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Chief Executive Statement

The DFSA introduced new standards on
corporate governance and remuneration in 201 2.
The enhancements to our corporate governance
and remuneration framework were driven by
our commitment to ensuring that all of our
standards are in line with those promoted by the
international standard-setters. | believe that the
new Remuneration Principle together with the
accompanying Rules and Guidance clearly set
out the DFSA's expectations of what constitutes
an effective remuneration framework whilst also
recognising that these standards will be applied in
a proportionate manner across Authorised Firms.
In addition, | believe that the new standards on
remuneration highlight the need for Firms to
place a stronger focus on how their reward and
incentive mechanisms drive behaviour within the
Firm and in particular by client facing staff.

We conducted a themed review of remuneration
within the Dubai Intermational Financial Centre
(DIFC) to assess compliance with our standards
earlier this year. This report sets out the scope
of our review together with our key findings and
expectations. | would like to share some of our main findings with you in this context. Firstly,
we are pleased to note that no evidence of any material mis-selling opportunities or risks were
identified during the review. Whilst this finding is supported by the fact that the Centre is broadly
wholesale in nature, | urge all Firms to consider their remuneration frameworks in the context of
ensuring that they do not facilitate or encourage any unfair dealings with customers. Secondly, we
identified a number of positive remuneration practices across a large number of Firms with regard
to documented policies and remuneration structures. However, our review also identified room
for improvement in a number of remuneration governance and structure areas. These areas are set
out in detail in this report. We expect that all Firms will consider our findings and promptly address
any shortcomings within their own remuneration frameworks.

Finally, | would like to thank all of the Firms who participated in our remuneration review. Your
co-operation and effective participation has ensured that we have been able to assess overall
compliance in the Centre and suggest room for improvement for many Firms. | am firmly of the
view that our thematic reviews are a key tool in our risk-based approach to supervision. We look
forward to working with all Firms in future themed reviews to assess and address compliance with
our various standards.

lan Johnston
Chief Executive
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Summary

Background

In July 2012, subsequent to public consultation, the DFSA introduced new standards on corporate
governance and remuneration.These standards included a new Remuneration Principle and
accompanying Rules and Guidance. The new standards aim to better align our current remuneration
regime with the enhancements promoted by international standard-setters for the financial sector
which, following the global financial crisis, placed an increased focus on remuneration practices. We
believe that the new standards help strengthen the prudent and sound management of financial
institutions within the DIFC.

In February 2013, we launched a thematic review of remuneration practices in the Centre to
determine and assess the current structures and strategies within Authorised Firms. The project
also considered how existing remuneration and incentive practices affect fair dealings with
customers. This report sets out a composite view of current practices we have observed during
the quantitative and qualitative stages of our review.

Scope and Methodology

We based our review on the new GEN Principle 12, GEN 5.3.31 and the supporting Guidance
in Appendix 3.2. GEN Principle |2 states that “an Authorised Firm must have a remuneration
structure and strategies which are well aligned with the long-term interests of the Firm, and are
appropriate to the nature, scale and complexity of its business.” The supporting Guidance available
in the DFSA GEN Module prescribes the necessary control elements that should be considered
for this purpose. In addition, we expect every Firm to consider its remuneration practices in light
of the mis-selling risks for all client types.

All Authorised Firms were requested to complete a comprehensive questionnaire focussing on
the remuneration framework. We achieved an 81% participation rate with 221 Firms submitting
responses to the questionnaire. The following chart illustrates the distribution of Firms according
to licenced activity.
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After reviewing the data, the DFSA selected a sample of Firms to participate in onsite visits. The

sample selection sought to cover a broad range of Firms by category and activities conducted
within the DIFC.

The findings outlined in our report are drawn in the first instance from our review of the initial
questionnaire and in the second instance from the on-site visits to select Firms. Given the high
response rate from the regulated community, we are confident that the statistics quoted below
provide a fair view of the remuneration practices in a wide range of Firms from those that engage
in a broad spectrum of activities to others that engage in limited arranging and advising activities. A
number of strong and weak practices have emerged and we have outlined these in the subsequent
sections of this report.

