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Process Flow International Islamic
Commingle or General Treasury Financial Market

Wakil makes an offer for an Unrestrcited Wakalah
transaction. The offer, amongst other things, shall

include the following:
@. «  Anticipated Profit Rate (APR)
Maturity

- Wakalah Pool
+  Co-mingled vs Segeregated pools

Acceptance Fund Transfer

Muwakil transfers

Muwakil accepts the investment
the offer amount to the

Wakil

" .
Return> APR—— Investment Amount +APR — Wakil Fee and retain the
excess (incentive fee) (clause 3.4 (a) 3.5)

faki ne »
= > Investment Amount +APR — Wakil Fee (clause 3.4 (a »{ End

At maturity determine Rewurn = APR K @ N
°—> the retumn eamed on |

the contract

Wakil pavs the Muveakil
Amount +Actual Profit — Wakil Fee (clause
R n < APR- 34 (b))

: Wkl pavs the Muvaldl \
Negative return______y|jnyestment Amount — Negative return — Wakil Fee
(clause 3.4 (c)) ‘




Process Flow
Commingle or General Treasury (continued)
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Default by Waki Wkl notfes EWaHIOF |- i et amount  over of APR and Acd
— —»{anearly femination duefo
(clause 7.8) defautonbehaf of Uk Proft Rat calculated up o the day of
OMBRETOTNE | noffcation of v -WatlFee
- Wakil is to pay the Muwakil
Megality gﬁe:x:ny mm |_y[vesimentamount + e of AFR an Aciel Proft

(clause 5] - "7 Rate cloutedupto e dayof oficationof Mokt
aware of event )
=T 1 |-WakilFee

° Muwakil sends a nofice In case the Wakil accepts the request the Wakil shall

Voluntary exit of Muwakkil

requesting fora early i noffy the Muwakki of the acceptance. Early
(clause 8.1)

temination Terminafion date shall be the date of acceptance

Wakil s fo pay the Muwakil

investment amount +ower of APR and Actual Profit Rate
calculated up to the day of notification of Muwakkil - Waki
Fee - Actual Administrafive and Out of Pocket Expenses

Walisends ancice o In ca.sel the Muwakil deudeslto continue with the contract

Muwakld noffying the
inabily to henour the
anficipated retum

Revised profit rate notice
(clause 8.3)

to maturty date - Wak Fee

akil to pay the Muwaki
— investment amount + total profit calculated up to the day of notification
of Muwakkil + revised profit rate calculated from the nofification date

In case the Muwakil decides to terminate the
contract

Wakilis to pay the Muwakil

investment amount + Lower of APR and Actual
Profit Rate calculated up to the day of notification of
Muwakki - Waki Fee

Commingle or General Treasury Pool Illustration

(Comingled asset
pool

[ Capital }
T-Billsand

m Bl G-sec
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Listed
equity

above APR
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Maturity Date
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Changein
Property value
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Level of Subordination

What is the level of subordination of Wakalah under this agreement?

The level of subordination of Wakalah under this agreement is highly
dependent on the Wakalah Pool whether it is managed on commingled or
segregated pool basis. Also the Wakil has no obligations to indemnify for
losses. However, on maturity or early termination, the payment obligations
of the Wakil under the IIFM Agreement is expected to rank at least pari
passu with the claims of all its other unsecured and unsubordinated
creditors.

IIFM Industry Seminar on Islamic Financial Markets, 2" June 2015, Singapore
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In case of default, who has the burden to prove the loss in the transaction?

Given the unrestricted nature of the arrangement, the Muwakkil would not have
access to the required information, facts or circumstances to assess the validity
of a loss event.

Based on this situation which do exist at the present time, many of the
contemporary Shari‘ah Scholars are of the view that the burden of proving a loss
to the satisfaction of the Muwakkil should be transferred to the Wakil instead of
Muwakkil. This trend is reflected in the Third Figh Conference for Islamic
Financial Institutions held in 1430 / 2009, in the State of Kuwait. The participants
in this conference have offered an alternatives solution to ensure the liability of
the Wakil or Mudarib etc. in the case of claiming of loss etc. The main objective
is to minimize the risks of claiming loss etc. by a Wakil in the Wakalah
Investment Transaction, and they have reached to the following conclusions:
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1. Transferring the burden of proof to trustees (Wakil) will indeed help to
protect investors’ funds and provide confidence and certainty.

2. The transfer of burden of proof mentioned is quite different from
asking the Wakil to guarantee the principal or the outcome of the
transaction as this is considered to be against the Shari‘ah principles

3. Demand / request the Wakil to bear the burden of proof in the case of
claiming loss etc. is desirable because his claim of loss is against the
main purpose of the transaction.
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Capital Adequacy

What is the regulatory capital treatment followed for the Wakalah
transactions by the Muwakkil?

