CHAPTER 8
RISK MANAGEMENT IN
ISLAMIC BANKING AND
FINANCE

66

Since its inaugural issue in 2010, GIFR has published annually
on risk management in Islamic financial institutions. Islamic
Financial Services Board (IFSB) continues to bring to the fore
the issue of risk and regulation of Islamic financial services.

In fact, GIFR 2012 focused on regulation of Islamic financial
services industry, and is considered as a modern time treatise
on the topic. The focus of this chapter is on operational risk
management, within the overall risk framework in Islamic
banks. There is an exclusive focus on risks specific to the
practice of IBF.

INTRODUCTION

Delivering shareholder returns, while simultaneously strengthening capital reserves and keeping within the
boundaries of Shari’a compliance, means that costs of Islamic banking institutions (IBIs) have to be managed
aggressively and opportunities for growth needs to be identified carefully. New risks are emerging as Islamic
banking moves from being a niche and expands into new territories and global regulatory regimes are
becoming more stringent all the while demand for better customer services is ever increasing.
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Given the relative smaller size of IBls, complexity of legal documentation and uncertainty over regulatory
treatment of at least some of its products (if not all), IBIs need a better understanding of risk and potential
exposures. They must also ensure more effective control of capital. Many of Islamic banks and financial
institutions (IBFIs) are newly set up, with product offerings that have some unique features. It is therefore
quite likely that they are assuming some risks that are not fully quantifiable, especially as there is limited
claims history and inadequate peril data. Risk management remains a challenge for most of the IBFIs as most
of them are small in size and in a growing phase. As they try to operate low cost business models, they must
rely on using information more effectively. Customer service is also becoming one of the few sources of real
value addition in this new landscape. It, however, has its own implications for risk management.

As with other financial institutions, IBIs are exposed to different categories of risk — financial and otherwise.
Islamic banks should have a comprehensive risk management and reporting process, including appropriate
board and senior management oversight, to identify, measure, monitor report and control relevant categories
of risk. A risk management framework is a set of guidelines and best practices that give practical effect of
managing and mitigating the risks underlying the business objectives that IBIs may adopt.

Unlike conventional banks, risk management frameworks of IBls also take into account appropriate steps to
comply with Shari’a rules and principles and ensure the adequacy of relevant risk reporting. IBIs should have
a sound process for executing all elements of risk management, including risk identification, measurement,
mitigation, monitoring, reporting and control. This process requires the implementation of appropriate
policies, limits, procedures and effective management of information systems (MIS) for internal risk reporting
and decision making that are commensurate with the scope, complexity and nature of IBIs’ activities.

This chapter looks at the different risks faced by an IBI and the risk management/mitigation practices. Risks
faced by some of the leading Islamic banks are also analyzed. Future regulatory risks in terms of Basel III and
the implications on Islamic finance industry will also be assessed.

ISLAMIC BANKING BALANCE SHEET AND RISKS

Before appreciating the risks specific to IBIs, an understanding of the nature of balance sheets of Islamic
banks and the underlying contractual implications of the transactions is vital. Figure 1 is a snapshot of the
statement of financial position of Bank Islami Pakistan, which is comparable with the statement of financial
position of a conventional bank, HBL (Figure 2), for the same year, i.e., 2013.

Comparing the two statements, one may be inclined to conclude that the risk profiles of Islamic banks are
similar to conventional banks. However, there are some unique risks associated with Islamic banks. Although
consolidated statements of Islamic banks look similar to their conventional counterparts’, the nature of the
contracts used by Islamic banks expose them to a variety of risks in ways not applicable to conventional
banking operations.

Although Islamic banks use a variety of financing instruments (like murabaha, salam, and ijara etc.), they use
them in such a way that their risk exposure remains more or less similar to the credit-based financing services
offered by conventional banks. Although the end result of risk management in IBIs may in fact be the same as
a conventional bank, the risk management processes in the two cases are essentially different (see Box 9 at the
end of this chapter).

Similarly, while the Islamic bank-depositor relationship is driven by a profit and risk-sharing structure, in
practice IBIs attempt to bring their risk exposure to a level not very dissimilar to their conventional peers.

