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1  Executive summary

Gulf Finance House BSC (“GFH/ the Bank™) was incorporated in 1999 in the Kingdom of
Bahrain under Commercial Registration No. 44136. The Bank operates as an Islamic
Wholesale Investment Bank under a license granted by the Central Bank of Bahrain (“CBB”).
The Bank’s activities are regulated by the CBB and supervised by a Shari’a Supervisory Board
whose role is defined in the Bank’s Memorandum and Aurticles of Association. The principal
activities of the Bank include investment advisory services and investment transactions which
comply with Islamic rules and principles.

The CBB Basel Il guidelines became effective on 1 January 2008 as the common framework
for the implementation of Basel Il capital adequacy framework for Banks incorporated in the
Kingdom of Bahrain.

These semi-annual disclosures have been prepared in accordance with the CBB requirements
outlined in the Public Disclosure Module (“PD”), Section PD-3.1.6: Additional Requirements
for Semi Annual Disclosures, CBB Rule Book, Volume Il for Islamic Banks. These semi-
annual quantitative disclosure requirements follow the requirements of Basel 1l - Pillar 3 and
the Islamic Financial Services Board’s (IFSB) recommended disclosures for Islamic banks.
These disclosures should be read in conjunction with the detailed Risk and Capital
Management Disclosures made in Bank’s Annual Report for the year ended 31 December 2013
and the condensed consolidated interim financial information for the six months ended 30 June
2014.Capital Adequacy Ratio in this report refers to the consolidated CAR (hereafter “CAR”).

This report contains a description of the Bank’s risk management and capital adequacy
practices and processes, including detailed information on the capital adequacy process.

As at 30 June 2014 the Group’s CAR stood at a healthy 27.62%.

Basel 11 Framework

The Basel 1l framework introduced by CBB, provides a more risk sensitive approach to
assessment of risk and the calculation of regulatory capital i.e. the minimum capital that a bank
is required to maintain. The framework intends to strengthen the risk management practices
and processes within financial institutions. GFH has accordingly taken steps to comply with
these requirements. The CBB’s capital management framework, consistent with the Basel |1
accord, is built on three pillars:

= Pillar I defines the regulatory minimum capital requirements by providing rules and
regulations for measurement of credit risk, market risk and operational risk. The
requirement of capital has to be covered by the bank’s own regulatory funds.

= Pillar 11 addresses a bank’s internal processes for assessing overall capital adequacy in
relation to risks (ICAAP). Pillar Il also introduces the Supervisory Review and Evaluation
Process (SREP), which assesses the internal capital adequacy.

= Pillar 111 complements the other two pillars and focuses on enhanced transparency in
information disclosure, covering risk and capital management, including capital adequacy.
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2  Group Structure

The condensed consolidated interim financial information comprise the financial information
of the Bank and its subsidiaries (together referred to as the “Group”) as at and for the six

months ended 30 June 2014.

The principal subsidiaries and associates as at 30 June 2014 and their treatment for
consolidated capital adequacy purposes are as follows:

Entity name Domicile Investment classification Regulatory
as per Prudential treatment as
Consolidation and per PCD
Deduction (“PCD”)
Subsidiaries
Cemena Investment Company Cayman Significant commercial Risk weighting
Islands entity of investment
exposure
GFH Sukuk Limited Cayman Financial entity Fully
Islands consolidated
Legends Development Company UAE Significant commercial Risk weighting
LLC (“Legends”) entity of investment
exposure
GFH Capital Limited UAE Financial entity Fully
consolidated
KHCB Asset Company Cayman Financial entity Fully
Islands consolidated
Harbour East 3 Real Estate S.P.C.
Harbour North 1 Real Estate
S.P.C.
Harbour North 2a Real Estate
S.P.C.
Harbour North 2b Real Estate . ) o
Bahrain Commercial entities

S.P.C.

Harbour North 3 Real Estate
S.P.C.

Harbour Row 1 Real Estate S.P.C.

Harbour Row 2 Real Estate S.P.C.

Harbour Row 3 Real Estate S.P.C.

Harbour Row 4 Real Estate S.P.C.

Fully
consolidated
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Entity name Domicile Investment Regulatory
classification as per | treatment as per
Prudential PCD
Consolidation and
Deduction (“PCD™)

Associates

Khaleeji Commercial Bank BSC Bahrain Significant financial Pro-rata

(“KHCB”) entity consolidated

Injazat Technology Fund BSC (c) | Bahrain Commercial entity Risk weighted

Al Barakah Takaful Jordan Insurance entity Full deduction

The investments in subsidiaries and associates are subject to large exposure and connected
counterparty limits and guidelines set by the CBB. These guidelines are considered for transfer
of funds or regulatory capital within the Group. The investment in subsidiaries should be
deducted from the capital of the Bank. In the opinion of the Bank, these are pass-through
entities and hence the underlying investments are risk weighted.