From a regulatory reporting perspective of the Muwakkil, usually, the
Wakil is identified as the credit risk counterparty in an unrestricted inter-
bank Wakalah transaction. Users of this IIFM Agreement should review
and carefully consider their local regulatory requirements for classification
of the Investment Amounts under such IIFM Agreements and its impact on
capital adequacy.
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The Wakil's capital treatment of the commingled assets funded through Investment
Amounts under the IIFM Agreement is primarily driven by the on or off-balance
sheet treatment of the Wakalah pool. Based on the current market practice, it is
expected that, in the particular case of interbank treasury transactions, the
commingled assets funded through Investment Amounts under the IIFM Agreement
will continue to be presented as on the balance sheet of the Wakil as the asset de-
recognition requirements may not be met. For segregated asset pools, a separate
assessment would be required as per the local accounting and regulatory
standards depending on:

* Level of segregation (i.e. asset backed vs. assed based, ring-fencing etc.); and

» Wakils’s ability to change the composition of the Wakalah Pool and its continuing
involvement and control over the assets.

Each party would need to assess the implication under local prevailing accounting
pronouncements.




IIFM Interbank Unrestricted Wakalah Standard
Accounting Assessment
Technical Analysis - IFRS

De-recognition requirements for financial assets
The below flowchart depicts the de-recognition requirements of
financial assets under IAS 39 in a glance:

Determine whether de-recognition principles below are applied to a part or
all of an asset (or group of similar assets,

e

Have rights to cash flows from
the asset expired?

No
Has the entity transferred the
right to receive cash flows from
the asset?

No_
Has the entity assumed
obligation to pay cash flows from
the asset?

Yes
Has the entity transferred
substantially all risks and

AAA A AN

Continue to recognize

Derecognize

Derecognize

Derecognize
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Continue to recognize

rewards?
No
Has the entity retained all risk Yes . .
Continue to recognize
andr d?
No
Has the entity retained control of No

10

Technical Analysis — IFRS (continued)

Condition Assessment

De-recognition condition to Would be applied to the underlying reference pool of assets and not to individual assets
part or a group of financial

assets?

Criteria for de-recognition met?
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Segregated
pool

Comingled

pool

Rights to contractual cash No, the rights to cash flows from the assets would not expire until disposal.

flows from the asset expired?

Although the Wakalah contract would imply that the cash flows from the underlying pool of
assets would be used to repay the investment, there is no contractual transfer of rights as the
asset pool remains to be floating (a reference pool only) and is part of a comingled pool. There is
no clearly identifiable cash flows that can be identified and allocated for the Wakalah account.
This may be possible in a ring fenced segregated pool.

Has the entity transferred the
right to receive cash flows
from the asset?

Same as above. In a comingled pool, the cash flows from the entire group of underlying assets is
not contractually assigned towards the obligations. The pool is floating and could be bought and
sold during the investment period without transfer of cash flows. The cash flow is assigned/
arranged only at the time of settlement.

However, this could be possible in a ring fenced segregated pool structure where pass through
criteria under IAS 39 is met.

Has the entity assumed
obligation to pay cash flows
from the asset?

This depends on the pool of assets and returns generated and the proportion distributed. To
the extent of the investors share in the pool, the risk is transferred. However, the upside of
investors may be capped thereby providing more rewards to the Wakil. Hence, whether
substantially all benefits get passed would need to be assessed on a case-by-case basis.

Has the entity transferred
substantially all risks and
rewards?

No, usually all risk and rewards would not be retained. Example, risk of impairment s not
generally retained and fully passed on to the investors.

Has the entity retained all risk
and reward?

Has the entity retained Yes
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The following are the key assumptions considered for the purpose of our assessment:
* The Wakalah pool are not ring fenced
* The Wakalah pool may consist of floating assets
* Assets may have existed before the Wakalah Investment Transaction and are merely reallocated to the Wakalah

pool

* On maturity it is possible that payment is made from another pool (i.e. cash flows are not passed on)
However, as discussed earlier, in a segregated ring-fenced asset pool which does not have the above features, the
analysis and conclusions could be different. We have provided an illustration of a likely scenario where de-recognition

would be considered.

Wakalah pool assets are
legally separated and ring
fenced?

Does the contract meet the
pass through structure and
the entity assumed obligation
to pay cash flows from the
asset?

Has the entity transferred
substantiallyall risks and
rewards?

Yes
Has the entity retained all risk
and reward?

No

No

Equity Vs Liability

Equity instrument: Any contract that evidences a
residual interest in the assets of an entity after
deducting all of its liabilities.

Financial liability: any liability that is:

* acontractual obligation:

to deliver cash or another financial asset to
another entity; or

to exchange financial assets or financial
liabilities with another entity under conditions
that are potentially unfavourable to the entity;
or

a contract that will or may be settled in the
entity's own equity instruments and is a non-
derivative

ﬂ"“" Continueto recognise
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Technical Analysis - AAOIFI

The assessment of the IIFM
Agreement is based on the
following standards issued by
AAOIFI

© Statement of Financial
Accounting 1 ¢
Conceptual Framework
for Financial Reporting
by Islamic Financial
Institutions; and

. Financial Accounting
Standard No.6 ¢ Equity
of Investment Accounts
Holders and Their
Equivalent

Funds received from

investors for the
purpose of

Investment where
the investor retains
the risk in relation to
invested funds or

assets

Inwestrment Accounts |

Authority 1o make
decisions?

