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SECTION I: INTRODUCTION

1.1 Background

1. The Islamic Financial Services Board (IFSB) issued its Capital Adequacy Standard (hereinafter
referred to as IFSB-2) for institutions offering Islamic financial services (IIFS) in December 2005. The
IFSB-2 addressed the specific structure and contents of the S h a r gomaliant products and services
offered by the IIFS and provided detailed guidance on calculating capital adequacy requirements for IIFS
offering these products and services.

2. The IFSB supplemented IFSB-2 with a number of other publications in subsequent years related to
the calculation of capital adequacy requirements in IIFS, in order either to cover additional products and
services offered by IIFS or to provide further guidance on the application of various aspects of the current
IFSB standards. These publications include:

(&) March 2008: GN-1: Guidance Note in Connection with the Capital Adequacy Standard:
Recognition of Ratings by External Credit Assessment Institutions (ECAIs) on S h a r Lonmgllant
Financial Instruments;

(b) January 2009: IFSB-7: Capital Adequacy Requirements for S u k| Securitisations and Real
Estate Investment;

(c) December 2010: GN-2: Guidance Note in Connection with the Risk Management and Capital
Adequacy Standards: Commodity Mu r U b alfamséctions;

(d) December 2010: GN-3: Guidance Note on the Practice of Smoothing the Profits Payout to
Investment Account Holders; and

(e) March 2011: GN-4: Guidance Note in Connection with the IFSB Capital Adequacy Standard: The
Determination of Alpha in the Capital Adequacy Ratio for IIFS.

3. Two of these IFSB publications (IFSB-7 and GN-2) covered capital adequacy requirements for
S u k Isécuritisations, real estate and commodity Mu r U b arhnaalgtions. In addition, for the calculation

Mu h a1

ofcredit ri sk based on t he-1previdedrcritaia fdriresagmdtionaop FCAle farc h o , GN

the purpose of determining the risk weightings of S h a r -gomaliant financial assets. Moreover, GN-3
and GN-4, respectively, provided comprehensive guidance on, inter alia, the practice of smoothing the
profit payouts to investment account holders (IAH) and the determination of the alpha factor in the capital
adequacy ratio (CAR) for IIFS.

4, IFSB-2 and the other aforementioned publications were mainly based on Pillar 1 of Basel II,* with
the necessary modifications and adaptations to cater for the specificities and characteristics of the
S h a r -gomaliant products and services offered by the IIFS. These standards and guidelines (SAGS)
did not cover advanced approaches for the calculation of various risks such as foundation and advanced
internal rating-based approaches for calculation of credit risk, the duration method for S u k heid in the
trading book (market risk), and the advanced measurement approach for operational risk. Also, these
SAGs did not provide detailed guidance on the various components of regulatory capital in IIFS and left it
to the discretion of supervisory authorities to decide the criteria for various instruments to be included in
the different capital tiers. While these SAGs stopped short of explaining approaches other than the
standardised approaches, the IFSB recommended that the supervisory authorities should allow IIFS in
their jurisdictions to use other approaches for regulatory capital purposes if they have the ability to
address the infrastructure issues adequately. It was stressed that the IFSB will monitor new
developments, consult the industry in the future, and eventually make any necessary revisions to the

1 IFSB issued several other standards to complement Pillars 2 and 3 of Basel II; for example, IFSB standards on risk management,
corporate governance and the supervisory review process (IFSB-1, IFSB-3 and IFSB-4, respectively) complemented Pillar 2, and
the standard on disclosure to promote transparency and market discipline (IFSB-4) complemented Pillar 3 of Basel II.



capital adequacy framework for IIFS.

5. After the issuance of IFSB-2 i n December 2005, according to the
implementation of IFSB standards a number of supervisory authorities implemented this Standard in their

jurisdictions, in various stages. A number of considerations, including requests from various IFSB

member central banks and supervisory authorities to provide guidance on some additional areas, resulted

in the issuance of subsequent SAGs on capital adequacy by the IFSB in later years, as mentioned in

paragraphs 2 and 3. The IFSB has also operated a comprehensive programme of conducting workshops

on fAfacilitating the i mpl e me nlytkadwh asn'FlSoworkshdpsS)Bn recéna ndar ds ¢
year s, mostly in the member countries. The | FSB6s int e
and supervisory authorities, as well as its contacts with industry players and other stakeholders, provided

feedback on the areas which need to be updated in relation to the calculation of capital adequacy in IIFS.

6. As a result of the financial and economic crisis that began in 2007, the global regulatory landscape
witnessed a number of developments which resulted in the issuance of numerous publications by global
standard-setting bodies such as the Financial Stability Board, the Basel Committee on Banking
Supervision (BCBS), the International Organization of Securities Commissions (IOSCO) and the
International Association of Insurance Supervisors (IAIS). Among other things, these global regulatory
reforms included the issuance by the BCBS of a number of documents collectively labelled Basel I,
aimed at strengthening the global capital and liquidity rules to promote a more resilient banking sector by
enhancing its ability to absorb shocks arising from financial and economic stress, and by reducing the risk
of spillover from the financial sector to the real economy. These initiatives have been designed, inter alia,
to (a) raise the quality and quantity of the regulatory capital base; (b) enhance risk coverage; (c)
supplement the risk-based capital requirement with a leverage ratio; (d) reduce procyclicality by
introducing countercyclical and capital conservation buffers; and (e) address systemic risk and
interconnectedness.

7. Based on the above considerations, and in line with the IFSB mandate to develop prudential SAGs

to promote the soundness and stability of the Islamic financial services industry (IFSI), the Council of the

IFSB, in its 17th meeting held at Islamic Development Bank Headquarters based in Jeddah, Saudi Arabia

on 14 December 2010, approved the revision of IFSB-2 and IFSB-7 and the formation of the Revised

Capital Adequacy Standard Working Group (RCASWG). The RCASWG is mandated to prepare a revised

standard on capital adequacy for IIFS (hereinafter to be referredtoas ft he Standardo) that
comprehensive guidance to supervisory authorities and IIFS in this area.

1.2 Objectives

8. In addition to aligning the IFSB SAGs with global capital standards, this Standard covers some
additional areas not previously included in IFSB SAGs related to capital adequacy. It also endeavours to
provide a more comprehensive guidance to supervisory authorities on the application of capital adequacy
regulations for IIFS by combining and enhancing the contents of IFSB-2 and IFSB-7, thus providing a
level playing field to IIFS vis-a-vis market players. Further, it provides the supervisors with necessary
flexibility for its application across regions and on small to fairly large and sophisticated IIFS. The main
objectives of this Standard are as follows:

(@) to assist the IIFS and their supervisory authorities in the implementation of a capital adequacy
framework that will ensure effective coverage of risk exposures of the IIFS and allocation of
appropriate capital to cover these risks, thus enhancing the resilience of the IFSI;

(b) to provide guidance on the maintenance of high-quality regulatory capital components by IIFS,
which comply with S h a r @ulesaand principles;

(c) to address the capital adequacy requirements of various risk exposures related to Shar -9 ah
compliant products and services offered by IIFS;

(d to provide guidance on the capital ad®uluissuancet r eat me
and securitisation processes in various capacities, including as originator, servicer and credit
enhancer; and



(e) to adapt international best practices, as well as current and emerging standards, relating to capital
adequacy for IIFS.

1.3 Scope and Coverage

9. This Standard is primarily intended to serve banking institutions offering Islamic financial services.

These IIFS include, but are not limited to: fully fledged Islamic commercial banks; Islamic investment
banks/companies; Islamic banking subsidiaries of conventional banks; Islamic banking branches/
divisions/units of conventional banks (hereinafter collectively referredtoas i | s | a mi c ?)wndrsutio ws 0
other financial institutions as may be determined by the respective supervisory authority. In addition, the
risk-weighting methodology set out in this Standard may be applied to S h a r -gomaliant financing
assets held by Islami ¢ fAwi ndowo oper at-cootaireed dr hyaother astiteitions ddidings e | f
such assets.

10. The Standard will be applicable to any IIFS that falls within the scope as stated herein, on a fully
consolidated basis at the holding company level within a group or sub-group of IIFS, or on a solo basis or
on both fully consolidated and solo bases as determined by the respective supervisory authority. The
Standard is not intended to be applied at the consolidated level to a group or sub-group that consists of
entities other than IIFS as defined in the Standard. The application of this standard by supervisory
authorities should be commensurate with the nature, size, complexity and type of products of the IIFS in
the jurisdiction.

1.4 Implementation Date

11. Supervisory authorities are expected to start implementation of this Standard in their jurisdictions
by 1 January 2015, but earlier implementation may be feasible, taking into account an adequate period
for this Standard to be transformed into national supervisory regulations and guidelines for IIFS, as well
as transitional arrangements explained in the relevant sub-sections related to enhancing the quality and
guantity of capital and introducing new capital and leverage requirements. Such implementation should
be undertaken in compliance with S h a r @ndawithin the legal and regulatory framework applicable in
the jurisdiction.

1.5 Specificities of Islamic Financial Instruments

12.  Islamic financial instruments are asset-based (Mu r Ub aSalarhand | s t i, whichJare based on
the sale or purchase of an asset; and | j U whidh is based on selling the benefits of such an asset),
profit-sharing (Mu s h Ur ank 8t/0r a b, @rhS u k i(skcurities) and investment portfolios and funds
which may be based on the above assets. In the case of the asset-based i nstrument s, t he
return is the spread between the cost of the asset to the IIFS and the amount that can be recovered from
selling or leasing it. Such instruments may therefore involve exposure to market (price) risk in respect of
the asset, as well as credit risk in respect of the amount due from the counterparty. In the case of the
profit-sharing instruments, Mu s h Ur and aMu/U r a b thér exposure is of the nature of an equity
position not held for trading similar to an "equity position in the banking book"? as described in Basel I,
and is likewise dealt with under credit risk, except in the case of investments (normally short-term) in
assets for trading purposes, which are dealt with under market risk.

2IFsB5 defined flslamic windowsd as part of a conventional financi al
institution) that provides both fund management (investment accounts) as well as financing and investment that are Shar ¢~ ah
compliant. Thus, these windows are potentially self-contained in terms of S h a r -gomplilnt financial intermediation, as the funds

generated are invested in S h a r -gompliant assets.

3 See paragraph 344 of Basel Il, June 2006 version.

4 Basel Il 1 initially published in June 2004 by the Basel Committee on Banking Supervision i aimed to create a global standard
governing the capital adequacy of internationally active banks. The BCBS issued a comprehensive version of the Basel Il
Framework on 4 July 2006. Basel Il uses a "three-pillar" framework: (1) minimum capital requirements (addressing risk); (2)
supervisory review process; and (3) transparency and market discipline. After the financial crisis that started in 2007, the BCBS
issued a revised package of measures to enhance the three pillars of the Basel Il framework and to strengthen the 1996 rules
governing trading book capital. Some of the elements of Basel Il have been further updated with the issuance of Basel Ill by the
BCBS in December 2010.



13. For these reasons, this Standard is structured in a matrix format so that the minimum capital
adequacy requirements in respect of both the credit risk and the market risk exposures arising from a
given type of financial instrument are dealt with under the heading of that instrument, as indicated below.

1.6  Structure of the Standard

14. This Standard aims to constitute a combined, revised and updated version of IFSB-2 and IFSB-7.
The combined and revised Standard is divided into six sections, which have been further enhanced with
the relevant features covered in the IFSB Guidance Notes, including GN-1, GN-2, GN-3 and GN-4.5
Detailed criteria for various components of capital have also been included in the Standard. The
recognition and treatment of various components of capital, apart from common equity, were previously
left to the discretion of the supervisory authorities. Further, the Standard also provides guidance on the
application of new features introduced by the BCBS in its Basel Ill documents, with necessary
adaptations for IIFS i namely, the capital conservation buffer, the countercyclical buffer and the leverage
(or common equity to total exposures) ratio.

15. The Standard is structured as follows:

(a) Section | provides the background and objectives, as well as the scope and coverage, of the
Standard. Further, it specifies the proposed date of starting implementation of the Standard. It also
includes a brief overview on the specificities of Islamic financial instruments and the structure of the
Standard.

(b)  Section 1l outlines basic features and criteria for various components of capital to be applicable to
IIFS, as well as regulatory adjustments and deductions attached to these components. This section also
illustrates the application of the capital conservation buffer, countercyclical buffer and leverage ratio for
IIFS, keeping in view their balance sheet structure and specificities in the application of these
requirements.

(c)  Section Il further expands the guidance provided in the earlier IFSB SAG related to calculation of
credit risk, market risk and operational risk, in order to incorporate recent enhancements in the global
capital standards and cover some areas not previously included. Inter alia, the sub-section on credit risk
mitigation has been restructured to cover new credit risk mitigation techniques. Sub-sections on market
risk and operational risk have also been updated. Lastly, the sub-section on profit-sharing investment
accounts (PSIAs) has been enhanced to provide a more comprehensive guideline on the treatment of
PSIAs and adjustments in the CAR.

(d)  Section IV sets out the minimum capital adequacy requirements for both credit and market risks for
each of the S h a r -@gomalilnt financing and investment instruments:

() Mur Ub ahdavtu r U b &dnthenpurchase orderer;

(i)  commodity Mu r U b arhanadsations (CMT);

(i)  Salam and Parallel Salam;

(iv) | st jasdiPdrallell st i;snU

(vv | j Uandlhj Orah Muntkahi a Bittaml

(vii Mus hUr,mélugdihgDi mi ni shing; MushUr akah
(viiy MutOr abah

(viii) QarL; and

(ix) WakUah.

5 Though this Standard has benefited from various IFSB Guidance Notes mentioned in the text, and has incorporated several
important points covered in these publications, the issuance of this Standard is not meant to replace any of these publications.



(e) Section V combines guidance on capital adequacy treatment of Su k Takd securitisation
exposures of IIFS included in IFSB-2 and IFSB-7, and incorporates global regulatory developments
related to originating, issuing and holding S u k Inkarious stages of the securitisation process.

() Section VI specifies capital requirements for exposures of IIFS related to real estate financing and
i nvest ment activities, when an I I FS utilises it
and other fund providers. This section, which was originally part of IFSB-7, has been further updated to
cover best practices of supervisory authorities to improve supervision of IIFSéreal estate exposures.

16. This Standard stops short of examining various issues related to IFSB-5 (the supervisory review
process) at length, such as capital planning, the internal capital adequacy assessment process (ICAAP),
because the IFSB plans to prepare a revised version of the latter standard by incorporating global
regulatory changes. Nevertheless, this Standard does provide necessary guidance on some important
areas that need to be explained within the scope of this Standard, such as the treatment of Islamic
windows, counterparty credit risk and concentration risk.

17. This Standard also does not cover advanced approaches for the calculation of capital
requirements in respect of various risks, such as the foundation and advanced internal rating-based (IRB)
approaches for calculation of credit risk capital requirements, and the advanced measurement approach
(AMA) for the calculation of operational risk capital requirements. Supervisory authorities, at their
discretion, may allow the IIFS in their jurisdiction to migrate to the advanced approaches provided that
they are satisfied, inter alia, with: (a) the robustness of the internal models; (b) the availability of sufficient
and reliable data; and (c) fulflment of other related requirements. The IFSB is aware that in certain
jurisdictions, supervisory authorities are allowing some IIFS to use some of the advanced approaches, in
view of their increasing size and sophistication. Therefore, the IFSB intends to prepare a separate
comprehensive guidance to address these approaches for the benefit of supervisory authorities and IIFS,
taking due account of the specificities of IIFS.

18. The S h ar gulesa &nd principles mentioned for explanatory purposes in the Standard do not
encompass all the practices followed by IIFS in different jurisdictions, and the references to these rules
and principles in this context are not intended to indicate that the IFSB has any opinion as to whether the
products and services offered by the IIFS are in accordance with S h a r gules dnd principles. In this

regard, IIFS are expected to fulfil the requirements set by their supervisory authorites and Shar ¢~ ah

boards in determining and ensuring that their activities are in compliance with the Sh a r gules énd
principles.



SECTION Il: REGULATORY CAPITAL

2.1 Components of Capital

19. This section provides a definition of (regulatory) eligible capital for IIFS. The eligible capital shall
be used as the numerator and total risk-weighted assets (RWASs) as denominator in calculating the CAR
formula. The section will further explain the criteria and characteristics of each component of eligible
capital.

20. Total eligible capital for IIFS is the sum of Tier 1 and Tier 2 capital. Tier 1 capital consists of
Common Equity Tier 1 (CET1) and Additional Tier 1 (AT1). CET1 consists of common equity share
capital, retained earnings and some other reserves, as mentioned in paragraph 24. AT1 capital consists
of S h ar -gomaliant instruments and some reserves, as mentioned in paragraph 26. Together with
CET1, AT1 capital is considered as "going concern" capital which absorbs losses while the IIFS is
solvent.

21. Tier 2 (T2) capital consists of S h a r -gomalilnt instruments and some reserves, as mentioned
in paragraph 27. T2 capital is considered to be "gone concern” capital which absorbs further losses in the
case of non-viability of the IIFS, and thus helps to protect the current account holders and other creditors
of the IIFS. Various eligible adjustments/deductions shall apply to the respective type of capital, as
explained in paragraph 31. In order for an instrument to be included in these components of capital, a set
of relevant criteria provided in sections 2.1.112.1.3 should be met. The eligibility of various types of
instruments for inclusion in AT1 or T2 is a matter for consideration by the supervisory authority in the light
of the relevant criteria, notably with regard to loss absorbency.

22. The eligible capital requirements for IIFS shall be not less than 8% of total RWA at all times. IIFS
shall maintain CET1 capital of at least 4.5% of RWA at all times. Tier 1 capital (CET1 plus AT1) must be
at least 6.0% of RWA at all times. Total capital (Tier 1 capital plus Tier 2 capital) must be at least 8.0% of
RWA at all times. In addition, IIFS shall be required to maintain a capital conservation buffer and a
countercyclical buffer, as stipulated by their respective supervisory authorities. Guidance on these buffers
is provided in sections 2.2 and 2.3. Furthermore, IIFS which are identified as Domestic Systemically
Important Banks (D-SIBs) by the supervisor will be required to hold additional CET1 capital, as explained
in section 2.6.

2.1.1 Common Equity Tier 1 Capital
23. Common Equity Tier 1 (CET1) capital forms the highest quality of capital for IIFS. There are

stringent criteria for an instrument to be considered as CET1 capital so as to ensure its permanence and
loss absorption capacity.

24, CET1 capital comprises the sum of elements (a)i (f), minus (g), below:

(@8 Common sharesissued by the lIFS: Thi s is the main sharehol dersé

should be fully paid up and should meet the criteria of being classified as common shares.
(b) Stock surplus: Stock surplus (share premium) from the issue of common shares.

(c) Retained earnings: The amount of net earnings which is carried forward from previous financial
periods shall be recognised and included in the calculation of CET1 capital. Retained earnings
include interim profit or loss.

(d) Other disclosed reserves and comprehensive income, including interim profit or loss: Dividends
declared and payable are not included in CET1, as such amounts are classified as liabilities in
accordance with International Financial Reporting Standards (IFRS) and would normally be so
classified by accounting standards applicable in the jurisdiction. Other comprehensive income

equ



includes interim profit or loss.®

(e) For interim profit or loss, supervisory authorities may seek verification by external auditors or
require other review procedures.

() Common shares issued by consolidated subsidiaries of IIFS: Such common shares that are
i ssued by odidatedSsdbsidiades ansl held by third parties (minority interest) and meet
the criteria of being included in CET1 provided below.

(g) Regulatory adjustments/deductions applicable to CET1.

25.  Specific criteria for common equity are set out below.

(a) Loss absorbency

Common equity represents the most subordinated claim in case of liquidation of the IIFS, having a claim
on the residual assets after all senior claims have been repaid. In terms of sharing any losses as incurred,
common equity serves as a first loss position and is able to absorb losses on a going concern basis.”

(b) Issuance process and procedure

At the issuance of common equity instruments, the IIFS should not create an expectation, or state in the
contractual terms, that the instrument will be redeemed, cancelled or bought back (call option) under any
circumstances. Common equity is directly issued and paid-in® such that no related party of the IIFS
directly or indirectly purchases it or funds the purchase. The issuance receives the formal approval of the
existing common shareholders of the issuing IIFS either directly or indirectly based on the approval of the
board of directors or according to the applicable law in the jurisdiction.

(c) Permanence

The principal amount of common shares is perpetual in nature and is never repaid except in the case of
' iquidation. However, in some cases the |l aw and the
repurchased, subject to the approval of the supervisory authority.®

(d) Distribution of profit or dividends

There is no circumstance in which distribution of profits (or payment of dividends) is obligatory. Non-
payment of dividends, therefore, is not a default event. Distributions shall be made out of distributable
items which normally consist of profits for the year that are attributable to common equity and, subject to
the approval of the supervisory authorities, retained earnings. (The level of distribution of profit must be
independent of, and not linked or tied to, the amount paid in at issuance.) Distributions can only be made
after meeting all legal and contractual obligations and payments to more senior capital instruments. There
are no preferential distributions on the eligible instruments.

(e) Equity in nature

The paid amount is recognised as equity capital in the IIFS balance sheet and is classified as equity

6 The transitional provisions in Basel lIl, paragraphs 52, footnote 10, and 94(d), state that unrealised gains less losses recognised
on the balance sheet initially remain part of capital, though they will be fully deducted from capital by 1 January 2018.

7 Going concern capital allows an IIFS to continue its activities and helps to prevent insolvency. Going concern capital is considered
to be CETL1. The purest form of going concern capital is common equity.

8 Reference to paid-in capital in various components of capital refers to capital that has been received with conclusiveness by the
IIFS, is reliably valued, is fully under the IIFS's control, and does not directly or indirectly expose it to the credit risk of the investor.
The payment, however, need not necessarily be made in cash; for example, shares issued in payment for the acquisition of another
company are not paid for in cash. Commonly, an IIFS may be required to obtain prior supervisory approval to include in capital an
instrument which has not been paid for in cash.

9 Depending on the applicable law, exceptions may include discretionary repurchases or other means of reduction of capital.
Repurchased common shares may be held as Treasury stock or, subject to the law and supervisory approval, they may be
cancelled.



under the applicable accounting standards.?

() Unsecured in nature

The amount paid in at issuance is neither secured nor guaranteed by the IIFS or its related entity (parent/
subsidiary or sister of the company or Islamic window or other affiliate group). There should be no

contractual terms or arrangements in the issue of eligible instruments that enhance the seniority of claims
under the instruments in insolvency or liquidation.

(9) Disclosure requirement

Common equity is clearly stated anldd disclosed on the |
2.1.2 Additional Tier 1 Capital

26. Additional Tier 1 (AT1) capital consists only of instruments such that they have a high degree of

loss absorbency. AT1 capital comprises the sum of elements (a)i (c), minus (d), below:

Add:

(a) instruments issued by IIFS that meet the following (paragraph 27) criteria for inclusion in AT1
capital,

(b) any premium received on the issue of instruments included in AT1 capital, and which is not
included in CET1,;

(c) instruments or qualifying capital issued by consolidated subsidiaries of the IIFS to third-party
investors that meet the criteria for inclusion in AT1 capital and are not included in CET1 (see
paragraph 30(a) I minority interest);

Minus:
(d) regulatory adjustments/deductions applicable to AT1 capital.

27.  Specific criteria for classification of instruments as AT1 capital are set out below.

€) Loss absorbency

Subject to S h a r @ppmval, an IIFS may issue MushUrakah S u k I(with the underlying assets as the
whole business of the bank) that are able to absorb losses so as to qualify for inclusion in AT1 capital.2
In these MushUrakah Sukl k, the Sukl k holders are partners with the common shareholders in the equity
capital of the IIFS, as per the terms of the MushUakah agreement, and thus fully share the risks and
rewards of the .l |l FS6s operations

(b) Issuance process and procedure

The instrument is issued and paid-up, and neither the IIFS nor a related party over which the IIFS exercises
control or significant influence can purchase the instrument, or fund its purchase, either directly or
indirectly. Repayment of principal through repurchase or buy-back is allowed subject to supervisory
approval without any expectation of repayment being created by the IIFS.

10 Where associates and joint ventures are accounted for under the equity method, earnings of such entities are eligible for

inclusion in the CET1 of the IIFS to the extent that they are reflected in retained earnings and other reserves of the IIFS and are not

excluded by any of the regulatory adjustments set out in section 2.1.5.

11 The reference to the balance sheet is made in the context of the published financial statements of the IIFS, as required by

respective legal and/or supervisory stipulations.

2Thet erm figener al obligationd is wused t ttshouldfbenotedithat thislwoukl ndt leshe absor ben
case with Mu£0 r a bSauhk ,isince the Rabb al-M U Wvould not be liable for the general liabilities of the IIFS (and notably for the

amount owed to current account holders). So-called general obligation Mu£U r a bSautk Br&infactaformofMu s h Ur @k laihk



(c) Maturity and callability

The MushUrakah Su k Tiskperpetual in nature and has no maturity date. It must not have step-up features
(i.e. periodic increases in the rate of return) and is without any other incentive to the issuer to redeem it.13 If
the instrument is callable, the issuer is permitted to exercise a call option only after five years and subject to
certain requirements, such as: (i) prior supervisory approval; (ii) no call expectation is created by the IIFS;
and (iii) ability to replace the called instruments with the same or better quality of capital, either before or
concurrently with the call. The IIFS shall not exercise a call unless it successfully exhibits that its capital
position is above the regulatory capital requirement after the call option is excercised. Instruments which
qualify for AT1 capital cannot have any features that hinder recapitalisation (provisions that require the IIFS
to compensate investors if a new instrument is issued at a lower price during a specified time frame). If an
instrument is issued out of a special-purpose entity (SPE), proceeds must be immediately available without
limitation to the IIFS in a form which meets or exceeds all of the other criteria for inclusion in AT1 capital.

(d) Distribution of profits

The contract should provide that non-distribution of profits would not constitute a default event.
Distributions should not be linked to the credit rating of the IIFS, either wholly or in part.

(e) Unsecured in nature

The amount paid at issuance is neither secured nor guaranteed by the IIFS or any related entity. In
addition, there should not be any arrangement that legally or economically increases the seniority of the
instrumentds cl ai m.

2.1.3 Tier 2 (T2) Capital
28. T2 capital comprises the sum of elements (a)i (d), minus (e), below:

Add:
(a) instruments issued by IIFS that meet the criteria of paragraph 29 for inclusion in T2;
(b) general provisions or reserves held against future, presently unidentified losses on financing;4

(c) any premium paid on issue of T2 capital instruments;
(d) instruments or qualifying capital issued by consolidated subsidiaries of an IIFS to third-party
investors that meet the criteria of T2 capital (see paragraph 31(a) i minority interest);
Minus:
(e) regulatory adjustments/deductions applicable to T2 capital.

29. Specific criteria for classification of instruments as i dditional capitaloare set out below.

€) Loss absorbency

It might be possible, subjectto S h a r gomaliance, for an IIFS to issue T2 capital instruments in the form
of MuZUrabah or WakUah Sukl k, the underlying assets of which would be convertible (as specified in the
contract) into shares of common equity at the point of non-viability or insolvency. It is essential that the
terms of conversion, notably the trigger point and the conversion ratio, are clearly specified in the Suki k
contract so as to avoid gharar. Prior to conversion, the underlying assets of such Sukl k would not be

avail able to meet the claims of the || FS&s c2)rAftee nt

conversion of the Suklki n c as e o fnonivihbdity dr in§ol8elicsy, T2 capital would rank pari passu
with CET1, along with AT1 capital.

BBAn example of an i rmceedreteimoe itso at hcea lils sowetri otho hel d by the issuer

convert the instrument into common shares if the call is not exercised. Such an incentive would conflict with the requirement of
permanence.

14 General provisions/genera | financing |l oss reserves eligible for inclusion

total RWAs for credit risk. Moreover, provisions related to identified deterioration of specific financing assets or known liabilities,

whetherindi vi dual or grouped, shall not be included in fAadditi asnal

defined in International Accounting Standards (IAS 37).
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(b) Issuance process and procedure

The instrument is issued and paid-up, and neither the IIFS nor a related party over which the IIFS exercises
control or significant influence can purchase the instrument or fund the purchase of the instrument, either
directly or indirectly. Issuance that takes place outside an operating entity of the IIFS or the holding
company in the consolidated group such as through an SPE must follow specific requirements. For
instance, the proceeds of issuance must be made immediately available to an operating entity or holding
company in the consolidated group, in a form that meets or exceeds all the other criteria of Tier 2.

(c) Maturity and callable option

The original minimum maturity shall be at least five years. The instrument shall not have step-up facilities
and be without any incentive to redeem by the issuer. For recognition in regulatory capital, any amortisation
of the principal will be on a straight-line basis in the remaining five years before maturity. If the instrument is
callable, the issuer is permitted to exercise a call option only after five years'®> and subject to certain
requirements, such as: (i) prior supervisory approval; (ii) there is no call expectation created by the IIFS;
and (iii) ability to replace the called instruments with the same or better quality of capital, either before or
concurrently with the call. The IIFS shall not exercise a call unless it successfully exhibits that its capital
position is above the regulatory capital requirement.

(d) Distribution of profits

The distribution of profits to the holders of the instruments should not be linked to the credit rating of the
IIFS, either wholly or in part. Future scheduled payments should not be accelerated at the option of
investors, except in the case of liquidation or bankruptcy.

(e) Unsecured in nature
The amount paid during issuance is neither secured nor guaranteed by the IIFS or any of its related
entities. Besides, there should not be any arrangement that legally or economically increases the seniority
of claim in case of liquidation.

2.1.4 Treatment of PSIA, PER and IRR

30. Profttsharing investment accounts of an Il FS are not cl
they do not meet the above-mentioned criteria of core or additional capital. Furthermore, all the

investment risk reserve (IRR) and a portion of the profit equalisation reserve (PER) belong to the equity of

investment account holders, and thus are not part of the capital of the IIFS. As the purpose of a PER is to

smooth the profit payouts and not to cover losses, any portion of a PER thatis partofthe IFS6s r eser ves
should also not be treated as part of the regulatory capital of the IIFS. It may be noted that the impact of

PER and IRR has already been incorporated in the denominator of the supervisory discretion formula for

calculation of the CAR, as discussed in Section Il of this Standard.

2.1.5 Regulatory Adjustments and Deductions

31. The adjustments to regulatory capital are intended to make its quantification more conservative so
that it is available at all times to absorb losses.® Elements which shall be recognised or adjusted in the
calculation of eligible capital from a regulatory perspective are as follows, subject to the stated conditions:

€)) Minority interest:1” Minority interest arising from the issue of capital instruments by a fully
consolidated subsidiary of the [IFS may be treated as CET1 or AT1 capital subject to meeting the following
conditions and criteria:

15 As an exception, a call option by the IIFS as an issuer is permitted only in case of a tax event or regulatory event, subject to
meeting other conditions specified from (i) to (iii) in the sentence. Supervisory authorities shall permit an IIFS to exercise the call
only if they consider that the IIFS was not in a position to anticipate the event at the time of issuance.

16 |n order to achieve this objective, the assets that may not have a stable value in stressed market conditions (e.g. goodwill) are
deducted, and gains that have not been realised are not recognised in the calculation of regulatory capital.
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Common Equity Tier 1 (CET1): The conditions are: (i) the subsidiary issuing the instrument should be an
IIFS?8 itself; and (ii) the relevant instrument should meet all the criteria for being considered as common
shares for regulatory purposes. The amount recognised in consolidated CET1 is equal to the total minority
interest (meeting the above conditions) minus the surplus CET1 of the subsidiary attributable to minority
investors. The surplus CET1 of the subsidiary (i.e. the amount in excess of 7.0% of RWA i which is the
sum of the minimum CETL1 requirement of the subsidiary plus the capital conservation buffer) should be
multiplied by the percentage of CET1 that is held by minority shareholders in order to arrive at the amount
of the surplus CET1 of the subsidiary attributable to the minority shareholders.

Tier 1 Capital (CET1 and AT1 Capital): The condition is that the relevant instruments issued by a fully
consolidated subsidiary of the IIFS (which must itself be an IIFS) to third-party investors should meet all the

criteria for being considered as Tier 1 (CET1 or AT1) capital. The amount recognised in Tier 1 capital is

equal to the amount of the Tier 1 capital instruments issued to third parties minus the surplus Tier 1 capital

of the subsidiary attributable to the third-party investors. The surplus Tier 1 capital of the subsidiary (i.e. the

amount of 8.5% of RWA i which is the sum of the minimum Tier 1 capital requirement of the subsidiary

plus the capital conservation buffer)s houl d be mul ti plied by t hBerbmpitalent age
that is held by third-party investors. The amount of the Tier 1 capital that will be recognised in i dditional

capitalowill exclude amounts already considered part of CET1.

Total Capital (CET1, AT1 and T2 Capital): The condition is that the relevant instruments issued by a fully
consolidated subsidiary of the IIFS (which must itself be an IIFS) to third-party investors should meet all the
criteria for being considered as CET1, AT1 or T2 capital. The amount recognised in consolidated total
capital is equal to the amount of the total capital instruments issued to third parties (meeting the above
condition) minus the surplus total capital of the subsidiary attributable to the third-party investors. The
surplus total capital of the subsidiary (i.e. the amount in excess of 10.5% of RWA i which is the sum of the
minimum total capital requirement of the subsidiary plus the capital conservation buffer) should be
multiplied by the percentage o f t he subsi di thatig befd byt third-paity investprs ih @der to
arrive at the amount of the surplus total capital of the subsidiary attributable to the third-party investors.

(b) Unrealised gains and losses: An IIFS shall derecognise from CET1 any component of equity
resulting from changes in the fair value of liabilities due to its own credit risk variations.

(c) Investment in own shares (Treasury shares) and capital: An | | FS6s i nvestment i n
shall be deducted in the calculation of CET1 since such an investment has an effect similar to calling the

shares T that is, to reduce the capital. Furthermore, in case of any contractual obligation of the IIFS to

purchase its own shares, such shares will be deducted from CET1. IIFS should likewise deduct
investments in their own additional capital in the calculation of additional capital.

(d) Goodwill and other intangible assets: Goodwill and other intangible assets should be deducted
from CET1. Also deducted is goodwill that is part of the valuation of significant investments in the capital of
banking, financial and TakUful entities which are outside the scope of regulatory consolidation. IIFS may
use international financial reporting standards applicable in their jurisdictions to identify elements which fall
under the definition of intangible assets.

(e) Pension fund assets and liabilities: An [IFS may have its own pension fund, while some [IFS may
establish a pension fund in order to meet a regulatory requirement in a jurisdiction in which they operate.
Where such pension funds are on the balance sheet or consolidated balance sheet of the IIFS, the net
assets of the fund should be deducted from CET1 capital.

) Deferred tax assets (DTAs): Supervisory authorities may allow recognition of DTAs in their
jurisdictions. Such DTAs may be used to reduce any sub

17 Minority interest is capital in a subsidiary that is owned by other shareholders from outside the IIFS/group. It includes such third
partiesd interests in the common shar e satedsubsitiaaiésned earnings and reser

18 Any institution that is subject to the same regulatory and supervision standards as a banking institution in the jurisdiction may be
considered an IIFS.
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as recognised in its income statement.’® DTAs which have been recognised, but rely on the future
profitability of the IIFS and are yet to be realised, shall be deducted from the calculation of CET1.2° DTAs
and associated "deferred tax liabilities" can be netted off only if the same taxation authority has levied the
taxes and permitted the set-off.

(9) Cash-flow hedge reserve: If an IIFS has a cash-flow hedge reserve, the amount of this reserve that
relates to the hedging (by means of S h a r -gomaliant hedging instruments which are reported at fair
value in the |1 FS6s balance sheet) of it ems ewhlilcFhS éasr e

balance sheet, including projected cash flows, should be derecognised in the calculation of CET1. This
means that positive amounts should be deducted and negative amounts added back. The element of the
cash-flow hedge reserve that gives rise to artificial volatility in common equity is thereby removed, since
such an element reflects only the fair value of the hedging item but not that of the hedged item.

(h) Securitisation exposure: Any increase in equity capital resulting from a securitisation transaction

shall be deducted from the calculation of CET1. Certain securitisation exposures arise from the provision of

credit enhancement by the IIFS as originator by retaining a residual equity interest in a percentage of the
securitised asset. In such cases,t he capi t al treat ment of the |1 FS6s re
weighting of 1250%.21

0] l nvest ment in the capital of b @his kierecagnisind adjostment i a | an
applies to an investment by an IIFS in the capital of banking, financial or T a k Uentitiés that are outside
the scope of regulatory consolidation. Such investment is addressed and classified under two categories:

() Where the IIFS does not own more than 10% of the issued common shares of the entity: The
amounts below the 10% o f t he | I FSO6s (aftermappdying a opthdr tregulatory
adjustments) will not be deducted and will continue to be risk-weighted. Thus, instruments in the
trading book shall be treated as per the market risk rules, and instruments in the banking book shall
be treated as per the standardised approach (or IRB approach, if applicable).

(i) Where the IIFS owns more than 10% of the issued common shares of the entity,?2 or the entity is
an affiliate?® of the IIFS: The IIFS shall deduct the amount of the investment in full,?* even if the
investment does not fall under the definition of common equity. The deduction should follow the
"corresponding deduction” approach i1 that is, the deduction should be applied to the same
component of capital for which the capital would qualify if it were issued by the bank itself.2>

19 DTAs are amounts of income tax paid which have the effect of reducing the amount of income tax payable in subsequent periods
and which are therefore recognised as assets. When DTAs are recognised but their realisation through reduction of future taxes
payable is uncertain, they should be deducted from capital.

20 All DTAs that depend on the future profitability of the bank to be realised and that arise from net operating losses are required to
be deducted from CET1 in full.

21 The risk weighting of 1250% will be used irrespective of the minimum capital requirement applicable in the jurisdiction, though it
will be subject to supervisory discretion.

22 Holdings of both the banking book and the trading book should be included in these calculations, after application of all the

regul atory adjustments mentioned prior to this category. diCapitaloo
subordinated S u k thét qualify for recognition as regulatory capital.

23 An affiliate of an IIFS is defined as a company that controls, or is controlled by, or is under common control with, the IIFS. Control

of a company is defined as: (1) ownership, control, or holding with power to vote 20% or more of a class of voting securities of the

company; or (2) consolidation of the company for financial reporting purposes.

24 The objective of this deduction is to prevent the double counting of capital i that is, to ensure that the bank is not boosting its own

capital with the capital that is also used to support the banking, T a k Ubk athler financial subsidiary.

25 This means that the amount to be deducted from common equity should be calculated as the total of all holdings which in

aggregate exceed 10% of the I 1 FS6s common e gaperteptagenaf the totg tapitald by t he
holdings. This would result in a common equity deduction which corresponds to the proportion of total capital holdings held in

common equity. Similarly, the amount to be deducted from additional capital should be calculated as the total of all holdings which in

aggregate exceed 10% of the bankds common equity multiplapgad by t he
holdings.
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If, under the corresponding deduction approach, an IIFS is required to make a deduction from a
particular component of capital and it does not have enough of that component of capital to
satisfy that deduction, the shortfall will be deducted from the next-higher components of capital.
(For example, if an IIFS does not have enough additional capital to satisfy the deduction, the
shortfall will be deducted from CET1.)

()] Reciprocal cross-h ol di ngs in the <capital of banAly agss- f i nan
holdings of capital that serve to inflate artificially the capital position of an IIFS will be required to be subject
to a full deduction, using a fAcorresponding deducti ol

requires the IIFS to apply the deduction to the same component of capital for which the capital would
qualify if it were issued by the IIFS itself.

(k) Zakat obligations: Zakat obligations shall be assessed when an IIFS as an entity has been in
operation for at least 12 months. An IIFS shall have a framework and mechanism in place for the
recognition and measurement of zakat obligations and shall disclose the amount of such obligations in its
balance sheet. These requirements are, nevertheless, subject to the provisions of applicable national laws,
regulatory requirements and applicable accounting standards.

2.1.6 Time Frame for Adoption of the New Capital Requirements

32. Transitional arrangements are provided for IIFS to comply with the new eligible capital
requirements. The time frame is intended to ensure that IIFS can meet the higher capital requirements over
a reasonable time period. The recommended transitional arrangements are as follows:

Elements Transition Arrangement

4.5% of CET1 over total RWAs Commencing from 1 January 2015
6% of total Tier 1 over total RWAs Commencing from 1 January 2015
8% of total regulatory capital over total RWAs Commencing from 1 January 2014

In addition, the regulatory adjustments and deductions, including amounts above the aggregate 15% limit
for significant investments in financial institutions, and deferred tax assets from temporary differences,
would be fully deducted from CET1 by 1 January 2018.
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2.2 Capital Conservation Buffer

2.2.1 Introduction

33. "Capital conservation buffer" refers to a specific percentage of common equity capital, in addition to
CET1, that an IIFS should build up during benign periods and which can be utilised to absorb losses during
periods of financial and economic stress. This buffer should be held above the regulatory minimum capital
requirement and applies at all times.

34. The fundamental objective of holding a capital conservation buffer is to ensure that IIFS have the
capacity to absorb losses in stressed times that may last several years. IIFS will be expected to build up
such capital in the periods of economic expansion. This buffer is intended to achieve the macroprudential
goal of protecting the banking system and the real economy from system-wide risks. Such risks can stem
from exposure of the banking sector, including the Islamic banking sector, to various factors related to
financial stability and other structural variables impacting systemic soundness and stability.

35. If the capital of an IIFS falls below the required buffer level, the relevant institution will be subject to
various restrictions on discretionary distributions of profits, until the capital is restored to the required level.
In addition, such an IIFS will be required to draw up and agree with the relevant supervisory authority a
"capital conservation plan” in order to ensure that it has a credible strategy for early replenishment of the
buffer. However, the IIFS will have the choice of raising new capital from the private sector instead of
internal conservation of capital through reduced profit distributions. This option should be part of the capital
conservation plan (see section 2.2.4) to be submitted to the supervisory authority by the IIFS, and will be
subject to supervisory evaluation and approval.

2.2.2 The Framework

36. The capital conservation buffer shall amount to 2.5% of RWAs above the regulatory minimum
capital requirements and should comprise only common equity. An IIFS should first use CET1 to meet the
minimum capital requirements outlined in section 2.1 T that is, 4.5% CET1 and 8% total capital
requirement, if necessary. Only after meeting these requirements will CET1 be used for the capital
conservation buffer.

37. If the capital position of an IIFS falls below the required level outlined in the previous paragraph,
the supervisory authority shall apply various restrictions to the distribution of profits. These restrictions on
profit distributions and the resultant preservation of capital will help in achieving a nhumber of objectives,
including, inter alia:

@ strengthening the 1 1FS6s ability to deal wi t h
cushion of capital to absorb losses;26

(b) enhancing the resilience of the banking sector during depressed market conditions;

(c) offering an internationally harmonised framework for rebuilding depleted capital during the initial phases
of recovery; and

(d) reducing procyclicality by ensuring that IIFS have the capital to enable them to continue providing
financing to customers during adverse market conditions, thus contributing to economic recovery.

