Cp ) civimil il sl dlsg
V Islamic International Rating Agency

The 18" Annual World Islamic Banking Conference (WIBC)

Rating Workshop

Sunday 239 November 2008
Gulf International Convention Centre
Kingdom of Bahrain

el a el 2 A sl
Istamic international Rating Agency




Agenda

e Introduction to Ratings, their Functions and Higtor
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e Q&A




What is a Rating?

An independent, objective opinion regarding thatreé capacity
to meet financial obligations on time, including¢amaic returns
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A Brief History of Ratings

Moody’s Investors Service, a publisher establishetB00, stole
the idea for ratings from Dun & Bradstreet in 190%®nhance
the value to investors of his statistical manuals

Fitch Investors Service established 1913; ratings 1924
Standard Statistical and Poor’s Corp merged in 1923

Rating agencies’ strength is derived from the cnétiland
reliability of their opinion and research

Since 1985, entrepreneurs, IFC and governmentssporesored
the formation of about sixty agencies




What Are The Market’s Needs?

* A reliable third party opinion on the Iikelihoodan- :n%vcérggi? ggttii:g:
an issuel/issuer will repay its financial obligagom J
timely manner, i.e. not default

« A reliable third party opinion regarding an insts Irésurer’shFI;na_ncial
financial strength and the insurer's ability to mpe reNginEAings
contractual obligations

« Assessment of the level of compliance v\_ Shag’at_Quality
principles of Shari’a atings

demarcation of rights and responsibilities of dfat
stakeholders and compliance with prevailing ruleg
procedures for making decisions

» Assessment of an entity’s practices to assesq the Corporate
‘ Governance Ratings
a




Principal Benefits of Rating - Issuers

Enhances access to capital and funding, often imke® pricing
Places the name on the “credit map” (globally-und@dtsymbols)
Exposes an issuer's management to best practice

Assists with diversification of investor base

Means of communicating creditworthiness to key t¢erparties
Internal management tool to assist financial andegra planning
Enhances the transparency of financial marketgoay

Facilitates secondary market liquidity

Assists in bringing efficiency and stability in thedncial system

Ratings can bring clarity to a bank’s status as atewparty




Principal Benefits of Rating- Investors
* A primary tool to use in investment decisions
» EXxpert analysis can provide useful insights
« Research reports reflect independent opinions

* Over time, investors and Investment Account Holagalscome to rely on
ratings

* Reduce information asymmetry by providing an inage@nt opinion on an
Issuer’s risk profile

* Provide a qualitative and quantitative analysiedasting future net free
cash flow and relative payment capacity

» Provides an appropriate pricing framework for therket




Principal Benefits of Rating— Intermediaries

For fund arranger (Bank/ Investment Bank/ Undervsit the
benefits are predicated on:

e Objective and informed third party opinion on thmedst
strengths and weaknesses of the subject entitye iss

* Meeting of internal guidelines in some institutidhat require
rating as pre-requisite for any investment or syation or
credit facility

* Inthe case of Sukuk, rating will ensure greatguitlity and
marketability by facilitating risk based pricing

 The rating report provided by the rating agencytams
detailed credit analysis which promotes transparenc

e The rating scale with unambiguous definitions i$l we
understood by the market and creates comparability




Principal Benefits of Ratings- Regulators

« Common Obijectives of Regulators

Containment of risks

Sufficiency of disclosure

Protection of less sophisticated investors
Limiting the possibility of fraud

e S

 Enhanced analytical capacity in the market

e Quality framework to guide risk pricing

e Often, early warning on developing problems
 May assist in framing suitable regulations




Role of Rating Agencies

 Reduce asymmetry in information
* Provide objective, professional independent opimmosimple
code

e Maintain high standards of professionalism to eamfidence
among investors
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Stage of Development of Islamic Capital Markets

 Important players are GCC countries, Malaysia, ek &
Pakistan

o Equities market developed to a respectable size

 Debt market relatively new and developing

« Sukuk market showing rapid growth

 |IFSB, AAOIFI, IIRA contributing to development ofapital
markets




Efficient Capital Market

Allows disintermediation of banking sector

Reduces reliance on banking sector for funding siéadlarge
ISsuers

Usually reduces costs of funds
Affords diverse avenues for liquidity management

With rating infrastructure, aligns funding costrisk profile of
borrower

Credit Ratings accelerate development of capitakaeta




Some Regulatory Requirements in South &
South East Asian Countries

 Compulsory rating of banks
 Compulsory rating of Sukuk and certain other dabtruments

e Minimum rating benchmarks for companies issuing
certificates of deposits and certificates of Mucihas

« In Bangladesh, IPOs must be rated




he Need for developing a Rating
Agency In this Region?

“ Development of credit rating agencies..... IS a ketitutional reform to
help develop corporate and sub-sovereign bond nisrks well as
asset-backed securities markets...”

- Observations by International Monetary Fund (IMF) in
Financial Sector Assessment: A Handbook

In the Constituent General Assembly of IIRA, His Exellency, Dr.
Ahmed Mohamed Ali, President of IDB stated:

“The establishment of IIRA is a cornerstone of thlamic banking
Industry...The first aim to be achieved in relatiodIRA is to receive
recognition of it from bodies and institutions cenwed with control
and management of money markets throughout thedwamd in
particular central banks.”




Sharr'a Compliance

o Central pillar of Islamic financial institutions
e Is a continuous process
* Requires independent monitoring

Al a gl a A sl

Istamic internationa! Rating Agency




Islamic International Rating Agency

* The “Ten-Year Framework and Strategies” for Islafmancial Services
Industry Development includes establishment of angaAgency. In line
with this strategy, Islamic Development Bank (IDBpk steps to
establish IIRA in 2002

e Other participants included well-known banks frdiffierent countries
and two rating agencies

* IIRA has many Sponsors ensuring IIRA’s indepeneesad avoiding
dominance

* |IRA started its operations in late 2005, andasvirecognized by Central
Bank of Bahrain as an ECAI

* [IRA is generating awareness of ratings in theaeg
 VVolume of inquiries is growing

* [IRA has been voted the Best Islamic Rating Ageinc®006 according to
a poll conducted by Islamic Finance News




What is an |IRA Rating?