The Bank obtained management control over the industrial business of Cemena Investment
Company (“CIC”) during the period through assignment of voting rights by certain investors.
Accordingly, the Bank has consolidated CIC for the preparation of its condensed consolidated
interim financial information for the six months period ended 30 June 2014. However, the
Bank has not considered the CIC reviewed numbers for the period ended 30 June 2014 for the
purpose of credit, market, operation, liquidity and profit rate risk disclosures in this document
as the Bank’s risk management strategy and framework only covers the banking and
infrastructure businesses. The risk management of the industrial business of CIC is being
performed by the Board of Directors of CIC.

There are no restrictions for transfer of capital.
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The Bank’s regulator CBB sets and monitors capital requirements for the Bank as a whole (i.e.
at a consolidated level). In implementing current capital requirements CBB requires the Bank
to maintain a prescribed ratio of 12% and 8% of total regulatory capital to total risk-weighted
assets on consolidated and solo basis respectively. Banking operations are categorised as either
trading book or banking book, and risk-weighted assets are determined according to specified
requirements that seek to reflect the varying levels of risk attached to assets and off-balance
sheet exposures. The CBB also requires banks incorporated in Bahrain to maintain a buffer of
0.5 per cent above the minimum capital adequacy ratio.

3  Capital structure and capital adequacy ratio

The Bank's policy is to maintain strong capital base so as to maintain investor, creditor and
market confidence and to sustain the future development of the business.

The Bank is required to comply with the provisions of the revised Capital Adequacy Module
of the CBB (which is based on the Basel Il and IFSB framework) in respect of regulatory
capital. The Bank has adopted the standardised approach to credit and market risk and basic
indicator approach for operational risk management under the revised framework.

The Bank’s regulatory capital position at 30 June 2014 was as follows:

USD 000’s
Tier 1 Tier 2 Total

Share capital 837,901 - 837,901
Treasury shares (912) - (912)
Capital adjustment account (229,656) - (229,656)
Statutory reserve 68,146 - 68,146
Other reserves 1,442 - 1,442
Accumulated losses brought
forward (154,988) - (154,988)
Current interim profits - 10,580 10,580
Profit equalization reserves - 7 7
Investment risk reserves - 4 4
Tier 1 and Tier 2 capital
before general deductions 521,933 10,591 532,524
Investment in insurance entity
greater than or equal to 20% (487) (486) (973)
Total eligible capital base 521,446 10,105 531,551
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4.1

USD 000’s
Capital
Risk weighted requirement

Risk weighted exposures exposure @ 12%
Credit risk 1,733,902 208,068
Market risk 86,561 10,387
Operational risk 104,222 12,507
Tier 1 and Tier 2 capital base 1,924,685 230,962
Capital Adequacy Ratio 27.62%
Tier 1 Capital Adequacy ratio 27.09%
Total Capital Adequacy ratio 0.53%

The Bank’s paid up capital consists only of ordinary shares which have proportionate voting
rights.

Credit risk

Capital requirements for credit risk

To assess its capital adequacy requirements for credit risk in accordance with the CBB
requirements, the Bank adopts the standardized approach. According to the standardized
approach, on and off balance sheet credit exposures are assigned to various defined categories
based on the type of counterparty or underlying exposure. The main relevant categories are
claims on banks, claims on investment firms, investment in equities, holdings in real estate,
claims on corporate portfolio and other assets. Risk Weighted Assets (RWAS) are calculated
based on prescribed risk weights by CBB relevant to the standard categories and counterparty’s
external credit ratings, where available.

Rating of exposures and risk weighting

As the Bank is not engaged in granting credit facilities in its normal course of business, it does
not use a detailed internal credit “grading” model. The use of external rating agencies is limited
to assigning of risk weights for placements with financial institutions. The Bank uses ratings
by Standard & Poors, Fitch and Capital Intelligence to derive risk weights for the purpose of
capital adequacy computations. However, preferential risk weight of 20% is used which is
applicable to short term claims on locally incorporated banks where the original maturity of
these claims are three months or less and these claims are in Bahraini Dinar or US Dollar. The
other exposures are primarily classified as ‘unrated exposure’ for the purposes of capital
adequacy computations.
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As per CBB guidelines, 100% of the RWA'’s financed by owners’ equity (i.e. self financed)
are included for the purpose of capital adequacy computations whereas only 30% of the
RWA'’s financed by equity of investment account holders [EIAH] are required to be included.
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Following is the analysis for credit risk as computed for regulatory capital adequacy purposes:

USD 000’s

Asset categories for credit risk

Gross credit

Average risk

Total credit risk

exposures weights weighted exposure
Self financed assets
Cash items 4,005 0% -
Total claims on sovereigns 6,083 0% -
Standard Risk Weights for Claims on Banks 1,117 20% 229
Preferential Risk Weight for Claims on Locally Incorporated Banks 257 20% 51
Short-term Claims on Banks 45,570 20% 9,114
Claims on Corporates including Takaful Companies and Category 3 Investment Firms 248,188 100% 248,188
Mortgage 43,254 75% 32,440
Past Due Facilities 103,020 138% 142,012
Investments in Securities and Sukuk 168,765 150% 252,865
Holding of Real Estate 486,434 198% 963,925
Others Assets 8,457 100% 8,457
Total self financed assets (A) 1,115,150 149% 1,657,281
Financed by EIAH
Cash items - 0% -
Total claims on sovereigns 45,038 0% -
Standard Risk Weights for Claims on Banks 28,082 48% 13,438
Preferential Risk Weight for Claims on Locally Incorporated Banks 84,311 20% 16,862
Claims on Corporates including Takaful Companies and Category 3 Investment Firms 196,410 100% 196,410
Investments in Securities and Sukuk 19,125 150% 28,688
Total financed by EIAH (B) 372,966 68% 255,398
Considered for credit risk (C) = (B x 30% 30% 76,619

TOTAL RISK WEIGHTED EXPOSURE - ] 1,924,685
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4.2 Quantitative information on credit risk

4.2.1  Gross and average credit exposure

The following are gross credit risk exposures considered for Capital Adequacy Ratio calculations of the Bank classified as per disclosure in the condensed

consolidated interim financial information:

USD 000’s
Self Finance Financed Total Unfunded Total gross Average gross
exposure by EIAH Funded exposure credit credit
Balance sheet items exposure exposure exposure*
Bank balances 47,059 1,651 48,710 48,710 38,445
Investment securities 177,566 - 177,566 - 177,566 187,309
Investment property 259,404 - 259,404 - 259,404 259,404
Development properties 44172 - 44,172 - 44,172 22,086
Assets held for sale 160,252 - 160,252 - 160,252 160,252
Property plant and equipment 385 - 385 - 385 354
Other assets 179,164 - 179,164 - 179,164 175,199
Total credit exposure 868,002 1,651 869,653 - 869,653 843,048

* Average gross credit exposures have been calculated based on the average of balances outstanding on a quarterly basis for six months period ended 30 June 2013. Assets
funded by EIAH are geographically classified in GCC countries, and are placed with Banks and financial institutions having maturity profile of up to3 months.
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4.2.2

Credit exposure by geography

The classification of credit exposure by geography, based on the location of the counterparty, was as follows:

Assets

Bank balances

Investment securities
Investment property
Development properties
Assets held for sale

Property, plant and equipment
Other assets

Total

Off-Balance sheet
Commitments

Restricted investment accounts

USD 000’s
Europe
GCC (excluding
countries MENA Asia UK UK) USA Total
3,622 3 - 261 814 44,010 48,710
74,709 43,178 36,573 4,986 18,120 - 177,566
259,404 - - - - - 259,404
44,172 - - - - - 44,172
160,252 - - - - - 160,252
385 - - - - - 385
72,005 30,379 32,098 36,452 8,230 - 179,164
614,549 73,560 68,671 41,699 27,164 44,010 869,653
896 - - - - - 896

June 2014
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4.2.3  Credit exposure by industry

The classification of credit exposure by industry was as follows: USD 000’s
Banks and
Trading and financial Development
manufacturing | institutions Infrastructure | Technology Others Total

Assets
Bank balances - 48,710 - - - 48,710
Investment securities - 24,298 138,971 3,680 10,617 177,566
Investment property - - 259,404 - - 259,404
Development properties - - 44,172 - - 44,172
Assets held for sale - 160,252 - - - 160,252
Property, plant and equipment 385 - - - - 385
Other assets - 19,025 115,229 123 44,787 179,164
Total 385 252,285 557,776 3,803 55,404 869,653
Off-Balance sheet items
Commitments - - - - -
Restricted investment accounts - - 896 - - 896

June 2014
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4.2.4  Exposure by maturity

The maturity profile of exposures based on maturity was as follows:

Assets

Bank balances

Investment property
Investment securities
Development properties
Assets held for sale