38. Supervisory authorities shall apply restrictions to discretionary profit distributions of the IIFS whose
capital requirements fall below the required level. The severity of such restrictions will depend on the extent
to which the capital ratio of an IIFS falls below the minimum required level.

39. Supervisory authorities can apply limitations on some or all of the following items for IIFS whose
capital falls below the stipulated minimum requirements. Such limitations should not, however, restrict the
IIFS from conducting business as usual. The items subject to restrictions include, inter alia:

26 Thjs loss absorption also includes the situation in which public funds would have to be injected in order to recapitalise an IIFS.
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(a) dividend payments to holders of common equity;

(b) share buy-backs;

(c) discretionary profit distributions to holders of other CET1 instruments; and/or

(d) discretionary bonus payments to staff, provided this step is not in conflict with any contractual or legal
obligations of the IIFS.

40. "Profits" for this purpose should be understood as being profits that are distributable (excluding the
share of profits payable to PSIA) and are calculated prior to the deduction of elements subject to the
restrictions mentioned in the previous paragraph relating to dividends, share buy-backs, distributions to
holders of other CET1 instruments, and discretionary staff bonuses. Such profits also include: (a) interim
profits not yet included in CET1 that have been generated since the most recent decision on the distribution
of profits or any other actions mentioned in the previous paragraph; and (b) year-end profits not yet
included in CET1 that have been generated since the most recent decision on the distribution of profits or
any other actions mentioned in the previous paragraph. Any tax payable on the above two items should be
deducted in making this calculation. In addition, such profits should be calculated after the deduction of
zakat and transfers to PER, where applicable. The deduction related to tax should be made on the basis
that none of the distributable items mentioned in the previous paragraph has been paid. This means that
any tax impact related to such distributions shall be reversed.

41. The application of the capital conservation buffer requirement will be made at the consolidated
group level. Therefore, any constraints on profit distributions mentioned in paragraph 38 shall be applied at
the consolidated group level. In the case of Islamic window operations of conventional banks (as defined in
footnote 2), the restrictions will be applied to the parent bank. In case supervisory authorities choose to
require that capital be conserved in specific parts of the group, they can opt to apply this buffer on a solo
(single entity) basis.

42, If the capital position of an IIFS falls below the minimum requirement, the relevant institution cannot
use future predictions of recovery as a justification for making any of the types of distributions mentioned in
paragraph 39. Furthermore, such an IIFS is not allowed to make any distribution out of profits in order to
signal its financial strength 7 for example, its dividend-paying ability.

43. As the capital conservation buffer must consist of common equity, any capital raised through
issuance of S u k Icdnnot be considered as a part of the buffer, as S u k Id&k not qualify for inclusion in
common equity.

2.2.3 Capital Conservation Ratios
44, In order to meet the minimum requirements for CET1 (i.e. 4.5%, as mentioned in section 2.1) and

the capital conservation buffer (i.e. 2.5%), an IIFS should have not less than 7.0% of CET1 at all times. If
the CETL1 level is below this requirement, the IIFS will be subject to restrictions on profit distributions as

outlined in paragraph 38; that is, it owi || be required to fAconserveo

succeeding financial year. The percentage of profits that would need to be conserved by the IIFS when
operating in a specified range of CET1 capital is called the "capital conservation ratio". This ratio is
explained in the following table.

CET 1 Capital Ratio Minimum Capital Conservation Ratios
(as a percentage of profits)
4.5% i (5.125% 100%
>5.125 % i (5.75% 80%
>5.75% i (6.375% 60%
>6.375% i O7.0% 40%
>7% 0%
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45, The above table shows that when, for example, an IIFS has a CET1 in the range of 5.75% to
6.375%, it will be required to conserve 60% of its profits in the next financial year; that is, its total
distributions of any of the types of items mentioned in paragraph 38 should not amount to more than 40%
of profits after making the deductions mentioned in paragraph 39.

46. The CET1 ratio excludes any additional CET1 used to meet the 8% total capital requirements. For
example, a bank with 8% CET1 and no additional capital would meet all minimum capital requirements, but
would have a zero conservation buffer and therefore be subject to the 100% constraint on profit
distributions.

47. If an IIFS wishes to make payouts in excess of the requirement outlined in the above table, it has
the option to raise an amount of capital in the private sector equal to the amount shown as required by the
minimum capital conservation ratio. The IIFS should outline any such proposal as a part of its capital
conservation plan as delineated in the next sub-section.

2.2.4 Capital Conservation Plan

48. Where an IIFS fails to meet the required level of capital conservation buffer, it shall prepare a

Capital Conservation Pl an ( hereinafter referred to as APl anod) cl e
below. The IIFS shall submit this Plan to the relevant supervisory authority within a suitably short time

frame to be set by the latter. It is desirable that the IIFS should already have prepared such a Plan on a

contingency basis. The Plan will include the following:

(a) estimates of income and expenditure and a forecasted balance sheet;

(b) measures to be taken to increaset h e | chpiabrétiss;

(c) a plan and time frame for the increase of capital with the objective of meeting fully the buffer
requirement; and

(d) any other information the supervisory authority deems necessary to carry out the assessment
required, as indicated in the next paragraph.

49, The supervisory authority shall review the Plan submitted by the IIFS and shall approve it provided,
based on its evaluation, it considers that the Plan provides a reasonable basis for conserving or raising
sufficient capital that will enable the IIFS to meet the buffer requirements within a period acceptable to the
supervisory authority. While reviewing the Plan, the supervisory authority should also evaluate whether the
IIFS has deliberately reduced its CET1 so as to operate in the buffer range (i.e. below the capital
conservation buffer requirement) in order to reduce its cost of capital for competitive purposes.

50. If the Plan is not approved by the supervisory authority, the latter may take one or more of the
following steps, inter alia, as deemed necessary:

(a) ask the IIFS to revise the Plan and resubmit it within a specified time period;

(b) require the IIFS to raise new capital from private sources to specified levels within specified periods;
or

(c) impose more stringent restrictions on distributions than those required by section 2.2.2.

2.2.5 Transitional Provisions

51. The capital conservation buffer requirements will be subject to transitional arrangements between 1
January 2016 and 31 December 2018. Starting on 1 January 2019, it will be implemented at the full level of
2.5%. On 1 January 2016, it will start at 0.625% of RWAs and will increase by the same percentage every
succeeding year until it reaches the final level of 2.5% of RWAs on 1 January 2019, as shown in the
following table.

Starting Date | Required Level of Capital Conservation Buffer |
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1 January 2016 0.625%
1 January 2017 1.25%
1 January 2018 1.875%
1 January 2019 2.50%
52. The requirements for a Capital Conservation Plan, and the restrictions on distributions when an

IIFS fails to meet the requirements mentioned in the previous paragraph, shall apply during the transitional
period between 1 January 2016 and 31 December 2018.

53. Supervisory authorities may impose a shorter transitional period than that specified in this sub-
section if this is required in order to mitigate excessive credit growth.
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2.3 Countercyclical Buffer
2.3.1 Factors Leading to Procyclicality

54, In this sub-section, some factors leading to procyclicality are discussed, primarily with reference to

the conventional banking sector. However, given the business model of IIFSs and the fact that they are part

of the overall financial system, these factors may have relevancet o | | FSs 6 operations, e
indirectly.

55. "Procyclicality of a financial system" refers to the effect of various components of the system on the
financial institutions in general, and banks in particular, that tend to aggravate the economic cycle. During
the expansion phase of the economic cycle, a number of factors make it easier for banking institutions to
meet the minimum capital adequacy requirements. In particular, the influence of various micro-level factors
on the behaviour of banks has the effect of aggravating the economic cycle. These factors include the
following:

(&) The profits of banking institutions tend to be buoyant, which increases their reserves i that is, their own

capital.

(b) The buoyancy of asset values 1 both in trading and banking books 7 and resultant lower risk of
i mpair ment (and associated | ower provisions) have t
reserves.

(c) Risk weights (RWs) applied to banking book assets i under both standardised and IRB approaches i
tend to be less conservative in a favourable economic climate, owing to the more optimistic outlook
reflected in ECAI ratings and in IRB estimates of probability of default (PD), respectively.

56. During the expansion phase of an economy, due to the aforementioned factors, banks are typically

able to meet the regulatory capital requirements with ease, which allows them to provide more loans to

both public and private sectors, which in turn contributes to an expansion of credit in the economy, which

then feeds the economic expansion; that is, there is a positive feedback effect. This phenomenon continues

until some economic shock such as the bursting of an asset price bubble triggers the reverse process i

thatis,the contraction phase of the economic cycl e. I n this
and the resultant need for them to make loss provisions and recognise impairments tends to put significant

pressure on the capital held by the banks. If banks are highly leveraged and capital becomes difficult and/or

costly to raise, in order to maintain their capital ratios banks have to reduce their RWAs, and the resultant

credit squeeze aggravates the downturn, making it deeper and possibly leading to a recession.
Simultaneousl! vy, economic contraction affects banks6é pr
for asset impairments and trading book losses. Thus, during a downturn, the combined impact of these

factors exerts pressure on the capital adequacy position of the banks, including some of those which

enjoyed a relatively comfortable capital position before the downturn.

57. The propensity to generate asset bubbles, and the resultant losses of capital, may be aggravated
by perverse incentives, as in the originate-to-distribute model coupled with "sub-prime" credit practices. In
addition, the subjective nature of some fair value measurements of assets and of loss provisions
contributes to procyclicality.

2.3.2 Procyclicality in Islamic Finance

58. Typically, the manner in which IIFS provide financing to their customers is more closely linked to
investment in real assets and thus may be less prone to contribute to credit bubbles and non-performing
assets; however, in the case of real estate, the cyclical nature of this asset class may contribute to
procyclicality. In addition, many IIFS raise significant amounts of funds, not in the form of deposits (i.e.
liabilities that are not loss-absorbent) but in the form of unrestricted or restricted PSIA, such as profit-
sharing and loss-bearing MuLU r a bcanlracts, which are typically loss-absorbent to a greater or lesser
extent (see section 3.4.1 for details). Depending upon the level of displaced commercial risk (DCR)
incurred by an IIFS, its PSIA can be considered to lie in the range of fully risk absorbent to partially risk
absorbent (see section 3.4.2). On the assets side, the financing and investment made by the IIFS is
typically related to the sale, purchase, usufruct or provision of services related to various kinds of real
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assets. (See Section IV for details of major modes of financing and investment used by IIFS.) Similar
constraints on assets also apply to asset securitisations, the issuance of S u k Tand the structuring of
S h a r gomalilnt hedging instruments, thus making it easier to track down the underlying risks of such
structures than in the case of certain conventional securitisations (see section 5.2). Thus, overall, the
relationships between deposits, leverage, credit extension and capital requirements found in conventional
finance are, at any rate, less mechanical in Islamic finance.

59. Notwithstanding the points highlighted in the previous paragraph, the influences of three micro-
level factors outlined in paragraph 55 would apply to IIFS to a certain extent. In buoyant economic
conditions, as is the case with conventional banks, the capital ratios of IIFS are enhanced as a result of,
inter alia: increased profits, which lead to higher reserves; lower requirements for provisions against asset
impairments; and lower credit RWs being applied to banking book assets. Furthermore, the tendency of
some IIFS to invest in real sector-related asset classes such as equity investments and real estate may
expose these institutions to the cyclical impacts on such assets of the economic cycle in economies that
are highly dependent on exports of commodities such as hydrocarbons. The cyclical movements of the
prices of these commaodities have macroeconomic effects which impact the financial sector, including IIFS.
In recent years, some IIFS have started raising term deposits (generally short-term) and making term
loans based on reverse CMT. These practices have the effect of introducing a greater degree of
procyclicality into the IIFS sector, because of the procyclical perceptions of the counterparty risk to which
an IIFS as a financer is exposed, as well as its use of CMT-based term deposits which are not loss-
absorbent.

60. As far as system-wide risks are concerned, IIFS have limited counterparty risk exposures
compared to their conventional counterparts, except in the case of CMT and Wa k U {baséd transactions
in interbank markets. Moreover, IIFS do not engage in highly speculative trading transactions. The
application of the originate-to-distribute model of credit origination is also not practised by IIFS, except to a
limited extent in the case of some S u k liskuances and asset securitisations which have significantly
reduced implications for procyclicality. On the other hand, IIFS are exposed to various negative
consequences of economic cycles in a number of ways, as mentioned in the previous paragraph.
Therefore, the IFSB considers it reasonable to expect IIFS to maintain a countercyclical buffer (CCB) that
is also in line with other emerging international practices.

2.3.3 Procyclicality in Emerging Markets

61. As most of the IFSB member jurisdictions may be classified as emerging economies, it is relevant
to evaluate the incidence of procyclicality and any need for a CCB in such economies.

62. Financial deepening is closely related to the development of the economies concerned.
Historically, most financial crises in developed economies have emerged due to factors internal to the
financial systems, such as new exotic financial products, lax credit evaluations by financial institutions
leading to asset price bubbles, misaligned compensation practices, etc. In developing (or emerging)
markets, financial crises have emerged mainly due to external shocks such as extreme commodity price
volatility, currency speculation (including misuse of the "carry trade" by banks) and/or sudden stops.?’
Thus, the fundamentals of financial supervision are subject to a different set of antecedents in the two
types of economies.

63. It has been argued that the demand for credit is higher in emerging economies and that any
additional capital buffers required for banks should not be allowed to dampen the growth prospects in
these economies. The impact of countercyclical buffers in developing countries can be quite strong, where
there is no perceived excessive growth of credit of dubious quality. Therefore, a careful examination is
needed not to cause unwarranted loss of output and of sound credit growth in developing economies. As
banks seek to comply with new capital rules, lower availability of credit may impact economic growth as

27 »gydden stop" refers to a sudden slowdown in private capital inflows into emerging market economies. "Sudden stops" are
typically followed by a sharp decrease in output, private spending and credit to the private sector. For the jurisdiction, reduction in
private capital inflows could result in reversal from large current account deficits into smaller deficits or small surpluses.
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well as negatively impacting the development of the financial sector and the financial inclusion of the
population. The availability of credit might also be impacted if the banks considered the CCB as a new
minimum and did not reduce their capital holdings even when they are allowed by the supervisory
authority to release the CCB.

64. Notwithstanding the above, the imposition of new capital buffers in emerging economies that have
financial market imperfections 7 in environments where the deposit protection schemes are either
unavailable or inspire little confidence i may play an additional role as a signal to depositors that banks
will have more capital backing, with a greater commitment to the screening and monitoring of credit
origination, and be less vulnerable to credit losses which could impact depositors and unrestricted PSIA.28
This phenomenon may help boost market confidence in the financial system and improve financial
inclusion.

65. It is advisable, therefore, that supervisory authorities in the emerging economies, while
contemplating the imposition of a CCB in their jurisdictions, consider a set of triggers and variables that
are best suited to the objective of macroprudential supervision, while simultaneously ensuring that its
imposition does not hamper the economic growth and financial sector development. A number of
alternative triggers and macroeconomic variables that can be considered by supervisory authorities are
discussed in Appendix B to this Standard.

2.3.4 The Framework

66. Supervisory authorities should set out requirements for the CCB in their jurisdictions?® based on
the guidance provided in this sub-section. As indicated above, the CCB has the macroprudential objective
of reducing systemic risk by protecting the banking sector from periods of excessive aggregate credit
growth. Whereas the minimum capital requirements and the capital conservation buffer have the mainly
microprudential objectives of ensuring that individual banks remain solvent during stressed market
conditions, the CCB has the macroprudential objective of ensuring that the banking sector has levels of
capital sufficient to maintain an uninterrupted supply of credit to the various economic sectors during
periods of stress. This is intended to ensure that the real sector is not constrained by reduced credit
availability during a downturn and that capital in the banking sector has a cushion enabling it to absorb
additional provisioning and credit losses during stressed market conditions. In addition, the CCB is
intended to promote financial stability by inhibiting the build-up of asset price bubbles in times of economic
expansion (by imposing increased capital requirements during such times) and consequent financial
system imbalances. In other words, during a period of excessive credit supply in the initial phase of an
economic cycle, the build-up of a CCB could increase the cost of credit, thus reducing the demand for it. It
thus aims to reconcile microprudential policies with the goal of preserving the soundness of the whole
financial system.

67. The main responsibility of the supervisory authority in this regard will be identifying the build-up of
system-wide risk due to excessive credit growth in the jurisdiction. Such identification will be made on the
basis of monitoring various metrics chosen by the supervisory authority, as elaborated in Appendix B.
After the supervisory authority identifies the presence of system-wide risk due to excessive credit growth
based on selected metrics, it will apply its judgement to establish: (a) whether a CCB should be imposed
in the jurisdiction; (b) what should be the level of the CCB as a percentage of RWAs; (c) whether the CCB
should increase or decrease over time, depending upon the direction of system-wide risk; and (d) whether
to increase the CCB requirement, in the event that system-wide risk starts to develop.

28 The assumption is that banks will have more capital to lose, and more capital to absorb losses, before depositors face losses.

29 For the purpose of supervising and controlling the CCB regime, each jurisdiction should decide which supervising institution i
central bank or financial supervision authority, if present in the jurisdiction i should be assigned this responsibility. The operation of
the CCB regime shall require analysing both macroeconomic and supervisory information. Moreover, it would have implications for
the conduct of monetary and fiscal policies in the jurisdiction. Therefore, it is advisable that, whichever authority is selected, timely
and coordinated information-sharing and consistent decision-making is ensured between various supervisory authorities in the
jurisdiction.
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68. The CCB can be chosen in the range of 01 2.5%. However, a supervisory authority has discretion
to implement any other macroprudential tools it deems fit for the jurisdiction. In addition, if the need
arises, the level of the CCB can be set higher than 2.5% for all domestic banks and foreign banks with
locally incorporated subsidiaries.3® The CCB should consist wholly of CET1. An internationally active IIFS
would use a weighted average of the buffers in effect in the jurisdictions to which it has a credit exposure.

69. When a supervisory authority decides to impose or increase the CCB requirement, it will make the
announcement up to 12 months before the implementation date so that IIFS have enough time to meet
the additional capital requirements. When a supervisory authority decides that it is appropriate to release
the buffer partially or wholly, a shorter time frame could be applied so that the credit supply is not
restricted by higher capital requirements at a time when economic conditions warrant a higher supply of
credit.

70. Supervisory authorities should explain, on a regular basis, the range of metrics and reference
tools used to arrive at the decisions relating to the CCB. The ultimate objective of using these qualitative
and quantitative tools and any other variables is to gauge the build-up of system-wide risk due to
excessive credit growth in order to guide the decisions related to the CCB. This Standard explains various
possible metrics that can be taken into account by supervisory authorities in formulating CCB-related
decisions, but stops short of providing a detailed explanation of these metrics, except for the
internationally consistent credit-to-gross domestic product (GDP) gap measure proposed by BCBS.

71. Some additional supervisory guidance on the CCB has been provided in Appendix B. This
appendix delineates the calculation mechanism of various components of the credit-to-GDP gap measure,
as well as suggesting additional tools and indicators that can support the supervisory authorities in
estimating an appropriate level of the CCB in the jurisdiction. Further, it provides guidance to supervisory
authorities at various phases of operating the CCB regime, and deals with some related operational
issues 1 for example, application of CCB on domestic versus international IIFS and ceiling of the CCB.

2.3.5 Transitional Arrangements

72. Based on the study of credit growth and other metrics leading to procyclicality in the jurisdiction, if
the supervisory authority decides to implement the countercyclical buffer requirements, the CCB will be
phased-in between 1 January 2016 and 31 December 2018, becoming fully effective on 1 January 2019. If
applied by the supervisory authority, the countercyclical buffer requirement will initially be 0.625% of
RWAs on 1 January 2016, and will increase each subsequent year by an additional 0.625 percentage
points, to reach its final maximum of 2.5% of RWAs on 1 January 2019. Supervisory authorities have
discretion to accelerate or extend the requirement for maintaining a CCB if excessive credit growth is
experienced.

30 The international reciprocity provisions, however, would not apply to CCB levels in excess of 2.5% of RWAs.
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2.4 Leverage Ratio

2.4.1 Factors Leading to Leverage

73. Financial leverage i that is, the use of non-equity funds i allows a financial institution (as with any
firm) to increase the potential returns on its equity capital, with a concomitant increase in the riskiness of
the equity capital and its exposure to losses since the non-equity funds are either not, or only partially,
risk-absorbent. Consequently, leverage is commonly accomplished through the use of borrowed funds,
debt capital or derivative instruments, etc. It is common for banks to engage in leverage by borrowing to
acquire more assets, with the aim of increasing their return on equity. Similarly, the contingent exposure of
the banks can expose them to risk of losses much greater than is observable on the balance sheet.
Multiple-layer securitisations or resecuritisations, such as in the case of conventional collateralised debt
obligations (CDOs) that invest in asset-backed securities,3! are also a major source of increased bank
leverage.

74. As explained in section 2.3.1, capital requirements are considered procyclical, and the greater risk
sensitivity of contemporary capital requirements can result in an incentive for banks to structure products
so that they qualify for lower capital requirements. When this incentive is exploited collectively by the
banks in a jurisdiction, the system will likely end up with high concentrations of structured products that

are meant to finesse regulatory capital requirements

Among other tools to address the systemic problem of procyclicality®? and reduce the incentives for banks
to offer highly leveraged products, a leverage ratio can be applied by supervisory authorities as a
supporting mechanism to risk-based capital requirements.

75. The financial crisis that started in 2007 demonstrated the disruptive effects of procyclicality
coupled with high leverage, and showed that the collective action of individual banks can amplify the
business cycle and create systemic risk on an increased scale. This phenomenon showed that the
currently available microprudential regulation techniques used by supervisory authorities need to be
complemented by macroprudential supervision in order to smooth the effects of the business and
economic cycle. Indicators of excess leverage include a leverage ratio and measures of mismatches
between assets and obligations. More importantly, a leverage ratio is a tool which can be standardised
and implemented at the jurisdiction level. It is versatile enough to be used both as a macro- or
microprudential policy tool and as a countercyclical instrument. This requirement also has the necessary
flexibility to be customised for the risk profiles of specific banks.

2.4.2 Leverage in Islamic Finance

76. Generally speaking, Islamic finance is less prone to engage in highly leveraged products, because
S h ar gegurds in principle that all financing be linked to transactions in the real economy i that is,
production and trade transactions and activities. Similarly, there are restrictions on debt trading and
engaging in products involving undue and excessive speculation (gharar). At the same time, risk-sharing
means of raising funds are encouraged. The combination of these measures seriously limits the leverage
effects in Islamic finance, although it does not completely eradicate this phenomenon, as highlighted later
in this sub-section.

77. As far as IIFS are concerned, only to a limited extent do they use return-paying deposits to
leverage their capital (as indicated in the next paragraph). They may use unremunerated current accounts

for this purp o s e, but with few exceptions current accounts

Unrestricted PSIAs (UPSIA) have historically been a major source of funds. Similarly, IIFS do not become
involved in transactions involving gharar or other leveraged transactions such as CDOs or
resecuritisations. Moreover, most IIFS follow the universal banking model, which makes their structure
less prone to leveraged exposures.

31 |n addition, credit risk transfer instruments may be used, such as structured credit products, through which portfolios of credit
exposures can be sliced and repackaged to meet the needs of investors. Banks funded a growing amount of long-term assets with
short-term liabilities in wholesale markets through the use of off-balance-sheet vehicles, exposing themselves to credit and liquidity
risk by providing facilities to these vehicles. Moreover, they also held structured credit instruments on their own balance sheet,
exposing themselves to embedded leverage and increasing their asseti liability mismatch and funding liquidity risk.

32 The countercyclical buffer discussed in section 2.3 is one of these measures.
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78. Nonetheless, there are a few practices and transactions which may involve IIFS in leveraged
transactions. For example:

(a) Some IIFS offer reverse CMT-based3® deposits to generate a form of return-paying term deposit.
Some others use CMT on the assets side of the balance sheet, not just for liquidity management but
also for providing uncollateralised financing to their customers. Reverse CMT-based deposits are a
form of leverage, which, together with CMT-based term financing, has the potential to create unlimited
debt in the system.

(b) Some IIFS are involved with structured products that create cash-flow or delivery obligations linked to
the performance of a defined underlying benchmark that is compliant with the principlesof Shar ,d~ ah
such as equity markets, indices and commodities.

(c) S h ar -gomaliant hedging contracts such as profit rate swaps and foreign currency swaps have the
potential to increase leverage, as they are mainly CMT- or Wa'd-based contracts; for example, the
profit rate swap can be used to transform a fixed-rate income stream into a floating-rate income
stream, or vice versa. Such a transformation allows a bank to eliminate uncertainties or discrepancies
between incoming and outgoing profit streams.

(d) Some asset-based S u k have structures where the cash flows are de-linked to the underlying assets,
while providing leverage to the originators and/or issuers.

79. Based on the factors highlighted above, the IFSB considers it prudent that supervisory authorities
apply the leverage ratio requirements to 1IFS,%* as explained in the next sub-section. This will not only
provide a level playing field for IIFS vis-a-vis conventional institutions, but also will be consistent with
emerging international practices.

2.4.3 Computational Details

80. The leverage ratio is a simple, transparent, non-risk-based measure that will act as a supplement
to the risk-based capital requirements set out in this Standard. It will help to restrict the build-up of
leverage in the Islamic banking sector which can expose IIFS to higher financial risk, with potential
damage to the overall financial system, and to the economy if a de-leveraging process takes place.

81. The leverage ratio described below shall be applicable at the level of 3% and shall be calculated
as the average of the monthly leverage ratio over the quarter, based on the definitions of capital and total
exposure specified below. The formula for calculation of leverage ratio will be:

Leverageratio=Tierlcapi tal & Tot al exposure O 3%
2.4.3.1 Capital
82. The numerator of the leverage ratio shall be Tier 1 capital as defined in section 2.1.1 above. Based

on section 2.1.5, items that are treated as complete deductions from capital do not contribute to leverage,
and hence should be deducted from the denominator i that is, the exposure measure. This is to achieve
consistent measures of the capital and exposure so as to avoid double counting in the calculation of the
leverage ratio. Moreover, in order to achieve consistency, the deductions from CET1 shall also be made
from the exposure.

83. For an |1 FS&6ds investment i n t We k Odngitiést as loutlivetl inbanki n.
paragraph 31(j), where a financial entity is included in the accounting consolidation but not in the regulatory

consolidation, the investments in the capital of such an entity are required to be deducted to the extent that

they exceed certain thresholds. Therefore, the assets of such entities included in the accounting

consolidation should be excluded from the exposure measure in proportion to the capital that is excluded.

33 This transaction is also known as tawwaruq deposits, CMT deposits, international CMT deposits, etc., in various jurisdictions.

34 The survey conducted by the IFSB Working Group found that most IIFS have their current leverage ratio well below the 3%
leverage ratio proposed here.
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2.4.3.2 Exposure

84. The calculation of total exposure for the leverage ratio should generally follow the accounting
measures of exposures. All the on-balance sheet, non-derivative exposures shall be included net of specific
provisions and valuation adjustments (e.g. credit valuation adjustments). The impact of credit risk mitigation
(including physical or financial collateral, guarantees, Urbun, Hamish Jiddiyah, etc.) should not be
considered, and on-balance sheet exposures should not be adjusted for the purpose of calculating the total
exposure. Netting of financing exposures against PSIA/deposits shall not be allowed.3> Specific details on
the treatment of on- and off-balance sheet items in the calculation of total exposure are provided below.

85. On-balance sheet items: Allthe on-b al ance sheet items on the assets
sheet shall be included. This includes all the S h a r -gomaliant alternatives to repurchase transactions

and securities financing transactions. The accounting measures for IIFS shall be used for taking account of

such transactions.3® For S h a r -gomalibnt hedging instruments, the accounting measure of the exposure

shall be used. In addition, potential future exposures shall be computed according to the Current Exposure

Method, as delineated in section 3.1.9.1.

86. Off-balance sheet items: The off-balance sheet items shall include, but are not limited to, letters of
credit, guarantees, unconditionally cancellable commitments, liquidity facilities, and Shar § -cantpliant
alternatives to repurchase agreements and securities financing transactions (see section 3.1.2). The last
two items were covered in the previous paragraph. All off-balance sheet items shall carry a 100% credit
conversion factor (CCF). For any commitments that are unconditionally cancellable at any time by the IIFS
without prior notice, a CCF of 10% shall be applied. Securitised assets that are de-recognised from the
balance sheet of the sponsor or originator would not be taken into account in the leverage ratio.

87. An appropriate proportion of assets financed by unrestricted PSIA shall be included in the exposure
calculation, whether considered on- or off-balance sheet by the IIFS. The appropriate proportion of such
assets is calculated by multiplying the relevant assets by the alpha parameter applicable to the IIFS for
capital adequacy purposes. Assets financed by restricted PSIA shall not be included in the exposures
unless they are a source of DCR to the IIFS, in which case they should be treated in a similar manner to
UPSIA.

2.4.4 Additional Supervisory Guidance

88. As with regulatory capital measures, the leverage ratio shall apply at the level of the individual IIFS
as well as on a consolidated basis.

89. A higher ratio may be required for any IIFS if warranted by its risk profile or circumstances.
Supervisory authorities may use stress testing as a complementing tool to adjust the leverage ratio
requirement at the jurisdiction and/or individual [IFS-level.

0. To reduce procyclicality, supervisory authorities can limit the build-up of leverage in an upturn by
setting a ceiling on the leverage ratio. Supervisory authorities can also build a mechanism to relax the limit
during downturns, since constant fixed caps on the leverage ratio could amplify procyclicality by
encouraging IIFS to de-leverage during a downturn (and vice versa).

91. The leverage ratio can be used for both micro- and macroprudential surveillance; for example, as a
macroprudential tool, a consistent leverage ratio can be applied for all IIFS in the jurisdiction as an indicator
for monitoring vulnerability. As a microprudential tool, it can be used as a trigger for increased surveillance
or capital requirements for specific IIFS under the supervisory review process.

92. This Standard is applicable to Islamic investment banks, which are thus subject to the above
requirements in respect of the leverage ratio.

35 |n principle, exposures in respect of assets financed by PSIA funds are borne by the IAH. However, for the purpose of calculating
leverage, it is prudent to include these in the exposures of the IIFS, subject to the deduction of any related balance of IRR.

36 The IIFS should make a specific disclosure if it follows accounting standards applicable to conventional financial institutions.

24



2.4.5 Transitional Arrangements

93. Supervisory authorities shall commence implementation of the leverage ratio from 1 January 2014.
After implementation of this requirement, supervisory authorities shall assess various parameters
suggested in this section and will evaluate the suitability of these parameters for their jurisdictions. More
importantly, the following items can be evaluated by the supervisory authorities:

(&) Numerator: Which capital measure shall be suitable i for example, CET1, or a more stringent measure,
common equity, without any reserves?

(b) Denominator: Will a wider definition of total exposure or respective adjustments be required?
Alternatively, will the definition of exposure need further tightening or some other adjustments?

(c) Overall ratio: Will a 3% requirement match the risk profile of IIFS in their jurisdiction? Is there any need
to suggest a different requirement for IIFS compared to conventional banks in the jurisdiction?

(d) Accounting standards and practices: What will be the impact of financial reporting standards and
practices in the jurisdiction on the definition and calculation of the leverage ratio?

(e) Interaction with capital requirements: How does the leverage ratio interact with the regulatory capital
requirements?

94. The IFSB will work closely with the member supervisory authorities and, based on the feedback on the
points highlighted above, will consider making any adjustments to the leverage ratio in this Standard at a
suitable time.
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25 Islamic Window Operations

2.5.1 Background

95. This sub-section outlines capital adequacy issues related to the treatment of Islamic window
operations (hereinafter referred to as fAl sl amic
section 1.3. Islamic windows are present in a majority of jurisdictions where Islamic finance is operating.3’
In most jurisdictions, Islamic windows are potentially self-contained in terms of S h a r -gomaliant financial
intermediation; that is, the operations of such windows are S h a r gomgliant on both sides of the balance
sheet. In a few jurisdictions, however, this term is used to refer to the operations of a conventional bank
where financing is provided on a S h a r gomaliant basis for some products (such as home purchase
plans basedon| j UMaht ahi a , & iMBY, thoughGlch funds are not collected by the bank on a
S h a r -gomaliant basis. As mentioned in paragraph 9, for the purpose of this Standard, the guidance on
Islamic windows will be mainly addressed to the self-contained window operations of conventional banks.
Nevertheless, the following guidance has briefly covered the capital adequacy aspect of "assets-side only"
operations of conventional banks for the guidance of supervisory authorities in section 2.5.4.

96. Supervisory practices related to applying capital adequacy requirements for Islamic windows vary
considerably across jurisdictions. In some jurisdictions, supervisory authorities require Islamic windows to
maintain a separate amount of capital and to follow the applicable minimum capital adequacy ratio
requirements, while simultaneously requiring regulatory capital and CAR requirements to be met at the
consolidated®® (i.e. parent) level. In other jurisdictions, there is no specific requirement for Islamic windows
to maintain a separate amount of capital or to meet separate regulatory capital requirements. Instead,
these requirements are only imposed at the overall bank level, which means that Islamic window operations
are consolidated at the parent entity level. Similarly, there are capital adequacy issues related to the
treatment of Islamic windows when the parent is based in another jurisdiction. In the following paragraphs,
guidance is provided for capital adequacy calculations for each of these structures for Islamic windows.

2.5.2 Islamic Windows with Parent in the Same Jurisdiction

97. If the parent is based in the same jurisdiction, the supervisory authority may require the parent to
maintain separate capital and calculate a separate CAR for the Islamic window, while simultaneously
following the regulatory requirements at the overall bank level. In other cases, these regulatory capital
requirements are applied only at the consolidated level, as mentioned in the previous paragraph.

2.5.2.1 Islamic windows with separate capital requirements

98. In this case, supervisory authorities commonly require the conventional bank to allocate a specific
amount of capital for the Islamic window operation at the onset. Such a requirement is normally
accompanied by a requirement to establish a separate and self-accounting Islamic banking branch, division
or department, with designated management. Moreover, Islamic windows are required to follow CAR

Wi

requirements applicable in the jurisdiction. Thus,

segregated from the regulatory capital available for the conventional operation. Effectively, this means that
if Islamic assets grow with the passage of time, Islamic windows will be required to increase their capital
accordingly in order to meet the CAR. In this case, an Islamic window will in the first place be considered
separately as a branch or division of the entity of which it is a part, and in the second place be considered
on a consolidated basis at the overall bank level.

99. Supervisory authorities can use different approaches for calculating capital requirements at the
parent level. In the first approach, the assets of the Islamic window operations are included in those of the

ndow

t he

parent for the | atterébés capital aeduirigguthe evipdove apératians tat i on ,

fulfil the minimum capital adequacy requirements according to the previous paragraph. In the second

37 An IFSB survey conducted by the RCASWG found that Islamic windows are operating in 10 out of 16 jurisdictions that responded
to the survey.

38 For the purpose of this sub-section on Islamic windows, the term "consolidation" refers to consolidation of the window with its
parent conventional bank of which it is a branch or division. This term should not be confused with the group consolidation of a
parent company and its subsidiaries at the banking group level.
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approach, where consolidation is not made at the parent level, the capital requirement shall be calculated
by first computing the denominator of the CAR T that is, computing the RWAs of the window, based on the
risk exposures of the assets (as per Section IV) i and making deductions from the denominator depending
on whether the IFSB Standard Formula or Supervisory Discretion Formula is used (as per section 3.4.5).
The amount of required capital for the window operations shall then be calculated as being the amount in
the numerator of the CAR that will meet the regulatory capital requirement. The capital of a window so
calculated shall be deducted from the common equity of the parent in the numerator of its CAR. The use of
this approach for Islamic windows is subject to considerations of materiality and supervisory discretion.

2.5.2.2 Islamic windows with no separate capital requirements3®

100.  When the supervisory authority does not require Islamic windows to maintain separate capital or to
meet separate CAR requirements, the parent will simply calculate its regulatory capital and CAR at the
overall bank level, which includes its Islamic window operations. Commonly in this case, the denominator of
the CAR is not adjusted to cater for any DCR attached to the unrestricted PSIA (as per section 3.4.5). This
means that the risk absorbency features of UPSIA (either on a full or a partial basis) are not considered
when calculating the CAR for the parent bank; in effect, they are treated as liabilities. Supervisory
authorities shall, inter alia, provide guidance on the following matters:

(a) the applicable RWs for assets of Islamic windows in line with Sections Il VI of this Standard; and
(b) the need for any adjustment in the calculation of CAR in line with section 3.4.5. The risk absorbency of
the windowés UPSI A should be taken into account with

101.  Supervisory authorities may consider applying separate minimum capital requirements in line with

section 2.5.2.1 for Islamic windows that: (a) become of significant size in relation to the operations of the

parent; or (b) gain sizeable market share in the Islamic banking assets in the jurisdiction.4® In some
jurisdictions, supervisory authorities have been recommending or requiring that the Islamic windows in their
jurisdictions should convert to Islamic banking subsidiaries when they attain a significant size after several

years of operations. Supervisory authorities may stipulate criteria (in terms of asset size of Islamic windows

in absolute terms or as a percentage of the parentods
overall legal and regulatory framework in the jurisdiction as well as its overall strategic plan for the Islamic

banking industry.#?

2.5.3 Islamic Windows with Parent in another Jurisdiction

102.  Depending upon the applicable regulatory framework, in most cases, Islamic window operations of
a conventional bank in a jurisdiction other than its home jurisdiction shall be effectively considered foreign
branch operations of the latter. Most supervisory authorities in IFSB member countries require such Islamic
windows to maintain separate regulatory capital and to meet the minimum CAR requirements. In a few
jurisdictions, nevertheless, instead of stipulating minimum regulatory capital and CAR requirements for a
foreign branch, the host supervisory authority requires a guarantee from the parent entity to make sure that
the branch operations receive appropriate capital support from the parent. This raises the issue of the
extent to which such a guarantee may be relied upon in stressed conditions.

103. Apart from the supervisords requirements relating
mentioned in the previous paragraph, supervisory authorities should provide guidance on the points
highlighted in paragraph 1 0(D and (ii) above (in section 2.5.2.2). Host supervisory authorities should also

pay particular attention to ensuring that Islamic windows with a foreign parent that gain significant market

share in the local market have adequate capital support.

39 A window should in principle be required to have separate capital, as thisisa S h a r geguaement.

40 The survey conducted by the IFSB's RCASWG observed that, in some jurisdictions, quite a few Islamic windows are larger than

some fully fledged IIFS in terms of total assets. In some other cases, the share of Islamic financing assets maintained by Islamic

windows exceedsone-t hi rd of the tot al assets in the parentds balance sheet.
41 It is relevant to mention here that several supervisory authorities in the IFSB member countries allow the establishment of fully

fledged IIFS only. (Italic) ???
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2.5.4 Assets-side Islamic Operations of Conventional Banks

104. As mentioned in paragraph 95, some conventional banks offer S h a r -gomaliant products without
generating the funds to be used on a S h a r -gomaliant basis. In such operations, the only requirement for
the bank would be to calculate appropriate RWs for its S h a r -gomaliant assets based on the guidance
provided in Sections Il VI of this Standard.

2.6 Domestic Systemically Important Banks

2.6.1 Preamble

105. Financial intermediation activity carried out by banking institutions, including the IIFS, involves
significant risks, which may potentially have impacts on the economy as a whole. The injections of public
funds to rescue some major financial institutions during the recent global financial crisis demonstrated that
some financial institutions are so large and complex that if they were to become insolvent, the financial
system and the economy as a whole may suffer significant damage. Therefore, a number of measures
have been proposed by international standard-setting bodies in recent years to reduce the risk of large and
complex global and domestic systemically important banks (SIBs) failing in the future. These proposals are
aimed at ensuring that failing banks can be managed, as far as possible, without incurring costs to the state
and public exchequer.

106.  Looking at the profile of financial systems in the IFSB member countries and other jurisdictions, it is
evident that a number of IIFS in some jurisdictions have systemic significance. Accordingly, these IIFS
have the potential to be considered as D-SIBs by their supervisory authorities, once such assessment is
conducted by the latter. Therefore, the IFSB finds it pertinent to provide a framework for the assessment
and additional regulatory requirements for D-SIBs. Taking a non-prescriptive approach, the following
framework provides a broad outline to supervisory authorities for selecting the D-SIBs and outlining the
requirements for higher loss absorbency (HLA) as well as recovery and crisis management plans. In the
dual banking environments, the following guidelines on D-SIBs can be used by supervisory authorities for
assessing and stipulating additional policy measures for all the banking institutions in the jurisdiction,
including the IIFS. As additional policy measures outlined below will be applicable to any bank selected as
a D-SIB based on the supervisory assessment, whether conventional or Islamic, the remaining text will use
the term fbanko(to accommodate conventional and Islamic banks) instead of AIFSa

2.6.2 The Rationale for Taking Additional Policy Measures

107. The rationale for adopting additional policy measures for D-S1 Bs i s based on the
e x t er n athatis, urelesitable side effects i created by D-SIBs which current regulatory policies do not
fully address. These externalities include, inter alia:

(@) In maximising their private benefits, individual financial institutions may rationally choose outcomes
that, from a system-wide level, are sub-optimal because they do not take into account these
externalities.

(b) The impact of the failure or impairment of a large, interconnected financial institution at the domestic
level can send shocks through the financial system which, in turn, can harm the real economy.

(c) The moral hazard costs associated with direct support and implicit government guarantees may amplify
risk-taking, reduce market discipline, create competitive distortions, and further increase the probability
of distress in the future.

108. Based on the aforementioned potential outcomes of the failure of a large and interconnected bank
or IIFS in the financial system, some additional policy measures are warranted for the overall tightening of
the regulation and supervision of the financial sector at the national level. The additional requirements
proposed below aim to minimise the probability that a D-SIB will fail, and to limit the costs to society and the
state, if this should happen anyway. Thus, additional requirements aim at underpinning financial stability by
making the D-SIBs more resilient, even under severe stress.
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109. The assessment of D-SIBs will be made in terms of the impact that failure of a bank can have on
the domestic financial system and wider economy, rather than the risk that a failure can occur.*2 To a
certain extent, additional requirements for D-SIBs may increase their costs, as additional capital will need to
be raised. Increased costs could influence the possibility that the relevant institutions would provide
financing to the vital sectors of the economy, particularly in the period where the institution is adapting to
the additional requirements. This may have a negative effect on the entire economy. Nevertheless, various
studies on additional capital requirements for SIBs have shown that over the long term, the impact on the
economy will be positive.*® It is emphasised that a stable financial sector is a fundamental prerequisite for
long-term growth and employment, and therefore the suggested requirements will significantly contribute to
the financial stability of the relevant financial systems in the future.