An independent, objective opinion regarding thatre¢ capacity to
meet financial obligations, including Islamic retsr

lIRA ’s Ratings are NOT:

« Recommendations to buy, sell or hold
* A guarantee against loss
e An Audit

IRA 's Definition of Default

*An issuer’s failure to meet its obligations ondim




lIRA 's Competitive Advantages

The management of [IRA consists of experiencedgssbnals,
from different countries, with in-depth knowledgedaexperience

lIRA’s target regions include: GCC countries, Othsdamic
countries in Middle East and North Africa, Southadsnd Far
East

lIRA employs international best practice
lIRA is the only agency based in the region

lIRA has superior regional knowledge that resultsuperior
conclusions

lIRA is the only agency that offers Shari'a QuaRgting (SQR)

The value model for [IRA rests on investors andits use of
ratings and the quality of supporting research




lIRA 's Competitive Advantages Contd...

lIRA is completely independent and transparentofaos a
consistent methodical and rigorous analytical pgeand
subscribes to a code of conduct/ethics which isisteant with the
|IOSCO code of conduct for rating agencies as veeBasel

Rating Committee: IIRA’s Rating Committee consstEore
members plus occasional experts. All Rating Cotemimembers
are completely independent and have no confliaitefest with the
entity or instrument to be rated

lIRA’s websitewww.lirating.commakes full disclosure regarding

Its ownership, mana%ement, rating methodology Hatsaservices
and rating scales an

definitions




lIRA and Basel-Il ECAI Requirements

1. Objectivity— IIRA has rigorous and systematic
methodologies; Assessments are subjected to ongoing
review; IIRA maintains records for Backtesting,rsings
and transactions

2. Independence IIRA is fully independent and not subject to
political or economic pressures; Assessment prasdsse
from any conflicts of interest emanating from theaBd of
Directors or shareholders

3. International access/Transparerci/he assessments are

available to both domestic and foreign institutions




lIRA and Basel-ll ECAIl Requirements

4. Disclosure- IIRA’s assessment methodologies including the
definition of default, the time horizon and the mieg of each
rating are publicly available; Actual default rategerienced
INn each assessment categories and the transitegssesments
are being maintained

5. Resources Sufficient resources to carryout high quality drec
assessments are available; Ongoing contacts witbrsand
operational level within the entities assessedvamtained

6. Credibility— is being gradually built up derived from above

criteria; and supported by existence of internacpdures &

standards




lIRA ’s Recognition as ECAI by CBB

S e
l'.. 1 ‘Yll F, i a Lﬂ‘a
k_.--f'"f’, ‘*-—-:r"/f\:&
Central Bank of Bahrain

":':-‘III

Execurive Director - Banking Supervision

You letter of 12" February covers the six eligibility criteria and your reasons
{or why you believe that IIRA satisfies these criteria. I confirm that liRA 1s
recognised by the Central Bank as an External Credit Assessment Lnstitution
(“ECAI”). There are some points in relation to the above crileria where
| would appreciate your comments going forward and which we may wish to
discuss with you when we make our next periodic reassessment ol ECAIs.

A. Objectivity

The methodologies outlined by you appear to be rigorous and
systematic, however your website shows no methodology (as vet) for
commercial entities. Will you be releasing such a document soon,
and would you please forward a copy for our reference? Second,
would you please outline how you will be back-testing your ratings
as lime progresses. 22

Istamic international Rating Agency




Committee of European Banking Supervisors
(CEBS) Guidelines on the Recognition of ECAI

Two modes of supervisory recognition are set otih@Capital
Requirements Directive (CRD) of CEBS:

Direct Recognitionsupervisors make their own evaluation of an
ECAI's compliance with the recognition criteria

Indirect Recognitionsupervisors recognize an ECAIl based on
recognition in another Member State, without cargyout their own
evaluation process. This can be a valuable ingntiior enhancing
efficiency and reducing administrative burdens

Following the above indirect approach adopted bB&Fa GCC
country should recognize a rating agency as ECA¢tan
recognition by another GCC country




IRA 's Mission and Services |

The mission of IIRA is to foster development of threncial
markets in which it operates through provision of:

e Ratings for Sovereigns

« Traditional bond/Sukuk Ratings and Rating framework
permit rational pricing

 Insurer Financial Strength Ratings

e Sharr'a Quality Ratings to reflect institutionalnapliance
* Issuer Ratings

o Specialist, focused Corporate Governance Ratings

* Real Estate Project Ratings

e IIRA provides ratings for all types of issuers asslies




IRA 's Mission and Services ||

A periodic summary bulletin of market activity aratings

Economic commentary from a credit and investmeatityu
perspective

Detailed rating reports to enhance the investmeaistn
process

Sector reports clarifying company status withinusiay
groupings

A record of actual and prospective money and chpitaiket
activity

Analysis of financial institution counterparty righ treasurers

Seminars on the analytical principles employedaiyng
agencies




lIRA ’'s Shareholders

lIRA has in its shareholding group:

A. Multilateral Finance Institutions
1. Islamic Development Bank (56 members, Headqusa8audi Arabia)
2. Islamic Corporation for the Development of thiev&te Sector, Saudi Arab

B. Rating Agencies

1. Capital Intelligence Ltd., Cyprus

2. JCR-VIS Credit Rating Co. Ltd., Pakistan

3. Malaysian Rating Corporation Berhad, Malaysia

C. Banks and Insurance Companies

1. Kuwait Turkish Participation Bank Inc., Turkey
2. Bahrain Islamic Bank B.S.C., Bahrain

3. Arcapita Bank B.S.C., Bahrain

4. Abu Dhabi Islamic Bank, United Arab Emirates
5. Takaful Malaysia, Berhad, Malaysia

El




lIRA 's Shareholders- Contd...

6. First Investment Company K.S.C., Kuwait

7. Pakistan Kuwait Investment Company (Pvt.) Likistan
8. Arab Islamic Bank, Palestine

9. Dubai Islamic Bank, United Arab Emirates

10.
11.
12.
13.
14.
15.
16.