Islamic Bank

Comingled pool, with no
legal separation and
pass through
requirements?

—_—
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In relation to where, when and how
the funds provided will be deployed
versus circumstances

Investors

the designati i contractas
between unrestricted and restricted investment accounts

13
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Wakalah amount
as “on-balance
sheet”

Muwakkil relies on
the ability of the

Wakli to generate
profit

Wakala pool
commingled with
2 | 1 %dnedah

treasury

No restriction on
decision making
ability of the Wakil

Liability

The IIFM Agreement when treated as on-balance sheet, could be considered for following classification Equity of Investment
‘ accountholders

Equity of investment accountholders refers to funds received for the purpose of investment in a profit sharing or participation basis under
Mudaraba arrangements. (Conceptual framework para 6.2)

Under AAOIFI, the definition of equity of investment accounts is narrow and only restricted to allow for Mudaraba based profit sharing
investment accounts to be classified in the quasi-equity category. Wakalah arrangements, by nature are not considered to be profit sharing
arrangements, but rather fee based arrangements.

1IFM Industry Seminar on Islamic Financial Markets, 2"¢ June 2015, Singapore
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Technical Analysis (continued)

The factors that may influence the on-balance sheet or off-balance sheet are given below:

Judgment plays an important role in agreeing
and determining the approach when there is
substantial doubt.

Islamic Financial Markets, 2nd June 2015, Singapore

Funds
received
through

structured
investment
vehicles,
would need to
consider if the
investment
vehicleis
subject to
consolidation
rules.
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lIFM Survey
on its Standards

IIFM Industry Seminar on Islamic Financial Markets, 2" June 2015, Singapore
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Documents you use with your clients? Fnancal Market

Coll Illmllx

Interbank
Unrestricted...

oah (MR -

Arbaah (MA)...

Mubadalatul
Arbaah (MA)...

Tahawwut
(Hedging)...

Master
Agreement fo...

0% 10%  20%  30%  40%  S0%  60%  70%  80%  S0% 100%

Answer Choices - Responses. -
Master Collateralized Murabahah Agreement (MCMA) 45.65% 21
Interbank Unrestricted Master Investment Wakalah Agreement 47.83% 22
Mubadalatul Arbaah (MA) (Profit Rate Swap) Two Sales structure 17.39% 8
Mubadalatul Arbaah (MA) (Profit Rate Swap) Single Sales structure 21.74% 10
Tah. t jing) Master (TMA) 56.52% 2%
Master Agreement for Treasury Placement (MATP) 56.52% 26

Total Respondents: 46

IIFM Industry Seminar on Islamic Financial Markets, 2" June 2015, Singapore




IIFM is working on FX Forward and FX Cross Currency [ | 1| P — |
developmentis in progress. Which new standard document dlgall doalfull
your institution would like IIFM to develop besides FX — International Islamic
Forward and FX Cross Currency? Financial Market
(Grade in order of urgency, 1 being the most urgent)

Trade Finance

Sukuk
Standardisation

Corporate
Finance

] 1 2 3 4 s 6 4 8 9 10
- | 1 v | 2 - |3 -~ | 4 ~ |5 ~ | Total ~ = Weighted
Average
Trade Finance 33.67% 24.49% 22.45% 11.22% 8.16%
3 24 2 1" 8 98 236
Sukuk 46.15% 2212% 19.23% 481% 7.69%
Standardisation 48 23 20 S 8 104 208
Corporate 30.11% 25.81% 26.88% 5.38% 11.83%
Finance 28 24 25 5 1" 93 243

IIFM Industry Seminar on Islamic Financial Markets, 2" June 2015, Singapore
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How would you rate overall the
standards developed by IIFM ?

Excellent

Above Average

Good

0% 10% 20%  30% 40%  S50%  60% 0%  80%  90% 100%

Answer Choices = Responses -
Excellent 37.97% 30
Above Average 37.97% 30
Good 24.05% 19
Poor 0.00% 0

Total 79

IIFM Industry Seminar on Islamic Financial Markets, 2" June 2015, Singapore



Thank You

International Islamic Financial Market (IIFM)
Office No. 72, 7" Floor, Zamil Tower , P.O. Box: 11454, Manama, Kingdom of Bahrain
Tel: 4973 17500161 , Fax: +973 17500171, Email: info@iifm.net, Website: www.iifm.net
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Disclaimer: The information herein has been obtained from sources believed to be reliable but cannot be guaranteed. The views or opinions expressed
are subjected to change at any time. Neither the information nor any opinion expressed can be construed as a solicitation for the purchase or sale of
any securities. International Islamic Financial Market disclaims liability in this respect.
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