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FOREWORD

The Islamic Research and Training Institute (IRTI), a member of the Islamic
Development Bank (IDB) Group, is pleased to present the proceedings of the
International Conference on Islamic Banking: Risk Management, Regulation and
Supervision, that was jointly organized by IRTI, the Bank Indonesia, and the Ministry
of Finance, Republic of Indonesia, held in Jakarta during September 30 – October 2,
2003. The proceedings have been edited by Tariqullah Khan of IRTI and Dadung
Muljawan of Bank Indonesia. The volume is organized in the following seven parts:

• Key Policy Guidelines
• Financial Stability
• Financial Infrastructure Institutions
• Corporate Governance and Transparency
• Risk Management
• Market Discipline and Efficiency
• Product Development and Legal Framework

The IDB Group assigns high priority to the development of Islamic banking and
finance. Promotion of the Islamic financial industry has been adopted by the IDB
Group as one of the three strategic objectives for the next five years. Within the IDB
Group, IRTI has been assigned the responsibilities to cater to the research and
development needs of implementing the strategic objective. The Institute has adopted
the theme of this conference as one of its priority areas.

Islamic banking has become systemically significant in several countries. As an
alternative to traditional banking, Islamic banking has the inherent characteristics
which can contribute to the efficiency and stability of the international banking and
financial systems. Efficient risk management within individual banks, prudential
regulation and effective supervision can be highly instrumental in enhancing the
efficiency and stability of Islamic banks. It is hoped that this volume may motivate
further work in developing the important area for strengthening Islamic banks and
enhancing financial stability.

Bashir Ali Khallat
Acting Director, IRTI
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INTRODUCTION

TARIQULLAH KHAN

Financial architecture refers to a broad set of financial infrastructures that are
needed for establishing and sustaining sound financial institutions and markets. These
include an effective supervisory system, credible standards of best practices in risk
management, internal control systems, disclosures and corporate governance. This set
also includes the required macroeconomic preconditions of financial stability, sound
domestic institutions, institutions that set international standards and organizations
concerned with financial stability. The title of the present volume is Islamic Financial
Architecture1: Risk Management and Financial Stability. The volume broadly covers
themes that constitute financial architecture that is needed for financial stability.

Islamic banking is passing through the third decade of its existence and has grown
and sustained as an alternative to the traditional banking system. The rationale of
Islamic banking and its potential benefits are now well documented in numerous
research papers, reports, books and dissertations2. Islamic banking has become
systemically significant in several countries and hence its unique risk characteristics
need to be properly understood, it should properly be regulated and supervised to
enhance its contribution to financial stability and sustainable economic development.
Effective knowledge sharing and transfer is required to achieve such an objective.

Therefore, the Institute in collaboration with the Bank Indonesia, and the Ministry
of Finance, Republic of Indonesia organized the International Conference on Islamic
Banking: Risk Management, Regulation and Supervision, in Jakarta during September
30 – October 2, 2003. This volume consists of the proceedings of that conference. The
volume is organized in the following seven parts:

Part 1: Key Policy Guidelines
Part 2: Financial Stability
Part 3: Financial Infrastrucutre Institutions
Part 4: Corporate Governance and Transparency
Part 5: Risk Management
Part 6: Market Discipline and Efficiency
Part 7: Product Development and Legal Framework

1 See, Ali (2002).
2 See, Siddiqi (2004).
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PART I: KEY POLICY GUIDELINES

Part one of the proceedings covers the key presentations made to the conference by
four Islamic banking leaders. The presentations cover several important points. Some
of the key points are summarized here.

Strengthening ethical values
Ethical values and moral integrity are the key prerequisites for a an efficient and

stable banking and financial system. Dr. Haz made the point that in the context of
Indonesia, and which is in fact also true for most countries of the world, low standards
of ethical values are causing a decline in the corporate governance systems and
collapse of important institutions. As Islamic banking is inspired more by religious
teachings than any other motivations, it shall strengthen honesty, transparency, good
moral behavior and corporate governance. If such a change can happen, Islamic
banking will truly empower the masses to achieve financially, morally as well as
environmentally sustainable economic development in the emerging economies.

Need for Islamic banking supervision
The confidence of the public in the financial services provided by an institution are

extremely important for enhancing efficiency and stability of these institutions. Since
the demand for Islamic banking is created by the people’s religious beliefs,
unscrupulous elements can exploit these public sentiments and can cheat them through
fraudulent practices. This could cause a serious erosion of confidence of the public in
Islamic banks and hence damaging their stability and their sustainability.