Property, plant and equipment
Other assets

Total assets
Off-Balance sheet items

Commitments
Restricted investment accounts

USD 000’s
Upto3 3to6 6 months- 1to3 Over 3
months months 1 year years years Total
48,710 - - - - 48,710
- - - 259,404 - 259,404
- 16,491 - 161,075 - 177,566
- - - 44,172 - 44,172
- - 160,252 - - 160,252
- - - - 385 385
11,499 41,021 20,496 105,546 602 179,164
60,209 57,512 180,748 570,197 987 869,653
- - - 896 - 896

The table above shows the maturity profile of the Group’s assets and unrecognized commitments on the basis of their contractual maturity, here available.
For other items, (including past due receivables), the maturity profile is on the basis of their expected realization.
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4.25  Exposures in excess of regulatory limits

The CBB has set single exposure limit of 15 % of the Bank’s capital base on exposures to
individual or a group of closely related counterparties and as per the prudential rules prior
approval of the CBB is required for assuming such exposures, except in cases of certain
categories of exposure which are exempted by CBB. In case of non-exempt exposures, a
deduction from capital is required for the amount in excess of the single exposure limits.

There were no exposures in excess of 15% of capital base as at 30 June 2014.

4.2.6  Impaired facilities and past due exposures

As the Bank is not engaged in granting credit facilities in its normal course of business, it does
not use a detailed internal credit “grading” model. The current risk assessment process
classifies credit exposures into two broad categories “Unimpaired” and “Impaired”, reflecting
risk of default and the availability of collateral or other credit risk mitigation. Currently, the
Bank does not have any exposures that have eligible collateral. The Bank does not perform a
collective assessment of impairment for its credit exposures as the credit characteristics of
each exposure is considered to be different. Credit and investment exposures are subject to
regular reviews by the Investment units and Risk Management Department. Quarterly updates
on the investments / facilities are prepared by the investment unit reviewed by the management
and sent to the Board for review.

All impaired and past due credit exposures at 30 June 2014 mainly relate to the real estate and
development infrastructure sectors.
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Movement in impairment provisions during the period:

US$ 000’s
Receivable
from
investment
Financing Financing to banking Other
30 June 2014 receivables projects services receivables
At 1 January 70,150 83,382 153,630 74,311
Charge for the
period - - - 1,000
At 30 June 70,150 83,382 153,630 75,311
Analysis of past due and impaired and past due but not impaired receivables:
US$ 000’s
As at 30 June 2014 Past due but Gross
not impaired impaired
amounts * amounts
Up to 3 months - -
Over 3 months to 1 year -
1 to 3 years 23,135
Over 3 years 71,780 430,287
Total 71,780 453,422

* The Bank believes that the past due exposures are not impaired on the basis of the assessment
of the level of future expected cash flows from the counterparty and / or the stage of collection
of amounts owed to the Bank.
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Geographical concentration of impaired and past due receivables:

As at 30 June 2014

GCC Countries
Other MENA
Other Asia
Europe

UK

Total

As at 30 June 2014

Development
Infrastructure

Banks and financial
institution

Others

US$ 000’s
Specific
Gross impairment
exposure allowance Net exposure
Neither past
Past due but due nor
not impaired impaired Total
198,670 162,891 12,513 23,266 35,779
97,996 67,827 30,169 - 30,169
112,098 80,000 29,098 3,000 32,098
79,995 71,755 - 8,240 8,240
36,082 - - 36,082 36,082
524,841 382,473 71,780 70,588 142,368
Industry/sector wise breakdown of impaired and past due receivables:
US$ 000°s
Specific
Gross impairment
exposure allowance Net exposure
Neither past
Past due but due nor
not impaired impaired Total
467,035 369,050 71,780 26,205 97,985
13,389 13,389 - - -
44,417 34 - 44,383 44,383
483,869 382,473 71,780 70,588 142,368

Total

4.2.7

Credit risk mitigation

The credit risk exposures faced by the Bank are primarily in respect of its own short term
liquidity related to placements with other financial institutions, and in respect of investment
related funding made to its project vehicles. The funding made to the project vehicles are based
on the assessment of the underlying value of the assets and the expected streams of cash flows.
Since these exposures arise in the ordinary course of the Bank’s investment banking activities
and are with the project vehicles promoted by the Bank, they are generally transacted without
any collateral or other credit risk mitigants.
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4.2.8

Related party and intra-group transactions

Related counterparties are those entities which are connected to the Bank through significant
shareholding or control or both. The Bank has entered into business transactions with such
counterparties in the normal course of its business. For the purpose of identification of related
parties the Bank follows the guidelines issued by Central Bank of Bahrain and definitions as
per FAS issued by AAOIFI. Detailed break up of related parties transactions and exposures as
at and for the six months period ended 30 June 2014 are as follows:

30 June 2014
Assets

Cash and bank
balances

Assets held-for-sale
Investment
securities

Other assets
Liabilities
Investors' funds
Placements from
financial and other
institutions

Income
Management and
other fees

Other Income
Expenses

Staff cost

US$ 000’s

Associates
276
160,254

4,651
122

26

88

Key
management
personnel

633

Significant
shareholders
/ entities in
which
directors are
interested

Assets under
management
including
special
purpose
entities

96,563
81,591

8,394

535
3,000

Total
276
160,254

128,366
8,713

8,394

26

623
3,000

4.2.9

Exposure to highly leveraged and other high risk counterparties

The Bank has no exposure to highly leveraged and other high risk counterparties as per
definition provided in the CBB rule book PD 1.3.24.

June
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4.2.10 Renegotiated facilities

As at 30 June 2014, other assets which are neither past due nor impaired include certain short—
term financing to projects which were renegotiated. In certain cases, on a need basis, the Bank
supports its project vehicles by providing short-term liquidity facilities. These facilities are
provided based on assessment of cash flow requirements of the projects and the projects ability
to repay the financing amounts based on its operating cash flows. The assessment is
independently reviewed by the management of the Bank. Although no specific collateral is
provided, such exposures are usually adequately covered by the value of the underlying project
asset cash flows. The terms of the renegotiation primarily include extension of the repayment
period. The facilities are provided for as viewed necessary based on periodic impairment
assessments.

4.2.11 Equity investments held in banking book

The Bank does not have a trading book and hence all of its equity investments are classified
in the banking book and are subject to credit risk weighting under the capital adequacy
framework. For regulatory capital computation purposes, the Bank’s equity investments in the
banking book include available-for-sale investments, significant and majority investments in
commercial entities and associate investments in non-significant financial and nonfinancial
entities (i.e. significant financial entities which qualify as associates are treated separately for
regulatory purposes).

The RMD provides an independent review of all transactions. A fair evaluation and
impairment assessment of investments takes place every quarter with inputs from the
Investment department and RMD. Investment updates are periodically reviewed by the Board
of Directors. Regular audits of business units and processes are undertaken by Internal Audit.

The Bank’s equity investments are predominantly in its own projects, which include venture
capital, private equity and development infrastructure investment products. The intent of such
investments is a later stage exit along with the investors principally by means of sell outs at
the project level or through initial public offerings. The Bank also has a strategic financial
institutions investment portfolio which is aligned with the long term investment objectives of
the Bank.
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Information on equity investments(including associates) US$ 000’s
Privately held 151,926
Quoted in an active market 160,817
Managed funds 25,075
Realised gain/ (loss) during the period 259

The following are the categories under which equity investments are included in the capital

adequacy computations as per the requirements of the CBB rules:

US$ 000’s
Gross Risk Risk weighted | Capital charge
exposure* weight exposure @12%

Quoted equity
investments 565 100% 565 68
Unquoted equity
investments 143,125 150% 214,687 25,762
Investments in funds 25,075 150% 37,613 4514
Real estate holdings 477,491 200% 954,982 114,598
Total 646,256 1,207,847 144,942

*Includes amounts of risk weighted assets arising from pro rata consolidation of certain investments.
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5 Market risk

To assess its capital adequacy requirements for market risk in accordance with the CBB capital
adequacy module for Islamic Banks, the Bank adopts the standardised approach. Foreign
exchange risk charge is computed based on 8% of overall net open foreign currency position

of the Bank.
US$ 000’s
30 June 2014 Maximum Minimum during
during the the period
period
Foreign exchange risk - A 6,687 6,687 6,671
Risk weighted assets - B=
(A*12.5) 83,593 - -
Capital requirement —
(B*12%) 10,031 - -
30 June 2014 Maximum Minimum during
during the the period
period
Sukuk risk Equity of
investment account holders -
A 792 794 792
Risk weighted assets - B=
(A*12.5*30%) 2,969 - -
Capital requirement —
(B*12%) 356 - -

The Sukuk risk is arising on pro- rata consolidation of an associate for capital adequacy
purposes.

6 Operational risk

The Bank adopts the Basic Indicator Approach to evaluate operational risk charge in
accordance with the approach agreed with the CBB. The bank’s average gross income for the
last two financial years is multiplied by a fixed coefficient alpha of 15% set by CBB and a
multiple of 12.5x is used to arrive at the risk weighted assets that are subject to capital charge.

