
 

 

 
 

LICENSING AND SUPERVISION OF BANKING BUSINESS 

 

RISK-BASED CAPITAL ADEQUACY REQUIREMENTS FOR BANKS  

DIRECTIVE NO. SBB/XX/2025 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

2 

 

Table of Contents 

LIST OF ACRONYMS ............................................................................................................................................................................ 3 

PREAMBLE ............................................................................................................................................................................................ 5 

PART ONE: GENERAL PROVISIONS .................................................................................................................................................. 6 

1. Short Title ................................................................................................................................................................................... 6 

2. Definitions .................................................................................................................................................................................. 6 

3. Scope of Application ................................................................................................................................................................ 13 

4. Duties and Responsibilities of Board of Directors of Banks ................................................................................................... 13 

PART TWO: CAPITAL DEFINITION .................................................................................................................................................... 15 

5. Components of Capital ............................................................................................................................................................ 15 

6. Minimum Capital Adequacy Requirement .............................................................................................................................. 15 

7. Common Equity Tier 1 Capital ................................................................................................................................................. 16 

8. Additional Tier 1 Capital ........................................................................................................................................................... 18 

9. Tier 2 Capital ............................................................................................................................................................................ 21 

10. Minority Interest and Other Capital Issued Out of Consolidated Subsidiaries that is held by third parties .................. 23 

11. Regulatory Adjustments .......................................................................................................................................................... 24 

PART THREE: CAPITAL REQUIREMENT FOR CREDIT RISK .......................................................................................................... 29 

12. General Principles .............................................................................................................................................................. 29 

13. On-Balance Sheet Credit Exposures ................................................................................................................................ 30 

14. Off-Balance Sheet Credit Exposure ................................................................................................................................. 40 

15. Credit Risk Mitigation ........................................................................................................................................................ 45 

PART FOUR: CAPITAL REQUIREMENT FOR MARKET RISK .......................................................................................................... 52 

16. Boundary Between the Banking Book and the Trading Book ........................................................................................ 52 

17. Application of Market Risk ................................................................................................................................................ 53 

18. Trading Desks .................................................................................................................................................................... 54 

19. Prudent Valuation Practices .............................................................................................................................................. 55 

20. Calculation of Market Risk Capital Charge ....................................................................................................................... 57 

21. Interest Rate Risk ................................................................................................................................................................ 57 

22. Equity Risk .......................................................................................................................................................................... 65 

23. Foreign Exchange Risk ....................................................................................................................................................... 67 

24. Commodity Risk ................................................................................................................................................................. 68 

PART FIVE: CAPITAL REQUIREMENT FOR OPERATIONAL RISK .................................................................................................... 71 

25. Calculation of Capital Requirement for Operational Risk ................................................................................................. 71 

26. Operational Loss Data Identification, Collection and Treatment ..................................................................................... 77 

PART SIX: MISCELLANEOUS PROVISIONS ...................................................................................................................................... 81 

27. Reporting Requirements .................................................................................................................................................... 81 

28. Repeal ................................................................................................................................................................................ 82 

29. Penalty ................................................................................................................................................................................ 82 



 

3 

 

30. Implementation and Effective Date .................................................................................................................................. 83 

 
LIST OF ACRONYMS 

ADC   Acquisition, development and construction 

BCBS   Basel Committee on Banking Supervision 

BI   Business indicator 

BIC   Business indicator component 

CAR    Capital adequacy ratio 

CCF    Credit conversion factor 

CCR    Counterparty credit risk 

CDR    Cumulative default rate 

CEM    Current exposure method 

CET1    Common Equity Tier 1  

CRA    Credit rating agencies 

CRM    Credit risk mitigation 

DTA   Deferred tax assets 

DTL   Deferred tax liabilities    

ECAI    External credit assessment institution  

EL   Expected loss 

ERG   External Rating Grade  

FX   Foreign currency 

IFRS    International Financial Reporting Standards  

IG   Investment grade 

ILM   Internal loss multiplier 

LTV   Loan to value 



 

4 

 

MDB   Multilateral development bank 

OTC   Over the counter 

PD    Probability of default 

PF    Project finance 

QRRE   Qualifying revolving retail exposures 

RW   Risk weight 

RWA    Risk weighted assets 

SFTs   Securities Financing Transactions 

SPV   Special purpose vehicle 

SOE   State-owned enterprise 

SOFR   Secured overnight financing rate 

REPO   Repurchase agreement  

 



 

5 

 

PREAMBLE 
WHEREAS, ensuring that banks and financial entities in a bank group maintain a level of 
capital, which is adequate to protect them against the current and future risk of loss is 
critical to the proper functioning of the banks, the financial sector and the economy as a 
whole;  

WHEREAS, maintaining capital adequacy in line with internationally accepted standards 
and best practices by banks and bank groups promotes and maintains public confidence 
in the banking sector; 

WHEREAS, it is important to ensure a gradual transition to the new framework, to avoid 
income statement volatility and adverse implication on the capital adequacy, and hence 
credit risk weighted assets are calculated with a mixed approach that integrate Basel II 
and III framework; 

WHEREAS, corporate governance of banks and bank groups should establish risk 
management strategy, procedures and systems that lead to balanced risk-taking 
practices within the bank and bank group that take into account the quality and quantity 
of the capital base;  

WHEREAS, the National Bank of Ethiopia is legally mandated to ensure that banks’ risk-
taking practices and risk management systems are adequately backed by high quality 
capital;  

NOW, THEREFORE, in accordance with Articles 21 and 91 (2) Banking Business 
Proclamation No. 1360/2025, the National Bank of Ethiopia has issued this Directive. 
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PART ONE: GENERAL PROVISIONS 
1. Short Title 

This Directive may be cited as “Risk-Based Capital Adequacy Requirement on Banks 
Directive No. SBB/ xx /2025”. 

2. Definitions  
For the purpose of this Directive, unless the context requires otherwise: 

2.1. “Affiliated and/or Related Entity to a Bank” refers to any organization, 
company, or legal entity that is connected to the bank through ownership, 
control, partnership, or other forms of financial or operational relationships.  

2.2. “Bank” refers to commercial banks, as well as development banks. Any 
reference to banks also includes reference to a bank holding company in 
respect of all other financial entities in the bank group on a consolidated 
basis (excluding insurance companies). 

2.3. “Banking Book” consists of all on-balance and off-balance sheet items not 
included in the trading book. Financial instruments classified in the banking 
book are not actively traded by the bank but are meant to be held in the 
books of the bank until maturity. 

2.4. “Bank Group” refers to a group that engages predominantly in banking 
and related financial activities and includes, through consolidation, all 
majority-owned or controlled banking and other relevant financial entities 
(both regulated and unregulated) excluding insurance companies. 

2.5. “Commitment” means any contractual arrangement that has been offered 
by the bank and accepted by the client to extend credit, purchase assets or 
issue credit substitutes, as well as contractual arrangement accepted by the 
bank. It includes any such arrangement that can be unconditionally 
cancelled by the bank at any time without prior notice to the obligor. It also 
includes any such arrangement that can be cancelled by the bank if the 
obligor fails to meet conditions set out in the facility documentation, 
including conditions that must be met by the obligor prior to any initial or 
subsequent drawdown under the arrangement.  

2.6. “Commodities Finance” means short-term lending to finance reserves, 
inventories, or receivables of exchange-traded commodities (e.g. crude oil, 
metals, or crops), where the loan shall be repaid from the proceeds of the 
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sale of the commodity and the borrower has no independent capacity to 
repay the loan. 

2.7. “Commodity” means a physical product, which is or can be traded on a 
secondary market, for example, agricultural products, minerals (including 
oil) and precious metals. 

2.8. “Corresponding Deduction Approach” means that when a bank holds 
capital instruments in another financial institution, it must deduct the value 
of these holdings from the same tier of capital in which the held instrument 
would qualify if it were issued by the bank itself. 

2.9. “Counterparty Credit Risk” means the risk that the counterparty to a 
transaction could default before the final settlement of the transaction’s 
cash flows. An economic loss would occur if the transactions or portfolio of 
transactions with the counterparty has a positive economic value at the 
time of default. 

2.10. “Covered Bonds” are bonds issued by a bank or mortgage institution that 
are subject by law to special public supervision designed to protect bond 
holders. Proceeds deriving from the issue of these bonds must be invested 
in conformity with the law in assets which, during the whole period of the 
validity of the bonds, are capable of covering claims attached to the bonds 
and which, in the event of the failure of the issuer, would be used on a 
priority basis for the reimbursement of the principal and payment of the 
accrued interest. 

2.11. “Credit Conversion Factors” is a percentage that multiplied by off-
balance sheet items to convert these into credit exposure equivalents. 

2.12. “Credit Risk” means the potential that a bank borrower or counterparty 
will fail to meet its obligations in accordance with the agreed terms. 

2.13. “Current Exposure Method” is a simplified treatment offered through 
Basel II that shall be applied to determine the credit equivalent amount of 
the over-the-counter derivatives.   

2.14. “Defaulted Exposure” means an exposure that is past due for more than 
ninety (90) days or an exposure to a defaulted borrower, including 
exposures to loans and advances without pre-established repayment 
schedule.    
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2.15. “Defaulted Borrower” means a borrower in any of the following 
circumstances: 

2.15.1. any material credit obligation that is past due for more than ninety 
(90) days; 

2.15.2. overdrafts shall be deemed past due once the customer has 
breached an advised limit or been advised of a limit smaller than 
current outstanding balance, and shall consider swing or frequency of 
credit balance and scale of utilization; 

2.15.3. any credit obligation in non-accrued status, such as where the 
lending bank no longer recognizes accrued interest as income or, if 
recognized, makes an equivalent amount of provisions; 

2.15.4. a write-off or account-specific provision is made as a result of a 
significant perceived decline in credit quality subsequent to the bank 
taking on any credit exposure to the borrower; 

2.15.5. any credit obligation is sold at a material credit-related economic loss; 
2.15.6. a distressed restructuring of any credit obligation that may result in a 

diminished financial obligation, caused by the material forgiveness, or 
postponement, of principal, interest or (where relevant) fees) is agreed 
by the bank;  

2.15.7. the borrower’s bankruptcy or a similar order in respect of any of the 
borrower’s credit obligations to the banking has been filed; 

2.15.8. the borrower has sought or has been placed in bankruptcy or similar 
protection where this would avoid or delay repayment of any of the 
credit obligations to the bank group; or 

2.15.9. any other situation where the bank considers that the borrower is 
unlikely to pay its credit obligations in full without recourse by the 
bank to actions such as realizing security. 

2.16. “Eligible Capital” means the sum of Tier 1 capital and Tier 2 capital. 
2.17. “Other Financial Entities” means security firms and companies that are 

engaged in issuing credit cards, portfolio management, investment 
advisory, custodial and safekeeping services and other similar activities that 
are ancillary to the business of banking excluding insurance companies.  

2.18. “Financial Institution” means a bank, an insurance company, a reinsurer, 
a micro finance institution, a micro insurance company, payment 
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instrument issuer, payment system operator, a capital goods finance 
company, a money transfer institution, a postal money transfer institution or 
such other similar institution as determined and/or licensed by the National 
Bank.  

2.19. “Financial Instrument” means any contract that gives rise to both a 
financial asset of one entity and a financial liability or equity instrument of 
another entity and includes primary financial instruments (or cash 
instruments) and derivative financial instruments.  

2.20. “General Provision” refers to provisions or loan-loss reserves held against 
future, presently unidentified losses, that are freely available to meet losses 
which subsequently materialize.  

2.21. “Going-Concern Capital” means capital against which losses can be 
written-off while the bank continues to operate. 

2.22. “Gone-Concern Capital” means capital that would not absorb losses until 
such time as a bank is wound up, or the capital is otherwise written off or 
converted to ordinary shares. 

2.23. “Gross Loss” means a loss before recoveries (of funds or inflows of 
economic benefits) of any type are received from a third party.  

2.24. “Holding Company" refers to a company that owns or controls banks, 
financial institutions and other financial entities within a bank group, which 
may or may not be an operating/banking entity. 

2.25. “Horizontal Disallowance” means a calculation designed to capture the 
imperfect correlation of interest rates along the yield curve, applicable to 
securities in different time bands. 

2.26. “Indirect Holding of Capital Instrument” as is used in holding of capital 
instrument arises when a bank invests in an unconsolidated intermediate 
entity that has an exposure to the capital of an unconsolidated bank, 
financial or insurance entity and, thus, gains an exposure to the capital of 
that financial institution. 

2.27. “Instrument” means financial instruments, foreign exchange (FX) and 
commodities. 

2.28. “Intangible Asset” include but are not limited to copyright, patents, 
intellectual property and capitalized information technology software costs. 
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2.29. “Long Position” means the holder of the position owns a security, on the 
expectation that the security will increase in value, and will profit if the price 
of the security goes up. It is the more conventional practice of investing. 

2.30. “Market Off-balance Sheet Exposure” means over- the-counter 
derivatives contracts and securities finance transactions, such as securities 
lending, repurchase (repos) agreements and reverse repos that are held in 
the banking and trading books.   

2.31. “Market Risk” means the risk of losses in on- and off-balance-sheet 
positions arising from adverse movements in market prices. 

2.32. “National Bank” refers to the National Bank of Ethiopia. 
2.33. “Net Loss” means the loss after taking into account the impact of 

recoveries.  
2.34. “Net Positions” means the gross long positions net of short positions in a 

given asset (security, foreign exchange currency, commodity, etc.). They 
include netting positions in physical instruments and derivatives over the 
same underlying exposure. 

2.35. “Non-market Off-balance Sheet Exposure” means direct credit 
substitutes, trade and performance related contingent items and other 
commitments.  

2.36. “Note-issuance Facilities (NIFs) and Revolving Underwriting Facilities 
(RUFs)” are arrangements where a borrower may drawdown funds up to a 
prescribed limit over a pre-defined period by making repeated note issues 
to the market, and where the issues prove unable to be placed in the 
market, the unplaced amount is to be taken up or funds made available by 
the bank committed as the underwriter of the facility. 

2.37. “Notional Value” means the notional value of a derivative instrument is 
equal to the number of units underlying the instrument multiplied by the 
current market value of each unit of the underlying. 

2.38. “Object Finance” means the method of funding the acquisition of 
equipment (e.g. ships, aircraft, satellites, railcars, and fleets) where the 
repayment of the loan is dependent on the cash flows generated by the 
specific assets that have been financed and pledged or assigned to the 
lender.  
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2.39. “Operational Risk” means the risk of loss resulting from inadequate or 
failed internal processes, people and systems or from external events. This 
definition includes legal risk, but excludes strategic and reputational risk. 
Legal risk includes, but is not limited to, exposure to fines, penalties, or 
punitive damages resulting from supervisory actions, as well as private 
settlements. 

2.40. “Over-the-Counter (OTC) Derivative” means special financial deals 
made directly between two parties, without using a regular marketplace or 
middlemen. The special aspect about them is that they do not have fixed 
rules; instead, the two parties can decide the rules themselves. 

2.41. “Pricing model” means a model that is used to determine the value of an 
instrument (mark-to-market or mark-to-model) as a function of pricing 
parameters or to determine the change in the value of an instrument as a 
function of risk factors. 

2.42. “Project finance” means the method of funding in which the lender looks 
primarily to the revenues generated by a single project, both as the source 
of repayment and as security for the loan. This type of financing is usually 
for large, complex and expensive installations such as power plants, 
chemical processing plants, mines, transportation infrastructure, 
environment, media, and telecoms. Project finance may take the form of 
financing the construction of a new capital installation, or refinancing of an 
existing installation, with or without improvements.  

2.43. “Prudentially Regulated Financial Entity” means a legal entity supervised 
by a regulator that imposes prudential requirements consistent with 
international norms or a legal entity (parent company or subsidiary) 
included in a consolidated group where any substantial legal entity in the 
consolidated group is supervised by a regulator that imposes prudential 
requirements consistent with international norms. These include, but are 
not limited to, prudentially regulated broker/dealers, thrifts and futures 
commission merchants, and qualifying central counterparties.  

2.44. “Risk Weighted Asset for Credit Risk” means a bank's asset (on-balance 
sheet exposure) or off-balance-sheet exposures, multiplied by its 
corresponding risk weight. 



 

12 

 

2.45. “Risk Weights” means percentage amounts that are multiplied to an asset 
value to convert it into a risk-weighted asset. 

2.46. “Sale and Repurchase Agreement (Repo)” means an arrangement where 
a bank sells an instrument and commits to repurchase the instrument for an 
agreed price on demand, or after a stated time, or in the event of a 
contingency. A repo or a reverse repo may be treated as collateralized 
transactions. The repo is an irrevocable commitment and an off-balance 
sheet exposure.  

2.47. “Securities Financing Transaction (SFT)” means a transaction such as a 
repurchase agreement (Repos), a reverse repurchase agreement (reverse 
Repos), security lending and borrowing, and margin lending transaction, 
where the value of the transaction depends on market valuations and the 
transaction is often subject to margin agreement. 

2.48. “Short Position” means investing in such a way that the investor will profit 
if the value of the asset falls. This is the opposite of a more conventional 
"long position”, where the investor will profit if the value of the asset rises. 

2.49. “Specific Provisions” means provisions held for defaulted exposures. 
2.50. “Synthetic Holding of Capital Instrument” arises when a bank invests in 

an instrument where the value of the instrument is directly linked to the 
value of the capital of an unconsolidated bank, financial or insurance entity. 

