or

(d) provides Credit Enhancement, liquidity support, or Underwriting or dealing
facilities relating to the items being transferred.

Interpretation

4142 For the purposes of this chapt efMradéiona App4,
Securitisation, Synthetic Securitisation and Re-securitisation, as defined below:

(a) A Traditional Securitisation is a structure where the cash flow from an
underlying pool of Exposures is used to service at least two different
stratified risk positions or tranches reflecting different degrees of Credit
Risk. Payments to the investors depend upon the performance of the
specified underlying Exposures, as opposed to being derived from an
obligation of the entity originating those Exposures. A Traditional
Securitisation will generally assume the movement of assets off balance
sheet.

(b) A Synthetic Securitisation is a structure with at least two different stratified
risk positions or tranches that reflect different degrees of Credit Risk where
Credit Risk of an underlying pool of Exposures is transferred, in whole or in
part, through the use of funded (e.g. credit-linked notes) or unfunded (e.g.
credit default swaps) Credit Derivatives or guarantees that serve to hedge
the Credit Risk of the portfolio. Accor di ngl vy, the investor:
dependent upon the performance of the underlying pool. A Synthetic
Securitisation may or may not involve the removal of assets off balance
sheet.

(© A Re-securitisation Exposure is a securitisation Exposure in which the
associated underlying pool of Exposures is tranched and at least one of
the underlying Exposures is a securitisation Exposure. In addition, an
Exposure to one or more Re-securitisation Exposures is a Re-securitisation
Exposure.

Guidance

The DFSA would treat other techniques to achieve the financingforarcing of assets which are
legally transferred tca scheme, by packaging them into a tradable form through the issue of
Securities which are secured on the assets and serviced from the cashflows which they vyield as
fisecuritisationo.

Systems and controls for the use of securitisations

4.14.3 An Authorised Firm must implement and maintain appropriate risk management
systems to identify, manage, monitor and, where applicable, control all risks in
relation to a securitisation transaction whether the firm is an investor, Originator or
Sponsor. In particular, such risk management systems should effectively address
the following risks:

(a) the liquidity and capital implications that may arise from the items returning
to the balance sheet;

(b) the Operational Risks that may arise under a securitisation; and
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reputational risks that may arise as a result of its securitisation activities.

An Authorised Firm must have appropriate policies and procedures to ensure that
the economic substance of the transaction is fully reflected in the process of
managing the risks arising from such transactions. An Authorised Firm must have
appropriate policies and procedures in place to document its systems and controls
in relation to securitisation risks. These policies should include details on the capital
effects of the securitisation as set out in this chapter.

An Authorised Firm must conduct periodic stress tests in relation to its securitisation
activities and off balance sheet Exposures, including testing of future ability to
transact securitisation as a means of Credit Risk mitigation or for liquidity purposes.

Guidance

1.

The periodic stress testing in relation to securitisation activities reféorégd Rule 4.14.5
should consider the firmide impact of those activities and Exposures in stressed market
condtions and the implications for other sources of risk. Such stress tests should include both
existing securitisation Exposures and transactions in the pipeline, as there is a risk of the
pipeline transactions not being completed in a stressed marketiscena

The frequency and extent of stress testing to fulfil the requirements of Rule 4.14.5 should be
determined on the basis of the materiality
its off-balance sheet Exposures.

An Authorised Firmshould have procedures in place to assess and respond to the results
produced from the stress testing and these should be taken into account under the ICAAP.

In order to qualify for using the Rules specified in this section, and particularly the
risk weighting approach outlined below, an Authorised Firm must demonstrate the
following:
(@) a comprehensive understanding of the risk characteristics of its individual
securitisation Exposures, whether on balance sheet or off balance sheet,
as well as the risk characteristics of the pools underlying securitisation
Exposures;
(b) ability to access the performance information on the underlying pools on an
on-going basis in a timely manner; and
(© a thorough understanding of all structural features of a securitisation
transaction that would materially impact the performance of the Authorised
Firmos Exposure to the trans ac€tediton,
Enhancements, liquidity enhancements, market value triggers and deal
specific definitions of default.
Guidance
1. An Authorised Firm which is an investor, Originator or Sponsor of a Securitisation should
fully understand the risks it has assumed in order to ensure that it can accurately determine the
Capital Requirementfor the Exposures arising frofmet securitisation in accordance with the
Rules in this section.
2. For the purposes of Rule 4.14.6(b) information should incthdgercentage of loans 30,60,

90 days past due, default rates, prepayment rates, loans in foreclosure, property type,
occupanyg, average credit score etc. Hee-securitisations, Authorised Firms should have
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information relating to not only the underlying securitisation transactions but also the
characteristics and performance of the underlying pools of such transactions.

Where an Authorised Firm is either an Originator or a Sponsor of a Traditional
Securitisation or a Synthetic Securitisation:

(a) the Authorised Firm intending to conduct the securitisation must notify the
DFSA at least 30 days in advance of the proposed execution of the
securitisation;

(b) the Authorised Firm conducting the securitisation must calculate its Credit

RWAs for all resultant Exposures from that securitisation, in accordance
with section 4.8, provided the requirements of this section are met; and

(©) the Authorised Firm conducting the securitisation must produce
documentation reflecting the execution and economic substance of the
transaction.

Guidance

The notification made to the DFSA under (a) should include, inter alia, amounts of assetstsubje
securitisation, amounts retained, details of securitisation including legal structure, rating, tranches,
details of legal transfer and any Credit Risk mitigation applied and implications on the capital and
liquidity position on the Authorised Firm.

Calculation of Credit RWA arising from securitisations

An Authorised Firm must calculate the Credit RWA amounts for Exposures arising
from securitisations according to the requirements in this section.

Guidance

1. An Authorised Firm should apply e¢hsecuritisation framework set out in this section for
determining the regulator€apital Requiremeston Exposures arising from traditional and
SyntheticSecuritisatios or similar structures that contain features common to both.

2. This section sets otihe requirements for Originators, Authorised Firms which transfer Credit
Risk from their balance sheets and Sponsors in a securitisation transactionngn\bri
Trading Book Exposuredhis section also sets out the methodologies for calculation of RWA
amountsfor securitisation Exposure$he Rules setting out the methodologies for calculation
of Market Risk Capital Requirement amounts for securitisation Exposures held in the Trading
Book are specified in chapter 5 and App5 of this module.

3. As securiisations may be structured in many different ways, an Authorised Firm engaging in
the activities relating to securitisations (whether traditional or Synthetic) must ensure that the
economic substance of the transaction is fully considered, and reflectéetermining the
capital treatment of a securitisation, rather tharimglgn the legal form of the Securitisation.

An Authorised Firm is required, subject to Rule 4.14.12, to include all securitisation
Exposures in its calculation of Credit RWAs relating to securitisations, including the
following:

(a) those arising from the provision of Credit Risk mitigants to a securitisation;
(b) investments in asset backed Securities;
(c) retention of a subordinated tranche;
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(d) extension of a liquidity facility; and
(e) extension of Credit Enhancement.

4.14.10 An Authorised Firm must include in its calculation of Credit RWA all of its
securitisation Exposures held in the Non-Trading Book, except for those
securitisation Exposures which the Authorised Firm is required to include as
deductions from T1 Capital and deductions from T2 Capital.

4.14.11 Repurchased securitisation transactions must be treated as retained securitisation
Exposures.

Deductions

4.14.12 (1) An Authorised Firm may deduct SE Exposures which it has chosen not to
treat in accordance with Rules 4.14.8 to 4.14.11 from Capital Resources -
100% from CET1.

2) Credit-Enhancing Interest-Only Strips (net of the deductions from CET1
Capital required at Rule 4.14.13) are deducted 100% from CET1 Capital.

3) Deductions from capital may be calculated net of specific provisions taken
against relevant securitisation Exposures.

4.14.13 An Authorised Firm must include as deductions from CET1 Capital any increase in
issued capital or reserves resulting from a securitisation, such as that associated
with expected future margin income resulting in a gain-on-sale that is recognised as
issued capital or reserves.

Guidance

Gainonsale arises when there has been an increase in equity of the Authoriseddeicmatad with
recognising the discounted value of the expected future margin income as part of the regulatory
capital.

4.14.14 An Authorised Firm must assign a securitisation Exposure to a Credit Quality Grade
based on the external credit assessment (where available) that is applicable to the
securitisation Exposure in accordance with relevant Rules in this chapter.

Implicit Support

4.14.15 An Originator or a Sponsor of a securitisation must not provide Implicit Support to a
securitisation transaction with a view to reducing potential or actual losses to
investors outside of its contractual obligations;

4.14.16 If an Originator fails to comply with Rule 4.14.15 in respect of a securitisation, it:

(a) must include all the underlying Exposures of the securitisation in its
calculation of Credit RWAs as if those Exposures had not been Securitised
and were on the balance sheet of the Authorised Firm;

(b) must not recognise any gain-on-sale of assets to the securitisation; and,

(c) must disclose to investors that the Authorised Firm has provided non
contractual support and the regulatory capital impact of doing so.
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Requirements in order for a Traditional Securitisation to be excluded from the
calculation of RWA

(2) An Authorised Firm which is an Originator or a Sponsor of a Traditional
Securitisation may exclude Securitised Exposures from the calculation of
Credit RWA amounts only if all of the conditions detailed in Rule A4.10.1
have been complied with.

2) An Authorised Firm meeting the requirements specified in Rule A4.10.1
must hold regulatory capital against any securitisation Exposures it retains.

Requirements in order for a Synthetic Securitisation to be excluded from the
calculation of RWA

(2) An Authorised Firm which is an Originator or a Sponsor of a Synthetic
Securitisation may recognise the effects of Credit Risk mitigation of the
Synthetic Securitisation in calculating its SE Exposure RWAs, only if:

(a) all of the conditions detailed in Rule A4.10.2 have been complied
with;

(b) the effects of Credit Risk mitigation are obtained through eligible
credit protection, eligible financial Collateral or both; and

(c) Credit Risk is transferred to third parties.

(2) In relation to (b), the Credit Risk mitigation techniques used must meet the
requirements of section 4.13.

Guidance

In relation to (1)(c) the transferor is deemed to have effective control over the transferred Credit Risk
Exposures if it has the ability to repurchase the assets, bliged to retain theisk of the transferred
assetsThis does not include the retention of servicing rights.

) An Authorised Firm meeting the conditions in Rule 4.14.18 must still hold
regulatory capital against any securitisation Exposures it retains.

2) The Authorised Firm may recognise the effects of Credit Risk mitigation of
eligible financial Collateral pledged by any SPE, but it may not recognise
any SPE which is an Issuer of securitisation Exposures as an eligible
protection provider.

Operational requirements for use of external credit assessments

The external credit assessment used for determining the applicable risk weight for a
CR Exposure must be determined by taking into account the entire amount of Credit
Risk (principal and interest) an Authorised Firm is exposed to.

Credit assessments can only be considered from an ECAI, and must meet the
following criteria:

(a) any credit assessments used for the purposes of risk weighting must be
publicly available;
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(b) the external credit rating agencies must have expertise and market
acceptance in rating securitisations of the nature being used for risk
weighting purposes;

(©) Authorised Firms must apply external credit rating agency ratings
consistently to all tranches of securitisations;

(d) where an Exposure has two ratings from external credit rating agencies the
less favourable rating must be used; and

(e) where an Exposure has more than two assessments by external credit
rating agencies the two most favourable ratings can be selected, the
review of these assessments is then determined in line with (d).

Where any Credit Risk mitigation has been considered as part of any rating applied
to a tranche of a securitisation, the risk weighting should be used and no additional
capital recognition is permitted.

An Authorised Firm must treat any securitisation Exposure as an unrated Exposure
where:

(a) the external credit assessment incorporates the credit protection provided
directly to the SPE by a protection provider which is not an eligible
protection provider;

(b) the external credit assessment is at least partly based on unfunded support
provided by the Authorised Firm itself (e.g. if an Authorised Firm buys
ABCP) where it provides an unfunded securitisation Exposure extended to
the ABCP Programme, such as a liquidity facility or Credit Enhancement,
and that Exposure plays a role in determining the credit assessment on the
ABCP, the Authorised Firm must treat the ABCP as if it were not rated and
continue to hold capital against the other securitisation Exposures it
provides);

(c) the Credit Risk mitigant is not obtained by the SPE but is separately
obtained and applied to a specific securitisation Exposure (e.g. a particular
tranche); or

(d) the Credit Risk mitigation does not meet the eligibility criteria for mitigation
specified in section 4.13.

Where Credit Risk mitigation is applied to a specific Exposure within a securitisation
the Authorised Firm must treat the Exposure as unrated, and then use the
mitigation as set out in section 4.13 should the Rules contained in that section

apply.

An Authorised Firm must not use an external credit rating agency rating for risk
weighting purposes where the assessment is at least partly based on unfunded
support provided by the Authorised Firm itself.

The treatment outlined in Rule 4.14.24 also applies to Exposures in the Authorised
Firmos Trading Book. An Aut hori sed
Exposures held in the Trading Book can be no less than the amount required under
the Non-Trading Book.
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Calculation of RWA amounts for securitisation Exposures

4.14.27 (1) In order to calculate the RWA amount for a securitisation position, the
relevant risk weight must be assigned to the Exposure value of the position
in accordance with this section, based on the credit quality of the position.

(2) For the purposes of this Rule, the credit quality of a position must be
determined by reference to the applicable credit quality assessment from a
recognised external credit rating agency.

4.14.28 In cases where there are Exposures to different tranches in a securitisation, the
Exposure to each tranche must be considered a separate securitisation position.

4.14.29 The Exposure value of an off-balance sheet securitisation position must, subject to
A4.2.2, be its nominal value multiplied by a CCF of 100%, wherever applicable.

4.14.30 The Exposure value of a securitisation position arising from a financial derivative
must be determined in accordance with Rules 4.6.14 to 4.6.21 dealing with
treatment of financial derivatives.

Assigning risk weights

4.14.31 An Authorised Firm must assign a risk weight for any SE Exposure in accordance
with the tables below, to calculate the Credit RWA amounts for that Exposure.