US$ 000’s
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Average gross | Risk weighted Capital charge at
income assets 12%
Operational risk 55,585 104,222 12,507

Litigations and claims

The Group is defending a number of claims and litigations in connection with projects
promoted by the Bank in the past and with certain transactions. Based on the advice of the
Bank’s external legal counsel, it is premature to quantify the amount or timing of liability, if
any. The external legal counsels have advised that the Bank has strong grounds to successfully
defend itself against these claims. Accordingly, no provision for these claims has been made
in the condensed consolidated interim financial information.

The Bank has filed several cases and counterclaims against counterparties for recoveries which
are pending in various courts in the GCC. The Bank is also pursuing several legal cases in
courts in the Kingdom of Bahrain against the former chairman of the Bank . The Bank has won
some of them while the outcome of the remaining litigations are contingent on obtaining a
favourable outcome or settlement which are wholly not within the control of the Group.
Accordingly, no contingent assets are recognised in the condensed consolidated interim
financial information of the Group as at 30 June 2014,

7 Other types of risk
7.1 Liquidity risk
Liquidity risk is the risk that the Bank will encounter difficulty in meeting its financial
obligations on account of a maturity mismatch between assets and liabilities. The Group’s
approach to managing liquidity is to ensure, as far as possible, that it will always have
sufficient liquidity to meet its liabilities when due, under both normal and stressed conditions,
without incurring unacceptable losses or risking damage to the Group’s reputation. Whilst this
is the policy, the Group’s current position is under severe stress with contractual liabilities
exceeding liquid assets. Focus has therefore been on extending the maturity of liabilities and
raising capital in the form of debt or equity.
The following are the key liquidity ratios which reflect the liquidity position of the Bank.
Liquidity ratios 30 June Maximum Minimum
2014
Liquid assets : Total assets 5.60% 5.60% 3.45%
Liquid assets : Total deposits 43.35% 43.35% 27.35%
Short term assets : Short term liabilities* 230% 444% 230%
Illiquid assets : Total assets 94.40% 96.55% 94.40%
* Based on maturity profile of assets and liabilities of one year or less.
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The maturity profile of the Bank’s financial liabilities is as follows based on contractual cash flows

are as follows:

Investors” funds
Placements from
financial and
other institutions
Financing
liabilities

Other liabilities

Total liabilities
Unrestricted

investment
accounts

USD’000’s
Upto3 3to6 | 6 months- 1to3 Over 3

months | months 1 year years years Total
11,035 - - - - 11,035
6,190 - 10,061 85,101 -| 101,352
33,114 - 3,375 77,156 | 87,707 | 201,352
32,073| 22,957 - 35,000 3,273 93,303
82,412 | 22,957 13,436 | 197,257 | 90,980 | 407,042
1,655 - - - - 1,655

7.2 Management of profit rate risk in the banking book

Profit rate risk is the potential impact of the mismatch between the rate of return on assets and
the expected rate of return of the sources of funding. Majority of the Bank’s profit based asset
and liabilities are short-term in nature, except for certain long term liabilities which have been
utilised to fund the Bank’s strategic investments in its associates.

30 June 2014
Assets

Bank balances
Total assets

Liabilities
Investors’ funds
Placements from financial

and other institutions
Financing liabilities

Total liabilities

Equity of investment
account holders

Profit rate sensitivity gap

US$’000’s
Upto3 3to6 6 months - 1to3 Over 3

months months 1 year years years Total
48,710 - - - - 48,710
48,710 - - - - 48,710
11,035 - - - - 11,035
6,190 - 10,061 85,101 - 101,352
33,114 3,375 77,156 87,707 201,352
50,339 - 13,436 162,257 87,707 313,739
1,655 - - - - 1,655
(3,284) - (13,436) | (162,257) (87,707) | (266,684)
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The management of profit rate risk against profit rate gap limits is supplemented by monitoring
the sensitivity of the Bank’s financial assets and liabilities to various standard and non-standard
profit rate scenarios. Standard scenarios that are considered on a monthly basis include a 100
basis point (bp) parallel fall or rise in all yield curves. An analysis of the Group’s sensitivity
to an increase or decrease in market profit rates for a 200bps increase / (decrease) is as below:
(assuming no asymmetrical movement in yield curves and a constant balance sheet position)

US$ 000’s
200 bps parallel increase / (decrease) 2014
At 30 June 2014 +5,334
Average for the period +5,512
Maximum for the period +5,691
Minimum for the period +5,334

7.3 Concentration risk

This risk arises from exposure to a common set of factors that can produce losses large enough
to threaten the Bank’s health or ability to maintain its core business. Concentration risk can
arise from exposure to specific classes of assets, sector, country, revenue streams,
counterparty, a group of counterparties, etc. Concentration risk is mitigated by limits,
diversification by assets, geography counterparty quality etc. As part of ICAAP, thresholds
for exposure concentrations will be set up which will trigger additional capital requirements.
The geographical and sector concentration of credit exposures has been disclosed in
paragraphs 4.2.2 and 4.2.3.