110. The additional capital requirements will apply to consolidated groups and subsidiaries. However,
national authorities may apply them to individual banks or branches of foreign banks in their jurisdictions in
accordance with their legal and regulatory frameworks.

111. In line with the timeline stipulated for the G-SIBs, the banks identified as D-SIBs by their national
supervisory authorities can be required to comply with additional capital requirements from January 2016.

2.6.3 Assessment Methodology

112.  Supervisory authorities should establish a methodology for assessing the degree to which banks
are systemically important in a domestic context. Such a methodology should reflect the potential impact of,
ortheexternal ity i mposed hédomestc edoreomyk Al she haaks ih the lecal financidl
system will be assessed for their degree of systemic importance. With respect to the domestic operations of
a foreign-incorporated bank, home authorities should assess banks for their degree of systemic importance
at the consolidated group level, while host authorities should assess subsidiaries in their jurisdictions,
consolidated to include any of their own downstream subsidiaries, for their degree of systemic importance.
The consideration of a bank on a (globally) consolidated basis will help evaluate the spillover effects of the
international operations of a failed bank on the domestic economy. Jurisdictions that are home to banking
groups that engage in cross-border activity could be impacted by the failure of the whole banking group and
not just the part of the group that undertakes domestic activity in the home economy.44

113.  Supervisory authorities should undertake regular assessments of the systemic importance of the
banks in their jurisdictions to ensure that their assessment reflects the current state of the relevant financial
systems. The interval between assessments should be appropriate so as to reflect changes in the various
selected factors i for example, one year. If there are important structural changes to the banking system
such as mergers and acquisitions, supervisory authorities should re-assess the D-SIBs, along with the
change in associated factors and other parameters, if needed.

114.  Supervisory authorities should publicly disclose information that provides an outline of the
methodology employed to assess the systemic importance of banks in their domestic economy. Public
disclosure of the assessment process will provide appropriate incentives for banks to seek to reduce the
systemic risk they pose to the reference system.

115.  When identifying D-SIBs at group level, the total systemic importance of the group should be taken
into account. The institutions in a group are closely interconnected and thus carry a risk of intra-group
contagion in the event of financial problems in parts of the group. Consequently, the D-SIB capital
requirement should be set at the group level with the same percentage requirement at the consolidated
level and for each institution in the group, operating in the same jurisdictions. It cannot be ruled out that, to

42 This can be thought of as a domestic, system-wide, loss-given-default (LGD) concept rather than a probability of default (PD)
concept.

43 The BCBS study estimated that the total effect of additional requirements for G-SIBs on the global economy will be positive. The
full requirements are estimated to have a negative impact on global GDP of 0.3% during the phasing-in period, while the long-run
permanent positive effects of a reduced likelihood of a future systemic banking crisis will result in a higher global GDP of 2.5%.

[ BCBS: fAssessment of the macroeconomic i mpact of hi gher |l oss

2011]. Similarly, the European Commission estimates that the positive effects of the CRD4 proposal will result in a higher EU GDP
of around 2% in the long run.

44 This is particularly important given the possibility that the home government may have to fund/resolve the foreign operations in
the absence of relevant cross-border agreements.
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a large extent, a bank will provide financing to its subsidiaries if these experience financial difficulties.
Experience from the financial crisis confirms that an IIFS which allows its subsidiaries to fail will suffer
reputational damage. Individually, a bank may be less systemically important, while it may get more
significance due to its group affiliation.

116. It may be relevant to include a qualitative element in the identification of D-SIBs in order to identify
even more institutions than otherwise selected using only a quantitative approach. This may be as a
consequence of a large market share within special segments or geographical areas, or because the
institution is particularly linked to the rest of the sector.

117.  Supervisory authorities should decide the broad category of factors that will be used for assessing

the impactofaD-S| B6s failure. Among other things, super vi

in Appendix G. Supervisory authorities will have discretion as to the appropriate relative weights they place
on these factors, depending on national circumstances. At their discretion, supervisory authorities can
choose all, a few or a single factor for designating a bank in the list of D-SIBs. The use of these factors in
calibrating the higher loss absorbency (HLA) requirement would provide justification for different intensities
of policy responses across countries for banks that are otherwise similar across the four key bank-specific
factors.

2.6.4 Requirement for Higher Loss Absorbency

118.  Supervisory authorities should document the quantitative and qualitative methodologies used to
calibrate the requirement for HLA that will be required for D-SIBs. The methodologies can also include
jurisdiction-specific indicators. The HLA requirement would help reduce the probability of failure of D-SIBs
in comparison to non-systemic institutions. The documentation and disclosure of assessment
methodologies will help cross-country comparisons and provide greater transparency to various
stakeholders.

119.  Supervisory authorities shall have policy discretion to decide the level of HLA for selected D-SIBs
based on the degree of domestic systemic importance. There should be a transparent analytical framework
for deciding the HLA requirement for various categories or buckets of D-SIBs. Otherwise, supervisory
authorities may opt to apply the same level of HLA for all the selected D-SIBs, if the implications of their
failure for the domestic financial system and economy are not significantly different. In either case, it should
be ensured that the assessment methodology provides appropriate incentives to selected D-SIBs banks
which are subject to the HLA requirements to reduce (or at least not increase) their systemic importance
over time. In the case where there are multiple D-SIB buckets in a jurisdiction, this could imply
differentiated levels of HLA between D-SIB buckets. Similarly, banks with the same degree of systemic
importance in their jurisdiction, regardless of whether they are domestic banks, subsidiaries of foreign
banking groups or subsidiaries of G-SIBs, are subject to the same HLA requirements, other things being
equal.

120.  An action by the host authorities to impose a D-SIB HLA requirement leads to increases in capital
at the subsidiary level which can be viewed as a shift in capital from the parent bank to the subsidiary,
unless it already holds an adequate capital buffer in the host jurisdiction or the additional capital raised by
the subsidiary is from outside investors. This could, in the case of substantial or large subsidiaries,
materially decrease the level of capital protecting the parent bank. Under such cases, it is important that the
home authority continues to ensure there are sufficient financial resources at the parent level i for
example, through a solo capital requirement. Similarly, in cases where the subsidiary of a bank is
considered to be a D-SIB by a host authority, home and host authorities should make arrangements to
coordinate and cooperate on the appropriate HLA requirement, within the constraints imposed by relevant
laws in the host jurisdiction. The host authority should provide a rationale for their decision, and an
indication of the steps the bank would need to take to avoid/reduce such a requirement.

121.  The HLA requirement should be met fully by CET1, which is the simplest and most effective way to
increase the going concern loss-absorbing capacity of a bank. Supervisory authorities have the discretion
to stipulate any additional requirements and other policy measures they consider to be appropriate to
address the risks posed by a D-SIB. The HLA requirement for D-SIBs is over and above the capital buffers
and minimum capital requirement, with a pre-determined set of consequences for banks that do not meet
this requirement. Indicatively, supervisory authorities can select an HLA requirement of between 0.5% and
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3.5% of CET1 to total risk-weighted assets, depending upon the chosen assessment methodology and
relevant buckets, if any.

2.6.5 Other Measures

122.

In addition to the HLA requirement for D-SIBs, supervisory authorities may consider the following

measures, which can help to strengthen their supervisory oversight over these institutions:

(@)

(b)

(€)

(d)

(e)

The management of a D-SIB showing noticeable problems is initially expected to take initiatives itself
to bring the institution back on the right track. This may be in the form of internal restructuring, raising
additional capital in the market, selling parts of the business, etc. If, despite such actions, the
institution breaches the capital requirements, supervisory authorities should launch various initiatives
to contribute to the recovery of the institution.

Failing to meet the capital conservation buffer will lead to restrictions on discretionary payments, as
highlighted in paragraph 39. The restrictions shall prevent further erosion of capital or reduction of
current profit for as long as the bank is below the buffer requirement. Furthermore, banks will be
required to prepare and forward a capital conservation plan to the supervisory authority for approval.
Following the recommendations of the supervisory authorities, D-S | B's wi || ent
conservation phaseo until the required capital

All D-SIBs should be required to prepare a recovery plan with more detailed guidelines on how the
institution may restore the financial situation in the event of a material deterioration of its financial
situation. Supervisory authorities should make an assessment of the recovery plan and, if necessary,
may require that the institution prepares a revised plan. If the revised recovery plan fails to address the
problems identified, the supervisory authority may order the institution to launch various measures such
as reduction of risks, change in business strategy, etc.

In case of problems with a D-SIB, supervision of the institution should be further intensified. The
supervisory authority should engage in a closer dialogue with the D-SIB at the management level in
general, as well as at a more technical level in the most significant risk areas, in order to ensure an
ongoing exchange of information and to support regular monitoring.

Supervisory authorities may deem it appropriate to set tightened requirements for D-SIBs in respect
of corporate governance. Requirements for corporate governance should contribute to ensuring that
the institutions have internal procedures and guidelines, which, to the extent possible, contribute to
effective operation of the institution and thus reduce the risk that it will fail.
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SECTION llI: PRINCIPLES FOR MINIMUM CAPITAL REQUIREMENTS
3.1 Credit Risk

123.  Credit risk exposures in Islamic financing arise in connection with accounts receivable in

Mu r U b acbnaauts, counterparty risk in Salam contracts, accounts receivable and counterparty risk in

| st icentrdtts, lease payments receivable in | j Ucoatracts, and S u k held in the banking book.45

In the Standard, credit risk is measured according to the standardised approach of Basel Il, as will be
discussed below, except for certain exposures arising from investments by means of Mu s h Ur ark a h
MuLU r a bcantracts included in assets in the banking book.4¢ The latter are to be treated as giving rise

to capital impairment risk as well as credit risk,*” and are risk-weighted depending on the structure and
purpose of the enterprise and the types of assets in which the funds are invested, as prescribed in
section 3.1.3.

124. The assignment of RWs shall take into consideration the following:

(@) the credit risk rating of a debtor, counterparty or other obligor, or a security, based on external
credit assessments. IIFS are to refer to their supervisory authorities for eligible external credit
assessment institutions that are to be used in assigning credit ratings for the purpose of
calculating credit RWs;

(b) credit risk mitigation techniques adopted by the IIFS;

(c) types of underlying assets that are sold, collateralised or leased by the IIFS; and

(d) amount of specific provisions made for the overdue portion of accounts receivable or lease
payments receivable.

125. An IFS shall disclose the names of the ECAI that it has used for the purpose of assigning RWs to

its assets. If there are two assessments by ECAI chosen by an IIFS which map into different risk weights,
the higher RW will be applied. If there are three or more assessments with different risk weights, the
assessments corresponding to the two lowest RWs should be referred to and the higher of those two
RWs will be applied. (See section 3.1.13 for more details on ECAIS.)

3.1.1 Individual Claims Based on External Credit Assessments

126. Below are the proposed credit RWs for the following counterparties:

Risk Weights

Rating/Risk Score*® AAA to A+ to BBB+to | BB+to Below Unrated

AA- A- BBB- B- B-
ECA Country Risk Score*® 1 2 3 4106 7
Counterparty Risk Weight (RW)
Sovereigns and central banks® 0%® | 20% | 50% | 100% | 150% | 100%
Non-central government public Subject to supervisory authorit
sector entities (PSEs)© banks and securities firms (Option 1 or 2a) or as sovereigns

45 "Banking book" assets are any assets held by an IIFS that it does not intend to trade and which will in principle be held to
maturity.

46 Banks already authorised by the supervisory authority to use IRB for credit risk in their conventional banking business may, at the
supervisor 0 iscretion, be allowed to do so for their Islamic banking business.

47"Capital i mpai r ment rparsokthe entise arndurg invested ik ancefterprise srithe gwnership of an asset. In
the case of profit-sharing contracts (Mu s h U r ankl Bluv.Crabah) used for financing purposes, an IIFS is exposed to the risk of
losing part or all of its capital as a result of operating losses suffered by the enterprise or a fall in the value of its assets. Exposure to
such a risk of capital impairment on financing assets is a specific type of credit risk which does not involve contractual default.

48 The notations follow the methodology used by Standard & Poor&. The use of Standard & Poor& credit ratings is an example
only; those of some other ECAIs could equally well be used.

4 For the purpose of risk-weighting claims on sovereigns, supervisors may recognise the country risk scores assigned by export
credit agencies (ECAs). Banks may choose to use the risk scores published by individual ECAs that are recognised by their
supervisor; for example, the OECD methodology establishes eight risk score categories associated with minimum export insurance
premiums that correspond to various RW categories.
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Rating/Risk Score*® AAA to A+to | BBB+to | BB+to Below Unrated
AA- A- BBB- B- B-

ECA Country Risk Score® 1 2 3 4106 7

Multilateral development banks 20%°5° 50% 50% 100% 150% 50%

(MDBs)@

IIFS, banks and securities firms

Option 1* 20% 50% 100% 100% 150% 100%

Option 2a** 20% 50% 50% 100% 150% 50%

Option 2b**/@(®) 20% 20% 20% 50% 150% 20%

Rating/Risk Score AAAto | A+to A- | BBB+to BB- Below BB- Unrated
AA-

Corporates® 20% 50% 100% 150% 100%

*Credit assessment based on ECAI of sovereigns.
**Credit assessment based on an ECAI of the IIFS, banks and securities firms.
@Applicable for original maturity O 3 months which is 1

(&) Supervisory authorities have the discretion to reduce the RW for exposures to the sovereigns and
central banks that are denominated and funded in domestic currency. This lower RW may be
extended to the risk-weighting of collateral and guarantees. Supervisory authorities may extend this
treatment to portions of claims guaranteed by the sovereigns or central banks, provided the
guarantee is denominated in the domestic currency and the exposure is funded in that currency.

(b) Inclusive of international organisations/official entities that will receive a 0% RW as determined by
supervisory authorities.

(c) PSEs, such as regional government and local authorities, may be risk-weighted as sovereigns if
they have the power to raise revenue and a specific institutional arrangement to reduce their
default risk. An administrative body owned by the government or a local authority may be treated in
the same manner as IIFS even though it has sovereign immunity but has no power to raise
revenue or a specific institutional arrangement.

(d) MBDBs eligible for a 0% RW include: the Islamic Development Bank (IDB) group and its affiliate the
Islamic Corporation for the Insurance of Investment and Export Credit (ICIEC); the World Bank
Group comprising the International Bank for Reconstruction and Development (IBRD) and the
International Finance Corporation (IFC); the Asian Development Bank (ADB); and the African
Development Bank (AfDB).

(e) Under Option 2b, the RWs are one category less favourable than that assigned to claims on the
sovereigns subject to a floor of 20% when the exposure is denominated and funded in domestic
currency.

) An unrated corporate shall not be given a preferential RW compared to its sovereign. Supervisory
authorities have discretion to require a RW higher than 100%, or to allow all corporates to be risk-
weighted at 100%.

127. For any claim with an original maturity of up to three months that is not rolled over, the short-term
RW as set out in the following table shall be applied.

Risk Weights5?

50 Apart from the MDBs listed in point (d), supervisory authorities will determine the eligibility of an MDB for 0% RW based on the
following criteria: (i) a majority A(fiasharehMdeBstusture cormpeising adignifeaits e s s ment s
proportion of sovereigns with long-term issuer credit assessments of AA-or better, or the majority of the N
form of paid-in equity/capital and there is little or no leverage; (iii) 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

liabilities; and continued capital contributions and new pledges from sovereign shareholders; (iv) an adequate level of capital and

liquidity (acase-by-c ase approach is necessary in order to assess whether each
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 monitoring of

use of proceeds, status review process, and rigorous assessment of risk and provisioning to loan loss reserves.
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Rating/Risk Score| ~ A-1/P-1 A-2/P-2 A TS @ Otherss?
unrated
Risk weight 20% 50% 100% 150%

128. The supervisory authorities have discretion to allow IIFS that operate within their jurisdiction to
apply an internal-rating based approach if such institutions meet minimum requirements set by the
supervisory authorities. The IFSB intends to issue a Guidance Note on the application of IRB and other
advanced approaches for IIFS in due course.

3.1.2 Off-balance Sheet Exposures

129. Off-balance-sheet items under the standardised approach will be converted into credit exposure
equivalents through the use of credit conversion factors.

130. Commitments with an original maturity up to one year and those with an original maturity over one
year will receive a CCF of 20% and 50%, respectively. However, any commitments that are
unconditionally cancellable at any time by the IIFS without prior notice, or that effectively provide for
automatic cancellation due to deterioration in the creditworthiness of the borrower/financed party, will
receive a 0% CCF.53

131. An import or export financing which is based on Mu r U b anvhexehthe underlying goods/shipment
are collateralised and insured shall attract a 20% CCF to the IIFS that issues or confirms the letter of
credit. This treatment of collateral assumes there are no obstacles to the exercise of rights over it by the
issuer or confirmer. (See section 3.1.7 for a discussion of pledge of assets as collateral.)

132. S h a r -gomaliant alternatives to repurchase agreements and securitised lending/borrowing will
receive a CCF of 100%. Further, a CCF of 50% will be applied to certain transaction-related contingent
items such as performance bonds, bid bonds and warranties. Direct credit substitutes, such as standby
letters of credit serving as financial guarantees against financing and securities, or irrevocable credit
commitments, will receive a CCF of 100%.

133. S h a r -gomaliant hedging contracts®* that are traded over-the-counter (OTC) expose an IIFS to
counterparty credit risk (CCR). CCR refers to the risk that the counterparty to a transaction could default

before the final settl ement of the transactio
transactions, or portfolio of transactions, with the counterparty had a positive economic value at the time
of default. Unli ke a firmbs exposure to credit

credit risk is unilateral and only the IIFS financing the transaction faces the risk of loss, CCR involves a
bilateral risk of loss; that is, the market value of the transaction can be positive or negative to either
counterparty to the transaction, depending on the movements in the market prices of the underlying
variables.

134. A credit equivalent for S h a r -gomalint hedging techniques®® can be derived using the Current

51 The short-term assessments are considered to be issue-specific and can be used to derive RWs for claims arising from the rated
facility. This short-term assessment can only be used for short-term claims against IIFS, banks and corporates.

52 Thjs category includes all non-prime and B or C ratings.

53 Retail commitments are considered unconditionally cancellable in certain jurisdictions if the terms permit the financial institution to
cancel them to the full extent under the related legislation. Accordingly, an IIFS must demonstrate that: (a) legally, it has the ability to
cancel the facility; (b) it maintains adequate internal control systems and monitoring practices to support timely cancellation; and (c)
such cancellation has not exposed the IIFS to legal action.

54 5 h a r -gomplint hedging instruments are S h a r -gomplilnt alternatives to derivative contracts.

55 A survey conducted in 2001 for the Revised Capital Adequacy Standard Working Group showed that S h a r -gompliant
alternatives to derivatives/hedging transactions are being used by only 14% of the IIFS (106 respondents from 18 jurisdictions). The
survey showed that profit rate swaps and cross-currency swaps are the most common structures, being utlised by 14% and 13% of
IIFS, respectively.
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Exposure Method.5 The credit equivalent exposure is based on the positive mark-to-market replacement
cost of the contract. An add-on factor will be added to cover for potential future credit exposure. (See
Appendix C for further details. Also see section 3.1.9.1 for conditions for applying 0% RW to such
contracts.)

3.1.3 Exposures in Investments Made under Profit-Sharing Modes

135. An IIFS may provide financing and hold investments made under profit- and loss-sharing modes
(Mu s h Ur)akpeofit-sharing and loss-bearing modes (MuLU r a b ahich may be used, inter alia, to
invest in the following:

(a8 a commercial enterprise to undertake a business venture (with the intention of holding the
investment for an indefinite period or with a view to eventual sale, such as venture capital
investments or privately held equity);

(b)  diminishing Mu s h U r ia Which the share of the IIFS can be gradually reduced during the tenure
of the contract until the asset is fully sold to the partner(s);

(c) an equity investment in a company or an Islamic collective investment scheme not held for short-
term resale or trading purposes;®’

(d) a specific project; or

(e) a joint ownership of real assets or movable assets (such as cars) on a Mu s h U_r bakis flor
onward lease or sale on an | j UoraiMu r Ub abhsishrespectively (i.,e. Mu s h Ur with arh
| j Uormbr Ub astibadntract).

136. This section covers such exposures of the IIFS that are held not for trading but for the purpose of
earning investment returns from medium- to long-term financing (i.e. held in the "banking book™). Such
investments are:

(@) not held with the intent of trading or short-term resale benefiting from actual or expected price
movements (as in (a), above);

(b) not marked-to-market on a daily basis;

(c) not actively monitored with reference to market sources; and

(d) exposed to credit risk in the form of capital impairment risk.58

137. In assigning the RW, consideration shall be given to the intent of the profit-sharing investment, and
to the nature of the underlying assets. For the purpose of determining minimum capital requirements, the
RW shall be applied based on sections 3.1.3.1 to0 3.1.3.5.

3.1.3.1 Commercial enterprise to undertake a business venture

138. Financing on a Mu s h Ur arkMuhUr a blmdis of a commercial enterprise to undertake a
business venture can expose an IIFS to capital impairment risk as well as credit risk, to an extent that
depends on the structure and purpose of the financing and the types of assets in which the funds are
invested. Commonly, an IIFS would invest in a commercial enterprise with the intention of holding the
investment for an indefinite period or with a view to eventual sale (as in the case of venture capital or

56 Current exposure is the larger of zero or the market value of a transaction, or portfolio of transactions, within a netting set with a
counterparty that would be lost upon the default of the counterparty, assuming no recovery on the value of those transactions in
bankruptcy. Current exposure is often also called replacement cost (see Appendix C for details).

57 Banking book investments would not normally include investments in listed common shares or listed Islamic collective investment
schemes, which would instead be held in the trading book.

58 As mentioned in paragraphs 48 and 55 of IFSB-1, under both Mu s h U r antt Mud0 r a Himahcings, the capital invested by the
provider of finance is not guaranteed as it is not a debt, but is explicitly exposed to impairment in the event of losses i that is, to
capital impairment risk. Also see footnote 47 of this standard above.
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private equity investments). As an equity investor , t he 11 FS6s rights and entitl e
the claims of secured and unsecured creditors.

139. Capital impairment risk is the risk of losing the amount invested in an enterprise or in the

ownership of an asset. Such impairments may arise for two kinds of reasons: (a) the investee may be

unprofitable, so that the investor IIFS fails to recover its investment; and (b) the Mu s h U r paknerhor

Mu/Urib may fail either: (i) to pay the |1 FSds share in the profit o
agreed; or (ii) to settle the 11 FS6s entitlement to its share
redemption. The former kind of reason is an impairment of capital without any credit default being

involved; whereas the latter, being a failure of the partner to meet its contractual obligations, is a type of

credit default.

140. Bearing in mind the relatively risky nature of financing based on profit-sharing modes, supervisory
authorities may set out some prudential conditions on IIFS that invest IAH funds in such financing either
directly or by commingling the funds of IAH with those of shareholders in such financing. Unrestricted
investment account holders (UIAH) typically have a small risk appetite and are content with an
investment which has a relatively low risk and low returns.

141. The RW for such investments shall be calculated according to either of the following methods:

(a) simple risk-weight method, treating the investment as an equity exposure held in the banking book;
and

(b) supervisory slotting method, considering the investment as a type of specialised financing.

Simple risk-weight method

142. ForMus h Ur e Ma/b r a biredstments in commercial enterprises whose common shares are
listed on a recognised security exchange, a 300% RW is to be applied. For Mus hUr eriMa/ir a b a h
investments in all other enterprises, a 400% RW will be applicable, subject to the following.

143. From a risk management perspective, a major distinction between Mu/U r a baachMu s h Ur akah
financings relates to the | 1FSsd involvem#&uwtr ahahhe in
the IIFS invests as a silent partner and the management is the exclusive responsibility of the other party,

namely the Mu d U.rlni cbntrast, in Mu s h U r finknairhg, the IIFS (and its partner or partners) invest

their funds together, and the IIFS may be a silent partner, or may participate in management. Therefore,

the supervisory authority may, at its discretion, allow application of a 300% RW for any suchMu s h Ur ak a h
financing. Further, in all cases where the IIFS can withdraw its financing at short notice (maximum five

working days), the investment may be considered as being as liquid as publicly traded equity holdings.

The applicable RW in such a case will be 300%.

144. As with other types of financing, an IIFS can use eligible S h a r -gomalihnt risk mitigation
techniques in profit-sharing financing to reduce the credit exposure and risk of possible capital
impairment. The use of such risk mitigation and subsequent reduction in credit exposure shall be taken
into account when calculating the capital requirements of the IIFS.5°

59 some supervisory authorities apply a 150% RW on the Mu/Urabah and/or MushUrakah investments of the IIFS in their
jurisdictions, considering the exposure on such investments to be similar to that of a venture capital and/or a private equity
investment. As per paragraph 22 of Basel Il, Pillar 1, supervisory authorities have discretion to impose 150% or higher RWs on
such exposures. Bearing in mind the features and operational mechanism of MushUrakah and MuZCrabah financing made by IIFS
in private commercial enterprises to undertake business ventures, the Working Group considers that such exposures more closely
resemble the nature of "equity exposure in the banking book", as mentioned in paragraph 344 of Basel Il, Pillar 1. Any supervisory
decision to suggest a lower RW than that suggested by the simple RW method should be subject to a robust supervisory review of
the factors, including infrastructure and capacity of the IIFS to monitor the performance and operations of the financed entity,
quality of collateral used, nature of business activities to be undertaken, legal and regulatory environment, adequacy of financial
control and reporting system of the customer and the IIFS, information-sharing procedures, valuation methods and exit strategies.
In appropriate cases, the supervisory slotting method provides a more risk-sensitive means of assigning a RW.
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Supervisory slotting method

145. In appropriate cases related mostly to the project finance or business ventures, the supervisor
may permit an IIFS to employ an alternative approach, namely the supervisory slotting criteria. Under
this method, an IIFS is required to map its internal risk grades into four supervisory categories for
specialised financing, as set out in Appendix E. Each of these categories will be associated with a
specific RW, as given in the following. These RWs include an additional fixed factor of 20% RW to cater
for the potential decline in the MuLUr a I ariMu s h Ur anktadsel walue.

Superws.ory Strong Good Satisfactory Weak
Categories
Risk weights 90% 110% 135% 270%

3.1.3.2 DiminishingMu s hUr ak ah

146. This form of Mu s h Ur & kaartechanism whereby an IIFS can provide term financing to a
customer on a profit-sharing basis. The IIFS enters into this type of Mu s h U r with shé objective of
transferring the ownership to the customer, where the IIFS acts initially as joint-owner of the asset, and
the customer as its partner gives a binding promise in
by making payments on specified future dates in accordance with a separate contract of sale entered at
that time. Diminishing Mu s h U r mdy eelate to a specific fixed asset/real estate leased to the customer

underanl j Ocamt ract or to the general working capital of t|
147. The 11 FS6s posi tMwsh Umthdaankils two kindssohexposyres.
a. The amounts due from the partner to buy out the agreed shares of the investment on the
agreed dates are subject to credit risk in resf
topay®*The | |1 FS6s selling price f transfeereddsibasedhar e of

either on the fair value of that share at the date of the partial transfer of ownership

(which exposes the IIFS to capital gains or losses and hence to capital impairment risk)

or at a price agreed upon at the time of entering intothecont ract . The |1 FS06s
exposure in respect of the Mu s h Ur avestrhent will be calculated based on the

remaining balance of the amount invested (measured at historical cost, including any

share of undistributed profits) less any specific provision for impairment. If there is a

third-party guarantee to make good impairment losses, the RW of the guarantor shall be

substituted for that of the outstanding balance of the Mu s h Ur mestnhent for the

amount of any such guarantee.

b. As a joint-owner, the IIFS is entitled to its share of income generated from its share of
the underlying assets of the Mu s h Ur,aslbcla &s | j U teasd rentals (e.g. when a
home purchase plan is provided by an IIFS on the basis of diminishing Mu s h Ur)a k a h
The rental payable by the partner/customer as | j U lessde is adjusted periodically to
reflect the 1IFS's remaining ownership share in the asset. The IIFS is exposed to credit
risk in respect of non-payment of the rentals receivable from the partner/customer.

148. Based on the above, when a diminishing Mu s h OUr aokteadt is related to a specific fixed

asset/real estate leased to a customerunderan| j Uc amt ract, the 11 FS6s credit ex
to an exposure under a Mu s h Ur avikhaam | j U isub-kontract. In this case, the Mus hUr akah
investment shall be assigned a RW based on the credit standing of the counterparty/lessee, as rated by

an ECAI that is approved by the supervisory authority, and 100% RW on residual value of an asset. In

case the counterparty is unrated, a RW of 100% shall apply.

60 Diminishing MushUCrakah contracts typically contain a clause whereby, in the event of a default by the partner in making a due
payment, the IIFS has the right to terminate the contract and to exercise a put option requiring the partner to buy out the whole of
the Il FS6s remaining share of the investment. However, a financiall)
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149. However, if the exposure under the diminishing Mu s h U r eoktradh consists of working capital

finance in the customerds business venture, the |11 FS
exposure held in the banking book, as set out in section 3.1.3.1. This treatment will be, however, subject

to the consideration of any third-party guarantee to make good impairment losses. In that case, the RW

of the guarantor shall be substituted for that of the outstanding balance of the Mu s h U r iaviesantent for

the amount of any such guarantee. Moreover, subject to obtaining prior approval from its supervisory

authority, an IIFS can use the supervisory slotting method, based on the criteria set out in Appendix F

(diminishingMu s h Ur)a k a h

3.1.3.3 Equity investments in a company or an Islamic collective investment scheme not held for
short-term resale or trading purposes

150. Such a holding is not a trading book exposure, and thus the "look-through" principle, whereby the
RW of the exposure would be that of the underlying assets, does not apply and the exposure is that of an
equity position in the banking book. Banking book investments would not normally include investments in
common shares or Islamic collective investment schemes that are publicly listed. However, if such an
investment is in an entity or Islamic collective investment scheme (consisting predominantly of equity
instruments/stocks) that is publicly listed on a recognised securities exchange, the holding being not for
short-term resale or trading purposes, a 300% RW shall be applied, consistent with the simple RW
method. Likewise, a 400% RW shall be applied to all other equity holdings. The exposure in such
investments shall be measured at the carrying values of the investments, according to the international
financial reporting standards, or according to those in force in the relevant jurisdiction where different
(such as historical cost less any provisions for impairment).

3.1.3.4 A specified project

151. An IIFS can advance funds to a construction company which acts as MuLU r inta construction

contract for a third-party customer (ultimate customer). The ultimate customer will make progress

payments to the MuLU r ,iwho in turn makes payments to the IIFS. The essential role of the IIFS in this

structure is to provide bridging finance to the MuLU r pemding its receipt of the progress payments. In

this Mu/U r a bsardcture, the IIFS as investor advances funds as Rabb-al-MU to the construction

company as Mu d U forithe construction project, and is thus entitled to a share of the profit of the project

but must bear 100% of any loss. In most cases, the IIFS has no direct or contractual relationship with the

ultimate customer, but in such a structure the IIFS stipulates that payments by the ultimate customer to

the MuLUr bebmadetoan account (firepayment accounto) with the |
purpose of the MuLU r a baachfrom which the Mu/Ur mhy not make withdrawals wit
permission.

152. In such a case, the IIFS is exposed to the risk on the amounts advanced to the MufU r unber the

MufU r a bcantract, but this risk would be mitigated by the amounts received from the ultimate customer

into the "repayment account” which are effectively collateralised, Thus, while under the MufUr a b a h

contract the amounts advanced by the IIFS to the Mu/Urib would normally be treated under credit risk as

"equity positions in the banking book", the use of the
the ultimate customer makes payments into such an account with the IIFS instead of making payments

directly to the MuLU r ,ihds the effect of substituting the credit risk of the ultimate customer for that of the

Mu/Urib to the extent of the collateralised balance of the "repayment account".

153. In addition to credit risk (i.e. in the absence of a repayment account, the risk that the Mu/U r hals
received payment from the ultimate customer but fails to pay the IIFS, or, if the repayment account is
used, that the ultimate customer fails to pay), the IIFS is exposed to capital impairment in the event that
the project results in a loss. The proposed RW and impact of credit risk mitigation are explained in
section 4.7.

3.1.35 Mus h Ur avitha hj Uoravu r U b asuladontract

154. An IIFS can establish joint ownership of tangible fixed assets (such as cars, machinery, etc.) with
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a customer on a Mu s h U r laakisa the assets being leased or soldonan | j Uera ku r Ub ahs,h
respectively. In these cases, the "look-through" principle (whereby the RW is that of the underlying
contract) applies, as explained below.

155. In the case of | j U rownkrship of such assets can produce rental income for the partnership,
through leasing the assets to third parties by means of | j U coattacts. In this case, the risk of the
Mu s h Ur mvesintent is that of the underlying | j U coatdacts i that is, credit risk mitigated by the
"quasi-collateral"'r e pr esent ed by the | eased assets. I n the event
as a customer instead of to a third party, the credit

lease rentals. This Mu s h Ur iavesanient shall be assigned a RW based on the credit standing of the
counterparty/lessee, as rated by a supervisor-approved ECAI, and a 100% RW on the residual value of
the | j Uasset In the event the counterparty is unrated, a RW of 100% shall apply.

156. In the case of Mu r U b atheallffS is entitled to its share of income (mark-up) generated from
selling the assets to third parties. The IIFS as a capital contributor is exposed to credit risk in respect of
the Mu r U b adtaivables from the buyer/counterparty. This Mu s h U r iavesintent shall be assigned
a RW based on the credit standing of the counterparty/buyer, as rated by a supervisor-approved ECAI.
In the event the counterparty is unrated, a RW of 100% shall apply.

3.1.4 Preferential Risk Weights Based on Underlying Assets

157. The RW of a debtor, counterparty or other obligor shall be reduced and given preferential
treatment if the underlying assets are financed under Mur Ub alhjaliriMBh| s t ios dininishing
Mu s h Ur, aksatlout below. Supervisory authorities may apply an appropriate RW that can be higher
than as set out below based on the default experience for these types of exposures in their jurisdictions.

3.1.4.1 Retail portfolios

158. The RW shall be 75% on the credit exposure of the IIFS, provided:
() the financing is provided to an individual person or persons or a small business;

(b) the subject matter of the financing is pledged as collateral to the IIFS; )

(c) the aggregate receivables (accounts receivable in Mur Ub adnd th s t i, deastl ‘payments
receivable in IMB, and share purchase plus lease receivables in diminishing Mu s h U r) alue drém
a single counterparty or person(s) shall not exceed US$500,000, subject to supervisory discretion;
and

(d) the regulatory retail portfolio is adequately diversified so that this reduces the risks in the portfolio.
Supervisory authorities, at their discretion, may specify a numerical limit to ensure such
diversification; for example, aggregate exposure (without taking any credit risk mitigation into
account) to one counterpart cannot exceed 0.2% of the overall regulatory retail portfolio.

159. Any retail financing contract which is collateralised (or quasi-collateralised) by an asset other than
the subject matter of the financing will not qualify for this preferential treatment unless the value of such
collateral after adjustment for haircuts®? is higher than the aggregate selling price of the financed asset
throughout the tenure of the contract.

160. For any financing on the basis of the aforementioned contracts that is fully secured by real estate,
the accounts or lease payments receivable can be excluded from this category and qualify for a lower
RW as stated with respect to residential real estate (RRE) in the next sub-section.

61 strictly speaking, ljlrah assets do not provide collateral to the lessor, as the latter owns the assets, but can repossess them in the
event of default by the lessee. This provides what may be called "quasi-collateral”, a term that is used in this and other IFSB
standards.

62 The term "haircut’ in this context refers to a discount on the full value of an asset as collateral after taking into
consideration some inherent risks that affect the volatility of the market price or value of the asset. It is commonly expressed in
terms of a percentage by whichanas s e t 6 sas coltateral & reduced.
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3.1.4.2 Residential real estate

161. The RW shall be 35% subject to meeting the prudential criteria imposed by the supervisory
authorities, which include, inter alia:

(a) the real estate is to be utilised for residential purposes only;

(b) the subject matter of RRE must be pledged as collateral (or serve as quasi-collateral) to the IIFS in
the case of Mu r U b alklBdr diminishingMu s h Ur;a k a h

(c) the total accounts/lease receivables do not exceed 50% of the market value of the collateralised
RRE subject to professional valuation of the RRE made within one year preceding the contract date,

the 50% figure being subject to the supervisoroés di sc

(d) there exists a legal infrastructure whereby the IIFS can enforce the repossession and liquidation of
the RRE.

162. The supervisory authorities have discretion to apply a higher RW if any of the above criteria are
not met.

3.1.4.3 Commercial real estate

163. The RW is 100 %. Subject to the supervisoros
provided that, inter alia:

(a) a well-developed and long-established commercial real estate (CRE) market is present in the
jurisdiction;
(b) financing is provided for office and/or multi-purpose premises and/or multi-tenanted premises;

(c) the CRE is collateralised in case financing is provided on the basis of Mu r U b alMBdr diminishing
MushUr;akah

(d) the tranche or outstanding balance of the financing does not exceed 50% of the market value of the
collateralised CRE; and

(e) total losses from CRE financing do not exceed 0.5% of the total amount due in respect of the
outstanding balance of the financing in any given year.

3.1.5 Past Due Receivables

164. In the event that accounts receivable or lease payments receivable become past due, the
exposure shall be risk-weighted in accordance with the following table. The exposures should be risk-
weighted net of specific provisions.

di scret

Type RW % of Specific Provisions for Past Due Receivables
Unsecured exposure (other 150% |Less than 20% of the outstanding receivables.
than unsecured portion of
receivable partly secured by 100% [At least 20% of the outstanding receivables.
RRE) that is past due more
than 90 days, net of specific 100% |At least 50% of the outstanding receivables, but supervisory
provisions authorities have discretion to reduce RW to 50%.
Exposure fully secured 100% |At least 15% of the outstanding receivables.
by other than eligible
collateral (as set out in Supervisory authorities are to set strict operational criteria to
section 3.1.8) ensure the quality of collateral.
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Type RW % of Specific Provisions for Past Due Receivables

Exposure secured by 100% |For receivables that are past due for more than 90 days, net
RRE of specific provisions.

50% The RW can be reduced to 50% RW if specific provisions
are at least 20% of the outstanding receivables at national
discretion.

3.1.6 Other Assets

165. Other assets shall be risk-weighted at 100%. A RW of 20% shall be applicable on cash items
under collection. Investments in regulatory capital instruments issued by banks or securities firms will
have a RW of 100%, provided they are not deducted from the capital base, as per section 2.1.5.

3.1.7 Credit Risk Mitigation

166. The exposure in respect of a debtor, counterparty or other obligor can be further adjusted or
reduced by taking into account the credit risk mitigation (CRM) techniques employed by the IIFS. This
section covers CRM used by IIFS in the standardised approach and outlines criteria, methodologies and
specific requirements for using these techniques.

167. Double counting of CRM impacts shall not be permitted. Therefore, additional supervisory
recognition of CRM will not be allowed on receivables for which an issue-specific rating is used that
already reflects that CRM. IIFS should also take into account any residual risks arising out of use of CRM
techniques such as market, operational, legal and liquidity risks. Therefore, an IIFS should have a
strategy, policies and procedures to control and manage residual risks. Further, the impact of these risks
on the overall credit profile and concentration risk of the IIFS should be monitored and controlled.

168. The collateral used as a part of CRM must be compliant with S h a r geqarements. The
collateralisation®® shall be properly documented in a security agreement or in the body of a contract to
the extent permissible by S h a r ,gahdarhust be binding on all parties and legally enforceable in the
relevant jurisdictions. The IIFS should ensure that the CRM documentation is legally enforceable and
should carry out periodic reviews to confirm its enforceability at all times. The IIFS cannot recognise a
commitment to provide collateral or a guarantee as an eligible CRM unless such a commitment is
actually executed.

169. There should be a negligible positive correlation, if any, between the value of collateral and the
credit quality of a counterparty. Consequently, securities issued by a counterparty or its related entities
would not be eligible for collateral.

170. For a collateralised transaction i such as S h a r gomaliant alternatives to repo/reverse repo or
borrowing/lending of S u k larkd Islamic securities T capital requirements shall be applicable on either
side of the transaction.

171. Supervisory authorities can impose additional capital charges or take other supervisory steps
under IFSB-5 (Supervisory Review Process Standard) if residual risks are not effectively controlled.
Supervisory authorities should also specify requirements for relevant disclosure of CRM techniques by
IIFS under IFSB-4 (Disclosures to Promote Transparency and Market Discipline).

172. The CRM techniques that are commonly employed by the IIFS are as follows:

8Generally, in I'l'FS such collater alainda&iabfbl.ahkes place under
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(&) Hamish Jiddiyah (security deposit held as collateral)

173. Hamish Jiddiyah (HJ), a refundable security deposit taken by an IIFS prior to establishing a
contract, carries a limited recourse to the extent of damages incurred by the IIFS when the purchase
orderer fails to honour a binding promise to purchase (PP) or promise to lease (PL). The IIFS has
recourse to the clients in the PP/PL if the HJ is insufficient to cover the damages.

174. In the case of a non-binding PP/PL, the HJ is refundable in full to the client, and hence is not
considered as an eligible CRM.

(b) Ur bT n ( e ar nkeltaftenme coetract is established as collateral to guarantee contract
performance)

175. The Ur b taken from a purchaser or lessee when a contract is established accrues to the benefit
of the IIFS if the purchaser or lessee fails to execute the contract within the agreed term.

(c) Guarantee from a third party (recourse or non-recourse guarantee)

176. The guarantor may or may not have recourse to the obligor (i.e. purchaser or lessee) and the
guarantee can be for a fixed period and for a limited amount, without any consideration being received

by the guarantor. However, a claim should first be made against the obligor, and then against the
guarantor, unless an option is provided to make the claim against either the obligor or the guarantor.

177. The guarantee can also be given in a "blanket" form that covers an unknown amount or a future

receivabl e. However, this type of guarantee (someti me
Afguarantee of contractual obligationo) i s rfetwmeocabl e a

receivable and does not qualify as an eligible CRM.

178. The supervisory authority may give capital relief for the use of a guarantee that meets the
following conditions:

) the guarantee represents the |11 FS6s direct cl

(i) the guarantee is irrevocable and does not allow the guarantor to cancel unilaterally the
guarantee after the creation of the receivables;

(iii) the guarantee is unconditional and provides no protection clause that prevents the guarantor
from being obliged to pay out in a timely manner in the event that the original counterparty fails
to make payments due;

(iv) the IIFS has the right to pursue, in a timely manner, the guarantor for monies outstanding, rather
than having to pursue the original counterparty to recover its exposure;

(v) the guarantee shall be an explicitly documented obligation assumed by the guarantor; and

(vi) the guarantee shall cover all types of expected payments made under the contract in the event
that the original counterparty defaults.