Bosna Bank International, Bosnia

Al-Baraka Banking Group, Bahrain

Jordan Islamic Bank, Jordan

Bank Islam Malaysia Berhad, Malaysia

Dubal Bank, United Arab Emirates

International Leasing & Investment Company, lkuw
A.K. Bakri & Sons (Bermuda) Ltd.




Key Analytical
Approaches to Different

Types of Ratings




IIRA’s Sovereign Rating
Analysis




lIRA’s Sovereign Rating Analysis

lIRA evaluates the creditworthiness of the govemhud a
country, determining its ability and willingnessftoly service
Its financial obligations on time.

lIRA provides its sovereign ratings on followingages
— Local Currency International Scale

— Foreign Currency International Scale

— National scale

lIRA has documented policies to account for counsk
represented by country’s sovereign ratings inhalratings
assigned to issuers within a country

IIRA’s sovereign ratings on national scale helgsiess to avoid
the rating compression that they face due to lderimational
scale rating of the country




lIRA’s Sovereign Rating Analysis

lIRA’s sovereign analysis for all countries is campd of a set
of fundamentals. These are

Politics and Policy Continuity

The Economy—Structure and Growth Prospects
Budgetary and Fiscal Policy

Monetary Policy and Flexibility

The External Accounts

Internal and External Debt

VV V VYV VYV

el 2l 2 A e

Istamic international Rating Agency




lIRA’s Sovereign Rating Analysis

The analytical framework conforms with the standgiabal best practice.
Additionally as a regional rating agency focusedlmemerging market economies
IIRA possesses insight in the regional marketssgpatifically the political and
social environment

Our sovereign ratings as a result reflect the patential of the emerging market
economies. In the case of Bahrain we arrivedmagjlaer ratings compared to the
global rating agencies and subsequently globalgatgencies issued upgrades for
the Kingdom vindicating [IRA’s stance

In the case of Turkey, based on the high potemtitde economy backed by a
maturing and gradually improving political systdhRA has announced higher
ratings for the Republic compared to global agencierkey has achieved
extraordinary progress in the last seven yeargehain terms of sound economic
and financial management leading to completiori* led structural reforms,
significant lowering of the debt burden relativeGBP, shifting much of the
government’s external debt to a domestic basisymgicontrol of inflation, and
broadening the export base.




lIRA’s Bank Rating Analysis

lIRA provides two scales of ratings:

National (Domestic)
International

e These scales remain same whether the bank raded Is
conventional bank or an Islamic bank




IRA 's Process

« Comprehensive rating process employed by IIRA for
financial institutions conforms to established glbb
practice

 For Islamic institutions and products there istart
cognizance of the constraints and mechanism that
distinguish such banks

 However, the fundamental analysis that measureseut
net free cash flow is the same for all types ofitusons




The Basic Question

* Investment quality and/or creditworthiness is $mie.

e Banks of all types face the same conundrum: wal th
customer pay what he has agreed ta pay




The Rating Framework

Bank analysis in all countries is comprised of a set of
fundamentals:

 Market assessment

o Asset Quality evaluation

e Liquidity and funds management

» Asset/Liability management

« Capital adequacy

e Adjustments to achieve economic reality

e Finance, information systems, planning disciplines
e Earnings Performance

 Ownership and management performance




Market Assessment

e Size and character of economy
« Market diversification

e Growth patterns

e Regulatory oversight

e Competitive position

* Nature of competition




The Rating Framework

Bank analysis in all countries is comprised of a set of
fundamentals:

 Market assessment

e Asset Quality evaluation

e Liquidity and funds management

» Asset/Liability management

« Capital adequacy

e Adjustments to achieve economic reality

e Finance, information systems, planning disciplines
e Earnings Performance

 Ownership and management performance




Evaluating Asset Quality

e The Banking Environment

e Credit or Investment Policies

e Loan Administration Procedures

 Portfolio Composition and Characteristics

e Risk Management Practices

 Lending History and Performance

» Forecasting the portfolio and quality

e Analytical conclusions regarding economic values




The Banking Environment

« Basic demographics of the market

e Entrepreneurial bent of human resources
« Natural resources and infrastructure

« Stage of industrial development

e Penetration of small business

* Needs and profile of the consumer market
* Prevalence of large industrial concerns




Credit or Investment Policies

e Mission statement

« Management structure, training, control

e Separation of client marketing & credit functions
 Clear identification of decision process

e Stipulation of lending authorities

e Targets of portfolio distribution

e Customer limits set against capital

e Loan matching and risk based pricing
 Participations and purchased loans

« Management of investment credit risk




Loan Administration Procedures

« Monitoring and review responsibllities.

* On-going file maintenance requirements

* Frequency of information distribution

e Monitoring lending limits of the individual officers
e EXception reports

 Rectification time limits

e Procedures for classification of loans

» Confidentiality of information




Portfolio Composition and Characteristics
* [IRA will survey bank’s own credit policies as a first
step

* Information needed is quite detailed and goes beyond
the published reports

A significant concentration is defined by [IRA as 5% or
more of equity

» Actual data presented by bank is then organized to
analyze the distribution of the portfolio by industry,
customer type and markets

e Element of segmentation is the identification of portfolio
sectors that are susceptible to actuarial analysis
 Valuable tool for IIRA is our knowledge of the credit
experience of others in the market




Risk Management Practices

« Conservative and realistic limits are key to risk
management

o Administration of loan must be separated from
lending department

 Credit classification works best when it Is assigned
as part of origination process to an independent
credit bureau or analytical department

* Once the loan has been granted, booked and
funded, the hard part begins : collecting the loan




Risk Management Practices (Coritd)

Risk management has a very important element
which is credit review. This includes

e Monitoring payment performance

 File maintenance review

e Credit analysis

 Alerting lending officers to sector developments
e Reclassification of customer facilities as

condition deteriorates




Lending History and Performance

 Implementation of credit policies

 Industrial and sector diversification over time.
e Avoidance of customer concentrations

» Actual loss experience

e Treatment of problem loans

* Reserving and write-off practices observed

e Accounting for impaired assets

* The asset book today




Forecasting the Portfolio and Quality

e The nature of market

 Portfolio of other banks competing in the market.

