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Introduction

A message from David Knott, CEQ, DFSA.

elcome to the first

edition of The DFSA in

Action’, a new bi-annual
publication from the Dubai Financial
Services Authority (DFSA), aimed
at providing our partners with an
overview of our current activities,
achievements and issues relevant to
you and your business.

Risk-based regulation

The DFSA's stated regulatory
approach is “To be a risk-based
regulator and to avoid unnecessary
regulatory burden.” This reflects
our belief that regulation should
be directed to the mitigation of
risks that would otherwise be
unacceptable.

When regulators introduce or
change compliance requirements,
they inevitably entail costs for
industry. The question needs to be
asked: are these justifiable? A truly
risk-based regulator will therefore
seek to test the compliance
obligation costs against the risks that
will be mitigated.

[t is not enough to identify
that a risk exists. A truly risk-based
regulator will ask: does this risk really
necessitate my official intervention
and, if so, is the cost of my proposed
control mechanism proportionate to

the mitigation of risk that will result?

The DFSA has now been in
existence for 3 years and it is
therefore a good time for us to
review our key policies.

International trends

The DFSA is, as it should be,
impacted by international trends and
to this end, we continuously monitor
regulatory developments in other
jurisdictions and markets to ensure
that we remain in the forefront of
international best practice. Early in
December; we released a Consultation
Paper which proposes changes to
our regulatory regime. As | do not
want to pre-empt the results of the
consultation process, | would only
like to cover the drivers behind this
decision.

Recent events in the international
arena, such as the Markets in Financial
Instruments Directive (MiFID) in the
EU, prompted us to examine our
regime to make it easier for firms
who are subject to MiFID to meet
the DFSA's requirements without
major changes to their compliance
regimes. We have also looked at
other European legislation, such as the
Insurance Mediation Directive (IMD).

Generally speaking, where a firm
meets the requirements of MiFID or
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the IMD, it will meet the requirements
of the DFSA.You will note from the
Consultation Paper that we have
avoided much of the prescription of
MiFID, opting instead to keep our new
rules as principles-based as possible.

We have also proposed some
changes to our funds regime. These are
deregulatory in nature. For example,
we propose removing the requirement
for certain aspects of administration
to be carried on in the DIFC. Further
details are in the Consultation Paper.

Increasing convergence between
financial services has been one of the
drivers for the creation of integrated
regulators like the DFSA. The trend
towards cross-sectoral regulation, as
well as the increasing maturity of the
DIFC, prompted us to re-examine our
definition of the DIFC as a ‘wholesale’
centre.

At the inception of the Centre,
we wanted to focus on areas which
would bring new firms and business
to the UAE. This ambition has been
substantially achieved, and the DIFC is
already making a strong contribution
to the internationalisation and
diversification of financial services in
the UAE.

Our approach also reflected the
practice of many advanced jurisdictions
in applying a lighter regulatory regime
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to transactions with wealthier or
more sophisticated customers. By
restricting the types of customers with
whom Authorised Firms could deal,
the DFSA was able to adopt a lighter
regime overall. This was appropriate
to a regulator which was still building
its capability. That stage is now
substantially past, as recognised in the
recent evaluation by the International
Monetary Fund and World Bank (see
article elsewhere in this issue).

Indeed, in many areas, the existing
DFSA regime is already at or close to
the strength of those in retail markets
elsewhere, partly reflecting the fact that
products created in the DIFC may be
sold to customers in other markets.
Authorised Firms in the DIFC therefore
bear many of the costs of full strength
regulation, without the ability to address
the full range of potential customers.

A wider customer base

Our contacts with current and
potential Authorised Firms indicate
that, while some firms are content to
concentrate on institutional and high
net worth business, others would
welcome access to a wider customer
base. We consider that in some
areas there is scope to allow this,
with relatively limited enhancements
to our regulatory regime and within
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the constraints of Federal Law of the
UAE.
The Consultation Paper seeks

comments on proposals to develop
the DFSA's regulatory regime in
three key areas: client classification
and access, collective investment
funds (CIFs) and convergence

with international regulatory
developments.

Further details are contained in
the Consultation Paper (available on
the DFSA website). We look forward
to your feedback on the Consultation
Paper and the proposals put forward
in it.

David Knott
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DFSA Activity overview

July to October 2007

lease read with interest an overview of what's been
happening during the third quarter at DFSA.