Moreover, as Dr. Boediono explained, the customers of Islamic banks are no
different than the ordinary bank customers. They expect their money to be safe and
sound as well as productive when they trust it to the banks. They want a sound
financial environment, which enables them to conduct religiously correct business
without being afraid of facing financial crises and without worries of fraudulent
practices. At the macro level, systemic stability has become a central theme, and
Islamic banking as an integral part of the financial system has to be subject to the same
rigorous macroeconomic discipline as the non-Islamic banking. Hence there is a great
need for prudential regulation and effective supervision of Islamic banks. This requires
internationally acceptable standards of best practices. These standards are yet to be
developed for the Islamic banking industry.

Role of infrastructure institutions
The depositors sharing the risks with bank capital and the asset-based nature of

funding by Islamic banks may contribute to market discipline and banking stability.
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However, these also give rise to unique characteristics to both sides of the balance 

sheets of Islamic banks. Hence, the Islamic banks cannot fully rely on the 

infrastructure support which is available for traditional banks such as deposit 

protection, lender of last resort facility, financial reporting standards and other 

prudential standards. A number of infrastructure institutions have been established 

catering to these needs and more need to be established. There need for strengthening 

these institutions and formulation of credible best practice standard has been 

emphasized by both Dr. Boediono and Dr. Aznan. 

Widening customer base 

Dr. Aznan also emphasized the point that Islamic banking stability and 

sustainability cannot be separated from the quality of the services which these banks 

have to offer. Islamic banking cannot be strengthened if it is restricted to the niche 

market of a population segment. Dr. Aznan adds that it will be a gross mistake if 

Islamic banking is directed only at Muslims. It is more appropriate to look at Islamic 

banking and finance as an additional item in the menu of choices available to 

consumers. Additional choices can be instrumental in improving the quality of services 

and in enhancing social welfare. The business strategy of an Islamic financial 

institution should be to serve and attract clients of all faiths by providing better 

banking services. Of course, in their drive for customer satisfaction Islamic banks 

however, will have to remain within the boundaries of the Islamic ethical and cultural 

values. 

The strategy of mixed banking 

In line with the merit of the additional menu item for the general public, Moulana 

Ibrahim highlights that the Indonesian government promotes a dual banking system 

that allows conventional banking and Islamic banking to operate side by side as a form 

of political will to accommodate Indonesian community who do not wish to place their 

funds in a conventional system and to have financial services based on the Shari[ah

principles. The customers are free to choose which system to use. The government, in 

turn, is in a position to provide a sound and efficient banking system since Islamic 

banking supervisors are in a pivotal position to build public confidence through the 

establishment of a sound Islamic banking system. 

PART II: FINANCIAL STABILITY 

Financial stability has assumed great importance as without it free markets and 

globalization cannot bring economic benefits. Financial stability depends a number of 
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factors including the extend of owned funds put in place by the owners of financial
institutions, the level of transparency and disclosures, effectiveness of banking
supervision and presence of efficient financial infrastructures and legal framework.
The contents of the volume are all relevant for financial stability. However, this part of
the proceedings contains five papers.

In the first paper, El Hawary, Grais and Iqbal, in the paper on “Regulating Islamic
Financial Institutions: The Nature of the Regulated” suggest that Islamic banking has
become systemically significant and regulators and supervisors need to provide these
institutions with the required support. The main concern is that in the long-term, a
sustainable Islamic banking system must not be too divergent from the theoretical
aspirations as the current Islamic banking practices are. Hence regulators are suggested
to consider “a two-pronged strategy: managing the transition, and shaping the vision”.
Transition management does not pose any serious regulatory challenge as the Islamic
banks’ assets are very similar to the assets of traditional banks. But since Islamic banks
can play more meaningful services to their communities by upholding the theoretical
aspirations in their operations, regulators need to enable the Islamic banks in the
transition from the present to the ideal paradigm. This the authors consider as the
challenge which the regulators of the Islamic banks are facing. The authors support
separating the functions of Islamic intermediation in various windows or institutions so
that the development of financial intermediation can be more consistent with the
fundamental principles of risk-sharing, materiality and no-exploitation can be ensured.
This is said to promote transparency and market discipline, and contribute to its
stability. An Islamic financial industry incorporating such a segmentation would likely
require a lighter and more focused regulation, enhancing its competitiveness.
Moreover, the authors argue that “considering the regulation of existing Islamic
financial institutions (IFIs), prevailing intermediation practices would seem to point to
the need of equivalent emphasis on capital requirement, supervision and licensing, and
a larger one on transparency and disclosure, compared to conventional banks.
However, considering the theoretical IFI model, one can expect minimal regulation
with less emphasis on capital requirements, more on transparency and disclosure,
probably more on screening management profile and business line in licensing, and an
equivalent in supervision as compared to what applies to conventional banking. There
would be also an expectation of larger reliance on direct market discipline and less on
“command and control regulation.”