* In most instances, bank will continue to doing what it knows
how to do

e EXisting portfolio is the basis for determination of future
credit policies and loan administration procedures

 Nature of market and adherence to policy will result in loan
losses that are either predictable or erratic

e Significance of loan concentrations by industry and
customer

e Rapid growth in loans is a key risk indicator

* |IRA expects the same policy for interbank placements and
Investment activities




Analytical Conclusions Regarding
Economic Values

mpairment in asset values
—~0cus on cash generated from the asset

Principle of conservatism

» Asset valuation and expectations
 Affect on cash flows

* Adjusting capital




The Rating Framework

Bank analysis in all countries is comprised of a set of
fundamentals:

 Market assessment

o Asset Quality evaluation

o Liquidity and funds management

» Asset/Liability management

« Capital adequacy

e Adjustments to achieve economic reality

e Finance, information systems, planning disciplines
e Earnings Performance

 Ownership and management performance




Liquidity and Funds Management

The IIRA evaluation of funding and liquidity
encompasses the gamut of factors that permit the
agency to predict with certainty that the bank can fund
the balance sheet under all foreseeable circumstances.

That abllity is predicated on the imperative to meet all
llabilities in accordance with the contractual terms.

These may differ between traditional banks and Sharia
compliant institutions, placements and investment
activities.




Liquidity and Funds Management

What we do to make that judgment:

o Stratify the deposits by type, maturity and size

* Look at the proportion between current and term accounts
* Real demand for overnight funds is different than the
technical

» Analysis of term accounts in terms of maturity, and history
of withdrawals

* Analysis looks at preponderance of hot money

* Proportion of liquid assets in portfolio

There is no magic formula to determine whether the bank
employs the optimal mix of liabilities to fund the balance
sheet




The Rating Framework

Bank analysis in all countries is comprised of a set of
fundamentals:

 Market assessment

o Asset Quality evaluation

e Liquidity and funds management

o Asset/Liability management

« Capital adequacy

e Adjustments to achieve economic reality

* Finance, information systems, planning disciplines
e Earnings Performance

 Ownership and management performance




Asset / Liability Management (ALM)

We expect rated banks to develop comprehensive
plans to manage interest risk. We look at tools that
have been used to manage the risk. Some of the
notable tools are:

» Asset allocation

 Gap management

e Duration management
e Funds transfer pricing
e Simulation modeling




Asset / Liability Management (ALM) Policy

ALM Policy is often delegated and managed through ALCO
which consists of senior members of bank like CEO, CFO,
Treasurer, Head of important business units.

Rating Agencies would look into ALM to get answers for
following questions

 How much interest rate risk do we have in the existing balance
sheet

« How much we are willing to accept

 How much we will pay to change the asset book or hedge

» What range of rate movement we must prepare for

* What strategies we can employ

 How would earnings and capital change ? Why

* How quickly




The Rating Framework

Bank analysis in all countries is comprised of a set of
fundamentals:

 Market assessment

o Asset Quality evaluation

e Liquidity and funds management

» Asset/Liability management

e Capital adequacy

e Adjustments to achieve economic reality

* Finance, information systems, planning disciplines
e Earnings Performance

 Ownership and management performance




Capital Adequacy

There are several elements to capital exercise

 Defining the starting point of capital evaluation
 Looking at the net liquid book equity

» Considering the effect of investments

e The existence of so-called hidden reserves

e Examining the value of impaired assets
 Deriving the economic value of capital




The Rating Framework
Bank analysis in all countries is comprised of a set of
fundamentals:

 Market assessment

« Asset Quality evaluation

e Liquidity and funds management

» Asset/Liability management

e Capital adequacy

e Adjustments to achieve economic reality

e Finance, information systems, planning
disciplines

e Earnings Performance

« Ownership and management performance




Strategic Planning, Budgeting and MIS

Strategic planning is a crucial indicator of management capacity.
Effective banking begins with comprehensive knowledge of the
market.

There are several things to understand

* The heart of franchise value is customers. Who are they ? Where
are they ? What are their needs.

« Bank must have clear understanding of competition and
opportunity to create USP.

e The bank’s distribution channels must be fully understood.

e Technology must be in place to support electronic and POS
delivery

 Management Information system must be recent enough to give
comprehensive information.

» Budgeting must accurately reflect the expenses and capital
Investment to get the market share.




The Rating Framework

Bank analysis in all countries is comprised of a set of
fundamentals:

 Market assessment

o Asset Quality evaluation

e Liquidity and funds management

» Asset/Liability management

e Capital adequacy

e Adjustments to achieve economic reality

e Finance, information systems, planning disciplines
e Earnings Performance

 Ownership and management performance




Earnings Performance

Income statement is the report card on bank’s
achievements in the analytical areas discussed in the
presentation.

 However it too often fails to accurately reflect economic
reality.

* |IRA resets income and expense categories to derive
net interest income or its Islamic equivalent.

» Other fee based income is added to determine effective
Income.

* |IRA then deducts operating expense to derive a core
profit number to serve as the basis for forecasting future
performance.