2.51. “Subsidiary” means as defined under the Commercial Code, and 
controlled by a parent bank, registered under the laws of, and having its 
head office in Ethiopia.  

2.52. “Total Risk-Weighted Assets” means the capital requirements for market 
risk and operational risk, multiplied by 8.70 (i.e. the reciprocal of the 
minimum capital ratio of 11.5%), and adding the resulting figures to the sum 
of risk-weighted assets for credit risk. 

2.53. “Trading Book” means positions/portfolio of financial instruments and 
commodities held by a bank either with trading intent or in order to hedge 
other elements of the trading book; and meets the purposes listed under 
Sub-Articles 16.1 and 16.2 of this Directive.   

2.54. “Trading Desk” means a group of traders or trading accounts that 
implements a well-defined business strategy operating within a clear risk 
management structure. 
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2.55. “Trigger Event” means the earlier of the occurrence of the trigger point; 
and  

2.55.1. a decision that a write-off, without which the firm would become non-
viable, is necessary, as determined by the relevant authority; and the 
decision to make a public sector injection of capital, or equivalent 
support, without which the firm would have become non-viable, as 
determined by the relevant authority; and  

2.55.2. is determined by the jurisdiction in which the capital is being given 
recognition for regulatory purposes.  

2.56. “Trigger point” means a situation where a bank’s CET 1 ratio reaches at 
5.125%. 

2.57. “Vertical Disallowance” means a calculation designed to capture the 
basis risk which is the risk that the relationship between changes in prices 
of similar instruments, even in the same time zone, is not stable over time.  

2.58. “General Market Risk” means the risk of a loss arising from adverse 
changes in market prices, for example, a change in interest rates or official 
policy. 

2.59. “Specific Risk” as used in market risk means the risk that the price of a 
given instrument will move out of line with similar instruments, due 
principally to factors related to its issuer. 

 
3. Scope of Application 

This Directive shall be applicable on banks, licensed by the National Bank and 
operating in Ethiopia, at individual entity level (on a standalone basis) and at a 
consolidated basis if the bank belongs to a bank group.  

Thus, banks licensed by the National Bank and operating in Ethiopia shall consolidate 
all financial entities within their bank group that are conducting financial activities and 
shall ensure that individual financial entities within their bank group and the whole 
bank group, on a consolidated basis, are adequately capitalized in line with this 
Directive. 
 

4. Duties and Responsibilities of Board of Directors of Banks 
4.1. The board of directors of a bank (the board) shall be primarily responsible 

for ensuring compliance with this Directive and maintaining the bank’s 
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capital adequacy ratio (CAR) at or above the minimum requirement at all 
times. To this end, the board shall have a periodic [1-3 year] capital 
management strategy. 

4.2. The board of directors of a bank shall establish internal capital adequacy 
processes and system. 

4.3. The board’s capital management strategy shall, at minimum, establish and 
explain: 

4.3.1. the duties and responsibilities of functional units;  
4.3.2. policies and operational procedures to be adapted; and 
4.3.3. system and automations required in continually measuring the 

regulatory capital and the risk weighted assets (RWA) for credit risk, 
market risk and operational risk of the bank.  

4.4. The board’s capital management strategy shall be submitted to the 
National Bank for its review and follow up of the bank’s implementation of 
the strategy ensuring it meets the minimum regulatory capital requirements 
and other provisions of this directive necessary to protect the bank's 
capital, including the computation of RWA.  
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PART TWO: CAPITAL DEFINITION 
Components of Capital, Minimum Capital Adequacy Requirement, Criteria for 
Inclusion in Capital and Regulatory Adjustments 

Components of regulatory capital, the elements within each component of capital and 
the limits/minima provided in this part, are as per the definitions of regulatory capital 
under Basel III, except the treatment of accumulated other comprehensive income and 
other disclosed and unencumbered reserves. 

 

5. Components of Capital 
Total regulatory capital shall consist of the following three components of tiers of 
capital, net of all regulatory adjustments as provided in Article 11 hereinbelow: 

5.1. Tier 1 Capital (going-concern capital), which shall comprise: 
5.1.1. Common Equity Tier 1 (CET1) capital; and 
5.1.2. Additional Tier 1 (AT1) capital.  

5.2. Tier 2 capital (gone-concern capital). 
 

6. Minimum Capital Adequacy Requirement 
6.1. Banks shall, at all times, maintain the following minimum capital adequacy ratio 

for each component of tier of capital and the total regulatory capital: 
6.1.1. CET 1 ratio: seven and half percent (7.5 %) of risk-weighted assets. 
6.1.2. Tier 1 capital ratio: nine and half percent (9.5%) of risk-weighted assets. 
6.1.3. Total capital (Tier 1 Capital plus Tier 2 Capital) ratio: eleven and half percent 

(11.5%) of risk-weighted assets. 

Note: these minimum requirements may be revised based on the results of 
the Quantitative Impact Survey (QIS) being done by the National Bank on 
sample banks. 

6.2. The calculation for regulatory capital requirement and the risk-weighted assets 
(RWA) shall be as provided in this Directive. 

6.3. The RWA for market risk and operational risk shall be obtained by multiplying the 
required capital computed in line with Part Four and Part Five of this Directive by 
8.7, which is the reverse of the required minimum capital ratio of 11.5% (1/11.5% = 
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8.7), and shall be added to the RWA for credit risk computed in line with Part 
Three of this Directive. 

6.4. The formula for the minimum capital adequacy ratios applied to each tier of 
capital and the total regulatory capital shall be as follows: 
𝐶𝐸𝑇1	𝑟𝑎𝑡𝑖𝑜

=
𝐶𝐸𝑇𝐼	𝐶𝑎𝑝𝑖𝑡𝑎𝑙

𝐶𝑟𝑒𝑑𝑖𝑡	𝑅𝑖𝑠𝑘	𝑅𝑊𝐴 +𝑀𝑎𝑟𝑘𝑒𝑡	𝑅𝑖𝑠𝑘	𝑅𝑊𝐴 + 𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑜𝑛𝑎𝑙	𝑅𝑖𝑠𝑘	𝑅𝑊𝐴
 

𝑇𝑖𝑒𝑟1	𝑐𝑎𝑝𝑖𝑡𝑎𝑙	𝑟𝑎𝑡𝑖𝑜

=
𝐶𝐸𝑇1	𝐶𝑎𝑝𝑖𝑡𝑎𝑙	 + 𝐴𝑇𝐼	𝐶𝑎𝑝𝑖𝑡𝑎𝑙

𝐶𝑟𝑒𝑑𝑖𝑡	𝑅𝑖𝑠𝑘	𝑅𝑊𝐴 +𝑀𝑎𝑟𝑘𝑒𝑡	𝑅𝑖𝑠𝑘	𝑅𝑊𝐴 + 𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑜𝑛𝑎𝑙	𝑅𝑖𝑠𝑘	𝑅𝑊𝐴
 

𝑇𝑜𝑡𝑎𝑙	𝑐𝑎𝑝𝑖𝑡𝑎𝑙	𝑟𝑎𝑡𝑖𝑜

=
𝑇𝑖𝑒𝑟	1	𝐶𝑎𝑝𝑖𝑡𝑎𝑙	 + 𝑇𝑖𝑒𝑟	2		𝐶𝑎𝑝𝑖𝑡𝑎𝑙

𝐶𝑟𝑒𝑑𝑖𝑡	𝑅𝑖𝑠𝑘	𝑅𝑊𝐴 +𝑀𝑎𝑟𝑘𝑒𝑡	𝑅𝑖𝑠𝑘	𝑅𝑊𝐴 + 𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑜𝑛𝑎𝑙	𝑅𝑖𝑠𝑘	𝑅𝑊𝐴
 

 
6.5. If a bank has complied with the minimum CET 1 and Tier 1 capital ratios, then the 

excess Additional Tier 1 capital can be admitted for compliance with the minimum 
capital adequacy (CAR) of 11.5% of RWAs.  

 
7. Common Equity Tier 1 Capital 

7.1. Common Equity Tier 1 capital shall consist of the sum of the following elements: 
7.1.1. Common shares issued by a bank that meet the criteria for classification 

as common shares for regulatory purposes (or the equivalent for non-joint 
stock companies, e.g. paid-up capital), as stated under Sub-Article 7.2 
hereinbelow; 

7.1.2. Stock surplus (share premium) resulting from the issue of common share 
included in CET 1 capital; 

7.1.3. Legal/Statutory reserve, as defined in the Banking Business Proclamation 
No. 1360/2025; 

7.1.4. Retained earnings, after deducting any interim or final dividends, which 
have been declared by the board of directors of the reporting bank or bank 
group, on any class of shares and any interim losses incurred since the end 
of the last financial reporting period. 
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7.1.5. Common shares issued by consolidated subsidiaries of a bank and held 
by third parties (i.e. minority interest) that meet the criteria for inclusion in 
CET 1 capital; and 

7.1.6. Regulatory adjustments applied in the calculation of CET 1 in line with 
Article 11 of this Directive. 

7.2. An instrument/common share shall qualify as a CET 1 capital if it meets, at a 
minimum, all the following criteria:  

7.2.1. Represents the most subordinated claim in liquidation of a bank. 
7.2.2. The investor is entitled to a claim on the residual assets that is proportional 

with its share of issued capital, after all senior claims have been repaid in 
liquidation (i.e. has an unlimited and variable claim, not a fixed or capped 
claim). 

7.2.3. The principal is perpetual and never repaid outside of liquidation (setting 
aside discretionary repurchases or other means of effectively reducing 
capital in a discretionary manner that is allowable under Ethiopian law). 

7.2.4. The bank does nothing to create an expectation at issuance, that the 
instrument will be bought back, redeemed or cancelled nor do the 
statutory or contractual terms provide any feature which might give rise to 
such an expectation. 

7.2.5. Distributions are paid out of distributable items (retained earnings 
included). The level of distributions is not in any way tied or linked to the 
amount paid in at issuance and is not subject to a contractual cap (except 
to the extent that a bank is unable to pay distributions that exceed the level 
of distributable items). 

7.2.6. There are no circumstances under which the distributions are obligatory. 
Non-payment is, therefore, not an event of default. 

7.2.7. Distributions are paid only after all legal and contractual obligations have 
been met and payments on more senior capital instruments have been 
made. This means that there are no preferential distributions, including in 
respect of other elements classified as the highest quality issued capital. 

7.2.8. It is the issued capital that takes the first and proportionately greatest share 
of any losses as they occur. Within the highest quality capital, each 
instrument absorbs losses on a going concern basis proportionately and 
pari passu with all the others. 
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7.2.9. The paid-in amount is recognized as equity capital (i.e. not recognized as a 
liability) for determining balance sheet insolvency. 

7.2.10. The paid-in amount is classified as equity under the relevant international 
accounting standards. 

7.2.11. It is directly issued and paid-in and the bank cannot directly or indirectly 
have funded the purchase of the instrument. 

7.2.12. The paid-in amount is neither secured nor covered by a guarantee of the 
issuer or related entity or subject to any other arrangement that legally or 
economically enhances the seniority of the claim. 

7.2.13. It is only issued with the approval of the owners of the issuing bank, either 
given directly by the owners or, if permitted by applicable law, given by the 
board of directors or by other persons duly authorized by the owners. 

7.2.14. It is clearly and separately disclosed on a bank’s balance sheet. 
 

8. Additional Tier 1 Capital  
8.1. Additional Tier 1 capital shall consist of the sum of the following elements: 

8.1.1. Instruments issued by a bank that meet the criteria for inclusion in AT1 
capital (and are not included in CET 1), as stated under Sub-Article 8.2 
hereinbelow; 

8.1.2. Stock surplus (share premium) resulting from the issue of instruments 
included in AT 1 capital; 

8.1.3. Instruments issued by consolidated subsidiaries of a bank and held by 
third parties that meet the criteria for inclusion in AT 1 capital and are not 
included in CET 1; and 

8.1.4. Regulatory adjustments applied in the calculation of AT 1 capital in line 
with Article 11 hereinbelow. 

8.2. An instrument shall qualify as AT 1 capital instrument if it meets, at a minimum, all 
the following criteria:  

8.2.1. Issued and paid-in. 
8.2.2. Subordinated to depositors, general creditors and subordinated debt of the 

bank. In the case of an issue by a holding company, the instrument must 
be subordinated to all general creditors.  
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8.2.3. Is neither secured nor covered by a guarantee of the issuer or related entity 
or other arrangement that legally or economically enhances the seniority of 
the claim vis-à-vis bank creditors. 

8.2.4. Is perpetual, i.e. there is no maturity date and there are no step-ups or 
other incentives to redeem;  

8.2.5. May be callable at the initiative of the issuer only after a minimum of five (5) 
years, under the condition that a bank:  

a) receives prior approval from the National Bank;  
b) shall not do anything which creates an expectation that the call will 

be exercised;  
c) does not exercise a call unless they replace the called instrument 

with capital of the same or better quality and the replacement of this 
capital is done at conditions which are sustainable for the income 
capacity of the bank;  

d) demonstrates that its capital position is well above the minimum 
capital requirements after the call option is exercised; and  

e) the use of tax event and regulatory event calls are permitted within 
the first five (5) years of a capital instrument, but the National Bank 
will only permit the bank to exercise such a call if in their view the 
bank was not in a position to anticipate the event at issuance.   

8.2.6. Any repayment of principal (e.g. through repurchase or redemption) shall 
be with prior approval of the National Bank and banks shall not assume or 
create market expectations that supervisory approval will be given. 

8.2.7. Dividend/coupon discretion:  
a) the bank shall have full discretion at all times to cancel 

distributions/payments;  
b) cancellation of discretionary payments shall not be an event of 

default;  
c) the bank shall have full access to cancelled payments to meet 

obligations as they fall due; and 
d) cancellation of distributions/payments shall not impose restrictions 

on the bank except in relation to distributions to common 
stockholders. 

8.2.8. Dividends/coupons shall be paid out of distributable items. 
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8.2.9. The instrument shall not have a credit-sensitive dividend feature, that is, a 
dividend/coupon, which is reset periodically based in whole or in part on 
the bank’s credit standing. 

8.2.10. The instrument shall not contribute to liabilities exceeding assets if such a 
balance sheet test forms part of national insolvency law. 

8.2.11. Instruments classified as liabilities for accounting purposes shall have a 
principal loss-absorption mechanism. This must generate CET 1 under the 
relevant accounting standards and the instrument will only receive 
recognition in AT 1 up to the minimum level of CET 1 generated by the loss-
absorption mechanism. The mechanism shall operate through either:  

a) conversion to common shares at the trigger point of 5.125% CET1; 
or  

b) a write-down, which allocates losses to the instrument at the trigger 
point of 5.125% CET 1. The write-down shall have the following 
effects:  

i) reduce the claim of the instrument in liquidation;  
ii) reduce the amount repaid when a call is exercised; and  
iii) partially or fully reduce coupon/dividend payments on the 

instrument. 
8.2.12. The aggregate amount to be written down/converted for all instruments 

classified as liabilities for accounting purposes on breaching the trigger 
level shall be at least the amount needed to immediately return the bank's 
CET 1 ratio to the trigger level or, if this is not possible, the full principal 
value of the instruments. 

8.2.13. Neither the bank nor a related party over which the bank exercises control 
or significant influence can have purchased the instrument, nor can the 
bank directly or indirectly fund the instrument or the purchase of the 
instrument. 

8.2.14. The instrument shall not have any features that hinder recapitalization, such 
as provisions that require the issuer to compensate investors if a new 
instrument is issued at a lower price during a specified time frame. 

8.2.15. If the instrument is not issued out of an operating entity or the holding 
company in the consolidated group, proceeds shall be immediately 
available without limitation to a single operating entity or the holding 
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company in the consolidated group in a form which meets or exceeds all of 
the other criteria for inclusion in AT 1 capital. 

8.2.16. The terms and conditions of the instrument shall have a provision that 
authorizes/empowers the issuing bank, by its own decision and/or by 
instruction of the National Bank, to be able to either write-off or convert the 
instrument into common equity upon the occurrence of a trigger event. 
Any compensation paid to instrument holders as a result of such a write-off 
shall be paid immediately in the form of common stock (or its equivalent in 
the case of non-joint stock companies) of either the issuing bank or the 
parent company of the consolidated group (including any successor in 
resolution) and shall be paid prior to any public sector injection of capital. 
And, the issuing bank shall maintain (at all times) all prior authorization 
necessary to immediately issue the relevant number of shares specified in 
the instrument's terms and conditions should the trigger event occur. The 
terms and conditions of the instrument shall also have/give all the 
necessary prior authorization to the issuing bank to immediately issue the 
relevant number of shares, should the trigger event occur. 

8.3.  Stock surplus (i.e. share premium), that is not eligible for inclusion in CET 1, shall 
only be permitted to be included in AT 1 capital if the shares giving rise to the 
stock surplus are permitted to be included in AT1 capital. 