Memoranda of Understanding (MoU) signed

e United States Banking Supervisors: The four federal U.S.
agencies principally responsible for banking supervision
in the United States - the Federal Reserve, the Office
of the Comptroller of the Currency (OCC), the Federal
Deposit Insurance Corporation (FDIC) and the Office
of Thrift Supervision (OTS) have all joined as parties to
a comprehensive statement of co-operation with the
DFSA. (23 October 2007)

e China Banking Regulatory Commission (CBRC) supervises:
all banking institutions including banks, non-bank financial
institutions and foreign banks. (24 September 2007)

e Hellenic Capital Market Commission of Greece: Greece's
self-funded independent authority responsible for setting
the general conditions of capital market organisation and
operation. (15 September 2007)

e New co-operative arrangements with banking regulators
in Jordan and Turkey. 22 August 2007)

e Integrated banking, insurance and securities regulator

158 authorised firms in the DIFC

Sector overview

17

Prudential category of firms

46 M insurance 4y 1 10 M Category |

M Asset Management M Category 2

M Deposit Taking M Category 3
9 MArrangers/Advisers

Other

44 MCategory 4

74 89

Insurer

Category |

Category 2 Category 3 Category 4 Category 5

Islamic financial
institution

Accepting
deposits or
providing credit

Dealings in
investments as
principal

Dealings in
investments as
agent, managing
assets, operating

a collective
investment fund

Arranging credit
or deals in
investments or
arranging
custody

of Iceland (FME): entrusted with the supervision of
credit institutions, financial services providers, insurance
companies and re-insurance companies as well as the
securities market in lceland. (¢ August 2007)

Enforcement Activity

e The DFSA accepted an Enforceable Undertaking from
Rupert Neil Bumfrey in relation to his activities in the Dubai
International Financial Centre (DIFC). The Undertaking was
accepted following a DFSA investigation into Bumfrey's
conduct concerning the financial promotion of the First
Persian Equity Fund Limited in the DIFC. 31 juy 2007)

e The DFSA withdrew the licence of Forsyth Partners
Global Distributors Limited to carry on financial services
activities in or from the DIFC after it failed to meet the
applicable regulatory capital requirements and was unable
to demonstrate a capacity to remedy that breach. Forsyth
Partners Global Distributors Limited consented to the
DFSA's withdrawal of its licence. (27 August 2007)

And other items on the agenda

Theme Reviews

During July 2007, the DFSA conducted a theme review
testing the experience of Authorised Firms and Ancillary
Service Providers in relation to their implementation and
management of Anti-Money Laundering and Counter-
Terrorism Financing procedures and controls.

In general, the results were highly satisfactory with Firms
reviewed being found to be in compliance with the required
AML/CTF policies and procedures. All Firms were found to
be adhering to the requirements of the relevant UN Security
Council resolutions. (18 September 2007)

Consultation Papers

e Consultation Paper No. 51 Proposals Relating to Offers of
Securities from the DIFC, issued on 9 July 2007, closed on 8
August 2007, written into rulebook on |3 September 2007.
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e Consultation Paper No. 50 Proposed Hedge Fund New firms authorised

Code of Practice, issued on 3 July 2007, closed on GAM Limited 28 October
4 October 2007, t into effect on 20 -
200; oper © come into effect on 20 January Daman Quottro Limited |8 October
e Consultation Paper No. 49 Proposals Relating to Fees, HDG Mansur 10 October
issued on | July 2007, closed on 2 August 2007, written Makaseb Islamic Capital Ltd 27 September
into rulebook on |3 September 2007. Fimat International Banque SA 25 September
e Consultation Paper No. 48 Proposals to Facilitate Certain Flagstone Underwriters Middle East Limited | 24 September

Types of Advising and Arranging, issued on 3 July 2007,

> } Menafactors Ltd |6 September
closed on 5 August 2007, written into rulebook on |3 ;
September 2007. Kaupthing Bank hf |3 September
Millennium Private Equity Ltd I3 September
Rulebook amendments Leebrook Global Investments Ltd |2 September
T&F Tax and Finance (DIFC) Limited 06 September
RuIebookAmendnlu.ents: Commerzbank AG 02 September
e The Offered Securities Rules (OSR) were updated to Gilford S e | 29 A
include the Rule Amendments set out in Rulemaking ror ecurltlesv ne , ugust
Instrument No. 47 (Consultation Paper 51 explains the Louvre Fund Advisors (Middle East) Ltd 02 August
purpose of the amendments). Rasmala CBD Asset Management Limited | 02 August
e The Prudential Returns Module (PRU) was updated The Bank of Tokyo Mitsubishi UFJ Limited |30 July
to include the Guidance set out in Guidance Making Gugenheim Capital Markets LLC 29 July