Earnings Performance (Contd)
Several revenue items are excluded, which are

 Fair value adjustments to write-up assets to
presumed market value

e Trading and dealing profits on proprietary book are
excluded

 May be necessary to adjust for deferred taxes in
some environments

* |[IRA adjust core profits for required asset quality
adjustments and measures the derivative capital
formation




The Rating Framework

Bank analysis in all countries is comprised of a set of
fundamentals:

 Market assessment

o Asset Quality evaluation

e Liquidity and funds management

» Asset/Liability management

e Capital adequacy

e Adjustments to achieve economic reality

e Finance, information systems, planning disciplines
e Earnings Performance

 Ownership and management performance




Evaluating Ownership and Management

Key tools for assessing management are

e Performance

e Organizational structure
 Collegial style of management

e Strategic planning

e Budgeting / Variances
 Information system and reporting
« Market Outlook

« Rating Agency View




The Rating Framework

Bank analysis in all countries is comprised of a set of
fundamentals:

 Market assessment

o Asset Quality evaluation

e Liquidity and funds management

» Asset/Liability management

e Capital adequacy

e Adjustments to achieve economic reality

e Finance, information systems, planning disciplines
e Earnings Performance

 Ownership and management performance




lIRA ’s Insurer’s Financial Strength Rating Analysis

Analyzing Insurance,
Takaful and Retakaful

“Tie up your camel first, then put your trust in God”




Principles and Definitions |

* Muslim business practices focus on Justice, Eyddthics,
Fairness and Morality

» Takaful originates from the Arabic verb Kafalahanang joint
guarantee

e Its characteristics include risk sharing and prsifiaring.

* In principal, takaful is not sold, but participatiis invited

* No interest (riba) is paid or may be receivedhi| ihvestment

portfolio

« Uncertainty (gharar) is not permitted




Why IFSR?

e Specialized — focus on the industry

o Useful for investors in the industry

e Guide for responsible regulators

o Captures the spectrum of insurance businesses

e Most important: reflects and compares claims-pgyin
capacity.

 Does NOT reflect willingness to pay claims




The Analysis

 The market and regulatory environment

e The industry

 The company

 From the general to the specific

 The value model and differential advantage
« Effective market discipline
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Premiums
Contributions
In force
Reserves
Density
Penetration

Definitions

-
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Premium:

* An insurance premium is the actual amount of mar&rged
by insurance companies for active coverage.

 The cost of an insurance premium is largely based o
statistics, not necessarily on individual habitfistory.

Contribution:

* A contribution is the Islamic term equivalent teefPium. Due
to the nature of Takaful Insurance the proceedsaeld are
referred to as contribution rather than a premistii,it can be
defined as the actual amount of money charged kgflih
companies for active coverage.




In force:

 The dollar amount of life insurance that a comphay issued
measured as the sum of policy face values andehdsl paid.

Reserves:

 The amount of funds or assets necessary for a apnpa
have at any given time to enable it, with intessd premiums
paid as they shall occur, to meet all claims onitbarance.

 The reserve Is always reckoned as a liablility, iar@hlculated
on net premiums. It is theoretically the differehetween the
present value of the total insurance and the ptesdme of the
future premiums on the insurance.




Density:

e Insurance Density = Insurance Premium/ Population

e |Insurance density is a measure of payments onanearcover
per capita. The higher the density ratio, the gretdte demand

for local currency annuity assets such as bonds.imdicator
IS normally paired with an insurance penetratiahaator.




Penetration:

e |nsurance Penetration = Insurance Premium / Anneli
Nominal GDP

e Insurance penetration ratios measure the levelsofrance
market development relative to the size of an escon@n
Increasing insurance penetration ratio indicatasttie
Industry’s asset size is growing.




Principles and Definitions Il

e Cannot sell or transfer risk; only sharing riskh&mitted
 No gambling (maisir) or speculation is permitted

* Investments exclude forbidden industries like atdar pork
production

* Risks are shared among participants

« Takaful companies become the participants in réthka further
mitigate risk

 Islamic finance — what is a default? Default isuiaa to meet the
terms of an agreed commitment




Ratings and Takaful Companies

* For customers and investors — claims paying andtaagags

* For the takaful company — ratings and researchsonvestments

e For prospective customers and company managemedrdr+-es
Quality Ratings




Takaful Structures and Business Models

Typically two components:

* An Operator, which manages the underwriting an imuests
« The takaful fund to which participants pay theemrums or contributions

Operator, depending on the arrangement is compensad in various ways
 Wakalah (Agency)

The operator administers the pool funds derived fitseparticipants, paying claims
and investing excess amounts. For this, the opeamteives an agreed fee

e Mudarabah Model

In this case, the operator is mudarib under a cantraich specifies how profits are

shared, or losses borne. Usually, the participaatsapital providers, bear any
losses




e Combination

Arrangements sometimes include a wakalah agreeimemanaging
the business plus a mudharabah contract detailapdjteon
Investment profits achieved

« Waqf Model

Shareholders of a takaful operator cede a portiaapital to serve
as the base for the takaful fund, in this caseedale waqgf fund.
Management of the business then is typically oagancy
(wakalah) basis

o Cooperative Model

This model merges shareholder capital and theuakaid in a way
Incorporates shari'a compliant obligations on the pf the
different stakeholders




Analytical Issues

Key issues [IRA considers in its analysis include:

The Market for Takaful products

Structures and implications

Products/The promise and value model
Shari’a compliance

Investment alternatives/determinants of risk
Management/Scholars

Staffing and Training

Financial and accounting characteristics

Capital metrics and performance




The Market for Takaful

e Data are limited
* An estimated 1.5 billion Muslims are prospectsgdarticipation
e Others may find the products and pricing attractisevell

» Aggregate contributions estimated at less thanl$i8r) less than
1% of global insurance premiums which are more $&id
trillion

« Takaful contribution growth rates now exceed 15%ueatly




Structures and Implications

In a pure mutual or cooperative structure, thecydtolders appoint
the managers of underwriting and the investmentagers. With
policy holder control, the interest of managers msdrers must be

congruent
The interests of Takaful Operators and Participarayg diverge

Takaful Operators may not benefit from mortalitpfs or
Investment earnings on the Fund

Operators are responsible for underwriting shadstfathich must be
funded through gard’ hasan

Return of the gard’ hasan is only theoretical angl n@&t happen




Products/The Promise and Value Model

o Takaful products pool and share risk, it does ravtdfer

 The promise is a return of contributions paid, aoche additional
amount predicated on a pre-determined share of'sthe
contributions

 The value model rests on Shari'a compliance forlivhss
choosing to honor the precepts, or on pricing atAgato others
seeking family protection on an affordable basis




Shari’a Compliance

 The most important distinguishing element forlkafal company
IS compliance with the rules of Shari'a in the desof its risk-
sharing products

