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Preface

In this report, CBUAE assesses vulnerabilities and risks in the domesticsipstaroiaind
covesthe key developments that affected financial stability in 2015.

Stability risks have increased at the global and domestic front throughout the year 2015.
Lower commodity prices and the appreciation of the US dollar had a major imaagt on m
economies, including the United Arab Emirates (URifse factors have weakened the
growth outlook ad have increased uncertaintfesyeverdiversificationof the UAE
economy along with strong soppfrom the banking system hawadped to cushion the
negative impact.

| am confident that susteth banking sector liquidity, laoggital buffes, solid earnings
and enhanced banking superviswifi allow banks toendurethe challenging economic
conditionsahead

In 2015, the CBUAE continued to enhance regulatory framework of licensed institutions in
response tthechanging financial landscape. The priorities are on the introduction of a fully
compliant Basel Ill capital framework, new regulatory framework ftmankrfinancial
institutions and regulations addressing the key risk management requirements in banks.

Major reforms were also undertaken by CBUAE in order to make payment systems more
efficient and useful to the end users by promoting the use of elqugonéents, reducing
cash transactions and at the same time managing the risks more efficiently.

Last, | would like to thank the Securities and Commodity Authority and the Insurance
Authority for their contributions to this report.

Mubarak Rashed Al Msoori

Governor



Objective of this Financial Stability Report

By issuing this repo@BUAE intends to provide key information to major participants in
the industryin order toallow them a better understanding of risks in the UAE financial
sector.

Definition of Financial Stability

Financial stability describes a steady state in which the financial system, comprising of
banks, other financial institutions and financial markets, efficiently performs its key
functions, such as allocating resourcesadipg risk as well as settling payments, and is
able tocontinue tado so in the event of shocks, stress situations and periods of profound
structural changes.

The report is based on data and information availabbes at31 Decembe20Bb, unless
otherwisestated.

Data source iSCBUAE unless stated otherwise
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Executiveummary

Economic growth in the UAE experienced a minor slowdown in Tt Bliversification
of the economy has helped to mitigate the impact of declining government spending as
evident by healthy, albeit declining, growth ofilarctivities.

Credit growth, continued to expand and remained supportive of the UAE edartamy.
domestic creditwhich includes loans provided by UAE banks (domestic credit), bonds and
lending from abroagrew6.3% slower compared to previous years and mightdsiaw

further in line with the CBUAE GDP forecasts. At the end of 2015 twredit-oil GDP

gap was negative indicatimgenvironment supportivefafancial stability

Despite the challenging economic condititime banking system remained solid with

gsrong capital and sustained profitability. Capital adequacy ratio stood at 18.3% while return

on assets stood at 1.5%. Liquidity position of the banking system remained resilient despite

a decline in government deposit and slower growth in depesitcaegories. Capital

mar ket funding continued to gr owDéspite accoun
initial concerns, theecline in government deposits had little impact on the banking system

as withdrawn deposits were matched by liquid assets abroad.

The Financial Stability Trend Index (FSTI) has been enhanced to include a larger number of
indicators representing the UAE banking sector, UAE capital market and domestic
economic conditions to arrive at the financial stability stance of the UAE.tDeigegr

2015, the index remained stable around its zero level indicating a limaapl diuild
vulnerabilities.

Banksd investment portfolio expanded with
bAED. More than 80% of these securities are investmelat, gvith concentration in
medium and high quality ratings.

The eal estate sector posemimalthreat to financial stability. A market correction was
registered in 2015 with 11% and 1% drop in sale prices in Dubai and Abu Dhabi
respect i verngy.the Ba estate €ectdr @mtidues to decline.

Islamic finance in the UAE continued to develop with additional participation of foreign
banks offering Islamic services and growth of Islamic banking assets of 15% during the
year. Total assets expanade@achl8.®6 of total banking system assets.

Risk to financial stability from the shadow banking industry in the UAE is limited; the asset
size remained less than 3 % of the banking system.

Initiatives to strengthen risk management of the paymemisissystiuded enhanced
contingency planning and strengthened information security management. The CBUAE
drafted a comprehensive regulation on digital payments services and continued its active
participation at the regional level with the GCC RTGS and AgidnBR Payment System
project.

The CBUAE introduced a new liquidity regulation in accordance with Basel Il liquidity
standards, as part of the plan to introduce a fully compliant Basel 11l framework.



During 2015, the Insurance Authority issued newasthreld financial reporting forms and
began in depth inspections of all insurance companies with tledé gofmrcing new
regulations issued at the end of 2014. prbe&ection of rights of policyholders was
developed according tioe frameworks appliedtennationlly, in particular ICP No. (15)
issued by the International Association of Insurance Supervisors (IAIS).

The Emirates Securities Markets index decreased by 6.5% ih\28485riven by the

reduction in oil prices as well as the overall growth prospect of the entire region. The total
value of trades traded on both the Abu Dhabi Exchange and Dubai Financial Market stock
exchanges amounted to 209 bAED in 2015 compardte t626 bAED in 2014. By

launching the Innovation Award for Capital Market Research (90,000 AED), the Securities
and Commodities Authority is promoting innovative research with the aim to tap into new
ideas and creative t hi regulatorgautharites.t he benef it



UAE Economic and Monetary Developments

Summary

Economic growth has slowed down in 2015. However, the diversification of
the economy has helped to mitigate the impact of declining oil prices as
evident by robust, growth of noroil activities. The total CPI inflation is
driven by housing and utility prices, which account for more than 39% of
the consumption basket, giving rise to higher prices volatility in 2015. The
fiscal consolidation started in 2015 by reforming electricity anduel
subsidies intending to strengthen the fiscal sustainability over the medium
term.

Economic Growth

Average oil prices declined by around 48% in 2015 compared to 2014, generating a
significant drop in oil revenues. The slowdown of the Chinese ecangrajr trading

partner of the UAE, has also amplified the oil price adverse shock. On the other hand,
relatively higher diversification of the UAE economy has made it less vulnerable to such
fluctuations, with a bigger potential for sodnprivate seot performance to drive
economic growth. In testameatmore diversified export structure, net exports have had

an increasing contribution to economic growth over time, creating a balanced growth
picture, alongside the domestic demand. The contributioet @xports of goods and
services to the GDP has increased gradually over time from 6.5% in 2010, to reach around
20% in 2014. In addition, the financial system has deepened substantially in recent years
which increased t he daanenergyyedsomic gravihl Thesen ¢ e
financial developments promoted financial stability since they alloweddoamt®pre

liquid financial sector with diverse instruments that help dampen the impact of shocks.

Based on the recent data release, the total real GDP grew by 3.4% irc@0ttastino

4.0% growth in 201&he real oil GDP surged by around 2.8% in 2015. Concerning the
northydrocarbon economic activity, the realaib@DP growth slowed down in 20ttb

reach a growth rate of 3.7% against 5.5% in 2014BWAE is forecasting a further
economic slowdown in 2016 (the growth rate of the total GDP is projected @& %&ach

driven by 8% growth in the nowil GDP) on account of the persistencéwfoil prices

On the other hand, the economy is expected to rebound in 2017 in line with the recovery in
future oil price, with a total GDP growvgiojected a2.9%

a
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Figure 1 GDP growth and economic activity in the U.A.E(Source:Research and Statistics
Departmentd CBUAE)

The Purchasing Managerds I ndex (PMI) and tF
of the economic activity, based on surveys of th@ihenonomic developments in the

private sector in the UAE arm@lbai, respectively, have decreased significantlysin 201

While the absolute index value remains higher thante&told during the whole year,

the endof-period PMI declined by 12% in 2015 compared to 2014, signalingtsibwer

positive growth inthe nonoil private sector. The DET followed a similar path; thefend

period level declined by around 13% in 2015.
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Figure 2. Non-oil economic Activity in the U.A.E (Source: MARKIT & Emirates NBD)

ConsumerPrice Index and Inflation

The inflation rate reached 4.1% in 2015, against a rate of 2.4% in 2014. The inflation jump
in 2015 generated a higher volatility of prices, leading to more uncertainty about the value of
collaterals and the financial risk. Tlflation volatility is around 1ia 2015 against 0.6 in

2014 Volatility captures the continued increase in inflation for most of 2015, a trend that
was reversed in the last quarter of the Yhase developments are driven mainly by the
housing inflatin. Housing prices, covering rental price, electricity, and water and gas prices

1The volatility is measured by the standard deviation



constitute around 39% tife standard consumption basket in the UAE. They increased on
average by 8.8% in 2015, with a contribution to the total annual inflation of 3d&dpleadi

a total housing price volatility of 4.2 in 2015. In contrast, the housing CPI inflation was only
around 3.2% in 2014, with a contribution to the total CPI inflation by 1.2% and a volatility
of 2.5. The most volatile component in 2015 was the élepiice (see figure 3.3); which
increased by more than 23% due to the electricity subsidy reform in 2015 inducing a
volatility level of 8.2, against 2.5 in 2014. Housing rental prices increased20 B%ue

mainly to the widening gap between denaanad supply. The volatility of rental prices
reached 4.4 in 2015 while it was around 3.4 one year earlier. The price of food and
transportation which constituédtogether24% of the consumption basket increased by
1.2% and 2%, contributing to the totalaitidn by 0.17% and 0.2%, respectively in 2015.
Although education accounts only for 4% in the total consumption basket, its contribution
to the total inflation equals 0.15Pke cost of educatiancreased by more than 3.7% in

2015 reflecting highetemad for private schooling

25%
House Rent
20% Water
Electricity
15%
Gas

10%
5%
0%

-5%
2009 2010 2011 2012 2013 2014 2015

Figure 3. CPI inflation of Housing sub-components (SourceFederal Competitiveness and Statistics
Authority)
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Figure 4. Contribution of different sub-components to the total CPI inflation (Source: Federal
Competitiveness and Statistics Authority)

The development of the CPI inflation of differentsuimponents summarizes the change

of the CPI inflation of two major consummop blocks: tradable goods and -rawalable

goods. The tradable goods account for around 34% of the consumption basket, while the
nornttradable goods account for 66% where housing prices represent 59%tanfatdes.

The CPI inflation of noradable was the main driver of the total CPI inflation in 2015

and the most volatile component. Ndable inflation was around 3.8% in 2015, with a
volatility of 1, where the CPI of tradables increased only by 0.3% with a volatility level of
0.5. The contributioaf the CPI inflation of notradables became dominant and increased
significantly during the last three years (0.5% in 2013, 1.7% in 2014).

Contribution of tradables
Contribution of nortradables 0.3%

0.7% 3.8%

Bl 0.2%

1.3% 0.7%| 1,00 06%  17%

1.1% OISR
0.3 05%
2009 2010 2011 2012 2013 2014 2015
Figure 5. Contribution of tradables and Nontradablescomponents to the total CPI inflation (Source:
Federal Competitiveness and Statistics Authority)
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Exchange Rate appreciation and Competitiveness

The nominal effective exchange rate is a weighted average of bilateral exchange rates with
respect to major trading partners. Competitiveness is a function of these movements,
coupled with relative price inflation between the UAE and major trading partners
Reflecting developments of the US Dollar exchange rate, the effective real exchange rate
(REER) of the dirhamtgking account of inflation differences with trading paftners)
appreciated by around 12% in 2015 compai2@llth in contrasd a total apgeciation by

about 15% during the period 2&@115. Due to the pegging of the UAE dirham to the
dollar, these developments were atowe@e projection of the US dollar appreciation
during the year. Nonetheless, the lower oil price and tighter goveevernes had a

more marked negative effect on deposit growth in the banking sector. In fact, total bank
deposits increaséy around 3.5% in 2015, a marked deceleration in growth compared to

previous years

115%
— REER

0,
110% NEER
105%
100% /\
95%
90%
85%
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Figure 6. Real and Nominal Effective Exchange rategSource: Bank of International Settlement
(BIS))

On the other hand, the analysis of the bilateral exchange rate with main trading partners
shows a continuous appreciation of the Dirham against the currencies of both export and

import partners.

2The REER is an averagd the bilateral real exchange rates between the country and each of its trading

partners, weighted by the respective trade shares of each partner.
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Table 1. Dirham appreciation against currencies of top nordollarized import partners(Source:
Federal Competitiveness and Statistics Authority and Bloombérg

% Change of % Change of
Share of UAE Currencies per Currencies per
. 0 . .
imports (%) Exchange Exchange Dirham Dirham
Currency 2014 rate 2014  rate 2015 2014 2015

Chinese Yuan 11.68 1.6776 1.7110 0.22 1.99
Indian Rupee 9.19 16.6094  17.4621 4.02 5.13
Germany
(EUR) 6.09 0.2053 0.2454 0.15 19.53
Japanese Yen 5.55 28.84 32.96 8.50 14.29
UK Pound 3.53 0.1654 0.1782 -5.00 7.74
Swisdranc 3.38 0.2493 0.2621 -1.19 5.13
Italy (EUR) 3.09 0.2053 0.2454 0.15 19.53
South  Korean 2.95 286.8252 308.2172 3.77 7.46
Won
France (EUR) 2.54 0.2053 0.2454 0.15 19.53
Total 48.00
Weighted 0.56 4.45

Appreciation




Table 2. Dirham appreciation against currencies of top nowollarized partners for noroil export
(Source: Federal Competitiveness and Statistics Authority and Bloombgrg

% Change of

% Change of

Share of UAE Exchange  Currencies per  Currencies

exports (%) Exchange rate Dirham per Dirham

Currency 2014 rate 2014 2015 20142013 20152014
Indian Rupee 14.85 16.6094 17.4621 4.02 5.13
Saudi Arabian Riya 8.17 1.0212 1.0213 0.01 0.01
Omani Rial 6.61 0.1048 0.1048 0.01 0.01
Swiss Franc 6.34 0.2493 0.2621 -1.19 5.13
Turkish Lira 54 0.5960 0.7424 14.84 24.56
Iraqi Dinar 4.72 318.9919 327.3815 0.51 2.63
Kuwaiti Dinar 4.48 0.0775 0.0820 0.26 5.81
Egyptian Pound 3.65 1.9274 2.0982 2.97 8.86
Chinese Yuan 3 1.6776 1.711 0.22 1.99

Total 57.20

Weighted 1.47 3.18

Appreciation

The weighted exchange rate with respect to the topdbharnzed import partners, which
accounts for 48% of total imports, appreciated by 4.5% in 2015, against an increase of only
0.56% in 2014These developments are a result of a considerable depreciation of all these
currencies against the Dirham. Eoeo wasleading the stream of depreciating currencies
against the Dirham. It lost more than 19% in 2015, while it depreciated relative to the
dirham only by around 0.2% in 2014. The Japanese Yen lost more than 14% relative to the
dirham in 2015. It is worth noting that Germany, Italy, France and Japan represent together

a total of 17.3% of the total imports to the UAE. The UK Pound and the SonghnK
Won lost around@% each against the Dirham @52

On the norenergy exports side, the weighted average dirham exchange rate variation with
respect to the top 9 natollarized export partners, which accounts for more than 57% of
the total export@ppreciated by around 3.2% in 2015 against a weighted appreciation of the
Dirham of 1.5% in 2014 his appreciation is driven primarily by the depreciation of the
Indian Rupee and the Turkish Lira. The two countries are contributing altogether by more
than20% to the totaEmirati nonenergy exports. Both currencies depreciated by around
5% and 25%, respectively. The Egyptian Pound lost also aroundr@&g92@l5, against

the Dirham.