Inst t No. 4. The Guid Making Inst t
netrument o € cuidance Taxing instramen Ernst & Young Corporate Finance Limited | 25 July

was made by the Chief Executive on 3 September

2007, Tabarak Partners LLP 25 July
MFS International Limited 24 July

Rulemaking Instruments: Killik & Co LLP 12 July

* Insurance Securitisation Rules Instrument (No. 48) 2007, Pioneer Investcorp International Limited LI July
came into force on | October 2007. (See CP No. 47) Allance Specialty Underwriters Ltd 10 July

e Generic Advice and Referral Rules Instrument (No. 49)
2007, came into force on | October 2007. (See CP No.48)

New ‘Ancillary Service Providers’ registered

e Miscellaneous Amendments Rules Instrument (No. 50)

2007, came into force on | October 2007. Allied Gulf Lawyers LLP 27 September
(No CP was issued in respect of these amendments because Dixon & Co LLP 24 September
they merely corrected anomalies in the Rulebook) Lawrence Graham LLP I'l September

e Electronic Prudential Reporting System Rules Instrument Norton Rose (Middle East) LLP 29 August
(No.51) 2007, came into force on | November 2007. (see
CP No.46)

° Fees Rules Instrument (No 52) 2007, came into force on Please refer to the DFSA website for further information
| December 2007. (see CP No.49) o and regular updates: www.dfsa.ae
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DFSA signs MoU with US Banking Supervisors

The DFSA entered into an historic Memorandum of Understanding with the United States Banking Supervisors on 23 October 2007.

he four federal U.S. agencies principally
I responsible for banking supervision

in the United States—the Federal
Reserve, the Office of the Comptroller of
the Currency (OCC), the Federal Deposit
Insurance Corporation (FDIC) and the Office
of Thrift Supervision (OTS) have all joined as
parties to a comprehensive statement of co-
operation with the DFSA.

Never before has a regulator from

the Middle East entered into such a
comprehensive co-operative arrangement
with the U.S. regulators. The attraction of the
Dubai International Financial Centre (DIFC)

Present at the signing ceremony, from L-R: Mark Levonian, Office
of the Controller of the Currency; Michael Zamorski, MD, DFSA;
Robert. L. Clarke, Board Member; DFSA; David Knott, CEQ, DFSA;
Dr.J. Andrew Spindler; Board Member, DFSA; Roger T. Cole, Federal
Reserve; Richard B. Gaffin, Office of Thrift Supervision; George
French, Federal Deposit Insurance Corporation.

as the domicile of choice for U.S. financial
institutions in the Middle East will be further
enhanced by these regulatory relationships.
This initiative reflects each agency's
commitment to co-operation in relation
to prudential oversight and inspections. It
adopts the model for information sharing
developed by the Basel Committee on
Banking Supervision and follows similar
arrangements the DFSA has with other
significant Banking Supervisors such as the
UK Financial Services Authority (FSA) and
Germany's Bundesanstalt fur Finanzdienstleist
ungsaufsicht (BaFin). o

Regulation key for Islamic Finance industry

Regulation of Islamic Finance should be aligned with the regulation of conventional finance.

ccording to a recent McKinsey study,
the global market for Islamic financial
products is worth over US$260 billion
and is expected to grow at 12-15 per cent
per year over the next few years. It is likely to
account for some 50-60 per cent of the total
savings of the world's 1.2 billion Muslims within
the next decade.

As finance and regulation become more
global, standardisation of financial techniques
and financial services regulation is not only
encouraged at the international arena, but
is desirable in the interests of fairness and
competitiveness.

Creating a level playing field in the form
of consistent regulation is necessary for the
functioning of an open financial market.To have
unwarranted differentiation in regulatory standards
could adversely affect the Islamic financial services
industry. This is not in the best interest of the
regulator or the regulated.

Central to the DFSA's approach is our belief
that the regulation of Islamic Finance should
be aligned with the regulation of conventional
finance to the maximum extent consistent with
Shari'a requirements. In the regulatory context,
that means applying internationally accepted
standards and principles, with variations only as
required to reflect Shari'a compliance.

At the DFSA we had the advantage of
being able to design our regulatory structure
on this construct from day one.That has made

the task of creating a cohesive and balanced
regulatory framework easier.

Cohesive and balanced

Our framework of regulation will be readily
recognisable to the major financial markets,
based as it is on principles of International
Organization of Securities Commissions
(I0SCO), Basel Committee on Banking
Supervision (Basel), International Association
of Insurance Supervisors (JAIS) and Financial
Action Task Force (FATF), as well as the Islamic
Financial Services Board (IFSB), Auditing &
Accounting Organisation of Islamic Financial
Institutions (AAOIF). Our general approach to
risk, disclosure and conduct applies consistently
across both Islamic and conventional finance.
Where variations are called for; they are
implemented within the context of these
generally prevailing principles.

