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Regulatory
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Regulatory Capital Structures

Quality of Regulatory Capital

Total Capital = JEJ=E=IIE] Supplemental Capital

High Risk Low RisK

Classification is based on quality of the Capital (Capital Adequacy)

- Enough Capital on account to meet obligations and absorb unexpected losses.

Quality of Capital

Apparently the current regulatory Medium
capital structure recognizes no
distinction between current account
holders, investment account holders
and senior unsecured creditors. [ ] RISK
Low High

CET1
[ D

AT1

Senior Unsecured Creditors
and Depositors (all kinds)

Legend:

High Risk Low Risk
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Core Capital

Classification of Core Capital

Core Capital consist of (in order of quality):

High Risk , . |
Retained earnings

Non-innovative Hybrid Tier 1

Innovative Hybrid Tier 1

Bank must absorb losses without ceasing operations

Capital adequacy = Total Capital / Total Risk Weighted Assets
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Features of Core Capital

Core Equity Tier 1 - Common Equity/Retained Earnings/Certain Reserves

Highest quality

Permanent Perpetual

Deep subordination

Discretionary or mandatory cancellation of dividends

On winding-up, CET1 ranks below
Depositors,  Senior  Unsecured
Creditors, AT1 and AT2.

Features of Core Capital

1. Additional Tier 1

a) Non-innovative Hybrid Tier 1

+ Preference share « May have a call option exercisable subject to regulatory
+ Hybrid securities approval no earlier than 5t anniversary
+ Perpetual « Profit deferrable and non-cumulative (effectively
cancellation)
+No additional economic benefits/incentives to redeem

Must either convert to ordinary share or be written-off
upon occurrence of Point of Non-Viability. If the ratio of
CET1 to its Total RWA falls below 5.121%.

In the event of winding-up, ranks above CET1 and below
AT1 and Senior Unsecured Creditors and Depositors
(investment and current account holders).
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Features of Core Capital

b) Innovative Hybrid Tier 1

» Hybrid securities » Not payable in cash

» Perpetual » May have a call option exercisable subject to
 (Call option may be with incentive regulatory approval and not earlier than 10th
 Profit deferrable anniversary

* Non-cash cumulative
Must either convert to ordinary share or be written-

off upon occurrence of point of non-viability. If the
ratio of CET1 to its Total RWA falls below 5.121%. Y
In all AT1, event of defaults are limited to non- V

payment. In such cases the only remedy to the
investor is a petition for winding-up. = >

On winding-up, AT1 will rank above CET1 and below
Tier 2.

2 (il

DAR AL SHARIA

A4 Supplemental
Capital
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Supplemental Capital

Tier 2

Consist of revaluation reserves, hybrid capital instruments, subordinated financing,
financing loss reserves, undisclosed reserve.

Tier 2 Capital Ratio = Tier 2 Capital / Total Risk Based Assets

4 Tier 2 Capital is divided into Upper Tier 2

_plons that fill /= and Lower Tier 2.
in the gaps 4 ‘
\C On winding-up, the holder of Tier 2
)\ instruments will rank above Tier 1
securities and below Senior Unsecured

Creditors and Depositors.

Features of Supplementary Capital

Upper Tier 2
 Hybrid securities » Profit (payment deferrable)
+ Perpetual (with no fixed maturity) + (Cash cumulative
« (all option on or after 5th anniversary » To be amortized in the final 5 years

Incentive to redeem (optional)
Must convert into ordinary shares or be written-off in the event of Point of Non-Viability.
Lower Tier 2

+ Hybrid securities with fixed maturity of ¢ Issuer call or put option with 5 year

not less than 5 years notice
» Mandatory amortization after 5 years « Profit payment mandatory and
» Noincentive for issuer to redeem. cumulative

Must convert into ordinary shares or be written-off in the event of Point of Non-Viability.
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Issues - for
scholars'’
consideration

Issues - for scholars’ consideration

ATland T2

Most common structures are investment co-mingling E |'| a | | E n g E S

Mudaraba, Musharaka and Wakala.

Sharia basis for classification based on economic |SSUES
benefits or cherry picking:

« Disparity in profit/capital entitlement and payment frequency (mandatory payment in Lower Tier 2)
« Automatic write-off on a point of non-viability (whereas CET1 still enjoy benefits of shareholders)
« Automatic conversion v/s contingent/forward contract

« Seniority/preference in the event of winding-up

« Safe heaven for Investment Account Holders (depositors), even though they are partners in in co-
mingle Mudaraba pool or Wakala pool.
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Issues - for scholars’ consideration

Tier 2 and Innovative Tier 1

If structured on an identified portfolio assets or a segregated identified pool.

Classification based on economic benefits?
Disparity in profit payment (mandatory payment) - If not paid in an event of default
Amortization (obligation to redeem) - Preference
Justification for incentives for redemption - Call option?
Cumulative profit payment basis

Automatic write-off and conversion - Form and substance

Ranking of CET1, AT1, Tier 2 and depositors - Discrimination??
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Smart Contracts
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Smart Contract - Definition

Smart Contract is a:

computer protocol intended to digitally facilitate, verify, or enforce the negotiation
or performance of a contract*

Matching of pre-defined rules means automatic execution and enforcement of
contract

computer code that, upon the occurrence of a specified condition or conditions, is
capable of running automatically according to pre-specified functions. The code
can be stored and processed on a distributed ledger and would write any resulting
change into the distributed ledger**