Fiscal balance

Based on detailed revenues data available from theyMhigtinance, the revenues
covered around 80% of the total expenditures in 2015 against a coverage rate of 92% in
2014. This is due mainly to the decrease of these revenue items by 25%, which remains
more proportional than the total expenditure dech®)(1

The revenuesd® decline is generated by the ¢
taxes on oil companies in 2015. Social contributions decreased by 15% compared to 2014.
On the expenditures side, except for the compensation of employtes@msumption

of fixed capital, which increased by 24% and 17%, respectively, all expenditure items
decreased. Subsidies fell by around 84% because of the subsidy reform pressed by the
government in 2015, in addition to the decline in transfers tan@Geve Related
Enterprises (GRES). The subsidy reform involved electricity and retail fuel subsidies. They
were implemented in early 2015 and in August 2015, respectively. Fuel prices were set in
accordance with global oil price benchmarks. Althoughréfesas put an inflationary
pressure on housing and transportation prices, they resulted in budget savings of around 3%
of total expenditures.

The expenditure decline in 2015 is part of the implementation of a gradual fiscal
consolidationintendng to strengthen the fiscal sustainability over the meeiomagainst
the backdrop of persistent decline in the olil price.

600
500
400
300
200
100
0 \
-100
-200

Revenues —— Fiscal Balance
Expenditure

2012 2013 2014 2015

Figure 7. Fiscal StancgSource: Ministry of Financé
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Assessment of Risk and Vulnerabilities

The CrediCycle

Credit supply

In 2015 UAE credit cycle continued on a trend of a moderate growth that started after the
Global Financial Crigf&FC) Total domestic credithich includes loans provided by UAE
banks (domestic credit) the economybonds and lending from abraadreased at levels
similar to the nominal nesil GDP® growth.Whileloans of the banking sectdomestic
credit)to UAE based borrowers increased by 8i8bdomestic crediticreasedy 6.3%
60% -
40% -

20% -

0% — :

-20% -
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

- Total domestic credit=—UAE banks loans (domestie}=-Nominal non-oil GDP

Figure 8. Change intotal domestic aedit and non-oil economy(Sources: National Bureau of
Statistics Bloombergand FSU staff estimates

Total estimated domestic credit supply was 2.2 galHi2 end of 2015, with two thirds of

the amount in the form of local banks lending. Outstanding bond and sukuk issues
amounted to 16% and estimatehsto banks abroad was approximately 20% of the total
debt.

2,500 +

6.3%
7.1%
2,000 - 7.3%
4.9% 3.9%
6.9% °

14.7%
1,500 + 41.7%

1,000 - 51.6%
48.2%

500 -

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Loans of UAE bank= Bonds = Loans of foreign banks % Annual growth of total credit

Figure 9. Total domestic credit (n bAED) (Sources: Bloomberg andCBUAE estimates)

3 As oil GDP is primarily cash funded and unrelated to domestic creeii] @GP is more relevant as a
benchmark in assessing the trend of credit growth.
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Given the economic outlook for the following yeaeslit growth is likely to slow down.
First signs of slowing credit supply can be seen in December figures whiegegear

bank credit growth dropped significantly below average for the previous period. Lower
demand and tighter lending standards ahelikely to contribute to this trend

Credit Cycle

The Basel Committee on Banking Supervision (BCBS) has proposed the useditf the
to-GDP gapto identify stages of credit cyatethe reference point for initiating the process
of building up the Baskl countercyclical capital buffers. To remove the effexyahtal
fluctuations, the long term trend of the cred{BEDP ratio is measured using a-sioed
Hodrick-Prescot (HP) filter. When the current cred&EDP ratio is compared to its leng

term trend, a positive gap is an indicatiorupivards cycle arubtential excess credit
building up in the system.
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Credit-to-GDP +¢cc--- Trend

Gap

Figure 11 Credit-to-GDP ratio, its trend and credit to GDP gapestimated using onesided HP (1989
2015)

During 2005to 2009 period creeid-GDP significantly deviated from the long term trend.
After reaching the peak, the credit cycle entered a contraction stage as indicated by a

shrinking and subsequently negative de@DP gap. At the end of 2015 the gap atas
minus 17% of nowil GDP level

The trend figures are heavily influenced byehed ofrapid growthbetweer2004and
2009 that could introduce uptrend bias. This suggests that estimated negative gap could be

12



overstated and current conditions cdaddcloser to normal growth levels than the gap
indicates.

240%
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Figure 12 Credit-to-GDP ratio, its trend and credit to GDP gap estimated using orgided HP (2007
Q4062056 Q9

Following the evidendbatin 2007,due to the effectsfdinancial deepeninthe UAE
financial syem experienced a regime charigecreditto-GDP gap was recalculated from
that yearAs in the previous case estimatestlitto-GDP gapat the end of 201®as
negative-L0% of noroil GDP)d supporting credit downturn hypothesis.

Analysis of the credit cycle using HP filter confirms intuitive conclusion that after six years
of domestic credit growth at levels near or below growth of the economy theoe was n
buildup of new vulnerabilities onsgstemidevel. The risk however remains that not all
issues of the bu#dp precedinghe global financial crisis were resolved. Assessment of this
risk requires deeper insight into the soundness of the finatamalasys will be covered in

the following chapters.

4 See2013 Financial Stability Reviendetails.
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Liquidity
Summary

Despite initial concerns, nancial sectorliquidity was not affected by the

decline in government deposits which took place in 2015The deposits

withdrawn had been matched with placements abroad which were

simultaneously liquidated T hi s al l owed banksdé [ endi ng
and household to remain at the same level as in 2014. Over the past 6 years

banks funding growth has largely exceeded lending, allowing for the
accumulation of a large funding buffer. The result of a liquidity stress test

based upon LCR methodology confirms that banks are holding enough

liquid assets to cover urexpected outflows.

While the concept dijuidity is commonly used and intuitively understood Ioy ntiaere

is no widely agreed definition. The BCBS defines it as the ability to fund increases in assets
and meet obligations as they come due, without incurring unacceptableThisses
definition implies three distinct states of liquidity: (1) naguality where bank is able to
perform all defined actions; (2) restrictive liquidity, where bank can meet all existing
obligations, but is restricted in extending new credit; and (3) stressed liquidity, when bank
cannot meet existing obligation withowtumng unacceptable losses. While restrictive
liquidity does not threaten survival of financial institutions (incurred cost is in the form of
lost opportunities), it impairs capacity of the financial system to perform its functions and in
this way is notompatible with financial stability. Sustained stressed liquidity, the most
extreme liquidity state, can cause severe fodaesncial institutiomand even lead to
insolvency.

Liquidity risk can be defined as a risk that a bank will not be able to fund increases in
assets and meet obligations as they come due. Or, if defined af liguidity states, the

risk of leaving state of normal liquidity. In probabilistic terms, liquidity Bsk te@f
distribution of probabilities of future liquidity states.

Primary responsibility for liquidity risk management falls to banks. The major role of central
banks is to ensure that bahkse robudiquidity risk management frameworks that ensure
they can maintain sufficient liquidity. As there are no established reliable measures for
liquidity or liquidity risk, the following assessment will be concentrated on the process of
liquidity management in the banks, in particular, funding diversificati@ushrahs
provided by liquid assets. It will also cover liquidity stress testing performed by the CBUAE,
as well as, facilities the G&Jprovides to help the bankeet their liquidity needs.

Funding diversification

Since 20Q9bank$ funding base has been expanding much faster than lending. The
Compound Annual Growthd® (CAGR) for funding has bestrong at 7.3%, compared

with a 5.8% CAGR for lending. SHifference in the growth rdias allowed the banking
system to accumulatiaege funding buffer.

5Basel Commi ttee on Banking Supervision, OPrincip
Supervisiondé, 2008
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Despite the growththe UAE banking system remained primarily deposits funded. In 2015,
deposits constituted 91% of the funding base. The remaining 9% were in thedpital of
market funding. This alternative source of fundihigh grew steadily since 2006, is highly
attractive from the liquidity management perspective, as it progalamterm funding

with highly predictive outflows.

2013 | 13% 13% 37% 24% 8% Government
i GRE
2014 | 14% 12% 37% 24% 8% Corporate
4 Retail
2015 [12% 12% 39% 24% 9% NBFI
. 1 1 . Capital Market Funding

0% 20% 40% 60% 80% 100%
Figure 13 Funding profile of the UAE based banks

Diversificatio was also increasing in deposit funding. More concentrated funding sources,

such as government and government related entities (GRE), fell below 12% in 2015. Due to
stable increase in retail and corporate deposits, the share of private sector continued t
increase. Interbank borrowings, while essential for short term liquidity management, are not
considered as a funding source. At the end of 2015, net foreign interbank position of the

UAE banks was neaera

The test to the liquidity management of soargkd came in 2015 when government
withdrew some of the foreign currency deposits (~2% of total funding base). The
withdrawal had little impact on the banking system as withdrawn deposits were matched by
liquid assets abroad.

N RO R N WA O

2008 2009 2010 2011 2012 2013 2014 2015

Spread (1 month) = Spread (3 month)

Figure 14 Spread between EIBOR and LIBAR (pp).

A comparison of EIBOR and LIBOR shows that the interest rate differential, representative
of interbank liquidity situation, has been continuously shrinking since the GFC. There was a
slight increase in the one mtto maturities during the third quarter of 2015, possibly as a
concern of the potential impact of government deposits withdrawal, but by year end the
difference was lower than at the end of 2014.

15



In spite of turbulences in regional capital markets, UAKS laproved their funding

profile in 2015. They extended the maturity profile through capital market funding and
continued to attract more stable and less volatile retail deposits. Withdrawal of government
deposits had very limited impact on the UAE moragiet.

Liquid assets

The decline in government deposits in 2015 did not have an impact on the liquid assets held
by the banks. While figures of December 2015 are distorted byofh shmat term
placement at the end of the year, certificates of defiidgsheld with the CBUAE
fluctuated around of 1400 bAED in 2015. Th€Ds, in addition to1520 bAED bank

current account balances with the CBUAE, are readily available to cover liquidity needs.

200 +
150 -
100 -

50 -

0 T T T T T T
2009 2010 2011 2012 2013 2014 2015

= CDS CDs+ Current Accounts

Figure 15 Certificates of deposits and current balances with tHeBUAE (in bAED)

More detailed assessment of the liquid assets held by the banks based on the Liquid
Coverage Ratio (LCR) methodotagdicates that High Quality Liquid Assets (HQLA)
were growing oveéhe 13month period starting March 2015.

300 - - 180%
280 - - 170%
260 - - 160%
240 - - 150%
220 - - 140%
200 T T T 130%

Mar-15 Jun-15 Sep-15 Dec-15 Mar-16

HQLA (Ihs) —e=System LCR (rhs)

Figure 16 Stock of HQLA and system wide LCR for the UAE based banks

6 As no bank has implemented LCR methagplihat is approved by the CBUAE, the measurements
obtained are only the best estimation done by the CBUAE staff.
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While efforts to accumulate liquid assets by the banks can indicate higher perceived liquidity
risk, it also suggegsudent efforts of the banks to manage risk.

Liquidity Stress Test

The CBUAE performs an LCR based liquidity stress test on a periodic basis to identify
sources of potential liquidity strain in individual banksatrad system level. The
methodology brodyl follows the methodology of the LCR in base scenario. In a severe
stress scenario the stress test includes additional run off for deposits outflows and loans
inflows and additional haircuts for high quality liquid assets. In particular, severe stress
scaario introduces additional 10% haircut on liquid assets (including local and foreign
sovereign debt independently of the rating) and assumes that there are no stable deposits in
the system.

Table 3. Liquidity stress test results

Large banks Medium banks  Small Banks Total

Number of banks 5 8 9 22
Base Scenario

Failing banks 1 1
Liquidity coverage 135% 141% 214% 140%
Coverage in failing bank 99.5%

Severe Scenario

Failing banks 1 1
Liquidity coverage 123% 129% 201% 128%
Coverage in failing bank 91.5%

The liquidity stress test done in March 2015 showed that 4 banks did not have sufficient
liquid assets to cover projected outflows. The same test repeated in March 2016, showed
only 1 bank falling below ti€®0% liquidity coverage threshold in both base and severe
scenaria Furthermore, the failure was marginal with liq@iddsgtage below 50 mAED in

base scenaramd below 600 mAED in sevecersario

Central Bank as liquidity provider

While responsibilityf liquidity management lies with banks, the CBUAE maistiaiuby
facilities to support liquidity management in the banks and provide emergency liquidity
support.

Repo and Early Redemption of Certificate of Deposits

The Certificate of Deposits progrdmcluding Islamic CDsgims to facilitate liquidity
management, particularly in dirhams, in the absence of active debt securities market. It
allows banks to earn moderate return, while maintaining liquid assets in the banking system.