179. It is permitted to have a range of guarantors to cover the exposure. Guarantees issued by parties
with a lower RW than the counterparty will result in a reduction of the capital charge because the credit
exposure covered by the guarantee is assigned the RW of guarantor. The RW applicable to the
uncovered portion will remain that of the underlying counterparty.

(d) Pledge of assets as collateral
180. The pledged asset must be a S h a r -gomalihnt asset of monetary value that can be lawfully
owned, and is saleable, specifiable, deliverable and free of encumbrance. The pledge must be legally

enforceable. The asset pledged may either be the underlying asset or any other asset owned by the
customer. The pledge of an asset owned by a thi

181. The pledger can authorise the IIFS, as the pledgee, to sell the asset and to offset the amount due
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against the sales proceeds without recourse to the courts. Alternatively, the IIFS can demand the sale of
the pledged asset in order to recover the amount due. Any surplus from the sale proceeds is to be
returned to the pledger, and any shortfall shall be treated as an unsecured exposure that ranks pari
passu with other unsecured creditors when the debtor is declared insolvent.

182. In case an IIFS takes collateral of an asset pledged more than once, the collateral of the 1IFS shall
be ranked either pari passu to the collaterals of other earlier pledgees with their consent, or junior to the
earlier pledgees, in which case the IIFS's claim shall be limited to the residual value of the pledged asset
after payment is made to earlier pledgees. The IIFS shall take the residual value after deducting a haircut
under the simple approach or the comprehensive approach (the standard supervisory haircuts or the
internal haircuts) to offset its credit exposure but should first ascertain the recoverable value of the asset
after taking into consideration the | | paBdassupiththe
other pledgee(s) or ranks junior to a pledgee that is registered earlier than the IIFS.

(e) Leased assets

183. Assets leased under | j Uor 8MiB contracts fulfil a function similar to that of collateral, in that they
may be repossessed by the lessor in the event of default by the lessee (hence the term "quasi-collateral”
used in this and other IFSB Standards).

() On-balance sheet netting

184. Subjectto S h a r @ppmval, netting arrangements between financing assets and deposits/PSIA
should be legally enforceable in order to be used as an eligible CRM technique. The net exposure will be
used for capital adequacy purposes if the IIFS has a legally enforceable arrangement for netting or
offsetting the financing assets and the deposits/PSIA, irrespective of whether the counterparty is
insolvent or bankrupt. The IIFS should have a robust system of monitoring those financing assets and
deposits/PSIA with the counterparty that is subject to the netting arrangements. In using the net
exposure for the calculation of capital adequacy, financing assets shall be treated as exposures and
deposits/PSIA as collateral in the comprehensive approach (as per the formula provided below). A zero
haircut will be applicable, except in the case of a currency mismatch.

3.1.8 Types of Collateral
185. The following types of collateral are eligible for relief in respect of the above CRM techniques:

(@) Hamish Jiddiyah (security deposit) only for agreements to purchase or lease preceded by a binding
promise.
(b) Ur b.l n

(c)  Unrestricted PSIA or cash on deposit64 with the IIFS which is incurring the exposure.
(d) S u k Fated by an external rating agency which are issued by:

(i) sovereigns and PSEs (treated as sovereigns) with a minimum rating of BB-; or
(ii) issuers other than the above, with a minimum rating of BBB- (for long-term) or A-3/P-3 (for short-
term).

(e) S u k that are unrated by an ECAI but fulfil each of the following criteria:

() issued by an IIFS or a conventional bank (with Islamic windows or subsidiary operations) or a
sovereign;

(ii) listed on a recognised exchange;

(iii) the IIFS which incurs the exposure or is holding the collateral has no information to suggest that
the issue would justify a rating below BBB- or A-3/P-3;

(iv) the supervisory authorities are sufficiently confident about the market liquidity of the securities;
and

64 Must be supported by an agreement or documentation that gives the IIFS the right of set-off against the amount of receivables
due from the customer.
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(v) all rated issues by the issuing IIFS must be rated at least BBB- or A-3/P-3 by a recognised ECAI.

) S h a r -gomaliant equities and units in Islamic collective investment schemes.
() Guarantees issued by third parties that fall within the following categories:

(i) sovereigns and central banks;

(i) PSEs;

(iiiy MDBs;

(iv) international organisations/official entities with a 0% RW,

(v) 1IFS or conventional banks (with Islamic windows or subsidiary operations); and

(vi) corporate entities (including T a k U &nd § h a r -gomalihnt securities firms) of a minimum rating
of A-. This category includes guarantees issued by parent, subsidiary and affiliate companies
when their RW is lower than the ultimate obligor.

(h)  Assets pledged as collateral, as stated in section 3.1.7(d), or fulfilling the function of collateral, as
stated in section 3.1.7(e).

186. Any portion of the exposure which is not collateralised shall be assigned the RW of the
counterparty.

3.1.9 Risk Mitigation Approaches

187. Capital relief against the collateral can be granted based on either the simple or the
comprehensive approach as described below. However, IIFS are permitted to use either, but not both, of
the approaches in reducing their risk exposures in the banking book. IIFS can use partial collateralisation
in both approaches. Maturity mismatches between exposure and collateral will only be allowed under the
comprehensive approach.

3.1.9.1 Simple approach

188. The IIFS can substitute the RW of the collateral for the RW of the counterparty for the
collateralised portion of the exposure, subject to the collateral being pledged for at least the duration of
the contract. The RW of that collateralised portion shall not be lower than 20%. The uncollateralised
portion of the exposure will be assigned the RW of the counterparty. A 0% RW can be applied where the
exposure and the collateral are denominated in the same currency, and the collateral consists of any of
the following:

(a) cash or cash equivalents;
(b) a deposit with the IIFS; or

(c) sovereign/PSE securities eligible for a 0% RW, and its market value has been discounted by
20%.

189. S h a r -gomaliant hedging instruments which are normally traded OTC can be given a RW of 0%
provided the conditions set out in the following are met. In case these conditions are not fulfilled, see
section 3.1.2 for calculating the credit equivalent using the Current Exposure Method.

(a8 The OTC S h a r -gomaliant hedging instruments are subject to daily mark-to-market.
(b) There is no currency mismatch.

(c) The collateral is cash. In case the collateral is not cash, but consists of S u k Tiskued by
sovereigns/PSE that qualify for a 0% RW in the standardised approach, a minimum RW of 10%
shall be applicable.

3.1.9.2 Comprehensive approach

190. In the comprehensive approach, the exposure to a counterparty shall be adjusted based on the

44



collateral used. The IIFS shall adjust both the amount of the exposure to the counterparty and the value
of the collateral, using haircuts in order to reflect variations in the value of both the exposure and the
collateral due to market movements. The resultant volatility-adjusted amount of exposure and collateral
will be used for the calculation of capital requirements for the underlying risk exposure. In most cases,
the adjusted exposure will be higher than the unadjusted exposure and adjusted collateral will be lower
than the unadjusted collateral, unless either of them is cash. An additional downward adjustment for
collateral shall be made if the underlying currencies of exposure and collateral are not similar, so as to
take account of foreign exchange fluctuations in the future.

191. Risk-weighted assets shall be calculated by calculating the difference between the volatility-
adjusted exposure and the volatility-adjusted collateral and multiplying this adjusted exposure by the RW
of the counterparty.®®

192. The formula for calculation of the adjusted exposure after incorporating risk mitigation using the
comprehensive approach will be as follows:

E*=max[0,{Ex (1 +He)i Cx (17 Hci Hfx)}], where:
E* = Adjusted exposure amount after risk mitigation

E = Exposure amount

He = Applicable haircut for exposure

C = The current value of underlying collateral

Hc = Applicable haircut for collateral

Hfx = Applicable haircut for foreign exchange exposure, in case exposure and collateral have dissimilar
currencies

193. If more than one asset is involved in a collateralised transaction, the haircut on the basket (H) will
be a weighted sum of applicable haircuts to each asset (Hi), with asset weights (ai) measured by units of
currency i thatis, H = x. ai Hi

194. For calculating haircuts, either of the two following methods may be used by IIFS: (a) standard
supervisory haircuts; and (b) internal haircuts. The parameters for standard supervisory haircuts and
features of qualitative and quantitative criteria for using internal haircuts are provided in the following
paragraphs.

(a) Standard supervisory haircuts

195. Both the amount of exposure to a counterparty and the value of collateral received are adjusted by
using standard supervisory haircuts, as set out below:

Tvoes of Collateral* Residual Haircuts
yp Maturity (yrs) Sovereigns®® Others

Cash All 0 0

A 01 0.5 1
Sukl k
Long-term: AAA to AA- and >1 to 2 4
Short-term: A-1

>5 4 8

Suk T k 01 1 2
Long-term: A+ to BBB- and
Short-term: A-2 to A-3 >1 to 3 6

65 This calculation will be carried out when the volatility-adjusted exposure amount is greater than the volatility-adjusted collateral
amount, including any additional adjustment for foreign exchange risk.

66 Includes PSEs and MDBs.
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Residual Haircuts

Types of Collateral*

Maturity (yrs) Sovereigns®® Others

>5 6 12
Sukl k
Long-term: BB+ to BB- Al 15 25
S u k [ukrated) All 25 25
Equities (listed and included in main index) All 15 15
Equities (listed but not included in main All o5 o5
index)
Units in Islamic collective investment Depeno!lng on the Dependmg on the

All underlying assets underlying assets
schemes

as above as above

Physical assets pledged in accordance _ _
with section 3.1.7(d) Al >=30 >=30

*Collateral denominated in a different currency will also be subject to an additional 8% haircut to cater for
foreign exchange risk.

(b) Internal haircuts

196. Subject to obtaining the approval from its supervisory authority, an IIFS may use its own estimate
of haircuts to measure market price and foreign exchange volatilities. Such approval will normally require
the fulfilling of certain qualitative and quantitative®” criteria set by the supervisory authority, inter alia:

(i) integration of risk measures into daily risk management;
(i) validation of any significant change in the risk management process;
(i) verification of consistency, timeliness and reliability of data; and

(iv) accuracy and appropriateness of volatility assumptions.

3.1.10 Maturity Mismatch

197. A maturity mismatch is a situation where the residual maturity of the CRM is less than that of the
underlying credit exposure. In the case of a maturity mismatch with the CRM having a maturity of less
than one year, the CRM will not be recognised. This means that a CRM with a maturity mismatch will
only be permitted where its maturity is at least one year. Only the comprehensive approach shall be used
for CRM with maturity mismatches. In addition, a CRM having a residual maturity of three months or
less, with a maturity mismatch, will not be recognised for capital adequacy purposes.

198. The following adjustment will be applied for a CRM with a maturity mismatch:

Pa=Px (t-0.25)/ (T i 0.25), where:

Pa = adjusted value of risk mitigation

P = value of risk mitigation used (e.g. collateral or guarantee amount)
T =min (5, residual maturity of the exposure) in years

t = min (T, residual maturity of the risk mitigation) in years

3.1.11 Credit Risk Mitigation for MuLU r a bGiassified as Equity Exposures

199. A placement of funds made under a MuLU r a bcantract may be subject to a S h a r gomaliant
guarantee from a third party. Such a guarantee relates only to the Mu/U r a bcapital, not to the return.

67 For quantitative criteria, a 99" percentile, one-tailed confidence interval should be used, with a minimum one-year historical
observation period. The minimum holding period will be dependent on the type of transaction and the frequency of marking to
market. The holding period should also consider the illiquidity of the lower-quality assets. The haircuts must be computed at least
every three months. In case of higher price volatility, supervisory authorities may require a shorter observation period.
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In such cases, the capital should be treated as subject to credit risk with a risk-weighting equal to that of
the guarantor provided that the RW of that guarantor is lower than the RW of the MufUr iad a
counterparty. Otherwise, the RW of the MuLU r shhll apply; that is, a RW for "equity exposure in banking
book" shall apply, as per section 3.1.3.

200. InaMulUr a birerdstment in project finance, collateralisation of the progress payments made by
the ultimate customers (e.g. by means of a "repayment account" i see section 3.1.3.4) can be used to
mitigate the exposure to unsatisfactory performance by the MuZUr .i b

201. An lIFS may also place liquid funds with a central bank or another IIFS on a short-term Mu/Ur a b a h
basis in order to obtain a return on those funds. Such placements serve as an interbank market
transaction with maturities ranging from overnight up to three months, but the funds may be withdrawn

on demand before the maturity date, in which case the return is calculated proportionately on the basis of
duration and amount. Although from a juristic point of view the amounts so placed do not constitute
debts, since (in the absence of misconduct or negligence) MuLU r a bcagital does not constitute a
liability for the institution that acts as MuLU r ,iinkpractice the operation of this interbank market requires

that the MuLU r Bhould effectively treat them as liabilities. Hence, an IIFS placing funds on this basis

may treat them as cash equivalents and, for risk-weighting purposes, apply the RW applicable to the
MuZU r askcounterparty.

3.1.12 Treatment of an Exposure Covered by Multiple CRM Techniques

202. If an exposure is covered by multiple CRM techniques (e.g. an exposure partially covered by both
collateral and a guarantee), the IIFS shall segregate the exposure into segments covered by each type
of CRM technique. The calculation of risk-weighted assets will be made separately for each segment.
Similarly, if a single CRM has differing maturities, they should also be segregated into separate
segments.

3.1.13 Recognition of Ratings by ECAI

203. IFSB GN-1 (Guidance Note on Recognition of Ratings by ECAIls on Sha r §-Campliant Financial
Instruments) outlined criteria recommended to national supervisors for consideration when approving
ECAIs for rating S h a r -gomalilnt financial instruments. These ratings are to be used by IIFS for
calculating capital requirements under the standardised approach.

204. IFSB GN-1 asserts that rating analysis of S h a r -gomaliant assets may differ from analysis of
conventional assets, both in terms of the general principles that govern S h a r -gomalilnt finance (e.g.
the concept of default) and of the features of specific financial instruments (e.g. the concept of DCR
when dealing with returns on investment accounts that are based on a MuLU r a bcantract). It notes that
the principal areas where S h a r -@omaliant finance may differ from conventional finance include, inter
alia: (a) different meanings of ratings and the concept of default; (b) priority of claims; (c) corporate
governance and the role of the Sh ar doamdh(d) risk mitigation techniques to cater for DCR; (e)
definition of capital; (f) trading in S u k Iwvtkich in most jurisdictions does not involve trading in debt (unlike
conventional bonds); (g) asset valuations; and (h) loss given default.

205. Supervisory authorities shall be responsible for recognising and determining on a continuous basis
whether an ECAI meets the criteria for recognition as per IFSB GN-1. The assessments of ECAls may
be recognised on a limited basis i for example, by type of claims or by jurisdiction. The supervisory
process for recognising ECAIls should be transparent, with requisite information about it being publicly
available.

206. In addition to the guidance provided by IFSB GN-1, the following criteria should be considered by
supervisory authorities for recognition of eligible ECAIs in relation to S h a r -@gomaliant instruments and
financial institutions.

(&) Objectivity: An ECAI should have a rigorous and systematic methodology for assessing credit
exposure of the IIFS, with appropriate validation procedures. Such assessments should reflect related
developments that can impact the underlying risk exposure and should be subject to review as and when
necessary. The assessment methodology should have been established for more than one year, before
being recognised by supervisory authorities.
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(b)  Independence: An ECAI should be independent and ensure that it is not influenced by any
political, economic or regulatory considerations while performing the rating assignments. It must also
avoid conflicts of interest with the board of directors, shareholders, senior management and other
employees of the rated institution.

(c) International access/transparency: Apart from private assessments, an ECAI should make publicly
available its procedures, methodologies, key assumptions and important elements used in the
assessment process. It should publish its ratings in an accessible form.8 In addition to the loss and
cash-flow analysis, it should make publicly available the sensitivity of its ratings to changes in related
assumptions.

(d) Disclosure: An ECAI should disclose the information related to: (i) its code of conduct; (i)
assessment methodologies; (iii) definition of default; (iv) priority of claims; (v) meaning of each rating; (vi)
actual default rates experienced in each assessment category; (vii) transition trends; (viii) approach to
incorporate DCR in assessment methodology; and (ix) considerations for S h a r gomaliance. It should
also disclose, where appropriate, the difference in methodology for assessing similar types of
instruments and exposure in conventional financial institutions i for example, points of differentiation
between ratings of conventional and Islamic securitisation, asset-based and asset-backed S u k ,lek.

(e) Resources: An ECAI should demonstrate that they have sufficient resources to conduct high-
quality analysis, both when assigning ratings for the first time and when maintaining ratings after they
have been assigned. It should demonstrate that its analysts have expertise that is relevant to the sectors
covered by the agency. It should establish that it has the financial resources to remain in business over
the time horizon of its ratings.

() Credibility: Meeting the above criteria will help an ECAI to achieve credibility among the users of
its ratings, including, inter alia, the investors, customers, supervisors, financial institutions and the media.
An ECAI should have internal procedures that preclude the misuse of confidential information by its
analysts and other staff. However, it is not essential for an ECAI to assess institutions in more than one
jurisdiction to establish its credibility and be eligible for recognition by the supervisory authority.

207. 1IFS should use the ratings provided by the selected ECAI on a consistent basis for the purpose of
their risk management and capital adequacy (i.e. risk-weighting) calculations. IIFS shall not use the
ratings provided by different ECAIs on an arbitrary basis, and any use of ratings from more than one
ECAI must receive the approval of the applicable supervisory authority. Normally, IIFS should use the
ratings provided by the chosen ECAIs at the request of the rated institution (i.e. solicited ratings).
Supervisory authorities may allow, at their discretion, the use of an unsolicited rating from another ECAI,
provided they are satisfied that the unsolicited rating is just as robust and reliable as the solicited rating.
For guidance on ECAI ratings related to securitisation exposures of IIFS, see section 5.8.

68 This means that ratings that are made available only to the parties to a transaction do not meet “transparency” requirements
outlined in this Standard.
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3.2 Market Risk

3.2.1 Introduction

208. "Market risk" is defined as the risk of losses in on- and off-balance sheet positions arising from
movements in market prices. The risks in IIFS that are subject to the market risk capital requirement are:

(a) equity position risk in the trading book;®®

(b) benchmark risk in trading positionsin S u kI k
(c) foreign exchange risk; and

(d) commodities and inventory risk.

209. The market risk capital charge on an equity position in the trading book and trading positions in
S u k Bhould be applied to trading book items based on the guidance provided in the paragraphs below.
For the foreign exchange, commodities and inventories risks, market risk will apply to the trading book
positions at IIFS level.

210. A trading book consists of positions in equity instruments, S u k ,Ifdreign exchange, as well as
commodities and inventories held for the purpose of trading by an IIFS. It can also include exposures of
an IIFS held to hedge its trading positions, on the basis of S h a r -gomaliant contracts. Only those
instruments which are free of any restrictions on their tradability will be eligible for trading book capital
treatment. Further, the trading positions should be actively managed and a frequent and accurate
valuation of the trading positions should be made.

211. Trading positions are defined as those positions of an IIFS that are held for short-term resale
and/or with the intent of benefiting from actual or expected short-term price movements or to lock in
arbitrage profits. An IIFS should have clearly outlined policies and procedures for including or not
including any ©position in the trading book. S
capabilities and capacities for risk management. The IIFS should have a well-documented procedure to
comply with stated policies and procedures, which should be subject to periodic internal audit.

3.2.2 Policies and Procedures

212. The policies and procedures of the IIFS to include an instrument or position in the trading book
should address the following considerations, at a minimum:

(a) the types of activities the IIFS considers to be part of its trading book activities for capital
adequacy purposes;

(b) the extent to which an exposure can be marked-to-market on a daily basis;

(c) if not marked-to-market, the extent to which an exposure can be marked-to-model, with
clearly defined criteria (see next section for details);

(d) how far the IIFS can have access to reliable valuations for the exposure that can be
validated by external parties, in a coherent manner;

(e) the legal, regulatory or operational restrictions on immediate liquidation of the exposure, if
any;

(f) the capacity and systems of the IIFS to manage its risk relating to trading positions; and

(9) the criteria for and extent of transferring risk and exposures between the banking and trading
positions of the IIFS.

213. In order for an IIFS to include any instrument or position in the trading book for capital treatment,
some minimum requirements should be fulfilled. These requirements include: (a) a clearly documented
trading strategy, approved by senior management, for relevant positions, instruments or portfolios; and
(b) well-defined policies and procedures for the active management, reporting and monitoring of the
trading positions.

69 An equity position treated under f e dyuexposures in the banking book dis dealt with under the credit risk, as set out in
section 3.1.3.
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214. All other exposures that are not defined as trading book positions should be classified as banking
book exposures. This will include both on- and off-balance sheet positions.

3.2.3 Guidance on Valuation Practices

215. 1IFS should have adequate systems and controls for carrying out the valuation of positions in the
trading book. In view of the less liquid positions of many S u k Tamkd equity positions held by IIFS,
adhering to prudent valuation practices as set out in this sub-section is of vital importance. Less liquid
positions, however, are not to be excluded from the trading book solely on the basis of lesser liquidity.

216. IIFS should have robust systems and controls, with documented policies and procedures for the
valuation process. These systems should be integrated
processes and should have the ability to give confidence to the supervisory authorities and management

regarding the reliability of the valuations. These policies and procedures should include: (a) clearly

defined responsibilities of the personnel and departments involved in the valuation; (b) sources of market

information, and review of their reliability; (c) frequency of independent valuations; (d) timing of closing

prices; (e) procedures for adjusting valuations between periods; (f) ad-hoc verification procedures; and

(g) reporting lines for the valuation department that should be independent of the front office. Such

policies and procedures should also take into consideration compliance with the relevant accounting

standards and supervisory requirements.

217. 1IFS may use either of the two following valuation methodologies in order of preference: (a) mark-
to-market; and (b) mark-to-model, subject to the approval of the supervisory authority. Mark-to-market
valuation requires daily valuation of positions based on independently sourced current market prices.

218. In the case where an IIFS is unable to mark-to-market its positions as a result of certain limitations
on the reliability of price estimates owing to low volume and number of transactions or in distressed
market conditions, it can use mark-to-model for the valuation of its trading positions provided it is
established that the market for an asset is inactive or that a transaction on which a valuation might have
been based is a distressed transaction, so that no reliable fair value estimate is possible. In order to
verify that the market for an asset is inactive, an IIFS should establish that there is a lack of recent
transactions with sufficient frequency and volume, which could otherwise provide ongoing price
information related to the assets to be valued (which may be S u k lad/or other S h a r gomaliant
instruments). The IIFS should also verify that price quotations available in the market are not up-to-date
and have large variations over time. The prices should demonstrate a significant premium related to
liquidity risk underlying the instruments. The IIFS should also confirm that the bidi ask spread has
become abnormally wide or has been fluctuating over time, and that quoted prices available in the
market are not related to any stressed market conditions.

219. After the verification of the aforementioned points, an IIFS may use the mark-to-model technique
for estimating the value of assets. Mark-to-market valuation methodology is benchmarked, extrapolated
or otherwise calculated from a market input. Such calculations should be performed while taking a
conservative approach. Senior management should be aware of trading book exposures that are
calculated using mark-to-model and should understand the impact of using this technique on reporting
the risk and performance of the IIFS. To the extent possible, any market inputs used should reflect
market prices. For particular products, generally accepted valuation methodologies should be used.
Internally developed models should be subject to verification and testing of assumptions, calculation
methods and software implementation by independent parties.”® Those responsible for risk management
should be aware of any weaknesses of the models used. The models should be reviewed periodically in
order to verify the accuracy of their performance. To cover the uncertainties of mark-to-model valuation,
valuation adjustments should be made as appropriate. IIFS should also have an arrangement for
independent verification of market prices or model inputs for accuracy. Such verification should be made
at least monthly. When pricing sources are few or limited, valuation adjustments or other appropriate
measures may be used by IIFS.

70 yseful guidance on "mark-to-model" and associated valuation issues may be obtained from the International Accounting
Standards Boarddés "Fair Value Hierarchyo, as s &dir Value Measuremehtnt er nat i ol
paragraphs 72i 90.
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3.2.4 Measuring Market Risk

220. As mentioned above, market risk calculation includes: (a) equity position risk in the trading book;
(b) benchmark risk on trading positions in S u k (& foreign exchange risk; and (d) commodities and
inventory risk. The calculation methodology for these risks is provided below. The total market risk
capital charge, summed arithmetically, will be the overall measure of the market risks from the
aforementioned sources.

3.2.4.1 Equity position risk

221. The market risk capital charge for equity securities (including common shares and investments

in I slamic collective investment rseshve comgohentsthataaen | | FSd6 s
calculated separately as specified below:

(@) Specific risk

222. The capital charge for specific risk is 8% on all long equity positions which must be calculated on a
security-to-security basis (for each national market).

(b)  General market risk

223. The capital charge for general market risk is 8% on all long equity positions. These positions must
be calculated on a market-by-market basis (for each national market).

3.2.4.2 Benchmark risk in trading positionsin Su k T k

224. In the case of benchmark risk in trading positions in S u k ,F* khe capital charge comprises two
components that are calculated separately as specified below:

(@)  Specific risk

225. The capital charge for specific risk covers against an adverse movement in the price of a Su k T k
held for trading due to factors related to an individual issuer. Offsetting is restricted only to matched
positions in the identical issues. No offsetting will be permitted between different issues even if the issuer

is the same, since differences in features of S u k Wikh respect to profit rates, liquidity and call features,
etc. would imply that prices may diverge in the short run.

The capital charge for specific risk will depend on the RW of the issue and the term to maturity of the
S u k Jakfollows:

Categories* Capital Charge
Government AAA to AA- 0%
A+ to BBB- 0.25% (residual term to final maturity <= 6 months )

1.00% (residual term to final maturity >6 and <= 24 months)

1.60% (residual term to final maturity >24 months)

BB+ to B- 8%
Below B- 12%
Unrated 8%
Investment 0.25% (residual term to final maturity <= 6 months)
grade™ 1% (residual term to final maturity >6 and <= 24 months)
1.60% (residual term to final maturity >24 months)
BB+ to BB- 8%
Below B- 12%

TFor the purpose of Stu tk iTidclades various forms of 6 h a r -Gamplibmt scurities/certificates issued by the
government. S u k brkS h a r -gompliant securities/certificates issued by local and regional governments may be subject to a zero
risk weight, depending on national discretion.

72Forexample,ratedBaaorhigherbyMoodyc‘)s and BBB or higher by Standard & Poor6s.
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*The supervisory authority has the di scr et i on t o apply a di fferent speci fic RW to
governments/issuers.

(b)  General market risk™

226. Subject to supervisory approval, the capital charge for general market risk can be calculated by
either the fAmaturityo or the fAdurationd method.

() Maturity method

227. The capital charge for general market risk will depend on the residual term to maturity or to the
next repricing date, using a simplified form of the maturity method on the net positions in each time band
in accordance with the table below:

Residual Term to Maturity RW
1 month or less 0.00%
17 3 months 0.20%
3i 6 months 0.40%
61 12 months 0.70%
11 2 years 1.25%
2i 3 years 1.75%
3i 4 years 2.25%
415 years 2.75%
51 7 years 3.25%
71 10 years 3.75%
107 15 years 4.50%
157 20 years 5.25%
>20 years 6.00%

(i)  Duration method

228. At the supervisorés discretion, Il FS with the nece
Afdurati ond met hod. This method cal culSatkeeddsegaratelpr i ce se
This method should be used consistently by an IIFS, unless a change is approved by the supervisory

authority. The steps involved in the calculation using this method are as follows:

1. Calculate the price sensitivity of each S u k Ipdsition (called "weighted positions") in terms of a
change in profit rates between 0.6 and 1 percentage points depending on the maturity of the Su k T k
and subject to supervisory guidance (see Table 1).

2. Slot the resulting sensitivity measures into a duration-based ladder with 13 time bands as set out in
Table 1.

3. Subject long positions in each time band to a 5% vertical disallowance on the smaller of offsetting
positions (i.e. a matched position) in each time band.

4. From the results of the above calculations, two sets of weighted positions i the net long position in
each time band 7 will be produced. The maturity ladder is then divided into three zones, as follows:
zone 1, 0i 1 year; zone 2, >1i 4 years; and zone 3, >4 years. IIFS will be required to conduct two
further rounds of offsetting: (i) between the net time band positions in each of the three zones; and
(i) between the net positions across the three different zones (i.e. between adjacent zones and
non-adjacent zones). The residual net positions are then carried forward and offset against
opposite positions in other zones when calculating net positions between zones 2 and 3, and 1 and
3. The offsetting will be subject to a scale of disallowances (horizontal disallowances) expressed as
a fraction of matched position, subject to a second set of disallowance factors (Table 2).

5. The general market risk capital charge will be the aggregation of three charges: net position,
vertical disallowances and horizontal disallowances (Table 3).

The capital charge for fAgeneral mar ket risko captures the risk of
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Table 1 Duration Method: Time Bands and Assumed Changes in Yield

Time Band Time Band Assumed Change
Zone (Expected profit (Expected profit in Expected Yield
rate >=3%) rate <3%) (%)
1 month or less 1 month or less 1.00
>1i 3 months >1i 3 months 1.00
Zone 1
>3i 6 months >3i1 6 months 1.00
>6i 12 months >61 12 months 1.00
>1i 2 years >1.01 1.9 years 0.90
Zone 2 >2i 3 years >1.91 2.8 years 0.80
>3i 4 years >2.8i 3.6 years 0.75
>4i 5 years >3.61 4.3 years 0.75
>5i 7 years >4.3i 5.7 years 0.70
>71 10 years >5.71 7.3 years 0.65
>10i 15 years >7.31 9.3 years 0.60
Zone 3
>1571 20 years >9.31 10.6 years 0.60
>20 years >10.61 12 years 0.60
>12i 20 years 0.60
>20 years 0.60
Table 2 Duration Method: Horizontal Disallowances
o Between Between
Zone Time Band bl e Adjacent Zones
Zone
Zones 1and 3
<= 1 month
>1i 3 months .
Zone 1 >37 6 months 40% 40%
>6i 12 months
>1i 2 years
Zone 2 >2i 3 years 30%
>3i 4 years 100%
>41 5 years
>5i 7 years .
>771 10 years . 40%
Zone 3 >1071 15 years 30%
>151 20 years
>20 years
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Table 3 General Risk Capital Charge Calculation

The sum of:

Net position Net long weighted position x 100%
Vertical Matched weighted positions (i.e. the smaller of the
disallowances absolute value of the short and long positions with X 10%
each time band) in all maturity bands

Matched weighted positions within Zone 1 X 40%
Matched weighted positions within Zone 2 x 30%
Horizontal Matched weighted positions within Zone 3 x 30%
disallowances Matched weighted positions between Zones 1 and 2 x 40%
Matched weighted positions between Zones 2 and 3 X 40%
Matched weighted positions between Zones 1 and 3 x 100%

229. In the case of equity investments made by means of a Mu s h Ur arkaavu/0 r a bcarttract
where the underlying assets are commodities, the market risk provisions for commodities, as described
in section 3.2.4.4, will be applicable.

3.2.4.3 Foreign exchange risk

230. The capital charge to cover the risk of holding or taking long positions in foreign currencies, and in
gold and silver,” is calculated in two steps by measuring:

(a) the exposure in a single currency position; and
() the risks inherent in an |1 FSG®& sindifterertfumendies. mi x of

Measuring an exposure in a single currency and an open position in a unilateral binding promise to buy
or sell gold and silver

231. The net open position in each currency exposure is calculated by adding the following:

(@) net spot position (total assets less total liabilities including accrued profit in the currency in
question);

(b)  net position of a binding unilateral promise by the IIFS to buy and/or sell currencies on a specified
future date (that are not included in the spot position);

(c) guarantees and similar off-balance sheet instruments that are likely to be called and irrecoverable;
and

(d) any other items representing an exposure to risk in foreign currencies i for example, a specific
provision held in the currency in question but the underlying asset is held in a different currency.

232. The net open position with a unilateral binding promise to buy or sell gold or silver should first be
expressed in terms of the standard unit of measurement (i.e. ounces or grams) and then be converted at
the current spot rate into the reporting or base currency.

233. Structural positions which are of a non-trading nature and are merely positions taken in order to

hedge partially or totally against the advaetiosnay ef f ect

be excluded from the <calculation above, subj ec

—

74 Gold, silver and currency fall under foreign exchange risk in accordance with the Shardah rules and principles that require the
exchange of currencies to be made in an equal amount and on a spot basis. On the other hand, the Basel 1996 Market Risk
Amendment (section A3) treats gold as being under foreign exchange risk and silver as being under commodity risk.

75 A binding bilateral promise in an exchange of currencies is equivalent to a forward contract, which is prohibited by
Shar@ah jurists in most (but not all) countries as the delivery of one or both countervalues is deferred.
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positions are merely to protect the 11 FS6s capital

234. There is no capital charge for positions related to items that are deducted fromthe | | FS6 s
such as investments in non-consolidated subsidiaries or long-term participations denominated in foreign
currencies which are reported at historical cost.

Measuring the foreign exchange risk in a portfolio

235. An IIFS is allowed to use either a shorthand method or an internal models approach in calculating
the risks inherent in its mix of long and short positions in different currencies. However, the shorthand
method, as stated below, is recommended.

(@ Convert the nominal amount of the net position (net long or net short position) in each foreign
currency as well as in net long gold/silver into the reporting currency using spot rates.

(b)  Aggregate the sum of converted net short positions and the sum of converted net long positions.

(c) The greater sum of net short positions or net long positions calculated in (b) is added to the net
position of gold/silver, to arrive at the overall net position.

236. The capital charge is 8% on the overall net position as calculated above in paragraph 23 %c).

237. The use of an internal model s approach by an
approval and fulfilment of qualitative standards, specifications of market risk factors being captured into
the 11 FS6s risk manag e standatds, soyngrehengive strgss destingi progranime, e
and validation of the models by external auditors and/or supervisory authorities.

3.2.4.4 Commodities and inventory risk

238. This section sets out the minimum capital requirements to cover the risks of holding or taking long
positions in commodities, including precious metals but excluding gold and silver (which falls under
foreign exchange risk as set out in section 3.2.4.3), as well as the inventory risk which results from IIFS
holding assets with a view to reselling or leasing them. A commodity is defined as a physical product
which is and can be traded on a secondary market i for example, agricultural products, minerals
(including oil) and precious metals. Inventory risk is defined as arising from holding items in inventory
either for resale under a Mu r U b acbngdet, or with a view to leasing under an | j U coatdact. In the
case of inventory risk, the simplified approach described in paragraph 243 below should be applied.

239. Commodities risk can be measured using either the maturity ladder approach or the simplified
approach for the purpose of calculating the capital charge for commaodities risk. Under both approaches,
each commodity position is expressed in terms of the standard unit of quantitative measurement of
weight or volume (barrels, kilograms, grams, etc.). The net position in each commodity will then be
converted at current spot rates into the reporting currency.

240. Positions in different groups of commaodities’® cannot be offset except in the following instances:

(@) The sub-categories of commodities are deliverable against each other.

(b)  The commodities represent close substitutes for each other.

(¢) A minimum correlation of 0.9 between the price movements of the commodities can be clearly
established over a minimum period of one year”” to the satisfaction of the supervisory authority.

Netting of positions for different commoravalt i es

Under the maturity ladder approach, the net positions are entered into seven time bands as set out
below:

76 Commodities can be grouped into clans, families, sub-groups and individual commodities; for example, a clan might be Energy
Commodities, within which Hydro-carbons is a family, with Crude Oil being a sub-group, and West Texas Intermediate, Arabian
Light and Brent being individual commodities.

77 While this Standard stops short of suggesting any maximum period for reviewing the adequacy of the data and to compute the
correlation for similar types of commodity products, supervisory authorities may suggest a maximum period at their discretion. A
longer period of observations allows the correction to be more stable but it may not reflect the volatile spread between similar
commodity products in a short period of time especially during the stressed period.
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Time Band
0i 1 month
17 3 months
3i 6 months
61 12 months
11 2 years

2i 3 years
>3 years

N o] O | W N

241. A separate maturity ladder is used for each type of commodity, while the physical stocks are
allocated to the first time band. The capital charge is calculated as follows:

(@ The sum of short and long positions that are matched is multiplied by the spot price for the
commodity and then by the appropriate spread rate of 1.5% for each time band.

(b)  The residual or unmatched net positions from nearer time bands may be carried forward to offset
exposures in a more distant time band, subject to a surcharge of 0.6% of the net position carried
forward in respect of each time band that the net position is carried forward.

(c)  Any net position at the end of the carrying forward and offsetting will attract a capital charge of
15%.

242. The summation of the above three capital charges represents the total capital charge for
commodities risk based on the maturity ladder approach.

243. Under the simplified approach as applied to commodities, the net position, long or short, in each
commodity requires a capital charge of 15% to cater for directional risk plus an additional capital charge
of 3% of the gross positions i that is, long plus short positions 7 to cater for basis risk. The capital
charge of 15% applies to assets held by IIFS in inventory with a view to resale or lease.

244. For | st iwerk-iB-process (WIP), WIP inventory belonging to the IIFS shall attract a capital
charge of 8% (equivalent to a 100% RW). In the case of the balance of unbilled WIP inventory under
| st 1vetmout parallel | s t i, im addition to the RW for credit risk a capital charge of 1.6% is applied
(equivalent to a 20% RW) to cater for market risk exposure.

245. The funding of a commodities position that exposes the IIFS to foreign exchange exposure is also
subject to a capital charge as measured under the foreign exchange risk (refer to section 3.2.4.3).
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3.3 Operational Risk

246. "Operational risk" is defined as the risk of losses resulting from inadequate or failed internal
processes, people and systems, or from external events, which includes, but is not limited to, legal risk
and S h a r @on-admpliance risk. This definition excludes strategic and reputational risks.

247. Operational risk in IIFS can be broadly divided into three categories:

(@) General risks: Such risks are consequential upon various kinds of banking operations conducted
by IIFS that are common to all financial intermediaries.”® Nevertheless, the asset-based nature of
financing products in IIFS such as Mur Ub a®atam, | st i anchlUjo U maylgive rise to additional
forms of operational risk in contract drafting and execution that are specific to such products.

(b) S har @onadmpliance risk: This is the risk of non-compliance resulting from the failure of an
| I FSIbar govexrtance mechanism (systems and personnel) to ensure its compliance with Shar ¢~ ah
rules and principles as determined by its S h a r @®oara or other relevant body in the related jurisdiction.

This risk can lead to non-r ecogni ti on of an |1 FS6s henmiskaoandakeatwod r es ul t
broad forms in IIFS: (i) risks relating to potential non-compliance with S h a r gulesamd principles in the
Il FS6 operations, i-permissible inaome beirg eéecogriisedk whenfthera is a failure in

S h ar @omplianc e ; and (ii) the risk associated wiudlib t he || |
towards fund providers under the MuLUr a bfarfm of contract, according to which, in the case of

misconduct or negligence by the Mu/Urib, the funds provided by the fund providers become a liability of

the MulUrib. S u k Tskuctures may also be exposed to S h ar nonacbmpliance risk which may

adversely affect the marketability, and hence the value, of the Su k.1 k

(c) Legal risks: Legal risk includes, but is not limited to, exposures to fines, penalties or punitive
damages resulting from supervisory actions as well as private settlements. Such risk can arise from
either: (i) t h & that Is,FrBnd kgal gigke common torals financial intermediaries; or (ii)
problems of legal uncertainty in interpreting and enforcing contracts based on Sh ar {ulea fand
principles. Legal risks also include the risk that a S u k ktiucture in which an IIFS is originator, sponsor,
manager or investor fails to perform as intended because of some legal deficiency. The current section is
concerned, not with exposures to legal risk as a S u k linkestor, but with potential losses due to
exposures to legal risk as originator, sponsor or manager.

248. The proposed measurement of capital to cater for operational risk in IIFS may be based on the
following two approaches, which are in a continuum of increasing sophistication and risk sensitivity:

(@ the basic indicator approach (BIA); and
(b) (i) the standardised approach (TSA); or (ii) the alternative standardised approach (ASA).

As the point of entry for capital calculation, IIFS adopting the BIA are required to adopt international best
practices on the management of operational risk.”® However, to adopt TSA/ASA, an IIFS will be required
to satisfy the supervisory authority that it has achieved sound implementation of operational risk and
S h a r gon-admpliance risk management framework and processes, and has adhered to the business
line mapping principles, inter alia. Supervisory authorities may specify detailed qualifying criteria for
TSA/ASA.

249. 1IFS that adopt standardised approaches (TSA or ASA) will not be allowed to revert to the simpler
approach (BIA) without the prior approval of their supervisory authority. However, supervisory authorities,
at their discretion, may require an IIFS to use a simpler approach for some or all of the operations in

78 Though operational risk related to the banking operations of IIFS can be considered similar to that of conventional banks in many
respects, the characteristics of such risk may be different in IIFS in certain cases i for example: (i) S h a r -gompliant products may
involve processing steps distinct from those of their conventional counterparts; (ii) IIFS typically hold different types of assets on
their balance sheets compared to conventional banks i for example, physical assets or real estate; and (i) IIFS may encounter
varied risk related to information technology products and systems due to the requirements of S h a r gompliance.

79 Among others, the IIFS can refer to the Principles for the Sound Management of Operational Risk, issued by the BCBS in June
2011.
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case they are not satisfied with an IIFS as regards meeting the criteria for a more sophisticated
approach. Afterwards, the IIFS shall not be allowed to revert to the more advanced approach without the
prior approval of their supervisory authority.

250. A financial institution with Islamic banking operations in the form of Islamic windows shall be
required to calculate the operational risk capital charge for its conventional and Islamic banking
operations separately. Thus the total operational risk capital charge of such an institution will be the sum
of the operational risk capital charges for its conventional and Islamic banking operations.

3.3.1 The Basic Indicator Approach

251. The BIA uses gross income as a proxy measure of exposure for operation risk of the IIFS. Under
this approach, the capital charge of an IIFS is equal to the average of a fixed percentage of 15% of
positive annual gross income over the previous three years.

252. For calculation of gross income, figures are categorised into 12 quarters i that is, equivalent to
three years. Recent annual gross income is calculated by aggregating the gross income of the last four
financial quarters. In a similar manner, aggregation will take place for the next two years, preceding the
most recent year. If the annual gross income for any given year is negative or zero, the figure is excluded
from both the numerator and the denominator when calculating the three-year average.® For the
calculation of the operational capital charge under the BIA, the charge may be expressed as the
following formula:

Kea =[E(GhenX U]/ N

Where:

Keia = the capital charge under the BIA

Gl = annual gross income, where positive, over the previous three years
N = number of the previous three years for which gross income is positive
U =afixed percentage of 15% of required capital

253. Gross income is defined as:

(@ Netincome from financing activities, which is gross of:

1 any provisions;

i any operating expenses; and

1 depreciation of | j Uassets.