 
9. Tier 2 Capital 

9.1. Tier 2 capital shall consist of the sum of the following elements: 
9.1.1. Instruments issued by a bank that meet the criteria for inclusion in Tier 2 

capital (and are not included in Tier 1 capital), as stated under Sub-Article 
9.2 hereinbelow; 

9.1.2. Stock surplus (share premium) resulting from the issue of instruments 
included in Tier 2 capital; 

9.1.3. Instruments issued by consolidated subsidiaries of a bank and held by 
third parties that meet the criteria for inclusion in Tier 2 capital and are not 
included in Tier 1 capital; 

9.1.4. Certain loan loss provisions such as general provisions/general loan-
loss reserve; up to a maximum of 1.25 percentage points of credit risk 
weighted assets calculated in line with the provisions of this directive;  
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9.1.5. Accumulated other comprehensive income and Other disclosed and 
unencumbered reserves; separately disclosed as per IFRS may be 
included only up to 50% of the revaluation reserve (for property and 
equipment) subject to prior approval of the National Bank to ascertain the 
independence of the source of the revaluation, the reasonableness of the 
revaluation amount and if the revaluation reserves have been either 
excessive in total or in frequency. 

9.1.6. Regulatory adjustments applied in the calculation of Tier 2 capital in line 
with Article 11 hereinbelow.  

9.2. An instrument shall qualify as a Tier 2 capital instrument if it meets, at    a 
minimum, all the following criteria:  

9.2.1. Issued and paid-in. 
9.2.2. Subordinated to depositors and general creditors of a bank. In the case of 

an issue by a holding company, the instrument shall be subordinated to all 
general creditors. 

9.2.3. Is neither secured nor covered by a guarantee of the issuer or related entity 
or other arrangement that legally or economically enhances the seniority of 
the claim vis-à-vis depositors and general creditors of the bank.  

9.2.4. The instrument shall have a minimum original maturity of at least five (5) 
years (recognition in regulatory capital in the remaining five (5) years before 
maturity will be amortized on a straight-line basis), and there are no step-
ups or other incentives to redeem. 

9.2.5. The instrument may be callable at the initiative of the issuer only after a 
minimum of five (5) years, subject to the following requirements:  

a) to exercise a call option a bank must receive approval from the 
National Bank;  

b) a bank shall not do anything that creates an expectation that the call 
will be exercised;  

c) a bank shall not exercise a call unless they replace the called 
instrument with capital of the same or better quality and the 
replacement of this capital is done at conditions which are 
sustainable for the income capacity of the bank; or  

d) a bank demonstrates that its capital position is well above the 
minimum capital requirements after the call option is exercised. 
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9.2.6. The investor shall have no rights to accelerate the repayment of future 
scheduled payments (coupon or principal), except in bankruptcy and 
liquidation. 

9.2.7. The instrument shall not have a credit-sensitive dividend feature that is a 
dividend/coupon that is reset periodically based in whole or in part on the 
bank's credit standing. 

9.2.8. Neither the bank nor a related party over which the bank exercises control 
or significant influence can have purchased the instrument, nor can the 
bank directly or indirectly have funded the purchase of the instrument. 

9.2.9. If the instrument is not issued out of an operating entity or the holding 
company in the consolidated group, proceeds shall be immediately 
available without limitation to an operating entity or the holding company 
in the consolidated group in a form which meets or exceeds all of the other 
criteria for inclusion in Tier 2 capital. 

9.2.10. The terms and conditions of the instrument shall have a provision that 
authorizes/empowers, the issuing bank, by its own decision or by 
instruction of the National Bank, to be able to either write-off or convert the 
instrument into common equity upon the occurrence of a trigger event. 
Any compensation paid to instrument holders as a result of such a write-off 
shall be paid immediately in the form of common stock (or its equivalent in 
the case of non-joint stock companies) of either the issuing bank or the 
parent company of the consolidated group (including any successor in 
resolution) and shall be paid prior to any public sector injection of capital. 

9.3.  Stock surplus (i.e. share premium), that is not eligible for inclusion in Tier 1 capital, 
shall only be permitted to be included in Tier 2 capital if the shares giving rise to 
the stock surplus are permitted to be included in Tier 2 capital. 

 
10. Minority Interest and Other Capital Issued Out of Consolidated Subsidiaries that 

is held by third parties 
10.1. Minority interests (i.e. non-controlling interest) arising from fully consolidated 

subsidiary (whether wholly or partly owned) of a bank may only be recognized as 
eligible regulatory capital for a given tier of regulatory capital where: 

10.1.1. the subsidiary that issues instruments with minority interests is a bank or a 
prudentially regulated other financial entity;  
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10.1.2. the instruments satisfy the criteria for the tier of regulatory capital to which 
it is to be included (i.e. CET 1, AT 1 or Tier 2); and 

10.1.3. the minority interest shall not be funded, either directly or indirectly, by the 
parent bank.  

10.2. The contribution to regulatory capital from minority interests includes all minority 
interests except for the surplus capital attributable to minority shareholders that is 
above minimum requirements for the subsidiary.  

10.3. Any CET 1, AT 1 or Tier 2 capital instrument issued by a consolidated subsidiary of 
a bank to minority shareholders may be included as that same tier of capital only if 
the instruments would, if issued by the bank, meet all the criteria for classification 
as that tier of capital.  

10.4. The amount of capital recognized as AT 1 or Tier 2 capital shall exclude amounts 
recognized in any higher tier of capital (i.e. CET1 if AT 1 instrument, and/or both of 
CET 1 and AT 1 if Tier 2 instrument).  

10.5. The contribution of minority interest in a subsidiary that satisfies Sub-Article 10.1 
hereinabove is determined separately for each given tier of capital that has 
instruments issued to minority interests (i.e. CET 1, Tier 1/AT 1 or Tier 2/ Total 
Capital) as:  

10.5.1. Total minority interest less the surplus capital (in each of CET 1, AT 1 or Tier 
2) attributable to minority shareholders.  

10.5.2. Surplus capital is the available capital for that tier (in each of CET 1, Tier 1 or 
Total Capital) less the lower of:  

a) the minimum capital requirement of the subsidiary plus the capital 
conservation buffer (CCB), that is applicable on the subsidiary under 
its supervisory jurisdiction, as a percent of RWAs for each 
component of capital (tiers) outlined in Article 6 hereinabove (i.e. 
CET 1 plus CCB1 is 10% of RWAs); and  

b) the portion of the consolidated minimum capital requirements (for 
either CET 1, Tier 1 or Total Capital) plus CCB1 that applies to the 
subsidiary. 

 
11. Regulatory Adjustments 

Banks shall make the following regulatory adjustments to determine total regulatory 
capital at standalone/solo or consolidated level, as the case may be. Regulatory 
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adjustments shall be made from CET 1 unless explicitly stated and/or a corresponding 
deduction approach is allowed for deducting from other components of capital. Assets 
deducted from regulatory capital shall not be included in RWA. 

 
11.1. Goodwill and Other Intangibles 

A bank shall deduct the following, net of any associated deferred tax liabilities, 
which would be extinguished if the intangible assets become impaired or 
derecognized under applicable accounting standards: 

11.1.1. goodwill and any other intangible assets, net of adjustments to profit or 
loss reflecting any changes from ‘impairment’ of goodwill; and  

11.1.2. other intangible assets, net of adjustments to profit or loss reflecting 
amortization and impairment. Banks may use the IFRS definition of 
intangible assets to determine which assets are classified as intangible, and 
are, thus, required to be deducted. 

11.2. Pledged Assets  
A capital deduction of 100% of the outstanding balance of pledged assets from 
CET 1 shall apply with the exception of repurchase agreements (repos). 

11.3. Deferred Tax Assets 
11.3.1. Deferred tax assets (DTAs) that rely on the future profitability of the bank 

shall be deducted in the calculation of CET 1 capital. DTA may be netted 
with associated deferred tax liabilities (DTLs) only if the DTAs and DTLs 
relate to taxes levied by the same taxation authority and offsetting is 
permitted by the relevant taxation authority, irrespective of timing 
differences.  

11.3.2. All other such assets, for example, those relating to operating losses, such 
as the carry forward of unused tax losses, or unused tax credits, shall be 
deducted in full, net of deferred tax liabilities as described under Sub-
Article 11.3.1 hereinabove. The DTLs permitted to be netted against DTAs 
shall exclude amounts that have been netted against the deduction of 
goodwill, intangibles and defined benefit pension assets, and shall be 
allocated on a pro-rata basis between DTAs and DTAs that are to be 
deducted in full. 

11.3.3. DTAs arising from any other source shall be deducted from CET 1 capital as 
a prudent measure. An over-installment of tax, or current year tax losses 
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carried back to prior years may give rise to a claim or receivable from the 
government or local tax authority. Such amounts are generally classified as 
current tax assets for accounting purposes. The recovery of such a claim or 
receivable shall not rely on the future profitability of a bank and shall be 
assigned the relevant sovereign risk weighting. 

11.4. Cash Flow Hedge Reserve 
The amount of the cash flow hedge reserve that relates to the hedging of items 
that are not fair valued on the balance sheet (including projected cash flows) shall 
be derecognized in the calculation of CET 1 capital. In this regard, positive 
amounts shall be deducted and negative amounts shall be added back.  

11.5. Cumulative Gains and Losses Due to Changes in Own Credit Risk on Fair Valued 
Financial Liabilities 

11.5.1. All unrealized gains and losses that have resulted from changes in the fair 
value of liabilities that are due to changes in the bank’s own credit risk shall 
be derecognized in the calculation of CET 1 capital.  

11.5.2. In addition, all accounting valuation adjustments on derivative liabilities that 
are due to changes in the bank’s own credit risk shall be derecognized in 
the calculation of CET 1 capital. The offsetting between valuation 
adjustments that are due to changes in the bank’s own credit risk and 
those arising from its counterparties’ credit risk is not allowed.  

11.6. Defined Benefit Pension Fund Assets and Liabilities 
11.6.1. For each defined benefit pension fund that is an asset on the balance sheet 

of a bank, the asset shall be deducted in the calculation of CET 1 capital, 
net of any associated deferred tax liability, which would be extinguished if 
the asset becomes impaired or derecognized under IFRS. The amount of 
defined benefit pension fund liabilities, as included on the balance sheet, 
shall be fully recognized in the calculation of CET 1 capital. 

11.6.2. A bank shall seek a prior written approval of the National Bank before the 
assets in the fund, to which the bank has unrestricted and unfettered 
access, can be used to offset the deduction. 

11.6.3. For the purpose of Sub-Article 11.6.2 hereinabove, such offsetting assets 
shall be risk-weighted as if they were owned directly by the bank.  

11.7. Investment in Own Shares (Treasury Stock) 
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11.7.1. All of a bank’s investments in its own common shares (including treasury 
stock), whether held directly or indirectly, shall be deducted in the 
calculation of CET 1, unless already derecognized under IFRS. In addition, 
any own shares which the bank could be contractually obliged to purchase 
shall be deducted from CET 1. The adjustment shall apply to exposures in 
both the banking book and the trading book. 

11.7.2. Gross long positions may be deducted net of short positions in the same 
underlying exposure only if the short positions involve no counterparty risk.  

11.7.3. Banks should look through holdings of index securities to deduct exposures 
to own shares. However, gross long positions in own shares resulting from 
holdings of index securities may be netted against short position in own 
shares resulting from short positions in the same underlying index. In such 
cases the short positions may involve counterparty risk (which will be 
subject to the relevant counterparty credit risk charge). 

11.7.4. Subject to National Bank’s approval, a bank may use a conservative 
estimate of investments in its own shares where the exposure results from 
holdings of index securities and the bank finds it operationally burdensome 
to look through and monitor its exact exposure. However, the methodology 
for the estimate shall demonstrate that the actual exposure will never be 
higher than the estimated exposure, and the estimation should be updated 
at least annually to reflect the best estimates of the exposure. The full value 
shall be deducted in instances where this requirement cannot be met. 

11.7.5. In applying the deductions, banks shall deduct the investment from the 
same component of capital for which it would qualify. If a bank is required 
to make a deduction from a particular tier of capital and it does not have 
enough of that tier of capital to satisfy that deduction, then the shortfall will 
be deducted from the next higher tier of capital. 

11.8. Reciprocal Cross Holdings in the Capital of Banking, Financial and Insurance 
Entities 
Reciprocal cross holdings of capital that are designed to artificially inflate the 
capital position of banks shall be deducted in full. Banks shall apply a 
“corresponding deduction approach” to such investments in the capital of other 
banks, other financial institutions and insurance entities.   
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11.9. Investments in the Capital of Banking, Financial and Insurance Entities that are 
Outside the Scope of Regulatory Consolidation  

11.9.1. The following regulatory adjustments apply to investments in the capital of 
banking, financial and insurance entities that are outside the scope of 
regulatory consolidation. These investments shall be deducted from 
regulatory capital and shall include:   

a) direct, indirect and synthetic holdings of capital instruments. For 
example, banks should look through holdings of index securities to 
determine their underlying holdings of capital. 

b) holdings in both the banking book and trading book. Capital 
includes common stock and all other types of cash and synthetic 
capital instruments (e.g., subordinated debt). 

c) for the capital instruments, the net long position (i.e., the gross long 
position net of short positions in the same underlying exposure 
where the maturity of the short position either matches the maturity 
of the long position or has a residual maturity of at least one year). 

d) underwriting positions in capital instruments, held for more than five 
(5) working days.   

e) consideration of whether the capital instrument of the entity in 
which the bank has invested meets the criteria for CET 1, AT 1, or 
Tier 2 capital of the bank, and if it does not meet, it shall be 
considered as common shares for the purposes of this regulatory 
adjustment. 

11.9.2. with the prior written approval of the National Bank and subject to 
conditions that the National Bank may specify (including the period of 
exclusion), banks may exclude certain investments where these have been 
made in the context of resolving or providing financial assistance to 
reorganize a distressed institution. 

11.10. Other Adjustments 
A bank shall make any other adjustments as may be required by the National 
Bank. 
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PART THREE: CAPITAL REQUIREMENT FOR CREDIT RISK 
 

12.  General Principles  
12.1. The minimum regulatory capital requirements for credit risk exposures in the 

banking book shall be risk-weighted in accordance with the individual risk 
categories stipulated under Sub-Article 13.2 herein below. 

12.2. A bank shall apply the prescribed risk weight to both on-balance sheet and off-
balance sheet exposures.  

12.3. Exposures are to be risk-weighted net of specific provisions.  
12.4. Risk weights in the Basel II/III standardized approach shall be based on the risk 

rating assigned by Credit Rating Agencies deemed eligible by the National Bank. 
12.5. A bank shall ensure an External Credit Assessments Institutions (ECAI) which 

satisfies the criteria of objectivity, independence, international access and 
transparency, disclosure, resources and credibility outlined in the Basel 
framework. 

12.6. The National Bank recognizes External Rating Grades (ERG) issued by 
ECAIs/ratings agencies, such as Standard and Poor’s (S&P), Moody's Investors 
Service (Moody’s) or Fitch Ratings (Fitch). Other than these ECAIs, banks shall 
require approval of the National Bank. The equivalence of major rating agencies is 
mapped to external rating grades (ERG) in table 1 herein below:  

  
Table 1 - Recognized ECAIs ERG 

ERG S&P  Moody’s  Fitch  
1  A-1 / AAA to AA-  P-1 / Aaa to Aa3  F-1 / AAA to AA-  
2  A-2 / A+ to A-  P-2 / A1 to A3  F-2 / A+ to A-  
3  A-3 / BBB+ to BBB-  P-3 / Baa1 to Baa3  F-3 / BBB+ to BBB-  
4  Below A-3 / BB+ to B-  Below P-3 / Ba1 to B3  Below F-3 / BB+ to B-  
5  N/A / below B-  N/A / below B3  N/A / below B-  

 
12.7. A bank shall apply the higher risk weight if there are two assessments made by 

ECAIs, which map into different risk weights. However, if there are three or more 
assessments with different risk weights, a bank shall refer the assessments 
corresponding to the two lowest risk weights and shall apply the higher of those 
two risk weights. 

12.8. A bank shall perform the following due diligence requirements: 
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12.8.1. to ensure that they have an adequate understanding, at origination and 
thereafter on a regular basis (at least annually), of the risk profile and 
characteristics of their counterparties; 

12.8.2. to ensure that the external ratings appropriately and conservatively reflect 
the creditworthiness of the counterparties. If the due diligence analysis 
reflects higher risk characteristics than that implied by the external rating 
bucket of the exposure (i.e. AAA to AA–; A+ to A– etc.), the bank shall 
assign a risk weight at least one bucket higher than the “base” risk weight 
determined by the external rating. However, due diligence analysis must 
never result in the application of a lower risk weight than that determined 
by the external rating. 

12.8.3. to assess the risk of the exposure for risk management purposes and 
ensure the risk weight applied is appropriate and prudent; 

12.8.4. sophisticate its due diligence in line with the size and complexity of its 
activities and it shall able to access information about their counterparties 
on a regular basis; 

12.8.5. for exposures to entities belonging to consolidated groups, due diligence 
shall be performed, to the extent possible, at the solo entity level to which 
there is a credit exposure. In evaluating the repayment capacity of the solo 
entity, banks may take into account the support of the group and the 
potential for it to be adversely impacted by problems in the group; 

12.8.6. put in place effective internal policies, processes, systems and controls to 
ensure that the appropriate risk weights are assigned to counterparties; 
and 

12.8.7. able to demonstrate to the National Bank that their due diligence analyses 
are appropriate.  

12.9. A bank shall manage and measure capital requirement for credit risk in three 
parts, i.e., on-balance sheet exposures, off-balance sheet exposures and credit 
risk mitigation. 

