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ABSTRACT

This research explores how Shariah compliancy is impacting risk management techniques
by studying the case of the Islamic Development Bank. The research identifies the type
of financial instruments and products that are used by Islamic financial institution, the
major risks it faces in its operation and the risk management techniques it uses for each of
those risks. A comparative analysis is then carried out to compare case of Islamic
development bank with a conventional financial institution of similar kind that is the

World Bank.

The results of the analysis revealed that there is a consistency in ﬁn.ancial products and
services of Islamic and conventional financial institutions and the risks they usually face
are also similar but because of the underlying Shariah principles which structures the
Islamic financial transactions in a modified way considering the ethical perspective
behind it, so the risk mitigation techniques are accordingly taking a different shape that is
free from any unlawful deal or transaction in financial product, resulting in a fair shariah
compliant risk management. Hence there is a difference observed between the risk
management techniques used by conventional and Islamic financial institutions. In
addition to the difference in risk management techniques of common risks, Islamic FI has
a unique Shariah compliant or Shariah reputational risk that is due to consideration of
Shariah (Spirituality) and Islamic development bank also addresses this risk. However, as
Islamic Development Bank is a non-profit organization, it faces less Shariah-risk than
for-profit institutions and IDB is committed to Shariah rulings and adopts only Islamic
modes of finance. Therefore the impact of Shariah risk is less than in case of for-profit

organizations.



INTRODUCTION

Islamic finance and conventional finance are two different modes of finance. These are
two different routes mainly because Islamic Finance is based on Shariah (Spirituality)
which is not in conventional Finance. Islamic Finance also has technical aspects which
should be according to the rules and principles of Shariah that condemn interests on
borrowing or lending (Riba). This ban of Riba is the nucleus of the Islamic system. It is
supported by other principles of Islamic doctrine advocating risk sharing, individuals’
rights and duties, property rights, and the sanctity of contracts. (Igbal, 1997). Islamic
finance also ensures fair business by avoiding asymmetry of information, gambling or
any unethical concerns from business whether it is a trade or any type of financial
activity'. As a matter of fact, the Islamic system places equal emphasis on the ethical,
moral, social, and religious dimensions, to enhance equality and fairness for the good of
society as a whole (Igbal,1997). As such, it integrates the concepts of social benefits of

the individual and the overall welfare of society into banking and financial transactions.

In Finance risk management is important, whether it is Islamic financial system or
conventional financial system, there are risks associated with operations. Risk

management by definition is systematic process of managing the risks in operations.

Risk is a degree of uncertainty. The most important step in managing risk is the ability to

identify and to classify it correctly and appropriately. From that point forward, the risk

! Instead of looking for a zero sum game, Islamic finance support and prevails positive sum game that is based on risk-

reward sharing. The typical example of a positive sum game is Musharaka. Since each partner contributes in capital and
labor, both would gain if project succeeds and both would lose if it fails™. (al Suwailem, 20006).



can be managed, and if the risk becomes a problem, a process of resolution can begin.

(DelLorenzo,2007)

According to Khan and Ahmed (2001), Risk Management process is a comprehensive
system that includes creating an appropriate risk management environment, maintaining
an efficient risk management, mitigating and monitoring process, and establishing an

adequate internal control system.

But in Islamic Finance there is a unique risk that is due to consideration of Shariah
(Spirituality) and is called Shariah Compliance risk which eventually makes risk
management different in Islamic Finance. Shari’ah compliance risk is the possibility that
a financial service or product is not or will not be in compliance with established Shari’ah

principles and standards. (Del.orenzo,2007)

Financial products and services designed especially for the Islamic financial marketplace
are distinguished from their conventional counterparts by their compliance with Shari’ah
precepts and principles. While these products and services may appear similar to
conventional financial products and services, particularly from an economic perspective,
the contractual and structural underpinnings of these products and services comply with
the Shari’ah. (Delorenzo,2007). Therefore, it is important to understand how shariah is
impacting financial transactions and why it is important to identify and measure the

associated risks.



This research explores how Shariah compliancy is impacting risk management techniques
by exploring the case of the Islamic Development Bank and comparing its techniques to
the one used by another multilateral bank; The World bank, in order to answer the

following research question:

“Is there a difference between Risk management techniques of Islamic and

conventional financial institution?”



RISKS IN FINANCE

Importance of Risk Management

Risk management refers to the overall process that a financial institution follows to
define a business strategy, to identify the risks to which it is exposed, to quantify those
risks, and to understand and control the nature of risks it faces (Cumming and Hirtle
2001, p. 3). It is important for any financial institution, mainly because it helps to limit
(or prevent) risks of loss that may originate in its operations. Essentially, risk
management occurs anytime a financial institution analyzes and determine what risks
exists or may exist in an operation and then attempts to handle those risks in a manner

best-suited to the objectives by taking the appropriate action.

As such, a proper systematic process should be available in a financial institution to
identify the uncertain and unfavorable events and risks that occur or may occur, analyze
them and their impact, control and mitigate them. In other words it is important to have
an efficient risk management system in order to reduce or eliminate the risk of certain

kinds of transactions and events happening or having an impact on the business.

Though main elements of risk management include identifying, measuring, monitoring,
and managing various risk exposures, these cannot be effectively implemented unless
there is a broader process and system in place. The overall risk management process
should be comprehensive embodying all departments/sections of the institution so as to

create a risk management culture. It should be pointed out that the specific risk



management process of individual financial institutions depends on the nature of

activities and the size and sophistication of an institution (Khan and Ahmed, 2001).