The other critical part of our approach to
regulating Islamic Finance has been to step back
from the direct regulation of Shari'a.We decided
that as a risk-based regulator our focus should
be on the adequacy of the systems and controls
that firms maintain for all their compliance
obligations, be they conventional or Sharia.

In short, we are not there to regulate
religious features of Islamic products but rather
to ensure that those features are addressed by
others under adequate systems and controls.We
do not have our own Shari'a Board as part of the

regulatory structure. Instead, we require Islamic
firms (and also conventional firms operating an
Islamic window) to appoint a Sharia Supervisory
Board, which must comprise suitably qualified
scholars and operate under approved policies
and procedures.We believe that our approach
responds in a practical way to the circumstances
that currently prevail in our region.

Islamic finance continues to evolve and
drive the need for a practical response from
regulators. The DFSA’s enabling infrastructure
bridges the gap between the conventional and
the Islamic. It is an approach to regulation that
benefits both regulator and regulated, and most
importantly the consumer: o

Facts

® The Dubai International Financial
Exchange (DIFX) is the largest in the
world for Sukuk by listed value, with
44% of the global total including the
two largest Sukuk ever issued.

e The DFSA is actively contributing to the
international development of standards
for the regulation of Islamic Finance.

The DFSA in Action



The Hedge Fund Code of Practice

The DFSA recently issued a Code of Practice for Hedge Funds following public consuttation. This Code
comes into effect on 20 January 2008.

edge Funds are a significant class in asset
H management. Their growth has increased

the liquidity of capital markets globally
and led to increased industry and regulatory
attention.

The DFSA took the initiative to develop
a Code of Practice for Hedge Funds, taking
into account specific risks that are associated
with such funds. While there are a number
of industry based Hedge Fund Codes, the
DFSA's Code is the first of its kind as a
regulator-issued Code. Through its initiative,
the DFSA expects the DIFC to emerge as a
well-regulated environment for Operators
of Hedge Funds, while giving Operators
the degree of flexibility needed for their
operations.

As the Code sets out best practice standards,
it is not mandatory for Operators of Domestic
Hedge Funds to adopt. However, where they
choose to adhere to the Code standards, it will be
evidence of compliance with the legal obligations
imposed by the collective investment laws of the
DIFC. A list of the relevant legal obligations of the
Operator to which the Code standards relate, is
included in the Code.

The Code reflects the DFSA's risk-based
approach to regulation and its commitment to
principles-based regulation, instead of prescriptive
rules. This approach is designed to promote
certainty without removing the flexibility for
industry participants to find atternative and
innovative means to achieve required outcomes.

There are nine high-level principles in the
Code, which are designed to address risks specific
to Hedge Fund operations. The standards that

follow under each principle are measures which the
DFSA has identified as appropriate to address those
risks. These principles cover areas of key operational,
management and market risks, especially in areas
such as valuations and back office functions.

When developing the Code standards, the
DFSA took into account the best practice standards
for valuation of Hedge Fund assets issued by the
International Organisation of Securities Commissions
(IOSCO) and also the guidance for Hedge Fund
managers issued by the industry association
representing alternative investments (AIMA).

There have been two significant developments
in the international arena. Firstly, the UK-based
Hedge Fund Working Group (UK HFWG) headed
by Sir Andrew Large has issued a draft code of
practice for Hedge Funds in October 2007.The
draft code issued by the UK HFWG adopts a
principles-based approach to setting best practice
standards for Hedge Fund managers.

And just this month, the International
Organisation of Securities Commissions (IOSCO)
has publicly released its Principles for the Valuation
of Hedge Fund Portfolio. This follows the launch of
a public consultation paper in March on valuation
principles, which IOSCO prepared with extensive
input from industry experts.

In other news, the US-based President’s
Working Group s also considering Hedge Fund-
related issues, but has yet to issue its findings.

The DFSA is encouraged to note the
consistent approach emerging in regulating Hedge
Fund operations, embracing flexibility through a
risk-based approach.

For the full DFSA Hedge Fund Code of Practice,
refer to the website at www.dfsa.ae.
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IMF posts positive
report for DIFC

IMF publishes United Arab Emirates Financial
System Stability Assessment Report.

The International Monetary Fund (IMF)
recently published its Financial System
Stability Assessment Program (FSAP)
on the United Arab Emirates. The review
included financial activity and supervision

in the Dubai International Financial Centre
(DIFC).