To mitigate impactd onaturity transformatiohe CDs program has built options that
allowbanks to access funding liquidity at times of shortages, as banks can either:
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f Repo the CDs at prevalent CBUAEOs repo
to 3 months; or

1 Redeenthe CDs to CBUAE prior to its maturity date.

US Dollar/Dirham Swaps for Dirham liquidity

US Dollar/Dirham swap arrangements involve a simultaneous sale and forward purchase of
US Dollars against the purchase/forward sale of equivalent Dirham amountdbamien

and the CBUAE. Om daily basighe CBUAE provides the pricing/forward rates for this
facility across the tenure ranging from one week to 12 months.

Emergency Liquidity Support

Interim Marginal Lending Facility (IMLF) and Collateralized Murkbatiity (CMF) are

Dirham funding facilities that were introduced in 2014. The IMLF and CMF allow
conventional banks and Islamic banks respectively to access Dirham funding from the
CBUAE on an overnight basis by posting eligible securities as coitdmabarty
Repurchase Agreements signed with a Triparty Agent (Clearstream Banking or. Euroclear)
The eligible securities are classified into five classes that define applied haircut.

Table 4. Eligible Collateral Classification

Class A Class B Class C Class D Class E

Prime and high Upper medium Lower medium Non- investment  Highly peculative

grade grade grade grade and not rated

Feculative

UAE Securities UAE Securities only Only securities

A Federal and local Governments a A Federal and local Governments a issued directly by
their respective GRES/PSEs their respective GREs/PSEs UAE local

~ securities; ~ securities; governments

A Banks & Financial Institutions A Banks & Financial Institutions

~ bonds/MTN programs; ~ bonds/MTN programs;

A Corporate bonds, covered bonds A Corporde bonds, covered bonds
and commercial papers; and commercial papers.

Foreign Securities

A Governments & relateajencies
securities;

A Supranational securities;

A Banks &Financial Institutions
bonds / MTN programs;

A Corporate bonds, covered bonds;
and Commercial Papers.

Throughout the IMLF and CMF process, the designated Tyggty appointed by the

banks will be responsible to provide valuation of the eligible collateral posted by the banks
in accordance to guidelines stipulated by the CBUAE. Such a process ensures that the
necessary funding could be obtained in an effantiveaasparent manner.

The CBUAE is confident that prudential supervision and regulation are the fundamental
tools against funding liquidity risk. The introduction in 2015 of minimum liquidity standards
has enhanced the capacity of the UAE financialufiostt to manage their funding
liquidity risk, without preventing credit from flowing to corporate and household.
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Investment Portfolio

Summary

Banksdé hol dings of debt securities have
the 205 bAED externally rated secureés, 168 bAED or 82% were invested in

investment grade debt securities. UAE issuers represent the largest category

with 43% of the total amount I n banksd |
80% of the debt securities heldvas USD denominated and 68% of thednd

portfolios werematuring within five years.

The ntroduction of Eligible Liquid Asset Ratio (ELAR) and further migration of some
banks to Basel Il liquidity measures puts more responsibility on the industry in managing
their liquidity. In particulat seeks to reduce reliance on the central banks. Security
holdings, therefore, are increasingly important tool in&apidity management. The
following is a review of the debt security investment portfolios of the UAE banks.

At the end loofding2oDdeE secubtiasnaknguited to 205 bAED 896
rated byat least onexternal credit rating aggnc

70
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50
40
30
20
10

0
AA-and above A-to A+ BBBtoBBB+ CCCto BB+ DtoCCC Not Rated

Figure 17 Credit quality of the banks investment portfolioi bAED)

168 bAEDor 82% of the bond portfolio were invested in investment grade debt securities
(high or medium credit quality), with most of the holding concentrated in upper middle
grade or above.

100
80
60
40
20

UAE EuropeEastern North GCC Western South Africa Australia
Asia America Asia America

Figure 18 Investment portfolio as per country of issuern bAED)
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UAE issuers represent the largest categoounting fod43% of the total amount in badks

investment portfolios. Eastern and Western Asia together represent the second major group

followed by Eurpe and North America.

200
150
100
50
0

uUsD EUR GBP JPY AED CNH CHF  Other
Currencies

Figure 19 Investment portfolio per currencies of issue€n bAED)

More than 809%f the debt securities held are USD denominated. This includes majority of

the papers issued by UAE businesses.

MV
I T T T T 1 AFS
0% 20% 40% 60% 80% 100% - HTM
Figure 20. Bond Investments by Purpose
Breakdown of investments reveals tHat arou
market while investments under Held to Maturity (HTM) represent 30%.
100
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20
0
1y 2t05Y 6to9Y  10Y and
above
Figure 21 Bond maturity (in bAED)
The maturities of banks bond portfolio is only availablatiest bonds. 68% of the bond
portfoliosarematuring within five years, with 18% aloagunmng withironeyear.
The bul k of the banks® i1 nv &E}aneenrfixedinconaer ound

instruments, with the majority in higtdiedsecurities denominated in USD.
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Banking Sector Overview

Summary

The UAE banking sector was well capitalised with an average capital
adequacy ratio of 18.3% (T1 16.6%). ReturnAssets (ROA) and Return on
Equity (ROE) were at 1.5% and 11.4% respectively in 2015. Memforming
loans declinedby end2015t0 6.2% and remaied fully provisioned. System
liquidity remained at comfortable levels with the ratio of eligible liquid
assetsto total liabilities at 16.6%as at the end of 2015.

Over the past decadds UAEhasemerged as a major regional financial c&stieart of

t he ¢ ountheyinascial gacterih@srcome to playgnificant role in economic
activity andob creation.The financial system remains dominated by the banking sector. As
of DecembeR015, the banking sectotlhe UAEwas made up &3bankg22 local banks
including eight Islamic banks and 31 foreign bank branches).

Assets

Total assets of the UARanking sector expanded to 8 #AED asat December 2015
with an annual growth rate of 7.5%, albeit lowerthiegrowth of8.3%in 2014

2,500 60%
Total Assets

2,000 - — Growth RatgRHS) 50%
40%

1,500
30%

1,000
20%
500 10%

0 0%

2006200720082009201020112012201320142015
Figure22 Annual growth in UAE banksd assets (

All banks havexperienced a slewoverall growth in 2015 compared to 2014; foreign
banks stank their assets by 5.7%.

7 Liabilities for ELAR calculation = Total liabilii€Refinancing for housing schemes + Capital & Reserves

+ General provisions + Subordied deposits)
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Figure 23 Annual growth rates of total assets in UAE banks

Loans & Deposits

The UAE has experienced moderate growth in its loan book 2tHggrowing at 7.8%
(2014 8.0%) whiclms slightly above the six years CAGR of 5.8%. Theesmient segment
of the UAE loan book remained modest constitutidp of total loans as at December

2015.
1,500

Resident
Non-Resident
1,000

500

2009 2010 2011 2012 2013 2014 2015
Figure 24. Total loans byresidency (in bAED)

In 2015 overallfundinggrew at a slower pace than the loans for the first time since 2012;
registering a growth rate of 4.¢émpared to a six year CAGR of 7r@&6nlyaffectedoy

the decrease in the government deposits and a slowdown in the gnatah sefctor
deposits to just 2.7% iQE5 compared to a 11.4% in 2014, while corporate sector deposits
growth remained at simignowthlevels tahat in2014.The share ohonresidenfunding
(including capital market fundimginainedearits long termaverage at615% of the total
funding in thesystem.
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Figure 25 Total funding by residency(in bAED)
Overall, total loans to funding ratio increasedestly during 2015 to 90.62014: 88.0
%). The loarto-deposit ratio has also reversed its declining trend since 2008 to increase
during 2015, reaching 10q204: 97%)

1,500 Total Deposits = Loans to Deposits (RHS) 12C%
1200 Total Loans —— Loans to Funding (RHS) 115%
110%
900 105%
600 100%
95%
300 90%
0 85%

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015
Figure 26. Deposits and loans (in bAED),loan to depositand loan to fundingratio

The deposit structure has remained largely unchanged with a stronger growth in demand
and saving deposits, while time deposits slightly declined.

Demand & Savings Deposits
Time Deposits 702 762

606
480
330 364 428

SO B [ R [ I SN S 4 %

622 659 695 652 701 692 730 726

2008 2009 2010 2011 2012 2013 2014 2015

Figure 27. Deposits structure (in bAED)
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Financial Soundness Indicators (FSIs)

Summary

FSis are used at an individual institutional level for micro supervision and

on an aggregated basis to capture trends in the UAE financial system. They
constitute an I mportant c 0 mp wecwm t I n
survelfllance framework. Used in combination with other indicators, they are

useful in assessing financial stability and detecting the buddp of systemic

1iSKS.

Capital Adequacy

UAE local banks remain highly capitalised with a total capitalcgdexica (CAR) of
183% and a Tier 1 ratio df6.80 as of December 2@ The CARratios haveslowly
declined frontheir peakreachedn 2011 This decline can be attributed tolahkshavng

fully repaid Ministry of Finandaer 2 capital instrumenissued in 2009 as well astedit

growth seerbetween2013 and 2@l Current ratiossignificantly exceed Baskekapital
requirements.

25% . .
— Tierlto RWA ratio

) -
20% " — Total Capital to RW, ‘_\_,_\__v__
T —
15%

10%

5%

0%
2005 2006 2007 2008 2009 20102011 2012 2013 2014 2015 2016

Figure 28 Tier 1 and total capital adequacy ratios (calculated according to Basel | bed 2015nd
Basel Il from 2011 onwards).

Asset Quality

NonPerforming Loans (NPLS)

NPL is a key ratio in measuring asset quality,latiggitgit shows signs of deterioration in
the asset quality of banksatDecember 2@ the UAE banking systerachan NPL ratio
of 6.2% representing total classified loar83&AED. This was a decline from the 7 &%
December 2014.

The dynamics of the NPL depend on multiple factors (write offs, write backs and new
defaults). New defaults have started to incdeaisg the last quarter of 2015 driven by the
difficulties faced in the SME sector.

8 Local banks only
24
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Figure 29 NPL (in bAED) and as share of total loans
Provisien

UAE Banks held total provisions 102 bAED at the end of December Z)broadly
unchanged frortheir204 levelsThe decline ilNPLsover the past two years has resulted
in an increase in tNPL coverage ratio. It stood di0% as at the end of December201
(2014: 102%).

120%
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100%
90%
80%

70%
2009 2010 2011 2012 2013 2014 2015 2016

Figure 30. Provision coveraggin bAED)

The marked increase in provision is explained by a December 2015 deadline for all banks to
constitute a general provision representing 1.5% of their credit risk weighted assets.

General Provision

- - 20 25 29
Specific Provision
17
16
12
11 68 79 72 73
55
44
33

2009 2010 2011 2012 2013 2014 2015

Figure 31 UAE banks stock of provisions
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LoanRescheduling

The CBUAE defines rescheduled loansas whose maturity a been extended while

the terms (principalnd interest) have remained unchangédds process isisually
undertaken i n order to accommodéstand isbor r owe
considered to be part of normal banking business.

Rescheduled loans are not classified as nonperforrAingrovision is not required
provided that the borrower has not become delinquent before the rescheduling has taken
place,and that the ne terms do not offer temporary relief, concealing the need to
constitute a provision.

While total rescheduled loans have remained unchanged, ahdikerigence of trends
between the personal and the corporate categories, reflecting a more chakemegsg
environment.

Corporate Loans Personal Loans @

%)

96 91 2l

64 65

v

2011 2012 2013 2014 2015
Figure 32 Rescheduled corporate and personal loafi® bAED)

Loans rescheduled more than once are also perceived to have a higlusafaisltbfs
category wasbAED as at the end of 2Btompared t@3bAED in December 26t

Profitability

Interest Rate Analysis

The steady i eamingsiace 2009 isnlargehadrikes ly the growtlaai ik s &
Net Interest Income (NII), however, it has decelerated from 10.5% in 2014 to 4.7% during
2015.This was attributable tolawer demand on loanghich resulted in a lower credit
growthand aighter interest rate spread

Bank&funding costhave slightly increaseder the perioavhich carbe explained biye
normalization of monetary polioythe US and its impact on EIBOR rate during 2015.

Table 5. Profitability of banks

2009 2010 2011 2012 2013 2014 2015

NIl (bAED) 41.7 441 48.9 49.1 53.4 59.0 61.8

NIl to gross interest income 56.6% 60.8% 64.8% 66.9% 72.4% 75.7% 752%
Gross interest income/gross loans  6.9% 6.7%  6.6% 6.2% 58% 5.6% 5.5%

26



The average interest rate earned on loans duringezdédseto 5.7% (2014: 5.8%gnd

the averagmterest rate paid on deposits during 2015 reached 1.4% (201 4e4uBby

in the spreadiecreasingpy 17 bps to 4.3% I he average interest rate earned (paid) are
implicit rates and calculated as the ratios betweenrtten@2cumulative flows of interest
actually receivegaid and the averaggzeof corresponding loandeposits during the
same periad

5%
4%

3%
2010 2011 2012 2013 2014 2015 2016

Figure 33 Spread of mplicit interest rate earned on loans and paid on deposits

Income Statement Analysis

The ratio of norinterest expenses to gross income is antindica o f banks®& op
efficiency it increased t®@80% (2014: 36.4%) in 201%he operating profit before
impairment remainathchanged &5 bAED as at December 2015.

55 55

47
40 40 P a2

2009 2010 2011 2012 2013 2014 2015
Figure 34. Operating profit before impairment (n bAED)

The level of net provision charge,a percentage of 2015 net profits, increased to 46%
compared to 34% in the previous y@&ais is explained by the increasingly challenging
domestic and global economic environments
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Figure 35 Net provision charges tonet profit before tax

Increase irprovisionsis the main reason for the decline in profits of the banking sector.
During 2015, net profit of the banks dropped from 39 bAED to 37 bAED, reversing the
growth trend of 12% for the pdive years.