Conventional financial institutions have developed different processes, contracts and
instruments to mitigate risks. The practice of Islamic banking and financial institutions,
however, is different. Their activities are based on profit and loss sharing principle. This
unique feature of profit and loss sharing along with other Shariah compliant modes of

operations changes the nature of risks that Islamic financial institutions face.

Though, there are structures available for controlling and reducing risks commonly
associated with Islamic contracts but as a matter of fact many risk management
techniques commonly used in conventional financial institutions are not available to
Islamic Financial Institutions due to requirement for the Shariah Compliance. In
particular these are credit derivatives, swaps, derivates for market risk management,

commercial guarantees, money market instruments, commercial insurance etc.

Moreover, from an Islamic point of view, risk cannot be traded independent from
ownership of the underlying asset. Prevailing conventional instruments, in contrast, take
the opposite direction whereby risk management is severed from ownership and thus
treated as a commodity in itself. This makes risk management and wealth creation move
in opposite directions, and thus compete for scarce resources. Islamic hedging
instruments, however, combine risk management with wealth creation, leading to better

performance on both fronts. This is because it is free from gambling and is based on



teaching of Qur’an and Prophet (pbuh) that provides necessary framework which
improves economic efficiency and at the heart of this framework is integration of risk

management and value creation (al Suwailem, 2006).

In general, risk management is essential for both conventional and Islamic financial
institution but more important is to be able to understand and classify the risks correctly
and appropriately, as this will help in managing those risks in an efficient manner through

proper mitigating techniques.

Types of Risk

Financial institutions face different types of risks that depends on what operations they
have and nature of their several activities. There are wide range of risks related to
different financial products used by financial institutions and are classified in different
ways. Khan and Ahmad (2001), has divided them into two categories, financial risks and
non financial risks. Financial risks include mainly credit risk, market risk and liquidity
risk, whereas, the non financial risks which are also referred to as business risks comprise

of operational risks, regulatory risks and legal risks.

Non financial or Business Risks pertain to product markets in which a firm operates and
includes innovation, technological change and marketing. On the other hand Financial
Risk is defined as the volatility of unexpected outcome which affects the financial
variable (Al-Saati, 2003). Financial risks are very critical for financial institutions from

risk management point of view as they have high impact and effects. This is because

10



financial risk arises as a result of possible losses in financial markets due to movements

in financial variables (Jorion and Khoury 1996, p. 2).

The important financial and non financial risks that are common to both conventional and

Islamic Financial institutions are:

Market Risk that arises due to fluctuations in market and includes price risk due to up
and down movements in prices, rate of return risk and exchange rate risk.

Credit Risk is the risk of counterparty failure to meet its obligations in a timely
manner and in accordance with agreed terms. It includes default risk and settlement
risk.

Liquidity Risk arises due to insufficient liquidity for normal operating requirements
reducing the ability of banks to meet their liabilities when they fall due. It includes
funding liquidity risk, asset liquidity risk and cash management risk.

Operational Risk is the risk of direct or indirect loss resulting from inadequate or
failed internal processes, people, and technology or from external events. It further
includes people risk, system risk (failure of hardware or software system)and event
risk.

Legal Risks arises when it is difficult to enforce the financial contracts or it becomes

impossible to apply the financial contract due to regulations and policies.

Khan and Ahmad (2001) investigated that the main risks faced by a financial institution

are Market Risk, Interest Rate Risk, Credit Risk, Liquidity Risk, Operational Risk and

Legal Risk. However, Islamic financial institution since does not include interest based

products and transactions, therefore interest rate risk is not there, instead it faces profit

11



rate risk or mark up risk specific to Islamic financial instruments and products.
Accordingly we expect that both conventional and Islamic financial institution faces
same types of risks with similar nature of financial products that are consistent with
difference in retribution amount i.e. conventional includes interest and Islamic financial
products includes profit or markup. But the underlying structure of these financial
products is modified to be compliant with shariah and avoid any prohibited or unlawful
transaction.

This leads to a unique risk called Shariah compliant risk that is specific to Islamic

financial institution.

The Specific Islamic risk

The specific risk to Islamic financial institution is Shariah compliant risk which is
the possibility that a financial service or product is not or will not be in compliance with
established Shariah principles and standards (Del.orenzo, 2007). In Islamic finance, as
also mentioned previously, the financial products and services are designed with
modified structure in order to eliminate prohibited transactions that involve interest,
gambling, uncertainty, asymmetry of information or any unlawful and unethical issue.
This is to ensure that they are compliant with Shariah principles.

While these products and services may appear similar to conventional financial
products and services, particularly from an economic perspective, the contractual and
structural underpinnings of these products and services comply with the Shari’ah.
Economics are the same, but the mechanics are different. (DeLorenzo,2007). Therefore

Shari’ah-based considerations may impact the financial operations, as well as the

12



associated risks identification, analysis and the measurement. This compliance with
Shariah rules and principles is of great importance to sustainability of Islamic financial
institution. Being able to identify and to understand Shariah compliance risk is an important

key to providing a consistent framework for managing that risk. (DeLorenzo,2007).