Risk Weights for Long-Term securitisation Exposures

Long Term rating category

Credit Quality Grade 1 2 3 4 5 and above
including

unrated

Risk Weight to be 20% 50% 100% 350% 1000% or

applied to Deduction

securitisation from Capital

Exposures(excluding Resources

Re-securitisation

Exposures)

Risk weight applied 40% 100% 225% 650% 1000% or

to Re-securitisation Deduction

Exposures from Capital
Resources
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Risk Weights for Short-Term securitisation Exposures

Short- term rating category
Credit I Il 1] IV and above
Quality including
Grade unrated
Risk Weight 20% 50% 100% 1000% or
to be applied Deduction from
Capital
Resources
Risk Weight 40% 100% 225% 1000% or
applied to deduction from
Re- Capital
securitisation Resources
Exposures
4.14.32 (1) In respect of securitisation positions which are assigned a 1000% risk

weighting pursuant to the tables in Rule 4.14.31, an Authorised Firm may
as an alternative to including the position in its calculation of Credit RWA
amounts, deduct from its CET1 Capital the Exposure value of such
positions.

2) For the purposes of this Rule, the calculation of the Exposure value may
reflect eligible funded credit protection consistent with applicable Rules in
this chapter.

4.14.33 For an Authorised Firm that is an Originator or Sponsor of a securitisation, the
Credit RWA amounts calculated for its securitisation positions may be limited to the
RWA amounts which would be calculated for the SE Exposures had they not been
Securitised subject to the presumed application of a 150% risk weight to all past
due items and items belonging to regulatory high risk categories.

4.14.34 [Not currently in use]
4.14.35 [Not currently in use]
Exceptions to deduction of unrated securitisation Exposures

4.14.36 In accordance with the tables under Rule 4.14.31, all unrated securitisation
positions must be deducted or risk weighted at 1000% with the following

exceptions:
(a) most senior Exposure in a securitisation;
(b) Exposures that are in a second loss position or better of an ABCP and

meet the requirements of Rule 4.14.41; and

(c) eligible liquidity positions.
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Most senior Exposure in a securitisation

) Where an Authorised Firm holds or guarantees unrated securitisation
Exposure from the most senior tranche in a securitisation, the Authorised
Firm may apply the Al ook througho
the underlying pool of Exposures securitised is known at all times and the
Authorised Firm is able to determine the applicable risk weights for the
underlying Exposures.

2) An Authorised Firm applying the look-through treatment to an unrated
securitisation Exposure, pursuant to (1), must apply to that securitisation
Exposure the weighted average of the risk weights of the underlying
Exposures determined in accordance with the Rules in this chapter,
multiplied by a concentration factor.

3) For the purposes of (2), the concentration factor is calculated as the sum of
the nominal amounts of all the tranches in that securitisation divided by the
sum of the nominal amounts of the tranches junior to, or pari-passu with,
the tranche in which the position is held, including that tranche itself. The
resulting weighted average risk weight must not be higher than 1000% or
lower than the risk weight applicable to a more senior tranche which is
rated.

(4) Where the Authorised Firm is unable to determine the risk weights for the
underlying Exposures in accordance with this Rule, the unrated
securitisation position will not be eligible for the relief and must be
deducted from CET 1 Capital of the Authorised Firm.

An Authorised Firm wishing to apply the treatment referred to in Rule 4.14.37 must
notify the DFSA, in writing, at least 30 days in advance, of the intention to adopt this
treatment. The notification should include the treatments being adopted and the
weightings applied under the provision.

The resulting weighted average risk weight must not be higher than 1000% or lower
than the risk weight applicable to a more senior tranche which is rated.

An Authorised Firm must have systems and controls in place to monitor effectively
the composition of Exposures where the look-through provision has been applied
on an ongoing basis.

Exposures that are in a second loss position or better of an ABCP

An Authorised Firm may apply a risk weight of 100% or the highest risk weight
assigned to any of the underlying Exposures in the ABCP Programme, whichever is
higher, to an unrated securitisation Exposure arising from the ABCP Programme,
provided the securitisation position complies with the following conditions:

(a) the subject securitisation Exposure must be in a tranche which is
economically in a second loss position or better and the First Loss Position
must provide meaningful credit protection to the second loss tranche;

(b) the associated Credit Risk of the securitisation Exposure is the equivalent
of a Credit Quality Grade of Il or better in the short-term rating category;
and
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(©) the Authorised Firm must not hold a position in the First Loss Position.
Eligible liquidity positions

4.14.42 An Authorised Firm providing an unrated eligible liquidity facility may assign to the
resulting securitisation Exposure the highest risk weight that would be applied to
any of the underlying Exposures covered by the facility.

4.14.43 (1) An off balance sheet SE Exposure will receive a 100% CCF unless:
(a) the Exposure qualifies as an eligible liquidity facility, or
(b) the Exposure is an eligible Servicer cash advance facility.

2) In relation to (1), an eligible Servicer cash advance facility is a facility
provided to a securitisation in order to ensure uninterrupted flow of
payments to investors. As long as the Servicer is entitled to full
reimbursement and this right is senior to all other claims on cash flows
from the underlying pool of Exposures, and where these facilities meet the
requirements of 4.14.44 and are unconditionally cancellable at any time,
any undrawn commitments can then have a 0% CCF applied.

4.14.44 (1) For the purposes of Rule 4.14.42, an Authorised Firm may treat an
Exposure as an eligible liquidity facility provided the following requirements
are met:

(@) the liquidity facility documentation must clearly identify and limit the
circumstances under which it may be drawn;

(b) draws must be limited to the amount that is likely to be repaid from
the liquidation of the underlying Exposures and any seller provided
Credit Enhancements;

(c) the facility must not provide credit support by covering for any losses
incurred in the underlying pool of Exposures prior to drawdown;

(d) the facility must not be structured to provide regular or permanent
funding;

(e) the facility must be subject to an asset quality test to preclude it being
used to cover Credit Risk Exposures that are in default;

() where the facility is used to fund externally rated Securities the
facility can only be used to fund Securities that are externally rated
Investment Grade at the time of funding;

(g) the facility cannot be drawn after all Credit Enhancements from which
the liquidity facility would benefit have been exhausted; and

(h) repayment of draws of the facility cannot be subordinated to any
interests of any note holder in the programme or be subject to
deferral or waiver.

(2) Where the Exposure meets the requirements as set out in (1), the following
CCF will apply:
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(@) 50% to the eligible liquidity facility regardless of maturity; and

(b) 100% if an external rating of the liquidity facility is used for the risk
weighting.

) An Authorised Firm which provides credit protection for a basket of
reference Exposures through an unrated first-to-default Credit Derivative
may apply to the securitisation Exposure the aggregate of the risk weights
that would be assigned to the reference Exposures, provided that the
resulting Capital Requirement does not exceed the notional amount of the
credit protection.

2) An Authorised Firm which provides credit protection for a basket of
reference Exposures through an unrated second-to-default Credit
Derivative may apply the treatment referred to in (1), except that in
aggregating the risk weights, the reference Exposure with the lowest risk-
weighted amount may be excluded.

Overlapping Exposures

D Where an Authorised Firm has two or more overlapping Exposures to a
securitisation, the firm must, to the extent that the positions overlap,
include in its calculation of Credit RWA amounts only the Exposure, or
portion of the Exposure, producing the higher Credit RWA amounts.

(2) For the purposes of (1), overlapping Exposures result where an Authorised
Firm provides two or more facilities (whether they are liquidity facilities or
Credit Enhancements) in relation to a securitisation that can be drawn
under various conditions with different triggers, with the result that the
Authorised Firm provides duplicate coverage to the underlying Exposures.
The facilities provided by the Authorised Firm may overlap since a draw on
one facility may preclude (in part) a draw on the other facility.

3) Where the overlapping Exposures are subject to different conversion
factors the Authorised Firm must apply the higher of the conversion factors
to the Exposure.

Guidance

The firm may also recognise such an overlap between capital chardgsefofic Riskin relation to
positions in the trading book and capital charges for positions iNdheTrading Book provided that
the firm is able to calculate and compare the capital charges for the relevant positions.

However, if overlapping facilities are provided Oifferent Authorised Firms, each Authorised Firm
must calculat€apital Requiremerfor the maximum amount of iExposure

Credit Risk mitigation

Where an Authorised Firm obtains credit protection on a securitisation Exposure,
the calculation of Credit RWA amounts must be in accordance with the Rules in
Credit Risk mitigation in section 4.13.

Where an Authorised Firm provides credit protection to a securitisation Exposure it
must calculate a Capital Requirement as if it were an investor in the securitisation in
line with section 4.13.
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4.14.49 An Authorised Firm must not recognise any SPE which is an Issuer of securitisation
Exposures, as an eligible credit protection provider. Guarantees provided must
meet the requirements of section 4.13.

4.14.50 For the purpose of setting regulatory capital against a maturity mismatch, the
Capital Requirement must be determined in accordance with section 4.13. When
Exposures being hedged have different maturities, the longest maturity must be
used. Maturity of credit protection must be calculated in accordance with section
4.13.

Capital Requirements for securitisations with Early Amortisation provisions

4.14.51 An Authorised Firm which is the Originator or Sponsor of a securitisation involving
revolving Exposures as well as an Early Amortisation provision, must calculate an
additional RWA amount in accordance with Rule 4.14.57 to address the possibility
that its Credit Risk Exposure levels may increase following the operation of the
Early Amortisation provision.

Guidance

1. This section sets out the methodology for calculationhefCredit RWA amount by an
Originator, when it sells revolving Exposures into a securitisation that contaiEargn
Amortisationprovision.

2. Early Amortisation of the Securities describes the process whereby the repayment of the
investorsé interest is brought forward upon
are economic in nature by reference to the financial performance of the transferred assets ar
known as economic triggers.

4.14.52 (1) An Authorised Firm which is the Originator or Sponsor of a securitisation
involving revolving Exposures, must calculate Credit RWA amounts in
respect of the total Exposure related to a securitisation (both drawn and
undrawn balances) when:

(@) the Authorised Firm sells Exposures into a structure that contains an
Early Amortisation feature; and

(b) the Exposures are of a revolving nature.

2) Where the underlying pool of a securitisation comprises revolving and term
Exposures, an Authorised Firm must apply the amortisation treatment
outlined below for determining applicable regulatory capital only to that
portion of the underlying pool containing revolving Exposures.

4.14.53 An Authorised Firm which is the Originator of a Revolving Securitisation that
includes economic triggers for Early Amortisation may regard the Exposures as
transferred for the period up to the point of repayment, provided that:

(a) during the amortisation period there is full sharing of interest, principal,
expenses, losses and recoveries; and

(b) the Authorised Firmdéds risk management sy
when economic or non-economic triggers may be activated.
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Guidance

Examples of such triggers include tax events, legal changesiresgit i n an Authorised

performance in its role as a servicing agent, and triggers relating to the insolvency of the Originator.

An Authorised Firm is not required to calculate a Capital Requirement for Early
Amortisation in the following situations:

@)

(b)

(©)

(d)

replenishment structures where the underlying Exposures do not revolve
and the Early Amortisation ends the ability of the Authorised Firm to add
new Exposures;

where the risk associated with revolving assets containing amortisation
features that mimic term structures, where the risk does not return to the
Authorised Firm;

structures where the Authorised Firm securitises one or more credit lines
and where investors remain fully exposed to future draws by borrowers so
that the risk on the underlying facilities does not return to the Originator
even after an Early Amortisation event has occurred; or

where the Early Amortisation clause is solely triggered by events not
related to the performance of the Securitised assets or the Authorised
Firm, such as material changes in tax laws or regulations.

For an Authorised Firm subject to the Capital Requirement referred to in Rule

4.14.51,

the maximum Credit RWA calculated under that Rule must not exceed the

greater of the following:

@)

(b)

the RWA amounts calculated in respect
interest; or

the RWA amounts that would be calculated in respect of the Securitised
Exposures, if those had not been securitised.

An Authorised Firm must deduct from its CET1 Capital any gain-on-sale and Credit-
Enhancing Interest-Only Strips arising from any securitisation subject to the
provisions of the Rules above.

Calculat

ion of Credit RWA amounts for securitisation positions subject to

Early Amortisation clause

In regard to securitisation positions subject to an Early Amortisation clause, the
Credit RWA amounts for an Authorised Firm acting as the Originator are calculated
as the product of the following:

@)
(b)
(©)

the investorso6 interest
the appropriate CCF (in accordance with the table in Rule 4.14.61); and

the appropriate risk weight for the underlying Exposure type.
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Guidance

In relation to Rule 4.14&c), the Authorised Firm should also consider whether a line, or facility, is
committed or uncomrtted. A line is considered to be uncommitted if it is unconditionally
cancellable without prionotice by the Authorised FirnThey also differ according to whether the
Securitised Exposures are committed retail credit lines or credit lines (such as revebddity c
facilities).

) An Early Amortisation provision that does not satisfy the conditions for a
Controlled Early Amortisation provision will be treated as a non-Controlled
Early Amortisation provision.

2) For the purpose of (1), the conditions for a Controlled Early Amortisation
provision are as follows:

(a) the Authorised Firm must have an appropriate capital/liquidity plan in
place to ensure that it has sufficient capital and liquidity available in
the event of an Early Amortisation;

(b) throughout the duration of the transaction, including the amortisation
period, there is the same pro rata sharing of interest, principal,

expenses, | osses and recoveries based
relative shares of the receivables outstanding at the beginning of
each month;

(c) the firm must set a period for amortisation that would be sufficient for
at least 90% of the total debt outstanding at the beginning of the
Early Amortisation period to have been repaid or recognised as in
default; and

(d) the pace of repayment should not be any more rapid than would be
allowed by straight-line amortisation over the period set out in (c).

For uncommitted retail credit lines in securitisations containing Controlled Early
Amortisation which is triggered by the Excess Spread level falling to a specified
level, an Authorised Firm must compare the three month average Excess Spread
level with the Excess Spread levels at which the Excess Spread is required to be
trapped.

Where the securitisation does not require Excess Spread to be trapped, the
trapping point is deemed to be 4.5 percentage points greater than the Excess
Spread level at which Early Amortisation is triggered.