(b)  Net income from investment activites. Thi s i ncludes the |11 M88&6Usakatk

and MuLU r a Himahcing activities.
(c) Feeincome (e.g. commission and agency fee).

Less:
(d)  Share of income attributable to investment account holders and other account holders.

254. The gross income includes income attributable to restricted and unrestricted PSIA funds, but
excludes extraordinary or exceptional income from TakUul activities, and realised profits/losses from the
sale of S u k Inkhe banking book.

80 For newly established IIFS with less than three years of data, the new entity shall use any actual gross income earned to date for
the purpose of deriving the average gross income, while leaving the gross income for any remaining quarters as zero.
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3.3.2 The Standardised Approach

255. Under TSA, the activities of an IIFS are divided into eight lines of business (LOBs). Within each
LOB, gross income serves as a proxy for the likely operational risk exposure attributable to that particular
business line. The total operational risk capital charge is calculated as the three-year average of the
simple addition of the capital charges across the eight LOBs in each year. The capital charge for each
LOB is calculated by multiplying the annual gross income by the applicable percentage factor assigned
to that business line. This percentage factor varies, according to the LOB, from 12% to 18%, being 18%
for corporate finance, trading and sales, and payment and settlement, to 15% for commercial banking
and agency services, and 12% for retail banking, asset management and retail brokerage. A negative
capital charge in any year (resulting from negative gross income) for one LOB is offset against the
positive capital charges for the other LOBs in that year. However, in case the aggregate operational risk
capital charge across the eight business lines results in a negative figure, the operational risk capital
charge for that year (i.e. the input for the year to the three-year calculation) is set at zero. The total
capital charge under TSA may be expressed as the following formula:

Krsa = {Fyeasamax [ E G K bis), 0]}/3
Where:
Ktsa = the capital charge under TSA

Gli-s = annual gross income in a given year, as defined in paragraph 252 in the BIA, for each of the eight
business lines

b1s = a fixed percentage, relating the level of required capital to the level of the gross income from each
of the eight business lines.

256. IFSB studies have shown that in most IIFS, common LOBs for calculation of operational risk
capital charges are retail banking, commercial banking, corporate finance, trading and sales, and asset
management.8! Although supervisory authorities in most jurisdictions have generally stipulated the same
percentage factors for various LOBs as mentioned in the previous paragraph, they may, at their
discretion, lay down different percentage factors based on the operational risk loss data®? available for
IIFS in their jurisdictions. Further, taking account of the nature of the business operations of the IIFS in
their jurisdictions, supervisory authorities may define additional business lines and associated
percentage factors for application to these IIFS.

3.3.3 The Alternative Standardised Approach

257. 1IFS may use ASA as an alternative to TSA, subject to supervisory approval. Before granting such
approval, supervisory authorities should be satisfied that ASA provides an improved operational risk
measure over TSA. Once the IIFS is allowed to adopt ASA, it is not allowed to revert to TSA without the
approval of its supervisory authority.

258. Under ASA, the operational risk capital charge is calculated in the same way as under TSA,
except for two business lines i that is, retail banking and commercial banking. For these two business
lines, instead of using relevant gross income, the amount of financing in each LOB is multiplied by a
fixed factor of 0.035 to obtain the indicator of exposure. The resultant figures for these two business lines
and gross income for other six business lines are then multiplied by the same percentage factors
mentioned in section 3.3.2. As with TSA, the total capital charge for the ASA is calculated as the
aggregate of the regulatory capital charges across the eight LOBs. Capital charge for retail banking (with
similar formula for commercial banking) under the ASA may be expressed as the following formula:

Kre = bre X m X Frs

81 Business lines such as payment and settlement, agency services and retail brokerage are present in a relatively smaller number
of IIFS.

82supervisory authorities should encourage |1 FS to collecthttooperation
identify potential areas of vulnerability and improve the risk profile in various LOBs.
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Where:
KRB = capital charge for the retail banking business line
bre = the beta for the retail banking business line (12%)

Fre = total outstanding retail financing (non-risk-weighted and gross of provisions) averaged over the
past three years

m = as mentioned in paragraph 258, m is a fixed factor = 0.035

259. The total financing in the retail banking business consists of the total drawn amounts in the
following financing portfolios: retail and small and medium enterprises (SMES) treated as retail, including
non-performing financing (NPF). The total financing in the commercial banking business consists of the
total drawn amounts in the following financing portfolios: corporate, sovereign, IIFS, specialised
financing, and SMEs treated as corporate, including NPF. The total of commercial financing should also
include the book value of S u k Thédd in the banking book. The outstanding amounts of both retail and
commercial financing portfolios should be non-risk-weighted and gross of both general and specific
provisions. These amounts should be averaged over the past three years i that is, over the 12 most
recent quarters.

260. IIFS are also allowed to aggregate retail and commercial banking under the ASA. In that case, the
applicable percentage factor of 15% shall be used (instead of 12% for retail banking and 15% for
commercial banking, as specified in section 3.3.2). Similarly, IIFS are allowed to aggregate the total
gross income for the other six business lines, in case they are unable to compute separately the gross
income for these business lines. The applicable percentage factor for this aggregation shall be 18%.
Negative gross income shall be treated as explained in section 3.3.2.

3.3.3.1 Mapping of business lines under the standardised approach

261. IIFS which have separately identifiable business activities of material size should use the following
principles for mapping these activities into some or all of the eight business lines mentioned above.

(@) The IIFS should map all their activities into the eight business lines in a mutually exclusive manner,
without leaving any significant activity.

(b)  Any ancillary function of the IIFS, which represents its banking or non-banking activity but cannot
be readily mapped into a unique business line, should be assigned to the business line it supports.
If the ancillary function supports more than one business line, the IIFS should define objective
criteria to carry out the mapping.

(c) When mapping gross income, if an activity cannot be mapped into a particular business line then
the business line yielding the highest charge must be used. The same business line equally applies
to any associated ancillary activity.

(d) Banks may use internal pricing methods to allocate gross income between business lines provided
that total gross income for the bank (as would be recorded under the BIA) still equals the sum of
gross income for the eight business lines.

(e) The mapping of activities into business lines for operational risk capital purposes must be
consistent with the definitions of business lines used for regulatory capital calculations in other risk
categories i that is, credit and market risk. Any deviations from this principle must be clearly
motivated and documented.

()  The mapping process used must be clearly documented. In particular, written business line
definitions must be clear and detailed enough to allow third parties to replicate the business line
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(9)
(h)

(i)

mapping. Documentation must, among other things, clearly motivate any exceptions or overrides
and be kept on record.

Processes must be in place to define the mapping of any new activities or products.

Senior management is responsible for the mapping policy (which is subject to the approval by the
board of directors).

The mapping process to business lines must be subject to independent review.

3.3.3.2 Qualifying criteria

262. Use of the standardised approaches is subject to the qualifying criteria set out in IFSB Revised
Standard on Supervisory Review Process.

3.3.4 Sh ar Nomcdompliance Risk

263.

(@)

(b)

(©)

In line with paragraph 24 tb), set out below are examples of S h a r @equirdments that are to be
complied with by IIFS in respect of their financing contracts. The list is not conclusive and may vary
according to the views of different S h a r §oardsh

Mu r

(i)

(ii)

Ubahah and 1jUrah contracts

The asset is in existence at the time of sale or lease or, in the case of | j U rtha lease
contract should be preceded by acquisition of the usufruct of that asset, except if the asset
was agreed upon based on a general specification.

The asset is in the legal and constructive possession of the IIFS when it is offered for sale or
lease.

(i) The asset is intended to be used by the buyer/lessee for activities or businesses permissible

by S h a r ;gif thee lasset is leased back to its owner in the first lease period, it should not
lead to a contractof 6i nah .

(iv) There is no late payment penalty fee or increase in price in exchange for extending or

Sal
(i)

(ii)

(iii)

Mu s

(i)

(i)
(iii)

rescheduling the date of payment of accounts receivable or lease receivable, irrespective of
whether the debtor is solvent or insolvent.

am and IstisnU contracts

Sale and purchase contracts cannot be interdependent and interconditional on each other,
such as Salam and parallel Salam, or| s t iasdplrallell st i.snU"

It is not permitted to stipulate a penalty clause in respect of delay in delivery of a commodity
that is purchased under a Salam contract; however, it is allowed under | s t i cs patallel
I stisnU" .

As with Salam, an essential characteristic of an | s t i comratt is that the subject matter
does not, and is not required to, exist physically when the parties enter into the contract.

hUOr akahiOrammaMucontract s

The capital of the IIFS is to be invested in S h a r -gomaliant investments or business
activities. .

A partnerin Mu s h Ur eahnat uarantee the capital of another partner, nor may a
MuLU b guarantee the capital of the MuLUr a b a h

The purchase price of aMash&r aita bindingepromisets har e

purchase can only be set as per the market value or as per an agreement entered into at
the date of contracting. It is not permissible, however, to stipulate that the share be acquired
at its nominal value based on the capital originally contributed.
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3.3.5 Operational Risk Features of S h a r gomptiant Modes of Financing and Investment

264. As explained in paragraph 24 7 operational risk in 1IFS may be classified into various categories
including general operational risk, S h a r gnoracbmpliance risk and legal risk. In the previous
paragraph, certain minimum S h a r gequaréments for various modes of financing are set out, non-
compliance with which can lead to operational risk for IIFS. In the following paragraphs, an explanation
of unique operational risks faced by IIFS in commonly used S h a r -gomaliant modes of financing and
investment is provided, in addition to the points mentioned in earlier paragraphs. It must be emphasised
that any lack of precision in contract documentation entails operational risk.

265. Mur Ub alh aduition to credit risk exposures, IIFS can face the following types of operational
risk relating to Mu r U b dimaachng:

(@) At the time of signing the Mu r U b acbnadat, it is required that an IIFS should purchase the asset
and have it in its legal or constructive possession before selling it to the customer. Therefore, the
IIFS needs to ensure that the legal characteristics of the contract properly match the commercial
intent of the transactions.

(o) Ifthe Mu r U b achstrer acts as the agent of the IIFS for purchasing the underlying asset, title of
the asset must first pass to the IIFS and not directly to the customer.

266. Salam: When an IIFS purchases the commodity from the customer against advanced payment,
the following type of operational risks may arise:

(@) If the underlying goods are agricultural commodities, and the goods delivered are of an inferior
quality to that specified in the contract, the IIFS as a buyer must either reject the goods, or accept
them at the originally agreed price. In the latter case, the IIFS would have to sell the goods at a
lower price than would have been obtained for those specified in the contract. [In case of a parallel
Salam, however, the buyer of the commodity from the IIFS may (but is not obliged to) agree to
accept the goods at the contract price. In such a case, IIFS does not suffer any loss of profit.]

(b)  The underlying goods may be delivered early by the customer, before the agreed date. If the goods
delivered meet the contract specifications, the IIFS as buyer normally has to accept the goods
before the agreed delivery date. This may result in additional cost for the IIFS, such as storage,
T a k Ucowerl or even deterioration of the goods if they are perishable in nature, before the goods
are resold.

(¢) Inthe case of parallel Salam, if the goods cannot be delivered to the parallel Salam buyer i due to
either late delivery by the Salam seller (the customer) or delay by the IIFS itself i the [IFS may face
legal risk, unless the parallel Salam buyer agrees to modify the delivery date of the goods involved.

267. | st ilsthedcase of | st iwithnpBrallel | s t j tisenlES contracts to deliver a constructed or
manufactured asset and enters into a contract with a sub-contractor in order to get the asset constructed
or manufactured. The reliance of the IIFS on the sub-contractor exposes it to various operational risks.
These risks need to be managed by a combination of legal precautions, due diligence in choosing sub-
contractors, and selection of suitably qualified consultants and staff for the execution of contract by the
sub-contractor and, ultimately, delivery by the IIFS to the customer. Some operational risks related to
I st imayrindlude:

(@) In case of late delivery by the sub-contractor, the IIFS may be unable to deliver the asset to the
ultimate customer on the agreed date, and thus can be subject to payment of penalties for late
delivery.

(b) In case of cost overruns during the construction or manufacturing process (due to either increases
in the prices of raw materials and manufacturing/production costs or delays by the sub-contractor,
resulting in higher costs), additional costs may have to be absorbed wholly or partly by the IIFS, in
the absence of an agreement in advance with the ultimate customer. If the sub-contractor fails to
meet quality standards or other specifications agreed with the ultimate customer, the IIFS may face
legal risk if no agreement is reached with the sub-contractor and the ultimate customer, either for
remedying the defects or for reducing the contract price.
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(c) If the sub-contractor fails to complete the asset on time, the IIFS may have to find a replacement
from the market. This is likely to result in additional costs for the IIFS.

268. | j Uand IMB: In an operating | j Uar anhiMB contract, an IIFS as lessor may face the following
types of operational risks during the period of lease:

(@) The ultimate utilisation of the | j Uassehshould be Shari-ah compliant. Otherwise, the IIFS will be
exposed to non-recognition of the | j U ineoime as non-permissible. Further, the IIFS will be
required to repossess the asset and find a new lessee.

(b) If the lessee damages the assets in its possession, but refuses to pay for the damage, the IIFS will
have to repossess the asset and take legal action to cover damages. This might involve operational
and litigation costs.

(c) Inthe event of severe damage or destruction of the asset, without any fault of the lessee, the IIFS
as lessor is required to provide an alternative asset to the customer. If the asset is not insured, the
IIFS will have to bear the cost of buying the new asset. Further, if the IIFS fails to provide the lessee
with an alternative asset, the customer may terminate the | j Ucoatdact without paying the rental
for the remaining duration of the contract.

(d) In the event of any default or misconduct by the lessee, the IIFS may face legal risk in relation to
the enforcement of its contractual right to repossess the asset.

269. Mus h Ur:dnkaaMu s h Ur eoktmdi, the IIFS provides financing on the basis of profit- and
loss-sharing. In such a contract, the following types of operational risk may arise:

(& The lIFS may fail to perform adequate due diligence on the customer or the financed venture.
(b) During the period of investment, the IIFS may fail to monitor adequately the financial performance
of the venture or may not be able to receive the required information from the customer.

270. MuLOr a bla & MuLOr a bcanlkract, the IIFS provides financing on the basis of a profit-sharing
and loss-bearing contract. In such a contract, the following types of operational risk may arise:

@ In this contract, Mutlbisindteqides to bearsamydossesrin thesabsence of
any negligence or misconduct on its part.83 The customer is only required to act in a fiduciary
capacity as the manager of ehefl theosl | fFSDds
management of the enterprise as provider of funds (Rabb al-M U), the situation gives rise to moral
hazard. Information asymmetry may exist due to the failure of the customer to provide regular,
adequate and reliable information about the financial performance of the venture to the IIFS.

(b)  The lIFS may fail to perform adequate due diligence on the customer or the underlying venture.

83 A MuLCrabah contract is a "partnership between work and capital". Therefore, the MuLU r ,iwho invests work but not capital, is
exposed only to the loss of (fruitless) work.
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3.4 Profit-Sharing Investment Accounts

271. This section deals with the capital requirement for assets financed by profit-sharing investment
accounts, a pool of investment funds placed with an IIFS on the basis of MuLUr a b a h

272. Based on the practices prevalent in the various jurisdictions, this section could equally be
applicable to other forms of investment contracts, such as Wa k Ul aMwu sohrU r. &kerehinvestment
accounts are managed under a Wa k U Icanthact, the relationship between the IIFS and the investors is
a simple agency one, with the IIFS earning a flat fee (plus, in some cases, a performance-related
component) rather than a share of profit. Supervisory authorities should use stringent eligibility criteria for
including Wa k Ui caMu s h U r-laked accounts in the definition of PSIA, based on the features and
specificities of PSIA mentioned in this section. Supervisory authorities should also ensure that the
provisions of this section are applied to Wa k U{@hMu s h U r-laaked &ccounts in cases where there
is no element of actual or constructive capital guarantee or promised returns given by the IIFS to the
fund providers.

3.4.1 Types and Nature of PSIA

273. PSI' A (commonly referred to as MAinvestment account s
further categorised into:

(& unrestricted PSIA (UPSIA); and
(b)  restricted PSIA (RPSIA).

274. For UPSIA, IIFS have full discretionary power in making investment decisions, as such funds are

provided by unrestricted investment account holders without specifying any restrictions as to where, how

or for what purpose the funds should be invested, provided that they are S h a r gomalint. More often

than not , the Ul AH funds are ficommingledod in an asset
hol dersdé6 funds ( whi c h SaarealsognueatedaUPSIA aralexdected to khare ih thd-

overall risks of the jointly funded investments made by the IIFS. For RPSIA, on the other hand, the usage

of funds by the IIFS is either subject to pre-specified investment criteria or is as agreed upon between

the restricted investment account holders (RIAH) and the IIFS at the time of contracting. The RIAH share

in the returns and bear the risks of an identified class of assets or a specified type of asset portfolio.
Typically, IIFS do not comminglet he sharehol dersdé funds or other funds
RIAH funds.

275. In the case of both unrestricted and restricted PSIA, the IIFS assumes the role of economic agent

or MuLU r iinkplacing such funds in income-producing assets or economic activities, and as such is

entitled to a share (the MuLU r Bhhre) in the profits (but not losses) earned on funds managed by it on

behalf of the IAH, according to a pre-agreed ratio specified in the Mu/U r a bcarttract. An important

implication of the profit-sharing and loss-bearing nature of a Mu/ZU r a bcanttract is that UPSIA, while
normally appearing on the 11 FS6s balance sheet, are no
the case of liquidation, UIAH have no claim as creditors over the assets of the IIFS (as do conventional

depositors). Instead, they have a claim to the assets financed by their funds (together with their share of

any undistributed profits, less any losses), including their proportionate share of assets financed by

commingled funds.85

3.4.2 Adjustment to the Capital Ratio Denominator

276. The capital amount of PSIA is not guaranteed by the IIFS due to the profit-sharing nature of the
underlying MuLU r a bcanlract (or other similar contracts as per paragraph 272). Therefore, any losses

84 An IFSB survey has shown that, in certain cases, a WakU | #dsed contract is constructed such that it has an element of fixed
return and/or capital guarantee, which makes it closer to a deposit account than a PSIA.

85 The UPSIA holders have an ownership claim as Rabb al-M U to the net asset value of their funds, and in this respect do not rank
pari passu with shareholders. Shareholders are, on the other hand, liable up to the amount of their capital in the IIFS for amounts
deposited by current account holders and other creditors of the IIFS.
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arising from investments or assets financed by PSIA are to be borne by the IAH. Nevertheless, IAH are
not | iable for any | osses arising from the I|II1FS
mandate, which is characterisedasafiduci ary ri sk and considered pa

6s n
rt o

277. In principle, assets financed by wunrestricted or
own (shareholders6) capital and t hus woforthdllF8.dlis ent ai |

implies that assets funded by PSIA would be excluded from the calculation of the denominator of the
capital adequacy ratio; that is, IIFS would not be required to hold regulatory capital in respect of risk
arising from PSIA-funded assets.

278. In practice, however, an IIFS may be constructively obliged to smooth the profits payout to UIAH
(and, where applicable, to RIAH) due to commercial pressure,8 regulatory requirements8” or
management strategy® using various smoothing techniques (mentioned in section 3.4.3). A necessary
consequence of some of these smoothing practices adopted by IIFS is that a portion of risk (i.e. volatility
of the stream of profits) arising from assets managed on behalf of UIAH is effectively transferred to the

egl
fot

re.

Il FS6s own <capital, a phenomenon known as "displaced

section 3.4.4 for an explanation), commercial risks of assets financed by UPSIA are considered to be
borne proportionately by both the UIAH and the IIFS. Hence, instead of excluding all the assets funded
by PSIA from the denominator of the CAR discussed in the previous paragraph to reflect DCR, a
proportion of the RWA funded by UPSIA is required to be included in the denominator of the CAR. This
portion of RWA is denoted by the Greek Il etter i
in the CAR calculation are subject to supervisory discretion. (See section 3.4.6 for a discussion of the
calculation of alpha.)

3.4.3 Smoothing Practices

279. In order to mitigate withdrawal risk, IIFS resort to various smoothing techniques, depending upon
various internal and regulatory considerations mentioned earlier. IIFS use these techniques alternatively
to, and/or in combination with, other techniques listed below. These techniqgues may or may not transfer
the risk of assets financed by PSIA funds to shareholders, as explained in the following:

(@) Adjusting the MuLOr i b  #mIiES ean smooth returns paid to IAH by temporarily reducing its
MuLU r shhre below the contractual share (which tends, in practice, to be set at a maximum level)
and/or by otherwise assigning a lower profit share to shareholders, even if the IIFS is not
contractually obliged to do so. However, this mechanism can only be used for income smoothing in
the absence of losses, as investment losses on PSIA funds are to be borne by the IAH themselves,
while the IIFS merely receives no share of profitas Mu/Ur .i b

() Transferring from IsihhhS emahage méntf umayg : ( vapptoval)
donate some portion of the shar ehHbahsrasté offernhe
latter a level of return close to the market benchmark level, when the overall investment returns of
the IIFS are lower than the benchmark.

(c) Maintaining a profit equalisation reserve: An IIFS may establish PER by setting aside amounts from
the investment profits before allocation between the shareholders and the UIAH®® and the
cal cul at i onMudUr shHneeof ptolitss B1é momponents of the accumulated PER that are
owned pro-rata by UIAH and the shareholders can be drawn down to smooth the profit payouts
attributable to UIAH when investment returns decline.

(d) Establishing an investment risk reserve: An IIFS may also maintain a reserve called IRR by setting
aside amounts from the investment profits a
MuLU r Bhlre of profits. The accumulated IRR, which belongs entirely to UIAH, can be used only

86 ||FS may face competitive pressures to pay IAH a market-related return to prevent withdrawal of funds by IAH.

87 A supervisory authority may require the [IFS to maintain smoothing reserves and/or use other techniques to pay returns to IAH
that take into account prevailing market rates. Supervisory authorities normally take these steps in order to reduce withdrawal risk
by IAH in response to poorer-than-expected returns by IIFS, which, if unmitigated, can reach systemic proportions and be a cause of
concern from a financial stability perspective.

88 |IFS management may manage investment risks as well as expectations of IAH so that the extent of risk (i.e. the volatility of
returns) that is retained by shareholders, and the amount of risk that is borne by IAH, is managed through a set of smoothing
techniques, thereby maintaining the capital requirements of IIFS.

89 |n some countries, the appropriation of income is to be made after taking into consideration the tax effect.
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to cushion any losses (negative asset returns) attributable to UIAH that might arise from time to
time.

3.4.4 Displaced Commercial Risk

280. The term fAdisplaced commerci al risko refers
shareholders (i.e its own capital) in comparison to the situation where the IAH assume all commercial
risks associated with the assets financed by their funds. While in principle the IIFS has full discretion as
to whether it performs this displacement of commercial risk, in practice it may find itself virtually obliged
to do so due to various reasons mentioned in paragraph 278. The rate of return paid to the IAH

to

t he

(especially Ul AH) is thus fAsmoothedo at the expense of

Such a situation would most often arise:

@ as a result of rate of return risk (otherwise

are invested in assets such as Mu r U b aohlajhUwith & relatively long maturity and at a rate of
return which no longer meets current market expectations. A lower rate of return on assets than
that currently expected by the UIAH could result in the withdrawal of funds by them, exposing the
IIFS to liquidity risk. In its efforts to limit these risks, an IIFS can employ smoothing techniques; or
(b)  in respect of other market risks (such as price risk) or credit risk when an IIFS wishes to protect its
IAH from the effects of the poor overall performance of a portfolio of assets under its management
(subjecttothe S h a r @rohéition of the MuLU r making good an overall loss to the investor).

281. By using the PER, IIFS may maintain the profit payouts to UIAH at market-related levels when the
actual asset returns are higher, by making appropriations to the PER. These appropriations may be
reversed when actual asset returns are lower than market-related levels. In addition, appropriations to
IRR can be made from the IAH share of profit, to be reversed when asset returns are negative. In case
IIFS are able to manage the distribution of returns on UPSIA entirely through adjustments in PER without
adjusting the MuLU r share of profits and/or having any recourse to income transfer from shareholders
(explained in section 3.4.3(a) and (b)), there will be no DCR, and no consequent requirement for the IIFS
to support an additional capital charge.

282. The formulation of prudential reserves may not, however, entirely mitigate DCR. This is because
of the limitations of PER and IRR themselves. Apart from corporate governance restraints on the setting
up of these reserves, mentioned in detail in section 4.2 of IFSB GN-3, excess accumulation of PER and
IRR may be constrained by supervisory authorities.®® Further, the required magnitude of the
displacement of risk from UIAH to shareholders by adjusting the MuLU r Bhlare of profits and/or income
transfer from shareholders to achieve a desired rate of return to UIAH depends upon the available level
of PER, the market benchmark return, and the actual investment return of the IIFS. The relationship

bet ween the |1 FS6s investment returns and the ri

larger the investment return, the less is the need for transfer of risks from shareholders. The larger the
negative correlation between these two, the greater is the DCR to which shareholders are exposed, and
hence the larger is the capital requirement.

283. It should be noted that DCR does not relate to covering an overall loss attributable to UIAH by
reallocating profit from shareholders, as S h a r @ulea &nd principles do not permit this. IIFS should
cover such losses by maintaining an IRR, and if the IRR balance is insufficient to cover the loss entirely,
no further amounts may be transferred from the PER in order to made a profit payout to the IAH.
However, if the balances of the PER and IRR are sufficient, this may permit the payment of targeted
levels of return to UIAH even when actual asset returns are negative.

3.4.5 Calculation of CAR

284. It follows from the above that it may be appropriate for an IIFS to use either of the following
formulas for calculation of its CAR, depending on the circumstances:

90 see paragraph 63 of IFSB GN-3.
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(8 The standard formula: In the absence of any smoothing of the profit payouts to IAH by an IIFS, the
IIFS is not required to hold regulatory capital in respect of commercial (i.e. credit or market) risks
arising from assets funded by PSIA. This implies that the RWAs funded by such accounts are
excluded in respect of commercial risks in calculating the denominator of the CAR, leaving only
operational risk. This is called the "standard formula" and is calculated as follows:

Eligible Capital

{Total risk-weighted assets®! (Credit®? + Market®? risks) Plus: Operational risks
Less:
Risk-weighted assets funded by PSIA® (Credit®2 + Market?? risks)}

(b)  The supervisory discretion formula: In jurisdictions where IIFS practise the type of income
smoothing for IAH (mainly UIAH) that gives rise to DCR, the supervisory authority should require
regulatory capital to be held to cater for DCR. In this approach, commercial risks of assets financed by
UPSIA (i.e. the volatility of the returns excluding overall losses) are considered to be borne
proportionately by both the UIAH and the IIFS. Hence, a proportion of the RWAs funded by UPSIA,
denoted by the Greek Il etter fal phao, is reARythe ed to
permissible value of alpha being subject to supervisory discretion. A supervisory authority may also
decide to extend this treatment to RPSIA. Such risk-sharing between PSIA and IIFS gives rise to a
supervisory discretion formula that is applicable in jurisdictions where the supervisory authority takes the
view that, in order to mitigate withdrawal risk and the attendant systemic risk, IIFS in the jurisdiction are
permitted (or in some jurisdictions required) to smooth income to the IAHs. The CAR under this formula is
calculated as follows:

Eligible Capital

{Total risk-weighted assets (Credit®2 + Market%? risks) Plus: Operational risks

Less:
Risk-weighted assets funded by restricted PSIA% (Credit®? + Market®? risks) Less:
(17 U ¥*[Risk-weighted assets funded by unrestricted PSIA3 (Credit®2 + Market 22 risks)] Less:

U [ Ruieighked assets funded by PER and IRR of unrestricted PSIA% (Credit®2+ Market®2

risks)]}

91 Total RWAs include those financed by both restricted and unrestricted PSIA.

92 Credit and market risks for on- and off-balance sheet exposures.

93 Where the funds are commingled, the RWAs funded by PSIA are calculated based on their pro-rata share of the relevant assets.

PSIA balances include PER and IRR, or equivalent reserves.

% "Alpha (U)" refers to the proportion of assets funded by unrestr
authorities. The value of U worudids arhye raeutohrcer ivtair epy-€askdaasisecdr eotni ot rh eo ns ua ec
% The relevant proportion of RWAs funded by the PSIA6s share of PER
has the effect of reducing the displaced commercial risk, and the IRR has the effect of reducing any future losses on the investment

financed by the PSIA.
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346 Determination of Al pha (U)

285. Supervisory authorities should assess the extent of risks borne by PSIA and reflect these
assessments in the computation of capital adequacy for IIFS in their jurisdiction. The main challenge

facing IIFS and their supervisors in this connection is to assess therisk-s har i ng | evel bet ween
capital (sharehol dersdéd funds) and that of t that | AH. As
needs to be included in the CAR to cater for the trans

The supervisory assessment of how an [IFS manages the riski return mix of PSIA would determine the
alpha factor, with a value of alpha near zero reflecting an investment-like product with the investor
bearing the commercial risk, while a value of alpha close to 1 would reflect a deposit-like product with the
depositor effectively bearing virtually no commercial risk. PSIA could also be positioned anywhere along
a continuum between these two cases, depending upon the extent of investment risks actually borne by
the 1AH.

286. The IFSB issued GN-4 (Guidance Note on the Determination of Alpha in the CAR for IIFS) in
March 2011 which outlines a methodology to estimate the value of alpha to be used in the supervisory
discretion formula in calculating the CAR of IIFS. It has also demonstrated how to measure the DCR i
that is, the additional risk that IIFS shareholders may assume in order to cushion the returns payable to
IAH against variations in asset returns. This GN has also endeavoured to provide an algebraic approach
to the determination of DCR and alpha that can be used by supervisory authorities to decide the
appropriate level of alpha for all or some of the IIFS in the jurisdiction. It has, however, cautioned that
supervisory authorities need to require additional data in order to estimate the level of exposure to DCR
and thereby arrive at reasonably accurate estimates of alpha. In this context, supervisory and regulatory
authorities will need, in the first place, to determine data requirements for the calculation of DCR and
alpha. This, in turn, may require assessing the existing accounting frameworks, and requirements in their
jurisdictions for reporting and disclosure to the supervisor.

287. IFSB GN-4 provided guidance on a number of supervisory discretion issues when estimating the
value of alpha for IIFS, looking at the DCR risk profile of the latter, at both institution and jurisdiction
levels. It further cautioned that higher values of alpha may be applicable in jurisdictions where 1AH tend
to be highly protected by the governments and central banks for strategic reasons. In this context, it has
been recommended that supervisory authorities should base their judgements on the actual legal status
of PSIA in their jurisdictions (i.e. whether PSIA are de jure or de facto capital certain because of legal or
regulatory/supervisory requirements, or are led to expect market-related returns, or are protected by
Sharg ~ -aompliant deposit insurance in the jurisdiction).
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SECTION IV: CAPITAL REQUIREMENTS FOR ISLAMIC FINANCING AND INVESTMENT ASSETS

288. The minimum capital requirements for the nine classes of Islamic financing assets are set out
below, taking into account both credit risk and market risk as appropriate.

41 Mur Ub admé&Mu r Ub afbrahie Purchase Orderer

4.1.1 Introduction

289. This section sets out the minimum capital requirements to cover the credit and market risks arising
from entering into contracts or transactions that are based on the S h a r @ulea land principles of
Mu r Ub ahdaviu r U b dadn thenpurchase orderer (MPO).

290. In Mu r U b aahdaMPO, the capital requirement for credit risk refers to the risk of a counterparty

not paying the purchase price of an asset to the IIFS. In the case of market (price) risk, the capital
requirement is applicable with respectto: (a) assets in the |1 FS6s possession
either on the basis of Mu r Ub adn MRO; and (b) assets which are in its possession due to the

C ust o me-pdafermamae of a promise to purchase (PP) in either non-binding or binding MPO.

291. The supervisory authority has discretion to apply to IIFS the relevant provisions of this section for
other forms of sale contract, namely Mu s U w a anad Bay' Bithaman Ajil.

292. This section is divided into (@) Mu r U b aahdanon-binding MPO, and (b) binding MPO, as the
types of risk faced by the IIFS are different at the various stages of the contract for the two categories.
This classification and the distinctions between a non-binding MPO and a binding MPO are subject to the
criteria and opinions set out by the respective S h a r @upentisory Board (SSB) of the IIFS or any other
SSB as specified by the supervisory authority.

293. A Mur Ub achnérdet is an agreement whereby the IIFS sells to a customer at acquisition cost
(purchase price plus other direct costs), plus an agreed profit margin or mark-up, a specified kind of asset
that is already in its possession. An MPO contract is an agreement whereby the IIFS sells to a customer
at cost (as above), plus an agreed profit margin, a specified kind of asset that has been purchased and
acquired by the IIFS based on a PP given by the customer, which may be considered to be either a
binding or a non-binding PP.

412 Mur Ubahah -himdihg MRON

294. In a Mu r Ub atfaresdction, the IIFS sells an asset that is already available in its possession,
whereas in an MPO transaction the IIFS acquires an asset in anticipation that the asset will be purchased
by the orderer/customer.

295. This price risk in Mu r U b acbrérdcts ceases and is replaced by credit risk in respect of the
amount receivable from the customer following the transfer of title in the asset to the customer. Likewise,
in a non-binding MPO transaction, the IIFS is exposed to credit risk on the amount receivable from the
customer when the latter accepts transfer of title and assumes ownership of the asset.

4.1.3 Binding MPO

296. In a binding MPO, the IIFS has no "long" position in the asset that is the subject of the transaction,
as there is a binding obligation on the customer to take delivery of the asset at a pre-determined price.
The IIFS is exposed to counterparty risk in the event that the orderer in a binding MPO does not honour
his/her obligations under the PP, resulting in the IIFS having to dispose of the asset to a third party at a
selling price which may be lower than the cost to the IIFS. Depending on the S h a r @ulingshthat are
applicable, the risk of selling at a loss may be mitigated by requiring the customer to deposit a Hamish
Jiddiyah upon executing the PP, as commonly practised in the case of a binding MPO. The IIFS would
have recourse to the customer for any shortfall in the HJ to compensate for the loss, and would be
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obliged to refund to the customer any amount of the HJ in excess of the loss. The HJ may be treated,
after the conclusion of Mu r Ub a hsapart of the payment of the agreed selling price under the
Mu r Ub aconadct. Alternatively, the IIFS may take a down-payment (U r b)ifram the purchase orderer
when signing the contract. This payment is retained by the IIFS if the purchase orderer fails to execute
the contract, whereas on the execution of the contract the Ur b Is treated as a payment in advance.

4.1.4 Collateralisation

297. As one of the CRM techniques, the IIFS may secure a pledge of the sold asset or another tangible

asset as collateral for the Mur Ub arheachei vabl e (MecoUbahah Lol daderal i sati
automatically provided in a Mu r U b acbnadet but must be explicitly stated or must be documented in a

separate security agreement at or before the time of signing the Mu r U b acbhn&rdet.® The IIFS may

employ other techniques such as pledge of deposits or PSIA or a third-party financial guarantee. The RW

of a financial guarantor may be substituted for the RW of the purchaser provided that the guarantor has a

better credit rating than the purchaser and that the guarantee is legally enforceable.

4.1.5 Credit Risk

4.1.5.1 Mu r 0b admdron-binding MPO

298. The credit exposure of a Mu r U b aoh MPO consists of the balance of the account receivable
under the contract which is recorded at its cash-equivalent value i that is, the amount due from the
customer at the end of the financial period less any provision for doubtful debts.

299. The account receivable (net of specific provisions) arising from a Mu r Ub asale khall be
assigned a RW based on the credit standing of the obligor (purchaser or guarantor) as rated by an ECAI
that is approved by the supervisory authority. In cases where the obligor is unrated, a RW of 100% shall

apply.
4.1.5.2 Binding MPO

300 I n a binding MPO, an |1 FS is expo Dightiobtopuctlaéeaul t on
the asset in its possession. In the event of the orderer defaulting on its PP, the IIFS will dispose of the

asset to a third party. The IIFS will have recourse to any HJ% paid by the orderer, and (a) may have a

legal right to recoup from the orderer any loss on disposing of the asset, after taking account of the HJ; or

(b) may have no such legal right. In both cases, this risk is mitigated by the asset in possession as well as

any HJ paid by the purchase orderer.

301. Incase (a), the IIFS has the right to recoup any loss (as indicated in the previous paragraph) from
the orderer; that right constitutes a claim receivable which is exposed to credit risk, and the exposure
shall be measured as the amount othdllF$, less thamasketivadusoft ot al a

the asset as collateral subject to any haircut, and less the amount of any HJ. The applicable RW shall be
based on the standing of the obligor as rated by an ECAI that is approved by the supervisory authority. In
cases where the obligor is unrated, a RW of 100% shall apply.

302. In case (b), the IIFS has no such right, and the cost of the asset to the IIFS constitutes a market
risk (as in the case of a non-binding MPO), but this market risk exposure is reduced by the amount of any
HJ that the IIFS has the right to retain.

303. In applying the treatment as set out in the previous paragraph, the IIFS shall ensure that the PP is
properly documented and legally enforceable. In the absence of proper documentation and legal
enforceability, the asset is to be treated as similar to a non-binding MPO which is exposed to price risk,
where the measurement approach is as set out in section 4.1.6.1.

9% |n some jurisdictions, on foreclosure the obligations are deemed to be fully discharged, while in other jurisdictions the customer

remains liable for any amount of the financing that is not repaid by the realisation of the pledged asset. This is true of collateralised

financing generally, not just of collateralised Mu r Ob adthdti gati ons. These differences affect the &
The |1 FS6s recourse to HJ should be within the |imits ofhethe act u:
sale price of the asset.
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304. Upon selling the asset, the accounts receivable amount (net of specific provisions) shall be
assigned a RW based on the credit standing of the obligor as rated by an ECAI that is approved by the
supervisory authority. In cases where the obligor is unrated, a RW of 100% shall apply.

4.1.5.3 Exclusions

305. The capital requirement is to be calculated on the receivable amount, net of specific provisions,
any amount that is secured by eligible collateral as defined in section 3.1.8, and/or any amount that is
past due by more than 90 days. The portions that are collateralised and past due are subject to the
relevant RW as set out in sections 3.1.9 and 3.1.5, respectively.

4.1.5.4 Preferential RW

306. Subject to meeting the minimum requirements as set out in section 3.1.4, the RW of collateralised
Mu r Ub artaple given preferential RW as set out below for the following types of collateralised asset
(see section 3.1.4 for the eligibility criteria):

(a) 75% for eligible retail customers or small businesses;

(b) 35% foraMu r Ub aéntdcet secured by eligible residential real estate unless otherwise
determined by the supervisory authorities; or

(c) 100% foraMu r U b adntact secured by commercial real estate, or 50% in "exceptional
circumstances” subject to eligibility criteria.

307. The supervisory authority has discretion to apply these preferential RW under appropriate
circumstances.

4.1.6 Market Risk
4.1.6.1 Mu r Ub admdiron-binding MPO

308. In the case of an asset in possession in a Mu r Ub attamséction and an asset acquired
specifically for resale to a customer in a non-binding MPO transaction, the asset would be treated as
inventory of the IIFS and, using the simplified approach, the capital charge for such a market risk
exposure would be 15% of the amount of the position (carrying value), which equates to a RW of 187.5%
if the minimum capital requirement is 8%. The 15% capital charge is also applicable to assets held by an
IIFS in respect of incomplete non-binding MPO transactions at the end of a financial period.

309. Assets in possession on a "sale or return" basis (with such an option included in the contract) are
treated as accounts receivable from the vendor and, as such, would be offset against the related
accounts payable to the vendor. If these accounts payable have been settled, the assets shall be
assigned a RW of 100% (equal to a capital charge of 8% if that is the minimum capital requirement),
subject to (a) the availability of documentation evidencing such an arrangement with the vendor, and (b)
the period for returning the assets to the vendor not having been exceeded.

4.1.6.2 Binding MPO

310. In a binding MPO, the orderer has the obligation to purchase the asset at the agreed price, and
the IIFS as the seller is not exposed to market risk in respect of the asset, but only to credit risk, as
indicated in section 4.1.5.2.

Foreign exchange risk

311. The funding of an asset purchase or the selling of an asset may well expose an IIFS to foreign
exchange risk; therefore, the relevant positions should be included in the measures of foreign exchange
risk described in section 3.2.4.3.
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4.1.7 Summary of Capital Requirement at Various Stages of the Contract

312. The following tables set out the applicable stages of the contract and the applicable capital
charges.

4.1.7.1 Mu r Ub admdirton-binding MPO

Applicable Stage of the Contract Credit RW Market Risk Capital Charge

Asset available for sale . 15% capital charge
(asset on balance sheet)* Not applicable (187.5% RW)

Asset is sold and title is
transferred to a customer,and Based on cust o

2 the selling price (accounts 100% RW for unrated Not applicable
receivable) is due from the customer (see section 4.1.5.1)
customer

Maturity of contract term or
upon full settlement of the
purchase price, whichever is
earlier

Not applicable Not applicable

*Also includes an asset which is in possession due to cancellation of PP by a non-binding MPO customer.
Any HJ taken is not considered as eligible collateral and shall not be offset against the value of the asset.

4.1.7.2 Binding MPO

Applicable Stage of the Contract Credit RW** Market Risk Capital Charge

Asset acquisition cost less
market value of asset as
collateral (net of any haircut) |[Not applicable
less any HJ x 100% RW (see
section 4.1.5.2)

Asset available for sale (asset
on balance sheet)*

Based on custg
100% RW for unrated
customer (see section 4.1.5.2,
last paragraph)

/Asset is sold and delivered to a
2 |customer (accounts receivable
is due from a customer)

Not applicable

Maturity of contract term or
upon full settlement of the
selling price, whichever is
earlier

Not applicable Not applicable

*Also includes an asset which is in possession due to cancellation of PP by a customer.

**This credit RW is applicable only when 1 I FS wild.l hav
and (depending on the legal situation) in the case of HJ may have a right to recoup from the customer

any loss on disposing of the asset, after taking account of the HJ. (This right does not exist in the case of

Urbln.)

If the 1IFS has no such right, the cost of the asset to the IIFS constitutes a market risk (as in the case of a

non-binding MPO), but this market risk exposure is reduced by the amount of any HJ that the IIFS has the
right to retain.
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4.2 Commodity Mu r Ub aTwamsactions

4.2.1 Introduction

313.  This section sets out the minimum capital requirements to cover the credit and market risks
arising from financing contracts that are based on the Sh ar @ulea land principles of commodity
Mu r U b aranadsctions, either in the interbank market or to other customers.