The best way to manage Shariah compliant risk is to consult with specialized
Shariah scholars. Islamic Financial institutions should have experts who study their
operations, instruments, procedures, transactions and structures and deal with a risk of
non compliance in an efficient way. This will ensure that pure shariah based financial
operations are in run and if carefully managed and planned from the beginning its impact
can be controlled and not much high for the financial institution. As stated by Del.orenzo
(2007) that,” Shariah compliant risk, if it is intelligently and appropriately managed,

Shari’ah-compliant finance will thrive and advance™.
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METHODOLOGY

To be able to determine how Shariah compliancy is impacting risk management
techniques in Islamic financial institutions in order to answer the research question “Is
there a difference between Risk management techniques of Islamic and conventional
financial institution?” this research will use a case study approach and explore the case
of the Islamic development bank. According to Yin(1994) case study research is used
investigate a contemporary phenomenon within its real-life context; when the boundaries
between phenomenon and context are not clearly evident; and in which multiple sources

of evidence are used™. According to him,

e There are three types of case study research: (i) Descriptive Research (ii)
Explanatory Research and (iii) Exploratory research.
e The research design involves either single case or multiple cases and

e The methods used can be qualitative, quantitative or both.

This research is an exploratory research which is designed based on multiple cases i.e.
(i) Case of Islamic development bank (main focus) and Case of World Bank (for
comparison) to study and mainly use qualitative approach to support the analysis. The
reason for choosing these multilateral development banks (MDB)? for this research is that

such financial institutions are intended for economic benefits and social welfare. That is

2 A multilateral development bank is a type of financial institution that functions as part of an effort
organized by a group of nations, with the goal of supporting ongoing financial and social development in
those member nations. This is often accomplished by working together on joint projects, providing
incentives for businesses in the nations involved to develop ongoing business relationships, and advancing
the implementation and use of technology in each of the settings served by the banks. Examples of MDBs
are: the World Bank, the African Development Bank, the Asian Development Bank, the European Bank for
Reconstruction and Development and the Inter-American Bank. (www.wisegeek.com)
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ethical perspective is important for them to consider as they do development projects and
play significant role in ethical investments in many nations. Since Shariah also integrates
the concepts of social benefits of the individual and the overall welfare of society into
banking and financial transactions, the cases of Islamic development bank and World
Bank were ideal situation to study and consider for answering the research question “Is
there any difference in risk management techniques of [slamic and conventional financial

institutions?”

Islamic development bank is the main case to focus on in order to determine what risks
Islamic financial institutions face, what financial products they have for their operations,
how it is mitigating and managing the risks it faces in its operations. Then the case of
Islamic development bank is compared with World Bank as it is the most appropriate
benchmark that also has AAA rating like Islamic development bank and has operations
and projects of similar nature. Also it is among one of the benchmarks that IDB itself

considers.

Following are the steps followed to carry out this research:

Step 1: Collection of data through secondary sources

First, data and information from secondary sources i.e. annual reports, information on
website and recent published articles is collected to set the context and primary sources
(i.e. used for our inquiry, mainly interviews) to explore the subject. (most of the
secondary data was collected from official website of Islamic development bank and the
world bank).This step has helped in Identifying types of risks both the financial

institutions are facing and what methods and techniques they use to control and manage
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them by reading the annual reports, financial statements report of the two financial

institutions and information provided online on their websites.

Step 2: Collection of data through primary sources

More relevant data is collected in addition to information obtained through documents
for more focused analysis. For this, interviews are conducted with director of group risk
management department, risk managers, staff in operations department and research
department in Islamic development bank and staff from operations department at World

Bank.

Step 3: Analysis
Data and information obtained from interviews is then analyzed using comparative
approach for the following:

e What are the principles of operations at Islamic development bank and World
Bank, both are multilateral development banks, is there any difference in
principles of operations?

e What financial instruments Islamic development bank is using for its operations
and then compared to financial instruments used by World bank for similar kind
of operations. Analyzing if they are following same or different financial
instruments for similar kind of operations.

e What Types of risks IDB faces in most of its of operations and then compared to

types of risks World bank is facing in most of its operations to analyze is there

16



any unique risk specific to IDB being Islamic financial institution. If so does it
consider it as its major risk and what is its impact?

e What risk management techniques and tools Islamic development bank is using
and then comparing to risk management techniques and tools World Bank
follows.

Analyzing if these management techniques are similar or different? Does shariah

Compliancy has impact on risk management at IDB?.

Step 4: Interpretation of analysis results and findings
The analyzed data is then compiled; the results and findings are interpreted to highlight

the similarities and differences.

Step S: Conclusion

Significance issue of the study and the limitations are acknowledged and addressed,

findings of the research study are stated as conclusion.

17



ANALYSIS AND RESULTS

Comparative Analysis I: Principles of Operations

The Islamic Development Bank is a multilateral [slamic development institution with a
goal to foster the socio-economic development of member countries and Muslim
communities in accordance with the principles of Shariah. It has an authorized capital of
ID 30 billion (approximately US$42 billion) and is given the highest ratings (AAA) by
S&P, Moody’s and Fitch (IFN, February 2012). The bank has 56 members, with the
condition for membership being participation in the OIC °. Its functions are to participate
in equity capital and grant loans for productive projects, and to provide financial
assistance for economic and social development. The bank is authorized to provide

financing through Shariah compliant methods.

In the Islamic Development Bank all the operations follow the principles of Islamic
Shari'ah which consists of set of rules and principles derived from the Holy Quran, the
authentic traditions (Sunnah) of the Prophet (peace be upon him) and the scholarly
opinions (Ijtehad) which are based on the interpretation of the verses of the Holy Quran
and the Sunnah. For Islamic financial operations main considerations are:-

e All financial transactions should be free of interest (riba),gambling,

uncertainties (gharar) asymmetric information and any unethical issue

* The Organization of Islamic Cooperation (OIC) (formerly Organization of the Islamic

Conference) is the second largest inter-governmental organization after the United Nations which
has membership of 57 states spread over four continents. The Organization is the collective voice
of the Muslim world and ensuring to safeguard and protect the interests of the Muslim world in the
spirit of promoting international peace and harmony among various people of the world.