7.4 Counterparty credit risk

Counterparty credit risk is the risk that a counterparty to a contract in the profit rate, foreign
exchange, equity and credit markets defaults prior to maturity of the contract. In addition to
the identified credit risk exposures the Bank’s counterparty credit risk from markets as such
is limited to the fair value of contracts of foreign exchange risk management instruments the
overall exposure to which is usually not significant. For other credit market transactions
(primarily inter-bank placements), the Bank has established a limit structure based on the
credit quality (assessed based on external rating) of each counter party bank to avoid
concentration of risks for counterparty, sector and geography. The Bank is constantly
reviewing and monitoring the position to ensure proper adherence to the limits and defined
policies of the Bank. As at 30 June 2013, the Bank did not have any open positions on foreign
exchange contracts.

7.5 Reputational risk (non-performance risk)

Reputation risk is the risk that negative perception regarding the Bank’s business practices or
internal controls, whether true or not, will cause a decline in the Bank’s investor base, lead to
costly litigation that could have an adverse impact on liquidity or capital of the Bank. Being
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an Islamic Investment Bank, reputation is an important asset and among the issues that could
affect the Bank’s reputation is the inability to exit from investments, lower than expected
returns on investments and poor communication to investors. A well developed and coherently
implemented communication strategy helps the Bank to mitigate reputational risks.
Additionally, the RMD has recently put together an Internal Capital Adequacy Assessment
Process (ICAAP) Policy to effectively assess and measure all non Pillar 1 risks.

7.6 Displaced commercial risk

Displaced Commercial Risk (DCR) refers to the market pressure to pay returns that exceeds
the rate that has been earned on the assets financed by the liabilities, when the return on assets
is under performing as compared with competitor’s rates. The Bank’s DCR primarily arises
from the funds accepted in the form of Investment Account Holders (IAH) which is currently
not very significant in terms of its size and in comparison to the overall activities of the Bank.
The returns to investors on the funds are based on returns earned from short-term placements
and hence the Bank is not exposed to a significant repricing risk or maturity mismatch risk in
relation to these accounts. In relation to the DCR that may arise from its investment banking
and restricted investment account products, the risk is considered limited as the Bank does not
have any obligation to provide fixed or determinable returns to its investors. The Bank
constantly monitors all potential risks that may arise from all such activities as part of its
reputational risk management.

7.7 Other risks

Other risks include strategic, fiduciary risks, regulation risks etc. which are inherent in all
business activities and are not easily measurable or quantifiable. However, the Bank has
proper policies and procedure to mitigate and monitor these risks. The Bank’s Board is overall
responsible for approving and reviewing the risk strategies and significant amendments to the
risk policies. The Bank senior management is responsible for implementing the risk strategy
approved by the Board to identify, measure, monitor and control the risks faced by the Bank.
The Bank as a matter of policy regularly reviews and monitors financial and marketing
strategies, business performance, new legal and regulatory developments and its potential
impact on the Bank’s business activities and practices.
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8.1

Product disclosures

Equity of Investment Account Holders (EIAH)

The Bank does not have significant amount under EIAH and does not use EIAH as a main
source of its funding. The Bank does not, as a focused product proposition, offer EIAH
products to its clients. The current EIAH deposits have been accepted on a case-by-case basis
considering the Bank’s relationship with its customers. The EIAH holder authorises the Bank
to invest the funds in any investments approved by the Bank’s Sharia’a Board without any
preconditions. All EIAH accounts are on profit sharing basis, but the Bank does not guarantee
any particular level of return. In accordance with the principles of Sharia’a, the entire
investment risk is on the investor. Any loss arising from the investment will be borne by the
customer except in the case of the Bank's negligence. The Bank charges a Mudarib fee as its
share of profit. Early withdrawal is at the discretion of the Bank and is subject to the customer
giving reasonable notice for such withdrawal and agreeing to forfeit a share of the profit earned
on such account.

Currently, the Bank comingles the EIAH funds with its funds for investments only into
interbank placements and hence is not subject to any significant profit re-pricing or maturity
mismatch risks. The Bank has an element of displaced commercial risk on EIAH which is
mitigated by setting up and maintaining an appropriate level of Profit Equalisation Reserve
(PER) and Investment Risk Reserve (IRR) to smoothen return to EIAH holders.

