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Recap on Basics

/ Risk is unexpected outcome

One way to manage risk is through hedging and typically, financial derivatives
are used as hedging mechanisms

However, financial derivatives do not eliminate risks, but merely mitigate /
transfer the risk

Scholars differentiate 3 types of risk:
Essential risk — Al ghunm bil ghurm & Al kharaj bid daman
Permissible risk — business risk, operational risk, liquidity risk etc.
Prohibited risk — Gharar or excessive uncertainty on existence/ possession or in
quantity/quality of the subject matter or consideration

By far, most of the existing Islamic hedging products are based on Waad and
a sale contract. Requirement on Permissibility of Muwa'adah by OIC Figh
Academy1409H states that:

Wa'ad must be unilateral and optional
Wa'ad is binding if such Wa’ad causes the Promisee to incur costs

If Promissor backs out of his promise, then he must indemnify the actual costs
Promissee has incurred
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Rationale for Islamic Derivatives
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Traditional argument for protection in price volatility
Investment exposure to specific assets
Competitive pricing

Large universe of benchmarks

Ease of back-to-back hedging by product provider

o 0k W hPE

Comfort of rating on derivative provider
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Types of Islamic Derivatives Offered by BNP Paribas Najmah

Profit Rate Swap [PRS]
Plain Vanilla
Profit Rate Cap/Floor
Cancellable and One-time Cancellable PRS
Profit Rate Range Accrual

FX Forward, Swaps and Options (Call / Put / Combination)
Cross Currency Swaps [CCS]
Investment-linked to Derivatives

BNP PARIBAS
NAJMAH



Product Example: Profit Rate Cap / Floor

/

Shariah structure — same as PRS

Features:

Settlement / process flow - same as PRS
Documentation — same Master Documents
Undertaking Supplements — Specific Template
Swap Premium is realized via Murabahah on T1.
First Rate — Floating rate / Index

Second Rate — Strike rate mutually agreed

Bank agrees to enter into Murabahah if the First rate
fixes above(Cap) / below(Floor) the Second rate

Payments are effected via Murabahah sale

Assumption — Customer buys PR cap

Qutcomes:

Tl - Customer
Premium)

Undertaking is exercised (Swap

T2 — First Rate < Second Rate

T3 — First Rate > Second Rate  Bank pays Customer
the difference between the two rates

No payment is made
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TO Waad 1: Bank undertakes to pay if
First Rate > Second Rate

BNPP Najmah |

Waad 2: Counterparty undertakes to pay if
Second Rate > First Rate

Customer

BNPP Najmah [ Customer

I_I
o

Customer Undertaking is exercised
Bank receives Swap premium via Murabahah

Casel
Reference rate is below strike rate

BNPP Najmah

No payment Customer

Case 2 Reference rate is above strike rate
BNPP Najmah >

Customer

Bank Undertaking is exercised
BNPP pays Murabahah Profit = “Actual — Strike”




Current State of Islamic Derivatives
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Mainly plain-vanilla products

Unique structure proposal by each offering bank with diverse product
documentation sets

Limited number of offering banks

Slightly more expensive than Conventional products

Market preference for traditional hedging products

In-house “backing-out” by Islamic banks with Conventional Parent
No universally accepted specific regulation

Growing market demand for comprehensive solution

Less demand on stand-alone products

Negative association of derivatives due to recent financial crisis in the US &
Europe

Issues related to bench-marking
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Moving Forward

/

Importance of proper benchmarking policy
Standardization of documentation

Cost reduction

Market education and information dissemination

Strict enforcement in hedging requirement
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Requires regulatory & legislation amendments
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