 
13. On-Balance Sheet Credit Exposures 

13.1. A bank’s total risk-weighted on-balance sheet credit exposure equals the sum of 
the risk-weighted amount of each on-balance sheet asset it holds.  
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13.2. A bank shall classify their portfolio according to the following asset classes, for risk 
weighting purposes: 

13.2.1. Cash and similar items; 
13.2.2. Exposures to Sovereign;  
13.2.3. Exposures to non-central government, State-Owned Enterprises; 
13.2.4. Exposures to Multilateral Development Banks; 
13.2.5. Claims on Banks; 
13.2.6. Exposure to Covered Bonds; 
13.2.7. Exposures to Securities Firms and Microfinance Institutions; 
13.2.8. Exposures to Corporates; 
13.2.9. Retail Exposures; 

13.2.10. Real estate exposures; 
13.2.11. Defaulted exposures; and 
13.2.12. Other exposures. 

13.3. Each Portfolio stated under Sub-Article 13.2 hereinabove shall be mutually 
exclusive and each asset shall be reported in only one Portfolio.  
 

13.4. Cash and Similar Items  
13.4.1. Cash in a bank’s own vaults shall be risk weighted at 0%.  
13.4.2. Gold bullions, held in a bank’s own vaults or on an allocated basis to the 

extent backed by bullion liabilities, shall be risk weighted at 0%.  
13.4.3. Cash items in the process of collection shall be risk weighted at 20%.   

 
13.5. Exposures to Sovereigns   

13.5.1. Exposures to the Ethiopian Federal Government or the National Bank, 
denominated and funded in Ethiopian Birr shall be risk weighted at 0%. 

13.5.2. Claims which are fully guaranteed by the Ethiopian Federal Government 
and denominated and funded in Ethiopian Birr shall be risk weighted at 
0%. The guarantee shall be explicit, unconditional, legally enforceable and 
irrevocable.  

13.5.3. Claims on foreign sovereigns may be assigned a preferential risk weight 
applied by the foreign jurisdiction where the exposure is funded and 
denominated in the currency of that jurisdiction.  
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13.5.4. Claims on the Ethiopian Regional Governments, denominated and funded 
in Ethiopian Birr shall be risk weighted at 20%.   

13.5.5. Exposures to the Ethiopian Federal Government or the National Bank, 
denominated and funded in foreign currency shall be risk weighted based 
on the country risk scores assigned by Credit Rating Agency as stipulated 
herein below:  

 

 
13.5.6. Claims on the Bank for International Settlements, the International 

Monetary Fund, the European Central Bank and the European Community 
shall be risk weighted at 0%. 

13.6. Exposures to State-Owned Enterprises   
13.6.1. Exposures to state-owned enterprises (SOEs) denominated and funded in 

Ethiopian Birr shall be assigned a risk weight that is one category less 
favorable than the sovereign risk weight, i.e. 20%. These SOEs must have a 
revenue raising powers; otherwise, exposure to these entities shall be 
treated in same manner as claims on banks. 

13.6.2. Exposure to SOEs, denominated and funded in foreign currency shall be 
risk weighted based on the country risk scores assigned by a credit rating 
agency.  
 

13.7. Exposures to Multilateral Development Banks  
13.7.1. A 0% risk weight shall be applied to claims on highly rated Multilateral 

Development Banks (MDBs) that fulfill the following criteria.  
a) very high-quality long-term issuer ratings, i.e. a majority of an MDB’s 

external assessments must be AAA; 
b) shareholder structure is comprised of a significant proportion of 

sovereigns with long-term issuer credit assessments of AA- or 
better, or the majority of the MDB’s fund-raising are in the form of 
paid-in equity/capital and there is little or no leverage; 

c) strong shareholder support demonstrated by the amount of paid-in 
capital contributed by the shareholders; the amount of further 
capital the MDBs have the right to call, if required, to repay their 

 ERG  1  2  3  4  5 Unrated 
Risk Weight 0% 20% 50% 100% 150% 100% 
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liabilities; and continued capital contributions and new pledges from 
sovereign shareholders; 

d) adequate level of capital and liquidity (a case-by-case approach is 
necessary in order to assess whether each MDB’s capital and 
liquidity are adequate); 

e) strict statutory lending requirements and conservative financial 
policies, which would include among other conditions a structured 
approval process, internal creditworthiness and risk concentration 
limits (per country, sector, and individual exposure and credit 
category), large exposures approval by the board or a committee of 
the board, fixed repayment schedules, effective; and 

f) monitoring of use of proceeds, status review process, and rigorous 
assessment of risk and provisioning to loan loss reserve. 

13.7.2. MDBs currently eligible for a 0% risk weight are the World Bank Group 
comprising the International Bank for Reconstruction and Development 
(IBRD), the International Finance Corporation (IFC), the Multilateral 
Investment Guarantee Agency (MIGA) and the International Development 
Association (IDA), the Asian Development Bank (ADB), the African 
Development Bank (AfDB), the European Bank for Reconstruction and 
Development (EBRD), the Inter-American Development Bank (IADB), the 
European Investment Bank (EIB), the European Investment Fund (EIF), the 
Nordic Investment Bank (NIB), the Caribbean Development Bank (CDB), 
the Islamic Development Bank (IDB), the Council of Europe Development 
Bank (CEDB), the International Finance Facility for Immunization (IFFIm), 
and the Asian Infrastructure Investment Bank (AIIB). 

13.7.3. Exposures to all other MDBs shall be based on external credit assessments 
as set out under option for claims on banks but without the possibility of 
using the preferential treatment for short-term claims.  
 

13.8. Claims on Banks  
13.8.1. No claim on an unrated bank, except for self-liquidating letters of credit, 

shall receive a risk weight lower than that applied to claims on the 
Ethiopian Federal Government. 
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13.8.2. Claim on banks with a maturity of more than three (3) months shall be risk 
weighted based on the external credit assessment of the bank or the credit 
rating of instruments issued by the bank as follows: 

 

 

13.8.3. Claims on banks funded and denominated in foreign currency, with an 
original maturity of three (3) months or less will be treated as a short-term 
claim, and shall be risk weighted based on the credit rating of the bank as 
follows: 

 

 
13.8.4. Short-term claims on banks that are funded and denominated in the 

Ethiopian Birr shall be risk weighted at 20%.  
13.8.5. The preferential treatment for short-term claims will be available to both 

rated and unrated banks, but not to banks risk weighted at 150%.  
13.8.6. Short-term claims which are rolled over [i.e. where the effective maturity is 

longer than three (3) months] or restructured shall not be risk weighted as a 
short-term claim. 
 

13.9. Exposures to Covered Bonds  
13.9.1. To be eligible for the risk weight set out below, the underlying assets (the 

cover pool) of covered bonds shall meet the disclosure requirements and 
shall include any of the following:  

a) claims on, or guaranteed by, Federal Government of Ethiopia, the 
National Bank, state owned enterprises or multi-development banks; 

b) claims secured by residential real estate that meet the criteria with a 
loan to value (LTV) ratio of 80% or lower; 

c) claims secured by commercial real estate that meet the criteria with 
an LTV of 60% or lower; or  

ERG  1  2  3  4  5 Unrated  
RW long term 20% 50% 50% 100% 150% 50% 

 ERG  1  2  3  4  5 Unrated  
RW short term  20% 20% 20% 50% 150% 20% 
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d) claims on, or guaranteed by banks that qualify for a 30% or lower 
risk weight. However, such assets cannot exceed 15% of covered 
bond issuances. 

13.9.2. Disclosure requirement for the exposures in the form of covered bonds are 
eligible for the treatment set out under Sub-Article 13.9.1. hereinabove, 
provided that the bank investing in the covered bonds can demonstrate to 
the National Bank that: (a) it receives portfolio information at least on: (i) the 
value of the cover pool and outstanding covered bonds; (ii) the 
geographical distribution and type of cover assets, loan size, interest rate 
and currency risks; (iii) the maturity structure of cover assets and covered 
bonds; and (iv) the percentage of loans more than ninety (90) days past 
due; (b) the issuer makes the information referred to in point available to 
the bank at least semi-annually.  

13.9.3. The nominal value of the pool of assets assigned to the covered bond 
instrument(s) by its issuer should exceed its nominal outstanding value by at 
least 10%. In addition to the listed primary assets additional collateral may 
include substitution assets (cash or short-term liquid and secure assets held 
in substitution of the primary assets to top up the cover pool for 
management purposes) and derivatives entered into for the purposes of 
hedging the risks arising in the covered bond program. 

13.9.4. Covered bonds that meet the criteria stipulated under Sub-Articles 
hereinabove shall be risk-weighted based on the issue-specific rating or 
the issuer’s risk weight.  

13.9.5. For covered bonds with issue-specific ratings, the risk weight shall be 
determined as follows:  
 

 
13.9.6. For unrated covered bonds, the risk weight shall be inferred from the 

issuer’s risk weight as follows; 
 

Issue-specific rating for rated covered bond 
exposures (ERG) 

 1  2  3  4  5 

Base RW  10% 20% 20% 50% 100% 

RW of the Issuing bank 20% 50% 100% 150% 

Base RW 10% 25% 50% 100% 
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13.10. Exposures to Securities Firms and Other Financial Institutions (Excluding 

Insurance Companies) 
Exposures to securities firms and other financial institutions shall be treated as 
claims on banks provided that these firms are subject to prudential standards and 
a level of supervision equivalent to those applied to banks (including capital and 
liquidity requirements). 
  

13.11. Exposures to Corporates  
Exposures to corporates shall include exposures (loans, bonds, receivables, etc.) 
to incorporated entities, associations, partnerships, proprietorships, trust funds 
and other entities with similar characteristics, except those which qualify for one of 
the other exposure classes. The corporate exposure class also includes exposures 
to insurance companies and other financial corporates that do not meet the 
definitions of exposures to banks, or securities firms and other financial 
institutions. The corporate exposure class shall not include exposures to 
individuals. The corporate exposure shall be categorized and treated as general 
corporate exposures and specialized lending exposures. 

13.11.1. General Corporate Exposures 
a) For general corporate exposures, banks shall be required to assign 

“base” risk weight as follows, with the exception of unrated 
exposures to corporate small and medium entities:  

 
External rating of 
counterparty (ERG) 

 1  2  3  4  5 Unrated 

Base RW 20% 50% 75% 100% 150% 100% (85% if it is a 
corporate SME) 

 
b) Unrated exposures to corporate small and medium size enterprises 

with recent annual sales, on consolidated basis, of less than Birr 90 
million, shall be risk weighted at 85%.  

13.11.2. Specialized Lending to Corporate Exposures 
a) A corporate exposure shall be treated as a specialized lending 

exposure if such lending possesses some or all of the following 
characteristics, either in legal form or economic substance: 
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i) the exposure is not related to real estate and is within the 
definitions of object finance, project finance or commodities 
finance; 

ii) the exposure is typically to an entity (often a special purpose 
vehicle) that was created specifically to finance and/or 
operate physical assets; 

iii) the borrowing entity has few or no other material assets or 
activities, and, therefore, little or no independent capacity to 
repay the obligation, apart from the income that it receives 
from the asset(s) being financed. The primary source of 
repayment of the obligation is the income generated by the 
asset(s), rather than the independent capacity of the 
borrowing entity; and 

iv) the terms of the obligation give the lender a substantial 
degree of control over the asset(s) and the income that it 
generates.  

b) A bank shall assign to their specialized-lending corporate exposures 
the risk weights determined by the issue-specific external ratings, if 
these are available, according to general corporate exposures. 
Issuer ratings shall not be used. For specialized lending exposures 
for which an issue-specific external rating is not available, the 
following risk weights shall be applied: 

i) Object and commodities finance exposures shall be risk-
weighted at 100%. 

ii) Project finance exposures shall be risk-weighted at 130% 
during the pre-operational phase and 100% during the 
operational phase. For this purpose, operational phase is the 
phase in which the entity that was specifically created to 
finance the project has a positive net cash flow that is 
sufficient to cover any remaining contractual obligation; and 
declining long-term debt. 

c) Project finance exposures in the operational phase, which are 
deemed to be high quality shall be risk weighted at 80%. A high-
quality project finance exposure refers to an exposure to a project 
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finance entity that is able to meet its financial commitments in a 
timely manner and its ability to do so is assessed to be robust 
against adverse changes in the economic cycle and business 
conditions. The following conditions must also be met:   

i) the project finance entity is restricted from acting to the 
detriment of the creditors (e.g. by not being able to issue 
additional debt without the consent of existing creditors);   

ii) the project finance entity has sufficient reserve funds or other 
financial arrangements to cover the contingency funding and 
working capital requirements of the project;  

iii) the revenues availability-based or subject to a rate-of-return 
regulation or take-or-pay contract;  

iv) the project finance entity’s revenue depends on one main 
counterparty and this main counterparty shall be a central 
government, public sector enterprise or a corporate entity 
with a risk weight of 80% or lower;  

v) the contractual provisions governing the exposure to the 
project finance entity provide for a high degree of protection 
for creditors in case of a default of the project finance entity;  

vi) the main counterparty or other counterparties which similarly 
comply with the eligibility criteria for the main counterparty 
will protect the creditors from the losses resulting from a 
termination of the project; 

vii) all assets and contracts necessary to operate the project have 
been pledged to the creditors to the extent permitted by 
applicable law; and 

viii) creditors may assume control of the project finance entity in 
case of its default. 
 

13.12. Retail Exposures  
13.12.1. Retail exposures shall comprise exposures to an individual person or 

persons, or to regulatory retail small and medium enterprises, which are 
enterprises with recent annual sales on consolidated basis of less than Birr 
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20 million. However, it shall not include retail exposures secured by real 
estate.  

13.12.2. Retail exposures that meet all of the criteria listed below shall be classified 
as “regulatory retail” exposures and risk-weighted at 75%. However, 
defaulted retail exposures are to be excluded from the overall regulatory 
retail portfolio when assessing the granularity criterion. 

a) Product criterion: the exposure shall be in the form of revolving 
credits and lines of credit (including credit cards, charge cards and 
overdrafts), personal term loans and leases and small business 
facilities. Mortgage loans, derivatives and other securities (such as 
bonds and equities), whether listed or not, are specifically excluded 
from this category. 

b) Low value of individual exposures: the maximum aggregated 
exposure to one counterparty cannot exceed an absolute threshold 
of Birr 10 million; and  

c) Granularity criterion: no aggregated exposure to one counterparty 
shall exceed 0.2% of the overall regulatory retail portfolio. 

13.12.3. Other retail exposures to an individual person or persons that do not meet 
all of the criteria shall be risk-weighted at 100%. Exposures to small and 
medium enterprise that do not qualify for the regulatory portfolio shall be 
treated as corporate SMEs exposures, unless secured by real estate. 
 

13.13. Real Estate Exposures  
13.13.1. Lending fully secured by and financed for the purchase or construction of 

mortgages on residential property that is or shall be occupied by the 
borrower, or that is rented, shall be risk weighted at 35%.  

13.13.2. In applying the 35% risk weight under Sub-Article 13.13.1 hereinabove, the 
lower risk weight shall be applied restrictively for residential purposes in 
accordance with strict prudential criteria, such as the existence of 
substantial margin of additional security over the amount of the loan based 
on strict valuation rules.  

13.13.3. The National Bank may evaluate appropriateness of risk weight applied to 
these exposures based on the default experiences for these types of 
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exposures in the country and it may require banks to increase the risk 
weight as appropriate.   

13.13.4. A risk weight of 100% shall be applied to claims secured by and financed 
for the purchase or construction of commercial real estate. 
 

13.14. Defaulted Exposures  
13.14.1. For retail exposures, the definition of default shall be applied at the level of 

a particular credit obligation, rather than at the level of the borrower. As 
such, default by a borrower on one obligation does not require a bank to 
treat all other obligations to the bank group as defaulted. 

13.14.2. With the exception of residential real estate exposures and claims secured 
by and financed for the purchase or construction of residential property, 
the unsecured or unguaranteed portion of a defaulted exposure shall be 
risk-weighted net of specific provisions and partial write-offs as follows: 

a) 150% risk weight when specific provisions are less than 20% of the 
outstanding amount of the loan; and 

b) 100% risk weight when specific provisions are equal or greater than 
20% of the outstanding amount of the loan. 

13.14.3. Defaulted residential real estate exposures where repayments do not 
materially depend on cash flows generated by the property securing the 
loan shall be risk-weighted net of specific provisions and partial write-offs 
at 100%.  

13.14.4. Guarantees or financial collateral which are eligible according to the credit 
risk mitigation framework might be taken into account in the calculation of 
the exposure. For the purpose of defining the secured or guaranteed 
portion of the defaulted exposure, eligible collateral and guarantees will be 
the same as for credit risk mitigation purposes. 
 

13.15. Other Exposures  
13.15.1. All other on-balance sheet assets shall be risk weighted at 100%. 
 

14. Off-Balance Sheet Credit Exposure 
14.1. The credit exposure to off-balance sheet items shall comprise of market and non-

market transactions. 
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14.2. The risk weighted amount of an off-balance sheet transaction shall be calculated 
by converting the notional amount of the transaction using a credit conversion 
factor (CCF) into on-balance sheet credit equivalent amount (CEA) and 
multiplying the CEA by the risk weight applicable to the counterparty or type of 
exposure. In the case of commitments, the committed but undrawn amount of the 
exposure shall be multiplied by the CCF. 

14.3. Non-Market Off-Balance Sheet Transactions: 
14.3.1. Non-market related off-balance sheet transactions are classified as 

commitments, direct credit substitutes, lending of securities or assets sales 
with recourse. 