ED

39 37

32

27 26
22

19
2009 2010 2011 2012 2013 2014 2015
Figure 36 Net bankso® profits

Profitability ratios & distribution

Revenues and expenses increased by a similar amount; net provisions havieyimcreased
additional 3 bAED during 2015.
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Non-interest Income General & Administrative Expenses

Net Interest Income Net Provision
23 19 e
21 20
59 62
53
42 44 49 49
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Figure 37. Profitability breakdown of banks in UAE as a percentage of their total assets

Net Return on Assets (ROA) anet Return on Equity (ROK)ecreased t@5% and
11.6% respectively as at the end 06201
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Figure 38 ROA and ROE of the banksin UAE
Liquidity
Ratio dfiquidAssets Tmtal Liabilities
Liquid assets aiefined to include only cash and reserves held @BWAE, Central

Bank CDs, 0% riskweighted government bonds (local and foreign) antsk¥eighed
UAE public sector entities.

The ratio of liquid assets total liabilitieshas remained stablshowing substantial
improvement since 2008, reaching%@s at the end of 20I5he figuras distorted by a

oneoff short term placement aktlend of tisyear
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Figure 39 Liquid asset ratio (in bAED)

Lending to Stable Resources Ratio

The Lending to Stable Resources Ratio (LSRR) aims to promote a stable funding profile for
banks, in line with the spirit of the Bdd#eNSFR ratio introduced much later by the
BCBS.

The lending comprises lofans and advances net of provisions, financial guarantees issued
less guarantees received, and interbank placements with a residual maturiy miterms

than 3 monthsStableresources includeapital and reservesterbank deposits with a
remaining maturity of more than 6 months,
maturity of more than six mitig, 85% of all other deposisratio below 100% indicates

that the baking system is funding its loans using stable funding sources.

This ratio as of December 2015 stayed at 87.1% at its ten year average. The current
resources buffes at 229 bAED
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90%

4 8™
85%

80%
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Figure 40. Lending to stable resources ratio

9After deducting goodwill and other intangible assets, fixed assets, unquoted investments and investments in
subsidiaries and affiliates
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Interbank

Domestic Interbank

Analysis of the banks domestic interconnectedness is used as criteria for identifying
Domestic Systenailtylmportant Banks (E5IBS).

There are a number of banks that play a centric role in the system; five banks appear to hav
large number of interbank relatiertberas a lender or a borrower.

9 ] 9

Figure 41 Domestic Interbank interconnectedness Banks are represented in nodes, the links
between them represent the existence of a bilateral interbank exposure, while the thickness of each
link represents the relative size of that exposure. Local banks connections are illustrated in grey while
foreign banks are illustrated inlight brown. Black nodes are for local banks while maroon ones are for

foreign banks

Foreign Interbank Funding'®

Foreign interbank funding includes lending to banks abroad and to foreign branches of local
banks. As a result of pattgovernment deposits withdrawal and repatriation of liquidity
held abroad, local banks have a neutral position in the foreign interbank markeé822014: +
bAED).

10 ocal banks only
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Figure 42 Net interbank lending by local banks (inbAED)

CapitaMarket Funding

In the absence of @eveloped icham bond market and long term domestic institutional
investors, foreign capital markets are the predominant channel for national banks to raise
medium to long term fundinddistorically low interest rateseated a favourable
environment for longerm fundingn 2015 As a percentage of tdahding capital market
fundingreached 9.0% (2014: 8.1%).
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Figure 43 Capital market funding(in bAED)

Net Liquidity at the CBUAE

The CBUAE monitors two indicators to assess the liquidity of the banking sector: net total
liquid assets placed by banks witlCBBEIAE and total collateralised funding provided by
the CBUAE

NetTotaLiquid Assets

The net total liquid assets placed by banksheittBUAE revealed a rising trendlime
with comfortableiquiditylevelsi n t he mar ket . At the end of
liquidity with theCBUAE stood at 295 bAED which represert®% ofthebanks 6 t ot a
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assetdDecember 2015 figures drstorted by a oreff short term placement at the end of
the yeaupwards as the level went down again hisitsricalevels early in 2016.

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Figure 44 Net liquidity of the banks (in bAED) defined as current account balances, reserves
requirements and CDs (net of repoed CDs or any use of CBUAE liquidity facility)
Collateralised Funding ©Bth&E

Since early 2012, the usage of collateralised fundingdBIXAE has been marginal due
to the comfortabléiquidity position enjoyed by thanisoperating in th&AE; this has
been reassured during 2015 as this facility has not been ysasobat falm the occasional
testing carried out by a few banks

10

O N A O ©

2013 2014 2015 2016

Figure 45 Collateralisedfunding end of quarter position (inbAED)
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Financial Stability Trend Index

Summary

The CBUAE has improved and updated the Financial Stability Trend Index
(FSTI) which measures risks to financial stability. FSTI cobines now
seventeen Indicators that represent the UAE banking sector, UAE capital
market and domestic economic conditions to arrive at the financial stability
stance of the UAE. During the year 2015, the index remained stable around
its zero-level indicaing a limited build-up of vulnerabilities.

Overview

The FSTI was first developed during 2014 and consisted of nine indicators that were
aggregated together into one indgxesentinghe United Arab Emirates (UAE) financial
stability trend and served gm#a of CBUAE Early Warning System.

Assessment of financial stability is based on the combination of a broad set of economic
and financial indicatocomputed over a long time horizon and from a large sample of
indicators ofdifferent frequencies. They gmémarily based on the financial soundness
indicators (FSlefinedby the Internation&lonetaryFund (IMF) in 2006.

The index intends to show whether the current environment is supportive of financial
stability It does ot intend to predict the occurrence of a crisis but rather helps to detect the
buildup of vulnerabilities in the financial sector at an early stage. The individual variables,
alonemight not provide a complete pictwfefinancial stability bubdicate gpotential

threat to financial stabilishen combinedAs part of building up an indicator for the UAE,
indices developed by other central banks and the IMF were reviewed, combining many
mean revertingariables related to credit, liquidity, foreign egehaquity and interbank
markets

Composition of the FSTI

The FSTI included in the 2014 FSR was preliminary and included only nine variables, while,
the current FSTI comprises 17 variables capturing a wider array of information that could
contribute to duild-up of vulnerabilities in the financial seaepecially market risk.

The ndicatoraused in the FSWere grouped under three Suthices covering the banking
sectoythe economy and theapitalmarket, which weregh combined to create the FSTI
representingtability stance of the UAmBancial systeifor the pasten years.

Table 6. FSTI Sub-indices

Subrindex Number of indicators
UAE Banking Index 10
UAE Economy Index 4
UAE Capital Market Inde 3

34



The Selection ofVariables

ThecurrentFSTIconsists ofhe nine variables from the FSTI developed last year and eight
new ones. The followirsgt of variables or raw indicatousrently comprises the FSTI for
the UAE™.

Table 7. Indicators of FSTI

Sub index Category Indicator

Capital Adequacy Capital adequacy ratio (CAR)

Ratio of impairment charg@total assets (IL)
Y-0-Y growth of norperforming loans (NPL)
Ratio of net foreigimterbankto-total loans
Liquidity Ratio of liquid assets-total liabilities (LAR)

Ratio of total loan®-total deposits (LTD)

Return on assets (ROA)

Ratio of norinterest expende-gross income (NE)

Asset Quality

Profitability

Banking Index

O |o|o|o|o|o|lo o] o

Index for market implied probability of default for banks

Market Information
Volatility of banking sectto-overall stock market volatility O

Deviation of real estate prices from long term trend (Dubai "O

Real Sector Ratio of current account balatcesDP
Y-0-Y change in spot oil price

Economy Index

One year forward rate of USD/AED

ol o |o|o

Priced earnings (PE) ratio

Equity Market

o

Realized market volatild&@0 days

Capital Market
Index

Credit Market Five year credit default swaps (CDS) for government bonc O

The variables related to the banking index were selected based on the following rationale:

1 Capital Adequacy Ratibhe capital adequacy ratio (CAR) represents the cushion
(Capital buffer size) a bank has at its disposal agerpectedisks. It measures
banks' ability to absorb unexpected losses

1 Ratio of Impairmentchargeo-total asseisThe ratio shows themount of
impairment loss (chargée banksare takinglue tothe deterioration of the credit
quality of theiportfolio.

1 Y-o-Y growth of nomperforming loansThe yeaonyear growth of NPL is an
indicator ofasset quality.

1 Ratio of net foreign interbatdctotal loans A negative net foreign interbank
position shows dependency orefgn sources.

11 For reference to the variables comprising the previous FSEI nglfea to FSR 2014.
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1 Ratio of Liquid assets-total liabilities The ratio of liquid assets to tdiabilities
measures banksd ability to withstand tig

1 Ratio of Total loan®-total depositsThe | oan to deposit raf
transformatiorof customer deposits.

1 Return on AssetROA is a bank profitability indicator

1 Ratio of Noninterest expenge-gross incomemnorrinterest expenge-gross
incomemeasures the badksficiency in using their resources.

1 Index for market implied probability of default for banke: probability of default
(PD) is based on total liabilities weighted 13 UAE banks $tiscé: Bloomberg and
CBUAE staff)

1 Volatility d banking sectadto- overall stock market volatilifyhis ratiois calculated
as the volatility of a frdl®at weighted index combining both of the banking indices
of ADX and DFM divided by the volatility of fé@at weighted indices of both
ADX and DFM.

The variables related to the economy index were selected based on the following rationale:

91 Deviation ofreal estate prices from long term trend (Dubai):oRbrsistent
deviation of eal estate pricdsom long term trends negatively affect financial
stability.

1 Ratio of current account balatncé&DP: Significant trade deficitffect the
financial situation of the country.

1 Y-0-Y change in spot oil pricéearon-year change in spot oil pricansmportant
variablegiven thesignificantlependencen oil revenues.

1 2lvyear érward rate of USD/AEDThe forward rate is a good reflection of the
pressure on the currency

These variables related to the securities index were selected based on the following rationale:

1 Priced Earnings (PE) Rati®E Ratios a general indicator of market sentiment. A
high PE ratio can potentially sigmabverpried local stock exchange market

1 Realized Market Volatilitfhe 906day realized volatility of the UAE MSCI Index.
Increased stock market volatility reflects increiaked the market.

1 Credit default swaps (CDS) for khealgovernment bond€DS isagoad measure
of perceived credit risk.
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Representation of theFSTI and its evolution
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Figure 46. The UAE FSTI sub-indices

The three suindices are calculated as a simple average of the inditatostatistical
normalization. The aggregation of the indicators makes a better gaug# refrthstate of
financial stability.

The FSTI ranges between 1 ahdzero being the neutral level indicating that stability is
constant. The FSTI currently stand$ &8.
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Figure 47. The UAE FSTI

Analysisof the FSTI
Januard0l4to December 2014:

Data show a marginahprovement in the first half of the year, driven mainly by healthy
profit margins by the banks and a growing funding base and reflected well in other related
banking indicators. However, in the sedwiflof the year, some indicators started pulling

the FSTI in thenegative directiofhe main drivers of changere the variables linked to
volatility in thestock market anthe continuous fall in the oil prices

37



January 2015 to December 2015:

Data shovwa marginal deterioration in the banking index during the year 2015 due to a slight
increase in neforeign interbankatio and the loan to deposit ratio combined with a
decrease in the bafdksofitability. Furthermore;ontinued decline in oil priceshich

affected the sentiment of investors @nedoverall gpwth potential of the econorag well

as a slowdown in the rate of NPL improvement, led the index slightly in negative territory.
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Real Estate Markets

Summary

After a sharp rise in property pricesn both Abu Dhabi and Dubai in 2013
and the first half of 2014, there wasraild market correction (11% in Dubail
and 1% in Abu Dhabi) in 2015. Participation of the banks in the sector
remains subdued.

Residential Real Estate

In 2015, average residential sales prices in Dabaased 1% to approximately4 tAED
per sq. m. Houisg prices in Abu Dhabiemained stable sinttee second half ¢f014 It
decreased by less than 1% in 2015 and was 128kED. min the first quarter a2016
prices remained relativstable with fluctuations bel 1%.
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Figure 48 Average monthly prices of residential propertiesAED /Sqg. m.) (Source: REIDIN)

Analysis of historical data suggestsrtatrent prices were lesslatile than sadeprics.
However, rent prices tend to react fastazthanging market conditiofifis was not the
case in 2015 when rent prices continued growing until the middle of the year. The rent
prices in Dubai and Abu Dhabi fell by 4% and 3% céisply in 2015.
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Figure 49. Monthly residertial rental prices (AED/Sq. m.) (Source: REIDIN.com)

As atDecember 2014ental yields wefg@% in Dubai and 7.0% in Abu Dhalbior the
first time since 2009 Dubai rental yields were above Abu Dhabi for a sustained period of
time.
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Figure 50 Residential rental yieldgSource: REIDIN)

2015 ended with real estatnsactiorvolumesn Dubai moderately abe 2014 levels. It
suggests that in spite of decreasing sale prices market remains relatively active.
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Figure 51 Number of residential property transactionger yearin Dubai (t of units) (Source:
REIDIN )

Increas in supply ofresidentialinits in Dubaivas moderate and only slightly above 2013
level- lowest point registered. Despite thatancy ratescreased to nearly 10%.
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Figure 52 Dubai residential property occupancy rates (%) and neywadded supply th of units)
(Source: REIDIN).
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Non-residential Real EstateM arkets

Commercial property and propedgvelopment are generalbnsidered to pose greater
risk to finam c i al I nstitut i omnodresiddntal nsarkeremairs igye t s .
stable since 2010ffice space rent prices Dubai remained unchanged in 2015 after an
increasef nearly 13% in 201@ccupancy rates continued to fluctuate at around 8@
rangat stayed in since 2013.
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Figure 53 Dubai averagemonthly office space rent pricesn AED per sq. m.(Source: REIDIN.com).

The Dubai hotel market remained relatively stable im2B1fatal revenue continuing to
grow. Due to increasing supply average daily revenue per room has drogpeg bp%
reaching 618ED, Abu Dhabi hotel revenue per room remained unchangedAE B89
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Figure 54 12 month average dailyevenue per hotel room in AED(Source: &ith Travel Research,
Bloomberg)

The data suggest that thedhanarket, especially in Dubai, might be facing supply pressure.
It could also indicate market expansion in the segments oriented towards more budget
sensitive travellers.