An Authorised Firm must divide the Excess Spread | e v e | by the trans
Excess Spread trapping point to determine the appropriate segments and apply
corresponding conversion factors as set out in the following table:
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Controlled Early Amortisation features
Uncommitted Committed

Retail Credit Lines 3 Month average Excess 90%
Spread CCF

133.33% of trapping 0%

point or more

<133.33% to 100% of 1%

trapping point

<100% to 75% of 2%

trapping point

<75% to 50% trapping 10%

point

<50% to 25% of 20%

trapping point

<25% 40%

Non-retail credit lines 90% 90%

Non-Controlled Early Amortisation

4.14.62 In regard to non-Controlled Early Amortisation, an Authorised Firm must apply the

same steps as set out at Rules 4.14.59 to 4.14.61 and determine appropriate
segments and apply the corresponding conversion factors as set out in the following

table:

Non-Controlled Early Amortisation features
Uncommitted Committed

Retail Credit Lines 3 Month average Excess 100%

Spread CCF

133.33% of trapping point 0%

or more

<133.33% to 100% of 5%

trapping point

<100% to 75% of trapping 15%

point

<75% to 50% trapping 50%

point

<50% of trapping point 100%

Non-retail credit lines 100% 100%
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Transfers to Special Purpose Entities (SPESs)

An Authorised Firm need not include in its calculation of Capital Resources or
Credit RWA amounts, assets transferred to:

(a) an SPE; or

(b) any Person, if the transfer is in connection with a securitisation under which
the Issuer of the Securities is an SPE;

provided that:

(c) the Authorised Firm does not own any share or proprietary interest in the
SPE;
(d) no more than one member of the Governing Body of the SPE is an officer,

partner, or Employee of the Authorised Firm;

(e) the SPE does not have a name that implies any connection with the
Author i sed Firm or any other member

® the Authorised Firm does not fund the SPE except where permitted under
the requirements for Credit Enhancement below;

(9) the Authorised Firm does not provide temporary finance to the SPE to
cover cash shortfalls arising from delayed payments or non-performance of
loans transferred except where it meets the requirements for liquidity
support below;

(h) the Authorised Firm does not bear any of the recurring expenses of the
SPE; and

® any agreements between the Authorised Firm and the SPE are at market
rates and at armds | engt h.

Where an Originator acts as Underwriter for the Securities issued, the underlying
items will not be regarded as being transferred until 90% of the total issuance has
been sold to third parties.

Dealing

An Originator dealing in Securities which would attract a Credit Quality Grade of 4
or better and issued by an SPE must deduct any holdings in such Securities from its
CET1 Capital unless the holding is subject to:

(a) an ongoing limit of 3% of the Securities issued; and
(b) a limit of 10% of the Securities issued for a period of five business days:
(i)  immediately following close of the transaction; or

(i)  in the case of Revolving Securitisations only, at the beginning of the
scheduled amortisation period.

131
PIB/VER34/12-19

of

t

he



/Ay

PRUDENTIAL 7 INVESTMENT, INSURANCE INTERMEDIATION AND BANKING (PIB)

4.14.66 An Authorised Firm acting as the Originator and holding in excess of the dealing
limits in Rule 4.14.65 must either:

(a) where the holding is less than 10%, deduct from its CET1 Capital the
excess over the dealing limit; or

(b) where the holding is greater than 10%, regard the transferred risks
associated with the items as being back on its balance sheet.

4.14.67 An Authorised Firm acting as the Originator must not deal in the Securities during
the amortisation period.

4.14.68 An Authorised Firm acting as the Sponsor dealing in the Securities issued by the
SPE must include these Securities in the calculation of its Credit RWAs.

4.14.69 An Authorised Firm involved in Synthetic Securitisations must seek individual
guidance on a case-by-case basis from the DFSA regarding the regulatory
treatment of such transactions.

Recognition of eligible financial Collateral under FCSA Approach

4.14.70 An Authorised Firm which has taken eligible financial Collateral for an SE Exposure
and is using the FCSA may recognise the effect of the eligible financial Collateral as
follows:

(a) break down the SE Exposure into:

(i) a collateralised portion with E equal to the latest fair market value of
the eligible financial Collateral; and

(i)  an uncollateralised portion whose Exposure value equals the E of the
SE Exposure less the latest fair market value of the eligible financial
Collateral; and

(b) apply the CRW that is applicable to the eligible financial Collateral to the
collateralised portion calculated in accordance with (a)(i) to calculate the
Credit RWA amount of the collateralised portion as though the Authorised
Firm had a direct Exposure to the eligible financial Collateral; and

(c) either:

() apply the CRW that is applicable to the SE Exposure to the
uncollateralised portion calculated in accordance with (a)(ii) to
calculate the Credit RWA amount of the uncollateralised portion; or

(i) include the uncollateralised portion as a deduction from CET1
Capital.

Guidance
Collateral in the context of a SE Exposure refers to assets used to hedge the Credit Risk of a

securitisation Exposure rather than the underlying Exposures of the securitisation, including
Collateral pledged by an SPE.
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4.15 Concentration Risk

Applicability and limits

4.15.1 This section applies with respect to Trading Book transactions as calculated in
App2 and Non-Trading Book transactions as calculated in section 4.8.

4.15.2 For the purposes of this section an Exposure that arises in the Trading Book is
calculated by summing the following:

(a) the net positive position (long positions net of short positions) for each
financial instrument as set out in Rules A4.11.10 to A4.11.28;

(b) the firm& net Underwriting Exposures for any Counterparty; and

(c) any other Exposures arising from transactions, agreements and contracts
that would give rise to Counterparty Credit Risk.

4.15.3 For the purposes of this section an Authorised Firm must:

(a) identify its Exposures;

(b) identify its Counterparties, including whether any are Closely Related to
each other or Connected to the Authorised Firm;

(© measure the size of its Exposures;

(d) establish the value of its Exposures;

(e) determine the size of its Exposures as a proportion of its Capital
Resources;

) identify whether it has Exposures which are subject to the requirements of

section 4.13 (Credit Risk mitigation);

(9) identify which, if any, of its Exposures are exempt in accordance with
section A4.11 from the limits set out in Rules 4.15.4 to 4.15.7;

(h) aggregate its Exposures to the same Counterparty or group of Closely
Related Counterparties or group of Connected Counterparties;

(1) monitor and control its Exposures on a daily basis within the Concentration
Risk limits; and

0] notify the DFSA immediately of any breach of the limits set out in this
section and confirm it in writing.

Large Exposure limits

4.15.4 A Large Exposure of an Authorised Firm means a total Exposure which is greater
t han 10% of t he firmés Capi taay,b CoRected ur c e s,
Counterparty, group of Connected Counterparties, or group of Closely Related
Counterparties, whether in the Authorised Firm& Trading Book or Non-Trading
Book, or both.
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4.15.5 Subject to IFR Rule 5.4.15, an Authorised Firm must ensure that Exposures in its
Non-Trading Book and, subject to Rule 4.15.6, Trading Book to a Counterparty or to
a group of Closely Related Counterparties or to a group of Connected
Counterparties, after taking into account the effect of any eligible Credit Risk
mitigations, do not exceed 25% of its Capital Resources.

4156 Where an Authorised Firmbés Trading ghopok Expo
of Closely Related Counterparties or to a group of Connected Counterparties, on its
own or when added to any Non-Trading Book Exposure, is likely to exceed 25% of
its Capital Resources, the Authorised Firm must immediately give the DFSA written
notice, explaining the nature of its Trading Book Exposure and seeking specific
guidance from the DFSA regarding the prudential treatment of any such Exposure.

4.15.7 Subject to IFR Rule 5.4.16 an Authorised Firm must ensure that the sum of its
Large Exposures does not exceed 800% of its Capital Resources.

Guidance

1. Exposures caarise in the NofTrading Book and in the Trading Book from Credit Risk (for
example on loans and advances) Counterparty Risk (for example, on unsettled trades and on
Derivative contracts) and from Issuer risk (for example, on holdings of equities arg).bond

2. Some Derivatives contracts may result in an Authorised Firm being exposed to an Issuer as
well as the Derivatives CounterparBor example, a Derivative referenced on a Securigy
result in an Exposure to the Counterpattythetransaction ath to the Issuer of the underlying
Security.

3. Examples of an Exposure are actual or potential claims on a Counterparty including contingent
liabilities arising in the normal course of an Authorised Firm's business.

4. App4 includes further Rules arglidance on:

a. fully and partially exempt Exposures, Exposures to undisclosed Counterparties,
parental guarantees and capital maintenance agreements;

b. identification of Exposures;

C. identification of Closely Related and Connected Counterparties, xampgions for
Connected Counterparties;

d. measuring Exposures to Counterparties and Issuers in relation to Derivatives, equity
indices, and other items; and

e. country risk Exposure.
Exclusions from the Large Exposure limits
4.15.8 (1) For the purposes of this section, Exposure excludes:

(@) claims and other assets required to be deducted for the purposes of
calculating an Authorised Firm's Capital Resources;

(b) a transaction entered into by an Authorised Firm as depository or as
agent that does not create any legal liability on the part of the
Authorised Firm;
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(c) claims resulting from foreign exchange transactions where an
Authorised Firm has paid its side of the transaction and the
countervalue remains unsettled during the 2 business days following
the due payment or due delivery date. After 2 business days the
claim becomes an Exposure;

(d) claims arising as a result of money transmission, payment services,
clearing and settlement, correspondent banking or financial
instruments clearing, settlement and custody services to clients,
delayed receipts in funding and other Exposures arising from client
activity which do not last longer than the following business day;

(e) in the case of the services outlined in (d) intra-day Exposures to
Financial Institutions who provide these services are excluded;

(f)  claims resulting from the purchase and sale of Securities during
settlement where both the Authorised Firm and the Counterparty are
up to five business days overdue in settling. The five business days
include the due payment or due delivery date. After five business
days, the claim becomes an Exposure; and

(g) Exposures that are guaranteed by the Authorised Firms Parent in
accordance with Rule 4.15.18.

2) For the purposes of this section, Exposure to a CCP which carry a 0%
CCR in accordance with section 4.8 are excluded.

An Authorised Firm need not include fully exempt Exposures, as referred to in Rule
A4.11.1 when monitoring compliance with the limits in Rules 4.15.5, 4.15.6 and
4.15.7.

Institutional exemption

For Exposures to a Financial Institution, or a group of Connected Counterparties
one of which is a Financial Institution, the total amount of an Authorised Firm&
Exposures may exceed 25% of its Capital Resources, provided those institutions
are Investment Grade (Credit Quality Grades 1 to 3) and subject to the following:

(a) Exposures to any entities within the group of Connected Counterparties
that are not Financial Institutions are limited to 25% of Capital Resources
after taking account of Credit Risk mitigation;

(b) the Exposures must not form part of the Capital Resources of the
Counterparty;
(©) the Counterparty Risk profile must be subject to review on at least an

annual basis; and

(d) Exposures of this nature must not in any case exceed a maximum of US$
100 million or 100% of Capital Resources, whichever is the lower.

Guidance

The DFSA will, in exceptional circumstances, sigler an application to waive or modiflye limits
set outabove. In such circumstances the Warised Firm will have to make a submission to the
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DFSA as to why its specific circumstances would wareantlaxation of the limits specified in (d)
above

Systems and Controls

4.15.11 (1) An Authorised Firm must implement and maintain systems and controls to
identify its Exposures and effectively manage Concentration Risks as a
result of its activities.

(2) Such systems and controls in place must be proportionate to the nature,
scale and complexity of the Authorised Firm and must include written
policies and procedures to address Concentration Risks, both on and off
balance sheet, which:

(a) are approved by the Governing Body on at least an annual basis;
and

(b) include internal approval limits for Exposures as well as limits for the
risks associated with specific sectors, geographic location and single
economic risk factors.

Guidance
TheDFSA expects thesystems and controts include:
a processes for the tiered approval of Exposures based on size, risk profile and complexity;

b. mechanisms fordentifying, recording and monitoring all Exposures with particular focus on
Large Exposures;

C. mechanisms in place for the monitoring and control of Exposures to Counterparties and
Groups of Connected Counterparties;

d. mechanisms for monitoring and redarg Exposures within its Group;

e mechanisms to monitor Counterparties in the same economic sector and exposed to single
economic risks

f. mechanisms to identify and control risks arising from single geographic jurisdictions; and

g. mechanisms to ideryi risks arising from related activities or commodities.
Recognition of Credit Risk mitigations

4.15.12 For the purposes of this section, an Authorised Firm may reduce the value of its
Exposures, at its discretion, by any one or more of the following:

(a) the amount of any specific provision made, where the provision relates to
the risk of a credit loss occurring on that Exposure and is not held as part
of a general provision or reserve against its Credit Risks;

(b) Netting its claims on and liabilities to a Counterparty, provided that the
conditions in section 4.13 of Credit Risk mitigation are met;

(©) the amount of Collateral held against its Exposures, where that Collateral is
of a type listed based on the FCSA and FCCA approaches and meeting
the requirements under section 4.13;
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(d) the amount of any eligible guarantees as permitted under section 4.13.9;

(e) the value of a Credit Derivative, where the Credit Derivative is an
instrument included in Rule 4.13.11 and the transaction meets the
conditions set out in that section; and

)] the effects of transactions transferring Credit Risks from the Authorised
Firm to another party through securitisation, provided that the conditions in
section 4.14 are met.

4.15.13 An Authorised Firm intending to utilise any of the provisions contained in section
4.13 (Credit Risk mitigation) for the purposes of reducing Exposure values should
have in place policies and procedures addressing the following:

(a) risks arising from maturity mismatches between Exposures and any credit
protection on those Exposures;

(b) the Concentration Risk arising from the application of Credit Risk mitigation
techniques, including indirect Large Exposures i for example to a single
Issuer of Securities taken as Collateral; and

(c) the conduct of stress testing on Credit Risk mitigation taken as Collateral.

4.15.14 Where an Authorised Firm has availed itself of the reductions to Exposure values as
set out in A4.11 the Authorised Firm must calculate the Exposure as a percentage
of its Capital Resources on both a gross and net basis.

4.15.15 An Authorised Firm that avails itself of the reduction in its Exposure value through
the application of Rule A4.11 must conduct periodic stress tests on its Exposures
against the realisable value of any Collateral considered under with the FCSA or
FCCA.