14.3.2. Off-balance sheet items shall be assigned CCFs as specified in the table 
below: 

 
Table 2 – CCF for Off-balance sheet items  

 Off-Balance Sheet Exposure CCF 
● Commitments that are unconditionally cancellable at any time by the bank without prior 

notice, or that effectively provide for automatic cancellation due to deterioration in a 
borrower’s creditworthiness. The National Bank may apply a higher CCF to certain 
commitments as appropriate. 

10% 

● Credit Conversion Factor applies to both the issuing and confirming banks of short-term 
self-liquidating trade letters of credit arising from the movement of goods (e.g. 
documentary credits collateralized by the underlying shipment). 

20% 
 

● Commitments, regardless of the maturity of the underlying facility, unless they qualify for a 
lower CCF 

40% 

● Certain transaction-related contingent items including performance bonds, bid bonds, 
warranties and standby letters of credit related to particular transactions.  

● Note issuance facilities and revolving underwriting facilities regardless of the maturity of the 
underlying facility. 

50% 

● Direct credit substitutes, e.g. general guarantees of indebtedness (including standby letters 
of credit serving as financial guarantees for loans and securities) and acceptances 
(including endorsements with the character of acceptances).  

● Sale and repurchase agreements and asset sales with recourse where the credit risk 
remains with the bank: these items are to be weighted according to the type of asset and 
not according to the type of counterparty with whom the transaction has been entered 
into.   

● The lending of banks’ securities or the posting of securities as collateral by banks, including 
instances where these arise out of repo-style transactions (i.e. repurchase/reverse 
repurchase and securities lending/securities borrowing transactions). The risk-weighting 

100
% 
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 Off-Balance Sheet Exposure CCF 
treatment for counterparty credit risk shall be applied in addition to the credit risk charge 
on the securities or posted collateral, where the credit risk of the securities lent or posted 
as collateral remains with the bank. This does not apply to posted collateral related to 
derivative transactions that is treated in accordance with the counterparty credit risk 
standards. 

● Forward asset purchases, forward deposits and partly paid shares and securities which 
represent commitments with certain drawdown and shall be weighted according to the 
type of asset and not according to the type of counterparty with whom the transaction has 
been entered into. 

● Off-balance sheet items that are credit substitutes not explicitly included in any other 
category. 

 
14.3.3. Where there is an undertaking to provide a commitment on an off-balance 

sheet item, the lower of the two applicable CCFs shall be applied. For 
example, if a bank has a commitment to open short-term self-liquidating 
trade letters of credit arising from the movement of goods, a 20% CCF 
shall be applied (instead of a 40% CCF); and if a bank has an 
unconditionally cancellable commitment to issue direct credit substitutes, a 
10% CCF shall be applied (instead of a 100% CCF).  
 

14.4. Market Off-balance Sheet Transactions  
14.4.1. The counterparty credit risk shall apply in respect of Securities Financing 

Transactions and Over-the-Counter derivatives. 
14.4.2. In order to determine the risk-weighted assets for OTC derivatives and 

securities financing transactions, a bank shall calculate the credit 
equivalent amount of any off-balance sheet item, then assign weights 
according to the category of counterparty, including risk weight in respect 
of exposures backed by eligible guarantees and collateral. 
 

14.4.3. Determination of risk weighted assets for market related off-balance 
sheet transactions (OTC Derivatives): 

a) Counterparty risk weightings for over-the-counter derivative 
transactions shall not be subject to any specific ceiling. 

b) A bank shall get prior authorization from the National Bank to 
engage in over-the-counter derivatives other than simple forward 
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contracts on foreign exchange and interest rates, foreign exchange 
swaps, currency swaps or interest rates swaps.  

c) Typical OTC derivative transactions shall comprise of the following: 
i) Interest rate contracts: these include single currency interest 

rate swaps, basis swaps, forward rate agreements, interest 
rate futures, interest rate options purchased and any other 
instruments of a similar nature; 

ii) Foreign exchange contracts or gold: these include cross 
currency swaps (including cross currency interest rate 
swaps), forward foreign exchange contracts, currency 
futures, currency options purchased, hedge contracts and 
any other instruments of a similar nature; 

iii) Equity contracts: these include swaps, forwards, purchased 
options and similar derivative contracts based on individual 
equities or equity indices; 

iv) Precious metal contracts (other than gold): these include 
swaps, forwards, purchased options and similar derivative 
contracts based on precious metals such as silver and 
platinum; 

v) Other commodity contracts (other than precious metals): 
these include swaps, forwards, purchased options and similar 
derivative contracts based on energy contracts, agricultural 
contracts and any other non-precious metal commodity 
contracts; and 

vi) Other market-related contracts: these include any contracts 
covering other items giving rise to credit risk. 

d) The credit equivalent amount of an off-balance sheet market-related 
transaction, whether held in the banking or trading book, shall be 
determined using the current exposure (also known as mark-to-
market) method. 

e) A bank shall calculate the current replacement cost by marking 
contracts to market, thus capturing the current exposure without 
any need for estimation, and then adding a factor (the "add-on") to 
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reflect the potential future exposure over the remaining life of the 
contract. 

f) The credit equivalent amount of these instruments under this current 
exposure method shall be the sum of the current exposure, which is 
the total replacement cost (obtained by “marking to market”) all of 
its contracts with positive value, and potential future credit exposure, 
which is derived by applying the CCF, according to the residual 
maturity, to the notional principal amount or face value of the 
contracts as specified below.  

Table 3: CCF for OTC Derivative transactions 
 
Residual 
Maturity 

Interest Rates 
FX and 
Gold 

Equities 
Precious 
Metals except 
Gold 

Other 
commodities 

One year or 
less 

0.0% 1.0% 6.0% 7.0% 10.0% 

Over one year 
to five years 

0.5% 5.0% 8.0% 7.0% 12.0% 

Over five years 1.5% 7.5% 10.0% 8.0% 15.0% 

 
Notes:  

● For contracts with multiple exchanges of principal (like swaps), the factors shall be multiplied by 
the number of remaining payments in the contract.  

● For contracts that are structured to settle outstanding exposure following specified payment dates 
and where the terms are reset such that the market value of the contract is zero on these specified 
dates, the residual maturity shall be set equal to the time until the next reset date.  

● In the case of interest rate contracts with remaining maturities of more than one year that meet the 
above criteria, the add-on factor shall be subject to a floor of 0.5%. 

● Other derivative contracts not covered by any of the columns of this matrix shall be treated as 
"other commodities". 

● No potential future credit exposure shall be calculated for single currency floating / floating 
interest rate swaps; the credit exposure on these contracts shall be evaluated solely based on their 
mark-to-market value. 

 
14.4.4. Computation of the credit equivalent amount of securities financing 

transactions 
The credit equivalent amount of securities financing transactions that 
expose a bank to counterparty credit risk shall be calculated as follows: 
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𝐸∗ = 𝑚𝑎𝑥{0; 1.15 ∙ 𝐸 − (0.85 − 𝐻"#) ∙ 𝐶}	
Where:  

E* = credit equivalent (after risk mitigation);  
E = current value of the exposure;  
C = the current value of the collateral received; and 
HFX = 8% when collateral and exposures are denominated in different 
currencies, otherwise 0.  

 
15. Credit Risk Mitigation  

15.1. Techniques and requirements on credit risk mitigation, stated under Sub-Article 
15.2 herein below, shall be applicable to banking book exposures that are risk-
weighted under the standardized approach. Banks shall not be allowed to use 
credit derivatives even for the purposes of credit risk mitigation.    

15.2. A bank shall use and comply with the following credit risk mitigation techniques 
and requirements, respectively:  

15.2.1. Collateralization: where banks have a credit exposure or a potential credit 
exposure; and that credit exposure or potential credit exposure is hedged 
in whole or in part by collateral posted by a counterparty or by a third party 
on behalf of the counterparty. Where banks take eligible financial 
collateral, the simple approach to reduce the regulatory capital 
requirements shall be allowed.  

15.2.2. Guarantees by a third party: a bank shall substitute the risk weight of the 
counterparty with the risk weight of the guarantor. 

15.3. Credit risk mitigation techniques stated under Sub-Article 15.2 hereinabove, shall 
meet the general and legal requirements as set out herein below.    

15.3.1. General Requirements for Credit Risk Mitigation Techniques 
a) No transaction, in which credit risk mitigation techniques are used, 

shall receive a higher capital requirement than an otherwise 
identical transaction where such techniques are not used. 

b) The effects of credit risk mitigation shall not be double-counted. 
Therefore, no additional supervisory recognition of credit risk 
mitigation for regulatory capital purposes shall be granted on 
exposures for which the risk weight already reflects that credit risk 
mitigation.   
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c) While the use of credit risk mitigation techniques reduces or 
transfers credit risk, it may simultaneously increase other risks (i.e. 
residual risks). Residual risks include legal, operational, liquidity and 
market risks and banks shall employ robust procedures and 
processes to control these risks. Where these risks are not 
adequately controlled, the National Bank may impose additional 
capital charges or take other supervisory actions. 

d) In order for credit risk mitigation techniques to provide protection, 
the credit quality of the counterparty must not have a material 
positive correlation with the employed credit risk mitigation 
technique or with the resulting residual risks. For example, securities 
issued by the counterparty provide little protection as collateral and 
are thus ineligible.     

e) In cases where a bank has multiple credit risk mitigation techniques 
covering a single exposure (for instance, a bank has both collateral 
and a guarantee partially covering an exposure), the bank shall 
subdivide the exposure into portions covered by each type of credit 
risk mitigation technique (for instance, portion covered by collateral, 
portion covered by guarantee) and the risk-weighted assets of each 
portion shall be calculated separately. When credit protection 
provided by a single protection provider has differing maturities, 
they shall be subdivided into separate protection as well.  

15.3.2. Legal Requirement 
For banks to obtain capital relief for any use of credit risk mitigation 
techniques, all documentation used in collateralized transactions and third-
party guarantees must be binding on all parties and legally enforceable in 
all relevant jurisdictions. Banks shall conduct sufficient legal review to verify 
this and have a well-founded legal basis to reach this conclusion, and 
undertake such further review as necessary to ensure continuing 
enforceability. 

 
15.4. Collateralized Transactions 

15.4.1. Before capital relief is granted in respect of any form of collateral, the 
following standards shall be met. 
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a) The legal mechanism by which collateral is pledged or transferred 
shall be such that the bank has the right to liquidate or take legal 
possession of it, in a timely manner, in the event of default, 
insolvency or bankruptcy of the counterparty (and, where 
applicable, of the custodian holding the collateral). Additionally, 
banks shall take all steps necessary to fulfill those requirements 
under the law applicable to the bank’s interest in the collateral for 
obtaining and maintaining an enforceable security interest. 

b) A bank shall have clear and robust procedures for the timely 
liquidation of collateral to ensure that any legal conditions required 
for declaring the default of the counterparty and liquidating the 
collateral are observed, and that collateral can be liquidated 
promptly.  

c) Where the collateral is held by a custodian, a bank shall take 
reasonable steps to ensure that the custodian segregates the 
collateral from its own assets. 

15.4.2. Under the simple approach, the risk weight of the counterparty is replaced 
by the risk weight of the collateral instrument collateralizing or partially 
collateralizing the exposure. A collateral to be recognized in the simple 
approach shall be: 

a) pledged for at least the life of the exposure; and  
b) marked to market and revalued with a minimum frequency of six (6) 

months.  
15.4.3. Those portions of exposures collateralized by the market value of eligible 

collateral shall receive the risk weight applicable to the collateral 
instrument. The risk weight on the collateralized portion shall be subject to 
a floor of 20% except under the conditions specified under Sub-Article 
15.4.5 herein below. The remainder of the exposure shall be assigned the 
risk weight appropriate to the counterparty.  

15.4.4. The following collateral instruments shall be eligible for recognition under 
the simple approach. 

a) Cash (as well as certificates of deposit or comparable instruments 
issued by the lending bank) on deposit with the bank that is 
incurring the counterparty exposure. 
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b) Gold. 
c) Debt securities rated by a recognized credit rating agency where 

these are either: 
i) at least BB– when issued by sovereigns or public sector 

enterprises that are treated as sovereigns by the National 
Bank; or 

ii) at least BBB– when issued by other entities (including banks 
and other prudentially regulated financial institutions); or 

iii) at least A-3/P-3 for short-term debt instruments. 
d) Debt securities not rated by a recognized credit rating agency 

where these are: 
i) issued by a bank;  
ii) listed on a recognized exchange;  
iii) classified as senior debt; and 
iv) all rated issues of the same seniority by the issuing bank are 

rated at least BBB– or A-3/P-3 by a recognized credit rating 
agency;   

v) the bank holding the securities as collateral has no 
information to suggest that the issue justifies a rating below 
BBB– or A-3/P-3 (as applicable); and 

vi) the National Bank is confident that the market liquidity of the 
security is adequate. 

e) Equities (including convertible bonds) that are included in a main 
index. 

15.4.5. A 20% floor for the risk weight on a collateralized transaction shall not 
apply, and a 0% risk weight may be applied, where the exposure and the 
collateral are denominated in the same currency, and either (a) the 
collateral is cash on deposit with the bank that is incurring the counterparty 
exposure; or (b) the collateral is in the form of sovereign/public sector 
enterprise securities eligible for a 0% risk weight, and its market value has 
been discounted by 20%. 
 

15.5.  Third-party Guarantees 
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15.5.1. A bank shall substitute the risk weight of the counterparty with the risk 
weight of the guarantor if the operational requirements outlined below are 
met:   

a) it represents a direct claim on the protection provider/guarantor; 
b) it is explicitly referenced to specific exposures or a pool of 

exposures, so that the extent of the cover is clearly defined and 
incontrovertible; 

c) other than non-payment by a protection purchaser of money due in 
respect of the credit protection contract it is irrevocable; there is no 
clause in the contract that would allow the protection provider 
unilaterally to cancel the credit cover or that would increase the 
effective cost of cover as a result of deteriorating credit quality in the 
hedged exposure;  

d) it shall be unconditional; and 
e) there shall be no clause in the protection contract outside the direct 

control of the bank that could prevent the protection 
provider/guarantor from being obliged to pay out in a timely manner 
in the event that the underlying counterparty fails to make the 
payment(s) due. 

15.5.2. In addition to the legal certainty requirements under Sub-Article 15.3.2 
hereinabove, in order to recognize a guarantee, the following requirements 
shall be satisfied. 

a) On the qualifying default/non-payment of the counterparty, the 
bank may in a timely manner pursue the guarantor for any monies 
outstanding under the documentation governing the transaction. 
The guarantor may make one lump-sum payment of all monies 
under such documentation to the bank, or the guarantor may 
assume the future payment obligations of the counterparty covered 
by the guarantee. The bank shall have the right to receive any such 
payments from the guarantor without first having to take legal action 
in order to pursue the counterparty for payment. 

b) The guarantee shall be an explicitly documented obligation assumed 
by the guarantor.  
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c) Notwithstanding the statement under Sub-Article 15.5.3 
hereinbelow, the guarantee covers all types of payments that the 
underlying counterparty is expected to make under the 
documentation governing the transaction, for example, notional 
amount, margin payments, etc. The guarantee shall cover payment 
of principal, interests and any other uncovered payments. 
 

15.5.3. Range of eligible guarantors (counter-guarantors)/protection providers 

Credit protection given by sovereign, MDBs, state-owned enterprises, 
banks, securities firms and other prudentially regulated financial 
institutions, with a lower risk weight than the counterparty, shall be 
recognized. 

15.5.4. Risk-weight treatment when credit protection is provided by third parties 
shall be as follows: 

a) General risk-weight treatment: the protected portion is assigned the 
risk weight of the protection provider. The uncovered portion of the 
exposure shall be assigned the risk weight of the underlying 
counterparty. Materiality thresholds on payments below which the 
protection provider is exempt from payment in the event of loss are 
equivalent to retained first-loss positions. The portion of the 
exposure that is below a materiality threshold shall be assigned a 
RW of 870.0% by the bank. 

b) Proportional cover: where losses are shared pari passu on a pro-rata 
basis between the bank and the guarantor, capital relief is afforded 
on a proportional basis, i.e. the protected portion of the exposure 
receives the treatment applicable to eligible guarantees/credit 
derivatives (with National Bank’s approval), with the remainder 
treated as unsecured. 

c) Currency mismatches: where the credit protection is denominated in 
a currency different from that in which the exposure is denominated, 
that is, there is a currency mismatch, the amount of the exposure 
deemed to be protected (GA) shall be reduced by the application of 
a haircut (HFX), by using the following formula:  
GA = G * (1- 𝐻"#)    
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where: 
G = nominal amount of the credit protection 
HFX = haircut appropriate for currency mismatch between the credit 
protection and underlying obligation and will be calculated as HFX = 
8%. 

d) The standard supervisory haircut of 8% shall be applied where the 
exposure and collateral are denominated in different currencies 
based on a ten (10)-business day holding period (assuming daily 
marking to market). 