314. IIFS can be involved in CMT-based financing in the following forms:%8

(@) CMT for interbank operations for managing short-term liquidity surplus (i.e. selling and buying
of Sh ar -gomaliant commodities through Mu r U b athaashctions, which is commonly
termed Aplacement 0 i n)ocwherg thercounterpaaty is thercentral hankt i on s
or monetary authority offering a S h a r -gomaliant lender of last resort and/or a standing
facility for effective liquidity management. Such placement/financing is referred to as
AicommoMuirtyp dhoah | i qui d ®funds (CMLF)o.

(b) CMT for providing financing to a counterparty by a longer-term commodity Mu r U b awhereh
the counterparty immediately sells the commodities on the spot market is referred to as
i @nmodity Mur Ubd&hamhanci ng ( CMF) 0.

315. CMLF is a tool for liquidity management for IIFS in order for them to invest their surplus liquid
funds on a short-term basis with other market players, within or outside the jurisdiction. In this type of
transaction, the RW will be influenced by the credit standing of the counterparty receiving the funds and
the duration of the placement.

4.2.2 Capital Requirements

316. Based on the general CMT structures, the transactions can pass through several important
phases, each of which has different risk implications. Thus, an IIFS is exposed to different risks in
different phases of the CMT. Consequently, it is crucial for IIFS to recognise and evaluate the overlapping
nature and transformation of risks that exist between various types of risk. Since the dynamism of risk
exposure through the phases of CMT is unique, IIFS should break down the contractual timeline for CMT
while managing the risks in each phase.

317. An IIFS may be exposed to market risk through any fluctuation in the price of the underlying
commodity that comes into its possession for a longer duration than normal i for example, when a
customer refuses to honour his commitment to buy or when the agreement is non-binding. With CMLF
and CMF on the asset side, market risk transforms into credit risk; that is, market risk is applicable before
selling the commaodities to the counterparty, while upon their being sold to the counterparty on deferred
payment terms the market risk converts into credit risk. In view of the market practice relating to CMT
whereby the commodities are sold instantaneously after being bought on the basis of a binding promise,
there would be no market risk. On the other hand, if an IIFS holds title to the commodities for any length
of time in the CMT transaction, a market risk exposure will be present. Placement of funds in currencies
other than the local currency will also expose the IIFS to foreign exchange risk.

4.2.2.1 Credit risk

318. As in both CMLF and CMF, a binding promise from the customer exists to purchase the
commodi ty; an |1 FS wildl be exposed to default on the
default by the customer, the IIFS will dispose of the asset to a third party; that is, the credit risk will be

98 please see IFSB GN-2 (Guidance Note on CMT, issued in December 2010) for details on various risk management and capital
adequacy aspects of CMT that can be conducted on both sides of the balance sheet.

99 CMLF is also referred to as i ¢ o mmoMuitbaahi nvest ment o by some || FS inMah@bamalstry.
should not be classified as an investment, since in fact it is a type of receivable.
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mitigated by the asset in possession as collateral, net of any haircut. The exposure shall be measured as
the amount of the total acquisition cost to the IIFS for the purchase of commodities, less the market value
of the commodities as collateral, subject to any haircut and specific provisions, if any. The RW of the
counterparty shall be applicable to the resultant receivables,1® and would be based on credit ratings
issued by a recognised ECAI.0 In the case of an unrated counterparty, the applicable RW will be 100%.

319. In applying the RWs outlined above, an IIFS should ensure that the contracts for the transactions
are properly documented and legally enforceable in a court of law. In the absence of these features, the
commodities will be exposed to market risk as set out in the following paragraph.

4.2.2.2 Market risk

320. In the presence of a binding promise to purchase from the counterparty (section 4.2.2, paragraph
294) and legally enforceable contract documentation (above paragraph), no capital charge will be
applicable for market risk. Otherwise, a capital charge for commodities risk will be applicable, and will be
measured by using either the maturity ladder approach or the simplified approach as set out in sub-
section 3.2.4.4.

321. In case the exposure is denominated in a foreign currency, a capital charge on the foreign
currency exposure will be calculated as outlined in section 3.2.4.3.
4.2.3 Summary of Capital Requirement

322.  The following table delineates the applicable stage of the CMLF and CMF on the asset side and
associated capital charges.

Applicable Stage of the Contract Credit RW Market Risk Capital Charge

Total acquisition cost to the
IIFS for the purchase of
Commodities on IIFS balance commodities, less the_ _market . .
1 sheet for sale value of the cqmmodmes as |Not applicable

collateral, subject to any
haircut and specific
provisions.

Based on count
rating or 100% RW for Not applicable
unrated customer.

Commodities sold and
delivered to the customer

*In the presence of a binding promise from the counterparty to purchase, and legally enforceable contract
documentation, there will be no capital charge.

100 |1 CMLF and CMF on the asset side, the IIFS will be exposed to market risk in the interval before it sells the commodities to the
counterparty, and subsequently to credit risk (accounts receivable risk), which will be applicable after the IIFS sells those
commodities to the counterparty.

101 |f the credit exposure is funded and denominated in local currency and the counterparty is a domestic sovereign, a 0% risk
weight shall be applied. Otherwise, a higher risk weight as suggested by the credit rating of the foreign sovereign shall be
applicable.
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4.3 Salam

4.3.1 Introduction

323.  This section sets out the minimum capital requirement to cover credit and market (price) risks
arising from entering into contracts or transactions that are based on the S h a r gulesamd principles of
Salam. The IIFS is exposed to: (a) the credit (counterparty) risk of not receiving the purchased commodity
after disbursing the purchase price to the seller; and (b) the price risk that the IIFS incurs from the date of
execution of a Salam contract, which is applicable throughout the period of the contract and beyond the
maturity date of the contract as long as the commodity remains in the ownership of the IIFS, in the
absence of a hedge in the form of a parallel Salam contract covering the subject matter. (A parallel
contract may also be used to hedge part of the exposure.)

324. This section is applicable to: (a) Salam contracts that are executed without any parallel Salam
contracts; and (b) Salam contracts that are hedged by independently executed parallel Salam contracts.

325. A Salam contract is a contract to purchase, at a pre-determined price, a specified kind of
commodity92 which is to be delivered on a specified future date in a specified quantity and quality. The
IIFS as the buyer makes full payment of the purchase price upon execution of a Salam contract or within
a subsequent period not exceeding two or three days as deemed permissible by its SSB.

326. In certain cases, an IIFS enters into a separate back-to-back contract, namely a parallel Salam, to
sell a commodity with the same specification as the purchased commodity under a Salam contract to a
party other than the original seller. The parallel Salam allows the IIFS to sell the commodity for future
delivery at a pre-determined price (thus hedging the price risk on the original Salam contract) and
prevents the IIFS from having to take delivery of and to warehouse the commodity. As noted above, such
a parallel contract may also be used as a partial hedge.

327.  The non-delivery of the commodity by a Salam customer/seller (i.e. counterparty risk) does not
di scharge the |1 FSb6s obligations t &alathednfracteand thub
exposes the IIFS to potential loss in obtaining the supply elsewhere.

328. The obligations of an IIFS under Salam and parallel Salam are not interconditional or
interdependent, which implies that there is no legal basis for offsetting credit exposures between the
contracts.

329. In the absence of a parallel Salam contract, an IIFS may sell the subject matter of the original
Salam contract in the spot market upon receipt, or, alternatively, the IIFS may hold the commodity in
anticipation of selling it at a higher price. In the latter case, the IIFS is exposed to price risk on its position
in the commodity until the latter is sold.103

4.3.2 Credit Risk

330. The receivable amount generated from the purchase of a commodity based on a Salam contract
shall, in appropriate cases, be assigned a RW based on the credit standing of a supplier/counterparty as
rated by an ECAI that is approved by the supervisory authority. If the supplier/counterparty is unrated
(which will normally be the case), a RW of 100% shall apply.

102 A commodity is defined as a fungible physical product which is and can be traded on a secondary market i for example,

agricultural products, minerals (including oil) and precious metals (excluding gold and silver). The commodity may or may not be
traded on an organised exchange.

103 |f the Salam counterparty (supplier) defaults by failing to deliver the subject matter, the IIFS as buyer has de facto no long
position in the subject matter. If there is a parallel Salam contract, the IIFS is obliged to procure the commodity in the spot market to
honour the parallel contract. In the absence of a parallel Salam, however, it is arguably excessive to require an IIFS to make capital
charges for both credit risk and market risk on a Salam contract. Following this logic, only a market risk capital charge (the larger of
the two) may be required. This is a matter for supervisory discretion.
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4.3.2.1 Exclusions

331.  The capital requirement is to be calculated on the receivable amount, net of specific provisions, of
any amount that is secured by eligible collateral as defined in section 3.1.8 and/or any amount which is
past due by more than 90 days. The portions that are collateralised and past due are subject to the
relevant RW as set out in sections 3.1.9 and 3.1.5, respectively.

4.3.2.2 Applicable period

332. The credit RW is to be applied from the date of the contract made between both parties until the
maturity of the Salam contract, which is upon receipt of the purchased commodity.

4.3.2.3 No offsetting arrangement between credit exposures of Salam and parallel Salam

333.  The credit exposure amount of a Salam contract cannot be offset against the exposure amount of
a parallel Salam contract, as an obligation under one contract does not discharge an obligation to perform
under the other contract.

4.3.3 Market Risk

334. The price risk on the commodity exposure in Salam can be measured using either: (a) the
maturity ladder approach; or (b) the simplified approach (see section 3.2.4.4). Under the simplified
approach, the capital charge will be equal to 15% of the net position in each commodity, plus an
additional charge equivalent to 3% of the gross positions, long plus short, to cover basis risk and forward
gap risk. The 3% capital charge is also intended to cater for potential losses in parallel Salam when the
seller in the original Salam contract fails to deliver and the IIFS has to purchase an appropriate
commodity in the spot market to honour its obligation.

335. The long and short positions in a commodity, which are positions of Salam and parallel Salam,
may be offset under either approach for the purpose of calculating the net open positions, provided that
the positions are in the same group of commodities.

Foreign exchange risk

336. The funding of a commodity purchase or selling of a commodity may well leave an IIFS open to
foreign exchange exposures, and in that case the relevant positions should be included in the measures
of foreign exchange risk described in section 3.2.4.3.

Supervisory discretion

337. Under the maturity ladder approach for market risk, the supervisory authority has discretion to
allow netting between different categories of commodities where the commodities are deliverable against
each other or represent close substitutes for each other (provided the exchange of similar commodities
would not result in Riba) and have a minimum correlation of 0.9 between the price movements that can
be established over a minimum period of one year (see section 3.2.4.4).

4.3.4 Summary of Capital Requirement at Various Stages of the Contract
338.  The following tables set out the applicable stage of the contract that attracts capital charges.
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(a) Salam with parallel Salam

Applicable Stage of the Contract Credit RW Market Risk Capital Charge
Two approaches are
applicable:
Maturity ladder approach
Based on cust Seesection3.2.4.4

Payment of purchase price by
1 thellFSto a Salam
customer/seller

or
100% RW for unrated
customer

No netting of Salam
exposures against parallel
Salam exposures

See section 4.3.2

Simplified approach

15% capital charge (187.5% RW
equivalent) on net position (i.e.
netting of Salam

exposures against parallel
Salam exposures)

Plus:

3% capital charge (37.5% RW

equivalent) on gross positions (i.e.

Salam exposures plus parallel

Receipt of the purchased
commodity by the IIFS

Not applicable

Salam exposures)

See section 4.3.3

The purchased commodity is
sold and delivered to a buyer

Not applicable

Not applicable

(b) Salam without parallel Salam

Applicable Stage of the Contract

Credit RW

Market Risk Capital Charge

Payment of purchase price by
1 the lIFS to a Salam customer
(seller)

Based cust
or

100% RW for unrated
customer (but see footnote

103)

on

See section 4.3.2

Simplified approach

15% capital charge (187.5% RW
equivalent) on long
position of Salam exposures

Receipt of the purchased
commodity by the IIFS

Not applicable

See section 4.3.3

The purchased commodity is
sold and delivered to a buyer

Not applicable

Not applicable
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4.4 |l stisnU

4.4.1 Introduction

339. This section sets out the minimum capital adequacy requirement to cover credit and market
(price) risks arising from entering into contracts or transactions that are based on the S h dah gules and
principlesofl st i.snU"

4.4.2 Principlesofl st i snU

340. An | st i comtrkct is a contract between a seller (al-s a h and the buyer (al-mu st g soni 6
manufacture or construct a non-existent asset which is to be manufactured or built according to the

buyerd6s specifications and iuredateatalpre-deteeninedsalinggpdce.tnn a s p e
anl s t icentrddt, price and other necessary specifications must also be fixed and fully settled between

the buyer and manufacturer/builder. The payments by the buyer in | s t i reay b’ made in advance,

during the period of construction reflecting stages of completion, or deferred to a specified future date.

The contract of | s t iisanbldding contract that cannot be cancelled unilaterally by either party once the

manufacturing work starts. If the subject matter does not conform to the specification agreed upon, the

buyer has the option to accept or to refuse the subject matter.

341.  The subject matter on which transaction of | s t i ishadéd is always an item which needs to be
manufactured or constructed, such as a ship, an aircraft or a building, and it cannot be an existing and
designated asset. | s t i nsag &lso be used for similar projects such as installation of an air-conditioner
plant in the customerés factory, or building a bridge

342.  The price of an asset under this contract is agreed or determined on the contractual date, and
such a contract is binding. The price cannot be increased or decreased on account of an increase or
decrease in commodity prices or labour cost. The price can be changed subject to the mutual consent of
the contracting parties, which is a matter for the commercial decision of the IIFS and can result in a lower
profit margin.

4.4.3 Roles and Exposure of IFSin | st i Gomtthct

343. In practice, an IIFS can play different roles while engaging in the contract of | s t i, a&s follbws:
€) IIFS as a seller (al-s a hin 16s t i contrddt

In many cases, an IIFS acts as a "seller"inthe | s t i centrddt and engages the services of a contractor
(other than the client) by entering into another IstisnU contract as buyer!®* or using some other Shar -9~ ah
compliant contractsuchasMur Ubahah

If a parallel | s t i contrdtt is used for manufacturing the asset, the IIFS acts as a buyer in the parallel
contract. The IIFS as an intermediary calculates its cost in the parallel contract and fixes the price of
I s t iwgtmitd client that allows it to make a reasonable profit over his cost. The two contracts, however,
need to be totally independent of each other. In order to secure the payment from the ultimate buyer (i.e
the customer), the title deeds of the underlying asset, or any other collateral, may be required by the IIFS
as a security until the complete payment is made by the ultimate buyer.

(b) IIFS as abuyer (al-mu st a s h$ O jcenirdit

In some cases, an IIFS can act as a fbuyerdin an | s t i centrddt' where it can have an asset constructed
by a contractor: (i) for its own account (which can be, for example, subsequently sold or leased on a
Mur Ub aohlajhUb @a$hi s, respectively); or (ii) on the basis of

If the parallel | s t i cemrdgtis used in this scenario with the ultimate customer, the IIFS acts a seller in
the parallel contract.

104 Where two such parallel | s t icantratls exist, it is customary to refer to one of the contracts as a "parallel | s t 1. Bypidally, it
is the contract which is entered into second which is referred to as the "parallell st 1. s nU
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344. This section makes distinctions between two types of exposures in | s t i fisamdihg, as follows:

€) Exposure to customer

The receipt of the selling price by the IIFS is dependent on the financial strength or payment capability of
the ultimate customer or the contractor (cases (a) and (b), respectively, as discussed in the previous
paragraph), where the source of payment is derived from the various other activities of the ultimate
customer or contractor and is not solely dependent on the cash flows from the underlying asset/project.

(b) Exposure to asset (i.e. exposure to the cash flows from the completed asset)

The receipt of the selling price by the IIFS is dependent partially or primarily on the amount of revenue
generated by the asset being manufactured or constructed by selling its output or services to contractual

or potential third-party buyers. This formof | st ifsancles firevenue risko aris

generate cash flows, instead of the creditworthiness of the ultimate customer or project sponsor (cases
(a) and (b), respectively, as discussed in the previous paragraph). Such exposure normally arises when
anl st icentrddt’is used in project finance and BOT (build, operate, transfer) transactions.

345. Inthel s t icentrddt, the IIFS assumes the completion risk% that is associated with the failure to
complete the project at all, delay in completion, cost overruns, occurrence of a force majeure event, and
unavailability of qualified personnel and reliable seller(s) or sub-contractors, including any late completion
penaltyl©¢ payable to the ultimate customer due to non-fulfilment of required specifications.

4.4.4 Capital Adequacy Requirements

346. The exposures under | s t 1 irsvalv8 credit and market risks, as described below. Credit exposures
arise once the work is billed to the customer, while market (price) exposures arise on unbilled work-in-
process.

347. There is a capital requirement to cater for the credit (counterparty) risk of the IIFS not receiving the
selling price of the asset from the ultimate customer or contractor, either in pre-agreed stages of
completion and/or upon full completion of the manufacturing or construction process. (The risk of a
customer failing to complete such a transaction in project finance is referred to as "off-take risk" i see

Appendix E.)

348. This section also sets out the capital adequacy requirement to cater for the market risk that an IIFS
incurs from the date of manufacturing or construction, which is applicable throughout the period of the
contract on unbilled WIP inventory.

~

349. This section is applicable to both (a) | st i comirbkts that are executed without any parallel

| st icemrdtts, and (b) | s t | conirdtts that are backed by independently executed parallel | st i s n U

contracts.

350. Keeping in view the different risk and capital adequacy implications for an IIFS performing different
roles (as seller or as buyer) in an | s t i centragt, as highlighted in section 4.4.3, both scenarios will be
discussed separately in the following.

4441 IIFSas aseller(al-s anind st i conttact
| st iwtmp@rallell st i snU

105 1 conventional project financing, the completion risk is normally borne by the project sponsor/contractor, and not by the bank,
because the project sponsor/contractor has most often been asked to provide an undertaking to cover cost overruns.

1%8Normally, the contract between the |II1FS and the cont feqitcaser
of delays for which it is responsible.
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351. In cases where an IIFS enters into a parallel | s t i centradt to procure an asset from a party other
than the original I s t i ceistolwer (buyer), the price risk relating to input materials is mitigated. The IIFS
remains exposed to the counterparty risk of the parallel | s t i sgllerlh delivering the asset on time and

in accordance withthe | st fusIntUd mat e buyerés specifications. Thi

damages from the parallel | s t i sellerbt the losses resulting from the breach of contract.

352. The failure of the parallel | st | sellerito deliver a completed asset which meets the ultimate
buyerds specifications does not di scharge the |
| st i comrlkct, and thus exposes the IIFS to potential loss in making good the shortcomings or
obtaining the supply elsewhere.

353. The obligations of an IIFS under | s t 1 anchparallel | s t 1 contratts are not interconditional or
interdependent, which implies that there is no legal basis for offsetting credit exposures between the
contracts.

Credit risk

(&) Exposure to customer .

354. The receivable amount generated from selling of an asset based on an | s t 1 contract with full
exposure to the customer (ultimate buyer) shall be assigned a RW based on the credit standing of the
customer as rated by an ECAI that is approved by the supervisory authority. Please refer to section 3.1.1
for the RW. In cases where the ultimate buyer is unrated, a RW of 100% shall apply.

(b)  Exposure to asset

355. When the project is rated by an ECAI, the RW based on the credit rating of the ultimate buyer is
applied to calculate the capital adequacy requirement. Otherwise, the RW shall be based on the
"supervisory slotting criteria” approach for specialised financing (project finance), as set out in Appendix
E, which carries RWs as given below:

Supervisory Categories  Strong Good Satisfactory Weak
External credit BBB- or better BB+ or BB BB- to B+ B to C-
assessments

Risk weights 70% 90% 115% 250%

356. | st ifimamndihg with an "Exposure to Asset" structure is required to meet the characteristics as
set out below in order to qualify for the above RW:

) the segregation of the projectos Il taibdtimdlet i es

buyer or project sponsor from a commercial and accounting perspective which is generally
achieved by having the | s t 1 comirBlct made with a special-purpose entity set up to
acquire and operate the asset/project concerned,;

(i) the ultimate buyer is dependent on the income received from the assets acquired/projects to
pay the purchase price;

(iii) the contractual obligations give the manufacturer/constructor/lIFS a substantial degree of
control over the asset and the income it generates i for example, under the BOT
arrangement where the manufacturer builds a highway and collects tolls for a specified
period as a consideration for the selling price; and

(iv) the primary source of repayment is the income generated by the asset/project rather than
relying on the capacity of the ultimate buyer.

(c) Exclusions
357. The capital requirement is to be calculated on the receivable amount, net of specific provisions, any
amount that is secured by eligible collateral as defined in section 3.1.8, and/or any amount which is past
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due by more than 90 days. The portions that are collateralised and past due are subject to the relevant
RW as set out in sections 3.1.9 and 3.1.5, respectively.

358. Any portion of an | s t 1 centrddt covered by an advance payment shall carry a RW of 0%, or the
amount of the advanced payment shall be offset against the total amount receivable or amounts owing
from progress billings.

(d)  Applicable period

359. The credit RW is to be applied from the date when the manufacturing or construction process
commences and until the selling price is fully settled by the IIFS, either in stages and/or on the maturity of
the | s t 1centrddt, which is upon delivery of the manufactured asset to the | s t 1 ultimate buyer.

(e)  Offsetting arrangement between credit exposures of | s t Tasdpbkallel| st i snU

360. The credit exposure amount of an | s t i ceniratt is not to be offset against the credit exposure
amount of a parallel | s t 1 coniratt, because an obligation under one contract does not discharge an
obligation to perform under the other contract.

Market risk
Exposure to customer

(@ | st ivstmpdrallell sti sn0

361. There is no capital charge for market risk to be applied in addition to provisions related to credit risk

above, subject to there being no provisions in the parallel | s t 1centradt that allow the seller to increase

or vary its selling price to the IIFS, under unusual circumstances. Any variations in a parallel | st i s n U
contract that are reflected in the corresponding | s t i contratt which effectively transfers the whole of

the price risktoan | s t 1castotder (ultimate buyer) is also eligible for this treatment.

(b) 1 st iwsthodd parallell st i sn0U
362. A capital charge of 1.6% (equivalent to a 20% RW) is to be applied to the balance of unbilled WIP
inventory to cater for market risk, in addition to the credit RW stated above.

363. This inventory is held subject to the binding order of the | s t | wdtimale buyer and is thus not
subject to inventory price as described in section 3.2.4.4. However, this inventory is exposed to the price
risk as described in paragraph 342.

Foreign exchange risk

364. Any foreign exchange exposures arising from the purchasing of input materials, or from parallel
| st icentradts made, or the selling of a completed asset in foreign currency, should be included in the
measures of foreign exchange risk described in section 3.2.4.3.

4.4.4.2 1IFS as a buyer (al-Mustasni’) in | s t i contfct
| st ivgtmp@rallell st i sn0

365. In cases where an IIFS enters into parallel IstisnU to sell an asset to an ultimate customer, its price

risk relating to input materials is mitigated. The IIFS remains exposed to the counterparty risk of the

| st i supphér in delivering the asset on time and in accordance with the parallel | s t i Wtimate
buyerés specifications. This is the ri skt osepplierddr bei ng
the losses resulting from the breach of contract.

366. The failure of the | s t 1 ssippl@r to deliver a completed asset which meets the ultimate buy er 6 s
specifications does not di scharge the 11 FSés obligati
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| st i eomrlkct, and thus exposes the IIFS to potential loss in making good the shortcomings or
obtaining the supply elsewhere.

367. The obligations of an IIFS under | s t 1 amchparallel | s t i comrdkts are not interconditional or
interdependent, which implies that there is no legal basis for offsetting credit exposures between the
contracts.

Credit risk

(a) Exposure to customer )

368. The receivable amount generated from selling of an asset based on a parallel | s t icsntragt with
full exposure to the ultimate customer shall be assigned a RW based on the credit standing of the
customer as rated by an ECAI that is approved by the supervisory authority. Please refer to section 3.1.1
for the RW. In cases where the ultimate buyer is unrated, a RW of 100% shall apply.

(b) Exposure to asset

369. When the project is rated by an ECAI, the RW based on the credit rating of the "off-taker" (third-
party buyer) is applied to calculate the capital adequacy requirement. Otherwise, the RW shall be based
on the "supervisory slotting criteria" approach for specialised financing (project finance) as set out in
Appendix E, which carries RWs as given below:

Supervisory Categories Strong Good Satisfactory Weak
External credit BBB- or better BB+ or BB BB- to B+ B to C-
assessments

Risk weights 70% 90% 115% 250%

370. The "Exposure to Asset" | s t | strucilre is required to meet the characteristics as set out in
paragraph 362.

(c) Exclusions

371. The capital requirement is to be calculated on the receivable amount, net of specific provisions, any
amount that is secured by eligible collateral as defined in section 3.1.8 and/or any amount which is past
due by more than 90 days. The portions that are collateralised and past due are subject to the relevant
RW as set out in sections 3.1.9 and 3.1.5, respectively.

372. Any portion of a parallel | s t icsmrddt covered by an advance payment shall carry a RW of 0%,
or the amount of the advanced payment shall be offset against the total amount receivable from the
ultimate customer or amounts owing from progress billings.

(d) Applicable period
373. The credit RW is to be applied from the date when the manufacturing or construction process
commences and until the selling price is fully settled by the IIFS, either in stages and/or on the maturity of

the | s t i comtratt, which is upon delivery of the manufactured asset to the parallel | s t i wtimaie
buyer.

(e) Offsetting arrangement between credit exposures of | s t iasdchpbrallel| st i snU"°

374. The credit exposure amount of a parallel | s t i contrétt is not to be offset against the credit
exposure amount of an | s t i centratt (or vice versa) because an obligation under one contract does
not discharge an obligation to perform under the other contract.
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Market risk

Exposure to customer

(a) | st iwstmp@rallell st i snU

375. There is no capital charge for market risk to be applied in addition to provisions on credit risk
discussed above, subject to there being no provisions in the | s t 1 comratt that allow the supplier to
increase or vary its selling price to the IIFS, under unusual circumstances. Any variations in a parallel
| st i comrdkt that are reflected in the corresponding | s t i comrdkt which effectively transfers the
whole of the price risk to a parallel | s t i castoider (ultimate buyer) are also eligible for this treatment.

(b) | st iwstholl parallell st i sn0O"

376. Inthis case, the IIFS is making progress payments to the | s t i ssppligr; thereby acquiring title to
WIP inventory. This WIP inventory is exposed to price risk. As there is no parallel | st i sale td an
ultimate customer, there is no credit risk.

377. The WIP should receive a capital charge appropriate to inventory i that is, 15% (equivalent to a
RW of 187.5% if the minimum capital requirement is 8%).

Foreign exchange risk

378. Any foreign exchange exposures arising from the purchasing of input materials, or from parallel
| st 1centradts made, or the selling of a completed asset in foreign currency should be included in the
measures of foreign exchange risk described in section 3.2.4.3.

4.45 Summary of Capital Requirement at Various Stages of the Contract
379. The following tables set out the applicable stage of the contract that attracts capital charges.

4.45.1 IIFS as a seller (al-Sani’)in| st i conti@ct

€) Exposure to customer )
0] I st iwstmpdrallell st i snU"

Applicable Stage of the Contract Credit RW Market Risk Capital Charge

Based on ultim
1 0,
Unb”led WIP inventory rbatlng or 100% RW for unrated N||, prOVided that there iS no
uyer P .
provision in the parallel | st i s
. . - ~ | contract that allows the seller to
No nettingofl st i snU ) ) :
. increase or vary the selling price

exposures against parallel

Amounts receivable after contract || St Iepodures See market risk under section

billings _ . 4.4.4.1
See credit risk under section | ==
4.4.4.1

Maturity of contract term or upon full

settlement of the : .

purchased price byan| st i s n Not applicable Not applicable

buyer, whichever is the earlier
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(ii)

| st iwstholl parallell st i snU

Applicable Stage of the Contract Credit RW Market Risk Capital Charge
1.6% capital charge
(equivalent to 20% RW) on WIP
Based on ul ti m inventory

Unbilled WIP inventory

rating or 100% RW for unrated
buyer

See market risk under section
44.4.1

Progress billing to customer

Based on ultim
rating or 100% RW for unrated
buyer

See credit risk under section
4.4.4.1

Not applicable

Maturity of contract term or

upon full settlement of the purchased
price byan| s t i bsiyerwhichever
is the earlier

Not applicable

Not applicable

(b) Exposure to asset )
0] I st iwstmpdrallell s t | (®rmpidject finance)
Applicable Stage of the Contract Credit RW Market Risk Capital Charge
Based on buyer

Unbilled WIP inventory

Amounts receivable after
contract billings

if available, or supervisory
slotting criteria that ranges
from 70% to 250% RW

No nettingofl st i snU
exposures against parallel
| st iespodures

See credit risk under section
4.4.4.1

Not applicable

Maturity of contract term or

upon full settlement of the
purchased pricebyanl st i s n
customer, whichever is the earlier

Not applicable

Not applicable
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4.45.2 |IFS as a buyer (al-Mustasni’)in| s t i contkhct

380. The following tables set out the applicable period of the contract that attracts capital charges.

(a) Exposure to customer )
0] | st iwstmparallell st i snU
Applicable Stage of the Contract Credit RW Market Risk Capital Charge
Based on ultim

Unbilled WIP inventory

Amounts receivable after
contract billings

rating or 100% RW for
unrated buyer

No nettingof| st i sn0
exposures against
parallell st i snU
exposures

See credit risk under section
4.4.4.2

Nil, provided that there is no
provision in the parallel

| st icentrddt that allows
the seller to increase or vary
the selling price

See market risk under section
4442

Maturity of contract term or
upon full settlement of the |
purchased pricebyan!l st i s n (
buyer, whichever is the earlier

Not applicable

Not applicable

(i) | st iwsthol parallell st i

Applicable Stage of the Contract

Credit RW

Market Risk Capital Charge

Amounts of progress payments to
supplier for WIP inventory

None (no ultimatel st i s n
customer)

See credit risk under section
4.4.4.2

15% (equivalent to 187.5% RW)
for WIP inventory

See market risk under section
4.4.4.1
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(b)
(ii)

Exposure to asset

| st iwstmp@rallel| s t i (®rpiOject finance)
Applicable Stage of the Contract Credit RW Market Risk Capital Charge
Based on burgtieg,

Unbilled WIP inventory

Amounts receivable after
contract billings

if available, or
supervisory slotting
criteria that ranges from
70% to 250% RW

No nettingof| st i sn0
exposures against

parallell st i snU
exposures

See credit risk under section
4.4.4.2

Not applicable

Maturity of contract term or

upon full settlement of the
purchased pricebyanl st i sn
customer, whichever is the earlier

Not applicable

Not applicable
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4.5 | j Uan@ahj Orah Munt &hia Bittaml

45.1 Introduction

381.  This section sets out the minimum capital requirements to cover counterparty risk and residual

value risk of leased assets, arising from an IIFS entering into contracts or transactions that are based on

the Sh a r gulesand principles of ljUr ahd | j Ur ah Mu n tka(IMB)aalsBkndwh asmlj Ur ah wa
I g t .iThelsection also covers the market (price) risk of assets acquired for | j Uand IMB.

382. Inanl j Ucoatract (either operating or IMB), the IIFS as the lessor maintains its ownership of
the leased asset while transferring the right to use the asset, or usufruct, to a customer as the lessee, for
an agreed period at an agreed consideration. All liabilities and risks pertaining to the leased asset are to
be borne by the IIFS as lessor, including obligations to restore any impairment and damage to the leased

asset arising from wear and tear and natural <causes w
negligence. Thus, in both | j Uand IIMB, the risks and rewards (and obligations and rights) of ownership
remain with the lessor, except for the residual value risk at the term of an IMB which is borne by the
lessee. The lessor is exposed to price risk onthe asset while it is in the I esso

signature of the lease contract, except where the asset is acquired following a binding promise to lease
(PL) as described in paragraph 390.

383. In an IMB contract, the lessor promises to transfer to the lessee its ownership in the leased asset
at the end of the contract as a gift or as a sale for a specified consideration, provided that: (a) the promise
is separately expressed and independent of the underlying | j Uand the lessor concludes the contract of
gift or sale while still completely owning the asset; or (b) a gift contract is entered into that is dependent

upon the fulfiiment of all the | j Uwobkghtions, whereupon ownership shall be automatically transferred to
the lessee.
384. In both operating | j U ana VB, the IIFS either possesses the asset before entering into a

leased contract or enters into the contract based on a specific description of an asset to be leased and
acquired in the future before it is delivered to the lessee. This agreement to lease may be considered as

binding (binding PL) or as non-binding (non-binding PL), depending on the applicable Shar ¢ ah
interpretations.

452 Operatingl j Ur ah

385.  This section sets out the minimum capital requirements to cater forthele s sor 6 s exposures
the credit risk of the lessee as counterparty in servicing the lease rentals, and (b) the market (price) risk

attaching to the residual value of the leased asset either at the end of the | j Ucosatract or at the time of
repossession upon default i that is, the risk of losing money on the resale of the leased asset.

453 IMB

386. In IMB, once the lease contract is signed, the lessor is exposed to credit risk in respect of the
lease payments receivable from the lessee (a creditrisk mi t i gat ed by the asd$®tds val
and to a type of operational risk in respect of the need to compensate the lessee if the asset is
permanently impaired through no fault of the latter. If the leased asset is permanently impaired and is
uninsured, the IIFS suffers a loss equal to the carrying value of the leased asset, just as it would if any of
its fixed assets were permanently impaired. In the event that the lessee exercises its right to cancel the
lease, the lessor is exposed to the residual value of the leased asset being less than the refund of
payments due to the lessee. In such a case, the price risk, if any, is already reflected in a "haircut" to be

107 The collateral (or "quasi-collateral”) used in the context of IMB is of the usufruct, or use value, of the asset, as the IIFS is the

owner of the asset.
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applied to the value of the leased asset as collateral. Therefore, the price risk, if any, is not applicable in
the context of the IMB.

387.  This section sets out the minimum capital adequacy requirement to cater for the credit risk of the
lessee as counterparty with respect to servicing the lease rentals. The credit risk exposure in respect of
the lease rentals is mitigated by the collateral represented by the value of the leased asset on
repossession, provided that the IIFS is able to repossess the asset, which may be subject to doubt,
especially in the case of movable assets. Insofar as thereisdoubt as to the |l essor
the asset, the residual fair value of the asset that was assumed in fixing the lease rentals is also exposed

to credit risk.

ab

(@)}
(%]

388. The IIFS may be exposed to losses in cases where a lessee acquiring an asset under IMB
decides not to continue with the contract. The lease contract may give the lessee this right subject to
certain conditions (such as a minimum period of notice). In such a case, if these conditions are satisfied,
the lessor is required to refund to the lessee the capital payments (instalments of the purchase price) that
were included in the periodic lease rentals (subject to deduction of any amounts due for unpaid rentals). If
the value of the repossessed asset is less than the amount to be refunded (before any such deduction),
the difference constitutes a loss to the lessor. This exposes the IIFS as lessor to a form of market risk.108

389. In theory, a situation could arise in which, when an IMB contract arrives at its term, the lessee

decides not to exercise its option to complete the purchase by making the contractually agreed final

payment. (The option to purchase places no obligation on the lessee to do so.) The IIFS may thus be

exposed to market risk, in respect of a potential loss from disposing of the asset for an amount lower than

its net book value. Generally, however, the |l essords e
the option to purchase can be exercised by making a payment of a token amount and the lessee would

have no reason torefrain f r om exerci sing it. Mor eover, the carryin
books at the term of the IMB (i.e. its amortised book value as assumed in fixing the lease rentals) would

be zero or close to zero.

45.4 Credit Risk

390. In a PL (which canonlybebi ndi ng) , when an | I FS is exposed to d
obligation to execute the | ease contract, the exposur e
total acquisition cost to the IIFS, less the market value of the asset as collateral subject to any haircut,

and less the amount of any HJ received from the lease orderer. The applicable RW shall be based on the

standing of the obligor as rated by an ECAI that is approved by the supervisory authority. In cases where

the obligor is unrated, a RW of 100% shall apply.

391. In applying the treatment as set out in the above paragraph, the IIFS must ensure that the PL is
properly documented and legally enforceable. In the absence of a proper documentation and legal
enforceability, the asset is to be treated similarly to one in a non-binding PL which is exposed to market
(price) risk, using the measurement approach as set out in section 4.5.5 on non-binding PL.

45.4.1 Operatingl j Ur ah

392.  In addition to credit risk, mentioned in section 4.5.4, the lessor is exposed to credit risk in respect
of the estimated value of the lease payments for the remaining period of the | j U iTkishexposure is
mitigated by the market value of the leased asset which may be repossessed. The net credit risk
exposure shall be assigned a RW based on the credit standing of the lessee/counterparty as rated by an
ECAI that is approved by the supervisory authority. In cases where the lessee is unrated, a RW of 100%
shall apply.

108 The contract should include clauses that cover the treatment of destruction or loss of the property without any fault of the tenant.
The contract should also elaborate how the IIFS as a lessor will cover itself in the absence ofany Ta k Uf u |
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4.5.4.2 IMB

393. In addition to section 4.5.4, the capital requirement for IMB is based on the following two
components:

@ Tot al estimated future | jthe dusation of ¢he kase eomtrace Thismo u n t

exposure is mitigated by the market value of the leased asset which may be repossessed. The
net credit risk exposure shall be assigned a RW based on the credit standing of the
lessee/counterparty as rated by an ECAI that is approved by the supervisory authority. In cases
where the lessee is unrated, a RW of 100% shall apply.

(b) Price risk attached to the expected residual fair value of a leased asset: This exposure is treated
under section 4.5.5.1.

394. The estimated future | j U reeeikable amount as indicated in the previous paragraph shall be
risk-weighted based on the credit standing of the lessee as rated by an ECAI or at 100%, after deduction
of the value of the leased asset as collateral (subject to any haircut).

4.5.4.3 Exclusions

395. The capital requirement is to be calculated on the receivable amount, net of specific provisions, of
any amount that is secured by eligible collateral as defined in section 3.1.8 and/or any amount which is
past due by more than 90 days. The portions that are collateralised and past due are subject to the
relevant RW, as set out in sections 3.1.9 and 3.1.5, respectively.

4.5.4.4 Preferential RW

396.  Subject to meeting the minimum requirements as set out in section 3.1.4, a preferential RW can
be assigned for certain types of leased asset, such as real estate. The supervisory authorities have
discretion to apply RW appropriate for their circumstances.

455 Market Risk

397. In the case of an asset acquired and held for the purpose of either operating | j U or 4MB, the
capital charge to cater for market (price) risk in respect of the leased asset from its acquisition date until
its disposal can be categorised as follows:

€) Non-binding PL
The asset for leasing will be treated as inventory of the IIFS and, using the simplified approach, the

capital charge applicable to such a market ri sk exposure

market value (equivalent to a RW of 187.5%).

(b) Binding PL

I n a binding PL, an IIFS is exposed to defaul't
possession. In the event of the lease orderer defaulting on its PL, the IIFS will either lease or dispose of
the asset to a third party. The IIFS will have recourse to any HJ paid by the customer,1% and (i) may have
a right to recoup from the customer any loss on leasing or disposing of the asset after taking account of
the HJ, or (i) may have no such right, depending on the legal situation. In both cases, this risk is
mitigated by the asset in possession as well as any HJ paid by the lease orderer.

In case (i), if the down-payment was made as HJ, the IIFS has the right to recoup any loss (as indicated
in the previous paragraph) from the customer; that right constitutes a claim receivable which is exposed

109 |n the case of HJ, the amount can only be deducted for damages i that is, the difference between the asset acquisition cost and
the total of lease rentals (when the asset is leased to a third party) or selling price (when the asset is sold to a third party), whichever
is applicable.
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to credit risk, and the exposure shall be measured

the IIFS, less the market value of the asset as collateral subject to any haircut, and less the amount of
any HJ. The applicable RW shall be based on the standing of the customer as rated by an ECAI that is
approved by the supervisory authority. In cases where the obligor is unrated, a RW of 100% shall apply.

In case (ii), the IIFS has no such right, and the cost of the asset to the IIFS constitutes a market risk (as in
the case of a non-binding PL), but this market risk exposure is reduced by the amount of any HJ that the
IIFS has the right to retain.

455.1 Operatingl j Ur ah

398. The residual value of the asset will be risk-weighted at 100%. Upon expiry of the lease contract,
the carrying value of the leased asset shall carry a capital charge of 15% until the asset is re-leased or
disposed of.

455.2 IMB

399. In the event that the lessee exercises its right to cancel the lease, the lessor is exposed to the
residual value of the leased asset being less than the refund of payments due to the lessee. In such a
case, the price risk, if any, is already reflected in a haircut to be applied to the value of the leased asset
as collateral in credit risk. Therefore, the price risk, if any, is not applicable in the context of the IMB.

45.6 Summary of Capital Requirement at Various Stages of the Contract
400. The following tables set out the applicable period of the contract that attracts capital charges.

4.5.6.1 Operatingl j Or ah
Applicable Stage of theContract Credit RW Market Risk Capital Charge

Binding PL*
Asset acquisition cost

Ies; (a) mark_et value of asset- Non-bindina PL
fulfilling function of collateral DORINCIG L

; 15% capital charge (equivalent to
ér;](;t l(_){Jany haircuts), and (b) 187.5% RW) until lessee takes

possession

Asset available for lease (prior
to signing a lease contract)

mul tiply by the
rating or 100% RW for unrated
customer

Total estimated value of lease
receivables for the whole
duration of leasing contract
Upon consigning a leasing shall be risk-weighted
contract and the leaserental jaccor di ng t o t ITheresidual value will be risk-
payments are due from the 100% RW for an unrated weighted at 100%

lessee lessee

less recovery value of the
leased asset

Maturity of contract term and
3 the leased asset is returned to Not applicable
the IIFS

15% capital charge of the
carrying value of the asset
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*This credit RW is applicable only when IIFS will have recourse to any HJ paid by the customer, and
(depending on the legal situation) may have a right to recoup from the customer any loss on leasing or
disposing of the asset to a third party, after taking account of the HJ.

If the IIFS has no such right, the cost of the asset to the IIFS constitutes a market risk (as in the case of a
non-binding PL), but this market risk exposure is reduced by the amount of any HJ that the IIFS has the
right to retain.

45.6.2 IMB
Applicable Stage of the Contract Credit RW Market Risk Capital Charge
Binding PL*

/Asset acquisition cost

/Asset available for lease (prior
to signing a lease contract)

less (a) market value of asset-
fulfilling function of collateral
(net of any haircuts), and (b)

Non-binding PL
15% capital charge (187.5% RW

equivalent) until lessee takes

any HJ possession

mul tiply by cu
100% RW for unrated customer

Total estimated value of lease
receivables for the whole
duration of leasing contract will

Upon consigning a leasing be risk-weighted according to

> contract and the leaserental ft he | esseeds ¢ Not applicable
payments are due from the 100% RW for an unrated PP
lessee lessee
less recovery value of the
leased asset
Maturity of contract term and
3 the leased asset is sold and the Not applicable Not applicable

asset ownership is transferred
to the lessee

*This credit RW is applicable only when IIFS will have recourse to any HJ paid by the customer. In the
case of HJ (depending on the legal situation), the IIFS may have a right to recoup from the customer any
loss on leasing or disposing of the asset to a third party, after taking account of the HJ, while any excess
HJ must be refunded.