4.15.16 Where the value of the Collateral under the stress scenario is lower than the value
applied under Rule 4.15.12 the lower value should be used when determining the
Exposure value for the purposes of this section.

Guidance:

Such stress tests should include market value changes of underlying Collateral, risks relating to
liquidity and realisation of such Collateral in stress scenarfus assessment of the impact of any
such changes on the Exposure vatuel the capital position of the Authorised Firm should be
conducted. Stress testing of these positions should be conducted at least once a year.

4.15.17 An Authorised Firm must document its policy for the use of any of the exclusions in
Rule 4.15.12.

Guidance

Such policy should include risks such as maturity mismatches, stress testing of Collateral values,
indirect Exposures arising from Credit Risk mitigation, such as mitigation provided on Exposures by
the same Counterparty.

Treatment of Parental Guarantees

4.15.18 An Authorised Firm may exclude an Exposure from the Concentration Risk limits
set out in Rules 4.15.5 to 4.15.7 if the Aut
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is set to increase, on the basis of a legally binding agreement, the
Aut hor i s ed aFResourgss prahatly antd on demand, by:

(i)

(ii)

an amount that is sufficient to reverse completely the effect of any
loss the Authorised Firm may sustain in connection with that
Exposure; or

the amount required to ensure that the Authorised Firm complies with
its Capital Requirement set out in chapter 3; or

guarantees the Exposure to a Counterparty or to a group of Closely
Related Counterparties which are not Connected to the Authorised Firm
only if the following conditions are met:

(i)

(ii)

(iif)

(iv)

v)

(vi)

(vii)

(viii)

the guaranteeistobe provi ded by the Aut
regulated member of its Group;

the criteria for guarantees must be in line with the Credit Risk
mitigation requirements as set out in section 4.13;

the entity providing the guarantee must be a bank regulated to
standards acceptable to the DFSA;

the total amount of guarantees provided to the Authorised Firm must
be Il ess than 10% of the Parent
Resources;

the Parent must be rated as a Credit Quality Grade of 1 or 2 by a
recognised credit rating agency;

the Authorised Firm must provide confirmation from the home state
Financial Services Regulator that it is satisfied that the Parent
Authorised Firm has sufficient resources to provide such guarantees
and has no objection to the provision of such guarantees;

the Authorised Firm should provide an annual confirmation that there
are no changes to the enforceability of such guarantees; and

the Authorised Firm must notify the DFSA when such guarantees
represent 200%, 400% and 600% of Capital Resources. The overall
Large Exposure limit of 800% will apply.
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5 MARKET RISK

Introduction

Guidance

1. This chapter addresses the regulatory requirements in respect of managing theRv&krke
exposures of an Authorised Firm. Market Risk refers to the risk of incurring losses on
positions held by an Authorised Firm with trading intent, due to adverse changes in market
prices or in underlying value drivers. This chapter aims to ensureathatuthorised Firm
engaging in activities exposing the firm to risks associated with potential adverse movements
in market prices adopts appropriate and effective risk management practices and holds
regulatory capital of the right quality that is also coemsurate with the risks involved.

2. This chapter includes requirements that an Authorised Firm:

a. implement a comprehensive Market Risk management framework to manage, measure
and monitor Market Risk commensurate with the nature, scale and complexity of th
firmds operations; and

b. calculate the Market Risk Capital Requirement and hold the same.

3. The chapter allows the use of standard-gefned methodologies for estimating the capital

requirement and also allows the use of DF&proved internal modelst cal cul at e a f
Market Risk Capital Requirement. The chapter covers Rules for determining Market Risk
Capital Requirement on exposures involving interest rate risk, equity risk, foreign exchange

risk, commodities risk, options risk, collective investrh fund risk and securities
underwriting risk.

4. Appendix 5 provides the detailed requirements, parameters, dmloulaethodologies and
formulae in respect of the primary requirements outlined in chapter 5. Appendix 5 also
provides detailed guidanam criteria for approval of internal models for calculation of Market

Risk Capital Requirement, incorporation of incremental risk charges in internal models, if
allowed and guidance on the required level of stress testing.

51 Application

5.1.1  This chapter applies to an Authorised Firm in Category 1, 2, 3A or 5 as follows:
(a) sections 5.2 to 5.11 apply to an Authorised Firm in Category 1 or 2;
(b) sections 5.2 and 5.6 apply to an Authorised Firm in Category 3A; and
(©) sections 5.2, 5.3 and 5.5 to 5.11 apply to an Authorised Firm in Category 5.

Guidance

1. Rule 5.3.1 provides that the Market Risk Capital Requirement of an Authorised Firm is
calculated as the sum afnumber of sbsidiary Capital RequirementSections 5.4 to 5.10 set
out the maner in which each of thossubsidiaryCapital Requirements must be calculated,
monitored and controlled by an Authorised Firm.
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2. In addition to complying with the applicable Rules in chapter 5, an Authorised Firm investing
in or holding Islamic Contractahether or not for the purpose of a PSIA will need to take
account of the provisions under IFR Rules 5.4.8 to 5.4.14 to calculate the Market Risk for
those Islamic Contracts.

5.2 Market Risk systems and controls

521 (1) An Authorised Firm in Category 1, 2, 3A or 5 must implement and maintain
a Market Risk policy which enables it to identify, assess, control and
monitor Market Risk.

(2) The policy must be documented and incl U
appetite and how it identifies, assesses, mitigates, controls and monitors
that risk.

3) An Authorised Firm must:

(a) ensure that its risk management systems enable it to implement the
Market Risk policy;

(b) identify, assess, mitigate, control and monitor its Market Risk; and

(c) review and update the policy at intervals that are appropriate to the
nature, scale and complexity of its activities.

Guidance

Guidance in respect of what an Authorised Firmbds
section A5.1.

5.3 Calculation of the Market Risk Capital Requirement

5.3.1  An Authorised Firm must calculate its Market Risk Capital Requirement as the sum
of the following components:
(a) Interest Rate Risk Capital Requirement;

(b) Equity Risk Capital Requirement;

(© Foreign Exchange Risk Capital Requirement;
(d) Commoadities Risk Capital Requirement;
(e) Option Risk Capital Requirement;
0] Collective Investment Fund Risk Capital Requirement; and
(9) Securities Underwriting Capital Requirement.
140
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Guidance

1. Detailed Rules and Guidance in respecthaf Market Risk Capital Requirement and each of
its componentsn (a) to (g)are contained ithis chapter.

2. Rules and Guidance in respect of calculating Market Risk for Islamic Contracts are contained
in IFR chapteb.

54 Interest Rate Risk Capital Requirement
5.4.1  An Authorised Firm in Category 1 or 2 must calculate its Interest Rate Risk Capital
Requirement in respect of Trading Book transactions:

(a) by applying its internal Market Risk model which has been approved by the
DFSA for this purpose; or

(b) by applying the Rules set out in section A5.2.

5.5 Equity Risk Capital Requirement
5.5.1  An Authorised Firm in Category 1, 2 or 5, must calculate its Equity Risk Capital
Requirement in respect of Trading Book transactions:

(a) by applying its internal Market Risk Model which has been approved by the
DFSA for this purpose; or

(b) by applying the Rules set out in section A5.3.
5.6 Foreign Exchange Risk Capital Requirement

5.6.1  An Authorised Firm in Category 1, 2, 3A or 5 must, subject to Rule 5.6.2, calculate
its Foreign Exchange Risk Capital Requirement in respect of Trading Book and
Non-Trading Book foreign exchange positions by:

(@) applying its internal Market Risk model which has been approved by the
DFSA for this purpose; or

(b) applying the Rules in section A5.4.

5.6.2 An Authorised Firm need not calculate a Foreign Exchange Risk Capital
Requirement if:

(a) its Foreign Currency business, defined as the greater of the sum of its
gross long positions and the sum of its gross short positions in all Foreign
Currencies, does not exceed 100% of Capital Resources as defined in
chapter 3; and
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(b) its overall net open position as defined in Rule A5.4.4 does not exceed 2%
of its Capital Resources as defined in chapter 3.

5.7 Commodities Risk Capital Requirement

5.7.1  An Authorised Firm in Category 1, 2 or 5 must calculate its Commodities Risk
Capital Requirement in respect of Trading Book and Non-Trading Book commaodity
positions by:

(a) applying its internal Market Risk model which has been approved by the
DFSA for this purpose; or

(b) applying the Rules set out in section A5.5.
5.8 Option Risk Capital Requirement
5.8.1  An Authorised Firm in Category 1, 2 or 5 must calculate an Option Risk Capital

Requirement if it has positions in Options in its Trading Book by:

(a) applying its internally developed Market Risk model which has been
approved by the DFSA for this purpose; or

(b) by applying the Rules set out in section A5.6.

5.9 Collective Investment Fund Risk Capital Requirement

59.1  An Authorised Firm in Category 1, 2 or 5 must calculate its Collective Investment
Fund Risk Capital Requirement in respect of Trading Book positions in Units in a
Collective Investment Fund by:

(@) applying its internally developed Market Risk model which has been
approved by the DFSA for this purpose; or

(b) applying the Rules set out in section A5.7.

5.10 Securities Underwriting Capital Requirement

5.10.1 This section applies to an Authorised Firm in Category 1, 2 or 5 in respect of
Trading Book Securities Underwriting positions.

Guidance
1. This section sets out a framework for calculating the amount of Capital Requirement when an

Authorised Firm has commitments to underwrite an issue of Securities, and the associated risk
management standards which an Authorised Firm kiwiteng Securities must meet.
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2. Underwriting is defined in the Glossary as an arrangement under which a party agrees to buy,
before issue, a specified quantity of Securities in an issue of Securities on a given date and at a
given price, if no other parthas purchased or acquired them.

5.10.2 An Authorised Firm must establish and maintain such systems and controls to
monitor and manage its Underwriting and sub-underwriting business as are
appropriate to the nature, scale and complexity of its Underwriting and sub-
underwriting business.

Guidance
1. An Authorised Firm should take reasonable steps to:
a allocate responsibility for the management of its Underwriting anduaderwriting
business;
b. allocate adequate resources of the Authorised Firm to monitor and control its

Underwriting and subunderwriting business;

C. satisfy itself that its systems to monitor its Exposure to a Counterparty will calculate,
revise and update its Underwriting Exposure to each Counterparty and its Capital
Requirements;

d. satisfy itself of the suitability of e&cperson who performs functions for it in
connection with the Authorised Firmés Unde
personébés skill and experience; and

e satisfy itself that its procedures and controls to monitor and manage its Underwriting

busines address the capacity of subderwriters to meet sulnderwriting
commitments.

5.10.3 (1) An Authorised Firm must calculate a Securities Underwriting Capital
Requirement if it has a commitment to underwrite or sub-underwrite an
issue of Securities.

(2) An Authorised Firm has a commitment to underwrite or sub-underwrite an
issue of Securities where:

(a) it gives a commitment to an Issuer of Securities to underwrite an
issue of Securities;

(b) it gives a commitment to sub-underwrite an issue of Securities; or
(c) itis a member of a syndicate or Group that gives a commitment to an
Issuer to underwrite an issue of Securities or a commitment to sub-
underwrite an issue of Securities.
5.10.4 An Authorised Firm must regard a commitment to underwrite an issue of Securities,
subject to any right set out in Rule 5.10.6, as the initial commitment to underwrite
from the earlier of:

(a) the time the Authorised Firm signs an agreement with the Issuer of
Securities to underwrite those Securities; or

(b) the time the price and allocation of the issue are set.
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Where the issue price has not been fixed, an Authorised Firm must use the highest
estimate of the price and its allocation for the purpose of calculating its initial gross
commitment.

If an Authorised Firm has at its discretion an irrevocable right to withdraw from an
Underwriting commitment, exercisable within a certain period, the commitment
commences when that right expires.

An Authorised Firm must calculate its Securities Underwriting Risk Capital
Requirement by:

@)

(b)

applying its internally developed Market Risk model which has been
approved by the DFSA for this purpose; or

applying the Rules in section A5.8.

Use of internal Market Risk models

An Authorised Firm in Category 1, 2 or 5 may use an internal model to calculate its
Market Risk Capital Requirement or any components of its Market Risk Capital
Requirement if its internal model and its use have been approved in writing by the
DFSA.

Guidance

Guidance in respect ofriteria for use of internally developed Market Risk models is provided in
section A5.9.

If the DFSA approves the use of an internal model, it may:

@)

(b)

impose, withdraw or amend at any time conditions in respect of the use of
the internal model; and

withdraw approval if it forms the view that the internal model or its use is no
| onger suitable for the calculation
Capital Requirement or any component of it.

An Authorised Firm which uses an internal model in accordance with Rule 5.11.1
must have in place a rigorous and comprehensive stress-testing programme which
meets the criteria set out in Rule A5.9.4.

An Authorised Firm that has received approval for the use of an internal model may
only revert to calculating its Market Risk Capital Requirement or any component of
it in accordance with App5 with the prior written consent of the DFSA.

Guidance

1.

This section sets out the conditions under which an Authorised Firm is permitted to use an
internal model to calculate its Market Risk Capital Requirement or any component of its
Market Risk Capital Requement.An Authorised Firm that wishes to use an internal model to
calculate any part of this requirementrégjuired to apply to the DFSAnternal moels will
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commonly permit more extensivgetting of long and short positions and have greater risk
sensitivity.

I'n assessing whether to give approval, the D
management standards; the quantitative model standhelstresgesting and backesting

standards and the process surrounding the calculation of the appropriate regulatory Capital
Requirement.

The DFSA will usually only give its approval for the use of an internal risk model if:

a. the use of the mad to calculate the Market Ris€apital Requiremenhas been
approved by another appropriate regulator or the DFSA is satisfied having been
provided by the Authorised Firm with such opinions from independent experts as it
may require, that the model adetplg addresses Market Risk requirements;

b. use of the methodology is integrated into the governance and conimneviak of the
Authorised Firm.Specifically, the Governing Body and senior management of the
Authorised Firm receives and reviews appragri@ports in respect of the entity;

C. it is satisfied that the Authorised Firm's risk management system is conceptually sound
and is implemented with integrity;

d. the Authorised Firm has sufficient numbers of staff skilled in the use of sophisticated
models not only in the trading area but also in the risk control, audit, and if necessary,
back office areas;

e. the Authorised Firm's models have a proven track record of reasonable accuracy in
measuring risk; and

f. the Authorised Firm regularly conducigess tests.