In their paper on “Unique Risks of Islamic Banking: Implications for Systemic
Stability” Martson and Sundararajan argue that the unique risks in Islamic
intermediaries arise both from the contractual design of instruments based on Shari[ah
principles, and the overall financial infrastructure governing Islamic finance. Systemic
stability in financial systems with Islamic banks requires effective management of



1917

these risks both at the macrolevel and at the level of individual institutions. The
removal of the rigidities or the provision of the required infrastructure facilities is a
basic precondition for banking and financial stability. The financial infrastructures are
weak in the developing countries in general. Keeping in view the unique requirements
of the Islamic banks, these infrastructures become even more critical. The authors
expect that the IFSB, AAOIFI and other institutions can be of vital support in
strengthening Islamic banking supervision.

Chapra’s paper deals with “Financial Stability: The Role of Paradigm and Support
Institutions”. He argues that the assurance of repayment of principal with interest
weaken market discipline. As long as market discipline continues to be weak, greater
regulation and supervision, even though necessary, will not succeed in removing the
instability currently plaguing the international financial system. To enhance financial
stability, one of the needed reforms is to strengthen market discipline by promoting
risk sharing through greater reliance on equity and to tie the availability of credit to the
real economy. It is also necessary to curb speculation. Islamic banking in its true form
carries the potential of injecting greater discipline in investment as well as finance and,
thereby, helping reduce the magnitude of many of the problems faced by international
finance. Even the Islamic banking in its present form although quite different from the
ideal Islamic banking introduces stability through both deposit and asset side – by risk
sharing and asset-based financing respectively. The author also calls for establishing
the required support institutions as mentioned in context of the previous paper.

In his paper on “Comparative Banking Systems: The Case for Universal Banking as
a Component of Islamic Banking”, Al Jarhi, argues that Islamic banks provide finance
to enterprises through either sharing directly in the net results of their activities or
financing their purchases of assets, goods and services on credit. We can therefore
expect Islamic banks to hold equity in corporations and sit on their boards of directors.
Hence Islamic banking and Universal banking share this similarity. The paper
considers Universal banking as a part of Islamic banking. Universal banking is
considered on its own a sound practice that can offer developing countries special
advantages. It would therefore be helpful to see that Islamic banking as it contains
Universal banking would give a helping hand in the process of development that would
not be easily obtained from conventional banking. The author suggests the regulators
to consider the important link between Islamic and Universal banking. Regulations and
supervisions are suggested to be properly adjusted to allow as well as to ensure that
Islamic banks act as Universal banks.

There is a substantial divergence between Islamic banking practices from its
theoretical aspirations. The theory only visualized 100% risk sharing deposits, where
as in practice significant fixed liabilities in the form of current accounts exist in Islamic
banks’ balance sheet. The theory did not visualize the type of asset structure that the
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Islamic banks have in practice. Muljawan in his paper on “An Analysis of Potential
Systemic Costs in an Islamic Banking System” argues that the current liability
structure of Islamic banks contains potential sources of instabilities. Drawing support
from the literature he argues that any implicit government guarantees such as deposit
protection shall further increase the instability. The argument implies that regulatory
authorities by encouraging the theoretical version of Islamic banking will actually
enhance market discipline and banking stability instead of offering deposit protection
schemes to the current Islamic banks.