The report comments positively on the
DFSA:"“the newly established DFSA is well
staffed with experienced banking, insurance and
securities market supervisors.”

In addition, there is clear satisfaction with
the staffing levels as well as the standard of
regulation, as it relates to the implementation
of the IOSCO Objectives and Principles of
Securities Regulation and Transparency of
Securities Regulation. The report specifically
commends the DFSA's commitment to act
if laws and rules are violated, as well as its
commitment to information sharing through
various MoUs.

The report writers felt that the DIFC should
not be characterised as an offshore centre
but could rather best be described as a future
regional financial centre.

The report added that the Centre has well
defined regulatory and supervisory systems that
are on par with other regional financial centres
(such as Singapore and Hong Kong).

The full report can be found on the IMF
website at www.imf.org, under Country Info,
United Arab Emirates. Further details will be
included in the next ‘The DFSA in Action. ©

Best Regulator for Islamic Funds

The DFSA entered into a mutual recognition agreement with the Securities Commission of Malaysia
(SC) on the 27th of March 2007 to facilitate the cross border marketing and selling of Islamic Funds.

The DFSA and the Securities Commission
of Malaysia (SC) received the "“Best
Regulator for Islamic Funds” award during
the 5th Annual Islamic Funds World Conference.
The award recognises the DFSA's efforts
to facilitate cross-border marketing of Islamic
investment funds.
In March 2007, the DFSA and the
Malaysian SC entered into a mutual recognition

The DFSA in Action

agreement allowing Islamic funds that have

been approved by the SC to be marketed

and distributed in the Dubai International
Financial Centre (DIFC) with minimal regulatory
intervention, following the entry of Malaysia
onto the DFSA's list of Recognised Jurisdictions.
Similarly, Islamic funds which have been
registered or notified with the DFSA have
access to Malaysian investors. (%]

Present at the signing ceremony in Kuala Lumpur, from left
to right: Dato’ Zarinah Anwar, Chairman of the Malaysian
Securities Commission; Yang Berhormat Tan Sri Nor
Mohamed Yakcop, Second Finance Minister of Malaysia; Mr.
David Knott, Chief Executive of the DFSA.
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About the DFSA

s one of the major financial services regulators in the Gulf, the DFSA is
the authority overseeing the Dubai International Financial Centre (DIFC),

a purpose-built financial free zone in the United Arab Emirates (UAE). It
has been established as part of the goal to position Dubai as a recognised hub for
institutional finance, and as the regional gateway for capital and investment in the
Middle East.

In discharging its regulatory mandate, the DFSA has a statutory obligation to

pursue the following objectives:

e fairness, transparency and efficiency in the financial services industry of the
DIFG;

e foster and maintain confidence in the financial services industry in the DIFC;

e foster and maintain the financial stability of the financial services industry in the
DIFC, including the reduction of systemic risk;

e prevent, detect and restrain conduct that causes or may cause damage to the
reputation of the DIFC or the financial services industry in the DIFC, through
appropriate means including the imposition of sanctions;

e protect direct and indirect users and prospective users of the financial services
industry in the DIFC; and

e promote public understanding of the regulation of the financial services
industry in the DIFC.

The DFSA carries out its obligations by way of functional teams:

e The Policy & Legal division develops our policy and rules, as approved by the
DFSA Board of Directors. The DFSA also assists in the drafting of DIFC laws.

e Our Authorisation division is involved in the licensing and registration of
Authorised Firms, Authorised Individuals, Authorised Market Institutions and
Ancillary Service Providers.

e Once authorised, our Supervision division conducts regular risk assessments
on all Firms. The scope and frequency of such assessments are dictated by the
nature of the Firms’ activities and its perceived risks. From time-to-time, we
carry out themed reviews inspired by topical events which have both local
and international relevance. A core aspect of our supervision also involves the
monitoring of prudential returns.

e Supervision also handles changes to scope of licenses. This ensures continuity
of the relationship between the regulator and regulated.

e The Markets division oversees the operations of the Authorised Market
Institutions in the DIFC. Currently these are the Dubai International Financial
Exchange (DIFX) and the Dubai Mercantile Exchange (DME).

e Enforcement has a range of powers to enforce the legislation that we administer.

|
Contact details

Telephone: +971 (0)4 362 1500 E-mail info@dfsa.ae
Fax +971 (0)4 362 0801 Website: www.dfsa.ae

Level 13, The Gate
PO. Box 75850, Dubai, UAE

The DFSA in Action
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