In determining whether an internal value at risk (VaR) model meets the standard for approval,
the DFSA will apply the criteria set out in section A5.9, which are based on the Basel Market
Risk Capital Amendment 1996 and Basel Revisianghe Basel [IMarket Riskframework

2009 and which can be grouped under the following headings:

a. gualitative standards;

b. specification oMarket Riskfactors;

C. gquantitative standards;

d. adjustments to Market Risk Capital Requirements;

e. stressesting; and

f. combination of internally developed models and the Standardised Methodology.

In addition to valueat-risk models, the DFSA recognises option risk aggregation models and
interesproaéesesiopgé or sensirtitvied yEUs eCaspi tasl s
Directive (these arethespa |l | ed O6CAD1 model s6) .

Option risk aggregation models analyse and aggregate options risks for interest rate, equity,
foreign exchange and commaodity options.

Interest rate prprocessing modelsre used to calculate weighted positions for inclusion in an
Aut hori sed Firmbs interest rate Mar ket Ri s k
Duration Method.
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OPERATIONAL RISK

Introduction

Guidance

1. This chapter includes thd et ai | ed Rul es and associated gui
obligation to manageffectivelyits exposures to Operational Risk. Operational Risk refers to
the risk of incurring losses due to the failure of systems, processes, and personnel to perform
expected tasks. Operational Risk losses also include losses arising out of legal risk. This
chapter aims to ensure that an Authorised Firm has a r@peationalRisk management
framework commensurate withe nature scaleand complexity of its operatiorand that it
holds sufficient regulatory capital against Operational Risk exposures.

2. This chapter requissan Authorised Firnto:

a. design and implement an effective Operational Risk management system complete with
appropriate systems and controls;

b. calculate the Operational Risk Capital Requirement and hold the same; and
C. hold adequate professional indemnity insurance cover.
3. This chapter includes, among others, specific Operational Risk management requirements

relating to IT systems, informatiosecurity, outsourcing, business continuity and disaster
recovery and the management of Operational Risks in trading rooms.

4. Appendix 6 provides the detailed requirements, parameters, calculation methodologies and
formulae for calculating the OperatiorRisk Capital Requirement specified in chapter 6.

Application

This chapter applies to an Authorised Firm as follows:

(@) Sections 6.1 to 6.9 apply to an Authorised Firm in any Category;

(b) Sections 6.10 and 6.11 apply only to an Authorised Firm in Category 1, 2,
3Aor 5

(© Section 6.12 applies only to an Authorised Firm in Category 3B, 3C or 4

which undertakes one or more of the following Financial Services:
(i)  Arranging Deals in Investments;

(i)  Managing Assets;

(i)  Advising on Financial Products;

(iv) Managing a Collective Investment Fund;
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(v)  Providing Custody;

(vi) Insurance Intermediation;

(vii) Insurance Management;

(viii) Managing a Profit Sharing Investment Account (unrestricted);
(ix) Providing Trust Services;

(X)  Providing Fund Administration;

(xi) Acting as the Trustee of a Fund;

(xii) Arranging Credit and Advising on Credit; or

(xiil) Operating a Crowdfunding Platform.

Guidance

Section 5.3 of the GEN Module contains Rules and Guidance in relation to Systér@oatrols,

some of which may relate to the management of Operational RigkCorporate Governance rules

in the GEN module set out overarching requirements in relation to Board responsibilities, including
risk managementThe Rules and Guidance in ttgection seek to complement the aforementioned
requirements, while providing for a framework to address matters which directly relate to Operational
Risk management.

6.2 Risk management framework and governance

6.2.1 (1) An Authorised Firm must implement and maintain an Operational Risk
policy which enables it to identify, assess, control and monitor Operational
Risk.

2) The policy must be documented and provide for a sound and well-defined
ri sk management framework to addmless t he
Risk.

3) An Authorised Firm must:

(@) ensure that its risk management systems enable it to implement the
Operational Risk policy;

(b) identify, assess, mitigate, control and monitor the risk; and

(c) review and update the policy at intervals that are appropriate to the
nature, scale and complexity of its activities.

6.2.2  An Authorised Firm must ensure that its Governing Body approves the Operational
Risk policy in Rule 6.2.1.
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Guidance

1.

Some of the key aspects that an Authorised Firm should @niidits Operational Risk
policy include:

a. the governance structures used to manage Operational Risk, including reporting lines
and accountabilities;

b. risk assessment tools and how they are used;

C. the Authorised Firmés accepted Operational
tolerances for inherent and residual risk, and approved risk mitigation strategies and
instruments;

d. the Authorised Firmbés appr oaolisorntaeraecest abl i st
for inherent and residual rigkxposure

e. risk reporting and MIS; and

f. appropriate independent review and assessm
Risk framework.

An Aut hori sed Firmbs Oper at i ahemathingsRinduke pol i c
consideration of Principles for the Sound Management of Operational Risk, issubd by

Basel Committee on Banking Supervision (BCBS) and thieléines on the management of
OperationalRisk in marketrelated activities issued byatEuropean Banking Authority which

are useful in relation to activities other than banking.

Governing Body responsibilities

1.

The GEN Module contains Rules and Guidance regarding corporate governance requirements
for Authorised Firms, including the resmsibilities of an Authorised Firm regarding risk
management.

In developing, implementing and maintaining an effective Operational Risk framework, an
Aut horised Firmés Governing Body shoul d:

a. approve and review a risk appetite and tolerance for OpeedtRisk that articulates
the nature, types and levels of Operational Risk that the Authorised Firm is willing to
assume;

b. consider al | relevant r i s k sappetitelitecurientt hor i s ¢
financial condition and its strategic ditem. The Governing Body should monitor
management adherence to the risk appetite and tolerance and provide for timely
detection and remediation of breaches;

C. encourage a management culture, and develop supporting processes, which help to
engender withirthe Authorised Firm an understanding by relevant Employees of the
nature and scope of the Operational Ri sk i
and activities;

d. provide senior management with clear guidance and direction regarding the principles
underl ying the Authorised Firmbés Operatio
approve the corresponding policies developed by senior management;

e. regularly review the Authorised Firmds Ope
Authorised Firm has identéd and is managing the Operational Risk arising from
external market changes and other environmental factors, as well as those Operational
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Risks associated with new strategies, products, activities, or systems, including changes
in risk profiles and priaties (e.g.changing business volume$Such review should also

take into account the Operational Risk loss experience, the frequency, volume or nature
of limit breaches, the quality of the control environment and the effectiveness of risk
management or rigation strategies;

f. ensure that the Authorised Firmbébs Operatiol
effective independent review by audit or other approprigataiped Persons;

g. ensure that management is incorporating industry best practicenanaging
Operational Risk; and

h. establish clear lines of management responsibility and accountability for implementing
a strong control environmenThe control environment should provide appropriate
independence/separation of duties between Operatisialcontrol functions, business
lines and support functions.

Senior Management Responsibilities

1. GEN 5.2 contains Rules and Guidance regarding senior management arrangements for
Authorised Firms.

2. In relation to establishing and maintaining a rob@perational Risk framework, an
Aut horised Firmés senior management shoul d:

a. translate the Operational Risk management framework established by the Governing
Body into specific policies and procedures that can be implemented and verified within
the different business units;

b. clearly assign authority, responsibility and reporting relationships to encourage and
maintain accountability, and to ensure that the necessary resources are available to

manage Operational Ri sk i n sk appetitewand hi n t h
tolerance; and

C. ensure that the management oversight process is appropriate for the risks inherent in a
business unitdéds activity.

6.3 Risk identification and assessment

6.3.1 An Authorised Firm must:

(a) ensure that it identifies and assesses the Operational Risks inherent in all
the Authorised Firmdéds products, activitdi
(b) ensure the inherent risks in (a) are understood by relevant Employees of

the Authorised Firm;

(©) systematically track Operational Risk events and any financial impact
associated with such events; and

(d) ensure that the tracking in (c) is consistent with the Operational Risk event
types described in the Basel Il framework.
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An Authorised Firm should record all Operational Rislergs, including near misses and

events which result in a positive financial outcome.

These Rules complement related Rules in section 5.3 of the GEN module relating to risk

/Ay

management systems and contréler example, GEN Rule 5.3.6 requires an Auted Firm

to appoint an individual to advise its Governing Body and senior management as to risks.

An Authorised Firm must ensure that its Operational Risk policy in Rule 6.2.1:

@)

(b)

Guidance

1.

An Authorised Firm should have policies and procedures that address the process for review

includes an approval process for all new products, activities, processes

and systems; and

incorporates the requirement in Rule 6.3.1(a).

and approval of new products, activities, processes and sysiémmgeview andapproval
process should include consideration of:

a.

b.

g.

inherent risks in any new product, service, or activity;

resulting

changes

to

t he

Aut hori sed

tolerance, including changes to the risk of existing prtedacactivities;

necessary controls, risk management processes, and risk mitigation strategies;

residual risk;

changes to relevant risk limits;

procedures and metrics to measure, monitor, and manage the risk of the new product or

activity; and

appropriate investment in human resources and technology infrastructure.

Fi

Tools that an Authorised Firm may employ for identifying and assessing Operational Risk
include:

a.

b.

internal loss data collection and analysis;

external data collectipand analysis;

risk assessments;

business process mapping;

risk and performance indicators; and

scenario analysis.
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6.4.1

Risk monitoring and reporting

An Authorised Firm must:

@)
(b)

(©)

Guidance

1.

/Ay
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regularly monitor material Exposures to Operational Risk losses;

ensure that appropriate reporting mechanisms are in place at its Governing
Body, senior management, and business line levels to support effective
sed Firmos

management of the Authori

immediately notify the DFSA of any material Operational Risk event
including notification of any resulting financial impact, positive or negative,

associated with such event.

GEN Rule 5.3.17 requires an Authorised Person to establish and maintain armstsgeme
provide its Governing Body and senior management with the information necessary to

organise and control its activities, to comply with legislation applicable in the DIFC and to

manage risks.

Rule 6.4.1 is intended to compleme@®EN Rule 5.3.17 r&d requires Authorised Firms to

establish and maintain reporting mecharisspecifically addressing the Operational Risk
matters.

The frequency of internal reporting of Operational Risks required by &4dlé(b) should

refl ect the risks involved
operating environment.

The following lists some of the items that an Authorised Firm should consider including in its

internal reporting of Operation&lisks:

a.

b.

the results of monitoring activities;

and the pace

Oper

and

assessments of the Operational Risk framework performed by control functions such as
internal audit, compliance, risk management and/or external audit;

reports generated by (and/or for) supervisoryhauities;

materi al breaches of t
Operational Risk;

he

Aut hori sed

details of recent significant internal Operational Risk events and losses, including near

misses or events that resulted in a positatarn; and

relevant external events and any potential impact on the Authorised Firm and its
Operational Risk framework, including Operational Risk capital.
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Control and mitigation

Guidance

1.

GEN Rule 5.3.1 requires an Authorised Person to establid maintain systems and controls,
including but not limited to financiaand risk systems and contrdlsat ensure that its affairs
are managed effectively and responsibly by its senior management.

In complying with GEN Rule 5.3.1, an AuthorisedrRishould establish and maintain a strong
control environment that uses policies, processes and systems, appropriate internal controls
and appropriate risk mitigation and/or transfer strategies.

In establishing systems and controls to address Operiafisiaan Authorised Fim should
consider the following:

a.

b.

clear segregation of duties and dual control;

clearly established authorities and/or processes for approval;

close monitoring of adherence to assigned risk limits or thresholds;

safegar ds f or access to, and use of, the Auth
appropriate staffing level and training to maintain expertise;

ongoing processes to identify business lines or products where returns appear to be out
of line with reasonablexpectations; and

regular verification and reconciliation thnsactiongind accounts.

Information Technology (IT) systems

An Authorised Firm must establish and maintain:

@)

(b)

Guidance

1.

appropriate information technology policies and processes to identify,
assess, monitor and manage technology risks; and

appropriate and sound information technology infrastructure to meet its
current and projected business requirements, under normal circumstances
and in periods of stress, which ensures data and system integrity, security
and availability and supports integrated and comprehensive risk
management.

IT systems includehe computer systems and information technology infrastructure required
for the automation of processes and systems, sucppdisadion software, operating system
software, network infrastructure, and desktop, server and mainframe hardware.

An Authorised Firm should consider the following in establishing its systems and controls for
the management of IT system risks
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a. govenance and oversight controls that ensure technology, including outsourcing

arrangement s, i s aligned with and support
objectives;

b. an Authorised Firmbés organisation and repo
including adequacy of senior management oversight; and

c. the appropriateness of the systems acquisition, development and maintenance activities,
including the allocation of responsibilities between IT development and operational
areas.

6.7 Information security

6.7.1  An Authorised Firm must establish and maintain appropriate systems and controls
to manage its information security risk.

Guidance

In establishing its systems and controls to address information security risks, an Authorised Firm
should have regd to:

a. confidentiality: information should be accessible only to persons or systems with appropriate
authority, which may require firewalls within a system, as well as entry restrictions;

b. the risk of loss or theft of customer data;
C. integrity: safguarding the accuracy and completeness of information and its processing;
d. nonrepudiation and accountability: ensuring that the person or system that processed the

information cannot deny their actions; and

e. internal security: including premises seatyrstaff vetting; access rights and portable media,
staff internet and email access, encryption, safe disposal of customer data, and training and
awareness.

6.8 Outsourcing

6.8.1  An Authorised Firm must establish and maintain appropriate systems and controls
to manage its outsourcing risk.

Guidance

1. GEN Rules5.3.21 and 5.3.22 set out the DFSA requirements on outsourcing by Authorised
Firms This section complements the requirements in the GEN module and contains guidance
on managing the Operational Risk associated with outsourcing arrangements.