15.5.5. Sovereign Guarantees and Counter-Guarantees 
A bank shall extend the preferential treatment risk weight, described 
under Sub-Article 15.2 hereinabove, to portions of exposures guaranteed 
by the Ethiopian Federal Government or the National Bank, where the 
guarantee is denominated in the domestic currency and the exposure is 
funded in that currency. An exposure may be covered by a guarantee that 
is indirectly counter-guaranteed by a sovereign. Such an exposure may 
be treated as covered by a sovereign guarantee provided that: 

a) the sovereign counter-guarantee covers all credit risk elements of 
the exposure; 

b) both the original guarantee and the counter-guarantee meet all 
operational requirements for guarantees, except that the counter-
guarantee need not be direct and explicit to the original exposure; 
and  

c) the National Bank is satisfied that the cover is robust and that no 
historical evidence suggests that the coverage of the counter-
guarantee is less than effectively equivalent to that of a direct 
sovereign guarantee.  
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PART FOUR: CAPITAL REQUIREMENT FOR MARKET RISK 
 

16. Boundary Between the Banking Book and the Trading Book 
16.1. Any instrument a bank holds for one or more of the following purposes shall, 

when it is first recognized on its books, be designated as a trading book 
instrument: 

16.1.1. short-term resale; 
16.1.2. profiting from short-term price movements; 
16.1.3. locking in arbitrage profits; or 
16.1.4. hedging risks that arise from instruments  

16.2. Any of the following instruments being held for at least one of the purposes listed 
below are trading book instruments:  

16.2.1. instruments held as accounting trading assets or liabilities (under IFRS 
these instruments would be designated as held for trading and be held 
within a trading business model. These instruments would be fair valued 
through the P&L account); 

16.2.2. instruments resulting from market-making activities; 
16.2.3. equity investments in a fund excluding those assigned to the banking book; 
16.2.4.  listed equities; and 
16.2.5. trading-related repo-style transaction. 

16.3. All trading items shall be managed in such a way that the capital requirements are 
being met on a continuous basis, including at the close of each business day. 

16.4.  Any instrument which is not held for any of the purposes listed under Sub-Articles 
16.1 and 16.2 hereinabove, at inception, shall be assigned to the banking book. For 
a bank performing traditional banking business traditional bank this shall include 
most of its holdings, including investments held at amortized cost or fair value 
through other comprehensive income, unlisted equities, traditional corporate 
loans, mortgage loans and retail and small or medium-sized enterprise (SME) 
credit. 

16.5.  A bank shall have clearly defined policies, procedures and documented practices 
for determining which instruments to include in or to exclude from the trading 
book for the purposes of calculating their regulatory capital, ensuring compliance 
with the criteria set before, and taking into account the bank’s risk management 
capabilities and practices.  



 

53 

 

16.6. A bank’s internal control functions shall conduct an ongoing evaluation of 
instruments both in and out of the trading book to assess whether its instruments 
are being properly designated initially as trading or non-trading instruments in the 
context of the bank’s trading activities. Compliance with the policies and 
procedures shall be fully documented and subject to periodic (at least yearly) 
internal audit and the results shall be available for supervisory review. 

16.7. It is prohibited to move instruments between the trading book and the banking 
book, at a bank’s own discretion, after initial designation.  

16.8. Switching instruments for regulatory arbitrage is strictly prohibited. A capital 
benefit as a result of switching shall not be allowed in any case or circumstances. 

16.9. In extraordinary circumstances such as a change in accounting standards, closure 
of trading desk, termination of business activity to a particular instrument, etc, the 
National Bank may allow switching.  
 

17. Application of Market Risk 
17.1. The risk components subject to market risk capital requirements shall include, but 

are not limited to: 
17.1.1. default risk, interest rate risk, and equity risk, for trading book instruments; 

and 
17.1.2. foreign exchange (FX) risk and commodities risk for both, the trading and 

banking book instruments. 
17.2. All transactions, including forward sales and purchases, shall be included in the 

calculation of capital requirements as of the date on which they were entered into.  
17.3. Although regular reporting will in principle take place only quarterly, banks shall 

manage their market risk in such a way that the capital requirements are being 
met on a continuous basis, including at the close of each business day.  

17.4. The National Bank shall take appropriate measures to prevent banks from 
window-dress by showing significantly lower market risk positions on reporting 
dates. Moreover, banks are required to establish/maintain a strict risk 
management system in advance to prevent window dressing.  

17.5. A matched currency risk position will protect a bank against loss from movements 
in exchange rates, but shall not necessarily protect its capital adequacy ratio. If a 
bank has its capital denominated in its domestic currency and has a portfolio of 
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foreign currency assets and liabilities that is completely matched, its capital/asset 
ratio will fall if the domestic currency depreciates.  

17.6. By running a short risk position in the domestic currency, the bank can protect its 
capital adequacy ratio, although the risk position would lead to a loss if the 
domestic currency were to appreciate. The National Bank may allow banks to 
protect their capital adequacy ratio in this way and exclude certain currency risk 
positions from the calculation of net open currency risk positions, subject to 
meeting certain conditions. 

17.7. No FX risk capital requirement need apply to positions related to items that are 
deducted from a bank’s capital when calculating its capital base. Holdings of 
capital instruments that are deducted from a bank’s capital or risk weighted at 
1250% are not allowed to be included in the market risk framework. 
 

18. Trading Desks 
Trading desk is defined by the bank but shall be subject to the regulatory approval of the 
National Bank for capital purposes. 

18.1. Trading desk (TD) has the following key attributes: 
18.1.1. a TD for the purposes of the regulatory capital charge is an unambiguously 

defined group of traders or trading accounts;  
18.1.2. the TD must have one head trader that shall have direct oversight of the 

group of traders or trading accounts;  
18.1.3. each trader or each trading account in the trading desk shall be clearly 

defined specialty (or specialties);  
18.1.4. each trading account shall only be assigned to a single trading desk. The 

desk shall have a clearly defined risk scope consistent with its pre-
established objectives. The scope shall include specification of the desk’s 
overall risk class and permitted risk factors; 

18.1.5. a TD shall have a well-defined and documented business strategy, 
including an annual budget and regular management information reports 
(including revenue, costs and risk-weighted assets). There shall be a clear 
description of the economics of the business strategy for the TD, its 
primary activities and trading/hedging strategies; 

18.1.6. a TD shall have a clear risk management structure. The bank shall identify 
key groups and personnel responsible for overseeing the risk-taking 
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activities at the TD. The TD shall clearly define trading limits based on its 
business strategy and these limits shall be reviewed at least annually by 
senior management at the bank; and  

18.1.7. the TD shall produce, at least weekly, appropriate risk management 
reports, including profit and loss reports and internal and regulatory risk 
measure reports. 

18.2. The bank shall prepare, evaluate, and have available, for the National Bank’s 
inspection, the following for all TDs: 

18.2.1. inventory ageing reports; 
18.2.2. daily limit reports including exposures, limit breaches, and follow-up action; 
18.2.3. reports on intraday limits and respective utilization and breaches for banks 

with active intraday trading; and 
18.2.4. reports on the assessment of market liquidity. 

18.3. Any FX or commodity positions held in the banking book shall be included in the 
market risk capital requirement. For regulatory capital calculation purposes, these 
positions shall be treated as if they were held on notional trading desks within the 
trading book. 

 
19. Prudent Valuation Practices 

Prudent valuation processes for positions that are accounted at fair value, whether they 
are in the trading book, shall at a minimum include the following. 

19.1. Banks shall establish and maintain adequate systems and controls sufficient to 
give management the confidence that their valuation estimates are prudent and 
reliable. Such systems shall include documented policies and procedures for the 
process of valuation, and clear and independent (i.e. independent of front office) 
reporting lines for the department accountable for the valuation process. 

19.2. Marking-to-market is at least the daily valuation of positions at readily available 
close out prices that are sourced independently. Banks shall mark-to-market as 
much as possible. Examples of readily available close out prices include exchange 
prices, screen prices, or quotes from several independent reputable brokers.  

19.3. Only where marking-to-market is not possible shall banks mark-to-model, but this 
shall be demonstrated to be prudent. Marking-to-model is defined as any 
valuation, which has to be benchmarked, extrapolated or otherwise calculated 
from a market input. When marking-to-model, an extra degree of conservatism is 
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appropriate. The National Bank shall consider the following in assessing whether a 
mark-to-model valuation is prudent: 

19.3.1. Senior management shall be aware of the elements of the trading book 
which are subject to mark-to-model and should understand the materiality 
of the uncertainty this creates in the reporting of the risk/performance of 
the business.  

19.3.2. Market inputs shall be sourced, to the extent possible, in line with market 
prices. The appropriateness of the market inputs for the particular position 
being valued shall be reviewed regularly.  

19.3.3. Where available, generally accepted valuation methodologies for particular 
products shall be used to the extent possible.  

19.3.4. Where the model is developed by the bank itself, it should be based on 
appropriate assumptions, which have been assessed and challenged by 
suitably qualified parties independent of the development process. The 
model shall be developed or approved independently of the front office 
and independently tested. This includes validating the mathematics, the 
assumptions and the software implementation.  

19.3.5. Formal change control procedures shall be implemented, and a secure 
copy of the model shall be maintained and periodically used to verify 
valuations. 

19.3.6. Risk management shall be aware of weaknesses in the models used and 
how best to reflect those in the valuation output.  

19.3.7. The model shall be subject to periodic review to determine the accuracy of 
its performance (e.g. assessing continued appropriateness of the 
assumptions, analysis of P&L versus risk factors, comparison of actual close 
out values to model outputs).  

19.3.8. Valuation adjustments shall be made as appropriate, for example, to cover 
the uncertainty of the model valuation. 

19.4. Independent price verification is the process by which market prices or model 
inputs are regularly verified for accuracy. While daily marking-to-market may be 
performed by dealers, verification of market prices or model inputs shall be 
performed by a unit independent of the dealing room, at least monthly (or, 
depending on the nature of the market/trading activity, more frequently). It need 
not be performed as frequently as daily mark-to-market, since the objective, i.e. 
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independent, marking of positions, should reveal any error or bias in pricing, 
which should result in the elimination of inaccurate daily marks. 

19.5.  As part of the procedures for marking-to-market, banks shall establish and 
maintain procedures for considering valuation adjustments. The following 
valuation adjustments/reserves shall be formally considered: unearned credit 
spreads, close-out costs, operational risks, early termination, investing and 
funding costs, and future administrative costs and, where appropriate, model risk. 

19.6. Banks shall establish and maintain procedures for judging the necessity of and 
calculating an adjustment to the current valuation of less liquid positions for 
regulatory capital purposes. This adjustment may be in addition to any changes to 
the value of the position required for financial reporting purposes and shall be 
designed to reflect the illiquidity of the position. Banks shall take an adjustment to 
the current valuation of these positions, and review their continued 
appropriateness on an on-going basis. Reduced liquidity may have arisen from 
market events. Additionally, close-out prices for concentrated positions and/or 
stale positions shall be considered in establishing the adjustment. 

 
20. Calculation of Market Risk Capital Charge 

20.1. Banks shall apply the Basel III simplified standardized approach to determine 
capital for market risk.  

20.2. The capital requirement arising from the simplified standardized approach is the 
simple sum of the recalibrated capital requirements arising from each of the four 
risk classes – namely interest rate risk, equity risk, FX risk and commodity risk as 
detailed in the formula below: 

 
Capital requirement for market risk = 1.30*CRIRR + 3.50*CREQ + 1.20*CRFX + 1.90*CRComm 

where: 
CRIRR = Capital requirement for interest rate risk 
CREQ = Capital requirement for equities 
CRFX = Capital requirement for foreign exchange risk 
CRComm= Capital requirement for commodities risk 

 
 

21. Interest Rate Risk 
21.1. The simplified standardized approach shall be applied/adapted for measuring the 

risk of holding or taking positions in debt securities and other interest rate related 
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instruments in the trading book. The instruments covered include all fixed-rate 
and floating-rate debt securities and instruments that behave like them. 

21.2. The minimum capital requirement shall be expressed in terms of two separately 
calculated amounts, one applying to the “specific risk” of each security, whether it 
is a short or a long position, and the other to the interest rate risk in the portfolio 
(termed “general market risk”) where long and short positions in different 
securities or instruments can be offset. 
 

21.2.1. Specific Risk 
a) The capital charge for specific risk shall be designed to protect 

against an adverse movement in the price of an individual security 
owing to factors related to the individual issuer. 

b) In measuring the risk, offsetting shall be restricted to matched 
positions in the identical issue (including positions in derivatives). 
Even if the issuer is the same, no offsetting shall be permitted 
between different issues since differences in coupon rates, liquidity, 
call features, etc. mean that prices may diverge in the short run. 

c) The government category shall include all forms of government 
paper including bonds, treasury bills and other short-term 
instruments (including, Ethiopian Federal Government and National 
Bank exposures subject to a 0% credit RW, and regional 
Governments exposures weighted at 20%, in both cases when 
denominated and funded in Ethiopian Birr).  

d) The National Bank reserves the right to apply a specific risk capital 
requirement to securities issued by certain foreign governments, 
especially to securities denominated in a currency other than that of 
the issuing government. 
 

Table 4: Specific Risk Charges for Issuer Risk 
The specific risk capital requirements for “government” and “other” categories shall be 
as follows: 
Categories External credit 

assessment 
Specific risk capital charge 

 
Government  

Federal government   
- 

0.0% 
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Regional  
government 

 
- 

20%  

Qualifying  0.25% (residual term to final 
maturity 6 months or less) 
1.00% (residual term to final 
maturity greater than 6 months 
and up to and including 24 
months) 
1.60% (residual term to final 
maturity exceeding 24 months) 

Other BB+ to BB-  8.00% 

Below BB-  12.00% 
Unrated 8.00% 

 
e) The “qualifying” category includes securities issued by SOEs and 

MDBs, plus other securities that are: 

i) rated investment grade (IG include rating of Baa or higher by 
Moody’s and BBB or higher by Standard and Poor’s) by at 
least two credit rating agencies specified by the National 
Bank; or 

ii) rated IG by one rating agency and not less than investment 
grade by any other rating agency specified by the National 
Bank (subject to supervisory oversight); or 

iii) subject to approval by the National Bank, unrated, but 
deemed to be of comparable investment quality by the 
reporting bank, and the issuer has securities listed on a 
recognized stock exchange. 

 

21.2.2. General Market Risk 
a) The capital requirements for general market risk shall be designed 

to capture the risk of loss arising from changes in market interest 
rates. 

b) The “maturity method” shall be applied, whereby positions are 
allocated across a maturity ladder and the capital charge is then 
calculated as a sum of the following components: 
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i) the net short or long position in the whole trading book; 

ii) a small proportion of the matched positions in each time-
band (the “vertical disallowance”);  

iii) a larger proportion of the matched positions across different 
time-bands (the “horizontal disallowance”); and 

c) Separate maturity ladders shall be used for each currency and 
capital charges shall be calculated for each currency separately 
and then summed with no offsetting between positions of opposite 
sign. 

d)  In the case of those currencies in which the value and volume of 
business is insignificant (< 5.0% of the total FX assets or liabilities), 
separate maturity ladders for each currency are not required. 
Rather, the bank may construct a single maturity ladder and slot, 
within each appropriate time-band, the net long or short position 
for each currency. However, these individual net positions shall be 
summed within each time-band, irrespective of whether they are 
long or short positions, to produce a gross position figure for the 
time-band. 

e) Under the maturity method, long or short positions in debt 
securities and other sources of interest rate exposures including 
derivative instruments, shall be slotted into a maturity ladder 
comprising 13-time bands (or 15- time bands in the case of low 
coupon instruments) as follows:  

i) fixed rate instruments shall be allocated according to the 
residual term to maturity;  

ii) floating-rate instruments according to the residual term to the 
next reprising date; and  

iii) opposite positions of the same amount in the same issues 
(but not different issues by the same issuer), whether actual 
or notional, can be omitted from the interest rate maturity 
framework. 
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Table 5 - Maturity Method - Time Bands and Risk Weights 
Coupon 3% or more Coupon less than 3% Risk Weight 
 1 month or less   1 month or less  0.00% 
1 to 3 months 1 to 3 months 0.20% 

3 to 6 months 3 to 6 months 0.40% 

6 to 12 months 6 to 12 months 0.70% 

 1 to 2 years   1.0 to 1.9 years 1.25% 

 2 to 3 years  1.9 to 2.8 years 1.75% 

 3 to 4 years  2.8 to 3.6 years 2.25% 
 4 to 5 years  3.6 to 4.3 years 2.75% 

 5 to 7 years 4.3 to 5.7 years 3.25% 

 7 to 10 years 5.7 to 7.3 years 3.75% 

 10 to 15 years  7.3 to 9.3 years 4.50% 

 15 to 20 years  9.3 to 10.6 years 5.25% 

 over 20 years  10.6 to 12 years 6.00% 
  12 to 20 years 8.00% 
  over 20 years 12.50% 

  
f) Steps for calculating the general risk capital charge:  steps for 

calculating the general risk capital charge using the maturity 
method are shall be as follows: 

Step 1 

i) The first step in the calculation is to weight the positions in 
each time-band by a factor designed to reflect the price 
sensitivity of those positions to assumed changes in interest 
rates. The weights for each time-band are set out in the table 
above. Zero-coupon bonds and deep-discount bonds 
(defined as bonds with a coupon of less than 3%) shall be 
slotted according to the time-bands set out in the second 
column of the table above. 

ii) For banks that do not hold short positions whether interest 
rate derivatives the capital charge for general market risk 
shall be the direct sum of these weighted positions and no 
further calculations shall be required. Instead, banks holding 
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short and/or derivative positions shall be required to perform 
the following next steps involving the calculation of a vertical 
and a horizontal disallowance.  