Key Findings

Consistent with the wholesale nature of the Centre, our observations suggest that mis-selling
opportunities are not highly elevated and the remuneration structures do not, by and large,
encourage mis-selling. We are encouraged by these findings and see them as supporting our risk-
based approach. However, while we view the approach to staff remuneration deployed across
all Firms as generally positive, we note that there is room for improvement in remuneration
governance and controls and, to a degree, in the remuneration structures. Accordingly, Firms
should consider the GEN Guidance in light of GEN Principle 12, as well as the conclusions of this
review when developing or further enhancing their remuneration practices.

We found what we consider as both strong and weak practices in the Firms' approaches to staff
remuneration and we will be using these findings in our on-going supervisory dialogue with the
Firms on managing remuneration risk. We direct the attention of all Firms to several key findings
that underpin our overall assessment as outlined below:

* Assignificant number of Firms hinge their remuneration governance practices on informal process
flows that are not clearly documented.

* The majority of the Firms do not identify potential mis-selling as a risk and do not give it proper
consideration when developing the remuneration framework. This includes Firms that are
especially vulnerable to mis-selling risks such as advisory, asset management and broker-dealer
operations.

* A significant number of Firms do not consider risk management elements when developing
their remuneration policies or practices. The involvement of the compliance and risk functions
in designing and monitoring remuneration is limited or non-existent in the majority of the Firms.

* Most Firms do not take a long-term view on performance when formulating their policies and
do not include key control elements such as deferred compensation schemes and claw-back
provisions.

* The composition of the variable performance-based compensation and the indicators for
determining the level of performance-based compensation are not always clearly defined.
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Remuneration Governance and Controls

Scope

Our review of remuneration governance and controls focused on remuneration policies and
procedures, Governing Body and other control function participation in the formulation and on-
going oversight of the policy, as well as relevant controls to discourage unfair dealing. Our purpose
was to understand whether existing remuneration structures and strategies are implemented and
adequately monitored to ensure that they are having the intended effect and are fit for purpose
with regard to the size, nature and complexity of operations conducted in the Firm.

Expectations

We expect Firms to have a documented remuneration policy that does not reward excessive risk
taking nor encourage unfair dealing and we expect the Governing Body to play an active role in the
development of the policy. To that end, we expect the Governing Body to formally approve and
conduct at least an annual review of the policy. Finally, each Firm should recognise remuneration as
a key risk, involve risk management and compliance (as well as other relevant control functions) in
the formulation of the policy and include remuneration in its management information reporting.

Findings

Although we identified some examples of strong remuneration governance practices, we observed
that the basic tenets of a comprehensive remuneration governance structure were absent in the
majority of Firms. In particular, we are concermed that one third of the Firms who participated in
the review did not have a remuneration policy and of those with a policy, only a few implemented
the full range of control elements that we consider important as listed in Table | below.

TABLE |

66% of all Firms reported having a remuneration policy. Of the Firms with a policy:

84% said the policy was approved by the Board
/7% said the policy is reviewed at least annually
38% said the compliance function is involved in the formulation of the policy

39% said the risk management function is involved in the formulation of the policy

67% said remuneration is included in periodic management reports

As noted in Table 2, 22% of all Firms reported having a remuneration committee. We recognise
that the depth and level of operations of some Firms in the Centre may not warrant a remuneration
committee, yet we were surprised to see that the results in Table 2 were consistent across all
categories of Firms and across the spectrum of operations within the Centre; this supports the
conclusion that the majority of Firms with broader and more complex operations did not establish
remuneration committees.



We urge Firms to consider the best practice Guidance in GEN Appendix 3.2 which states that a
“remuneration committee of the Governing Body could play an important role in the development
of the Firm's remuneration structure and strategy.”

We were encouraged to see, however, that the majority of the Firms which reported having
a remuneration committee also deployed formal governance measures as indicated in Table 2.

TABLE 2

22% of Firms reported having a remuneration committee. Of those Firms:

94% said the committee met at least once during the past year
84% said the committee takes and approves formal minutes

76% said the committee reports back to the Governing Body on remuneration issues

Conversely, we note that the peripheral governance and controls surrounding these practices are
at very low levels. For example, only 28% of respondent Firms recognise remuneration as posing
a key risk, and consequently we note that few Firms involve the Risk Officer in the development of
the remuneration policy or include remuneration in the compliance monitoring programme whilst
even fewer Firms have compliance sign-off on incentive schemes as set out in Table 3 below.