2. The assessment of outsourcing risk at an Authorised Firm may depend on several factors,
including the scope and materiality of the outsourced activity, how well the Authorised Firm
manages, monitors and controls outsourcing risk (including its general management of
Operational Risk), and how well the service provider manages and controls theapoiskdi
of the operation.
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3. Factors that an Authorised Firm should consider in establishing outsourcing arrangements
include the following:

a. the financial, reputational and operational impact on the Authorised Firm of the failure
of a service provideto performadequatelyhe activity;

b. potenti al |l osses to an Authorised Firmés ¢
service provider failure;

C. the consequences of outsourcing the activity on the ability and capacity of the
Authorised Firm to coform with regulatory requirements and changes in such
requirements;

d. the interrelationship of the outsourced activity with other activities within the
Authorised Firm;

e. the cost associated with the outsourcing;

f. any affiliation or other relationshippetween the Authorised Firm and the service
provider;

g. the regulatory status of the service provider;

h. the degree of difficulty and time required to select an alternative service provider or to

bring the business activity4house, if necessary;

i the complexity of the outsourcing arrangeméttr example, the ability to control the
risks where more than one service provider collaborates to deliver ato-end
outsourcing solution; and

J- any data protection, security and other risks which maydversely affected by the
geographical location of an outsourcing service provider this end,Specific Risk
management expertise in assessing country risk related, for example, to political or
legal conditions, could be required when entering into andagiag outsourcing
arrangements that are taken outside of the home country.

6.9 Business continuity and disaster recovery

Guidance

SeeGEN chapter Sregardingrequirements relatingtan Aut hori sed Firmés busin
disaster recovery arrangemnts.

6.10 Management of Operational Risks in trading activities

Guidance

This section complements the Rules and Guidance set out in other sections of this chapter with more
specific guidance for the identification, assessment, control and monitoringesc&t@pal Risks in

trading activites| n t hi s Gui dance, reference to Atrading a
sense in the context of Financi al Services and
Dealing in Investments as Pripal and Dealing in Investments as Ageim addressing the

Operational Risks arising from trading activities, an Authorised Firm should consider the following:
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staff members in support and control functions, comprising functions such as operations,
settement, finance, risk management, legal, compliance, internal and external audit, should
have adequate representation and authority
framework so as to be able to effectively challenge the activities undertgke¢he front

office;

Operational sk management systems should set criteria, indicators and thresholds enabling
the identification of material incidents detected by internal control procedlings should
include tracking of Operational Risk lossagrading activities and analysi$ those losses for
possible interconnections (i.e. losses based on one event or root cause);

high professional standards and a sound risk culture should be promoted within the Authorised
Firm, particularly in the fronoffice, in a way that supports professional and responsible
behaviour This should include, but is not limited to, developing and implementing appropriate
policies and procedures, setting standards
relationsbetween traders and their counterparts, and training procedures;

there should be adequate segregation of duties between front office and the support and
controls functions in charge of supporting, verifying and monitoring ti@asactions

appropriate policies and procedures relating to leave requirements and staff movements should
be developed, impleemted and regularly monitoredf particular:

i procedures establishing a minimum absence requirement of at least two consecutive

weeksd | eave for traders (via a vacation

office or trading) so that traders are physically unable to mark or value their own
books, his responsibility being carried out by a different person during those periods;
and

ii. employees changing job positions between front, middle and back offices or IT should
be properly tracked.

terms of reference describing the activity of each tramegroup of traders should be
establishedAdherence to these terms should be subject to monitoring by support and control
functions;

documentation requirements for trading activities should be properly defined so as to minimise
legal uncertainties inforceability of contracts with clients a@bunterpartiesThis should

include consideration of using contracts that are standardised as far as possible, particularly in
OTCtransactions

al trading positions, profits and losses, cash flows andutations associated with a
transaction should be clearly recorded in

systems with a documented audit trdihe audit trail should allow for the tracing of cash
flows at a sufficiently granular level (e.g. tead, books, products and portfolios);

appropriate procedures for confirmation of the terms and conditionsanactionswith
externalCounterpartieglients should be established;

appropriate processes and procedures should be implemented forettiemant of
transactions This should include consideration of the following elements.

i the authorisation of inputs by the back office;
il. payment/settlements carried out against independent documents;

iii. reconciliation between front office and baaffice systems; and
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iv. reconciliation procedures independent of the processing functions.

k. controls should include daily reconciliation of positions and cash flows across various internal
systems and external parti€he reconciliations should incladall events attached to the
transactionsncluding amendments, cancellation, exercises, resets and expiries;

I procedures and processes should be established to ensure accurate and timely monitoring and
follow up of margin orCollateralcalls;

m.  profit attribution is a key control for understanding the risk in a trading operation and therefore
the control and support functions should have a good understanding of the various aspects that
lead to P&L generation, particularly in relation to more complexdpcts Major
implausiblities discovered within the P&L in the context of the trading mandate and market
developments should be further analysed to see if they are caused by Operational Risk events;
and

n. control procedures should be established to mondtod escalate unusuatansactions
anomalies in confirmation and reconciliation processes, errors in recording, processing and
settlingtransactionsalong with cancellations, amendments, late trades andafet rates.

6.11 Operational Risk Capital Requirement

6.11.1 This section applies to an Authorised Firm in Category 1, 2, 3A or 5.

6.11.2 (1) An Authorised Firm must, subject to (2), use the Basic Indicator Approach
as prescribed in App6 to calculate its Operational Risk Capital
Requirement.

(2) An Authorised Firm may, with the written approval of the DFSA, use the
Standardised Approach or the Alternative Standardised Approach, both as
prescribed in App6, to calculate its Operational Risk Capital Requirement if
the DFSA is satisfied that:

(a) its Governing Body and senior management, as appropriate, are
actively involved in the oversight of its Operational Risk framework;

(b) it has, in accordance with the requirements set out in this chapter,
implemented and maintains an Operational Risk policy which
provides for a sound and well-defined risk management framework to
address the Authorised Firmbés Operati

(c) it has dedicated sufficient resources in the use of the relevant
approach in its major business lines and its control and audit
functions.

6.11.3 An Authorised Firm seeking to apply the Standardised Approach or the Alternative
Standardised Approach must develop specific policies and have documented
criteria for mapping gross income for current business lines and activities into the
Standardised Approach or the Alternative Standardised Approach, as prescribed in
App6. The criteria must be reviewed and adjusted for new or changing business
activities as appropriate.
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Once an Authorised Firm has written approval to apply the Standardised Approach
or Alternative Standardised Approach, it must not revert to the Basic Indicator
Approach without DFSA approval.

1)

)

The DFSA may at any time by written notice require an Authorised Firm to
adopt a specified approach to calculating its Operational Risk Capital
Requirement where the DFSA considers that this is:

(a) appropriate given the nature, size, complexity and risk profile of the
Aut horised Firmdés busi ness; or

(b) necessary in the prevailing economic circumstances and it is in the
interests of the DIFC.

An Authorised Firm must comply with a requirement made under (1).

Professional indemnity insurance

This section applies to an Authorised Firm in Category 3B, 3C or 4 which undertake
one or more of the Financial Services prescribed in Rule 6.1.1(c).

An Authorised Firm must:

@)

(b)

(©)

take out and maintain professional indemnity insurance cover appropriate
to the nature, si ze, complexity and ri
business;

at least annually, provide the DFSA with a copy of the professional
indemnity insurance cover in (a) covering the following twelve month
period; and

notify the DFSA of any material changes to the cover in (a), including the
level of cover, its renewal or termination.

Guidance

1.

In complying with Rule6.12.2, an Authorised Firm should take out and maintain a contract for
professional indemnity insuran¢Bl1l) from a reputable and wetlapitalised insurer and such
contract should include cover in respect of claims for witiehAuthorised Firm may be liable

as a result of the conduct of itself and its Employees and appropriate cover in respect of legal
costs arising from a claim.

Pursuant to Rulé.4.1(c) an Authorised Firm should notify the DFSA of any signific&hit

claim made What amounts to a significant claim will depend on the nature size and
complexity of the Authorised Firm and the DFSA would expect the Authorised Firm to treat a
series of small single claims which are significant in aggregate as significahefpurposes

of Rule6.4.1(c).

An Authorised Firm can fulfil the requirements under this section by ensuring coverage of its
activities under a groupride PII policy, provided that policy covers the Authorised Firm and

its activities and that policy meets the conditions specified ia #action. Where the

Aut horised Firmés group PII cover does not
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section, the Authorised Firm will be required to obtain PIl cover that meets those
requirements.
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INTEREST RATE RISK IN THE NON-TRADING BOOK

Introduction

Guidance

1. This chapter relates to interest rate risk in the -Nioading Book. In relation to the Trading
Book, an Interest Rate Risk Capital Requirement is imposed as a component of the Market
Risk Capital Requirement undehapter 5.

2. Non-Trading Book interest rate risk is normally a major source of risk for a bank or a firm that
deals on its own account (including underwriting on a firm commitment basis) and whose
Non-Trading Book assets equal or exceed 15% of its tgsdta. Interest rate risk in the Non
Trading Book may arise from a number of sourf@sexample:

a. risks related to the mismatch of repricing of assets and liabilities and off balance sheet
short and longerm positions;

b. risks arising from hedgingxeosure to one interest rate with exposure to a rate which
reprices under slightly different conditions;

C. risks related to the uncertainties of occurrergfetransactions, for examplayhen
expected future transactions do not equal the actual transactiuh

d. risks arising from consumers redeeming fixed rate products when market rates change.
Application

This chapter applies to an Authorised Firm in Category 1 or 2 on a solo basis.

Where an Authorised Firm to which this chapter applies is part of a Financial Group,
this chapter also applies on a consolidated basis in relation to all the entities within
the Financial Group.

Stress testing for Non-Trading Book interest rate risk

An Authorised Firm must carry out an evaluation of its Exposure to the interest rate
risk arising from its Non-Trading Book activities. An Authorised Firm with balance
sheet positions in different currencies must measure its risk Exposures in each of
the material currencies.

(2) The evaluation under Rule 7.2.1 must cover the effect of a sudden and
unexpected parallel change in interest rates of 200 basis points in both
directions.

2) An Authorised Firm must apply a 200 basis point shock to each material

currency Exposure it faces as part of its Non-Trading Book.
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7.2.3  An Authorised Firm must immediately notify the DFSA if any evaluation under this
section suggests that, as a result of the change in interest rates described in Rule
7.2.2, the economic value of the firm would decline by more than 20% of its Capital
Resources.

Guidance

For the purposes of Rule2.1, an Authorised Firm should consider each currency accounting for 5%
or more ofits Non-Trading Book assets or Nérrading book liabilities as a material currency
Exposure

Frequency of stress testing

7.2.4  An Authorised Firm must carry out the evaluations required by Rule 7.2.1 as
frequently as necessary for it to be reasonably satisfied that it has at all times a
sufficient understanding of the degree to which it is exposed to the risks referred to
in that Rule and the nature of that Exposure. In any case it must carry out those
evaluations no less frequently than required by Rule 7.2.6.

7.2.5 In order to carry out effectively the stress testing requirements specified in Rule
7.2.2, an Authorised Firm must include appropriate scenarios into its stress testing
programmes for measuring its vulnerability to loss arising from the impact of
adverse interest rate movements on its Non-Trading Book structure.

726 (1) Subject to (2), the minimum frequency of the evaluation referred to in Rule
7.2.1is once each year.

2) The minimum frequency of an evaluation of the effect of a sudden and
unexpected parallel change in interest rates as referred to in Rule 7.2.2 is
once each quarter.

Guidance

For the purposes of Rulgé2.6, an Authorised Firm should consider the standards for stress testing
recommended in the paper publishedthy Basel Committee for Banking SupervisiorPrinciples

for management and supervision ofimst rate risk in July 2004 In particular, an Authorised Firm
should include the technical specifications of a standardised interest rate shock detailed in Annex 3 of
that paper as part of its systems for measurement of interest rate risk in theadomg Book.

7.3 Non-Trading Book interest rate risk under chapter 10

7.3.1 In order to meet effectively the obligations specified under chapter 10 of PIB, which
includes the need to address Non-Trading Book interest rate risk, an Authorised
Firm is required to make a written record of its assessments made under Rules
specified in chapter 10.

Guidance

1. This chapter7 does not impose an explicit Capital Requirement relating to interest rate risk.
Rather, the DFSA may impose an Individual Capital Requérg (ICR) under chapter 10
where it i s of the view that the Authorised

160
PIB/VER34/12-19



7.4

7.4.1

/Ay

PRUDENTIAL 7 INVESTMENT, INSURANCE INTERMEDIATION AND BANKING (PIB)

address adequately all its risk&yd in particular its Exposure toterest rate riskn the Non
Trading Book

Sections 10.3 and 10af chapter 10 require an Authorised Firm to submit IRAP and ICAAP
assessments to the DFSA within 4 months of
provisions also require the firm to ensure the assessments are documented in writing and to
retain the ecords for at least 6 years.

An Authorised Firmdébs record of its approach
its NonTrading Book, as part of its ICAAP should cover the following issues:

a. the internal definition gfand boundary betweetiNon-Trading Book "and "trading
activities" in accordance witthapter 2 and App2;

b. the definition of economic value and its consistency with the method used to value
assets and liabilities (e.g. discounted cashflows);

C. the size and the form of tllifferent shocks to be used for internal calculations;

d. the use of a dynamic and / or static approach in the application of interest rate shocks;

e. the treatment of commonly called "pipelineansactions (including any related
hedging);

f. the aggregan of multi-currency interest ratéExposurs;

g. the inclusion (or not) of neimterest bearing assets and liabilities (including capital and
reserves);

h. the treatment of current and savings accounts (i.e. the maturity attacBgdasurs

without a catractual maturity);

i the treatment of fixed rate assets (liabilities) where customers still have a right to repay
(withdraw) early;

- the extent to which sensitivities to small shocks can be scaled up on a linear basis

without material loss of accuragiye. covering both convexity generally and the non
linearity of payoff associated with explicit option products);

K. the degree of granularity employed (for exampfésets within a time bucket); and

I whether all future cash flows or only principalénces are included.

Systems and controls for Non-Trading Book interest rate risk

Non-Trading Book interest rate risk policy

(1)

()

An Authorised Firm must implement and maintain a policy which enables it
to identify, assess, control and monitor its Non-Trading Book interest rate
risk.