In this introductory section, therefore, we present a summary of various risks an Islamic bank may be exposed
to, with reference to the particular financing contracts used by them. Risks on both the assets and liability
sides are summarized in the following.
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ASSETS SIDE RISKS
Market Risk

Market risk is the potential loss to the bank from positions taken in contracts where an Islamic bank is
exposed to ownership and price risks. Market risk is the risk of losses in on- and off-balance sheet positions
arising from movements in market prices, i.e., fluctuations in values of tradable, marketable or leasable assets
(including sukuk) and in off-balance sheet individual portfolios (for example restricted investment accounts).
This can happen, for example, when the bank takes up a true murabaha sale involving purchase of assets,
which it will later sell on a credit basis. In some jurisdictions (like Malaysia), Islamic banks have applied the
bay ‘ina (sale and buy-back) contract to avoid business risk so that profit rate on the murabaha contract is
competitive with interest rates on conventional loans. The risks relate to the current and future volatility of
market values of specific assets (for example, the commodity price of a salam asset, the market value of a
sukuk, the market value of murabaha assets purchased to be delivered over a specific period) and of foreign
exchange rates.

Figure 1: A Snapshot of Statement of Financial Position of Bank Islami Pakistan

P Statement of Financial Position
As at December 31, 2013
Note 2013 2012 2011
(Restated) (Restated)
ASSETS . mmmmmmeeeees Rupees in “000 --------------
Cash and balances with treasury banks 6 4,883,478 4,938,707 4,684,826
Balances with other banks 7 967,557 806,110 549,277
Due from financial institutions - net 8 6,511,173 8,475,672 4,436,264
Investments 9 31,610,287 28,994,462 21,067,082
Islamic financing and related assets - net 10 38,308,733 27,433,262 24,665,459
Operating fixed assets 11 2,958,077 1,913,106 1,811,628
Deferred tax assets 12 - 79,220 181,556
Other assets - net 13 1,616,289 1,608,466 1,437,190
86,855,594 74,249,005 58,833,282
LIABILITIES
Bills payable 14 835,562 1,251,010 798,853
Due to financial institutions 15 2,538,000 1,621,415 800,000
Deposits and other accounts 16 75,225,869 64,216,485 50,568,785
Sub-ordinated loans - - -
Liabilities against assets subject to finance lease - - -
Deferred tax liabilities 17 175,589 - -
Other liabilities 18 1,838,373 1,568,956 1,340,797
80,613,393 68,657,866 53,508,435
NET ASSETS 6,242,201 5,591,139 5,324,847
REPRESENTED BY
Share capital 19 5,279,679 5,279,679 5,279,679
Reserves 20 210,446 173,392 91,221
Unappropriated profit / (Accumulated losses) 24,829 7,711 (215,131)
5,514,954 5,460,782 5,155,769
Surplus on revaluation of assets - net of tax 21 727,247 130,357 169,078
6,242,201 5,591,139 5,324,847
CONTINGENCIES AND COMMITMENTS 22
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Figure 2: A Snapshot of Statement of Financial Position of HBL Pakistan

Equity Investment Risk

Equity investment risk pertains to the management of risks inherent in the holding of equity instruments for
investment purposes. Such instruments are based on the mudaraba and musharaka contracts. The capital
invested through mudaraba and musharaka may be used to purchase shares in a publicly traded company or
privately held equity or invested in a specific project, portfolio or through a pooled investment vehicle. In the
case of a specific project, IBIs may invest at different investment stages.

The equity investment risk may broadly be defined as the risk arising from entering into a partnership for

the purpose of undertaking or participating in a particular financing or general business activity as described
in the contract, and in which the provider of finance shares in the business risk. In evaluating the risk of an
investment using the profit sharing instruments of mudaraba, the risk profile of potential partners (mudarib) is
a crucial consideration in the process of due diligence. Such due diligence is essential to the fulfilment of the
IBIs’ fiduciary responsibilities as an investor of deposits on a profit sharing and loss-bearing basis (mudaraba).
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