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Profit Equalization Reserve R

Definition of Profit Equalization Reserve [PER) as per AAQIFI's Financial Accounting Standard 11
- Provisions and Reserves s as foilows:
) “This is the amouni appropriated by the Isiarmic Bank out of the
Mudaraba income, béfore allocating the Mudarib share. i order o
Mdintain & Certair level of return in investment for investment account
holders and increase owners' equiy.”

According to the Risk Management Guidelines for Islarnic Banking institutions (IBls} issued by
SBP and lslamic Financial Services Board (IFSB) Standard: .

“FER is the amount appropriated by Islamic Financial institutions [IFS)
out of their total profit before allocating the working partner share, in
order to compensate for Dispiaced Commeraal Risk and srmoothen
out the return on investments™

According to the Capital Adequacy Standard issued by the IFSB Standard Displaced
Commercial Risk {DCR) has been defined as: -

“The risk arfsing from assets managed on behalf of IAH which s
effectively transferred to the iIFS's own capital because the IES follows
the practice of fareqoing part or all 6f its Mudarnb share of profit on
such funds, wihen it Considers this necessary as a result of commercial
pressure i order to increase the return that would otherwise be
payable to the IAH.*

The peculiar relationship of Mudaraba where income earned by BAFL-IBG through financings,
investments and placements has a direct impact on depasitors’ returm entails the DCR and to
mitigate the same, BAFL-IBG may be under pressure (o pay a return thatis higher than the rate
earned by such depasitars under normal working for profit and iass.

In order to mitigate the DCR, PER is one of the tools suggested Dy IFS8 for risk management
purposes to maintain an equilibrium between the actual rate earned and the rate of return
expected by the depositors. In addition, AAQIFI's standards also permit to set aside periodically,
a3 certain ratio of reserve for meeting the risk due to lower return on assets than expected as
PER,
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