The policy must be documented and include an appropriate interest rate
risk strategy as well as an enterprise-wide interest rate risk management
framework appropriate to the nature, scale and complexity of its Non-
Trading Book activities. The strategy and management framework must:
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(a) enable the Governing Body and senior management of the
Authorised Firm to have an enterprise-wide view of interest rate risk
as it applies to non-trading activities;

(b) include a system for identifying and assessing Non-Trading Book
interest rate risk and its sources;

(c) include a process for the measurement and monitoring of Non-
Trading Book interest rate risk, using robust and consistent methods
which enable the Authorised Firm to implement the requirements set
out in Rules 7.2.1to 7.2.6; and

(d) include a system for controlling and managing Non-Trading Book
interest rate risk which enables it to comply with the overall risk
management standards expected of an Authorised Firm and ensure
continued compliance with the Rules in PIB.

An Authorised Firm must identify the Non-Trading Book interest rate risk
impact of any new product, activity or service that it proposes to start and
ensure that such impacts are duly addressed with adequate controls
before the new product or activity is undertaken or introduced.

An Authorised Firm must:

(a) ensure that its risk management systems enable it to implement the
Non-Trading Book interest rate risk policy;

(b) identify, assess, mitigate, control and monitor the risk; and

(c) review and update the policy at intervals that are appropriate to the
nature, scale and complexity of its activities.

Guidance

1.

The DFSA expects that an AutThadingiBeok idterdstiratemd s
risk will set out the approach that the Authorised Firm will take towards management of the

risk, including various quantitative amplalitative targets It should be communicated to all

relevant functions and staff within the organisation and be set out in the Authorised Firm's

Non-Trading Book interest rate risk policy.

The DFSA expects that an AutgimgpNonTsaglidg B&ok r mé s

interest rate risk will address the following:

a. the NonTrading Book interest rate risk management framework should be integrated

into the Aut hor iwiderisk nkahageaméns framaewbilecluging bus e
not limited ta integration with itdaily risk management practices;

b. the output of the risk measurement system which forms part of thel Naling Book

interest rate risk management framework should be used in reporting the level of that

risk to the senior managememidaGovering Body of the Authorised Firm;

C. the measurement system should be capable of measuring the risk under the earnings

approach. Depending on the scale and complexity of Nading Book structure, the
Authorised Firm may also need to measurerigiebased on economic value approach;
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d.

an Aut hor i s eTdadifgiBookidtsrestNaienrisk measurement system should
be clearly defined and consistent with the nature and complekitg balance sheet
structure;

the processes, procedures aindts should be clearly documented and should reflect a
consideration of the interest rate risk associated with the balance sheet structure of the
Authorised Firm,consideringvarious asset and liability positiansThese processes,
procedures and limitshsuld be reviewed and approved by appraigrievels of senior
management;

the framework should involve an accurate, informative and timely management system
for interest rate risk, which is essential to keep the senior management and the
Governing Bodyof the Authorised Firm adequately informed to enable them to ensure
compliance with the Noifrading Book interest rate kgolicy of the Authorised Firm;

and

the NonTrading Book interest rate risk framework should include measures to consider
balanchg cash fl ows and management of t he
services through hedging using swaps or other derivatikaeg such major hedging or

risk management initiatives should be approved in advance bydket Liability
Committee ALCO) or the Governing Body of the Authorised Firm.

The NonTrading Book interest rate risk measurement systems referiadRule 7.4.1(2)(c)

should encompass all material drivers of the risk. Such systems should evaluate the effect of
rate changes on eangjs or economic value meaningfully and accurately within the context
and complexity of their activities. They should be able to flag any exceSgpasurs. An
effective risk measurement system should address the following:

a.

C.

d.

evaluate all significaninterest rate risk arising from the full range of an Authorised
Firm's assets, liabilities and dffalance sheet positions, both trading and-nading;

ensure that an integrated view of interest rate risk across products and business lines is
availabe to management, particularly when different measurement systems and
methods are used across different business lines;

employ generally accepted financial models and ways of measuring risk; and

ensure accurate and timely data on all aspects relatedrtent positions.

Authorised Firms should measure their vulnerability to loss in stressed market conditions,
including the breakdown of key assumptions, and consider those results when establishing and
reviewing their policies and limits for interestte risk. Possible stress scenarios for this
exercise should include:

a.

b.

historical scenarios such as the Asian Crisis in the late 1990s;

changes in the general level of interest rates, e.g. changes in yields of 200 basis points
or more in one yeatr;

changes in the relationships between key market rates (i.e. basis risk), e.qg.

i. a surge in term and savings deposit rates and benchmark rates like LIBOR but
no change in the prime rate, and

ii. a drop in the prime rate but no change in term and gawvileposit rates and
benchmark rates like LIBOR,;
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d. changes in interest rates in individual time bands to different relative levels (i.e. yield
curve risk);

e. changes in the liquidity of key financial markets or changes in the volatility of market
rates;and

f. changes in key business assumptions and parameters such as the correlation between

two currencies In particular, changes in assumptions used for illiquid instruments and
instruments with uncertain contractual maturities help understanding of thorfsed
Firmbés risk profile.

5. An Authorised Firm should consider the standards for stress testing recommended in the paper
publishedin July 2004by the Basel Committee for Banking SupervisionPrinciples for
management and supervision of interest relei in developing the stress testing scenarios
In particular, an Authorised Firm should include the technical specifications of a standardised
interest rate shock detailed in Annex 3 of that paper.

Responsibilities of Governing Body

743 (1) An Authorised Firm must ensure that its Governing Body is responsible for
monitoring the nature and level of Non-Trading Book interest rate risk
assumed by the Authorised Firm and the process used to manage that risk.

(2) Without limiting the operation of (1), the responsibilities of an Authorised
Firmdbs Governing Body in respect of the

(@ approving the Aut-Trading Boak dnterBst ratenrisis N o n
policy, including its strategy and management framework;

(b) establishing and maintaining a senior management structure for the
management of the risk and for ensuring compliance with the
Aut horised Firmés risk strategy;

(¢ monitoring the Aut ho rTradimgdBook interesb s over
rate risk profile on a regular basis and being aware of any material
changes in the Authorised Firmbés curr

(d) ensuring that Non-Trading Book interest rate risk is adequately
identified, assessed, mitigated, controlled and monitored.

Guidance

1. The Governing Body of the Authoridd-irm may delegate responsibility for establishing Non
Trading Book interest rate risk policies and strategies to the Asset and Liability Committee
(ALCO) or an equivalent committee, which is the designated senior management committee
for managing balancgheet structure and interest rate risk associated with it.

2. An Authorised Firm involved in banking activities or complex principal dealing activities
should have a designated committee for design and implementation efriiding Book
interest rateisk management.

3. An Authorised Firm should establish and enforce operating limits and other practices that
maintain Exposurs within levels consistent with their internal policies and that accord with
their approach to measuring the ridk particular Authorised Firms should set a limit on the
extent to which floating ratExposure are funded by fixed rate sources and vice versa to limit
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the risk In floating rate lending, Authorised Firms should limit the extent to which they run
any basis risk thtamay arise if lending and funding are not based on precisely the same market
interest rate (e.g. LIBOR).
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GROUP RISK

Introduction

Guidance

1. This chapter deals with management of Group Risk exposure of an Authorised Firm. Group
Risk rekrs to the risk of potential losses incurred by an Authorised Firm on account of its
relationship with other members of its Financial Group, if it were to be part of one.

2. This chapter includes requirements that an Authorised Firm implement:

a. an effectivemanagement framework for Group Risk exposure;

b. a specified methodology for the calculation of Financial Group Capital Resources and
Financial Group Capital Requirements.

3. This chapter also includes requirements limiting Financial Group exposuressaiations on
the ownership or control of deposétking firms.

Application

D This section and section 8.5 apply to an Authorised Firm in any Category.
2) Sections 8.2 to 8.4 apply only to an Authorised Firm in Category 1, 2 or 5.

Guidance

1. Group membership may be a source of both strength and weakness to an Authorised Firm.
The purpose of Group Risk requirements is to ensure that an Authorised Firm takes proper
account of the risks related to téd@ouRiskhori sec
requirements form a key part of the DFSAG6s o0Ve

2. Section8.5 imposes important restrictions on the ability of Authorised Firms in Category 3A,

3B, 3Cor 4, and norregulated Financial Institutions, to be a Parent of an Authorised Firm in
Category 1 or 5, or of a firm carrying on similar activities outside of the DIFC.

Requirements by the DFSA

(2) The DFSA may require an Authorised Firm to:
(a) form a Financial Group with any other entity within its Group; or
(b) include within its Financial Group any other entity within its Group;

where the DFSA considers it necessary or desirable to do so in the
interests of effective supervision of the Authorised Firm.

2) An Authorised Firm may, for the purposes of this section, exclude from its
Financial Group any entity the inclusion of which would be misleading or
inappropriate for the purposes of Financial Group supervision, provided the
Authorised Firmhasobtai ned t he DFSAO®6s prior writtel
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3) An Authorised Firm must provide to the DFSA, if requested, any of the
following information in relation to its Group or Financial Group:

(a) details as to the entities within the Group or Financial Group;
(b) the structure of the Group or Financial Group; and
(c) the systems and controls in place to manage Group Risk.

Guidance

1. If more than one member of the same Group is subject to an obligation to provide information
in respect of a position of the Group Binancial Group, one or more of those Authorised
Firms may make application to the DFSA for an appropriate waiver or modification.

2. For the purposes of Rule 8.1.2, the DFSA would consider a range of factors when requiring an
Authorised Firm to form a Rancial Group. These factors would include regulatory risk
factors, including but not limited to, (direct and indirect) participation, influence or contractual
obligations, interconnectedness, intra group exposures, intra group services, regulatory status
and legal framework.

Systems and controls requirements
An Authorised Firm in Category 1, 2 or 5 that is a member of a Group must
establish and maintain systems and controls for the purpose of:
(a) monitoring the effect on the Authorised Firm of:
() its relationship with other members of its Group;
(i)  its membership in its Group; and
(i)  the activities of other members of its Group;

(b) monitoring compliance with Financial Group supervision requirements
below, including systems for the production of relevant data;

(c) monitoring funding within the Group; and
(d) monitoring compliance with Financial Group reporting requirements.
Guidance

For the purposes of the above requirement, an Authorised Firm may take into account its position
within its Group For instance, it would be reasonable for a small Authorised Firm within a larger
Group to place some reliance on its parent to ensure that appropriate systems and controls are in
place.

Q) An Authorised Firm must have systems and controls to enable it to
determine and monitor:

(@) its Financial Group Capital Requirement; and
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(b)  whether the amount of its Financial Group Capital Resources is, and
is likely to remain, greater than the amount of its Financial Group
Capital Requirement.

2) Such systems and controls must include an analysis of:

(a) realistic scenarios which are relevant to the circumstances of the
Financial Group; and

(b) the effects on the Financial Group Capital Requirement and on the
Financial Group Capital Resources if those scenarios occurred.

Financial Group Capital Requirements and Financial Group
Capital Resources

Guidance
By Rule8.1.1(2), this section applies to an Authorised Firm in Categoryt 52

Q) The other Rules in section 8.3 do not apply to an Authorised Firm if:

@ the Authorised Firmds Financi al
Financial Group prudential supervision by the DFSA as a result of the
authorisation of another Financial Group member;

(b) the DFSA has confirmed in writing, in response to an application from
the Authorised Firm, t hat it IS
Group is the subject of consolidated prudential supervision by an
appropriate regulator; or

(c) except where the DFSA has directed the inclusion of an entity
pursuant to Rule 8.1.2, the percentage of total assets of Authorised
Firms and Financial Institutions in the Financial Group is less than
40% of the total Financial Group assets.

2) If an Authorised Firm receives confirmation in writing from the DFSA in
accordance with (1)(b), it must immediately advise the DFSA in writing if
the circumstances upon which the confirmation was based change.

An Authorised Firm must ensure at all times that its Financial Group Capital
Resources, as calculated in Rule 8.3.4, are equal to or in excess of its Financial
Group Capital Requirement as calculated in Rule 8.3.3.

Guidance

If an Authorised Firm breaches R8e3.2, the DFSA will take into account the full circumstances of
the casge including any remedial steps taken by another regulator or the Authorised Firm, in
determining what enforcement action, if any, it will take.

Financial Group Capital Requirement

1) An Authorised Firm in Category 1, 2 or 5 must calculate its Financial Group
Capital Requirement by applying the accounting consolidation method,
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which calculates the Capital Requirement of the Financial Group based on
t he Financi al Groupds consolidat
applicable prudential Rules in PIB.

For the purposes of this Rule, the consolidated financial statements of the
Financial Group must be prepared in accordance with International
Financial Reporting Standards.

Financial Group Capital Resources

(1)

)

Guidance

An Authorised Firm in Category 1, 2 or 5 must calculate its Financial Group
Capital Resources by applying either of the following methods, excluding
those amounts referred to in Rule 8.3.5:

(a) the accounting consolidation method, which calculates the Capital
Resources of the Financial Group based on t he
consolidated financial statements; or

(b) the aggregation method, which is the sum of:
() the Capital Resources of the Parent of the Financial Group;

(i)  subject to (2), the Capital Resources of any Authorised Firms
and Financial Institutions included in the Financial Group; and

ed

Fi

nandc

(i) the Financi al Groupbs proportionate

in Financial Institutions not included in the Financial Group in
which any member of the Financial Group has a participation.

For the purposes of (1)(b)(ii)), an investment by one Financial Group
member in another must not be included.

The calculation of Financial Group Capifsources is subject to the provisions in part 3 of chapter

3.

When calculating the Financial Group Capital Resources of a Financial Group, an
Authorised Firm must not include Capital Resources or Adjusted Capital Resources
(as the case may be) of subsidiaries or participations of that Financial Group to the

extent th

@)

(b)

Guidance

at those Capital Resources or Adjusted Capital Resources:

exceed the entity requirement in respect of that subsidiary or participation,
calculated in accordance with Rule 8.3.3; and

are not freely transferable within the Financial Group.