Step 2  

iii)  offset the weighted longs and shorts in each time-band, 
resulting in a single short or long position for each band. 
Since, however, each band would include different 
instruments and different maturities, a 10% capital charge to 
reflect basis risk and gap risk shall be levied on the smaller of 
the offsetting positions, be it long or short (vertical 
disallowance)1. The result of this calculation is to produce two 
sets of weighted positions, the net long or short positions in 
each time-band and the vertical disallowances, which have 
no sign.  

Step 3 

iv) Banks will be allowed to conduct two rounds of “horizontal 
offsetting”, first within the net positions in each of three 
zones, and subsequently between the net positions in the 
three different zones. The horizontal disallowance shall be 
computed when a bank has offsetting (opposite) long and 
short positions in the adjacent time buckets. Horizontal 
disallowance arises due to unequal changes in yield curve for 
different time buckets at the same time period. The offsetting 
will be subject to a scale of disallowances expressed as a 
fraction of the matched positions (as specified in Table 6 
herein below). The weighted long and short positions in each 
of three zones may be offset, subject to the matched portion 
attracting a disallowance factor that is part of the capital 
requirement. The residual net position in each zone may be 
carried over and offset against opposite positions in other 

 
1 For example, if within a band the weighted longs amount to USD 10.0 million and the weighted shorts amount to USD 9.0 million, 

the so-called 'vertical disallowance' is 10.0% of USD 9 million i.e. USD 900,000 or USD 0.9 million. 
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zones, subject to a second set of disallowance factors. 

 

  Table 6 - Horizontal Disallowances 
Zones Time-Band Within the zone Between adjacent 

zones 
Between zones 1 & 3 

Zone 1 0 - 1 month 
1 - 3 months  
3 - 6 months 
6 - 12 months 

40% 

40% 
 
 
40% 

100% 

Zone 2 1 - 2 years 
2 - 3 years 
3 - 4 years 
4 - 5 years 

30% 

Zone 3 5 - 7 years 
7 - 10 years 
10 - 15 years  
15 - 20 years 
over 20 years 

30% 

 

v) The offsetting shall be subject to a scale of disallowances 
expressed as a fraction of the matched positions, as set out 
in Table 6 hereinabove. The weighted long and short 
positions in each of three zones may be offset, subject to the 
matched portion attracting a disallowance factor that is part 
of the capital charge. The residual net position in each zone 
may be carried over and offset against opposite positions in 
other zones, subject to a second set of disallowance factors. 
The total capital charge for general market risk shall be 
obtained by adding the charges obtained through the first, 
second and final step.  

 
21.2.3. Interest rate derivatives 

a) The measurement system shall include all interest-rate derivatives 
and off-balance sheet instruments in the trading book which react 
to changes in interest rates [e.g. forward rate agreements (FRAs), 
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other forward contracts, bond futures, interest rate and cross-
currency swaps and forward FX positions].  

b) The derivatives shall be converted into positions in the relevant 
underlying and become subject to specific and general market risk 
charges as described under Sub-Articles 21.2.1 and 21.2.2 
hereinabove. In order to calculate the standard formula described 
above, the amounts reported shall be the market value of the 
principal amount of the underlying or of the notional underlying 
resulting from a prudent valuation. 

c) Interest rate futures and forward contracts (including FRAs) shall be 
treated as a combination of a long and a short position in a notional 
government security. The maturity of a future or an FRA will be the 
period until delivery or exercise of the contract, plus – where 
applicable – the life of the underlying instrument. For example, a 
long position in a June three-month interest rate future (taken in 
April) is to be reported as a long position in a government security 
with a five-month maturity and a short position in a government 
security with a two-month maturity. 

d) Swaps shall be treated as two notional positions in government 
securities with relevant maturities. For example, an interest rate 
swap under which a bank is receiving floating rate interest and 
paying fixed shall be treated as a long position in a floating rate 
instrument of maturity equivalent to the period until the next interest 
fixing and a short position in a fixed-rate instrument of maturity 
equivalent to the residual life of the swap. 

e) Banks may exclude from the interest rate maturity framework 
altogether (for both specific and general market risk) long and short 
positions (both actual and notional) in identical instruments with 
exactly the same issuer, coupon, currency and maturity. A matched 
position in a future or forward and its corresponding underlying may 
also be fully offset and thus excluded from the calculation. In 
addition, opposite positions in the same category of instruments can 
in certain circumstances be regarded as matched and allowed to 
offset fully. To qualify for this treatment, the positions shall relate to 
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the same underlying instruments, be of the same nominal value and 
be denominated in the same currency. 

f) Interest rate and currency swaps, FRAs, forward FX contracts and 
interest rate futures shall not be subject to a specific risk charge. 
This exemption also applies to futures on an interest rate index (e.g. 
Secured Overnight Financing Rate, or SOFR). However, in the case 
of futures contracts where the underlying is a debt security, or an 
index representing a basket of debt securities, a specific risk charge 
will apply according to the credit risk of the issuer. 

g) General market risk applies to positions in all derivative products in 
the same manner as for cash positions, subject only to an exemption 
for fully or very closely matched positions in identical instruments. 
The various categories of instruments shall be slotted into the 
maturity ladder and treated according to the rules identified earlier. 

 
 Table 7 - Summary of Treatment of Interest Rate Derivatives 

Instrument Specific risk charge General market risk charge 
 Exchanged-traded future  
   Government debt security Yes Yes, as two positions 
   Corporate debt security Yes Yes, as two positions 
  Index on interest rates (e.g.SOFR) No Yes, as two positions 
Over-the-counter (OTC) forward 
  Government debt security Yes Yes, as two positions 
  Corporate debt security Yes Yes, as two positions 
  Index on interest rates (e.g. SOFR) No Yes, as two positions 

FRAs, swaps No Yes, as two positions 

Forward FX No Yes, as one position in each 
currency 

Options 
    Government debt security Yes Carve out together with the 

associated hedging positions: 
simplified approach; 
 

   Corporate debt security Yes 
    Index on interest rates No 
    FRAs, swaps No 

 

22. Equity Risk 
22.1. The minimum capital requirement for equity risk shall cover the risk of holding or 

taking positions in equities and all other instruments that exhibit market behavior 
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similar to equities. Long and short positions in the same issuer may be reported on 
a net basis.  

22.2. Equity risk capital requirements shall apply to positions and exposures on the 
following instruments: 

22.2.1. Common stock/shares, whether voting or non-voting; 
22.2.2. convertible securities that behave like equities; and 
22.2.3. commitments to buy or sell equity securities 

22.3. The minimum capital standard for equities shall be expressed in terms of two 
separately calculated capital requirements for the specific risk of holding a long or 
short position in an individual equity and for the general market risk of holding a 
long or short position in the market as a whole (not related to any specific equity).  

22.4. Specific risk is the bank’s gross equity positions (i.e. the sum of all long equity 
positions and of all short equity positions in absolute value) and general market 
risk is the difference between the sum of the longs and the sum of the shorts (i.e. 
the overall net position in an equity market). The long or short position in the 
market shall be calculated on a market-by-market basis, i.e. a separate calculation 
has to be carried out for each national market in which the bank holds equities. 

22.5. The capital requirement for specific risk and for general market risk shall each be 
11.5%. 

22.6. In terms of equity derivatives, except for options, which are dealt with separately, 
equity derivatives and off-balance sheet positions that are affected by changes in 
equity prices shall be included in the measurement system. This includes futures 
and swaps on both individual equities and on stock indices. The derivatives are to 
be converted into positions in the relevant underlying. In order to calculate the 
standard formula for specific and general market risk, positions in derivatives shall 
be converted into notional equity positions. Matched positions in each identical 
equity or stock index in each market may be fully offset, resulting in a single net 
short or long position to which the specific and general market risk charges will 
apply. 

22.7. Besides general market risk, a further capital requirement of 2% shall be apply to 
the net long or short position in an index contract comprising a diversified 
portfolio of equities. This capital requirement is intended to cover factors such as 
execution risk. 
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Table 8 - Summary of Treatment of Equity Derivatives 

Instrument Specific risk  General market risk  
 Exchanged-traded or OTC future 
               Individual equity Yes Yes, as underlying 
               Index 2% Yes, as underlying 
Options 
               Individual equity  Yes Carve out together with the associated 

hedging positions: simplified approach                 Index  2% 
 
 

23. Foreign Exchange Risk 
23.1. Capital requirement for foreign exchange risk covers the risk of holding, or taking 

positions in, foreign currencies, including gold. The risk of foreign currency arises 
from foreign currency transactions and services, foreign exchange trading, 
investments denominated in foreign currencies and investments in foreign 
subsidiaries and is caused by: 

23.1.1. currency mismatches between a bank’s assets and liabilities (both on- and 
off- balance sheet), inclusive of capital; and  

23.1.2. currency cash flow mismatches.  
23.2. The capital charge for foreign exchange risk shall be applied to the entire 

business, both banking book and trading book.  
23.3. Processes needed to calculate the capital requirement for foreign exchange risk 

shall be: 
23.3.1. measurement of the exposure in a single currency position; and 
23.3.2. measurement of the risks inherent in a bank’s mix of long and short 

positions in different currencies.  
23.4. The bank’s net open position in each currency shall be calculated by summing:  

23.4.1. Net spot position (i.e. all asset items less all liability items, including accrued 
interest, denominated in the currency in question); 

23.4.2. Net forward position (i.e. all amounts to be received less all amounts to be 
paid under forward FX transactions, including currency futures and the 
principal on currency swaps not included in the spot position);  

23.4.3. Guarantees (and similar instruments) that are certain to be called and are 
likely to be irrecoverable;  

23.4.4. Net future income /expenses not yet accrued but already fully hedged; and 
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23.4.5. Depending on particular accounting conventions in different countries, any 
other item representing a profit or loss in foreign currencies. 

23.5. Interest accrued (i.e. earned but not yet received) shall be included as a position, 
as well as accrued expenses.  

23.6. Unearned but expected future interest and anticipated expenses may be excluded 
unless the amounts are certain and banks have taken the opportunity to hedge 
them. 

23.7.  If banks include future income/expenses they shall do so on a consistent basis, 
and not be permitted to select only those expected future flows which reduce 
their position.  

23.8. Forward currency and gold positions shall be valued at current spot market 
exchange rates. 

23.9. Banks shall calculate the minimum capital by using the “shorthand method”, 
whereby the nominal amount (or net present value) of the net position in each 
foreign currency and in gold is converted at spot rates into the reporting currency.  

23.10. The capital charge for foreign exchange risk shall be 11.5% of the overall net open 
position which is measured by aggregating: 

23.10.1. The sum of the net short positions or the sum of the net long positions 
(both in absolute value), whichever is the greater; plus; and 

23.10.2. The net position (short or long) in gold, regardless of sign. 
 

24. Commodity Risk 
24.1. In line with the Basel III simplified standardized approach, minimum capital charge 

for commodity risk shall be based on the risk of holding or taking positions in 
commodities, including precious metals, but excluding gold which is treated as a 
foreign currency.  

24.2. The risks associated with commodities shall include: 
24.2.1. for spot or physical trading, the directional risk arising from a change in the 

spot price is the most important risk; 
24.2.2. banks using portfolio strategies involving forward and derivative contracts 

are exposed to a variety of additional risks, which may well be larger than 
the risk of a change in spot prices, and these include: 

a) basis risk (the risk that the relationship between the prices of similar 
commodities alters through time); 



 

69 

 

b) interest rate risk (the risk of a change in the cost of carry for forward 
positions and options); and 

c) forward gap risk (the risk that the forward price may change for 
reasons other than a change in interest rates). 

24.3. To measure commodity risk, banks shall first have to express each commodity 
position (spot plus forward) in terms of the standard unit of measurement (barrels, 
kilos, grams etc.). The net position in each commodity shall then be converted at 
current spot rates into the national currency. All commodity derivatives and off-
balance sheet positions that are affected by changes in commodity prices shall be 
included in this measurement framework. 

24.4. The capital charge for directional commodity risk is equal to the sum of the 
following two items: 

24.4.1. 15% of the net position, long or short (in absolute value), in each 
commodity; and 

24.4.2. an additional capital charge equivalent to 3% of banks’ gross positions, 
long plus short, in each commodity to protect banks against additional 
risks. 

24.5. In valuing the gross positions in commodity derivatives for this purpose, banks 
shall use the current spot price. 

24.6. Simplified treatment for options: 
Banks, when solely using purchased options, shall be allowed to handle a limited 
range of purchased options. Under the simplified approach for options, the 
positions for the options and the associated underlying, cash or forward, are 
carved-out and subject to separately calculated capital requirements that 
incorporate both general market risk and specific risk. The risk numbers 
generated shall then be added to the capital requirements for the relevant 
category, i.e. interest rate related instruments, equities, FX and commodities. 

 
As an example of how the calculation would work, if a holder of 100 shares currently valued at Birr 1.000 
each holds an equivalent put option with a strike price of Birr 1.100, the capital requirement would be: Birr 
100.000 x 16% (i.e. 8% specific plus 8% general market risk) = Birr 16.000, less the amount the option is 
in the money (Birr 1.100 Birr 1.000) x 100 = Birr 10.000, i.e. the capital requirement would be Birr 6.000. 
A similar methodology applies for options whose underlying is a foreign currency, an interest rate related 
instrument or a commodity 
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Table 9 - Simplified approach: capital requirements 

Position Treatment  
Long cash and long 
put or short cash 
and long call 

The capital requirement will be the market value of the underlying security 
multiplied by the sum of specific and general market risk charges for the underlying 
less the amount the option is in the money (if any) bounded at zero 

Long call or 
long put 

The capital requirement will be the lesser of: (i) the market value of the underlying 
security multiplied by the sum of specific and general market risk charges for the 
underlying and (ii) the market value of the option 
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PART FIVE: CAPITAL REQUIREMENT FOR OPERATIONAL RISK 
 

25. Calculation of Capital Requirement for Operational Risk 
Capital requirements for operational risk shall be calculated according to the 
Standardized Approach under Basel III. The standardized approach methodology is 
based on Business Indicator, Business Indicator Component and Internal Loss 
Multiplier components. 
 

25.1. The Business Indicator (BI) 
25.1.1. A bank shall calculate the BI, which is a financial statement-based proxy for 

operational risk, as a sum of Interest, Leases & Dividend Component 
(ILDC), Services Component (SC), and Financial Component (FC), i.e. BI = 
ILDC + SC + FC.  

a) Interest, Lease and Dividend Component (ILDC) reflects the 
operational risk associated with interest, leases and dividends (as 
defined in Table 10 hereinbelow). A bank shall calculate the ILDC by 
the following formula, where the bar above the formula indicates 
that components are calculated as the average over the last three 
years: t, t-1 and t-2. The absolute value of the net items (e.g., interest 
income – interest expense) shall be calculated first year by year. 
Only after this year-by-year calculation should the average of the 
three years be calculated. The absolute value of net P&L is used 
instead of the actual value. 

 
𝑰𝑳𝑫𝑪 = 𝑴𝒊𝒏[𝑨𝒃𝒔(𝑰𝒏𝒕𝒆𝒓𝒆𝒔𝒕	𝑰𝒏𝒄𝒐𝒎𝒆 − 𝑰𝒏𝒕𝒆𝒓𝒆𝒔𝒕	𝑬𝒙𝒑𝒆𝒏𝒔𝒆):::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::; 𝟐. 𝟐𝟓%	𝒙	𝑰𝒏𝒕𝒆𝒓𝒆𝒔𝒕	𝑬𝒂𝒓𝒏A𝒏𝒈	𝑨𝒔𝒔𝒆𝒕𝒔::::::::::::::::::::::::::::::::::::] 	+ 𝑫A𝒗A𝒅𝒆𝒏𝒅	𝑰𝒏𝒄𝒐𝒎𝒆::::::::::::::::::::::::::	

	
 

Table 10 - Definition of Interest, Leases and Dividend Component 
Items Description Typical sub-items 

Interest income Interest income from all 
financial assets and other 
interest income (includes 
interest income from 
financial and operating 
leases and profits from 
leased assets). 

• Interest income from loans and advances, assets 
available for sale, assets held to maturity, trading 
assets, financial leases and operation leases 

• Interest income from hedge accounting 
derivatives 

• Other interest income 
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• Profits from leased assets 

Interest expense Interest expenses from all 
financial liabilities and 
other interest expenses 
(includes interest 
expense from financial 
and operating leases, 
losses, depreciation and 
impairment of operating 
leased assets) 

• Interest expenses from deposits, debt securities 
issued, financial leases, and operating leases 

• Interest expenses from hedge accounting 
derivatives 

• Other interest expenses 

• Losses from leased assets 

• Depreciation and impairment of operating leased 
assets 

 

Interest earning 
assets (balance 
sheet item) 

Total gross outstanding loans, advances, interest bearing securities (including 
government bonds), interest bearing placement with other banks and lease 
assets measured at the end of each financial year 

 

Dividend income 

Dividend income from investments in stocks and funds not consolidated in the 
bank’s financial statements, including dividend income from non-consolidated 
subsidiaries, associates and joint ventures. 

 
b) Service Component (SC) captures the operational risk arising from 

a bank’s service activities (as defined in Table 11 hereinbelow), which 
shall be calculated based on the following formula, where the bar 
above the formula indicates that components are calculated as the 
average over the last three years: t, t-1 and t-2. 