III: FINANCIAL INFRASTRUCTURES INSTITUTIONS

Due to the special legal nature of the Islamic financial contracts and the unique
risks associated with them, financial architecture cannot be strengthened without
catering for the special infrastructural requirements of the industry. Therefore seven
specialized institutions have emerged aiming to develop the Islamic financial
infrastructures. These institutions specifically include:
 Accounting and Auditing Organization for Islamic Financial Institutions

(AAOIFI);
 Islamic Financial Services Board (IFSB);
 International Islamic Financial Market (IIFM);
 Liquidity Management Centre (LMC);
 Islamic International Rating Agency (IIRA);
 General Council of Islamic Banks and Financial Institutions (GCIBFI), and
 Arbitration and Reconciliation Centre for Islamic Financial Institutions

(ARCIFI).
Three papers were presented to the conference on this theme and these have been

included in this part of the volume3.
In addition, it is worth mentioning that the most important component of the

financial architecture is its standards of best practices and the mechanisms and
processes of implementation and oversight. The Basel capital adequacy and other
standards are widely recognized as international standards. Recently, these standards
have undergone substantial revisions. Professor Maximilian Hall in his paper on
“Evolution of Basel II: Implications for Islamic Banking and Bank Risk Management”

3 For more description of these institutions see, Chapra and Khan (2000), Ali (2002), and
Chapra’s contribution included in this volume, namely, “Financial Stability: The Role of
Paradigm and Support Institutions”



2119

recorded the historical evolution of the Basel capital adequacy framework and its
implications for Islamic banks as well as risk management in the banking industry in
general. Hall’s paper covered the developments till the time of the conference and
since that time a lot of developments have taken place. The Basel II: International
Convergence of Capital Measurement and Capital Standards: A Revised Framework
was finally approved by G10 central bank governors and released on June 26, 2004. It
is recommended for implementation in the G10 countries by end of 2006. The merit of
Hall’s paper rests in its historical account of the international capital adequacy
standards and its strengths and weaknesses. However, due to numerous technical
difficulties it was not possible to include the paper in the present volume.

Many developing countries are expected to continue with the 1988 standards for
sometime. Therefore, Hall argues that Basel II may not be adopted by the Islamic
banks soon. However, it is noticeable that Basel II has already introduced a culture of
competition for risk management among banks. Hence in view of the diversity of the
modes of finance used, the Islamic banks can benefit more by making the best
endeavor to adapt the Basel II framework. Furthermore, as papers in the later parts of
the volume show that Islamic banks can benefit from the menu approach introduced by
Basel II under Pillar I, namely, capital adequacy; Pillar II (supervisory review process),
and Pillar III (disclosures and market discipline) are in fact also highly relevant for the
Islamic banks.

The Islamic Financial Services Board (IFSB) is addressing the subject of adapting
the Basel II framework for the Islamic banks in the best possible manner. The IFSB
has already identified four areas where standards of best practices are required for the
Islamic banks. These areas are risk management, capital adequacy, corporate
governance and transparency and disclosures. Standard setting on the first two areas is
already towards completion. It has already been initiated in the third area and will be
initiated in the fourth area soon.

In addition to the standards of best practices and their implementation and
oversight, the other important components of the architecture are financial reporting
and accounting and auditing systems, liquidity support and capital markets, and finally
external credit assessment such as credit rating. The remaining three papers in part
three of the volume represent these components of the Islamic banking architecture.

Abdul Majid’s paper, on the “Developing Liquidity Management Instruments: The
Role of International Islamic Financial Markets” is the first paper in this part of the
volume. He elaborates on three points. First the need for liquidity risk management in
Islamic banks is highlighted. A number of factors are forcing the Islamic banks to keep
more liquid assets, which adversely effects the Islamic banks’ competitiveness.
Second, the International Islamic Financial Market (IIFM) and also the Liquidity
Management Center (LMC) have been established to develop Islamic capital markets,
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their listing, trading and clearance and standards of best practices in this regard. 

Finally, the paper presents a surveys of the asset-based Islamic financial instruments 

(Sukuk) issued by sovereign and corporate bodies. The paper end with an optimistic 

note for the industry. 

The Accounting and Auditing Organization for Islamic Financial Institutions 

(AAOIFI) is the oldest member of the architecture of the Islamic banking industry. 