Property Market Risk Assessment

Small fluctuations in the real estate market have little impact on the financial stability of the
financial systeniThe aim of this part of the analysis is to evaluate how the risk of a
significant decrease in real estate prices could impact econdtyiardttikius, directly or
indirectly, harm the functioning of the financial system.
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Figure 55 Top: Dubai average residential real estate sale price (AED Tksq. m) and long term price
trend. Bottom: deviation from long term trend.

In the absence of affordability indicators, asafexd HodrickPrescott (HP) filter was used
to determine an equilibrium value by decomposing the movement of real estate prices
Dubai into cyclical and long term trend components.

The gap between real estate prices atlwhggerm trend turned negative2dib. At the
end of 2015 it indicated that a market price was nearly 9% below long tefwvéraiigt
indicates low rnpbability of a significant financial shock emanating from thestatd
sector.

Bank Real EstateLending

While previousup-cycle (2002009)in real estatenarketswas marked bystrong credit
growth, the most recent episode (ZZ015)was not.Since2014, real estate lending by
UAE bankdell by almos§%.

2015 71 203
2014 82 194
2013 80 207

Under Construction = Completed

Figure 56. Bank real estate lendingin bAED)

Lending related to completed propeitiesecased% to 203 bAEDON 2015. On the other

hand, lending to properties under constructiondeeseasetty 14%. The decline was

evident inwholesale portfolio, while retail lending increased byl'Hi%suggests that

banks® participation i nuedtobewerydmitedg r eal est e
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Figure 57. Real estate related lending by borrower typé(bAED)

While overall corporate borrowing for real estate decreased, the major decrease came from
commercial property related lending, while hedsgbed businesses and developers increased
their borrowing by 5%.
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Figure 58 Real estate related borrowingy type of property (n bAED)

UAE b amakcimddof resideati property increasdry 4 bAED (3%) in 205, while
financing of commercial properties (offices, retail, hotelgeeteasely 8 bAED (6%).

Most recent hanges in banksd real estate |l endin
conditionson the bankdbalance sheetsendingdecreaseduring tle market recovery and

continues thelowrtrend during the market correction without any impact on asset quality.
Furthermore, banlending ishifting towardsompleted propertiemdas suchhecoming

less exposed to fluctimats in the residential markatd more nfluenced bygeneral
economiconditions.
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Shadow Banking

Summary

The relatively small size of UAE shadow banking industry does not
currently pose risks to financial stability. Credit intermediation activities of
finance and investment companis remained small, with loans continuing
to decline by 3.4% in 2015 (2014:2%).

Overview

The Financi al Stability Board (FSB) def i n
involving entities and act i videfintosdoesundt si de t
include other types of financial intermediation (foreign currency exchange and equity) and
places shadow banking outside bank specific regulation. The four key aspects of
intermediation are maturity transformation, liquidity transformbgverage and credit risk

transfer. In 2015 the FSB expanded its analysis to kstterss potential risks.

Table 8. Economic functions within FSB shadow banking framework(Source: Financial Stbility
Board Report 2016

Economic function Typical entity type

Management of collective investment vehicles Fixed income funds, mixed funds, credit he
features that make them susceptible to runs funds, real estate funds

Finance companies, leasing companies, fac

Loan provision that is dependent on stenihfunding companies, consumer credit companies

Intermediation of market activities that is depender

shortterm funding or on secured funding of client ass Brokerdealers

Credit insurance companies, financial guaral

Facilitation of credit creation monolines (bond insurers)

Securitisatiobased credit intermediation and funding

" . ! ritisation vehicl
financial entities Securitisation vehicles

This reportcoverstwo economic functions stated by the R@Bch arerepresented by
investment and finance companidss part of shadow banking the UAE is relatively
less complex and smaller than the banking sydtierasset size less than 3% of banking
system assets

2Framewor k published in FSBds November 2015 Gl obal :
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Figure 59 Left: Financean d i n v e st me rassetgirbAPD) Right Badking system assets
(in bAED)

The growing size of the industgibeit small magreaterisks to financial stability.
Transmission chansethrough which risks may haaential spilloverns through credit
intermediation

Finance companies

Finance companies in the UAE shadow banking system undertake maturity transformation
activities mainly in loan origination. The assessment will continue by distinguishing two
fragments of the sectawo major playergrimarilyinvolvedin real estate lendiagd the

rest.The rest are then classified into-bank and bank owned companiesn portfolio

of the major players declineg 21.4 % in 2015 compared to 20% in 26@diding the

sector decline.

Excl uding the major players, ot hemwasielnance
diversified andyrew at6.7% in 20152014: 13.9%).endingwaswell dispersed across
categories for bank oexposudesoff norrbank ownedvee mpani e
moreconcentrated ihusiness financing

Real estate
Bankowned 21% 18% 26% 22% 11% Vehicle loans
Personal loans
Business loans
Nonbank owned| 16% 7% 15% 42% 18% Credit cards
Others

Figure60OFi nance compani esd | dexaudingomajdrplaydrs) o composi ti

Funding structure of baigwvned finance companies remained largely in egileson

bank ownedcompanieshave more reliance orepbsits constituting %© of funding
portfolio. Risks for norbankownedfinance companies may be eminent from the reliance
on short term deposits to finance loaign loans. Deposits maturity on averagd igear,
whileloans in particular mortgagyed businesse on average of more than 10 year tenures.
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Capital market fundingmained small, constitutitggs than 3% dhe portfolio, led by
one major playeihe limited share of capital market funding is mainlyusdttilp the
creditworthiness (unratpdstion) of many ofthese institutions to issue bonds.

Customer deposits

Bankowned | 17% 37% 5% 40% Bonds
Other financing
Due to related parties
Non-bank owned 40% 10% 6% 11% 34% Other liabilities

Equity

Figure 61 Funding structure of finance companies (excl. major players)

Asset quality of financerapanies have slightly deterioratettheaénd of 2015with non
performing loans (NPL) ratiocreasing td1.5% (2014t1.1%). Excluding major players,
overall NPL stood at 7.3% (2014: 5.3%). AigkerNPL ratio was driven by ndrank

owned finance compies which registered an increase of 2.8 percentage points while bank
owned by only 0.5 percentage poiite difference is attributed mwnbank owned
finance compani@dending portfoliostructure where lending to rigk asset classes
(business loanis)more prominent.
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Figure 62 Left: Asset quality of bankowned (excl. major players)Right: Asset quality of norbank
owned (excl. major players).

Capital positionf finance companies (excluding major players) cortbmeesain strong,
although slightly decredsn 2015 with capital adequacy ratio of 32.7%. (2014: 35.4%)
Leverage position was also improving since Botlrecorded an increase in 2015 standing
at1.9.
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Figure 63 Capital and leverage position of finance companie@xcl. major players)

Investment companies

|l nvest ment companiesd® business model can b
savings schemes and the other providing asset management, investment advice and similar
services. In the UAE, only one company runs a saving scheme where it 9peratgtica

for retail investors to invest in shtatm instruments. The assessnmeithis sectionvill

focus on investment companies offering asset management and advisory services.

l nvest ment ¢ o nnueatoexpandin 2015 Hyedi§20142.4%)tsupported

by an increase in lot®ym investments. While investments grew, asset composition
remained stable with no significant shifts in asset categories, reflecting no adverse risk taking
behaviour by investment companies to seek higher iexnegietds.
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Figure 64. Asset composition of investment companies

Profitability of investment companies deteriorated in 2015 with operating incomaglecreas
by 38%,mainly driverby more than 50%ower gains on investment and, fieflecting
volatile financial markets and asset prices.
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Risk assessment

Interconnectedness to the banking system and domestic capital markets is lovEor the U
shadow banking industignpact of movement in deposits to the banking systemited

as deposit placementsfinance and investment compamesained low at less than 5%

of total deposits.

UAE investment companies have increased exposure tartastiddond market while
shrinking its exposure in foreign equities. This suggests growing interconnectedness to
participants in the domestic capital markets but limitedragshan 50% of investments

are inforeign bonds

19% 21% 24% 20% Domestic equities
3% 6% Foreign equities
31% 28% 14% L0 o Domestic bonds
12% 0 Foreign bonds
8%
12% ce
50% 52%
38% 44% 46%

2011 2012 2013 2014 2015

Figure66 | nvest ment companiesd domestic investmen
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Recent Developments

Regulatory Developments

Introduction

In line with theCBUAED s str ategy, the Regul atory Devel
develop the regulatory framework for financial institutions licensed @BUA& Over

the next number of years, the UAE regulatory framework will continue to be progressively
enhanced inrfle with international standards and best practice.

The CBUAE is working closely with the banks and other licensed financial institutions in
shaping this new regulatory framework. All new regulations are being consulted on with the
industry. Th&€ BUAE is ato focusing on ensuring that the institutions are preparing for the
forthcoming changes to the regulatory system to enable smooth transition towards the new
requirements.

Developments in 2015

Liquidity

The CBUAE introduced a key new regulation in relatmnliquidity in 2015. The
ORegul ation regarding Liquidity Requiremer
management of banks in terms of liquidity portfolio governance, risk management and
practices and is a cornerstone in our new regulatory frékméWhis regulation and
accompanying guidance manual provides the framework (DBIIAE requires banks to

implement in order to effectively manage liquidity risk. It introduces the requirement for
banks to hold eligible liquid assets in case of fusttiicgs. Equally important, it provides

a glide path for those banks required to manage their liquidity in accordance with the Basel

Il liquidity standards (Liquidity Coverage ratio and Net Stable Funding Ratio) to become
fully compliant by the effectivadl dates in 2018/2019.

Digital Payments

The CBUAErecognizes that Fintech development will play an important role in shaping the
future of the financial services industry in the UAE. In 2018BUAE worked on the
development of a regulatory frameworkssist in shaping the digital payments industry in

the UAE.A study of the digital payments landscape and infrastructure in the country and
researched digital payments operations and practices in other international junsdictions
undertaken The obgctive is to create a national vision and an associated regulatory
framework that enables and supports the development of digital payments services in the
UAE, and that also ensures the safety of the paymentsé$gsters prudent and robust
service praders and has built in consumer protections.

In designing the new regulatory framework and drafting the new regulations, we consulted
extensively with all of the key stakeholders involved in digital payments and we have been
guided by best internationahgtice in this area.
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Risk Management

A significant amount of ground work was also undertaken in 2015 in drafting a set of new

risk management regulations aimed at bringiQBbAEGO s r egul at ory f r a me
date in this area. There are five regulatiotise set, which cover; Risk Management;

Market Risk; Interest Rate Risk in the Banking Book; Operational Risk; and Country and
Transfer Risk. These new regulations are designed to amalgamate, replace and bring up to
date existing regulatory requiremfamtask management.

Regulatory Priorities for 2016

In 2016 theCBUAE will continue the work towards implementation of the new regulations
developed in 2015. This coming year will see the issuance of these important new
regulations as well as continpeslyress on finalising drafting of certain other regulations
with the intention to consult on and issue these regulations in 2017.

Amongst the key priorities for 2016 are:

Capital

In accordance with Basel Il capital requirements, the timeframé ifopfeimentation of

the new capital regime is end of 2018. The regime includes new definitions of capital, new
capital buffer requirements and better quality of capital in terms of loss absorption. The

CBUAE has developed an implementation program to tfegengagement process with

banks towards implementing the new Basel Il capital requirements for banks operating in

the UAE from 2016 onwards. This is now in progress.

Risk management

The five regulations related to risk management in banks andporérgyptandards were
completed in 2015. These regulations were consulted on with the banking sector in the first
quarter 2016 and are currently being finalised. CBWAE intends to issue these
regulations in the second half of 2016.

Digital Payments

The CBUAE has developed a new vision and blueprint for digital payments services in the
UAE. The new regulations are in final draft form. We are currently reviewing the responses
to the industry consultation and intend to finalize the new regulations in théngkadnd

2016.

NonBank Financial Institutions

The regulatory framework for nbank financial institutions (NBFIS) is also currently
under review, with a view to enhance their organization, development, regulation and
supervisory oversight. This is novamadvanced stage of readiness and the intention is to
engage with the industry on this subject in the second half of 2016.
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Other regulations

The CBUAE s also drafting other important regulations in 2016 with the intention of bring
these forward for counlation with the industry in 2017. These include regulations on
Outsourcing, Financial Reporting, Internal Controls, Compliance and Internal Audit.
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Islamic Finance

Summary

The UAE has cont i nue dompliant fihanoiaéseaiopin i t s Shar
2015 building on its pioneering role in establishing Islamic based financial

institutions. Islamic banks grew at 15% per annum in the past year and

reached total assets of 464 bAED; they constituted 18.7% of banking system

assets and 20.6% of banking system lending.

Islamic Finance in the UAE

Islamic financial services in the UAE continued to strengthen. The industry expanded with
additional participation of foreign banks offering Islamic services through Islamic windows.
Islamic banking services industry, at end 2015, covers participationnsfitdffons

offering Islamic Financial Services (Il 8 fullyfledged Islamic bankeotal asset size

of full-fledged Islamic banks grew 15% in 2015 (2014: 11%) reflectixgatfon of the

UAE Islamic finance industry.

Table 9.Breakdown of IIFS in the UAE asat 31 December 2L

Type of Institution Number
Islamic Banks 8
Islamic Windows 26
Local Banks 13
Foreign Banks 13
Islamic Finance Company 12
Islamic Investment Compar 1
Total a7
TheCBUAE provides Shariadah compliant instr!

access to high quality liquid assets.

For shortterm liquidity managemetily Islamic banks and other Islamic financial
institutionghe CBUAE created a Shari'ah compliant certificate of deposit (CDs), which has
been successful since inceptibhlovember 2010As at 31 Deamber2015, outstanding
Shari'ah compliant CDs stoo@at9bAED.

For emergency fundindfeetive fom 1 April 2015, th€EBUAE extended the spectrum of
eligible collateral for the collatseali Murabahdacility to include Shari-ebmpliant
securitie's other than the Islamic CDs issued byGB&AE. This service was enhanced to
ensure that Islamic Henalso have access to emergency fufaltiiijiesthrough the
CBUABBs I nterim Marginal Lending Facility.