 [tis also imperative the investment portfoliosisist solely of
Islamic products to ensure all returns can be vikaselegitimate
by the scholars

 Compliance can be assured with policies and dootatien
approved by the company’s board of Shari'a scholars




Legitimate Investment Alternatives
« Most equity, which entails risk-sharing and profit
sharing, Is suitable

« Certain categories of Sukuk pricing have been dgem
acceptable in certain jurisdictions

 Real estate Is often acceptable

 There is a scarcity of Islamic paper structuredeo
Shari'a compliant

* |nvestment returns and benefit to product priang
therefore constrained




Determinants of Risk

Traditional approach looks at
 Measuring future net free cash flow
e Hazard risk — what could go wrong?

e Control risk — what needs to be controlled or danprevent
error?

o Opportunity risk — what must go right?

e The severity of the impact and frequency of ocenice define
Importance




Management/Scholars
* [IRA would expect close coordination between manag# and
the Shari'a Scholars

« Governance mechanisms must ensure sustained caogrue
between Operator’s and Participant’s objectives

 Managers must have actuarial and investment skills




Staffing and Training

o Takaful is effectively a new industry with relatlydew
expert practitioners

e For the most part, the pool of employment candelatast
be trained to add value
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Financial and Accounting Characteristics

* Accounting governed by AAOIFI Standard 12
e Requires focus on Sharr'a compliance
 Initial capital belongs to shareholders in the @par

» Available to meet underwriting deficit

» Disposition of profits varies




Retakaful

Growing numbers of participants and entrants

* More than sixty companies are active in takaful eatdkaful

e Examples:

 Munich RE set up a retakaful branch in KL,
 Hannover Re established a retakeful subsidiaryainr&in;
« Tokio Marine established Nichido Retakeful,

o Scottish Re entered the business.




Expected Performance

Challenges noted throughout this discussion are@gd to be
overcome

Business written at the consumer level will grovitwi
additional risk laid off

Profits will improve as a result of expense contretiuced
cession costs and better investment options

More conventional insurance companies will organize
retakaful operations




lIRA 's View of the Future of Takaful

« Takaful growth will exceed growth of other formislslamic
finance

* Drivers of this growth will include:

— Creation of new products;
— Recognition of the value of coverage in under-iedunarkets;

— Expansion of technical insurance capacity withaigoon
takaful principles;

— Ample resources can be found to overcome obstaolés
challenges.




Analysis

o Just to suggest, in closing, a few important eldmehour analysis
e Three to five year pool history preferred

 Management performance and experience of the (erat

e Background and data defining target markets

e Growth in premiums (contributions) and coverage

e Loss experience and reserve development

 Combined ratio performance




Corporate Governance
Ratings (CGR)




Importance of Corporate Governance

Corporate governance is considered important
*Better corporate management
*Better compliance
e As a social responsibility

*[mproving reputation

ALL TRUE BUT .........




MORE IMPORTANTLY

Corporate governance is considered important

*To lower cost of capital

*To enhance access to outside capital

| DO NOT BELIEVE IT




Dr. Nasser Saidi, Executive Director,
Hawkamah Institute of Corporate
Governance in UAE

Investors are willing to pay a premium of
between 15-30% more in emerging markets
for companies they perceive as being well
governed so stock market value can be
increased by $200 — 300 billion in the GCC per

year

Zawya, July 16




WHY THE REGION GENERALLY IS
INDIFFERENT TO CORPORATE
GOVERNANCE




Dr. Nasser Saidi, Executive Director,
Hawkamah Institute of Corporate
Governance in UAE

One major reason there hasn’t been better
corporate governance take-up from private
businesses is that the region has yet to be hit
by a cataclysm on the scale of the Enron
collapse or the Asian economic crisis.




Failures Due to Poor Corporate Governancé

Too much power is centered on one individual without
proper oversight... e.g. Enron,

Board fails to ensure controls are robust or question the
unusual or the unrealistic ... e.g. Barings

Poor disclosure and transparency becomes commonplace
... €.9g. WorldCom

Shareholder rights are mistreated... e.g. Parmalet et al




Want to See More Recent Example

THE
SOCIETE GENERALE
FIASCO




Want to See Examples Closer to Home

THE RECENT
HAPPENINGS IN
REAL ESTATE OF
UAE




Islam and Corporate Governance

‘O ye that believe! Betray not the trust of God
and the Apostle, nor misappropriate knowingly
things entrusted to you” (Al-Anfal: 27)




What is [IRA
Corporate Governance Rating (CGR)

Corporate Governance Ratings look at the practices
of an entity to assess the demarcation of rightls an
responsibilities of different stakeholders and
compliance with prevailing rules and procedures
for making decisions.




Essence of IIRAs CGR

The spirit of the methodology Is to synthesize the
Key elements of Corporate Governance on a global
pasis and not to impose the standards of any
particular country or jurisdiction. The aim is to ensure
sufficient flexibility to accommodate different
governance structures in the rating process without
compromising the assessment of the entity’s
governance standards on the touchstones of

fairness, transparency, accountabllity and
responsibllity.




Why [IRA

o Corporate Governance should be an internal mattes.should
be dealt by departments like compliance, audit

WRONG

WHY

« Corporate Governance is a more holistic concéphduld take
Into account each unit of the organization inclgddoard of
Directors

 Even then, the job can be done internally

PARTIALLY TRUE




Why [IRA

What IIRA brings to the table

It is an independent, third party and is not being influenced by
anyone in the market / industry / organization

It has managerial experience of many years doing the rating
business

It has the opportunity to observe the practices of a number of
institutions in the region and therefore is in a much better
position to provide a competitive position




Why [IRA

What IIRA brings to the table

e |t has a better understanding of the region, than the
competitors, as it is located in this region and understand the

culture and sensitivities of the region

e The IIRA provides its conclusions in a simple rating symbol which
helps to create a healthy competition among the institutions