18



e There should be Participation in profit and loss sharing, since return is not

guaranteed in an Islamic transaction.

The Islamic development bank does not borrow from the market and its operations are
sustained by share-holders capital, retained earnings and funds generated internally
through its foreign trade and project financing operations. The IDB finances trade and
development projects both for the public and private sectors, finances large and medium

sized projects and small enterprises in the member countries.

On the other hand, according to World Bank it is a vital source of financial and technical
assistance to developing countries around the world. It is made up of two unique
development institutions owned by 184 member countries—the International Bank for
Reconstruction and Development (IBRD) and the [International Development
Association (IDA). Each institution plays a different but supportive role in World bank’s
mission of global poverty reduction and the improvement of living standards. The IBRD
focuses on middle income and creditworthy poor countries, while IDA focuses on the
poorest countries in the world.

World bank is a conventional financial institution with the operations running under the
main principle of providing low-interest loans, and interest-free credit and grants to
developing countries for education, health, infrastructure, communications and many

other purposes."
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Result of Comparative Analysis I:

When we look at the principles of operations at both IDB and the World bank, we
observe that both has the same perspective of ethical investment for social benefits and
economic welfare, and they are working on development projects but the main difference
between both of them is that Islamic development bank implement those operations with
Shariah principle of no interest based transactions whereas the World bank has interest
based transactions for its operations no matter its principle is to keep the interest rates

low.

Comparative Analysis I1: Financial Instruments or Modes of Finance

Islamic Development Bank uses many Shariah compliant financial instruments that
includes loan financing, technical assistance, leasing, installment sales, istsna, equity
participation and profit and loss sharing musharaka (in project financing by funds) but the
major modes of finance that it uses in most of its operations are i) Murabaha and
Installment sales financing, ii) Loans , iii) Istsna , iv) ljarah Muntahia Bi Tamleek , v)

Musharaka - profit and loss sharing-( in project financing by funds )

i) Murabaha and Installment sales financing,
Murabaha financing and installment sales financing are agreements whereby
the Fund sells to a customer a commodity or an asset, which the Fund has
purchased and acquired based on a promise received from the customer to
buy. The selling price comprises the cost plus an agreed profit margin. IDB

purchases the machinery/equipment needed for a certain project then re-sells

20



i)

them to the beneficiary adding a mark-up which is mutually agreed upon

between the Bank and the beneficiary.

Loans

Loans represent amounts disbursed in respect of projects less repayment
received relating to the outstanding capital portion of the loan as determined
by the loan agreement. These IDB loans are interest free and based on Islamic
principle of “Qard Hassan” which are considered as nonprofit bearing loans.
IDB Loans are extended mostly to governments or to public institutions
having the government guarantee and provide long-term financing for

development projects in basic infrastructure and agriculture.

Istsna

Istisna’a is an agreement between the Fund and a customer whereby the Fund
sells to the customer a developed asset according to agreed upon
specifications. for an agreed upon price. Istisna’a assets represent the
disbursements made as of the date of the statement of financial position
against the assets acquired for Istisna’a projects plus income recognized, less
repayment received. This mode is applied in the financing of manufacturing of

goods and equipment, as well as in the financing of construction works

Ijarah Muntahia Bi Tamleek
[jarah is an agreement whereby the Fund, acting as a lessor, purchases

according to the customer request(lessee), based on his promise to lease the

21



asset for an agreed rent for a specific period. The Fund transfers the title of the
asset to the lessee without consideration upon completion of all payments due.
Investment in [jarah Muntahia Bittamleek consists of assets purchased by the
Fund, either individually or through a syndicate agreement and leased to

beneficiaries for their use under Ijarah Muntahia Bittamleek agreements.

Profit Sharing

Profit Sharing is a form of partnership which involves the pooling of funds
between the IDB and another party for the financing of a project, each partner
obtaining a percentage of the net profit accruing from the venture. The profit
accruing to (or loss incurred by) each partner is proportional to its share in the
venture. This mode might be suitable for projects expected to have a high

financial rate of return.

On the other hand, World bank has the following four major modes of Finance in
its operations: (i) Flexible loans, (ii) local currency loan, (iii)special development

loans and (iv) contingent financing with deferred drawdown option.

Flexible Loan

A loan in which borrowers can benefit from long maturities (up to 30 years),
transparent LIBOR-based pricing, built-in hedging products to manage financial
risks over the life of the loan, and the ability to customize repayment schedules

according to project needs or debt management requirements.
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Interest rates for the loan are reset semi-annually based on a variable reference
rate (currently 6-Month LIBOR for USD, JPY and GBP and EURIBOR for EUR),
plus a variable or a fixed spread. In addition, a one-time front-end fee of 0.25% of

the loan amount is charged at the beginning of the project.

ii) Local currency loans
This financial instrument consists of flexible loans with options embedded that
gives to borrowwe access to local currency at the time of disbursement or at any

time during the life of the loan to reduce future vulnerabilities to foreign exchange

risk.

iii) Special development loans

The World Bank offers special development loans for development of sub
nationals with two options: financing with a sovereign guarantee on the same
terms as national governments, or financing without a sovereign guarantee on

commercial terms through the joint World Bank Sub national Finance program.

iv) Contingent financing with Deferred Drawdown option

With this mode of finance flexibility is gained to rapidly fund financing
requirements due to an unexpected shortfall in resources. The Deferred
Drawdown Option -DDO - is a committed line of credit with similar pricing and

the same built-in risk management features and flexibility as the Flexible Loan.
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Result of Comparative Analysis 11:

By comparing the major modes of finance used by Islamic development bank and World
bank, we observe that both of them are using similar nature of products that are mainly
loans or deferred payments with only difference in retribution amount (which is interest
in case of World Bank and profit or markup in case of IDB) but the need for maintaining
high liquidity is in case of Islamic financial institution is more as even if it is getting
markups or cost plus but since it has profit and loss sharing operations as well like

musharaka, it is therefore sharing in losses also along with the gains.