At the international level, t@BUAE is a member of both tHslamc Financial Services
Boardand thelnternational Islamic Liquidity ManagemCoporation Such participation

will enhance (a) cressctorial and cres®rder policy cooperation, (b) convergence on the
prudential framework, and (c) magradential surveillance at the international level in the
area of Islamic finance.

BGuidelines for Collateral Management Under the CBU,
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Governing Law and Application of Shari'ah for the IIFS in the UAE

The UAE is governed by a civil law system. All relevant underlying commercial and banking
laws are, to a large extent, codified. There is no separate legislation within the UAE which
codifies Shari'ah lafer commercial transactions or a Shari'ah court that hears disputes
arising out of Shari'ah financing transactions. Many aspects of Shari'ah rulings have been
incorporated into the civil law and it can be said that large portions of the UAE commercial
lawsare underpinned by Shari'ah elements and are therefore compatible with Shari'ah
principles. The courts are also permitted to refer to the Shari'ah in the absence of clear
legislation and established customary business practices. This is reflectpdroathe a

taken by the Federal Law No. 5 of 1985 concerning Civil Transactions, which, together with
the Federal Law No. 18 of 1993 concerning the Commercial Transaction Law, sets out the
main provisions for civil and commercial transactions in the UAE.

There are also legal frameworks specific for the operation of the IIFS. The UAE Federal

Law No. 6 of 1985 specifies a broad Shari'ah governance framework at both the national
and institutional level. In addition, tctBUAE Boar d of Directoros R
165/6/2004 sets out specific conducts of Islamic finance companies.

Hi gher Shartdéah Authority (HSA)

In order to address the gap in the application of the Federal Law, the CBUAE developed a
charter that specifies the terms of reference and operatieeasdm the Authorityrhe

CBUAE is appointed to oversee the running of the recently approved authority and work is
underway to further strengthen the establishiRelibwing are the key objectives of the

HSA:

1 Issue fatwa and ensure legitimacy of thaupts, services and activities of IIFS.

T I'ntroduce new or adapt existing interr
documentation for best practice for the IIFS.

T Advi se CBUAE on Shartdah matters on pr
and on -c@iplamt ingtrantents developed for conducting its monetary
management function.

T Conduct and support Shartdah research i

1 Liaise and cooperate with other international organisations currently setting
Shartdah standards for I 1FS.

Performane of the Islamibankingndustry

Fullfledgedislamic bank assets have been groyeagon-yearat 15% (2014: 11%p
reach464 bAED as at end®015 Assets of the Islamic banks constitit®®6 (2014:
17.5%)f banking system assind 2®% (2014: 12%)of banking systetanding

Deposit mobilizedoseby 16.686 (2014: 15.8%p reach 33AED and accountedor
22.646 (2014: 20%)f the overall banking system deposits
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The capital adequacy ratio (CAR)ste&mic bankgxperienced a declitee156% at the
end of 20% (2014: 1B8%) andthe Tierl capital ratio remained unchangeil5.®%6 in

2015. Although at a satisfactory level, they are below the levels recordeenbgnadnv

banks.
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The ratio offinancing(loan)to depositsnarginallydecreased from 2014 to 92.2% in 2015.
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Figure 69 Islamic ba n kfieadicing to deposit ratio

The return on assets for Islamic batikseasedo 1.5% as at en@015, down from 1.6%
in 2014, whil¢he return on equitypcreasefrom 13.5% to 14.0%as at end 2015 indicating
higher profitability relative to conventional banks attributed partly to higher leverage.
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Figure 70. Returns a equity and return on assés of | slamic banks

Outlook for the Islamic Financein the UAE

The UAE and Dubai in particular, has an ambitious plan to be a global hub for Islamic
finance within the next few years. The CBUAE supports this initiative by making it one of
its core responsibilities in its organisational strategy. 2015 saw the DualpgjeExthe

Dubai Financial Market and Nasdag Dubai combined)ookeévtalaysia in terms of
international sukuk issuances.
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Figure 71 Left: Global sukuk outstanding as at December 201, mUSD). Right: International
sukuk issuance outstanding as at December 2015(mUSD) (Source IIFM Sukuk Report 2015

Islamic finance faceballenges mainly relating to legal and financial infrastructurah Shar
governance, prudential regulation and consumer awaren€BURNkecontirues to work
with the industry to address these challenges and mdhsotevelopment of Islamic

financewithinthe UAEas well aglobally.
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UAE Stock Markets

Regulatory Developments by The Securities and Commodities Authority

Performance of UAE Lisil8@€$2015

The total number of public shareholding companies listed in Abu Dhabi Securities
Exchange (ADX) and Dubai Financial Market (DFM) is 125 companies (110 UAE
incorporated companies plus 15 foreign companies).

The total net profit oattributed to shareh
62.8 bAED in 2015 compared to 62.8 bAED achieved in 2014. The net profit is supported

by profit generated from the banking sector since it has been increasedobhy 384l fr

bAED in 2014 to 37.9 bAED in 2015. The Revenues has increased by 1.5 bAED in 2015
compared to 2014 and by (0.6%).

Table 10 Net profit of UAE listed companies in ADX and DFM by sector (in mAED)

Sector 2014 2015 Change(value) Change (%)
Banks 35,076 37,863 2,787 %8
Consumer Staples 431 418 @apg %(3)
Energy 2.553 (1,265 ibzsiSdecrease it Ios? @ecrease i
Industry 865 1,077 212 %2 4
Insurance 800 a4o 991 %@l 18
ISn;/reV?(t:rgsent and Financial 3,046 1,783 2.163 %@ B
Real Estate 11,461 10, 528 933 % ©)
Services 1,181 1,458 277 %2 3
Telecommunication 10, 710 10, 204 506 % (5)
Transportation 881 843 @®yp % @)

Total ESM 62,800 62,7609 B1 %0 .)05
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The banking sector has contribut@d%) of total net prafachieved in 2015 followed by
real estate sector with has contribu{@d@%) of total net profit therelecommuication
sector (16%) and then investment and finaeciatas sector (3%).
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Figure 72 Market capitalization of sctors in ESM in 201%in bAED)

The banking sector in the UAE has contributed the majority towards total market
capitalization representing 45% or 311 bAED as at December 2015. Telecommunications
has contributed 24% or 163 bAEIhd finally the real estate sector, in third place,
contributes 17% at 121 bAED in 20I6tal market capitalization as at December 2015
was 693.8 bAED.

The following figure shows the net profit achieved by UAE listed companies in Emirates
Stock Market (EM) and the market capitalization for those companies during 2011 to 2015.
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Figure 73 Net Profit and Market Capitalization for UAE listed publicly joint companies in Emirates
Stock Market (in bAED)
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Performance of the Emirates Securities MarkeX015
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Figure 74 Performance of the Emirates Securities Market (ESM), Abu Dhabi Exchange (ADX) and
Dubai Financial Market (DFM)

The ESM index opened on 4th January 2015 at 4,580 points and closed in YE Dec 31st
2015 at 4,279 an over decrease in the performance of the index of 6.5%. The upside has
been significantly reduced as a result of 2015 dramatic global events such as tile drop
prices as well as the negative overall growth prospects of the entire region.
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Figure 75 Total value traded on both DFM and ADX during 2015 (in bAED)

Dubai (DFM) and Abu Dhabi (ADX) stock exchanges volatility
(annualized) 2015

Monthly volatilities on DFM stock market have declined from 81% in December 2014 to
27% in December 2015, whereas thenthly volatilities on ADX stock market have
declined from 49% in December 2014 to 17% in December 2015 as markets start to
overcone the effect of drop in oil prices to constant levels and the new developments in
global economic growth.

DFM stock market exhibits higher volatility than ADX. On average, monthly volatilities on
ADX stock market have followed the same path of DFM. Tugush 2015 peak in
volatility was 24% for the ADX instead of 37% for the DFM.

It is evident from the chart that trading is heaviest in Q1/Q2 periods with a significant
cooling down period towards the end of the year. Furthermore, traded values on the DFM
are greater than those on the ADX and contribute the majority of trading activity in the
UAE.
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Figure 76 Total value of trades on both ADX and DFM stock exchanges during 2015 (in bAED)

The total value of trades traded on both the ADX and DFM stock exchanges amounted to
209.4 BED from the beginning of January up until Dec 31st 2015 compared to the 525
bAED during the same period in 20kaviest trading took place during the month of
April and June 261
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Figure 77. Total volume of trades on both ADX and DFM stock exchanges during 2015 (in bAED)

The total volumeof shares traded from January 2015 up to December 31st 2015 was 125.6
bAED compared to 217 bAED volume of sharesndutie same period in 2014.

22 bAED total volume traded was recorded in April 2015 with the lowest volume traded
recorded in October 2015 at approximately 5 bAED.

Regulatory Developments by the SCA

New regulation issued by SCA in 2015:

1. Clearing Operatioris Commodities Markets.

Registration of Auditors of Public Shareholding Companies and Mutual Funds.

The Controls and Procedures regarding the Company Buying back its Shares.

Dor mant Accounts of the Brokerage Firms©®
The Accounting Syste@ontrolsand the Formation of Debt Provision for Brokerage
Companies.

arwnN
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6. The Controls and Procedures of Conciliation in Offenses Relating to Public
Shareholding Companies.

The regulations which have been amended in 2015:

1. The Regulations as to the Functioning of theké.

2. The Regulations as to Trading, clearing, Settlement, Transfer of Ownership and
Custody of securities.

The regulation concerning Brokerage in Securities.

Lending and Borrowing of Securities.

The Fees due to the Authority from Dubai Gold and Comm®&ikichange.

The Regulations as to Disclosure and Transparency.

Amendments of guidelines and procedures of implementing Article (168) from
Companies Law

No oM

New Regulations to be issue in 2016:

1. Investment Fund.

2. Initial Public Offerings.
3. Corporate Governance.
4. Merger and Acquisition.

SCA @pital market news and developments in the UAE 2015

SCA issues controls fornmanpprated publisjook companies

As part of its efforts to develop and improve public-gppottk companies' controls, the
Securities @ahCommodities Authority's (SCA) board of directors agreed to approve specific
controls for offering and listing the shares of newbrporated public jowstock
companies thus boosting investor confidence, promoting investor protection and improving
the UAE securities markets.

SCA board takes actions to raise country's competitiveness

The board of directors of the Securities and Commodities Authority (SCA) approved
amendments to the Regulations concerning Disclosure and Transparency and those
concerning Trading, Clearing, Settlement, Transfer of Ownership, and Custody of
Securities, agell as other amendments to the regulatory controls and procedures as to the
application of Article (168) of the Commercial Companies Law.

Amendment of Governance Rules and Corporate Discipline Standards stre
requirement to neemmamen to BoafdDirectors

The Chairman of the Securities and Commodities Authority (S€A8d Ministerial
Resolution No. (225) of 2015 amending certain provisions of the Ministerial Resolution No.
(518) of 200xoncerning Governance Rules &wtporate Disciplin&tandards. The

Articles of Association shall determine the method of formation of the board of directors,
the number of board members and term of membership. It should be observed that the
candidates for membership of the Board of Directors must incliekstabne female
candidate. The company shall disclose the reasons for not having any female candidates for
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the Board, and shall also disclose the percentage of female representation in the Board of
Directors in its Annual Report on Corporate Governance.

SCA signs MoU with DMCC

SCA signed an MOU with the Dubai Multi Commodities Center (DMCC) aimed at
fostering collaboration, attracting foreign investment and promoting investor protection to
better serve the UAE national economy.

SCA to offer Claritassinvent Certificate offered by the CFA Institute

Approval has been given to go ahead and teach the Claritas Investment Certificate offered
by the renowned CFA Institute in October
internal program. The course ation is thirteen months and serves SCA staff across all
departments. The Claritas Program covers the essentials of finance, ethics, and investment
roles, providing a clear understanding of the global investment industry.

SCA Board has sapPproodveesdsi @o@Gamht iDneuwwoed o p
registered professionals

SCAODs Board of Directors has approved a
professionals. Implementation of the program is expected to be announced in due course.
All industry professionatgistered with and licensed with SCA will be expected to comply
with this directive.

SCA Issues First Securities Lending and Borrowing Agent Approval

As part of its sustained efforts to develop local capital markets and meet the needs of
investors and lastrategic partners, the Securdied Commodities Authorityranted the
National Bank of Abu Dhabi (NBAD) approval to engage in securities lending and
borrowing activities.

Dor mant Accounts of Brokerage Firms©d

SCA Board of Directors approvechth br okerage firms shal/l co
Dormant Accounts after a three year lapse without of not making any transactions through

his account or without updating data requirements properly. The notification shall require

the client to updatashdata with the company, or to use the account within thirty (30) days

from the date of notification.

Accounting System Controls

SCA has approved that brokerage firms provide a special electronic accounting system for
the management of their own accsuwarid the accounts of their clients, provided that the
system satisfies certain technical requirements for the archiving and storage of sensitive
information.

SCA Meets Japanese Financial Services Agency, Tokyo

As part of the visit made by H.E. Eng. Suita Saeed Al Mansoori, Minister of Economy,
to Japan to promote bilateral cooperation in economy, commerce, and investment, a SCA
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delegation held thorough discussions and meetings with the Japanese counterpart to discuss
mechanisms and initiatives andeng the necessary procedures to realize SCA's strategic
plan to promote the UAE markets from emerging to developed over the next five years.

SCA Announces Innovation Award for Capital Market Research

H.E. Sultan bin Saeed Al Mansoori, Minister of Ecgramid Board Chairman of the

Securitis and Commodities Authotitannounced the launch of the Innovation Award for

Capital Market Research and said that the award aims to promote innovative research in
securities and commodities. He added that the awveatid a total AED90,000 aims to gain
momentum and recognition by tapping new ideas and creative thinking that will work to the
benef it of the UAEO®S r egul afafong processes, | i c e
supervisory functions, awareness camgaig well as other capital market operations.
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The Insurance Sector

Insurance Authority continues the Regulatory Development in the
Insurance Sector in UAE.

At the end of 2014 Board of Directors of the Insurance Authority, issued Decig@s) No.