TABLE 3

All respondent Firms Other remuneration governance and controls

o Said they include remuneration as a risk category and

28% . :
address issues related to it

249% Said the Risk Officer advises the Board on

° remuneration issues
24% Said the compliance monitoring programme covers

° remuneration
| 6% Said incentive schemes are signed off by compliance
54% Said internal audit covers the remuneration policy

We also observed that although the majority of Firms in the Centre utililse performance-based
compensation, a surprisingly low number of Firms apply appropriate adjustments for current and
future risks associated with the performance of the relevant employee(s). For example, we note
that only 42% of Firms use deferral schemes greater than one year and an even lower percentage
of Firms utililse claw-back provisions (Table 4).
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TABLE 4

All respondent Firms

42%

34%

45%

Performance-based controls

Said the policy includes deferral schemes greater than
| year

Said the policy includes claw-back provisions

Said the policy excludes deferred compensation and
claw-back provisions

While we recognise that these control concepts are relatively recent developments in the market,
we urge Firms to consider the ‘Use of Variable Remuneration’ Guidance as outlined in GEN
Appendix 3.2 which states that, where practicable, there should be deferral of vesting of the

benefits or retention or claw-back arrangements as appropriate.

Strong and Weak Governance and Controls Practices

During our on-site visits we observed examples of strong and weak remuneration governance and

controls practices.

Strong

Involvement of the Governing Body:

* In one Firm, the Governing Body approved all distributions of variable compensation where the

variable compensation exceeded |00% of fixed compensation.

* In another Firm, the Board approved and regularly reviewed remuneration policy documents
and periodic reports covering remuneration. The Board also commissioned external consultants

to review the Firm'’s remuneration framework and report the results to the Board.

Elevated involvement of the peripheral control functions to the formulation of the policy and monitoring

of the practices:

* In one Firm, the Compliance department drafted the generic remuneration policy and it
considered each contract in light of the job definition and its appropriateness to that specific
function. The Compliance Officer had a say in the final contract and opined on whether the

contract terms were reasonable, from a compliance and regulatory perspective.

Weak

Informal and limited involvement of the Governing Body and control functions:

* In one of the Firms we visited, decision making in relation to the remuneration structure was

vested in one Director and the decisions made were not discussed at the Board level.

* In another Firm, Compliance displayed no understanding of and had no involvement in the
remuneration policy setting, monitoring or reporting. Compliance considered these controls

to be a matter for the Human Resources department.




Remuneration Structures and Controls

Scope

The overall scope of the remuneration structure review was largely driven by the Guidance the
DFSA provided to Firms in Appendix 3.2 of the GEN Module. In line with the overall goal of the
thematic review, this segment focused on the possibility of mis-selling opportunities stemming from
aggressive remuneration structures. Accordingly, we aimed to identify these structures and assess
the criteria deployed within the structural components of the remuneration framework.

Expectations

We expect remuneration policies to cover the Governing Body, senior management, persons
undertaking key control functions and client facing staff. We also expect that, where necessary, the
policy is tailored to treat staff in different functions differently.

Where policies include variable, performance-based components, the measurement of performance
should be set in a multi-year framework and where this is not practicable, there should be a deferral
of vesting of benefits or retention or claw-back arrangements. We also expect the calculation of
performance-based components to include non-financial, qualitative measures of performance
where appropriate.

Findings

We were encouraged to see that the remuneration structures in the Centre largely comprise fixed
components of compensation (Table 5). Where variable components are utililsed, non-financial
qualitative performance elements were considered by the majority of Firms. However, during
our on-site visits we noted that the variable component of compensation was not always clearly
defined and the remuneration policy did not always include key individuals.