Comparative Analysis III: Financial Risks

Islamic Development Bank faces the following main risks in its financial activities and

operations:

e Credit Risk,

e Market Risk

e Operational Risk.

e Shariah Reputational Risk

Credit risk is the risk that may arise if counterparty defaults or fail to fulfill or pay the
obligations, Market risk of three different types may arise for IDB if (i) currency risk
due to possibility of change in foreign currency that will affect the value of financial
assets and liabilities (ii) liquidity risk due to inability to meet its net funding requirement
(iif) mark up risk due to changes in markup that will affect the value of financial

instrument. Operational risks may arise due to holding of assets and any loss that occurs
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due to failure of some internal process. Finally, Shariah reputational risk which may

arise if any operation or financial product which are not satisfying shariah compliancy.

According to World Bank, it also considers credit risk, market risk and operational risk as
its major risk same as IDB risks with an exception that there is no Shariah Reputational
risk. Like in IDB, Credit risk in World Bank may arise due to default of counterparty or
settlement of obligations. Market risk may occur due to either changes in interest rates or
inability to meet liquidity requirement. Operational risks may arise due to holding of
assets and failure of internal process.

Result of Comparative Analysis III:

The analysis shows that both Islamic Development Bank and World Bank have
similar major risks. However, IDB is addressing an additional unique risk i.e. Shariah
reputational risk, a risk that may arise due to non shariah compliancy of transactions in
products and operations. This Shariah reputational risk of IDB is same as Shariah
compliance risk addressed by DelLorenzo (2007) that “Shari’ah compliance risk is the
possibility that a financial service or product is not or will not be in compliance with
established Shari’ah principles and standards”. Financial products and services designed
especially for the Islamic financial marketplace are distinguished from their conventional
counterparts by their compliance with Shari’ah precepts and principles.
(Doleranzo,2007).

According to Dr. Sami Al Suwailem, Head of IRTI at Islamic Development Bank,

“Islamic Development Bank faces less Shariah-risk than for-profit institutions and
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IDB is committed to Shariah rulings and adopts only Islamic modes of finance.

Therefore the impact of Shariah risk is less than in case of for-profit banks.”

Comparative Analysis I'V: Risk Management Techniques
IDB has a formal infrastructure for risk management in the form of department called
“Group Risk Management Department” which is independent from all business
departments and affiliations of IDB. (At first IDB had small unit within treasury
department to manage risk, then it had office reporting to Vice President but now it has
taken shape of complete Department IDB group level Risk Management Department
“GRMD")
The GRMD s responsible for identification, assessment, mitigating, and reporting of all
types of risks inherent in the Bank’s activities with the view to achieve and maintain its
sound, safe and sustainable low risk profile. The Bank has also established a Group Risk
Management Committee which is responsible to ensure that, based on the risk appetite of
the Bank; there are appropriate controls on all major risks arising from financing and
investment operations through reviewing the risk management framework, policies,
procedures, guidelines and risk reports.
To manage all types of risks there are proper systematic guidelines to be followed by all
the business departments.

» Events of risks are identified on timely manner.

» There is early warning system for all the business department that includes

A4

What is the responsible of business department towards a risk

» When those should be implemented

A4

Preparing checklist about certain responsibilities over certain time.
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t

Risk reports from business departments that include their risks and impact of
these risks are reviewed by group risk committee (directors of different business
departments meet in Monthly meeting presenting risk reports).

A reliable infrastructure for risk management is to ensure proper updated data
with efficient system and right people with expertise (Risk management
personnel) supervised by risk management committee and involve management
support in order to make accurate decision.

For each risk there are guidelines to be followed .IDB always benchmarks all its
risk management procedures with other MDBs to have best business practices by
comparing with what others are doing. The introduction to each subject and
proper guidelines in this regard is very important.

Risk Management Report: There is a risk management report to give room to all
concerns and then make proper recommendation to manage the risk specific to
each operation and transaction.

Review Method: Prepared reports about all related risks for specific
product/business transactions are passed through and reviewed by all members in

group risk committee to have approval. (this is to insure minimal level of

infrastructure)
- ;
All sub | Group Risk Management Approval
business units 3  Management ﬂ =5
= IR | Committee | sl . -
FIGURE 1

Review Method of Risk Reports
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All risk guidelines shall be at IDB group level and each department should follow them
unless there is a reason for not following them and that should also be agreed at group
level.