Alchaar, in his paper on “Developments in International Financial Reporting: 

Implications for Islamic Banks” tries to explore the implications of recent 

developments for Islamic banks. After analyzing the developments the following 

conclusion is made. From developments taking place in financial reporting, there is 

now greater pressure on Islamic banks to lobby their respective regulators for a 

financial reporting framework that would cater to their specific needs, and is 

internationally recognized and adopted. It is envisaged that there will be two financial 

systems running side by side in not so distance future. It is believed that this 

diversification would be a healthy phenomenon for all parties, as diversification occurs 

not only at product level, but also at the market and systems level. What is important is 

to ensure that the application of Shari[ah is consistent from the foundation to the 

practice level. Greater development in the areas of financial engineering and re-

engineering of Islamic products and services, in order to cater for the growing demand 

worldwide are emphasized. The next step is for Islamic banks to ensure that they have 

adequate resources, and for the regulators to have appropriate infrastructure, which 

includes financial reporting, in place, to ensure that the industry can fully embrace the 

challenge, and realize its potential. 

The paper of Zaidi on, “Rating of Islamic Financial Institutions” highlights the 

vision, mission and challenges of the International Islamic Rating Agency (IIRA). In 

the presence of the external credit assessment agencies, shall the IIRA make any 

difference? The rationale for Islamic rating rests on the fact that the clients of an 

Islamic bank expect more in addition to the bank’s credit rating. Even a AAA rated 

Islamic bank may collapse if depositors discover that the bank violated its fiduciary 

responsibilities to offer Shari[ah compatible products and services. The paper 

mentions that the IIRA will develop a rating system based on the components of 

MIRACLES, namely, Management, Information systems, Resources and franchise, 

Assets quality, Capital structure, Liquidity, Earnings and Supervisory systems. 

Shari[ah rating will be an important part of the Islamic bank’s management quality 

assessment. 
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PART IV: CORPORATE GOVERNANCE AND TRANSPARENCY

Due to the collapse of major corporations world wide, corporate governance
systems have come under serious scrutiny recently. In Islamic banking there is also a
serious need for internal regulation to ensure Shari[ah compliance. In addition, the
fiduciary responsibilities of Islamic banks become more serious due to the nature of
profit sharing deposits. The Shari[ah governance is the unique internal regulation
system in Islamic banks. There are different names and organizational structures of
these systems.

The paper of Qattan analyses the “Comparative Systems of Effective Shari[ah
Supervision of Banks”. He argues that the main aims of any Shari[ah Control
Committee (SCC) are to avoid interest, gambling, ensuring lawful activities and
avoiding forbidden ones, promoting the qualities of working with loyalty, honesty and
justice and ensuring the importance of paying and distributing zakah. In addition,
ensuring that all forms of contracts, official records and books are designed to conform
to Shari[ah, ensuring continuous follow-up, analysis and identification of violations. It
also aims to ensure that the employees have been chosen to conform to a Shari[ah
basis. The SCC identifies vague points, ensures they are not punitively applied and
finds legal substitutes for them; it also undertakes the role of supervisor on behalf of
the depositors. Different names are used in the Islamic banks to render the required
functions. The most common names of SCC are: Shari[ah Control Board, Shari[ah
Adviser, Shari[ah Control Committee, Shari[ah Controller, Shari[ah Council,
Religious Committee, and Shari[ah Board. The author considers that there is a need to
use uniform names and assign similar functions to develop comparability across banks.
As it has been discussed later there is also a great need to reach at certain level of
consensus on a number of Islamic financial contracts.

The paper of Nienhaus deals with “Corporate Governance In Islamic Banks”. The
paper addresses two issues typical of Islamic banks. First, the practice of Islamic banks
to stabilize the returns on investment deposits and second, the proposal of a depositors'
representative in corporate bodies are discussed. The author argues that these two
points make it imperative to enhance a unique form of corporate governance in Islamic
banks. He concludes that the “Shari[ah compliance and PLS depositors' protection are
two important special Islamic features. But solutions which are plausible at first sight
may have a weak justification at second sight and some unforeseen side effects at third
sight. The proposals for a better consideration and protection of PLS depositors
overestimate the relevance of the composition of internal corporate bodies and
underestimate the importance and effectiveness of external restrictions imposed by
legislation and market forces.”
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Due to the special nature of profit sharing deposits of Islamic banks, loan loss
provisioning poses a unique challenge to Islamic banks. The Jordan Islamic Bank (JIB)
is one of the first generation Islamic banks. Since the beginning the JIB has a well
known provisioning strategy. The paper by Rihan on “Loss Provisioning in Islamic
Banks: The Case of Jordan Islamic Bank” overview the JIB provisioning policy. There
is no doubt that the JIB has pioneered the establishment of investment protection
reserves. The reserves are established with the contributions of investment depositors
and bank owners. The reserves are aimed at providing protection to capital as well as
investment deposits against any risk of loss including default. However, the fact is that
investment deposit holders are not the permanent owners of the Islamic bank’s capital.
Therefore, contributions to the reserve by old depositors can be a net transfer of funds
to new depositors and to the shareholder of the bank. In this manner, these reserves
leave room for ensuring justice between old and new depositors and between
depositors and shareholders. This problem can be overcome by allowing the depositors
to withdraw their contributions at the time of final withdrawal of deposits. However,
such a facility will not be able to provide a protection in the case of a crisis. Hence,
again the point that corporate governance in Islamic banks poses unique challenges is
supported. The IFSB corporate governance standards are expected to provide
comprehensive guidelines to resolve these issues.