Istamic




Pillars of IIRA 's CGR

 Regulatory Compliance

e Ownership structure

 Board Structure and Processes

« Management Structure & Processes
« Transparency & Disclosure

« Control & Discipline

o Stakeholders’ Relations

T
Istamic international Rating Agency




Corporate Governance Rating
Methodology - Criteria

 Regulatory Compliance

> Level of compliance with all applicable laws, I
requirements and rules of all regulatory, taxaaad
statutory bodies, including labor and environmental
regulations

e Ownership Structure

» Structure and breakdown of shareholdings and owners
rights and obligations

 Board & Executive Management Structure & Processes

> Board and management composition, responsibibtneks
performance

» Shareholder management relations




Corporate Governance Rating
Methodology - Criteria

e Transparency
» Quality and timeliness of disclosure of adequatermation

e Control & Discipline
> Qualification and independence of internal and revele
auditors
» Responsibilities and performance of the audit cone®s

 Stakeholders’ Relations

> Employee-employer relations, human resources mamaigie
policies and practices and disclosure to code sinass

conducts and ethics
» Entity’s social responsibilities and customer rnelas




lIRA ’s Corporate Governance Rating Definitions

* CGR-10: Strongest Corporate Governance processes and gasctiverall, with very few
weaknesses in any of the major areas of goverramalgsis.

 CGR-9: Very strong Corporate Governance processes antigaaoverall, with few weaknesses
in any of the major areas of governance analysis.

 CGR-8: Strong Corporate Governance processes and practiegall, with some weaknesses in
certain of the major areas of governance analysis.

* CGR-7: Moderately strong Corporate Governance processab @actices overall, with
weaknesses in certain of the major areas of gomeaanalysis.

« CGR-6: Satisfactory Corporate Governance processes andtigam overall, with some
weaknesses in several of the major areas of goveeranalysis.

* CGR-5: Adequate Corporate Governance processes and gsaierall, with weaknesses in
several of the major areas of governance analysis.

* CGR-4: Moderately weak Corporate Governance processes @adtices overall, with
weaknesses in a number of the major areas of ganeenanalysis.

* CGR-3: Weak Corporate Governance processes and practieesllpwith significant weaknesses
in a number of the major areas of governance aisalys

* CGR-2: Very weak Corporate Governance processes and gaactiverall, with significant
weaknesses in most of the major areas of analysis.

* CGR-1: Weakest level of Corporate Governance processepraatices overall, with significant
weaknesses in most of the major areas of analysis.




Real Estate Ratings




Importance of Real Estate Industry

 |mportant and fast growing sector in the markets
covered by IIRA.

e Represents a significant commitment by the investor.

e (Catalyst for growth in a number of other industries.

e Fulfills one of important functions of Government i.e.
Creator of Jobs




Industry Dynamics

supply

Demand exceeding

Population and
economic
growth

The industry players are
slow to respond to the
new demand

Equilibrium
between demand
nd supply

Reduction in supply
over a time period

Real Estate is
Cyclical

Demand for real
estate product

Developers build to
meet demand and
attract the cash flows
from lease rentals and
investment

Declining income,
cash flows and
values b —

Oversupply
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What does |IRA’s Real Estate Rating
Methodology covers

e Although IIRA’s RE Rating Methodology is
primarily a developer rating methodology




Risk Analysis of Real Estate Industry

Risk Analysis is evaluated under three sections

ndustry Risk
Developer specific risk

Project specific risk




Industry Risk

Regulatory environment

Nominal and Real GDP growth of the country
Demographics

Nature of business growth in the country

Number of industry players and status of competition
Real estate product inventories, occupancy and income
Cost and Supply of raw material

Status of construction activity

Nature of new projects expected to be completed within
next 2-3 years, additions to inventory

Historical and projected absorption rate of new projects




Developer Specific Risks

A) Capacity Risk
A.1) Legal Risk
A.2) Past Construction History
A.3) Reputational Risk
B) Operational Risk
B.1) Organizational Risk
B.2) System Risk
B.3 ) Strategy Risk
B.4) Diversification Risk
C) Financial Risk
C.1. Existing Financial Profile
C.2. Lack of financial flexibility
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Project Specific Risks

e Demand and Supply Risk

e Legal Risk

e Participant Risk

e Completion Risk

e Weather Conditions and other natural factors
e After —Sales Services / Maintenance Risk

e Financial Risk

Likelihood of Time and Cost Overruns
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Beneficiaries of [IRA’s Real Estate Ratings

Real Estate Developers

* Tool to highlight their strengths in project execution and marketing
e Acts a benchmark for the industry

e Leads to a healthy competition

e Help in mobilizing institutional funds

Banking, Financial and Lending Institutions and Investors

Government and Regulators




Shari’a Quality Rating




Shari’a Quality Rating (SQR)

SQR is a transparent evaluation system ,based on
objectivity, impartiality and independence, assagsine
level of compliance by the institutions to the stgiions
adopted by their Shar'a committees.

In general, SQR does not comment on the decisibns o
the Shari’a committees of banks and financial tasans




Need for SQR

A commitment to adopt

Corrective course to the spirit of Shari'a in

remove such obstacles

all aspects of business
‘ Dynamics of ’
Shari'a

Obstacles of legal or Flow of new business ideas
from leaders in business to

commerual ngturg 0 CO m pl |an Ce those who understand

ractical application i
P PP Shari’a

Ideas get a shape and
form to be put into

practice

Because of the dynamic nature of Shari'a compllance,ll
Institutions cannot have the same level of compliae
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Risks of NonShari’a Compliance

Displaced commercial risk

Loss of income

Risk of non-sustainability of Shari’a compliance

Risk of conflict of interest inherent in audit BYsB

Institutions have different levels of Shari'a cdrapce and
therefore different levels of exposure to abovksris

Shari'a Quality Rating mitigates the above risks




Sustainability
of Compliance

Competition

Higher
SOR ’ Transparency Mitigated (;onfldence

Risks In System

Lower
Information
Asymmetry

Improvement
In Quality

-
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Parties who benefit from SQR