 
SC = Max!Other Operating Income"""""""""""""""""""""""""""""""; Other Operating Expense""""""""""""""""""""""""""""""""#+Max!Fee Income"""""""""""""""; Fee Expense""""""""""""""""# 
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Table 11 - Definition of Service Component 

Items Description Typical Sub-Items 

Other 
Operating 
Income 

Income from ordinary banking 
operations not included in other BI items 
but of similar nature 

(income from operating leases should be 
excluded) 

 

• Rental income from investment 
properties 

• Gains from non-current assets and 
disposal groups classified as held for 
sale not qualifying as discontinued 
operations (IFRS 5.37) 

• Profit on sale of property and 
equipment 
• Others 
 

Other 
Operating 
Expense 

Expenses and losses from ordinary 
banking operations not included in other 
BI items but of similar nature and from 
operational loss events (expenses from 
operating leases should be excluded) 

• Losses from non-current assets and 
disposal groups classified as held for 
sale not qualifying as discontinued 
operations (IFRS 5.37) 

• Losses incurred as a consequence of 
operational loss events (e.g. fines, 
penalties, settlements, replacement cost 
of damaged assets), which have not 
been provisioned/reserved for in 
previous years 

• Expenses related to establishing 
provisions / reserves for operational loss 
events 

• Others 
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Fee and 
Commission 
Income 

Income received from providing advice 
and services. Includes income received 
by the bank as an outsourcer of financial 
services. 

Fee and commission income from: 

• Securities (issuance, origination, 
reception, transmission, execution of 
orders on behalf of customers) 

• Clearing and settlement; Asset 
management; safe box rental; Custody; 
Fiduciary transactions; Payment 
services; Loan commitments and 
guarantees given; and foreign 
transactions 

• transaction and retail service 

• others 

 

 

 

 

Fee and 
Commission 
Expense 

Expenses paid for receiving advice and 
services. Includes outsourcing fees paid 
by the bank for  receiving of financial 
services, but not outsourcing fees paid 
for the supply of non-financial services 
(e.g. logistical, IT, human resources) 

Fee and commission expenses from: 

• Clearing and settlement; Custody; 
Loan commitments and guarantees 
received; and Foreign transactions 

• Others 

 

c) Financial Component (FC) captures the operational risk associated 
with the bank’s trading book and banking book (as defined in the 
Table 12 hereinbelow), which shall be calculated based on the 
following equation, where the bar above the formula indicates that 
components are calculated as the average over the last three years: 
t, t-1 and t-2 and the absolute value of net P&L is used instead of the 
actual value. 

 
𝐹𝐶 = 𝐴𝑏𝑠!𝑁𝑒𝑡	𝑃𝑟𝑜𝑓𝚤𝑡	&	𝐿𝑜𝑠𝑠	𝑇𝑟𝑎𝑑𝚤𝑛𝑔	𝐵𝑜𝑜𝑘"""""""""""""""""""""""""""""""""""""""""""# + 𝐴𝑏𝑠!𝑁𝑒𝑡	𝑃𝑟𝑜𝑓𝚤𝑡	&	𝐿𝑜𝑠𝑠	𝐵𝑎𝑛𝑘𝚤𝑛𝑔	𝐵𝑜𝑜𝑘""""""""""""""""""""""""""""""""""""""""""""# 

	
 

Table 12 - Definition of Financial Component 

Items Description 
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Net Profit (Loss) on the 
Trading Book 

• Net profit/loss on trading assets and trading liabilities (derivatives, debt 
securities, equity securities, loans and advances, short positions, other 
assets and liabilities) 

• Net profit/loss from hedge accounting 

• Net profit/loss from exchange differences 

 

Net Profit (Loss) on the 
Banking Book 

• Net profit/loss on financial assets and liabilities measured at fair value 
through P&L 

• Realized gains/losses on financial assets and liabilities not measured at fair 
value through profit and loss (loans and advances, assets available for sale, 
assets held to maturity, financial liabilities measured at amortized cost) 

• Net profit/loss from hedge accounting 

• Net profit/loss from exchange differences 

 
25.1.2. A bank shall not consider the following profit and loss items while 

computing the Business Indicator: 
a) Income and expenses from insurance or reinsurance businesses; 
b) Premiums paid and reimbursements/payments received from 

insurance or reinsurance policies purchased; 
c) Administrative expenses, including staff expenses, management 

fees, outsourcing fees paid for receiving of non-financial services 
(e.g. logistical, IT, human resources), and other administrative 
expenses (e.g. IT, utilities, telephone, travel, office supplies, 
postage); 

d) Recovery of administrative expenses including recovery of payments 
on behalf of customers (e.g. taxes debited to customers); 

e) Expenses of premises and fixed assets (except when these result 
from operational loss events); 

f) Depreciation / amortization of tangible and intangible assets (except 
depreciation related to operating lease assets, which should be 
included in financial and operating lease expenses); 

g) Provisions/reversal of provisions (e.g. on pensions, commitments 
and guarantees given) except for provisions related to operational 
loss events; 

h) Expenses due to share capital repayable on demand; 
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i) Impairment/reversal of impairment (e.g. on financial assets, non-
financial assets, investments in subsidiaries, joint ventures and 
associates); 

j) Changes in goodwill recognized in profit or loss; and 
k) Corporate income tax (tax based on profits including current tax and 

deferred). 
25.2. The Business Indicator Component (BIC) 

A bank shall calculate BIC by multiplying BI by the marginal coefficients (αi), 
where the marginal coefficient will increase with the size of the BI as shown in the 
Table 13 herein below. For banks in the first bucket (i.e. with a BI less than or 
equal to Birr 3.5 billion) the BIC is equal to BI x 12%. The marginal increase in the 
BIC resulting from a one-unit increase in the BI is 12% in bucket 1, 15% in bucket 2 
and 18% in bucket 3. For example, given a BI = Birr 120 billion, the BIC = (3.5 x 
12%) + (105-3.5) x 15% + (120-105) x 18% = Birr 18.35 billion. 

 

 Table 13 - BI Ranges and Marginal Coefficients  

Bucket BI range (In Billions of Birr) BI marginal coefficients (αi) 

1 ≤3.5 12% 

2 3.5 < BI ≤105 15% 

3 > 105 18% 

 
25.3. The Internal Loss Multiplier (ILM) 

25.3.1. The ILM is a risk-sensitive component that captures a bank’s internal 
operational losses. While the BIC is effectively the baseline operational risk 
capital requirement, the ILM serves as a scaling factor that adjusts the 
baseline capital depending on the operational loss experience of the bank.  

25.3.2. A bank shall compute ILM by the following formula, where the Loss 
Component (LC) should correspond to 15 times the average annual 
operational risk losses incurred over the preceding 10 years. 

 

𝐼𝐿𝑀 = 𝑙𝑛 :𝑒𝑥𝑝(1) − 1 + >
𝐿𝐶
𝐵𝐼𝐶@

$.&

A 
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25.3.3. Calculation of the ILM is required only for banks in the second and third BI 
buckets (that is, banks with a BI of over Birr 3.5 billion). For banks in the 
first BI bucket, the ILM is assumed to equal 1. For banks that are within the 
BI range for bucket 1, internal loss data shall not affect the capital 
calculation, and operational risk capital will be equal to 12% x BI.  

25.3.4. The calculation of average losses in the LC shall be based on ten (10) years 
of high-quality annual loss data.  

25.3.5. As part of the transition to the standardized approach, banks that do not 
have 10 years of high-quality loss data may use a minimum of five years of 
data to calculate LC.  

25.3.6. Banks that do not have five (5) years of high-quality loss data shall 
calculate the capital requirement based solely on the BI Component. 
However, such banks shall capture high quality operational loss data 
starting from the effective date of this Directive. 

25.4. A bank shall calculate the minimum operational risk capital requirement by 
multiplying the BIC by the ILM, i.e., ORC = BIC x ILM 
 

26. Operational Loss Data Identification, Collection and Treatment 
26.1. A bank shall disclose annual loss data for each of the ten years in the ILM 

calculation to the National Bank. Moreover, loss data is required to be reported on 
both a gross basis and after recoveries and loss exclusions. 

26.2. Proper identification, collection and treatment of internal loss data are essential 
prerequisites to capital calculation under standardized approach. A bank shall 
apply the following general criteria to use the loss component (LC): 

26.2.1. Internal loss data are most relevant when clearly linked to a bank’s current 
business activities, technological processes and risk management 
procedures. Therefore, a bank shall have documented procedures and 
processes for the identification, collection and treatment of internal loss 
data. Such procedures and processes shall be subject to validation before 
the use of the loss data within the operational risk capital requirement 
measurement methodology, and to regular independent reviews by internal 
and/or external audit functions. 

26.2.2. For risk management purposes, and to assist in supervisory validation 
and/or review, the National Bank may request a bank to map its historical 
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internal loss data into the relevant loss event-type categories as defined in 
Table 14 hereinbelow and to provide this data to the National Bank upon 
request. The bank shall document criteria for allocating losses to the 
specified event types. 
 

Table 14 - Detailed Loss Event Type Classification 
Event-Type Category Definition 
Internal Fraud Losses due to acts of a type intended to defraud, 

misappropriate property or circumvent regulations, 
the law or company policy. 

External Fraud Losses due to acts of a type intended to defraud, 
misappropriate property or circumvent the law, by 
a third party. 

Employment Practices and 
Workplace Safety 

Losses arising from acts inconsistent with 
employment, health or safety laws or agreements, 
from payment of personal injury claims, or from 
diversity/discrimination events. 

Clients, Products & Business 
Practices 

Losses arising from an unintentional or negligent 
failure to meet a professional obligation to specific 
clients (including fiduciary and suitability 
requirements), or from the nature or design of a 
product. 

Damage to Physical Assets Losses arising from loss or damage to physical 
assets from natural disasters or other events. 

Business disruption and system 
failures 

Losses arising from disruption of business or system 
failures. 

Execution, Delivery & Process 
Management 

Losses from failed transaction processing or process 
management, from relations with trade 
counterparties and vendors. 

 

26.2.3. A bank’s internal loss data shall be comprehensive and capture all material 
activities and exposures from all appropriate subsystems and geographic 
locations. The minimum threshold for including a loss event in the data 
collection and calculation is set at Birr 20,000. 

26.2.4. Aside from information on gross loss amounts, the bank shall collect 
information about the reference dates of operational risk events, including 
the date when the event happened or first began (“date of occurrence”), 
where available; the date on which the bank became aware of the event 
(“date of discovery”); and the date (or dates) when a loss event results in a 
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loss, reserve or provision against a loss being recognized in the bank’s 
profit and loss accounts (“date of accounting”). In addition, the bank shall 
collect information on recoveries of gross loss amounts as well as 
descriptive information about the drivers or causes of the loss event. The 
level of detail of any descriptive information shall be commensurate with 
the size of the gross loss amount. 

26.2.5. Operational loss events related to credit risk and that are accounted for in 
credit risk RWAs shall not be included in the loss data set. Operational loss 
events that relate to credit risk, but are not accounted for in credit risk 
RWAs shall be included in the loss data set. 

26.2.6. Operational risk losses related to market risk are treated as operational risk 
for the purposes of calculating minimum regulatory capital under this 
framework and will therefore be subject to the standardized approach for 
operational risk. 

26.2.7. Banks shall have processes to independently review the 
comprehensiveness and accuracy of loss data. 

26.3. A bank shall also apply the following specific criteria on loss data identification, 
collection and treatment: 

26.3.1. Building an acceptable loss data set from the available internal data 
requires that the bank develop policies and procedures to address several 
features, including gross loss definition, reference date and grouped losses. 

26.3.2. Banks shall be able to identify the gross loss amounts, non-insurance 
recoveries, and insurance recoveries for all operational loss events. Banks 
shall use losses net of recoveries (including insurance recoveries) in the loss 
dataset. However, recoveries can be used to reduce losses only after the 
bank receives payment. Receivables do not count as recoveries. 
Verification of payments received to net losses shall be provided to the 
National Bank upon request. 

26.3.3. The following items shall be included in the gross loss computation of the 
loss data set: 

a) Direct charges, including impairments and settlements, to the bank’s 
profit and loss accounts and write-downs due to the operational risk 
event; 
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b) Costs incurred as a consequence of the event including external 
expenses with a direct link to the operational risk event (e.g. legal 
expenses directly related to the event and fees paid to advisors, 
attorneys or suppliers) and costs of repair or replacement, incurred 
to restore the position that was prevailing before the operational risk 
event; 

c) Provisions or reserves accounted for in the profit and loss against 
the potential operational loss impact; 

d) Losses stemming from operational risk events with a definitive 
financial impact, which are temporarily booked in transitory and/or 
suspense accounts and are not yet reflected in the profit and loss 
(“pending losses”); and 

e) Negative economic impacts booked in a financial accounting 
period, due to operational risk events impacting the cash flows or 
financial statements of previous financial accounting periods (timing 
losses”). Material “timing losses” shall be included in the loss data 
set when they are due to operational risk events that span more 
than one (1) financial accounting period and give rise to legal risk. 

26.3.4. The following items shall be excluded from the gross loss computation of 
the loss data set: 

a) costs of general maintenance contracts on property, plant or 
equipment; 

b) internal or external expenditures to enhance the business after the 
operational risk losses: upgrades, improvements, risk assessment 
initiatives and enhancements; and 

c) insurance premiums. 
26.3.5. Banks shall use the date of accounting for building the loss data set. The 

bank shall use a date no later than the date of accounting for including 
losses related to legal events in the loss data set. For legal loss events, the 
date of accounting is the date when a legal reserve is established for the 
probable estimated loss in the profit and loss.  

26.3.6. Losses caused by a common operational risk event or by related 
operational risk events over time, but posted to the accounts over several 
years, shall be allocated to the corresponding years of the loss database, in 
line with their accounting treatment. 
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PART SIX: MISCELLANEOUS PROVISIONS 
27. Reporting Requirements 

Starting from the first quarter from the implementation date provided under Article 30 of 
this Directive, banks shall submit, to Banking Supervision Directorate of the National 
Bank, the following reports within thirty (30) days from end of each reporting 
quarter/period:  

27.1. Quantitative - Quarterly Capital Adequacy Report calculated as 
provided/prescribed under Part Two to Five of this Directive, and using the Excel 
template attached herein, which shall be part of this Directive [soft copy of 
template shared with banks and is posted/available on the National Bank website]; 
and  

27.2. Qualitative - Quarterly report supporting/describing the quantitative report 
specified in Sub-Article 27.1 hereinabove for:      

27.2.1. Capital Definition  
a) description of all regulatory adjustments deducted from CET 1, AT1 

and Tier 2; 
b) description of the main features of capital instruments issued and 

specimen/sample of the instruments; and 
c) the bank’s remedial action plan if minimum capital adequacy ratios 

are not complied with or marginally complied with. 
27.2.2. Credit Risk 

a) description of criteria or approach used for classifying 
assets/exposures/portfolios in the asset classes stipulated under 
sub-article 13.2 of this Directive; 

b) description of method used to determine defaulted exposures; 
c) explanation of reasons behind significant changes, from previous 

quarter, in the bank’s risk weighted assets for credit risk; and 
d) expected major changes to be introduced, in the next quarter, in 

policy, strategy, or business model, with respect to credit.  
27.2.3. Market Risk 

a)  description of criteria or approach used for measurement of market 
risk;  

b) explanation of reasons behind significant changes, from previous 
quarter, in the bank’s capital charge for market risk, specifying the 
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main source of market risk (interest rate, foreign exchange, equity or 
commodity); and 

c) expected major changes to be introduced, in the next quarter, in 
policy, strategy, or business model, with respect to sources of 
market risk and management of both existing and new sources of 
market risk.  

27.2.4. Operational Risk 
a) description of criteria or approach used for measurement of 

operational risk; 
b) explanation of reasons behind significant changes, from previous 

quarter, in the bank’s capital charge for operational risk;  
c) expected major changes to be introduced, in the next quarter, in 

policy, strategy, or business model, with respect to sources of 
operational risk and management of both existing and new sources 
of operational risk; and 

d) progress in collection of loss event data, outlining criteria used, 
measurement and recording.  
 

 

28. Repeal 
The National Bank Directive No SBB/9/95 - Computation of Risk Weighted Asset and 
Article 5.5 of Directive No SBB/78/2021- Minimum Capital Requirement will be repealed 
and replaced by this Directive by the effective date of this Directive stated in Article 30 
hereinbelow. 

 

29. Penalty 
Starting from the effective date of this Directive, stipulated under Article 30 hereinbelow, 
a bank that: 

29.1. is not in compliance with the provisions under Articles 6 of this Directive shall be 
penalized Birr 450, 000 and the National Bank will take any of the supervisory 
measures stipulated under National Bank Directive on Prompt Corrective Actions; 
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29.2. is found to wrongly and against the requirements of this Directive define 
regulatory capital and/or classifies, measures and risk weights the Balance Sheet 
and Profit and Loss Statement accounts shall be penalized Birr 100,000; 

29.3. delays in submitting the reports stipulated in Article 27 of this Directive shall be 
penalized Birr 50,000; and 

29.4. is not in compliance with any other articles of this Directive shall be penalized Birr 
10,000. 

30. Implementation and Effective Date 
Implementation of this Directive shall start on the 1st Day of July 2025. The effective date 
by which banks shall fully comply with all the provisions of this Directive shall be 30 June 
2026. 

 
 