1. Because the Finaral Group Capital Requirement set out in R8l8.3 includesCapital
Requiremerd in respect of Group entitieCapital Resourcesnay be included in the
calculation of Financial Group Capital Resources to the extent of those requirements. Capital
that issurplus to those requirements li®wever subject to an additional condition before it
may be taken into account for the purposes of Financial Group capital adequacy.

PIB/VER34/12-19

169



8.3.6

8.4

8.4.1

8.4.2

8.5

8.5.1

8.5.2

/Ay

PRUDENTIAL 7 INVESTMENT, INSURANCE INTERMEDIATION AND BANKING (PIB)

2. In general, Capital Resources or Adjusted Capital Resources are considered nbeédybe
transferable if they are subject to a legal or constructive limitation on their transferability,
whether that transfer would be made by dividend, return of capital or other form of
distribution. Examples of relevant limitations might include adtiigns to maintain minimum
Capital Requirementto meet domestic solvency requirements, or to comply with debt
covenants.

Deductions for Qualifying Holdings under section 3.17 may be calculated based on
the Groupds total T1 and T2 Capital

Financial Group Concentration Risk limits

An Authorised Firm in Category 1, 2 or 5 must ensure that its Financial Group
Exposur e, including t hué, toFai Coumnterpartyadr graQpas u p 6 s P
Closely Rel at ed Counterparties does not e X
Resources.

An Authorised Firm in Category 1, 2 or 5 must ensure that the sum of its Financial

Group Large Exposur es, i ncl wd,itonagCountbrgartyFi nanc i
or group of Closely Related Counterparties does not exceed 800% of its Financial
Groupbs Capital Resources.

Restrictions on ownership or control

Guidance

By Rule8.1.1(1), this section applies &mAuthorised Firmin any Category
Parents of Category 1 and 5 Authorised Firms

(2) No entity other than one of the following may be the Parent of, or any of the
Parents of, an Authorised Firm in Category 1 or 5:

(@) another Authorised Firm in Category 1 or 5; or

(b) a Regulated Financial Institution licensed to carry on the activities of
accepting deposits.

2) An entity other than one referred to in (1)(a) or (b) may be the Parent of an
Authorised Firm in Category 1 or 5 where the ultimate, or any intermediate,
Parent is an entity of the type specified under 1(a) or (b).

Restrictions on Category 3A, 3B, 3C and 4 Authorised Firms

Q) An Authorised Firm in Category 3A, 3B, 3C or 4 must not, subject to (2),
be a Parent of an entity that:

(@) is an Authorised Firm in Category 1 or 5 or an Insurer; or

(b) carries on activities that would, if conducted in the DIFC, constitute
Accepting Deposits, Managing a PSIA which is a PSIAu, or Effecting
or Carrying out Contracts of Insurance.
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2) An Authorised Firm in Category 3A, 3B, 3C or 4 may own or control an
entity referred to in (1) where it is itself a Subsidiary of:

(a) a Regulated Financial Institution licensed to carry on any one or
more of the activities specified in (1)(b); or

(b) an Authorised Firm in Category 1 or 5 or an Insurer.
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9 LIQUIDITY RISK

Introduction

Guidance

1. This chapter deals with management of Liquidity Risk by an Authorised Firm. Liquidity Risk
refers to the risk of potenti al |l osses incurr
assets to ensure paymentadifits liabilities as they fall due and be in a position to meet all
payments required to sustain its business on a planned growth path.

2. This chapter requires an Authorised Fion

a. maintain andmplementa Liquidity Risk policy
b. identify, measure anchonitor Liquidity Risk;
C. maintain a minimum level of High @lity Liquid Assets (HQLA);

d. determine quantitative limits on cumulative negative maturity mismatahcordance
with a specified methodology; and

e. maintain a minimum Net Stable Funding Ratio.

9.1 Application

9.1.1 (1) This chapter applies to an Authorised Firm in Category 1, 2 or 5.
2) Only Rule 9.2.2(3) applies to an Authorised Firm in Category 2.

Guidance

In accordance with Ru$e3.2.2 or 3.2.4 an Authorised Firm is reqred to ensure thathere is no
significant risk that liabilitiescannot be met as they fall du&/ith specific reference to liquidity, an
Authorised Firm may meet its obligations in a number of ways, including:

a. by holding sufficient immediately available cashumrencurberedreadily marketable assets;
and
b. by securing an appropriate matchingure profile of cashflows.

9.2 Liquidity Risk policy, systems and controls

9.21 (1) An Authorised Firm must establish and maintain a Liquidity Risk policy.

(1A) An Authorised Firm must ensure the policy is in writing and is approved at
least annually by its Governing Body.
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(1B) The policy must set out the level of Liquidity Risk the Authorised Firm is
willing to tolerate, which must be in line with its business objectives,
strategy and overall risk tolerance.

2) The policy must include systems and controls for intra-day, daily, short-
term, medium-term and long-term management of Liquidity Risk
appropriate to the nature, scale and complexity of the activities conducted
by the firm.

3) The systems and controls referred to in (2) must include:

(a) a system for identifying and assessing Liquidity Risk in accordance
with Rule 9.2.4;

(b) a system for the measurement and monitoring of Liquidity Risk using
a robust and consistent method which enables the Authorised Firm to
implement the requirements set out in Rule 9.2.5;

(c) a system for controlling Liquidity Risk which enables the Authorised
Firm to implement the requirements set out in Rule 9.2.6;

(d) a system for collateral management and asset encumbrance which is
able to adequately identify, monitor and manage the risks associated
with these activities in accordance with Rule 9.2.8;

(e) a system for adequate allocation of liquidity costs, benefits and risks
that meets the requirements set out in Rule 9.2.9; and

(f) a system to manage intra-day liquidity positions effectively and meet
the requirements in Rule 9.2.10.

(4) An Authorised Firm must ensure that it has risk management systems to
implement the policy.

Guidance

1. The DFSA expects that an Authorise Fi r més L i g uwildsettout theRapmadachp ol i cy
that the Authorised Firm will take to Liquidity Risk management, including various
gquantitative and qualitative targets should be communicated to all relevant ftimas and
staff within the organisation.

2. The level of Liquidity Risk tolerance should ensure that the Authorised Firm manages its
liquidity and funding risk prudently in normal times in a way that allows it to withstand
periods of stress. The level oifquidity Risk tolerance should be expressed in qualitative and
quantitative terms that are clear enough for all levels of management to be able to understand
the tradeoff between risks and profits.

3. The DFSA eapects that an Authorised Firm will integeaits Liquidity Risk policy within its
overall risk management framework and that its poldl take into account the need to

a. developliquidity managemenprocessesnd procedures to implemetite Authorised
Firmbés stated Liquidity Risk tolerance;
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ensure that the Authorised Firm maintains sufficient liquiditsourcest all timesto
meet its ongoing liquidity obligations and withstand a period of individual or market
wide stress

determine the structure, responsibilities and controls for giagd.iquidity Risk and

for overseeing the liquidity positions of all branches and subsidiaries in the
jurisdictions in which the Authorised Firm is active, and outline these elements clearly

in the Authorised Firmés |liquidity policies

have in placeadequate internal controls to ensure the integrity of its Liquidity Risk
management processes;

ensure that stress tests, contingenaydfing plans and holdings of liquid asset®

effective and apppriate for the Authorise& i r mé6s busi negstgateggodel , f
complexity of its on and offbalance sheet activities and funding mismatches. The
Authorised Firm should also make appropriate assumptions in relation to the
marketability of liquid assets under various stress scenarios

establish a set ofeporting criteria, specifying the scope, manner and frequency of
reporting to various recipients (such as the Governing Body, senior management and
the asset/liability committee) and who is resgible for preparig the reports. The
reporting should inclde a comprehensive system for projecting cash flows arising from
assets, liabilities and offalance sheet items, both consolidated and at the entity level,
over an appropriate set of time horizons;

establish the specific procedures and approvals sagefor exceptions to policies and
limits, including the escalation procedures and follgw actions to be taken for
breaches of limits;

monitor closely current trends and potential market developments that may present
significant, unprecedented andngglex challenges for managing Liquidity Risk so that
appropriate and prompt changes to the liquidity managemet¢gyrcan be made as
needed,;

continuously review information on the Aut|
reportregularly to the @verning Body; and

maintain an independent and competent internal control function and conduct regular
internal audit reviews to ensure the integrity and effectiveness of the Liquidity Risk

policy.

An Authorised Firm must ensure that its Governing Body is ultimately
responsible for the Liquidity Risk assumed by the firm as well as the
adequacy of systems, controls and processes used to manage that risk.

Without limiting the operation of (1), the responsibilities of an Authorised
Firmdbs Governing Body in respect of Liqu

(@) approvingtheAut hori sed Firmpdig; Li quidity Ris

(b) establishing and maintaining a senior management structure with
clearly defined responsibilities and roles for the management of
Liquidity Risk and for ensuring compliance withthe Aut hor i sed Fi rr
Liquidity Risk policy;
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(c) ensuring the senior management in (b) and other relevant personnel
have the necessary experience to manage Liquidity Risk;

(d monitoring the Authorised Firmdés over
regular basis by receiving adequate reporting and being aware of any
materi al changes in the Authorised F
Liquidity Risk profile;

(e) ensuring that Liquidity Risk is adequately identified, assessed,
mitigated, controlled and monitored in accordance with the
Aut horised Firmpdg; Liquidity Risk

(f)  ensuring that the Liquidity Risk policy is documented; and
(g) ensuring that the Liquidity Risk policy is reviewed at least annually.

Guidance

1. Senior management and the Governing Body of an Authorised Firm are expected to
demonstrate a thorough understanding of the links between funding liquidity risk and market
liquidity risk, as well as how other risks, incing credit, market, operational and reputation
risks, affect overallLiguditytiRiskpblisyed Fi r md s

2. Senior management should ensure that all business units with activities that have an impact on
Liquidity Risk are aware of the Liquidity Bk policy and limits.

3. Senior management should ensure that the Liquidity Risk policy outlines clearly the structure,
responsibilities and controls for managing Liquidity Risk in and across different jurisdictions,
legal entities and brancheshey should also ensure that the structure, responsibilities and
controls take into account legal, operational, regulatory, reputational and other constraints on
liquidity transfer.

Requirements imposed on a Category 2 firm
3) An Authorised Firm in Category 2 must:

(a) establish and maintain a senior management structure to manage
Liquidity Risk;

(b) identify, assess, mitigate, control and monitor Liquidity Risk; and

(¢ monitor the Authorised Firmds over al
regular basis.

Guidance
In respect of Rul®.2.2(2)(b), senior management are expected to:

a. oversee the development, establishment and maintenance of procedures and practices that
translate the goals, objectives and risk tolerances approved by the Governing Body into
operating standards that are consistent with the Governing Body's intent and which are
understood by the relevant members of an Authorised Firm's staff;

b. adhere to the lines of authority and responsibility that the Governing Body has established for
manaing Liquidity Risk;
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c. oversee the establishment and maintenance of management information and other systems that
identify, assess, control and monitor the Authorised Firm's Liquidity Risk; and

d. oversee the establishment of effective internal contreés the Liquidity Risk management
process.
9.2.3 (1) An Authorised Firm may delegate the day-to-day management of its

Liquidity Risk to another entity in the same Group for management on a
Group basis only if:

(a) the Governing Body of the Authorised Firm:
(i)  has formally approved the delegation;
(i)  keeps the delegation under review; and

(b) the Authorised Firm notifies the DFSA in writing of the delegation
immediately upon its being made.

2) If an Authorised Firm delegates the management of its Liquidity Risk in
accordance with (1), the requirements in this chapter continue to apply to
the Authorised Firm.

3) An Authorised Firm must revoke a delegation referred to in (1) and bring
day-to-day Liquidity Risk management back within the Authorised Firm if
the DFSA requests it in writing to do so.

Guidance

If Liquidity Risk management is delegated as set out in B2, responsibility for its effectiveness
remains with the Authorised Firmés Governing Bod:

Identifying Liquidity Risk

9.24 (1) An Authorised Firm must comply with the requirements in this Rule in
implementing its systems and controls referred to in Rule 9.2.1(2) and (3).

2) An Authorised Firm must assess the cash flows for its assets, liabilities and
off-balance sheet items under both normal market conditions and stressed
conditions resulting from either general market turbulence or firm-specific

difficulties.

3) An Authorised Firm must assess the extent to which committed facilities
can be relied upon under stressed conditions identified in accordance with
Rule 9.2A.3.

(4) An Authorised Firm must consider potential liability concentrations when

determining the appropriate mix of liabilities.

(5) An Authorised Firm must identify the Liquidity Risk across all legal entities,
branches and subsidiaries and in all jurisdictions in which it operates.

(6) If an Authorised Firm has significant, unhedged liquidity mismatches in
particular currencies, it must assess:
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(a) the volatilities of the exchange rates of the mismatched currencies;

(b) likely access to the foreign exchange markets in normal and stressed
conditions; and

(c) the stability of deposits in those currencies with the Authorised Firm
in stressed conditions.

Guidance
1. As part of the assessment for the purposes of RRlé@2), an Authorised Firm should
a. identify significant concentrains within its asset portfolio; and
b. value the assets conservatively, taking into account the likely deterioration in the value
of assets under markeiide stress conditions.
2. For the purpees of Rul®.2.4(4), an Authorised Firm should consider factors including:

a. the term structure of its liabilities;

b. the creditsensitivity of its liabilities;
C. the mix of secured and unsecured funding;
d. concentrations among its liability providessrelatedGrougs of liability providers;
e. reliance on particular instruments or products;
f. the geographical location of liability providers; and
g. reliance on intraGroup funding.
3. As appropriate, an Authorised Firm would be expected to condigearnount of funding
required by:
a. commitments given;
b. standby facilities given;
C. wholesale overdraft facilities given;
d. proprietary derivatives positions; and
e. liquidity facilities given forsecuritisationtransactions

Measuring and monitoring Liquidity Risk

9.25 (1) An Authorised Firm must ensure that the method referred to in Rule
9.2.1(3)(b) for measuring Liquidity Risk is capable of:

(&) measuring the extent of the Liquidity Risk it is incurring;

(b) tracking early warning indicators to aid the Liquidity Risk
management processes;
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