« Management can improve Shari’'a compliance pragticeananage
non-compliance risks

e Depositors and investors choose IFI for busines®hform to
their faith

 Regulators expect IFIs to meet regulations of danpe with
Shari’'a




SQR Evaluation Criteria

Shari'a Committee

Internal Shari’a Control
Accounting Standards

Training and Human Resources
Zakat

Social Impact

Modes of Financing

|dentity and Corporate Image

Other considerations




IRA 's Sharia Board Scholars

1. Justice Muhammad Taqi Usmani, Pakistan

2. Dr. Abdul Sattar Abu Ghudah, Syria

3. Dr. Mohamed A. Elgari, Saudi Arabia

4. Dr. Layachi Feddad, Algeria

5. Dr. Ahmad Ali Abdullah, Sudan

6. Dr. Nazih Hammad, Canada

e Sheikh Mohamed Ali Al-Taskheri, Iran

3. Dr. Hussein Hamed Hassan, Egypt

O Dr. Sheikh Nizam Yaquby, Bahrain

10. Dr. Mohammed Daud Balkar, Malaysia

11. Protessor Dr. Mohamed A. Al-Sherit, Kuwait
12. D Abdulwahhab Al-Dailami, Yemen

13. Professor Dr. Abdul Salam Al Abbadi, Jordan
14. Sheikh Mohsin Hussien Al Asfoor, Bahrain

15. Dr. Mohamed Al-Habib Ibn Al-Khuja, Tunisia
16. Professor Dr. Ali Moheldin Al-Quradaghi, Qatar
17. Sheikh Abdullah Al-Manea, Saudi Arabia

e
o W

Sheikh Khalil Al-Mais, Lebanon

Protessor Dr. Abdulaziz Bayindir, Turkey




FAQS
* Is there any need for a Shari'a Quality Rating?
 How does IIRA’s Sharr’a Quality Rating respond to he need?
 How were the members of Shari’a Board of [IRA seleed?

 How are the members of the Shari’a Committee of [IRA
selected?

* Do you believe that Islamic ratings will see an irmeased
demand to accompany the increase in demand for Isiac
banking and insurance?




lIRA ’'s Sharia Quality Rating Definitions

« AAA (SOR): In lIRA’s opinion, an entity/instrument rated AASQR) conforms to highest level
of standards of Shari’a requirements in all aspet&hari’a quality analysis.

« AA(SOR): In lIRA’s opinion, an entity/instrument rated AAQR) conforms to very high level
of standards of Shari'a requirements in all aspetf&hari’a quality analysis.

« A (SOR): In lIRA’s opinion, an entity/instrument rated A (8)conforms to high level of
standards of Shari'a requirements and has veryMeaknesses in some areas of Shari'a quality
analysis.

« BBB (SOR): In lIRA’s opinion, an entity/instrument rated BBBQR) conforms to moderately
high level of standards of Shari'a requirements laagl few weaknesses in some areas of Shari’'a
guality analysis.

« BB (SOR):In IIRA’s opinion, an entity/instrument rated BBQR) conforms to satisfactory
level of standards of Shari'a requirements andsioase weaknesses in some areas of Shari'a
guality analysis.

« B (SOR): In lIRA’s opinion, an entity/instrument rated B (Boconforms to adequate level of
standards of Shari'a requirements and has weaksnesseme areas of Shari’a quality analysis.




IIRA’s Rating Process




lIRA 's Rating Process

IIRA Rating Process

Issuer/Client 1. Signs agreement for an initial rating
2. Submits preliminary information materials
lIRA 3. Conducts a preliminary study
4. Submits a detailed questionnaire to the igsligmt
Issuer/Client 5. Provides detailed information in responsedtaited questionnaire
IRA 6. Conducts pre due diligence meeting analysis
7. Conducts due diligence meetings
8. Conducts post due diligence analysis
9. Brief for internal rating committee meetinggrepared
Rating Committee 10. Decides the preliminary/initial rating
lIRA 11. Notifies issuer of the preliminary/initial nagj
Rating Committee 12. Deliberates on appeals by issuer/client anesgalecision
IRA 13. Notifies the decision of the Rating Committedhe issuer/client
Issuer/Client 14. Consents to release of the rating to the public
IRA 15. Releases the rating to media




lIRA 's Rating Process

Sign the Financials B AT Detailed

Contract ’ + Other Info . Y . Questionnaire
Additional In-Depth Due Detailed
Information ¢ Analysis ¢ Diligence ¢ Analysis

!

Draft Report &
Rating Proposal

Rating Committee

!

Published Institution Advised
If consent to release — Jmm— Draft Report Sent
the rating to

media was given.




Issuers Rights & Obligations
Rights:

» Confidentiality
» Right of non publication
» Right to appeal

Obligations:

» Full and complete information
» Full cooperation with [IRA’s team

» Inform [IRA about any significant event that haveiapact
on issuer’s performance




Post Assignment Monitoring of
Qutstanding Ratings

= Continuous Information Gathering
» Regular Contact with Issuers

» Rating Reviews

» Rating Changes

= Default and Transition Studies
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Information Requirements for Rating
Applicants

* Information needed often goes beyond the publighiedmation

* |IRA does not insist on specific format in whicliarmation is to be
provided

« Any format in which the institution MIS generatesarmation is
acceptable though illustrative data entry exhiéres provided to help
client understand the information needs

« Strict confidentiality is maintained through ouéttating process.
The non public client data obtained at any stagl@efating exercise
IS subject to strict confidentiality




QG2

Samples of information required

Annual Reports, preferably for the last five year
Interim reports for the last two years

A summary of current period performance as réflkm
management reports.

Examples of recent market research employeceipldgmning
process.

Individual financial statements for principal subaries (balance
sheet, income statements and cash flow statenfentfe last
two years.

Strategic Plans over the planning horizon, capnd operating
budgets for the next two years

Ownership details, guarantees, lending or bomgwi
relationships




Thank You

Contacts

Jamal Abbas Zaidi
Chief Executive Officer
Islamic International Rating Agency

Telephone:+973 17211606
Fax: +973 17 211605
Email: jamal.zaidi@iirating.com
Webpage: www.iirating.com
Address: P.O. Box 20582
Manama
Kingdom of Bahrain