Of 2014 Pertinent to Financial Regulations for Traditional Insurance Companies and
Decision No. (26) of 2014 Pertinent to Financial Regulations for Takaful Insurance
Companies, which regulate the financial, technical, investment, and accouritongs opera
of Traditional and Takaful insurers operating in the UAE.

These Financial Regulations which cover the financial, investment, technical and accounting
operations of UAE insurance companies were seen as a significant move ahead in
developing the regtday principles and technical rules for the development of UAE
insurance market performance, and to protect the rights of policyholders and shareholders;
and they represent an advanced and key step toward regulating the operations of Traditional
and Takafuinsurance companies operating in the UAE and boosting their performance as
per the best competitive standards worldwide.

The issuance of the Financial Regulations put the UAE at the forefront of the Middle East
with regard to adopting the latest solveegyirements similar to the European model.

The Financial Regulations require a significant upgrade of almost all internal systems and
procedures for insurance companies operating within the UAE and in recognition of this
there are alignment periods adnir one to three years for various components of the
regulations. While companies must demonstrate progress with all areas of the regulations,
the portions of the regulations with a-gaar alignment period are focused on accounting
records and policies wh impact all financial reporting beginning withem@hi2015. The

two-year alignment period is focused on investment limits (other than Real Estate) and full
compliance with the technical provisions. The-tle@aealignment period is focused on the

new Solvency requirements, which includes determination of admissible assets, and
investment limits for Real Estate.

During 2015, the Insurance Authority held numerous workshops for the Industry, issued
new standardized financial reporting forms (eFormshegad more in depth inspections

of all insurance companies with the goal of helping companies comply with the new
regulations. During 2015, all companies needed to update their External Auditor
requirements, appoint an Actuary, establish an Internald@pditment, and appoint a
regulatory compliance officer, so that they were ready to publish financial statements for
yearend 2015 in compliance with the Accounting aspects of the new regulations.

Takaful insurance business

In view of the special naturetbe Takaful insurance business, separate Regulations were
developed for Takaful insurance compapesating in the UAE that are compatible with

the Takaful insurance Regulations applicable in the UAE and in line with the Islamic Sharia.
The Regulatianidentified the policies that should be adopted in such companies in terms
of the Wakala model or Wakala & Mudaraba Model, in addition to provisions pertaining to
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the distribution of surplus on participants in Takaful insurance business and the importance
of separating the assets of participantsd &

Such Regulations come in |ine with the In
endeavor to regulate the UAE insurance sector and enhance the perforthenioeaif

insurance market and all entities working therein based on robust legal, technical and
financial principles and upgrade the competitiveness of the insurance sector at the regional
and international levels as per the best practices prevaitimgdeorl

New investment rules to protect the rights of policyholders and
companies against risks.

Regulations on The Basis of Investing the Rights of the Policyholders aim at protecting the
rights of policyholders and shareholders of insurance compameiesnadildition to
protecting the companies themselves against future potential risks by the regulation and
control of the investment activities of the insurance companies.

Such principles are intended to establish controls for investment activitiéssafahee

companies to ensure liquidity, profitability, safety, and diversity without engaging in
investments incompatible with the nature o
may undermine its financial position. They also aim to direasuhence companies to

focus and give priority to developing and promoting their main operational activity, namely

the insurance business.

The Regulations adopted the frameworks applicable internationally, in particular ICP No.
(15) issued by the Intermaual Association of Insurance Supervisors (IAIS) concerning the

i nvest ment of policyholdersd rights, in t
investment and selection of suitable investment instruments by emphasizing diversity of
investments, minimig focus on reducing risks while considering the limited scope of local
investments, and setting determinants onrlsklor inappropriate investments such as
unlisted shares, real estate investments and foreign investments.

The Regulations include pgigns that boost the role of Boards of Directors of the
companies in supervising the investment performance and promoting the role of specialists
such as the actuary, and consequently, emphasizing the principles of corporate governance,
activating risk magement, and adopting stress tests when developing, implementing and
evaluating the investment policy of the company.

These Regulations enforce the insurance companies to assess risks and evaluate their
solvency in key risk areas, including risks redatederwriting, investment, credit, liquidity
and operational risks, under the risk management framework system.

General Requirements for Investment

The Regul ations include the gener al requir e
through compéince by the insurance companies with certain rules in their investment
operations, including the diversity and distribution of assets in a manner that enables the
company to efficiently respond to the changing economic conditions including the
developmenttaking place in the financial markets and real estate markets. The companies
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should assess the extraordinary impact of the market conditions on their assets. They
should diversify their assets in a manner that mitigates such impacts.

The Regulations stifate that investing in products or instruments issued by the same issuer
affiliated with the same group as the insurance company should not expose the company to
highrisk concentration; and thereby, the prescribed limits for related assets and related
paties should be observed. The company must create an investment committee that ensures
adequate separation of functions between implementation, registration, delegation,
settlement and related auditing activities.

Assets must be in an adequate amounturrent currency and for an appropriate term to
ensure cash flows generated from such assets are enough to meet the expected cash out
flows for the companyods |liabilities when tF

General Rules for investment policy

The Regulations set thengral rules for the investment policy. Most significantly, each
insurance company shall develop a special policy for investment and risk management that
complies with the risk tolerance level determined by the Board of Directors of the company
toensuresond i nvestment of the companyods funds.
policy shall be approved and reviewed on an annual basis by the Board. Such policy shall
cover the general investment strategy and appropriate risk management
regulationsincludirg the mechanism to control such regulations. The risk management
regulations shall cover the risks pertaining to investment operations that might impact the
fulfilment of insurance and capital adequacy obligations. The key risks include market,
credit, ad liquidity risks. Appropriate procedures shall be taken to control and ensure
compliance with limits of assets and limits of corresponding parties. The assessment of the
credit solvency of related parties which the company is exposed to their significant
transactions shall be adequately reviewed.

The companies must set a policy and a framework for stress tests of all its investments to be
conducted once a year as per thebamhmpanyds
shall prove to thénsurance Authorityn all cases that the frameworks and policy of
investment stress tests related to operations implemented within the UAE are in place at the
companyo6s head office | evel i n a manner t he

The company shadllso adopt a separate investment strategy for insurance of persons
andfunds accumulation operations on the one hand and property and liability insurance
operations on the other hand, especially in the cases where the company practices both
types of insurece.

66



Limits of Investments

The Financial Regulations determine the limits of distribution and allocation of invested
assets permitted for insurance companies, as it is determined in the schedule:

Table 11 Distribution and Allocation of Invested Assets of insurance companies

Maximumiimit

for aggregate Sublimit for
Type of Invested Asset exposure ina exposure to a singl
particular asset countefparty
class
Real Estate 30% None
Equity instruments in listed and not listechpanies within 30% 10%
UAE.
Equity instruments issued by companies listed and not listi o o
outside UAE. 20% 10%
Government securities/instruments issued by the UAE anc o 0
by one of the Emirates in the UAE. 100% 25%
Government securities/instrumergsued by (A) rated 80% 2506

countries.

Cash and deposits with Banks in the UAE (e.g. current acc
demand deposits, term deposits, notice deposits, certificat 5% minimum 50%
deposit, etc.)

Loans secured by life policies (excludingink@df u n d s €

0,
related policies) issued by the Company. 30% None
F|nan0|al derivatives or complex financial instruments uset 1% None
hedging purposes only.
Secured loans, deposits with-banks, debentures, bonds &
other debt instruments, which are rateohg or very strong b 30% 20%
reputed and independent rating agency.
Other Invested Assets 10% None

Regulations on Solvency Margin and Minimum Guarantee Fund
The Solvency Margin bears paramount importance in the insurance industry as it serves as

an additional parameter for control and ov.
to meet its obligations in the manner that ensures maintaining the sowidtie
i nsurance companiesd financi al positions a

positions. Furthermore, the Solvency Margin serves as an ancillary indicator that directs the
risk tolerance policy of the company, in addition to the pradent por at e manage
endeavor to enhance the Solvency Margin as a key goal pursued to ensure the continuity of
the company, since the higher the Solvency Margin of a company is, the safer, more secure
and more reputable the company will be, which sesrés opportunities to get a larger

market share.

This section of the Regulations was developed based on the key principles of Solvency Il (in
Europe), which measure the key risks that may compromise the ability of companies to
meet their obligations, eluo the international requirements imposed by the IAIS, where
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the UAE is an active member, in addition to the multiple and diversified risks that the
insurance companies are exposed to.

One of the most important objectives of issuing these Regulatomsaside an early
warning system to detect flaws in the comp:
the potentials for addressing such financial flaws in the early stages, which in turn would
help fortify the control and monitoring regulatianger the insurance companies.
Additionally, these Regulations aim at enhancing the ability of insurance companies to
accommodate potential financial shocks and crises, and thereby creating a reliable insurance
market and help the financial stability i riarket.

The Regulations include provisions related to the Solvency Margin which include Minimum
Capital Requirements (a fixed lower limit under the Law), Solvency Capital Requirements (a
risk adjusted limit based on Solvency Il), and Minimum GuaramidaFrisk adjusted

limit based on RisRased Capital requirements). These three limits work in combination to
gradually increase the Solvency Margin requirements for each company based on their
individual risk profile.

Principles of Solvency Margin Forms

The Solvency Margin Forms (included with the eForms) approved by the IA are based on
many principles, the most important of which is to calculate the Solvency Capital
Requirements based on the assumption that the company will continue operation on going
concern basis. Solvency Capital Requirements shall be calibrated to make sure that the
company observes all measurable potential risks, provided that this includes both current
business and new business that the company is expected to write withitvibb/adx?2)

months.

The Solvency Capital Requirements cover underwriting, market, liquidity (investment risks),
credit and operational risks. All companies must comply at all times with the Solvency
Margin to ensure maintaining Own Funds that meetdherhamount of the Minimum

Capital Requirement, Solvency Capital Requirement, and Minimum Guarantee Fund. A
Company must immediately report to IA in the event ctampliance with maintaining

the Minimum Capital Requirement, Solvency Capital RequiramdntMinimum
Guarantee Fund.

A qualified actuary is accredited for every insurance company operating
in the UAE

The Financial Regulations related to the basis of calculating technical provisions are issued
in line with the international trends in the imsce industry that the companies must
maintain adequate and appropriate technical provisions that reflect the nature of operations
of the insurance companies, and to avoid variance in the estimates of technical provisions
made by the companies and theesponding underwriting obligations, whether in terms

of their value or time of occurrence. These include the technical provisions that must be
created by the insurance companies operating within the UAE and that should be
maintained within the UAE, in atioin to determining the methods to calculate the
technical provisions so that they are consistent with the international best practices used in
the calculation of technical provisions.
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These Regulations aim at regulating the technical principles attingal¢athnical
provisions and standardizing them for all companies in order to attain fair comparison, and
objective control and analysis of the positions of companies by the IA and in order to
provide fairer financial statements that reflect the fihpasigons of the companies.

Furthermore, binding the companies to have an assessment for their technical provisions by
an Actuary is the starting point towards directing the companies to work in accordance with
sound technical foundations and avoid pcm@petition that leads to ntgchnical
products. Besides, having an Actuarial Report on the assessment of technical provisions
increases the fair presentation of financial statements that match the actual financial
positions of the companies.

Risks Facng the Insurance Industry

During this first alignment year, most companies have fully complied with both the letter
and spirit of the new Financial Regulations, but there is a risk that some of the weaker
companies may either need to discontinue operatitoak to merge with or be acquired

by a stronger company. In general, both the Motor and Medical markets remain the two
largest segments in terms of premium volume, yet they are also the most competitive which
has led to underwriting losses for manypemmes which will threaten their continued
financial strength if left unchecked.

For yeatend 2015and perhaps again at yeadt 2016, the Insurance Authority expects that
the requirements for technical provisions force companies to strengthen their balan
sheets. In the longer run, this will improve the financial strength and stability of the entire
market as it will help companies recognize all costs as they improve underwriting practices
and pricing policies.
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Financial Market Infrastructure dhyments

Introduction

Financial Market Infrastructure an essentiacomponentof a financial market ai
facilitats safe and smooth flow of funds and other financial assets in the economy.

The UAE payments ecosystem is well established and divevijmdreforms were
undertaken by theBUAE in order to make payment systems moreegifiand useful to
the end users lpromotingthe use otlectronic paymes) reducingash transactiorssd
at the same time managthg risks more efficientifyhe BUAE is working orDigital
Payments Regulatory Framework to supiperdmart Government initiative

The overall assessment conducted b BWAE of the major payment systems shows that
these systems are sound, and are not a source rohjanyisk to the stability of the

financial system in the country. Nevertheless, cepanmationalaspects of payment
systems need to be strengthened in order to increase the security and efficiency of the UAE
payment systems.

UAE Payment Systems landscape

During thepast 10 years, the UAE authorities ldhversifed the payment systems and
increasethe number of options available to the individual and corporate stakeholders. The
CBUAE has played a key role in this development, managing and operating various
paymensystems, anzbordinatingpayment systems innovation and development.

The CBUAE currently operates the following payment systems:

1. UAEFTS (UAE Funds Transfer Systdlre retail & large value payment system
the only Redime gross settlement (RTGS) syktem

ICCS (Image Cheque Clearing System)

UAEDDS (UAE Direct Debit System)

WPS (Wages Protection System)

UAE Switch ATM withdrawalswith debit cards issued by different banks in the
country.

arwnN

In 2015 theCBUAE has initiated a process to issue a comprehensive regulation on Digital
PaymentsThe regulation passed the process of consultationslldreissuedefore the
end of 2016.

At the regional level, theBUAE continues its involvement in the regional payme
initiative i.e. GCARTGS project. This project aims to enable dimealprocessing of cross
border payments among GCC countries using their domestic currencies.

The CBUAE continues to support the efforts to create the Arab Regional Payment
ecosystenAs part of the effort it participates actively in the Arab Regional Payment System
project that seeks to integrate the clearing and settlement-bbmlespayments in the

Arab region by enabling the substitution of the existing correspondent batdmgviyn

a new centrakd system for clearing and settlement ofriegfianal cross border payments.
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The CBUAEhas planned to introduce the following new initiatives for the year 2016:

1 A Payment Gateway Services will be launched bgBUAE to provice an
infrastructure to bring together merchants and the residents of UAE with an
automated -eommerce payment method. It is an internet based payment tool
facilitates easy transfer of funds to the accounts of merchants and participant banks
by debiting theurrent and savings accounts of end customers. This system, once
introduced, will remove the time delay and cumbersome process of establishing
multiple mesh type of direct connections between different merchants and their
banks so as to realize the paymimitiated by end customers.