*Wikipedia - a common definition.
**Chamber of Digital Commerce

pUTg,
4"’,;
Smart Contracts regime operates on self-facilitation, verification, PN o
negotiation, performance and enforcement of a contract or transaction. (,»“"
0
=~
Typically, they are “conditional" or “contingent” set of terms written in 2

computer codes*

3
%,wc*y

Enabling technology for smart contract is blockchain - a specific type of
distributed ledger technology that organizes data into blocks that are
chained together chronologically by cryptographic hash function and
confirmed by consensus mechanism**

*[**Chamber of Digital Commerce




o

Semi-automation

+ ATM, e-commerce, credit card transaction, online banking, vending machines,
airline tickets

+human interacting with machine/computer software

+ simple sale by description or specification

Full Automation

* with one-way or two-way no real-time human interaction on a software platform

« evergreen offer and acceptance concept which operates on deal matching concept

+ conditional or contingent contract that concludes on the date the deal codes are
matched

+ one-time or multiple Sale Contract under Master Sale or Lease contracts

\ + contract will conclude anywhere if the transaction rule sets are in sync

Traditional Contracts

Traditional Contract

B agrees to pay AED 20,000 for
the car. Once A gets the full
amount he hands over the car
(together ~ with ~ the car
documents and keys) to B as
the new owner and authorize

RTA to facilitate the transfer of
Inorder to officially transfer the (ar registration to B.

ownership of the car, the terms of the
contract have to be met. The process
involves one or more trusted parties: @JCL__
motor vehicle registration authority, in
combination with a notary and/or

Verify the Deal

insurance company. It's a complicated and

lengthy process. Middlemen fees apply. tﬂl}
Bwants to buy a car :
g\%*’ RT.

o

RTA to facilitate the transfer




Aleaves his car, car keys and vehicle registration in a garage locked with a smart contract controlled
- smart lock. The car has its own blockchain address (public key) 138492 stored on the blockchain.
D
o

\ [

R a—|

A wants to sell his car. He identifies
himself with his blockchain address (public <Smart Contract> 8 can now collect his
key) 757382 and uses a smart contract to arb ur‘:llotkin thle
define the terms of the sale signing it with <contract> yl c E hi
his private key If AED 20,000 were sent to my S".]ant l;( with-his
account.number 757382 then The smart contract is verified by oo
al;tggazncally ltlransfer @ D each node on the blockchain network
ﬁ)ck accezz gethgsacgcrgﬂsts?r]sg checking if A s the owner of the car
which the money has been and if B has enough money to pay A
0 transferred and authorize RTA to
facilitate the transfer of the car -:l
registration in favor of the
account holder (buyer). :-
</contract>
5 If the network agrees, that all
conditions are true, B automatically
B wants to buy a car. He finds A's car gets the access code to the smart
listed in the internet. He signs the garage lock. The blockchain registers
contract with his private key transferring B as the new owner of the car. A has
AED 20,000 (with auto debit from his bank The smart contract is accessible AED 20,000 more in his account, and
account/credit card/debit card that is from a web browser. Traditional B AED 20,000 less. The system will
linked to his private key) with blockchain online services can use smart also prompt RTA to facilitate the System will authorize
address (public key) 389157 to A's contracts in the backend. transfer of car registration to B RTA to facilitate the
blockchain address 757382. RT transfer of vehicle
Note: The above illustration was obtained from https://blockchainhub.net/smart-contracts/ L ) registration to B

S

(3
E9 41 I
1l
vd

DAR AL SHARIA

Benefits of Smart
Contracts
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Smart Contract - Benefits

Benefits of a Smart Contract

Self-reliant

+ Remote/automated

« Transaction Certainty

+ Cost effective

» No dependence on third party service providers
+ Public or private verifiable record

+ Security in all aspects

In respect of the following:

«  Reaching an agreement
«  Concluding a contract
+  Enforcement

7l

DAR AL SHARIA §

ek

LLNVEFIT

A Contracts in
Sharia
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Contracts in Sharia

1. Unilateral, voluntary commitments and promises

2. Contracts involving mutual considerations and transfer of ownership (Sale and
investment contracts)

3. Guarantees and collaterals
4, Service contracts

5. Contracts under Personal Law

il

DAR AL SHARIA

Smart Contract
Issues
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[ssues

1. Ascertaining the elements of the contract for the purpose of:
Valid contracts - (Sahih)
Voidable contracts - (Fasid)
Void contracts - (Batil)

2. Ascertaining the essential eligibility criteria for:
Parties - most important ahliyyat al agd (adha)
Subject matter - existence, certainty of delivery, precise determination
Consideration - nature and timing of exchange

3. Smart or digital contract will lead to only sale by
description (effectively excluding examination)

4. A fully automated smart contract may lead to
conditional, contingent or forward contract

Issues

5. Remoteness or emotionless - probability of sale contract even if at the time of the
contract execution or enforcement the essential requirement of the contract are not
met (such as total loss, death, non-existence of the assets, etc.)

6. Issues arising out of exercising the permissible options under the Sale contract

7. Smart contracts involve either both or one of the
parties delegating its eligibility to a machine or a

computer software for;
+  negotiating and reaching a contract with a counterparty
having a similar eligibility status
« enforcing or performing a contract with a counterparty having
a similar eligibility status

Which is absolutely indifferent of the parties, subject
matter and consideration.
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How Smart Contracts Works @ Blockgeeks

l ________
Match Buyer with Seller |
Exchange
S — D
| Contract receives assets
| contract distributes assets
\ I Buy House

Sell House

—————

Clearing and
settlement is Ownership is
automated undisputed

f f

Digitise the Land Deed

LI

Digitise Currenc,
g e Y
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