Risk Management techniques of Islamic Development Bank: IDB is very conservative
in matter of risks. It does all of its operations with careful analysis in order to manage its
expected risks. Following are the risk management techniques it uses for each of its
major risk:

Credit Risk Management:

o For credit risk IDB has adopted anti money laundering (considering whom
to deal with.

o Exposure limits for the purpose of financed operations, placement of
liquid funds and acceptance of bank guarantees are determined In
consultation with the Group Risk Management Department (GRMD)
which is independent from all business departments and affiliates of the
IDB. These limits are implemented by all the entities in the IDB Group).

o Exposure limits depends upon

® Rating

s Size of Obligor (Bank, Corporate)

* % in portfolio (e.g. certain percentage limit for an obligor and IDB
doesn’t go for that obligor more than that % . e.g. 3% for certain

bank in portfolio of group of banks)
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o Exposure is mainly secured by sovereign guarantees (as of 28 July 2009,
97% of IDB’s financed operations are sovereign guaranteed) with the
remainder secured by commercial bank guarantees acceptable to IDB

o IDB is afforded preferred creditor status on sovereign financing

o Some common strategies followed by IDB to manage Credit Risk:

» Diversification of portfolio

= Proper risk analysis

» Financing operations of certain sectors
Geographical risk management

o Exposure to any member country is diversified with a view to avoid
excessive concentration of risk in any particular member country by
setting and monitoring country limits

Liquidity Risk management

o IDB follows a conservative approach by maintaining high liquidity levels,
invested in cash, cash equivalents, commodity placements and Murabaha
financing with short-term maturity of three to twelve months

o IDB policy is to hold sufficient liquid funds to cover 1-2 years of net cash
requirements.

Currency Risk Management
o IDB has adopted the Islamic Dinar as its reporting currency with the

Islamic Dinar equivalent to | Special Drawing Right of the IMF
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o Currency risk is managed by aligning the net assets to the neutral position
in line with the ID basket (basket currency e.g. includes Euro, Yen,
Sterling)

o Every five year change the duration.

o IDB also uses cross currency profit rate swap to hedge currency risks.

Market Risk Management

o Exposure to market risk is limited as IDB does not trade in currencies and
does not have a trading book with most investments held to maturity.

o IDB has recently adopted a cost pass-through policy for financing
operations and aims to raise funds on the same basis in which the
financing is made.

o While some mark-up risk exists, IDB utilizes Shariah compatible hedging
mechanism (Murabaha based profit rate swap) to manage the remaining

exposures.

Management of Shariah Risk

To manage the Shariah reputational risk, the Shariah Committee of IDB performs
audits on various IDB activities to ensure Shariah compliance and there is a
dedicated unit for Shariah coordination at IDB. The IDB is a non-profit
organization, and hence it is not seeking profits in its transactions. From this
perspective, IDB faces less Shariah-risk than for-profit institutions and also IDB
is committed to Shariah rulings and adopts only Islamic modes of finance which

makes it easy to manage.
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Beside this, to manage Shariah reputational risk all IDB business activities are
subject to the supervision of IDB group Shariah Committee Members. The
Committee has the following functions:

o All transactions and products that are to be used for the first time, ensure
their conformity with the principles of the Shariah, and lay down the basic
principles for the drafting of related contracts and other documents;

o Give opinion on the Shari’ah alternatives to conventional products which
the business activities intends to use, and lay down the basic principles for
the drafting of related contracts and other documents, and to contribute to
its development

o Respond to the questions, enquiries and explications referred to it by the
Board of Executive Directors or the management of the business activities

o Submit to the Board of Executive Directors a comprehensive report
showing the measure of the activities’ commitment to principles of
Shariah in the light of the opinions and directions given and the
transactions reviewed.

Risk Management techniques of World Bank: For managing financial risks in its
products world bank uses the hedging products that are available in one of three ways: on
a stand-alone basis to manage risk on the entire portfolio of World Bank loans; on a
gand-alone basis to manage debt owed to other creditors; and built into the Flexible

Loans as conversion options. Following are the main techniques:

Currency conversions and swaps: This technique alters the currency terms of'a

loan obligation if risk management requirements have changed since the initial
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choice of loan currency. To access built-in conversion options simply request the
desired type and terms of the conversion. For loans without embedded options or
debt owed to creditors, access swaps by signing a Master Derivatives Agreement.
Availability of currency hedging products presupposes a sufficiently liquid swap
market in the desired currency.

Interest rate conversions and swaps

Transform the interest rate basis of a loan obligation from a fixed to floating rate
or vice versa. To access built-in conversion options simply request the desired
type and terms of the conversion. For loans without embedded options or debt
owed to creditors, access swaps by signing a Master Derivatives Agreement.
Interest rate caps and collars

Limit interest rate variability with a cap or a collar. Caps set an upper limit on the
variable interest rate of the loan. Collars set an upper limit (a cap) and a lower
limit (a floor) on the interest rate of the loan. Both require payment of an up-front
premium to purchase the interest rate protection. For loans without embedded
options or for debt owed to creditors, access caps and collars by signing a Master
Derivatives Agreement.

Commodity Swaps

Link debt service payments to the prices of a particular commodity or
commodities in order to reduce commodity price risk. One set of cash flows is
linked to the market price of a commodity or index. The other is a fixed cash flow
or a cash flow based on a variable rate of interest. In this way, a commodity swap

is a hybrid, spanning interest rate swap and commodity swap markets.
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Result of Comparative Analysis IV:

By Comparing the risk management techniques of Islamic development bank with world
bank, we observed that in case of IDB, the risks are managed by sovereign guarantees,
Commercial bank guarantees, hedging products-Murabaha based profit rate swaps,
Established exposure limits for obligors, hedging product cross currency profit rate
swaps and maintaining high liquidity levels. Whereas in case of World bank risk
management tools are Derivatives (currency swaps, currency forward, interest rate
swaps) and guarantees (partial risk guarantees, partial credit guarantees, policy based

guarantees)

Studying the structure of the mitigation techniques, differences are found which shows
that when mitigating similar types of risks in Islamic finance, risks are not considered
separate or traded separated as in case of world bank by using derivatives like interest
rate swaps. Mitigation techniques of Islamic development bank were integrated within
transactions and underlying structure of financial product within each transaction. Beside
the guarantees, most of the risk management techniques used by World bank (a
conventional financial institution) are derivatives but Islamic development bank (an
Islamic financial institution) is not using any derivative but other risk management

strategies and hedging mechanisms that are acceptable according to Shariah also.