1 A domestic Point of Sale through which the UAE Switch will be handling all POS
transactions initiated by the merchants within the UAE without a need for routing
domestically initiated transactions to international gasedwaas Visa, MasterCard
etc.

1 Enhancement of contingency planning to encompass the management of operational
risk more broadly, and particularly, cyberInsk016, theCBUAE has planned to
strengthen its Information Security management program in lirteemiirectives
issued by the National Electronic Security Authority of UAE (NESA) with special
focus on mitigating risks due to potential online attacks on systems and
infrastructures.

Centr al Bankds role as overseer of M ¢

In its capacity as the authority in charge of ensuring the stability of the financial system of
the country, the CBUAE is acting as the primary overseer of the payment, clearing and
settlement systems operating in the country with the objective of supervisiigetiney,

security, effectiveness and consistency of these systems

The CBUAE has identified two systems i.e. UAEFTS and ICCS as systemically important
and started implementing various risk management measures in order to render them safe,
resilient att sound.A disruption in the normal functioning of the above two payment
systems might trigger raajor interruption in paymentsetweenthe major market
participants and jeopaséiinancial stability.

In 2015, theCBUAE conducted the assessment of thesystems based on the assessment
methodology introduced by the BThe assesnentrevealed certain gaps and areas of
improvement, and provided certain recommendations to mitigate the risks identified in the
areas such as Legal, Governance and Risk ManagemeCBUAE isworking with the
relevant departments in fixing the gaps.

In 2016 theCBUAE will conduct assessments of other payment systems: UAEDDS (UAE
Direct Debit System), and the WPS (Wages Protection System), in addition to a review of
the firstassessment to ensure that the required changes, enhancements and reform have
been properly implemented.
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Safety & Soundness of the UAE payment systems

Based on the outcome of the assessment performed GRUHWE, the UAE payment
systeraaresound and seoel with nomajor vulnerabilitiethat could affect the stability of
the financial system of the UAE.

The following actions were taken:

1 The operating time window for the RFGRBAEFTS was extended significantly with
which the retail customers can make funds transfer up to 4.30 PM on a working day
and the interbank funds transfer can be completed up to 5.30 PM.

1 All other net settlement sgsts including the ICCS system shall close before
UAEFTS settles.

1 The deadline for participants to avail intraday credit facility including overdraft in
their current accounts maintained with @f8JAE has also been extended up to
5.30 PM.

1 The CBUAE has imfemented a comprehensive default management procedure for
ICCS to avoid any systemic disruptions in payments even in the case of a bank failing
to meets its commitments under ICCS. Such procedures for the RTGS system
(UAEFTS) will be introduced in the y2at6.

1 In order to discipline the participants who are in breach of the rulebook terms and
conditions of each payment systemCBEAE has started levying a noncompliance
fee for each occasion of such violation.

Performanceof CentraBank 6 s pdagmment sys

UAE Funds Transfer System (UAEFTS)

UAEFTS is the 100BUAE owned RTGS system thvedis launched in Augfte001 with

a facility to automate the transfer of fu
CBUAE Currently the transfers are restriceetd AE dirhams whereas the system has the
capability to carry out funds transfer in other international currencies. Straight through
processing (STP) was introdueéedMarch 2012. With this facility, the customers of
member institutions can send and reammettances in AED using different channels
Currently access to the UAEFiBSestricted to thdéicensedbanks, certain nasanking

institutions engaged in WPS remittances, money exchange houses licen€&UBEthe

and UAE Government ministries andreges

At present,the UAEFTS system handles only the cash remittances initiated by the
participants and their customers whereas the cash leg settlement of securities traded at the
Dubai Financial Market (DFM) and Abu Dhabi Securities (ADX) are beireghantivo
commercial banks.
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Figure 78 The amount of intraday overdraft used by the participant banks

The amount of intraday overdraft used by the participant bantschasdsignificantly

over the past three years. In 20T&as dropped to 542.5 bAED (2014: 602.5). Changing
the UAEFTS settlement time to 5.30 PM is one of the reasons fal theoverdraft

availed by the participants as liquidity level of banks improved with extension of UAEFTS
closure time.

The system ezled 100% availability 2015 The total number of barik-bank transfers
was around 413 thousand with a turnover of ®¥D. The volume showed a marginal
increase of @6 over the previous year whereas the total valuedMasndre thann
2014.
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Figure 79 Value (inbAED) and number (RHS in millions) of transaction in FTS system

Image Cheque Clearing System (ICCS)

ICCS was introduced in July 200®rovidesa safe, secure, efficient and robust payment
mechanism in the Wad Arab Emirates. Banks will settle cheques issued on accounts held

by them based on electronic images of these cheques. ICCS reduces the dependence of the
payment infrastructure on the physical movement of paper, and therefore facilitates shorter
cleamg and settlement cycles. It also facilitates quicker realization of funds on these items.

CBUAE also acts as the national central archive for all items delivered via the Image Cheque
Clearing System (ICCS). The ICCS Cheque Archive is available tksalbrbaiaing

access to the images of cheques cleared via ICCS. Individual items within the archive will be
available to the Presenting Bank, the Issuing Bank and the Clearing House.
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Figure 80. Performanceof the ICCS system: total value if presentezthecks(in bAED) and share of
dishonoured checks (%)

Cheques

The number and value of bounced chewezd up by3% and 31% respectively during
2015.Thevalue of bounced cheques due to insufficient fundsdwied 39 bAED while
the value remained largely unchanged for other reasons at around 25 bAED.
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Figure 81 Value of bounced cheques

The ratio of bouncedhequess a percentage of total cheques prockasatso moved
upwardgo 3.9% in 20182014: 3.0%)
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Figure 82 Percentage of bounced chaggs to total cheques presented

UAE Direct Debit System (UAEDDS)

The system was introduced in the year @®d3afe and convenient method for regular
payments h fixed or variable amounfBhe value of presented claims increased to 11
bAED in 2015 (2014: 2 bAED¥hare of @honoured claims has also increased and
exceeded 25% (2014: 18%).
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Figure 83 Presented claims (irbAED) and share of dishonared claims (RHS, %) in the DDS

Wages Protection System

The Wages Protection System (WPS) was implenmeategberation with thilinistry of
Labour (MOL) to streamline the timely payment of wages to empid@etsber 2009

Salarnjinformation flows from the employer to one or more of the contracted agents for
payment of the wages to their employees. Funds from the employers are secured by the
CBUAE prior to dispatching thwage information to the agents. & the end of 2015, a

total of 108 entities participate in the system.
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Figure 84 Value of transaction on WP$n bAED)
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UAE Switch

Launched in 1996, the UAESWITCH scheme now comprises 43 member banks and over
4,500 ATMs. Through its connection to GCCNET, UAESWITCH allavgholders to

obtain service at ATMs throughout the Gulf region.

The wse of the network has grown over the years so that during 2015, monthly transaction
volumes are over 1.4 million balance enquiries andllibAd cash withdrawal28014: 6.6
million)worth11 bAED(2014: 10 bAED)
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Figure 85 Cas withdrawals made by UAE card holders in the UAEi§ bAED).

Payment Cards

In 2016,the CBUAE mandated that all cards issued in the UAE must comply with EMV
standardsAlmost all the backend systems and POS terminals have become fully compliant
with EMV requirementsThe number of EMV compliant cards issued has increased to 79%
in 2015 (2014: 57%)
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Figure 86. Number of EMV and not EMV compliant cards issued (credit, debit and prepaid) in
millions

Similarly,the value ofPoint of Sale transactiomaade througHJAE merchants using
payment cardmcreased by.4%, while the number of PoS Terminals increased by 30
thousand terminals in 2015.
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Figure 87. Value of PoS transactionsrf bAED) and number of PoS teminals (th)
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Appendies

Annex: Key Financial Stability indicators

Table 12 Key financial stability indicators (inbAED or ratio)

Financial Stability Indicator 2009 2010 2011 2012 2013 2014 2015

Banking

Total assets 1562 1662 1734 1877 2124 2305 2478
Total loans and advances 1061 1088 1143 1184 1276 1378 1485
Total deposits 983 1050 1070 1168 1294 1439 1491

Lending to stable resources 90% 86% 88% 83% 85% 85% 87%
ratio

Net total liquid assets 131 153 159 178 217 234 245
Collateralised funding by the 6.7 1.4 1.3 0.5 0.5 0.5 0.2
CB

Net interbank lending by loc: -40 30 16 78 88 82 0
banks

Capital market funding 68 71 75 92 111 154 148
Non-resident deposits 89 120 112 134 115 154 172
Capital adequacy ratio 20% 22% 21% 21% 19% 18% 18%
Tier-1 capital ratio 16% 17% 16% 17% 17% 16% 17%
Classified loans 51 68 82 103 107 96 93
Provision coverage ratio 85% 84% 87% 83% 91% 102% 110%
Rescheduled loans (corpora 96 91 78 64 65
Rescheduled loans (persone 17 11 9 6 4
Net banks' profits 19 23 27 27 32 39 37
Net provision charges to tote ~ 106% 76% 66% 57% 45% 36% 48%
profit ratio

Net Return on Assets 1.2% 1.4% 1.5% 1.4% 1.5% 1.7% 1.5%
Net Return on Equity 9.8% 11.6% 125% 11.2% 11.9% 13.6% 11.4%
Non-banking financial institutions

Total assets of finance 48 49 50 45 a7
companies

Total assets of investment 15 14 14 15 16
companies

*Total deposits include refiieginoiging scheme
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Annex: FSTI Methodology

The FSTI is an average of the normalqeatterlyvariableselectedat the end okach
quarter for theperiodcovered, unlessentioned otherwise

Definition of the transformed variables

I OiscalculatededBank d6s Capit al ( TAssets (RWA)2) / Ri sk

1 "Oiscalculated abetotal Impairment loss (trailinggdarters period) / average total
assets (for past four quarters).

1 Ois calculated as the annual growth of end of quarter balance of NPLs.

1 Ois calculated athe Lendingborrowing (net lending) from banks abroad / Total
Loans

1 "Ois calculated #iseliquid assts to total liabilities ratio of all banks.

1 "Oiscalculated as the ratio between lbaeposits of all banks.

1 "Oisthe trailing net profit after tax for all banks for the past four quarters / average
assets of all banks for the past four quarters.

1 Ois calculated as theminterest expense for all banks/ total gross income for all
banks.

1 Ois calculate@s theliability weighted average market default risk calculated by
Bloomberg for 13 local UAE banks.

1 O is calculated as tfree float weighted average 90 day volatility of DFIBANK &
ADBF Indices / free float weighted average 90 day volatility of DFMGI &ADS
Indices.

{1 "Ois built by using the functign' Y@ 'YO'QIQ®Q@ 'YO'GQb

YO 'YO'0& tDi v Qiwhere'Y Qepresents the average price of Dubai real
estate at the period t aiydO "Oepresents the value at t of the-sided HP filter
applied ony Ofor the period Q2 2006Q4 2A.5.

1 "Ois the ratio of current account balance to GDP.

1 "Ois calculateds the end of quarter Brent Spot Price / end of quarter Brent Spot
Priceof the previous yead)l.

9 "Ois calculated as thlegarithm of mean absolute deviation of the \afloee year
forward rates of USD/AED on a quarterly basis

1 "Ois thePE ratio of theeompositdMSCI UAE index.
1 "Ois calculated as the 90 dagsket volatility for theompositeMSCI UAE index
1 "Ois calculated as tlaerage of 5 year CDS premium for all traded government

bonds of Dubai and Abu Dhabi Emirates.

Normalisation and calculation of the FSTI
All variables are statistically norredlias per the below formulae:
0 i

@ %
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Where'GD the observed variable at the peridd § its sample mean aid its standard
deviation for the period June 2@dBecember 2L

The computational definition of FSTI is:

FSTI =

It is worth noting here that indicators that have a negative relationship to financial stability
were taken in their reciprocal value or in some cases simply multiglied by (
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Annex: List of Acronyms

Table 13 List of Acronyms

Acronym Description
AED Arab Emirate®irham
BCBS Basel Committee for Banking Supervision
BIS Bank for International Settlements
BoJ Bank of Japan
BPS Basis Points
BRFs Bank Reporting Forms
BRICS Brazil, Russia, India, China and South Africa
BSI Banking Sector Index
CAR Capital Adequacy Ratio
CBUAE Central Bank of the UAE
CDS Credit Default Swap
CPI Consumer Prices Index
CsSs CBUAEGs Credit Sentiment Survey
ECB European Central Bank
EIBOR Emirates Interbank Offered Rate
EWS Early Warning System
FOMC Federal Open Market Committee
FSls Financial Soundness Indicators
FSR Financial Stability Report
FSTI Financial Stability Trend Index
GBP Great Britain Pound
GCC Gulf Cooperation Council
GDP Gross Domestic Product
GFC Global Financial Crisis
GREs GovernmenRelated Entities
IMF International Monetary Fund
JPY The Japanese Yen
LGD Loss Given Default
M1, M2, and M3 Monetary Aggregates
MROs E C B & s Rdffrmaimcimg Operations
NBS UAE National Bureau of Statistics
NEER Nominal Effective Exchange Rate
NII Net Interest Income
NIM Net Interest Margin
NPLs Non-Performing Loans
OECD Organisation for Economic &@mperation and Development
PMI Purchasinlanager 6 |1 ndex
ROA Return on Assets
ROE Return on Equity
RWA Risk Weighted Assets
SHIBOR Shanghai Interbank Offered Rate
SMEs Small and Medium Enterprises
T1 Tier Capital 1 ratio
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UAE
UAEEI
UAESMI
UK

us

USD

United Arab Emirates
UAE Economic Index
UAE Stock Markets Index
United Kingdom

United States of America
The US Dollar
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