Profit Equalisation reserve (PER) is created by allocations from gross income of the
Mudarabah before adjusting the Mudarib (Bank) share. Investment Risk Reserves (IRR)
comprises amounts appropriated out of the income of investment account holders after
deduction of the Mudarib share of income. Administrative expenses incurred for management
of the funds are borne directly by the Bank and are not charged separately to investment
accounts. All terms of the EIAH are agreed upfront with the customers and form part of the
agreement with the customer. Till date, the Bank has not made any withdrawals on PER or
IRR. Any movements on these accounts are therefore only on account of additional reserves
added. The historical returns data on EIAH is as follows:

US$ 000’s

30 June 31 December
2014 2013

Total EIAH as at 30 June / 31 December 1,655 2,155
Average EIAH balance 1,653 2,172
Average rate of return earned (%) 0.49% 0.25%
Total profits on EIAH assets earned 8 22.30
Distributed to investor 7 19.71
Allocated to IRR - 4
Allocated to PER - 7

Bank’s share of profits

0.50

Average declared rate of return (%) 0.44% 0.22%

The information disclosed above pertains to EIAH directly promoted by the Bank.

June 2014 Page 25



Gulf Finance House BSC

Risk and Capital Management -
Basel 11 — Pillar 111 Disclosures -
"

g'fh

8.2 Restricted investment accounts

The Bank offers Restricted Investment Accounts (“RIAs”) to both financial institutions and
high net worth individuals in the GCC. All RIA product offering documents (*Offering
Document”) are drafted and issued with input from the Bank’s Investment Banking, Shari’a,
Financial Control, Legal and Risk Management Departments to ensure that the Investors have
sufficient information to make an informed decision after considering all relevant risk factors.
The Bank has guidelines for the development, management and risk mitigation of its’ RIA
investments and for establishment of sound management and internal control systems to
ensure that the interests of the investment account holders are protected at all times. Wherever
it is necessary for the Bank establishes Special Purpose Vehicles (SPVs) for management of
the investment. The Bank has a Board approved SPV Governance framework in place to equip
the Board in ensuring that the management of such SPVs are conducted in a professional and
transparent manner.

The Bank is aware of its fiduciary responsibilities in management of the RIA investments and
has clear policies on discharge of these responsibilities. The Bank considers the following in
discharge of its fiduciary responsibilities:

e Ensuring that the investment structure, Offering Documents and the investment itself are
fully compliant with Islamic Shari’a principles and the CBB regulations;

o Appropriately highlighting to the Investors, as part of the RIA Offering Document, of all
the relevant and known risk factors and making it clear that the investment risk is to be
borne by the Investor before accepting the investment funds;

o Completing all necessary legal and financial due diligence on investments undertaken on
behalf of the Investors with the same level of rigor as the Bank requires for its’ own
investments;

e Ensuring that the funds are invested strictly in accordance with the provisions outlined in
the Offering Documents;

e Preparing and disseminating periodical investment updates to Investors on a regular basis
during the tenor of the investment;

o Distributing the capital and profits to the Investor in accordance with the terms of the
offering document; and

o Inall matters related to the RIA, RIA SPV(s) and the investment, act with the same level
of care, good faith and diligence as the Bank would apply in managing its own
investments.
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Within the Bank, the abovementioned responsibilities and functions are provided, managed
and monitored by qualified and experienced professionals from the Investment Banking,
Shari’a, Financial Control, Legal, Investment Administration and the Risk Management
Departments.

The restricted investment accounts primarily represents the investments in the projects
promoted by the Bank and managed on a portfolio basis on behalf of investors.

Annual Distributions
Half yearly
distribution
for six
Cumulative months
distributions ended
Company % 30 June 2014 2013 2012 2011 2010 2009
Gulf Holding Company 9.41% - - - 9.41%
Gulf North Africa
Holding Company
KSCC 10.12% - - - 10.12%
Gulf Real Estate
Development Company 9.57% - - - 9.57%

NA - Not applicable

The information disclosed above pertains to RIA managed by the Bank.

The annual distributions represents the percentage of return based on the distributions made during each year and the opening
balances of the investments.

The cumulative distribution represents the cumulative return based on distributions made during the investment period and the
average opening balances of the investments.

9 Financial performance and position

Following are basic quantitative indicators of the financial performance:

2014 2013 2012 2011 2010 2009
(6 (12 (12 (12 (12

months) | months) | months) | months) | months) | (12months)
Return on average 2.90% 1.12% | 2.19% 0.16% -127.15% | -104.40%
equity
Return on average 1.44% 0.70% 1.17% 0.04% -25.62% -28.41%
assets
Cost-to-Income- 74.62% | 66.41% | 53.90% 79.20% - 490.56%
Ratio*

* Cost has been considered excluding impairment allowances. Income is net of finance expense.
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