Hence this answers the research question that
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“Is there any difference in risk management techniques of Islamic financial institution

and conventional financial institution?”

The answer is:

Yes, based on this research, we can say that there is a difference in risk management

techniques used by Islamic financial institution and the conventional financial

institution.
Summary of Comparative Analysis and Results
IDB World Bank Similarities/Differences
Main Credit Risk = Credit Risk Main Risks are same in
Risks Market Risk = Market Risk both, IDB has additional
Operational = Qperational shariah risk
Risk Risk
Shariah Risk
Major Loans = Flexible loans Similar
Financial Cost plus = Local underlying nature
Instrumen Markup currency but structures are
ts Murabaha loans modified to
financing = Sub national satisfy shariah
Istsna development rules.(WB has
[jarah Muntahia loans interest rate, IDB
Bittamleek = Contingent has profit margin
Financing or markup)
Risk sovereign = Derivatives Different
Mitigation guarantees, = currency mitigation tools
tools Commercial swaps,
bank . currency WB has separate
guarantees, forward, products for
Murabaha = interest rate mitigation.
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based profit swaps and IDB has
rate swaps , = guarantees mitigation
Established = partial risk techniques
exposure limits guarantees, integrated within
for obligors, = partial credit the financial
Cross currency guarantees, product and
profit rate = policy based transactions
swaps and guarantees)
maintaining
high liquidity
levels

TABLE 1

Summary of Comparative Analysis and Result
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CONCLUSION

As a conclusion, it is obvious that no matter that there is a consistency in financial
products and services of Islamic and conventional financial institutions and the risks they
usually face are also similar but because of the underlying Shariah principles which
structures the Islamic financial transactions in a modified way considering the ethical
perspective behind it, so the risk mitigation techniques are accordingly taking a different
shape that is free from any unlawful deal or transaction in financial product, resulting in a
fair shariah compliant risk management. This implies that there is a difference between
the risk management techniques used by conventional and Islamic financial institutions.
In addition to difference in risk management techniques of common risks, Islamic
financial institution has a unique Shariah compliant or Shariah reputational risk that is
due to consideration of Shariah (Spirituality) and Islamic development bank also
addresses this risk. However, according to Dr. Sami al Suwailem *Since Islamic
Development Bank is a non-profit organization, it faces less Shariah-risk than for-profit
institutions and IDB is committed to Shariah rulings and adopts only Islamic modes of

finance. Therefore the impact of Shariah risk is less than in case of for-profit banks™.

To wrap up, this is the limit of my work that is the exploratory study of two multilateral
banks. But reality is different, these results may not be applied to profit based financial
institution and this leads to another subject for future research to explore the case of

profit organizations.
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APPENDIX
Interview with Group Risk Management Department of IDB
(Primary Data Collection)
Interviewee:
1. Mr. Ahmed Murad (Director of Group Risk Management Department)
2. Mr. Hussam (Credit Risk manager)

3. Dr. Sami Al Suwailem (Head of IRTI)

4. Mr. Ahmad Arbee

1. What types of risks your financial institution face?
Answer:
IDB faces three main risks in its financial activities and operations:
Credit Risk, Market Risk and Operational Risk.
Beside the main three risks, Since IDB is a development bank and operating with
its members in 56 different countries it also manages geographical and currency

risks along with the liquidity risk.

2. What are the risks that you face in different Islamic modes of financing your
institution has? What techniques or strategy you are using to mitigate or
control those risks?

Answer:
IDB is very conservative in matter of risks. It does all of its operations with

careful analysis in order to manage its expected risks.
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Credit Risk

a. Forcreditrisk IDB has adopted anti money laundering (considering whom
to deal with.

b. Exposure limits for the purpose of financed operations, placement of
liquid funds and acceptance of bank guarantees are determined n
consultation with the Group Risk Management Department (GRMD)
which is independent from all business departments and affiliates of the
IDB. These limits are implemented by all the entities in the IDB Group).

1. Exposure limits depends upon

ii. Rating

. Size of Obligor (Bank, Corporate)

iv. % in portfolio (e.g. certain percentage limit for an obligor and IDB
doesn’t go for that obligor more than that % . e.g. 3% for certain
bank in portfolio of group of banks)

c. Exposure is mainly secured by sovereign guarantees (as of 28 July 2009,
97% of IDB’s financed operations are sovereign guaranteed) with the
remainder secured by commercial bank guarantees acceptable to IDB

d. IDB is afforded preferred creditor status on sovereign financing

e. Some common strategies followed by IDB to manage Credit Risk:

1. Diversification of portfolio

1. Proper risk analysis

. Financing operations of certain sectors

Geographical risk
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f. Exposure to any member country is diversified with a view to avoid
excessive concentration of risk in any particular member country by
setting and monitoring country limits

Liguidity Risk

g. IDB follows a conservative approach by maintaining high liquidity levels,
invested in cash, cash equivalents, commodity placements and Murabaha
financing with short-term maturity of three to twelve months

h. IDB policy is to hold sufficient liquid funds to cover 1-2 years of net cash
requirements.