Mokhtar, Smith and Wolfe’s paper deals with an “Analysis of the Measurement
and Management of Non-Performing Loans in Islamic Banks in Malaysia”. The nature
of profit and sharing loss agreement has made the position of investment deposits of
Islamic banks unique. This paper analyses the policy on measurement and management
of non-performing loans in Islamic banks in Malaysia with the UK and Japan and
investigates whether or not the existence of investment deposits result in a different
approach to the measurement and management of non-performing loans in Islamic
banks in Malaysia. The conclusion is that investment depositors are not different from
depositors of traditional banks when it comes to accessing information about non-
performing loans. There is little information that can be derived from the annual report
of the Islamic banks in Malaysia. They do not know what actions are undertaken by the
Islamic bank to control or reduce the amount of non-performing loans. Information
disclosure is very important in an Islamic banking. The more reliable is the disclosure,
the more investment depositors are able to make an accurate assessment of the Islamic
bank’s financial position. Important information, particularly on the non-performing
loans is very important because investors would like to know the risks that their
investments are exposed to. This will allow depositors to monitor the bank and as a
result could help to discipline the bank.

Shariff and Abdul-Rahman in their paper on “An Exploratory Study of
Accounting for Ijarah as Practiced by Malaysian Financial Institutions” discuss
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another crucial aspect of disclosures and market discipline. They explore the nature of
accounting as practiced by the Malaysian financial institutions. The paper first makes
comparison between the International Accounting Standard on leasing (IAS 17); the
accounting standard for Ijarah (FAS 8) as developed by the Accounting and Auditing
Organization for Islamic Financial Institutions (AAOIFI); and the Malaysian
Accounting Standard Board (MASB 10). They conclude that there are major
differences as to the nature of leasing and Ijarah, and as a result accounting principles
that have driven all the three standards as well as accounting techniques developed on
one hand for leasing and on the other hand for Ijarah are significantly different.
According to the authors the efforts to harmonize the accounting practices on Islamic
financing practices by financial institutions internationally may be a difficult task.
Furthermore, until and unless the AAOIFI standards are adopted by the regulatory
agencies, as in the case of Malaysia, Bank Negara Malaysia, AAOIFI standards will
remain only as a reference but do not have the legal authority. Consequently, the
quality and comparability of accounting information of Islamic financing such as
Ijarah will be seriously at a stake.

PART V: RISK MANAGEMENT

Appropriate risk management systems are considered as a prerequisite for the
soundness, stability and sustainability of financial institutions. Apart from sharing the
credit, market, and operational risks with conventional financial institutions, the
Islamic financial institutions are bound to face unique risks due to their Shari[ah
compliance. The papers included in this part of the volume discuss some of these
unique risks.

Obaidullah’s paper deals with “Market Risks in Islamic Banks and the Relevance
of Islamic Contracts for Risk Management”. The author argues that hedging is quite in
conformity with Islamic rationality, but hedging with derivatives is fraught with grave
dangers since large-scale speculation is now made possible with derivatives. In the
context of Islamic finance, derivatives (options and futures as independent contracts)
are not quite acceptable, since the so-called public benefits or maslahah appear to be
trivial in view of the strong Qur’anic condemnation of al-qimar and al-maysir. Despite
such prohibitions the Islamic financial system does provide for risk management
possibilities. The author demonstrates using several contractual mechanisms involving
option like features, namely khiyarat, from the Islamic law of contracts that the Islamic
system does provide for risk management solutions. Islamic banks would do well to
direct their research efforts towards unearthing such solutions, which would address
their twin concerns of efficiency and ethics.
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In his paper on “Credit Risk Management: A Framework for Islamic Banking”,
Khan argues that the different Islamic modes of finance have different credit risk
characteristics. This requires that there should be a credit risk management framework
which can capture the credit risks of the different Islamic modes of finance separately,
and on an asset by asset basis. This will facilitate the internal capital allocation to these
modes by banks on a more rational basis. It will also be consistent with the capital
incentives provided under the internal ratings system of Basel II. The paper discussed
and related an existing framework to the Islamic modes of finance with an objective to
initiate discussion on the subject. The framework discussed in the paper requires the
Islamic banks to develop their judgmental probabilities of default for their various
assets and develop risk-based inventories of these assets. The author believes that this
process is simple and can be initiated by most Islamic banks utilizing the existing
credit analysis tools.