TABLE 5
All respondent Firms Remuneration structure
80% Said remuneration includes a fixed component
44% Said remuneration includes both fixed and variable
(o)

components

Said variable components are greater than 50% of the

21% -
total compensation of sales staff

We have no comment as to the appropriateness of the ratio of fixed to variable components.
Rather, we are interested to know that the variable component is clearly defined and that the risks
associated with the variable component are controlled, with regard to products and employee
functions. Unfortunately, responses to the questionnaire suggested, and on-site reviews confirmed,
that in many instances the variable component was not well-defined and the overall remuneration
of staff lacked a long-term performance view. For example, as previously noted in Table 4, only 42%
of all respondent Firms reported that their remuneration structure contains deferred compensation
schemes, only 34% reported having claw-back arrangements and 45% reported that their structure
excludes a deferral scheme and claw-back provisions.
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We recognise, with reference to Principle |2, that deferral schemes and claw-back provisions may
not be appropriate for all Firms and there may be other ways to provide for effective alignment
of risk outcomes, including the use of non-financial elements of performance. Hence, we also
considered the inclusion of the elements in Table 6 below. We were pleased to discover that the
majority of the Firms reported utilising one or more of the non-financial performance elements
in Table 6, and in most cases, those Firms that reported having deferral schemes and claw-back
provisions also reported the inclusion of the elements in Table 6. However, we were concerned
to see that 12% of all Firms reported that their remuneration structure does not include deferral
schemes, claw-backs and the non-financial performance elements listed in Table 6.

As per the Guidance provided in GEN App 3.2, we consider the elements in Table 6 to be among
the essential tenets of a sound remuneration structure and urge Firms to review the criteria they
use to determine variable performance-based compensation and to include the elements in Table
6, where appropriate.

TABLE 6
All respondent Firms ‘ Qualitative elements of variable compensation
76% Considered achieving strategic objectives
68% Considered compliance with applicable rules and standards
62% Considered effective risk management
64% Considered other non-financial criteria

The results in Table 7 show that a significant number of Firms utililse revenue, profit, and volume
targets as benchmarks for evaluating variable performance-based compensation. We have no
comment as to the appropriateness of the use of quantitative indicators for the evaluation of
performance-based compensation. Rather, we expect that such indicators are not treated in
isolation from other performance measures and that the risks associated with the use of such
indicators are appropriately controlled, with regard to products and employee functions.

TABLE 7
72% Utililsed profitability targets
38% Utililsed sales targets by volume
48% Utililsed sales targets by revenue




Further, our analysis drilled down to determine how many of the Firms that utililse the elements
in Table 7/ also utililse qualitative, non-financial elements and/or deferral schemes and claw-back
arrangements. We take comfort in the fact that all Firms that reported the use of quantitative
measures of performance also reported the inclusion of one or more of the qualitative measures
listed in Table 6 and some reported inclusion of the deferral and claw-back arrangements listed in
Table 4.

We urge all Firms which utililse quantitative performance measures to review their remuneration
structure and ensure that they have implemented controls appropriate to the structure to ensure
that mis-selling risks are appropriately controlled. In tandem with this goal it is vital for all Firms to
consider the implementation of qualitative measures, such as levels of customer complaints and
adherence to compliance standards. Firms can refer to the GEN Module of the DFSA Rulebook
as well as other international standard-setters such as the Bank for International Settlements (BIS)
Joint Forum publication for further guidance.

Finally, we bring GEN 5.3.31(I) to the attention of all Firms which states: “The Governing Body
of an Authorised Person must ensure that the remuneration structure and strategy of the Firm
at a minimum, include the members of its Governing Body, the senior management, Persons
Undertaking Key Control Functions and any major risk-taking employees...” Unfortunately, as
Table 8 illustrates, many Firms indicated that their remuneration structure does not satisfy the
minimum requirements of GEN 5.3.31(1). The percentages reported are evenly distributed among
branches and subsidiary/start-ups as well as across all categories of Firms and the spectrum of
operations within the Centre.

TABLE 8
All respondent Firms ‘ Remuneration structure
62% Said the remuneration policy covers Directors
62% Said the remuneration policy covers risk management
65% Said the remuneration policy covers compliance
48% Said the remuneration policy covers risk taking staff
49% Said remuneration is tailored to treat staff differently in
° various functions
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Strong and Weak Remuneration Structure and Controls Practices

During our on-site visits we observed examples of strong and weak remuneration structure and
controls practices.

Strong
Use of team versus individual quantitative factors:

* Some Firms placed a heavier focus on team rather than individual performance indicators when
deciding the remuneration of their staff. One Firm considered the performance of the team
as the primary factor in determining the level of performance-based remuneration.

