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Agenda

» About the DFSA (shariah system)
e Operational risk

e The taxonomy of risk

» Basel Il — three Pillars

 What's different?

* Risks

 Pillar 1

e Pillar 2

e Pillar 3
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B/é% About the DFSA

Dubai International
Financial Centre

DIFC

_ Dubai Financial
DIFC Authority Services Authority
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D I F C /Dubai Financial
Services Authority

Judicial Authority

s
DIFC

COURTS
Provide overall direction Independent integrated Independent and final
for the development and Regulatory Authority with DIFC Court modeled on
marketing of the DIFC. risk- based regulations on superior common law
par with International court.

Standards. Shariah
Systems approach to
Islamic Finance




Bjé% Definition of Operational Risk

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

OPERATIONAL
RISK

Focuses on causes of operational risks:

 Internal processes
e people
e Systems

e external events
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Dubai Financial
Services Authority

: : : Data entry error unapproved,
Intern a| Losses from failed transactions, client unaporoved access vendor
accounts, settlements and every day business napp )
Processes [0CESSES disputes negligent loss/damage to
P clients assets
Losses caused by an employee or involving . ..
employees (intentional or unintentional), or gpailjjth\?vrrliﬁdfltﬁilrnn?i’r::l:;r:al
People losses caused through the relationship or Haras’smentgsales discrimir’\ation
contact that a firm has with its clients, '
shareholders, third parties, or regulators
Losses arising from disruption of business or AEVENENE or sof_tware preakdown,
: L telecommunications failures,
Systems system failure due to unavailability of :
infrastructure or IT programming error c_ompu_ter,
virus utility outage/disruptions
Losses from the actions of 3rd parties including
External external fraud, or damage to property or assets, || Natural disasters (hurricane,
or from change in regulations that would alter flood,etc) terrorism, extortion,
Events the firm’s ability to continue doing business Credit card fraud, computer crime




Bjé% Categories of Operational Risk

[
Services Authority

« Oiriginally the Regulators offered the definition and a
number of event types

— Internal Fraud

— External Fraud

— Employment Practices and Workplace Safety
— Clients, Products and Business Practices

— Damage to Physical Assets

— Business Disruption and System Failures

— Execution, Delivery and Process Management




Increase In Bank Operational Risk
Exposures

Globalisation
Growth of e-commerce

Large-scale mergers
and acquisitions

>highly automated

technology

Large volume service
providers

Increased outsourcing

Complexity and breadth
of products

Increased business
volume

Increased litigation —

>

The growing

risks have
caused

increased focu

by banking
regulators.

Increased
regulatory focus
has caused a
surge in
development by
banks in op risk
management &
measurement.
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A The Pillar Structure of the New Accord
-

Dubai Financial
Services Authority

Pillar 1 Pillar 2 Pillar 3

Minimum Supervisory Market
Capital Review Discipline
Requirements Process

Top down activity based
capital charge imposed

Enlisting active
involvement of the

Enhancement to the
supervisory review

on process. Stresses the financial services
banks based upon the importance of bank community to invoke
results some sort of market

management

: developing an internal o
losses attributed to capital assessment member institutions.

operational risk process. (Dis_closure
and that mapped the Requirements)
Institution’s operational
risk profile.

of an assessment of discipline over
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BASEL |l

Pillar 1
Risk-Sensitive
Capital

|
Pillar 2
Supervisory
Review Process

Credit Risk
Market Risk

Operational Risk

Internal Capital
Adequacy assessments
and review of the same

by the supervisors.

May result in individual
capital requirements over
and above the Pillar 1
results

Pillar 3
Market Discipline

Requirement for greater
disclosure. To enable
market participants to
evaluate and price risk

levels of the bank




What's Different?

* Risks
» Basis for contracts
» Profit Sharing — Musharaka, Mudaraba
» Sales\Purchase — Murabaha, Istisna, Salam
 Leases - ljara
o Sukuk — Asset based
* Regulatory Capital implications




Management of Financial Resources

» Operating models — banking/investment
management/takaful

* The IFI acts as trustee/manager or as agent and not as
counterpart

Acting as

Wakeel




D—éAW Funds Mobilisation

IFRS AAOIFI

Share Capital

Share Capital

Trust accounts/ Off B/S

On B/S
Fund Management

Mudaraba
Unristricted

Off B/S

Mudaraba Trust accounts/ Off B/S

Restricted Fund Management

M Joint Venture

Off B/S Off B/S

Off B/S

Off B/S

“ Bond type security
Wakala funds Agency funds

Off B/S




Murabaha

Funds Deployed

=)
=)

Cost plus financing

Joint venture

Leasing

Construction finance

Forward purchase



Regulatory Capital

« What capital is available to cushion against the risks?
» Owner’s equity — share capital
» Investment account holders’ equity

« [FSB’s Standard has additional cushions built in :
e “a” in supervisory formula
o Supervisory discretion




Why Regulatory Capital?

e Capital reduces the risk of failure by acting
as a cushion against losses and by
providing access to financial markets to
meet liquidity needs

* Provides an incentive for prudent risk
management




J@é% Islamic Banking Risks

inancia
ervices Authority

Basel Il recognition

Credit risk
Market risk Pillar 1

Operational risk

Governance

Capital management Pillar 2

Liquidity risk

Sharia compliance risk

Fiduciary risk

Rate of return risk




Market Risk

Murabaha Before sale

Salam Upon taking delivery

Istisna Inventory?

ljara Asset if non-binding

Musharaka Underlying asset

Mudarabah Underlying asset

Sukuk Underlying asset

Basel Il does not recognise the different risks eman ating at various stages
of an Islamic financial transaction’s lifecycle




J@é% Credit Risk

Murabaha Upon sale
Salam Rentals

Istisna Contract billing

ljara Purchase Price

Musharaka Upon termination etc
Mudarabah Upon termination etc

Sukuk Redemption




Operational Risks — Perhaps Critical

* [slamic Banks face major challenges

e Contractual and legal risks are onerous




B-/é% IFSB Risk Categories

Dubai Financial
Services Authority

Regulatory Treatment

Credit risk
Equity position risk
Market risk

Liquidity risk

Rate of return risk

Operational risk
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Pillar 1 under Basel Il

Dubai Financial
Services Authority

L/,D/ \

Standardised approach

Credit
Internal ratings based approach
Standardised approach
Market
Internal models approach
Basic indicator
Operational Standardised

Advanced measurement




J@é% Pillar 1 application by IFSB

How relevant are these approaches?

Standardised approach

Credit
Internal ratings based approach
Standardised approach
Market
Internal models approach
Basic indicator
Operational Standardised

Advanced measurement




Pillar 2

 How are Islamic bank regulators risk profiling their
banks?

* [FSB’s approach — how different?




Pillar 3

» Basel Il Pillar 3 disclosures are very relevant — however
application must take account of the specificities

« Standard on Transparency and Market discipline is
being developed
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