The implication of the framework would be to allocate more capital to riskier
modes of finance. Hence Islamic banks will feel taxed by using the more risky modes
of finance. The banks will feel compulsion to standardize their modes of finance to
minimize the underlying credit risks. Thus the framework is expected not only to
motivate credit risk management in Islamic banks, but is also expected to promote
financial engineering and product development. This is required by the rapidly
changing regulatory, technological and information environment.

The paper of Hossain deals with, “Integrated Operational Risk Management in Abu
Dhabi Islamic Bank”. The Abu Dhabi Islamic Bank has developed a process based
internal risk measurement model to identify and address operational risks across the
Bank. To execute this mechanism, an operational risk management section (denoted
Total Risk Management or TRM) has been created under Strategic Planning. All
processes within the department are flowcharted, a risk assessment on the processes is
conducted, and the findings are reported to senior management. After management
feedback, a mitigation strategy is developed to reduce the departments risk exposure.
TRM is working on enhancing the internal risk measurement model to meet the
requirements of the Advanced Measurement Approach for measurement of operational
risks under The New Basel Capital Accord.

“A Value-at-Risk Framework for Islamic Banks” is the title of Hakim’s paper. The
paper focuses on other risks common to traditional banking to demonstrate how the
concept of value-at-risk can be applied in an Islamic context. Using quarterly P&L data
from Al Rajhi Bank in Saudi Arabia, the author identifies 3 main risk drivers which
contribute to the volatility of the bank’s P&L. Based on their statistical properties and
respective weight in the P&L, he introduced the concept of the ‘P&L at risk’ which
varies proportionately with the degree of confidence a bank selects. He also derived a
quarterly risk measure of a positive expected return on the assumption that the risk
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factors were normally distributed and showed that there was little variability of that
result if other distributions are assumed. The paper concluded with a application of
how the bank could apply the VaR to its daily P&L.

The paper of Hassan on “A VaR Analysis of Islamic and traditional banks”
provides a detailed review of the literature on VaR. He applies six different VaR
methods to seven bank’s stock portfolios, and to ascertain their relative merits. The
paper argues that portfolios of profit and loss (P&L) are special cases and are non-
normally distributed with a likely maximum tail thickness and fast volatility. To obtain
such non-normal distribution and nonlinear relationship, the author assumes that the
trading revenue of financial institution portfolio is evolving according to a mix of a
non-affine stochastic volatility-jump (NASVJ) diffusion model. Such models allow for
both sources of tail thickness in financial data, as indicated by many studies. The
author argues that such models allow as well, through the non-affine stochastic
volatility, for fast updating in volatility that usually combines thick tails and extreme
events. In this non-affine stochastic volatility model, volatility grows according to a
non-linear square relation with its current level. Hence the paper suggests this type of
VaR framework suitable for the Islamic financial institutions given their special
features.

PART VI: MARKET DISCIPLINE AND EFFICIENCY

The markets have the power to set the financial system right if enabled to operate
feely and efficiently with the availability of proper information. The Islamic financial
system, particularly, profit sharing deposits, have certain inherent characteristics that
can promote market discipline.

Ahmed in his paper on “Withdrawal Risk in Islamic Banks, Market Discipline and
Bank Stability” addresses this subject. The paper introduces the concept of withdrawal
risk arising from the variable rate of return given to investment depositors of Islamic
banks. After reporting results from surveys of depositors and Islamic banks to
demonstrate the existence of the withdrawal risk, the paper examines the implications
of this risk on the operations of banks. Specifically, the role of depositors to induce
discipline in Islamic banks is studied. To do so, a simple model is developed that
captures the behavior of deposits and withdrawal risk in Islamic banks. The model
shows that the variable rate of return given to depositors not only makes the Islamic
banks more stable, but also introduces market discipline in these institutions.
Implications of the existence of withdrawal risk on risk management strategies are also
touched on.