Use of qualitative versus quantitative factors:

* One Firm considered a range of qualitative elements such as adherence to company policies
and external regulations, complaints received and thoroughness of customer due diligence work.

Little or no individual threshold targets:

* We observed that one Firm did not impose strict sales targets on its sales staff. The quality
of the relationship with the client was the primary focus and sales staff was not aware of which
products offered to clients provided the highest profitability to the Firm.

* In one Firm, employees were classified into categories where in each category the ratio of
variable to fixed pay as well as the ratio of cash versus non-cash bonuses was clearly defined.
In addition, the remuneration policy fully described this approach and it was circulated across
relevant departments for input and comment.

Implementation of deferred compensation schemes:

* In one Firm, bonuses were paid in the form of company stock and the bonus was spread over
a two-year period. The scheme also included claw-back provisions.

Weak

Vague or no bonus criteria:

* |n one Firm, the variable component included loans and cash bonuses based on criteria such as
profitability levels during the start-up phase of operations. However, beyond the start-up phase,
there was no clear policy outlining the composition of the bonus or the assessment criteria for
determining the amount of bonus.

* In one instance, we noted that a Firm’s bonus decisions were made by a management “team”’;
however, the management team consisted of only one person. The staff in this Firm could not
articulate the criteria by which their individual remuneration was calculated.




Common Strong and Weak Practices ldentified

The following common practices have been identified from the responses to our pre-visit
questionnaire and the on-site visits:

Strong

The remuneration framework is relatively straightforward, easy to understand, well documented
and applied to all relevant staff.

The Governing Body, senior management, individuals involved in the Firm'’s remuneration
processes and procedures and sales staff demonstrate a sound understanding of their Firm'’s
remuneration framework.

For those Firms with more complex activities and higher levels of operations, a remuneration
committee which meets on a regular basis and reports to the Board has been established.

A documented remuneration policy covering all key aspects of the Firm’s remuneration framework
is in place. This includes coverage of the full range of products that the Firm provides.

Some Firms review their remuneration framework on a regular basis depending on the depth
and complexity of their operations (some Firms perform this on a quarterly basis).

In a number of Firms the sales staff have no specific quantitative sales targets and focus is solely
based on qualitative criteria.

Deferral and claw-back provisions which mitigate against inappropriate risk taking behaviour
in general and against possible mis-selling in particular are in place in a number of Firms.

For larger, more complex Firms there is oversight by risk, compliance and/or audit teams which
is considered as evidence of good practice.

In some Firms, a percentage of the bonus is deferred for a number of months to ensure commissions
on which the relevant bonuses are calculated have been received by the Firm.

Weak
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Some Firms have no documented remuneration policy.

Some remuneration policy documents are not sufficiently detailed to enable an appropriate
assessment of the remuneration framework.

None of the Firms visited believed that their incentive schemes potentially encouraged
inappropriate behaviour within the Firm. In some instances the Governing Body may not
consider risks arising from incentive schemes in place. In particular, Firms with incentive schemes
based on specific turnover and sales targets may place undue reliance on sales staff compliance
with DFSA standards. The incentive to mis-sell was dismissed by most Firms as either not
relevant or highly unlikely. Even in such cases, we expect the Governing Body to fully document
these considerations.

A number of Firms have not yet considered how best to comply with the remuneration disclosure
requirements.

Decision making regarding the remuneration structure is vested in one individual.



* Employees are not paid a fixed salary but drawdown on future commissions earmed on a monthly
basis (this could lead to issues in recovering amounts due to the Firm if an employee leaves
prior to the actual bonus being earned).

Conclusion

The overall findings of the review of remuneration practices were positive. However, the findings
demonstrated that many Firms require improvements in various aspects of their remuneration
policies and practices. We expect that Firms will review their remuneration structures and strategies
in light of the key findings highlighted in this report to ensure that they can demonstrate compliance
with the provisions of GEN Rule 5.3.31.

Whilst the DFSA does not anticipate conducting a specific review of remuneration practices in the
Centre within the next year, compliance with the provisions of GEN Rule 5.3.3| by individual Firms
will be assessed as part of our on-going risk-based approach to supervision.
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