If the 1IFS has no such right, the cost of the asset to the IIFS constitutes a market risk (as in the case of a

non-binding PL), but this market risk exposure is reduced by the amount of any HJ that the IIFS has the
right to retain.
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4.6 Mu s h Ur ard®iminishingMus hUr ak ah

4.6.1 Introduction

401. This section sets out the minimum capital adequacy requirement to cover the risk of losing
invested capital arising from entering into financing contracts or transactions that are based on the
S h aah ¢rdles and principles of Mu s h Ur ard adiminishing Mu s h Ur avkeee hthe IIFS and its
customers/partner(s) contribute to the capital of the partnership and share its profits or losses.

402.  This section is applicable to both (a) Mus h U r,ankvehich all the partners' shares remain
constant throughout the contract period; and (b) diminishing Mu s h U r, & kviaidh the share of the IIFS is
gradually reduced during the tenure of the contract until all of it has been sold to the other partner(s).

403. A Mu s h Ur ia &nafreement between the IIFS and a customer to contribute capital in various
proportions to an enterprise, whether existing or new, or to ownership of a real estate or movable asset,
either on a permanent basis, or on a diminishing basis where the customer progressively buys out the

share of the IMLF§hl'}'Jrr“ﬁ)ajI<i.aTﬁF_’mio§Phitr$ggenerated by that enter
shared in accordance with the terms of the Mu s h U r agieantent, while losses are shared in proportion
totherespect i ve contri butords share of capital

462 MushUrakah

404. This section sets out the minimum capital adequacy
risko, the risk of | osing the amount contributasd to an

as a partner in a Mu s h Ur eokteadt and is exposed to the risk of losing its capital upon making
payment of its share of capital. A Mu s h Ur eak expose the IIFS to capital impairment risk and/or to
normal credit risk, depending on the structure and purpose of the Mu s h Ur anH théntypes of asset in
which the funds are invested (see section 3.1.3). The invested capital is redeemable either by liquidation
of the Mu s h Ur assets ht the end of a contract which has a fixed tenure or as mutually agreed by the
partners, or upon divestment of partnership in an ongoing Mu s h Ur sukjecthto giving notice to other
partners. The amount of capital redemption is represented by the value of a share of capital, which is
dependent on the quality of the underlying investments or assets, and their ability to generate profits and
cash flows fromthe Mus h Ur.ak a h

405. AsapartnerinaMu s h Ur eoftrach the IIFS is not entitled to a fixed rate of return and is thus
exposed to variable profits generated by the partnership which are shared on a basis as agreed in the
Mu s h Ur eoktiadt, whereas losses are to be borne by the IIFS and its partners according to their
respective ratio of invested capital. Therefore, the IIFS is exposed to entrepreneurial risk of an active
partner that manages the partnership and business risks associated with the underlying activities and
types of investments or assets of the partnership.

406.  For the purpose of determining the minimum capital adequacy requirement, this section makes
distinctions between the four main categories of Mu s h U r as lsed dut below:

€) Private commercial enterprise to undertake trading activities in foreign exchange, shares and/or
commodities .

This type of Mu s h Ur exkoaes the IIFS to the risk of underlying activities, namely foreign exchange,
equities or commodities.

(b) Private commercial enterprise to undertake a business venture (other than (a))

This type of Mu s h Ur axpoads the IIFS to the risk as an equity holder, which is similar to the risk
assumed by a partner in venture capital or a joint venture, but not to market risk. As an equity investor,
the IIFS serves as the first loss position and its rights and entitlements are subordinated to the claims of
secured and unsecured creditors. For further explanation of the nature of risk in such ventures, see
paragraphs 138i 140 (section 3.1.3.1).
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(c) Joint ownership of real estate or movable assets (such as cars) is divided into two sub-categories
0] Mu s h Ur ia k ja beomtract
Ownership of such assets can produce rental income for the partnership, through leasing the

assets to third parties by means of | j U coattacts. In this case, the risk of the Mus h Ur ak a h

investment is essentially that of the underlying | j Ucomtracts i that is, credit risk mitigated by the
collateral represented by the leased assets.

However, in some cases the |l essee is not a thi
existence of such an | j Usul-dontract in additionto a Mu s h U r exfosek the IIFS to credit risk
in respect of the partner éenptalsobl i gation to servi

(ii) MushUrakah in MurUbahah contract
The IIFS is entitled to its share of revenue generated from selling the assets to third parties by

r d

ce

means of Mu r U b achnérdcts that expose the IIFS to credit risk in respect of the Mur Ub ahah

receivables from the buyer/counterparty.

463 Diminishing MushUOrakah

407. The |1 FS6s positMwsh U miadetott in sectioni31.8.2.n g

4.6.4 Equity Position Risk

MushUOrakah
408. For Mu s h Ur, dhk aquity exposure can be measured based on the nature of the underlying
investments as follows:

(a) forinvestments held in the trading book, exposure is equal to the fair value; and
(b) for investments held to maturity, exposure is equal to the carrying value, which may be the fair
value or the historical cost less any provisions for impairment.

409. TheMu s h Ur exposures, net of specific provisions, shall be measured as follows:

€) Private commercial enterprise to undertake trading activities in foreign exchange, shares or
commodities

The RW shall be based on the applicable underlying assets as set out in the market risk section in section

3.2.

The investment in foreign exchange and trading in gold/silver shall be measured according to the
treatment as set out in section 3.2.4.3, which requires 8% capital charge on the greater of either net long
or net short positions in foreign exchange and 8% capital charge on the net long position of gold/silver.

The RW of a Mu s h Ur th&t anbests in quoted shares shall be measured according to the equity
position risk approach, where positions in assets tradable in markets will qualify for treatment as equity
position risk in the trading book, which would incur a total capital charge of 16% (equivalent to 200% RW)
as set out in section 3.2.4.1.

Investment in commodities shall be measured according to either the maturity ladder approach or the
simplified approach as set out in section 3.2.4.4.

(b) Private commercial enterprise to undertake a business venture (other than (a))
There are two possible methods used to calculate the equity exposures in this type of investment:
(@ Simple risk-weight method: The RW shall be applied to the exposures (net of specific provisions)

based on equity exposures in the banking book. The RW under the simple RW method for equity
position risk in respect of an equity exposure in a business venture shall entail a 400% RW for
shares that are not publicly traded less any specific provisions for impairment. If there is a third-

93

t

p

f



party guarantee to make good impairment losses, the RW of the guarantor shall be substituted for
that of the assets for the amount of any such guarantee.

(ii) Supervisory slotting method: An IIFS is required to map its RW into four supervisory categories as
set out in Appendix E (specialised financing) where the RW of each category is as follows:

Supervisory Categories Strong Good Satisfactory Weak
Risk weights 90% 110% 135% 270%

The above RWs under the slotting method for specialised financing include an additional fixed factor of
20% RW to cater for potential declineinthe Mu s h Urdask anhet asset val ue.

For further explanation, also see paragraphs 141i 145 (section 3.1.3.1).
(c)  Joint ownership of real estate and movable assets (such as cars)

Mu s h Ur ia k ja Beomtract i

Income-producing Mu s h U r thrkugthleasing to third parties by means of | j U coatracts exposes the
capital contributor to the risk of that underlying | j Ucomtract i that is, counterparty risk mitigated by the
value of leased assets.

This Mus h Or dnkestment shall be assigned a RW based on the credit standing of the
counterparty/lessee, as rated by an ECAI that is approved by the supervisory authority, and a 100% RW
on the residual value of an | j Uasseh(operating lease). In cases where the counterparty is unrated, a
RW of 100% shall apply. (Please refer to the treatment for | j Uasaet out in section 4.5.6.)

MushUriakaih Ub aconaaet i
Income-producing Mu s h U r tarkughhselling to third parties by means of Mu r U b actnadcts exposes
the capital contributor to the risk of that counterparty/buyer.

This Mus h Ur dnkestment shall be assigned a RW based on the credit standing of the
counterparty/buyer, as rated by an ECAI that is approved by the supervisory authority. In cases where the
counterparty is unrated, a RW of 100% shall apply. (Please refer to the treatment for Mu r U b aab seh
out in section 4.1.)

DiminishingMu s h Ur ak a h

410.  The equity exposure in a diminishing Mu s h U r eoitrach where the IIFS has provided funds for
the working capital of the partnership and intends to transfer its full ownership in the partnership to the
other partner over the life of the contract, is calculated based on the remaining balance of the amount
invested (measured at historical cost, including any share of undistributed profits) less any specific
provision for impairment. This exposure shall be risk-weighted according to the nature of the underlying
assets as set out in section 3.1.3.2. If there is a third-party guarantee to make good impairment losses,
the RW of the guarantor shall be substituted for that of the assets for the amount of any such guarantee.
Moreover, IIFS can use the slotting method after necessary supervisory approval, based on the criteria
set out in Appendix F (diminishing Mu s h Ur)a k a h
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4.6.5

411.

Summary of Capital Requirements for MushUr a k a h

Categories

The following table sets out the Mu s h U r eategoties that attract capital charges.

Mus h Ur &&tegbry

Credit RW

Market Risk Capital Charge

Private commercial enterprise
to undertake trading activities in
the foreign exchange, share
and/or commodity

Not applicable

Depends on the underlying
asset as set out in the applicable
market risk section

Private commercial enterprise to
undertake business venture
OTHER THAN trading activities in
the foreign exchange, share
and/or commodity

(a) Simple RW method

400% RW of the contributed
amount* to the business venture
less any specific provisions. (If
there is a third-party guarantee,
the RW of the guarantor shall be
substituted for that of the assets
for the amount of any such
guarantee)

Or

(b) Slotting method
Between 90i 270% RW of the

contributed amount* to the
business venture based on the
four categories

Not applicable

Joint ownership of real estate
and movable assets (Mu s h Ur
with | j Usuldontract,

Mu s h Ur with Biinr Ub astiba
contract)

Based on | dégdea
sub-contract) or
Mu r U b sstibadntract) rating
or 100% RW for unrated lessee
or customer

Please refer to the market risk
capital charge requirements as
set out under the sub-contracts

*Inthe caseofdi mi ni s hi

invested amount.

ng MushUrakah,

the contributed

amount
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4.7 MuLOUr abah

4.7.1 Introduction

412.  This section sets out the minimum capital requirement to cover the risk of losing invested capital
arising from entering into contracts or transactions that are based on the S h a r gulesamd principles of
MufUr a bwhdre the IIFS assumes the role of capital provider (Rabb al-MU). This section is applicable
to both restricted and unrestricted MuZU r a kfimahcing.

413. A MuLUr a bis hn agreement between the IIFS and a customer whereby the IIFS would
contribute capital to an enterprise or activity which is to be managed by the customer as the MufUr .i b
Profits generated by that enterprise or activity are shared in accordance with the terms of the Mu/Ur a b a h
agreement, while losses are to be borne solely by the IIFS unless the losses are due to the MuLUr & <
misconduct, negligence, or breach of contracted terms.

414. A MulUr a Himahcing can be carried out on either:

(a) a restricted basis, where the capital provider allows the MuLU r tobmake investments subject to
specified investment criteria or certain restrictions such as types of instrument, sector or country
exposures; or

(b) an unrestricted basis, where the capital provider allows the MuLU r totinvest funds freely based
on the |l atterds skills and expertise.

415.  As the fund provider, the IIFS is exposed to the risk of losing its capital investment, or "capital
impairment risk”, upon making payment of the capital to the MuLU r .iAby loss on the investment is to be
borne solely by the capital provider, but is limited to the amount of his/her capital.!!° Losses that are due
to misconduct, negligence or breach of contractual terms are to be borne by the MufUr .i b

416.  However, while it is not permissible for a MuLU r to lgive a guarantee against such losses, such a
guarantee may be given by a third party on the basis of Ta b a r(domation). In such a case, the amount
of the MuLU r a bcaphtal so guaranteed may be considered as subject to credit risk with a risk-weighting
equal to that of the guarantor. In particular, such guarantees may be given when liquid funds are placed
in an Islamic interbank market under a Mu/U r a bcantract.

417. Apart from such placements, MuLUr a bartracts are commonly used for the investment
purposes mentioned in paragraph 419.

418. In assigning the RW, consideration is given to the intent of the MuZU r a hirevdstment, and to the
nature of the underlying assets. The intent may be: (a) the purchase of assets for trading; (b) investing on
an equity basis in an ongoing business venture with the intention of holding the investment for an
indefinite period, perhaps with a view to eventual sale (e.g. venture capital investments); or (c) project
finance. The underlying assets may be tradable assets such as commodities, foreign exchange or
securities, or business assets such as real property, plant and equipment, and working capital. Real
property and movable property may also be purchased with a view to generating rental income by means
of I j Ucomtrhcts.

419.  For the purpose of calculating the minimum capital requirement, this section makes distinctions
between the three main categories of MuLU r a bas bet out below:

(a) Private commercial enterprise to undertake trading activities in foreign exchange, shares or

110 ynless the capital provider has authorised the borrowing and investment in the Mu/Urabah of a sum in addition to the amount of
its own capital that it has provided, in which case the capital provider is also responsible for this additional amount.
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commodities
This type of MuLU r a bempbses the IIFS to the risk of the underlying activities, namely foreign exchange,
equity or commodities.

(b) Private commercial enterprise to undertake a business venture (other than (a))

This type of MuLU r a beapbses the IIFS to risk as an equity holder, which is similar to the risk assumed
by a partner in venture capital or a joint venture, but not to market risk. As an equity investor, the IIFS
serves as the first loss position and its rights and entitlements are subordinated to the claims of secured
and unsecured creditors. For further explanation of the nature of risk in such ventures, see paragraphs
138i 140 (section 3.1.3.1).

(c) MuOr abah investments in project finance

An IIFS advances funds to a customer who acts as MuLU r inta construction contract for a third-party
customer (ultimate customer). The ultimate customer will make progress payments to the MuLU r wHp, in
turn, makes payments to the IIFS. The essential role of the IIFS in this structure is to provide bridging
finance to the MuLU r pehding its receipt of the progress payments. In this MuLU r a bstubture:

() the IIFS has no direct or contractual relationship with the ultimate customer (but the IIFS
may stipulate that payments by the ultimate customer to the Mu/U r belmade to an account

(Arepayment account o) wi t h t he I'l FS whi ch
MuLU r a bamd from which the Mu/Ur imay not make withdrawal

permission); and )

(i) the IIFS as investor advances funds to the construction company as MulU r ifob the
construction project and is entitled to a share of the profit of the project but must bear 100%
of any loss.

The IIFS is exposed to the risk on the amounts paid to the MuLU r ,iatd as these amounts are made on a

has

S

wi t

profit-sharingandloss-beari ng basis they are treated under credit

bookd6o. I'n principle, thevwul0rmédsghe atimate Gustomerxhpneren as e
described below, a structure may involve the useofa r @ p ay me nt toaeceaive pragitess payments
from the ultimate customer, which transfers much of the credit risk to the latter.

In addition to credit risk (i.e. that the MuLU r hab received payment from the ultimate customer but fails to
pay the IIFS, or that the ultimate customer fails to pay), the IIFS is exposed to capital impairment in case
the project results in a loss.

Direct payment by ultimate customer into a "repayment account" opened with the IIFS and effectively
pledged to the IIFS

Much of the |1 FS6s MutUe dridtbe angieores torthe ulttmate dustoener under this
structure involving the Arepayment account 0. | f
very low risk-weighting, this may affect the RW to be applied to the exposure, and other credit risk
mitigants may be applied, as described below.

t

Provided the construction work proceeds normally

attaching to the progress payments due from the ultimate customer to the MuZU r wilbbe the credit risk of
the ultimate customer. However, this doesnotperseconst i tute a mitigati on
exposure to the MuLU r .ilntsuch a case, if an independent engineer employed to certify that the work has
reached a certain stage of completion has issued a certificate to that effect, so that a progress payment is
due from the ultimate customer, from the point of view of the IIFS the amount of that progress payment
due is no longer exposed to the risk of unsatisfactory performance by the MufUr ,i bbut onl vy

failure to pay the IIFS (the MuLU r being exposed to possible default by the ultimate customer). Such an
amount might thus arguably bear a RW based entirely on the credit standing of the MuZU r i that is, say
100%, rather than 400%. However, if a binding agreement exists between the IIFS and the ultimate

t

of

0

S

he

to

and

t

customer whereby the latter will make the paymentintoafir epayment accounto with

credit exposure in respect of the amount due is transferred from the MuLU r 1o the ultimate customer.
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Other structures may be used which have the effect of modifying the risk exposures of the investors in a
MuLU r a bThé determination of the risk exposure (nature and amount) shall take into account any such
structures and this shall also be reflected in the application of RW.

4.7.2 Equity Position Risk

420. The equity exposure can be measured based on the nature of the underlying investments as
follows:

(a) for investments held in the trading book, the exposure is equal to the fair value; or
(b) for investments held to maturity, the exposure is equal to the carrying value 1 that is, either the
fair value or the historical cost less any provisions for impairment.

421. The MuLUr a bempbsures, net of specific provisions, shall be measured as discussed below.

€) Private commercial enterprise to undertake trading activities in foreign exchange, shares or
commodities

The RW shall be based on the applicable underlying assets as set out in the market risk section in section

3.2.

An investment in foreign exchange and trading in gold/silver shall be measured according to the
treatment set out in section 3.2.4.3, which requires an 8% capital charge on the greater of either net long
or net short positions and an 8% capital charge on the net position of gold/silver.

The RW of a MuLU r a htteathinvests in quoted shares shall be measured according to the equity position
risk approach where positions in assets tradable in markets will qualify for treatment as equity position
risk in the trading book, which would incur a total capital charge of 16% (equivalent to 200% RW) as set
out in section 3.2.4.1.

Investment in commodities shall be measured according to either the maturity ladder approach or the
simplified approach, as set out in section 4.1.

(b) Private commercial enterprise to undertake a business venture (other than (a))
There are two possible methods used to calculate the equity exposures in this type of investment i that
is: (i) the simple risk-weight method; and (ii) the slotting method. The calculation details are set out in

paragraphs 141 145 (section 3.1.3.1).

(c) MuOr abah investment in project finance
The | I FS6s overall cr edMuLUe & pirasach B easeican be divilgdentotthre@ f t h e
parts:

() the amount receivable by the IIFS from the MuLU r in bespect of progress payments due to
the MuLU r fram the ultimate customer for work certified as having reached a certain stage
of completion: If a binding agreement exists as described in paragraph 421(c), whereby the
amount wi l |l be paid by the wultimate customer i nt
will reflect the credit standing of the ultimate customer. In the absence of such an
agreement, the RW would reflect the credit standing of the MuZU r i(ob 100% RW for
unrated customer);

(i) the amount held in the Arepayment accounto wit
weighting of 0%; and

(i) for any remaining balance of the funds advanced by the IIFS to the MuLU r ,iwhich would

incur a RW of between 300% and 400% under the simple RW method, or between 90% and
270% under the slotting method, unless otherwise rated, the treatment as set out in
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paragraph 421(b) applies.

4.7.3
422,

Summary of Capital Requirements for MuLUr a b a h

Categories

The following tables set out the MuLU r a bcatdgories that attract capital charges.

MuLUr a bCategory

Credit RW

Market Risk Capital Charge

Private commercial enterprise to
undertake trading activities

in the foreign exchange, share and/or
commodity

Not applicable

Depends on the underlying asset
as set out in the
applicable market risk section

Private commercial enterprise

to undertake business venture
OTHER THAN trading activities in the
foreign exchange, share and/or
commodity

(a) Simple risk-weight method
400% RW* of the contributed
amount to the business venture
less any specific provisions

Or:

(b) Slotting method

Between 90% and 270% RW of
the contributed amount to the
business venture based on the
four categories

Not applicable

*300% RW may be applied if the funds may be subject to withdrawal by the investor at short notice.

Mu/Or abah i

nvest ment i

n project f

i nance

Applicable Stages in a Contract

Credit RW

Market Risk Capital Charge

Prior to certification, where

Risk weight is based on the
rating of either the ultimate
customer or the MufU r {sde

respect of progress payment to
the MuZU r from the ultimate
customer

customer on the

amounts receivable by the IIFS
from the MuLU r {0b100% RW
for unrated customer).

1 Iﬁg?fpasrfoatlﬂia%?8V?r}cebd by paragraph 421(c)). Otherwise, Not applicable
= 400% RW is applied to an
unrated MufUr .i b
If a "repayment account" or
After certification, where the similar mitigation structure is
amount is receivable by the used, RW is based on the
> IIFS from the MuLU r inb credit standing of the ultimate N .
ot applicable
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4.8 QarL

4.8.1 Introduction

423.  This section sets out the minimum capital requirement to cover the risk of losing capital arising
from entering into contracts or transactions that are based on the S h a r @ulesaahd principles of QarL.

424. Qarl is a loan given by an IIFS, where the borrower is contractually obliged to repay only the
principal amount borrowed.!! In the contract of QarL, no additional payment in addition to the principal
amount lent may be required, as that would be a form of Riba.

425. If a fixed period of repayment is stipulated in the contract, the borrower is liable to pay back the
principal amount to the IIFS on or before the agreed date of payment. On the other hand, if no period is
stipulated in the contract, it is binding upon the borrower to make a repayment of the loaned amount to
the lender on demand.

4.8.2 Collateralisation

426.  As one of the CRM techniques, IIFS can secure a pledge of a tangible asset. The collateralisation
is not automatically provided in a QarL contract but must be explicitly stated or must be documented in a
separate security agreement at or before the time of signing of the Qar/L contract. The IIFS may employ
other techniques such as pledge of deposits/PSIA or a third-party financial guarantee.

4.8.3 Credit Risk

427. IIFS are exposed to credit risk in the event that the borrower fails to repay the principal amount in
accordance with the agreed terms of the contract. In a fixed-period QarL contract, credit risk exposure
commences upon the execution of the contract until the full repayment by the borrower.

428.  The credit exposure shall be measured based on account receivable in QarL i that is, the amount
due from the customer at the end of the financial period less any provision for doubtful debts.

429.  The account receivable amount (net of specific provisions) arising from the QarL contract shall be
assigned a RW based on the credit standing of the borrower, as rated by an ECAI that is approved by the
supervisory authority (see section 3.1.1). In cases where the borrower is unrated, a RW of 100% shall
apply. The RW of a financial guarantor can be substituted for the RW of the borrower provided that the
guarantor has a better credit rating than the borrower and that the guarantee is legally enforceable. If an
exposure is covered by multiple CRM techniques, the exposure will be segregated into segments covered
by each type of CRM technique as specified in section 3.1.12. For any uncovered exposure, the RW of
the underlying counterparty shall apply.

111 As a business entity, IIFS provide financing to their customers to perform their role as financial intermediary and seek an
opportunity to earn profits for their enterprise and for distribution to their shareholders and fund providers. Therefore, most IIFS will
not be providing any significant amount of lending on the basis of Qar/, as S h a r @ulesaand principles require the borrower to pay
only the principal amount in that case. Nonetheless, an IFSB survey has shown that, in several jurisdictions, some IIFS do provide
Qar/-based lending for different reasons. These vary widely among IIFS and may include: (a) lending to some specific type of
clients such as the poor, needy or widows, etc. as a part of Corporate Social Responsibility practice; (b) lending out of their Charity
Account (built out of their non-permissible income) to small entrepreneurs and new businesses that do not have access to sufficient
assets that can be used as collateral; (c) lending as a part of their business product i that is, not out of the Charity Account; (d)
providing funding to various microfinance institutions or customers; and (e) lending mainly for marketing or public acceptance
purposes, where a small portion of the overall financing portfolio is allocated to support certain activities of underprivileged sections
of the population, etc.

100



4.8.4 Market Risk

430. In the case where a cash loan is provided by the IIFS, there is no element of market risk. If,
however, a loan is provided in a currency other than the local currency or in the form of a commodity, the
related market risk will be applicable, as mentioned in section 3.2 of this Standard.

4.8.5 Summary of Capital Requirement for Qar/-based Lending

431. The following table sets out capital charges for lending on the basis of QarL.

Exposure

Credit RW

Market Risk Capital Charge

Accounts receivable from
customer

Exposure is equal to the amount
of loan (less specific provisions)

X

RW for unrated customer).

customer 6s

ra

Not applicable*

*Applicable only if Qar/-based lending is made in the foreign currency or in commodities.
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4.9 Wak Ul ah

49.1 Introduction

432.  This section sets out the minimum capital adequacy requirement to cover the risk of losing
invested capital arising from an IIFS entering into asset-side financing contracts or transactions that are
based onthe S h a r @ulesaahd principles of Wa k Ul a h

433.  An IIFS assumes the role of a principal (Muwakkil) and appoints the customer as agent (Wakg) to
carry out a specified set of services or act on its behalf. This section is applicable to both restricted and
unrestricted Wa k U ffirarcing.

434.  Wa k U lisaafcontract of agency whereby one person contracts to perform any work or provide
any service on behalf of another person. Businesses rely on a range of individuals to act on their behalf;
these include employees, directors, partners, and a range of professional agents. An action performed by
an agent on behalf of the principal will be deemed to be an action by the principal. An agent will obtain a
payment wage for services rendered according to the contractual reward structure offered by the principal
which may incorporate a performance-related element.

435. A Wa k U¥2dshthus an agreement in which one party (Muwakkil) appoints the other (Wa K) ol
act on its behalf to accomplish certain specified services or activities. Profits generated by any such

activity are distributed to the Muwakkil less the Wa k fed, in accordance with the terms of the Wa k U1 a h

agreement. In case the contract includes some fi
Wa k U Icantnact can include a clause stipulating that the Wa kd@emuneration may be: (a) any gain in
excess of the fexpladeradhdharp of profit added ta d pre-agreed flaf fee, subject
to approval from the relevant S h a r foard.h

436. A Wa k U firmrting can be carried out on either:
(a) a restricted basis, where the capital provider allows the Wa k tp make investments subject to
specified investment criteria or certain restrictions such as types of instrument, sector or country

exposures; or

(b) an unrestricted basis, where the capital provider allows the Wa k tg ihvest funds freely based on

ndi

cat

the latterds skills amadk UdteaWa ki§ permitted Byatre Muwakkie r b a n k

to invest the investment amount on a discretionary basis, but only in S h a r -@gomaliant
transactions.

437.  As the Muwakkil, the IIFS is exposed to the risk of losing its invested capital i that is, capital
impairment risk. Any loss on the investment is to be borne solely by the Muwakkil, but is limited to the
amount of its capital. Losses that are due to fraud, misconduct, negligence or breach of contractual terms
are to be borne by the Wa k. gHe Wa k ghall be entitled to any pre-agreed flat Wa k fed irrespective of
whether the actual profit is less than, equal to or greater than any expected profit, and also in the event of
a loss.

438. However, while it is not permissible for a Wa k @ Igive a guarantee against losses or for any

indicative or expected profits, such a guarantee may be given by a third party on the basis of t abar r u 6

(donation). In such a case, the amount of the Wa k U Icaphal so guaranteed may be considered as

112 Another term used by IIFS for investment of funds on a WakUlah basis is WakUah al-l s t i.snmWek(ahal-l st i comirsct
(meaning agency services for management of funds), an IIFS can manage the funds of other investors (which can be individuals,
corporate entities, institutions or IIFS) against a pre-agreed flat fee irrespective of the profit or loss on the relevant investment. This
fee may be paid in one lump sum or as periodic (e.g. monthly or annual) remuneration as a percentage of the amount invested or
the net asset value of the fund. Any one of the aforesaid bases should be agreed before the launch of any fund or other financial
product by an IIFS that is working as Wakd.
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subject to credit risk with a risk-weighting equal to that of the guarantor. In particular, such guarantees
may be given when liquid funds are placed in an Islamic interbank market under a Wa k U Icanthact.

439. In the absence of any fraud, misconduct, negligence or breach of contractual terms on the part of
Wa k, alllthe risk of loss on the investment is to be borne by the Muwakkil. Therefore, the IIFS is exposed
to the skills of the Wa k that manages the investments on behalf of the IIFS, as well as to business risks
associated with the underlying activities and types of investments or assets of the Wa k U lagreement.

4.9.2 Capital Requirements

440.  For the purpose of determining the minimum capital requirements, this section makes distinctions
between the following main categories of Wa k Ui a h

(@) Wa k Ulimvéstments to undertake trading activities in foreign exchange, shares and/or
commaodities, including CMT;

(b) Wa k U lirdstments with a private commercial enterprise to undertake business activities
(other than (a)); and

(c) Wa k U Iplackment in the interbank market.

441. The Wa k U lexpdsures, net of specific provisions, shall be measured as set out below.

€) Wa k U1 imvéstments to undertake trading activities in foreign exchange, shares and/or
commodities, including CMT

The RW shall be based on the applicable underlying assets as set out in the market risk section in section
3.2.

An investment in foreign exchange and trading in gold or silver shall be measured according to the
treatment as set out in section 3.2.4.3, which requires an 8% capital charge on the greater of either net
long or net short positions and an 8% capital charge on the net position of gold/silver.

The RW of a Wa k U Ifoa fands that are invested in quoted shares shall be measured according to the
equity position risk approach, where positions in assets tradable in markets will qualify for treatment as
equity position risk in the trading book, which would incur a total capital charge of 16% (equivalent to
200% RW) as set out in section 3.2.4.1.

Investment in commodities shall be measured according to either the maturity ladder approach or the
simplified approach as set out in section 3.2.4.4.

If the Wa k U lineebtment is to be utilised by the Wa k (@rlother IIFS) for conducting CMT to earn a (fixed
rate of) profit, the investing IIFS is primarily exposed to the counterparty risk. In that case, the invested
amount (net of specific provisions) shall be assigned a RW based on the credit standing of the
counterparty as rated by an approved ECAI. In cases where the counterparty is unrated, a RW of 100%
shall apply (see section 4.2).

(b) Wa k U linaelstments with private commercial enterprise to undertake business activities (other
than (a))

This type of Wa k U linebtment exposes the IIFS to capital impairment risk, as explained above. Due to
this downside risk, the RW shall be measured according to equity position in the banking book approach.
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The RW shall be applied to the exposures net of specific provision, if any.

As explained in sections 4.6 and 4.7, there are two possible methods used to calculate the equity
exposures i that is: (i) the simple risk-weight method; and (ii) the slotting method.

(i) The RW under the simple risk-weighting method shall entail a RW of 3007 400%.

(i) Under supervisory slotting criteria, an IIFS is required to map its RW into four supervisory
categories as set out in Appendix E (specialised financing) where the RWs of each category
are as follows:

Supervisory Categories Strong Good Satisfactory Weak
Risk weights 90% 110% 135% 270%

The above RWs under the slotting method for specialised financing include an additional fixed factor of
20% RW to cater for potential decline in the Wa k U Inet &sset value.

For further explanation, also see paragraphs 141i 145 (section 3.1.3.1).

(© Wa k U Iplacement in the interbank market )

An lIIFS may place liquid funds with a central bank or another IIFS on a Wa k U Ibasik in order to obtain a
return on those funds. Such placements are considered to be more secure than those mentioned in
category (a) above, owing to the available credit standing of, and the established relationship with, the
counterparty in the interbank market.

442.  As mentioned above, a placement of funds made by an IIFS with another IIFS under a Wa k Ul a h
agreement (whether on a restricted or unrestricted basis) may be subject to a S h a r -gomaliant
guarantee from a third party. Such a guarantee can be related to the amount of principal invested, as well

as the expected return. In such cases, the capital should be treated as subject to credit risk, with a risk-
weighting equal to that of the guarantor provided that the RW of that guarantor is lower than the RW of

the Wa k @gslcounterparty. Otherwise, the RW of the Wa k ghall apply. As explained in section 3.1.11
related to MuZU r a birgenbank placement, interbank placement received on a Wa k U Ibasis can also

be effectively treated as a liability by the IIFS receiving the funds. In the absence of any guarantee
mentioned earlier, the risk-weighting can be applied based on the credit standing of the counterparty as

rated by an approved ECAI, or a RW of 100% for an unrated counterparty.

443, If the funds placed under a Wa k U laraahgement are placed in a foreign currency, in addition to
the above treatment, capital charge related to foreign exchange risk will be applicable as outlined in
section 3.2.4.3.
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493
444,

Summary of Capital Requirements for Wa k U |Cathgories

The following table sets out the Wa k U Icadeyories that attract capital charges.

Wa k U ICatagory

Credit RW

Market Risk Capital Charge

Wa k U lineebtments to
undertake trading activities

in foreign exchange, shares
and/or commodities, including
CMT

Not applicable

Depends on the underlying asset
as set out in the applicable
market risk section

See section 3.2.4.3 forWa k U |
investments in foreign exchange

See section 3.2.4.1 forWa k Ul
investments in shares

See section 3.2.4.4 forWa k Ul
investments in commodities

See section 4.2 forWa k U1 a |
investments in CMT

Wa k U lineebtments with
private commercial enterprise
to undertake business
activities, other than above
categories

(a) Simple risk-weight method
3001 400% RW of the placed amount
less any specific provisions

Or:

(b) Slotting method

Between 90% and 270% RW of the
contributed amount to the business
venture based on the four categories

Not applicable

Wa k U Iplacement in the
interbank market

Risk-weighting can be applied based
on the credit standing of the
counterparty' as rated by the
approved ECAI, or a RW of 100% for
an unrated counterparty.

Not applicable?

I'In the case of a third-party guarantee, the capital should be treated as subject to credit risk with a risk-
weighting equal to that of the guarantor provided that the RW of that guarantor is lower than the RW of
the Wa k &s tounterparty. Otherwise, the RW of the Wa k ghall apply.

EIf funds are invested in foreign exchange, foreign exchange risk will also be applicable as per section

3.2.4.3.
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SECTION V: S UKT KND SECURITISATION

51 Introduction

445,  This section deals with minimum capital adequacy requirements in relation to (i) IIFS holdings of
S u k;Takd (ii) the exposures of an IIFS where it is, or acts in a capacity such that it is considered to be,
(a) the originator of a S u k lisgue, (b) an issuer of S u k ,I(® a servicer of a S u k lisguance, or (d) a
provider of credit enhancementto a S u k Issuance.

446. Su k i(ptural of Sakk) are certificates, with each Sakk representing a proportional undivided
ownership right in tangible and intangible assets, monetary assets, usufructs, services, debts!!3 or a pool
of these assets, or a business venture (such as a MuLU r a boaMu s h U r)aTkesehassets, which must

be clearly identifiable,1** may be in a specific project or investment activity in accordance with Shar ¢ * ah

rules and principles. Issuance of S u k [lircluding the utilisation of funds raised through such issuance,

should not involve any elements of riba, gharar and activities prohibited by S h a r .gTheaotvnership right
onSukblksets may be either a right of | egal owne-r ship (

backedSukd k or a right of beneficial ownership efihofough a

theSukikhol ders (commonly referr-éaedSakéd)k. t he mar ket

447. S u k Hiffer from conventional interest-based securities or bonds in a number of ways. Please refer
to Appendix D for a comparison between S u k ,|Icénventional bonds and shares.

5.2 Features of Securitisationin Su k T k

448. S u k lare based on securitisation structures which, in the case of asset-backed S u k ,linsulate
the S u k hdtders from exposure to any financial problems of the originator and, due to the ownership of
underlying assets, expose them to losses in the event of impairment of the securitised assets. The
applicable risks are thus those of the underlying assets, and these will in principle be reflected in any
credit rating issued by a recognised ECAI. For such S u k itkis necessary that the key securitisation
elements are in place to ensure that S u k hdtders have legal title and realisable security over the assets
(see section 5.2.1). It follows from this characterisation of asset-backed Su k | that the underlying

as fas

(securitised) assets must be transferred to the Su k Tifvestors (ortoan SPE f or their benefi

sal eo, thus conferring on them true and effecti
recognised from the balance sheet of the originator, who has no financial liability to the Su k Tirkestors.
The assetsare fi b an krempttceyps from the originator in case
default of the Su k T(&g. because ljUrah lessees of the assets fail to pay what is due), the investors have
recourse to the assets (physical assets or the usufruct thereof), not to the originator.

t)
ve rig

t he | ¢

449. However, i n some i ssuanc e ofatbdneficial mature @htoogh atéustovern er s hi p

the securitised assets). Such issuances may be made, for example, because of legal impediments to the
transfer of legal ownership of sovereign assets or for other reasons that make the transfer of true and
effective rights of ownership problematic (see paragraph 452).115 Since the Su k lirlvestors in such cases

113 |t is not considered permissible in most jurisdictions to securitise debt claims or other receivables for the purpose of issuing
tradable S u k .Tlirkmost jurisdictions, S h a r &chadals require that, to be tradable, S u k imist not solely represent receivables or
debts, except in the case of a trading or financial entity selling all its assets, or a portfolio with a standing financial obligation, in
which some debts, incidental to physical assets or usufruct, were included unavoidably.

114 see section 5.5 (assets in securitisations) for details.

115 According to the S h a r ®oaal Iof the IDB, S u k Tadsets must be undividedly owned by the S u k Thdiders either directly or
through their agent (SPE). This ownership should be valid from both the legal and S h a r @erspdttives, in the sense that the
S u k hdiders (whether as individuals or through their agent i that is, an SPE) have the ownership of the underlying assets. The
ownership of the underlying assets should be transferred to the S u k hdtders and registered in their names with legal authorities.
(These Sukimay be known, rat her i ncongrhiaowkd dq) .iinkidsdiegonsemherekihere is a s
prohibition on transferring legal titles to such assets, in this case only the beneficial ownership is permitted to be transferred to the

fflasset

Suk hdders(sichSuk mky be known, rather incongbasesby, basetdhenmahlkef oa$ ofva

(a) The definition of beneficial ownership must be stated clearly in the S u k ddcument. The beneficial ownership of S u k adsets
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have beneficial rather than legal ownership of the underlying assets, in case of default the investors have
recourse to the originator. This Standard deals with the prudential issues raised for IIFS by their
involvement in the issuance and holding of Su k | Whether asset-backed or asset-based, from the
perspective of capital adequacy.

5.2.1 Securitisation Process for S u k ISkucturing

450.  Securitisation for S u k liskthe financial engineering process for the creation and issuance of
S u k Iwkere:

(@) payment of face value and income is derived from the cash flows generated by the securitised
assets, or by the pool of assets that underlie the issuance of the S u k ;}M%and

(b) legal or benefical ownership of the underlying assets is transferred to the investors in the form of
Sukl k

Contrary to the conventional securitisation where receivables and associated frollateral rightsd!’ are
transferred to the bondholders, S h a r -gomaliant securitisation involves legal or benefical ownership
rights in the underlying assets being transferred to S u k hdtders.

451. The ownership of assets, or a pool of assets, to be securitised is transferred to an SPE which is
set up to manage the assets on behalf of the S u k hdiders and to issue the S u k T(%ee section 5.2.5
for details on SPE.) The contractual terms of the S u k issuance determine the rights of the investors in
the S u k tolkhe securitised assets.

452.  In many jurisdictions, including some in which S u k liskuances may take place, there may be
legal obstacles to setting up an appropriate type of SPE which can meet the conditions for the fiduciary
responsibilities on behalf of S u k linkestors. In such legal environments, it may not be possible to
transfer legal title in the underlying assets to the investors, or to ensure that the investors are able to
exercise these rights (e.g. to repossess | j Uassets) in the event of default. In these circumstances, a
right of beneficial ownership through a trust over the assets is typically created. Such cases can arise,
among others, in the S u k issued by some sovereigns and national monetary authorities where the laws
applicable in the jurisdiction restrict the legal transfer of national assets to certain types of investors i for
example, those based in other jurisdictions. In some common law jurisdictions, the transfer of legal
ownership is not a regulatory requirement given that such jurisdictions recognise the transfer of beneficial
ownership.118 These asset-based S u k kdinmonly involve a repurchase undertaking!!® from the obligor,

refers to valid ownership with all the rights and obligations, but excluding the right of registration in the legal authorities. (b) There
must be a statement by the transferor (by the way of trust certificate) in order to confirm that indeed the valid ownership has been
transferred to the S u k Thdlders along with associated rights and obligations. The SPE does not have any right to utilise these
assets without prior permission fromthe Suk hkbl ders to the fact that the assets have been
fiduciary only. (c) The trust certificate, as mentioned above, can be enforced in the official authorities that prohibit the legal transfer
of the underlying assets to the S u k hdtders.

In case of breach of, or not being able to take into consideration, any of these conditions, the S u k is kot permitted to be issued
legitimately from a S h a r @erspelstive on the basis of such assets.

116 Basel Il defines a traditional securitisation (in conventional finance) as a structure where the cash flow from an underlying pool of
exposures is used to service at least two different stratified risk positions or tranches reflecting different degrees of credit risk.
Payments to the investors depend upon the performance of the specified underlying exposures, as opposed to being derived from
an obligation of the entity originating those exposures. In contrast, S u k kecuritisation may or may not involve issuance of various
tranchesof Su k .1 k

117 |n the case of conventional securitisation, the receivables sold to the SPV will usually arise from loans, leases, rentals, trade or
credit card debts and any associated collateral rights i for example, personal and proprietary security such as guarantees,
mortgages and pledges. The purpose of the SPV is to acquire receivables and any associated collateral rights from an originating
institution.

118 |n cases where there is no transfer of legal title of the assets to the S u k hdtders, there should be a sale contract that fulfils all
the S h a r @onditibns and requirements, such as identification of securitised assets. Likewise, the effects of a valid sale contract
should be reflected, such as recognition/recording of profits and losses related to the sale of assets. The SPE should also be able to
protect the rights of the S u k hdiders. In this case, in order to mitigate the risk of the originator 6s s al e of securitised as
party, the S u k Issuer may request the originator to pledge the securitised assets for its benefit.

119 A repurchase undertaking (unilateral binding promise to buy the assets) is issued by the originator to the issuer/trustee that it will
purchase the S u k fssets at a future date or on the occurrence of certain events such as maturity of the S u k brithe exercise of
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due to non-transferability of legal title. In such a case, the credit risk of the S u k fs khat of the originator,
subjectto any S h a r -gomaliant credit enhancement.

453. S u k bekuritisation involves the following steps:

(a) origination of assets (in conventional finance, these are normally loans or other receivables,
while in Islamic finance they are S h a r gomaliant assets such as the subject matter of | j Ur a h
or partnership interestsinMu s h Ur e M@ G r a h;a h

(b) transfer of the assets to an SPE, which acts as the issuer by packaging them into securities
(S u k)i dnd

(c) issuance of the securities to investors.