Currency Risk

1. IDB has adopted the Islamic Dinar as its reporting currency with the
Islamic Dinar equivalent to | Special Drawing Right of the IMF

J. Currency risk is managed by aligning the net assets to the neutral position
in line with the ID basket (basket currency e.g. includes Euro, Yen,
Sterling)

k. Every five year change the duration

Market Risk

I.  Exposure to market risk is limited as IDB does not trade in currencies and
does not have a trading book with most investments held to maturity.

m. IDB has recently adopted a cost pass-through policy for financing
operations and aims to raise funds on the same basis in which the

financing is made.
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n. While some mark-up risk exists, IDB utilizes Shariah compatible hedging

mechanisms to manage the remaining exposures.

3. Do you have a formal system of Risk Management in place in your
organization? Do you follow specific procedures? Is there a department/or
committee responsible for identifying, monitoring, and controlling various
risks?

Answer:
Yes IDB has a formal infrastructure for risk management in the form of
»department called “Group Risk Management Department” which is independent
from all business department and affiliations of IDB. (At first IDB had small unit
within treasury department to manage risk, then it had office reporting to Vice
President but now it has taken shape of complete Department IDB group level
Risk Management Department)
To manage all types of risks there are proper systematic guidelines to be followed
by all the business departments.

e Events ofrisks are identified on timely manner.

o There is early warning system for all the business department that

includes
o What is the responsible of business department towards a
risk

o When those should be implemented
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o Preparing checklist about certain responsibilities over
certain time.

Risk reports from business departments that include their risks and
impact of these risks are reviewed by group risk committee
(directors of different business departments meet in Monthly
meeting presenting risk reports).
A reliable infrastructure for risk management is to ensure proper
updated data with efficient system and right people with expertise
(Risk management personnel) supervised by risk management
committee and involve management support in order to make
accurate decision.
For each risk there are guidelines to be followed .IDB always
benchmarks all its risk management procedures with other MDBs
to have best business practices by comparing with what others are
doing. The introduction to each subject and proper guidelines in
this regard is very important.
Risk Management Report: There is a risk management report to
give room to all concerns and then make proper recommendation
to manage the risk specific to each operation and transaction.
Review Method: Prepared reports about all related risks for
specific product/business transactions are passed through and
reviewed by all members in group risk committee to have

approval. (this is to insure minimal level of infrastructure).
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All risk guidelines shall be at IDB group level and each department should follow
them unless there is a reason for not following them and that should also be
agreed at group level.

What risk measuring techniques your FI using for the risks monitoring and
measurement?

Answer:

The use of Risk Management Techniques for risk monitoring and measurement
depends upon type of risk. Though IDB has conservative risk management system
and prior to execution of operations and the related decision making, it carefully
analyze risks and its impacts but some common techniques used by IDB with
systematic approach and within framework of group risk management department
policies and procedures are Gap analysis, Maturity mismatch analysis, Currency

Mix, Price Matching and some more additional measures specific to intensity of
risks and operations.

IDB research department IRTI also time to time provides some research on
hedging techniques to use.

IDB also has its own risk rating system which includes qualitative and
quantitative measures, balance sheet analysis, liquidity management etc. weights

are assigned and based on these weights risks are rated.

What methods you use for hedging? Conventional Financial institution use
derivatives. Do you use special Shariah compliant Islamic instruments or

techniques for risk management and protection?
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Answer:

For hedging IDB follows the principle of integration of hedging techniques with
underlying transaction unlike derivatives 97% of which are Haram since the make
hedging a separate product then actual operation and transaction. But IDB in its
operations and in each of its transactions hedge the risk at the same point in order
to avoid any speculation or prohibited activity and all parties involved should be
satisfied with fair operation and win-win solution, no zero sum game. IDB has
Shariah compliant hedging mechanisms.

Do you have a research committee specially working on developing risk
management techniques similar to conventional but Shariah compliant?

Answer:

Yes IRTI department at IDB is working on this area as well to develop risk
management techniques and provides time to time research on hedging techniques
to be utilized.

How do you evaluate the effectiveness of techniques and instruments you use
for risk management?

Answer:

IDB evaluate effectiveness of its risk management procedures on continuous basis
as with every new challenge it needs to enhance. IDB always benchmark all its
risk management processes with other MDBs to have best business practices.

The institutions used for benchmark which are mainly peers for IDB are:

e World Bank
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8.

e African Development Bank
e Asian Development Bank

e Inter American development Bank

IDB considers shariah risk and it has audits for its different activities. but
since it is nonprofit organization so it faces less shariah risk. Can I say
shariah risk is not IDBs major risk (because of the above reason)? Or i
should instead say it face shariah risk but to lesser extent than other two

risks credit and market risk which are its major risk.

Answer:

Since IDB is a non-profit organization the financial impact of Shariah risk would
be less than in case of for-profit banks. No, you cannot say Shariah risk is not a
major risk at IDB. Only the impact of Shariah risk is less than in case of for-profit

banks.

Can 1 have examples of what kinds of audits used for managing shariah
risks?

Answer:

There is a dedicated unit for Shariah coordination within the legal department.

The IDB Shariah committee itself also performs Shariah audit.

46



10. When structuring products and services for operations according to shariah
rulings and modes. Does idb face any limitation in implementation just because of
shariah prohibition for certain kind of transaction. Or IDB operations are well
structured and satisfying shariah compliancy and at the same time competing with

similar kind of operation in non Islamic development bank like world bank?

There are limits due to Shariah requirements. This makes competition in international
markets more difficult. However, IDB compensates for these challenges through its
strong relationships, technical assistances, and the ban of debt-compounding that exists

in conventional finance.
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