454.  Asset-based S u k tak also be issued by a separate issuing entity that purchases the underlying
assets from the originator, packages them into a pool and acts as the issuer of the S u k .I This issuing
entity may require the originator to give the holders recourse that should comply with S h a r gulesaand
principles. The issuing entity can, however, provide S h a r -@omaliant credit enhancement by repayment
undertaking, in the event of default by the originator, through a S h a r -gomalilnt financing mechanism
to S u k Thddders. This credit enhancement provides the S u k liskuance with the credit rating of the
(high-rated) issuer and thus enables it to achieve an investment-grade credit rating.

5.2.2 Parties in a Securitisation Structure

455.  From a capital adequacy perspective, the parties in a securitisation structure include the
originator, the issuer and the investors, in addition to which the following may be involved: an institution
that acts as manager of the issuance, a servicer to service the underlying assets,'?° one or more credit
rating agencies to rate the securities (S u k), dn investment banker to act as an adviser or to place the
securities with investors, and (in some S u k bekuritisations) an institution that acts as a provider of credit
enhancement.1?!

456.  An lIFS may act as originator of S u k isdues in any of the following cases:

€) The ownership of assets held by the IIFS is transferred to holders of S u k Ibk means of a
securitisation. Such a securitisation may offer the IIFS one or more of the following benefits:

() increased liquidity, since a relatively illiquid asset (such as an asset held as lessor in an
| j Uor§HJr ah Munt a)sicenveBdd tnto eashl paikby the investors inthe Su k | k
subscription; and

(i) reduced capital requirements, insofar as the securitisation may permit the IIFS to exclude
the assets from the calculation of its RWAs.

The achievement of the second of these benefits will depend on the way in which the securitisation is
structured. For this, the IIFS must be able to derecognise all or most of the exposures relating to the
assets from its balance sheet, according to the criteria for derecognition set out in section 5.6.

(b) An IIFS may act as sponsor of a S u k liskuance or similar programme involving assets of a
customer in which the IIFS manages or acts as adviser to the programme, places the S u k linto the
market, or provides liquidity and/or credit enhancements. In this case, the benefit to the IIFS would be the
earning of fees for the services provided.

an early redemption right by the S u k thdiders. Where a repurchase undertaking exists, investors have a credit exposure to the
corporate or sovereign entity providing the undertaking. This gives rise to the risks of (a) the enforceability or strength of the
repurchase undertaking in the jurisdiction, and (b) the priority of the S u k Inkhe capital structure of the originator. Also see section
5.2.4for S h a r gequaements on repurchase undertaking.

120 pepending on the structure of the S u k Isdcuritisation, a servicer may perform different functions for management of the
underlying assets in the S u k I Kor example, to collect payment, handle related taxes, manage escrow accounts and/or remit
payments.

121 see section 5.3 for details.
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457.  In a securitisation structure, the role of servicer consists of, inter alia, collecting payments on
behalf of the investors and passing them on to the latter, when this function is not carried out by the
issuer. In the case of | j Uor 8MB assets, the lessor is legally responsible for maintaining the assets in
such condition that the lessee is not deprived of the full usufruct of the assets, which involves
responsibility for basic maintenance, Tak(Uful, and so forth. This function is performed on behalf of the
S u k hdiders by the servicer, but the originator may act as servicer.

5.2.3 Collateral Security Structure

458.  Consideration of the collateral security structure!?? is a critical factor; it needs to be the subject of
legal opinions and is subject to S h a r @ermidsibility (in the case of perfectibility!?3). Those security
interests must be the first priority (there can be no prior or subsequent claims) and be perfected (or
perfectible).

459.  The legal opinions must address the nature of the security interest, the enforceability of the
security interest against third parties, and perfection requirements (such as notices, registration and
recordation). The effects of bankruptcy on perfection must also be considered and opined upon. Major
issues related to S u k based on collateral security interest and related perfection include the following:

(a) Rahn (mortgage or other pledge of assets) concepts in certain jurisdictions are possessory in
nature. This makes perfection a particularly difficult opinion issue in these jurisdictions.

(b) In many jurisdictions, and without regard to rahn concepts, perfection and priority regimes are
not well developed.

(c) Bankruptcy laws and regimes may also not be well developed in some jurisdictions.

5.2.4 Characteristics of True Sale and Repurchase of Assets

460. S u k brk issued based on securitisation of assets where the originator "transfers" the assets via
an SPE to S u k linkestors and the latter have a legally recognised asset ownership interest. For such
transfer of assets to hold legally, there must be an agreement that is evidence of a binding sale
transaction from the originator to the S u k inkestors; that is, such a contract must be valid, binding and
legally enforceable on all parties involved. With this sale transaction, the investors will become legal
owner of the assets underlying the S u k Ttrensaction, with all of the rights and obligations that
accompany actual ownership. The SPE must be "bankruptcy remote" from the originator. Thus, upon the
insolvency of a S u k briginator, the underlying assets cannot be clawed back into the bankruptcy estate
of the originator. In such S u k ,iSku k hdtders have no recourse to the originator; their only recourse is
to the underlying assets.

461. From a juristic perspective, subject to juristso i
criteria jor a transaction to be considered as a ntru
benefit of the S u k Inkestors:

€) The transfer must be such that it cannot be recharacterised by a court or other body as a secured
loan, or otherwise be avoided in a bankruptcy or insolvency proceeding involving the originator of the
assets (such as pursuant to a fraudulent transfer in anticipation of bankruptcy or a preference payment).

(b) The bankruptcy or insolvency of the originator should not affect the assets that have been
transferred to the issuer/SPE. This, in turn, means that the issuer will be able to enforce collection and
other rights against the source of the income (the payer) without hindrances resulting from the bankruptcy
or insolvency of the originator.

122 collateral security structure is mainly used in S u k based on S h a r -gomaliant project financing.

123 |1 legal terminology, perfection relates to the additional steps required to be taken in relation to a security interest in order to
make it effective against third parties and/or to retain its effectiveness in the event of default by the grantor of the security interest.
Depending on the legal system in the jurisdiction, collateral security may be perfected by some kind of notice, registration or filing.
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(c) The transfer must then be perfectible at the election of the issuer.
(d) The sale must be free and clear of all prior overriding liens.

462. Inthe case of S u k m&eting the criteria for "true sale" to the SPE, the risk of principal repayment

depends on the performance of the underlying assets and not on any other mechanism that ensures

principal or profit repayment, such as a "repurchase undertaking” provided by the originator to the

investors. Similarly, the payment of income to the investors depends on the asset performance instead of

any obligation of the originator. Ef fectivel y,thet hi s me
S u k tdiders continue to retain the ownership of the underlying assets, and cash flows continue to be

paid to the investors.

463.  According to S h a r gulesdnd principles as generally understood, it is not permissible for the
MuLUrib (investment manager), Sharik (partner) or Wa k @gdent) to undertake in advance to repurchase
the assets at maturity from S u k hdiders or from one who holds them, for their nominal or par value. It is,
however, permissible to undertake the purchase on the basis of the net value of assets, their market
value, fair value or a price to be agreed at the time of purchase. In the event of negligence or misconduct
by the S u k im&nager (i.e. MuLUrib, Sharik or Wa k),Gtlis required that the S u k Imknager be liable to
guarantee the payment of capital to S u k hdtders, at the nominal or par value. It is also permissible for a
lessee (i.e. the originator) inan | j U$ @& k ftokundertake to purchase the leased assets at maturity for
their nominal value, provided the lessee is not also a Sharik, MuZUrib or Wa k. § |

464. A Mus h Ur atlkiciune may be used to acquire asset ownership by setting up a venture
(Mu s h Ur)gointyhowned by the S u k linkestors and the originator/issuer. Thus, it represents the
direct proportionate ownership shares of the holders in the assets of a private commercial enterprise or a
project. T h e i n vsalsdrigtionGroney may be used to purchase non-liquid or fixed assets such as
real estate or movable assets, whereas the originator/issuer can contribute specific assets or
management skills. In order to cover risks related to the Mu s h Ur waehktard this structure may use
repurchase undertaking subject to meeting the criteria mentioned in the previous paragraph.

5.2.5 Special-Purpose Entity

465. A special-purpose entity is a legal entity that is created solely for a particular financial transaction
or series of transactions. The SPE may take the form of a limited partnership, limited liability company,
trust, corporation or collective investment fund, or be established under a special law if such a law is
SPE-enabling. The establishment of an SPE vehicle or conduit is required to house the assets transferred
by the originator and issue S u k Ibdsed on such assets.’2* The SPE then serves as an intermediary
between the originator and the S u k Tnkestors.

466. In S u k Tskuctures, the SPE is established as a "bankruptcy-remote" independent entity,
company or trust so that following a "true sale" of the securitised assets to the SPE, the assets cannot be
clawed back by the liquidator of the originator in the event of its liquidation.

467.  In conventional securitisations, the SPE is a company or trust or other legal entity having no other
business. In a S u k Ts&curitisation, the SPE can be organised, for example, as a Mus hUr,ak ah
MuLU r a boaWa k U ) whdre, nonetheless, the requirement of SPE having no other business continues

to apply. In the former two cases, there is a partnership contract with financial participation by the S u k Tk
investors. In the case of a MuLU r a bsuisture, only the S u k in\kestors_participate with money as Rabb

al-MU, while the other party (i.e. the SPE) acts as the manager (as MuLU r )iobthe securitised assets. In

the case of Wa k U tleeISPE as an agent (Wa k) adts as the manager of assets on behalf of the Su k T k
investors.

468. A general-purpose or operating company (as opposed to an SPE) is not appropriate for holding
the securitised assets, as such a company might have other assets and other liabilities, each of which

would be likely to interfere with the exclusivity ofthe Su ki kvest or sd ri ght sassets.er t he

124 As mentioned in section 5.2.1, there may be some obstacles to setting up an appropriate type of SPE in certain jurisdictions,
which can meet the conditions for the fiduciary responsibilities. In that case, the S u k btikicture would not involve an SPE.
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The SPE is a legal entity which has a legal status that makes it bankruptcy-remote from the originator. By
its very nature, it is a legal shell with only the specific assets transferred by the originator, and those
assets are effectively owned by the S u k inkestors, legally or via a trust, there being nothing else in the
vehicle in which any other party could have an interest. Such an SPE cannot be consolidated with the
originator for tax, accounting or legal purposes, as that would affect its bankruptcy-remote position.

5.3 Credit Enhancement

469. S u k icdn be "credit enhanced" to raise their credit quality above that of the underlying asset
pool. Credit enhancement is therefore intended to reduce the credit risk to the S u k linkestors and
reduce the funding cost of the originator. It also results in the S u k having an enhanced credit rating by
the ECAI. Subject to S h a r @ermaidsibility, the mechanisms used in credit enhancement may include,
inter alia, those discussed below.

5.3.1 Over-collateralisation

470. Subjectto S h a r @ppmval of the structure, an originator may retain a small equity share in a
pool of securitised assets in order to provide over-collateralisation. For example, the originator of a
securitisation of a pool of | j U leasé assets might securitise 90% of the pool and retain 10% as an
equity position (first loss position) i that is, a residual claim. The S u k Thdlders would be entitled to
income based on 90%, and the originator, based on the remaining 10%, of the rental income from the
pool.

5.3.2 Excess Spread

471. Excess spread is the difference between (a) the expected periodic net income from the
securitised assets (i.e. the income after expenses such as servicing fees and operating fees have been
paid) and (b) the periodic amounts payable to the S u k inkestors. Subjectto S h a r @ppraval, excess
spread may be built into a S u k Istikucture such that the issuer/SPE retains a certain percentage of the
periodic net income if this is in excess of the target level of the periodic payments to the S u k hdtders,
and holds this amount in an excess spread reserve. If the net income falls below the level required to
meet the target level of the payments to the S u k hdtders, the issuer/SPE may release an amount from
the excess spread reserve in order to make good the shortfall in whole or in part.125

5.3.3 Cash Collateral

472.  Cash collateral is a segregated trust account, funded at the time when a new series of S u k lisk
issued, that can be used to cover shortfalls in payment of coupons, principal or servicing expenses if the
excess spread falls below zero. The account can be funded by the issuer, but is most often generated by
a Qar/ from the originator or another third party. Commonly, the pooling and servicing agreements dictate
the amount of the cash collateral, which is typically based on a specified percentage of the S u k issued.
The amount in the cash collateral account can be invested in the high-rated S u k ftokgenerate profits
during the period.

5.3.4 TakUful Protection

473. It is possible that TakUful cover may be provided by a third-party T a k Udndettaking against
losses due to defaults (i.e. in ljarlh S u k| fon-payment of rentals or redemption price by the

125 This mechanism is comparable to the “profit equalisation reserve" commonly used by IIFS to "smooth” the profit payouts to
investment account holders.
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originator/lessee) or ratings downgrades of S u k .12&

5.3.5 Classification of Credit Enhancement

474.  The credit enhancement in a S u k Istkucture can be provided by an "internal® mechanism such
as by the issuer of the S u k Istiucture or by an "external" arrangement such as a third-party guarantee.
These credit enhancement structures are explained in the following:

(a) Issuer-provided credit enhancement structure (the SPE)
This structure comprises credit support where a part of the credit risk of the asset pool is
assumed by the issuer.

(b) Third-party guarantee credit enhancement structure
This structure comprises the assumption of credit risk by parties other than the issuer. The
guarantor does not have the right of recourse to the originator, and the guarantee can be for a
fixed period and for a limited amount, without any consideration being received by the guarantor.
However, a claim should first be made against the underlying assets, and then against the
guarantor, unless an option is provided to make the claim otherwise.

54 Credit Rating

475.  Under securitisation, the S u k inkestors are not concerned with the credit strength of the issuing
entity or the originator except for the quality of the originated portfolio. Essentially, the ECAI are
concerned with the quality of the underlying pool of assets and the robustness of the structure. The most
important concerns of an ECAI while assigning a rating are the quality of the asset portfolio, solvency of
the issuer or the originator, perfection of the legal structure, tax risks, clean and prior title to the
securitised portfolio, risks of set-off and prepayment, etc. A change in the rating for a S u k issue may be
due to deterioration in the performance of the collateral, heavy utilisation of credit enhancement or
downgrade of a supporting rating 7 for example, a TakUul company that was underwriting TakUful on the
pool of the assets. In those S u k btiuctures where legal transfer of assets has not taken place due to the
reasons mentioned in section 5.2.1, the rating will depend on a composite view of the strength of the
rating of the issuer or the originator and the quality of the asset pool.

55 Assets in Securitisations

476. The assets in a S u k kdcuritisation have to be in compliance with S h a r @ulesaand principles.
Islamic finance typically relates finance to assets or equity interests, and the concept of payments of
income and nominal value being derived from S h a r -gomaliant sources (non-financial assets or equity
interests) is prevalent in Islamic structured transactions. All S u k ireturns and cash flows should be
linked to assets purchased or (in the case of project finance) those generated from an asset once
constructed. Therefore, originators wishing to raise financing through S u k Tate required to utilise
S h a r -gomalilnt assets in the structure.

477.  For an IIFS, the underlying assets to be securitised may include, inter alia, | j Uleased assets,

Mu r Ub adn &dam receivables, | s t i assetd ‘or equity ownership (Mus h Ur arkMubUr a b a h
according to S h a r gules dnd principles. In certain jurisdictions, the S u k imky also be based on a
portfolio of underlying assets comprising different categories. Use of such a portfolio allows for a greater
mobilisation of funds, as a certain proportion of Mu r U b aoh $alam assets that do not meet Shar ¢~ ah
criteria for tradability (being classed as receivables) can be combined in a portfolio with | j U asaets
and/orwithMu s h Ur @ M@a,b r a basshts that are classed as non-financial.

126 sych T a k Upfotedtion would not resemble credit default swaps in any way. The T a k Uprticlpants would be required to have
the credit exposures being covered (an "insurable interest").
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478.  Thus, while S u k Ibdsed on financial assets are not tradable, the latter may be combined in a
pool with non-financial assets that can act as a basis for tradable S u k ,12kprovided the proportion of
non-financial assets (neither debt nor cash) in the pool is not less than a certain acceptable minimum
ratio, in accordance with S h a r gulesaahd principles.

479. Business ventures organised as Mus h Or aok M0 r_a b partnerships may also be
securitised, and the resultant S u k lark tradable. Where such S u k lark held by an IIFS until maturity

and are unrated, the provisions of fAequity position

5.6 Recognition of Risk Transference (Asset Derecognition Criteria)

480.  An originating IIFS may exclude securitised exposures from the calculation of its assets for capital
adequacy purposes only if all of the following conditions have been met. IIFS meeting these conditions
must still hold regulatory capital against any exposures that they retain in respect of the securitisation
(such as credit enhancements).

€) Substantially all credit risks (and price risk, where applicable) associated with the securitised
assets have been transferred to third parties.

(b) The transferor (i.e. originator) does not maintain effective or indirect control over the transferred
assets. The assets are legally isolated from the transferor in such a way that the exposures are put
beyond the reach of the transferor and its creditors, even in bankruptcy or receivership. These conditions
must be supported by an opinion provided by qualified legal counsel. The securitised assets held by the

i ssuer wi |l not be consolidated with the assets of
insolvency of any of those entities.

(© Holders of the S u k [irkwestors) have a claim only to the underlying pool of assets, and have no

claim against the transferor.

(d) The immediate transferee is an SPE, and the holders of the legal and beneficial interests in that

entity have the right to pledge or exchange such interests without restriction.

(e) Clean-up calls?® must be at the discretion of the issuer (SPE). They must not be structured to
provide credit enhancement?® and must be exercisable only when 10% or less of the purchase
consideration for the underlying assets (e.g.i n an | MB) remains to be paid.

clean-up calls, and the terms on which they are made, are subjectto S h a r appraval.

481. In order to comply with S h a r @ules dnd principles, the structure must transfer all ownership
rights in the assets from the originator via the issuer to the investors. Depending on the applicable legal
system, these ownership rights do not necessarily include registered title.13° The transfer could be a
simple collection of ownership attributes that allow the investor (a) to step into the shoes of the originator
and (b) to perform (sometimes via a servicer) duties related to ownership. The transfer could also include
rights granting access to the assets, subject to notice, and, in the case of default, the right to take

127 These S u k hrk sometimes termed "S u k T Hstittamiar".

128 A clean-up call is an option that permits the securitisation exposures to be called before all of the underlying exposures or
securitisation exposures have been repaid. It is generally accomplished by repurchasing the remaining securitisation exposures
once the pool balance or outstanding securities have fallen below some specified level.

129 |f a clean-up call is considered as a credit enhancement at the time of exercise, such exercise should be considered as a form of
implicit support provided by the IIFS and should be dealt with accordingly, based on the relevant supervisory guidance. In the case
such support is recognized by the supervisory authority and approved by relevant SSB, the originator will be expected to hold capital
against exposures associated with the secruritisation transaction.

130 1n most jurisdictions, however, legal systems require some kind of notice, registration or filing to "perfect" the ownership of the
underlying assets.
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possession of the assets. 3!

482. The transfer raises questions of whether one transfers (a) the control of assets, and (b)
substantial risks and rewards of ownership of the assets. As explained in section 5.2.4, for the purpose of

t ax, accounting and/ or regul ati on, the derecognition

relies on a fitrue sal eo, meaning that the ecotytomi c

another in a way that prevents the creditors or liquidator of the seller from claiming the assets from the

buyer, thus creating fAbankruptcy remotenesso for

been achieved is to be judged by best practice standards. Differences in legal systems are to be taken
into account in making this judgement.

483. In the case of bankruptcy remoteness, subject to the legal framework in the jurisdiction, the
conditions include the following:

(a) If there were a bankruptcy of the issuer, the assets of the issuer would be distributed in
accordance with the law or a court order, rather than in accordance with the contractual arrangements
involving the issuer.

(b) Separateness covenants will be required to ensure bankruptcy remoteness (as well as non-
consolidation).

(© Another provision to ensure bankruptcy remoteness relates to non-competition and bankruptcy
declarations. The originator, investors, credit enhancers and others agree in the transaction documents
not to initiate involuntary bankruptcy proceedings against the issuer. The issuer also provides, in both its
constitutive documents and the transaction documents, not to initiate voluntary bankruptcy proceedings.
The parties should seek a legal opinion from jurists in the jurisdiction concerned and ensure that these
types of agreements and warranties are legally valid and enforceable.

5.7 Operational Requirements for Credit Analysis

484, IIFS are required to carry out the credit analysis of their securitisation exposure based on the
following criteria, so as to use the risk weights suggested in the next sub-section. If an IIFS is unable to
perform the due diligence and maintain the information specified in the following, it will be required to
deduct the securitisation exposure from its regulatory capital. The criteria will be applicable to
securitisation exposures of IIFS both in the banking and trading book.

(@) An IIFS should have a clear understanding of the nature and features of its individual
securitisation exposures, including the risk characteristics of the pools underlying such
exposure on an ongoing basis. This requirement applies to both on- and off-balance sheet
securitisation exposures.

(b) As the payments to S u k hdtders are dependent on the performance of underlying assets, an
IIFS should be able to assess the performance information on an ongoing basis.

(c) An IIFS should be able to thoroughly understand all the structural features of a S u k thit can
materially impact the performance of its exposures to the transaction. Such exposures may
include credit enhancements, liquidity enhancements, triggers, and deal-specific default
definitions.

5.8 Treatment for Regulatory Capital Purposes for Suk | knd Securitisation Exposures

485. In conventional securitisations, it is common to have a structure in which the cash flows from an
underlying pool of assets are used to service at least two different stratified risk positions or tranches

BiThis right is comparable to the right of coll ateral @tesince
the investors already have ownership rights over the asset; hence, the term "quasi-collateral" is preferred in this Standard.
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reflecting different degrees of credit risk. Junior securitisation tranches can absorb losses without
interrupting contractual payments to more senior tranches. A key objective of such structures is credit
enhancement for the senior tranche, such that it achieves at least an investment-grade credit rating.132

486.  Apart from being a holder of S u k {which exposes an IIFS to various credit and market risks of
the S u k)i dn IIFS may act in various capacities in a S u k bekuritisation and hence be exposed to risks
that may be similar to those in a conventional securitisation. However, S h a r gulesamd principles may
add an extra dimension to the existing risk exposures and may have a material effect on the risk profile of
S u k hdiders.

487.  When referring to securits at i ons , it is customary to use t
credit risk of) assets involved in the securitisation, or to other exposures such as those resulting from
credit enhancements or those from acting as sponsor, issuer or servicer. In Islamic finance, in addition to
credit risk, there may be other exposures attaching to certain asset categories.

488.  Since securitisations may be structured in many different ways, the capital treatment of a
securitisation exposure must be determined on the basis of the economic substance rather than the legal
form of the securitisation structure. Similarly, supervisors will look to the economic substance of a
transaction to determine whether it should be subject to the securitisation framework for purposes of
determining regulatory capital. IIFS are encouraged to consult with their national supervisors when there
is uncertainty about whether a given transaction should be considered a securitisation.

489. One key issue for IIFS is the extent to which the exposures or obligations attaching to the
underlying assets have been effectively transferred to the S u k hdiders. A related issue is whether any
types of risk other than credit risk need to be considered, such as price risk in the context of a
securitisation where the underlying asset is a Salamor | s t iassetU

490.  While itis clear that the tradability of Suki ks often a key issue, and is of fundamental importance
if an IIFS is acting as a sponsor of a securitisation programme involving assets of a customer, it is
emphasised that S h a r Ccritexid for being tradable are unrelated to the capital treatment of the
underlying assets by the originator.

491. The rating of Su k Imlu s t be from an eligible ECAI as
authority, and must take into account the entire amount of the credit exposure of the IIFS with regard to
all amounts owed to it. Where S h a r gegurdments can materially affect the credit risk, these will be
considered.

492.  When an IIFS is required to deduct a securitisation exposure from its capital, the deduction will be
equivalent to a risk weight of 1250% if the minimum capital requirement is 8%. Deductions from capital
may be calculated net of any specific provisions taken against the relevant securitisation exposures.

5.9 Capital Requirements for Su k T k

493. The following sets out the minimum capital requirements to cover the credit risk and market risk
arising from the holding of a Sukliln the fAbanking bookod by an |
discretion to specify measurement approaches as they think appropriate for other types of S u k lwhkich
are not listed in this sub-section, provided they are approved by a relevant S h a r @oaral.hFor unrated
S u k thit use a combination of more than one of the S h a r -gomaliant contracts outlined below, the
capital requirement will be calculated taking into account the risk implications of the overall structrure.

494.  As in principle S u k lafe externally rated, the relevant risk weight will be based on the ECAI
ratings in accordance with the standardised approach covered in this Standard. It is implied that ECAI has

132 conventional securitisations are categorised as either traditional or synthetic. In a traditional securitisation, payments to the
investors depend on the performance of the specified underlying exposures, as opposed to being derived from an obligation of the
entity originating those exposures. In a synthetic securitisation, the credit risk of an underlying pool of exposures is transferred, in
whole or in part, through the use of credit derivatives or guarantees that serve to hedge the credit risk of the exposures by
transferring significant credit risk to investors as holders of the securities.
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taken into account the structure and other features of S u k iwhile suggesting the ratings. Where there
are no acceptable ECAI ratings,33 the RWs will be determined on the basis of the underlying assets as
set out below, which may involve market risk as well as credit risk.

495.  Though the RWs suggested in the following are based on an acceptable ECAI rating, an IIFS
should have methodologies that enable it to assess the credit risk involved in securitisation exposures at
individual and portfolio levels. An IIFS should assess exposures, regardless of whether they are rated or
unrated, and determine whether the RWs applied to such exposures, under the standardised approach,
are appropriate for their inherent risk. In those instances where an IIFS determines that the inherent risk
of such an exposure, particularly if it is unrated, is significantly higher than that implied by the RW to
which it is assigned, the IIFS should consider the higher degree of credit risk in the evaluation of its
overall capital adequacy.

496. For Su k Iclassified in the trading book, the market risk capital requirement as mentioned in
section 3.2.3 on market risk is applicable.

591 Salam Suklk

497. Sal am Seprkskrks proportionate ownership of the capital of a Salam transaction, where the
Salam capital is constituted by an advance payment to a counterparty as supplier of a commodity (the
subject matter) to be delivered at a future date. This type of S u k liskgenerally considered to be non-
tradable, since the subject matter is considered to be a financial asset (a receivable). The gross return to
the S u k hdtders consists of the margin or spread between the purchase price of the subject matter and
its selling price following delivery. In certain S u k liskues, a third party gives an undertaking that the
subject matter will be sold at a price exceeding the purchase price by a specified margin. This may be
achieved by means of a parallel Salam transaction in which a third party purchases the subject matter for
delivery on the same delivery date as in the original Salam contract.

498. ThecreditriskinSal am Ssikilarko that of the underlying Salam contract, where the credit
risk exists upon the subscription of the S u k lurkil the delivery and sale of the subject matter. As such,
the RW is based on the counterparty (Salam supplier) unless the Salam capital is guaranteed by a third
party, in which case the RW is that of the guarantor if lower than that of the supplier. The RW is 100% for
an unrated counterparty (Salam supplier) or guarantor when the Salam capital is guaranteed by a third

party.

499. The marketriskin Salam Su kT k (i n the ab Saamcantract br other lpedge)as! | e |

likewise the same as that of the underlying contract, namely a long position in the underlying commodity.
This risk can be measured according to either the maturity ladder approach or the simplified approach as
set out in section 3.2.4.4 (commodities and inventory risk).

500. A Sal am Sssdarhcé& which is structured with an undertaking from the issuer that the
underlying commodity will be sold to a third party at a specified selling price (by means of a parallel
Salam contract) shall carry the RW of the buyer of that underlying commodity in the parallel Salam
contract.134

592 | stiSwmllk

501. | st iSsunk(Ckegresent proportionate shares in the financing of a project to construct an asset at
a price to be paid in future instalments, the total of which equals the total face value of the S u k ,[lirk
addition to mark-up. The S u k Icdn be in the form of serial notes or certificates with different maturity
dates that match the progress schedule of instalments as agreed between the S u k is$uer (as manager

133 "Unacceptable ratings" refers to either the S u k Tbéing unrated or the rating of the S u k Tnét being acceptable to the
supervisory authority.

134 For this type of Salam S u k ,itHere is no capital charge for market risk that consists of basis and forward gap risks (namely, the
risk that the hedge may be impaired because the underlying commodity delivered may be of inferior quality or may be delivered later
than the contractual date) as the underlying commodity is normally traded on an exchange that eliminates the risk of late/non-
delivery or delivery of a commodity of inferior quality.
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on behalf of the S u k inkestors) and the construction firm. It is allowed to trade in Istisna S u k inkases
where the funds have been utilised to build or construct the assets for the S u k Thdlders during the
Istisna period. In the case of parallel 1 s t i, if theavalue of Istisna is being paid in cash or the assets
have already been delivered to the buyers, then tradability of such S u K will be subject to the rules of
dealing with debt. The subject matter in Istisna S u k liskconsidered to be a non-financial asset (WIP
inventory).

502. The asset may be constructed on behalf of an ultimate customer or off-taker with whom the IIFS
enters into a parallel | s t i centrddt. In this case, there is a credit risk exposure to the ultimate customer
for the payment due under the parallel contract. This credit risk occurs upon commencement of the
construction work by construction firm, until the whole amount or all the instalments (progress billings) are
paid by the ultimate customer. The RW for this credit exposure is that of the ultimate customer, unless
there is a guarantee, in which case the RW is that of the guarantor if lower.

503. The RW for| s t i SsunkUwtere there is no parallel | s t iisbadéd on that of the issuer, which

is 100% for an wunrated issuer, unless a third party pr
RW (if lower than that of the issuer) will be applicable. In addition, a RW of 20% will be added to cater for

the price risk to which the underlying | s t i is exfidded. In the case of ECAl-rated | s t i Sunk{ithe

ECAI rating will apply.

504. In the event the returns to the S u k Thddder are from the cash flow of the underlying assets,
which fall under the category of "Exposure to Assets" | s t i, thenRW shall be based on the "supervisory
slotting criteria" approach which carries RW of 701 250%.

505. Please refer to section 4.4 on | s t ifar dethiled treatment.

593 1 jUOrah and | MB Sukik

506. 1] UandIMBSukfrlpresent the holderés pr oportionate owne
S u k Ihddders will collectively assume the rights and obligations of the lessor. The S u k Ihddders are

entitled to a share of the lease rentals in proportion to their ownership shares in the leased assets. | j Ur a h

and IMB S u k fhrk tradable from the issuance date, as the subject matter is a non-financial asset owned
by the S u k hdtders. As a proportionate owner, an | j Uor 8B S u k hdider assumes a proportionate
share of any loss if the leased asset is destroyed, or of the cost of meeting the obligation to provide an
alternative asset, failing which the lessee can terminate the lease without paying future rentals.

507. The RW for I MB rentals is based on the | esseeds co
residual value risk of the underlying asset is not borne by the S u k Ihdiders. Please refer to section 4.5
onl| j UandIMB for detailed treatment.

508. Inthe case of ECAl-rated | j UandIMB S u k ,lthe ECAI rating will apply.

594 MushUrakah Sukl k

509. Mus h Ur 8k k& hdpresent the direct proportionate ownership shares of the holders in the
assets of a private commercial enterprise or project, where the subscription money is normally employed
in purchasing non-liquid assets or assets such as real estate or movable assets. A Mu s h Ur sakkasha
profit- and loss-sharing instrument where the exposure is of the nature of an equity position in the banking
book, except in the case of investments (hormally short-term) in assets for trading purposes.

510.  The capital treatment of Mu s h Ur a k a Is baSed ki the intent of the underlying investments
inMu s h Ur that aambe categorised as follows:

(@) Private commercial enterprise to undertake trading activities in, for example, commodities
The RW shall be based on the applicable underlying assets as set out in the market risk section of
section 3.2.

117



(b)  Private commercial enterprise to undertake business venture or project [other than (a)]
The RW for equity position risk in respect of an equity exposure in a business venture or project is
measured according to either the simple RW method or the supervisory slotting criteria approach.

(c)  Joint ownership of real estate or movable assets (such as cars) )
Income-producing Mu s h Ur mvestnnents through leasing to third parties by means of | j U shallh
carry the RW of the counterparty 1 that is, the lessee.

Income-producing Mu s h Ur ankeatiments with Mu r Ub asulxdontracts carry the RW of the
Mu r Ub aHowadver, such S u k hrk not tradable in most jurisdictions.

511. Please refer to section 4.6 on Mu s h U r farldetdiled treatment.

595 MufUr abah SukTl k

512. S u k hdlders subscribe to the certificates issued by a MufU r indl share the profits and bear
any losses arising from the Mu/U r a bapdrations. The returns to the holders are dependent on the
revenue by the underlying investment.

513.  The treatment of MuLU r a bSathk liskbased on the intent of the underlying investments in
MuLU r a bwhich can be categorised as follows:

(&) Private commercial enterprise to undertake trading activities in, for example, commodities

The RW shall be based on the applicable underlying assets as set out in the market risk section in
section 3.2.

(b)  Private commercial enterprise to undertake business venture or project [other than (a)]
The RW for equity position risk in respect of an equity exposure in a business venture or project is
measured according to either the simple RW method or the supervisory slotting criteria approach.

514.  Inthe case of ECAl-rated MuLUr a b a h , tBeuElCAl kating will apply.

515. Please refer to section 4.7 on MuZU r a bfcx dretailed treatment.

596 WakUl ah Suklk

516. The Wa k U lISaitk Thdders provide the capital for Shargah-compliant investment activity, and
the investment agent (Wa k) @idertakes investment of the funds. These S u k lerkitle the holders to a
return in proportion to their investment in the underlying assets and a right under a purchase undertaking
to buy all or a proportion of the underlying assets if certain conditions are fulfilled.

517. The SPE acting as the principal on behalf of the S u k thdtders appoints a Wa k t§ invest funds
provided by the S u k Thdiders into a pool of investments or assets. The Wa k l@rlds its expertise and
manages those investments on behalf of the SPE for a particular duration, in order to generate a return
for the benefit of the S u k inkestors. The SPE and the Wa k @nter into a Wa k U lagrdement, which will

govern the appointment, scope of services and fees payable to the Wa k, df lany. While the Wa k Ul a h

structure has some similarities to the MuLUr a b strbcture, the main difference is that unlike a
MuLU r a biaWwhich profit is divided between the parties according to certain ratios, S u k hdiders via a
Wa k U Istaubture will receive the return on the investments less the management fees payable to the
Wa k. §He tradability of such S u k Wik be based on the underlying assets purchased by the Wa k. ¢ |

518. In this type of S u k Istkucture, the portfolio of assets may comprise a broad range of Shar 9 °

compliant assets that will be selected by the Wa k fgrla period of time corresponding to the duration of
the S u k ITke range of assets 'may include: S h a r gomaliant equities; Shar ¢ -cantpliant assets such
as real estate and cars; Mu r U b alhsathi os avdh other S u k Jek.

ah

519. The treatment of Wa k U ISa k is based on the intent of the underlying investments in Wa k U} a h

which can be categorised as follows:
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(&) To undertake trading activities in foreign exchange, shares or commodities
The RW shall be based on the applicable underlying assets as set out in the market risk section in
section 3.2.

(b) Toinvestin assets that can be leased or sold ona Mu r U b aasis h )
Income-producing Wa k U lingelstments through leasing to third parties by means of | j Ushalllcarry
the RW of the counterparty T that is, the lessee.

Income-producing Wa k U lingebtments with Mu r U b ashbacdntracts carry the RW of the Mur OUb ahah
However, such S u k hkr& not tradable in most jurisdictions.

(c) To invest in a combination of assets comprising shares, leasable assets, receivables from
Mu r Ub aohSalam, etc.

The RW shall be measured according to the percentage of assets allocated in the investment portfolio of
Wa k UlISa k based on (a) and (b), above.

520. Inthe case of ECAl-rated Wa k U ISa tk [tHe ECAI rating will apply.

521. Please refer to section 4.9 on Wa k U ffoadetailed treatment.

597 Mur Ubahah Sukilk

522. In this case, the originator (and also, in some cases, the issuer) of the S u k liskhe buyer (on
credit) of the Mu r U b aabsat,ithe S u k inkestors are the sellers (on credit) of that asset, and the credit
provided by the S u k inkestors and received by the issuer consists of the Mu r U b asdlliadhprice of the
asset, which the originator sells to obtain the funds it seeks. The S u k hdtders own the Mur Ub a bna h
are entitled to receive payment of that receivable (the selling price of the asset) either in instalments or in
a lump sum at the end of the Mu r U b achnéract. Such S u k I bking securitised receivables, are not
generally considered tradable in most jurisdictions.

523. The applicable RW shall be based on the standing of the obligor/issuer as rated by the ECAI. In
cases where the obligor is unrated, a RW of 100% shall apply. If the S u k ktkucture involves funding of
an asset purchase in foreign currency, the relevant exposure shall be calculated based on measures of
foreign exchange risk described in section 3.2.4.3 (foreign exchange risk).

524. Please refer to section 4.1 on Mu r U b &dn detailed treatment.

5.9.8 Exclusions

525. For all those S u k Istkuctures where legal transfer of assets has not taken place due to the
reasons outlined in section 5.2.1, the applicable RW shall be the credit RW of the originator, subject to
any S h a r -@gomalihnt credit enhancement by the issuer. The applicable credit RWs are based on credit
ratings issued by a recognised ECAIl (see section 3.1.13). Similarly, S u k Twkich are issued by a
sovereign shall carry the RW applicable to that sovereign, according to its respective rating as assigned
by an ECAI that is approved by the supervisory authority. In some cases, a number of originators may
form a pool to contribute assets in an asset-based structure (e.g. multiple sovereigns). In such cases, the
rating of the S u k Wik be that of the pool, subject to any S h a r -gomaliant credit enhancement.

5.10 Capital Requirements where the IIFS is the Originator

Retained Securitisation Exposures

526. An IIFS taking the role of an originator is required to hold regulatory capital against all of its
retained securitisation exposures, including those arising from the provision of credit risk mitigants to a
securitisation transaction, investments in a securitisation originated by it, and extension of a liquidity
facility or credit enhancement. Repurchased securitisation exposures must be treated as retained
securitisation exposures.
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527.  The risk-weighted asset amount of a securitisation exposure is computed by multiplying the
amount of the exposure by the appropriate risk weight. For off-balance sheet exposures, IIFS must apply
a credit conversion factor and then risk-weight the resultant credit-equivalent amount. Please refer to
section 3.1.2 (off-balance sheet exposures).

528.  The credit risk weights for the retained securitisation exposures where the IIFS is the originator
are covered in paragraphs 53 553 6section 5.15.

5.11  Treatment of Liquidity Facilities

529. The liquidity facilities in certain types of S u k Istkuctures are commitments from the facility
provider to provide liquid funds if these are needed to meet contractual payments to S u k hdiders and
there is a delay between the date of their collection and the date on which the payment to the Su k T k
holders is due. The need for such facilities may result from a timing mismatch between cash collections
from the underlying S u k lagsets (such as | j U rertais) and the scheduled payments due under the
programme to the S u k hdtders. In this context, it is assumed the liquidity facilities complywithSh ar ¢ > a h
rules and principles and meet operational requirements for the eligibility of a S u k Tigkidity facility set out

by the national supervisory authority. The requirements may include requiring the facility documentation

to identify clearly and limit the circumstances under which the facility may be drawn down. Subject to
meeting such requirements, the proposed risk weight for liquidity facilities is set at a 50% CCF regardless

of the maturity of the liquidity facility. However, if an external rating of the facility itself is used for risk-
weighting the facility, a 100% CCF must be applied.

530. A servicer cash advance, based on QarL (interest-free loan), is an advance granted by the
servicer to the SPE to ensure timely payment to the investors!3® i for instance, in cases of timing
differences between collection and payments.13® However, itis a S h a r gequirdment that such facilities
remain essentially separate from the S u k Lindertaking and that this separation be properly documented.
In the case of servicer cash advances, the national supervisory authority has discretion to assign a risk
weight of 0% to such facilities.

5.12  Treatment of Credit Risk Mitigation for Securitisation Exposures

531. The treatment applies to an IIFS that has obtained a credit risk mitigant to a securitisation
exposure. Credit risk mitigants include guarantees, collateral and on-balance sheet netting or any other
S h a r gomaliBnt credit risk mitigation as recognised by the regulatory authority. Collateral in this
context is that used to mitigate the credit risk of a securitisation exposure, rather than the underlying
exposures of the securitisation transaction, subject to fulfilling criteria in section 5.2.3.

532.  Eligible collateral is limited to that recognised under the standardised approach for credit risk
mitigation (section 3.1.8). Collateral pledged by SPEs may be recognised as a credit risk mitigation.

5.13 Treatment of Credit Enhancement Provided by an Issuer or Originator

533. For S u k Wikh credit enhancement provided by the issuer or the originator, the RW is based on
the credit rating of the credit enhancer. See section 5.3 for details of various types of credit
enhancements.

135 |t is, however, not permissible for the manager of S u k ,lwkether the manager acts as MuLU r {inbestment manager), or Sh Ur i k
(partner) or Wakg (agent) for investment, to undertake to offer loans to S u k hdiders when actual earnings fall short of expected
earnings. It is permissible, however, to establish a reserve account for the purpose of covering such shortfalls to the extent possible,
provided the same is mentioned in the prospectus. It is not objectionable to distribute expected earnings, on account, or to obtain
project financing on account of the S u k hdiders.

136 A Qarl (interest-free loan) made to enhance earnings raises issues of S h a r @omaliance and must be distinguished from
credit enhancement by means of "excess spread”, as described above.
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5.14  Capital Requirements where the IIFS is the Credit Enhancer

534. When the IIFS provides credit protection to a securitisation exposure, it must calculate a capital
requirement on the covered exposure as if it were an investor in that securitisation. If the IIFS provides
protection to a S u k liskuance, it must treat the credit protection provided based on the risk of the
underlying assets of the S u k .l lfkthe IIFS provides protection to a S u k Tiskuance that has no legal
transfer of assets, it must treat the credit protection provided based on the ECAI rating of the originator
(as shown in the table in the next paragraph).

5.15 Treatment of Credit Enhancement Provided by a Structure

535. Exposures in a S h a r -gomaliant credit enhancement structure (covered in section 5.3) and
retained securitisation exposures (covered in section 5.10) would be risk-weighted as shown in the
following table.

Risk Weights
Rating AAA to AA- A+to A- BBB+to BB+ to BB- B+ and
BBB- below or
Unrated
Risk weight 20% 50% 100% 350% 1250%

536. For off-balance sheet exposures, the IIFS should apply CCF and then risk-weight the resulting
credit-equivalent amount. If such an exposure is rated, a CCF of 100% will be applicable. A RW of 1250%
will be applicable for positions with long-term rating of of B+ and below.13” The same RW shall also be
applicable for unrated positions.

137 For short-term positions, a RW of 1250% will be applicable for a rating below A-3/P-3.
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