Are Islamic banks stable and efficient? Yudistira in his paper on “Efficiency in
Islamic Banking: An Empirical Analysis” addresses this question. He calculates,



2826

technical, pure technical, and scale efficiency measures by utilizing the non-parametric
technique, Data Envelopment Analysis. Several conclusions emerge. First, the overall
efficiency results suggest that inefficiency across 18 Islamic banks is small at just over
10 percent, which is considerable compared to many conventional counterparts.
Similarly, Islamic banks in the sample suffered from the global crisis in 1998-1999 but
performed very well after the difficult periods. This would suggest that the
interdependence of Islamic banks to other financial system is still closely related and
any regulator, especially in which the bank operates, should consider Islamic banking
in the search of global financial stability. Second, the findings further indicate that
there are diseconomies of scale for small-to-medium Islamic banks which suggests that
mergers should be encouraged.

In his paper on “Cost, Profit And X-Efficiency Of Islamic Banks In Pakistan, Iran
And Sudan” Hassan tests the relative efficiency of banks in Iran, Pakistan and Sudan
during 1994-2001. Both parametric (cost and profit efficiency) and nonparametric
(data envelopment analysis) techniques are used to examine efficiency of these banks.
The results show that, on the average, the Islamic banking industry is relatively less
efficient compared to their conventional counterparts in other parts of the world. The
results also show that all five efficiency measures are highly correlated with ROA and
ROE, suggesting that these efficiency measures can be used concurrently with
conventional accounting ratios in determining bank performance in Pakistan, Iran and
Sudan. The average cost efficiency (stochastic cost frontier) is 52%, whereas the
average profit efficiency (profit efficiency frontier) is 34%. Although Islamic banks are
relatively more efficient in containing cost, they are relatively inefficient in generating
profit. The average allocative efficiency is 79%, whereas the average technical
efficiency is about 66%. This means that the dominant source of efficiency is due to
allocative efficiency rather than technical efficiency. These results are consistent with
the fact that the Islamic banks operate in a regulatory environment which are very
supportive of their operations. Average scale efficiency is about 89%, and average pure
technical efficiency is about 76%, suggesting that the major source of the total
technical efficiency for Islamic banks is not pure technical inefficiency (input related)
but scale efficiency (output related). The results indicate that there has been increase in
productivity decline over the years except for two years. Productivity increase/decrease
in Islamic banking industry in these countries are mainly driven by technological
change (opening up and penetrating in other markets) not technical efficiency change
(efforts of inefficient banks to catch up with the efficient ones). The results show that
larger bank size and greater profitability are associated with higher efficiency. These
results indirectly support the economies of scale arguments in Islamic banking
industry. Most of the Islamic banks are of smaller size compared to the conventional
counterparts. It is imperative that Islamic banks be allowed to merge to obtain an
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optimal size in order to be more technically efficient and compete with their
conventional counterparts.

PART VII: PRODUCT DEVELOPMENT AND LEGAL FRAMEWORK

Appropriate legal framework is one of the most important requirements of Islamic
banking. It has several facets. One of the important facet is the acceptability of the
Islamic financial contracts under the different Fiqh frameworks as well as under
different international legal regimes. The paper discussed in the previous section on
NPLs as well as accounting standards also have important bearing on the appropriate
legal framework. Two papers included in this part deal with the subject from two
different aspects.

First, financial engineering and product development is an important process for
Islamic banking. Arbouna “Combination of Contracts in Shari[ah: A Potential
Mechanism for Product Developmente” deals with the process of “Shari[ah financial
engineering”. The author argues that under certain conditions it may be a good
business decision to combine different contracts in one deal with a view to breakdown
the underlying risks into components and create a potentially viable financial product.
It may be viable to combine, for example, a sale contract and a contract of currency
exchange or a Murabahah contract and a contract of agency. However, combination of
some contracts on the other hand, encounter legal issues based on hadiths to the effect
that not all contracts are combinable. This is either due to aversion of uncertainty or
conflict of purpose of the contracts combined. The paper argued that it is basically
valid to combine two or more contracts to structure Shari[ah compliant products. This
is further substantiated by discussing parameters and basis for combination of contracts
for exploring acceptable Islamic investment products. The scholars of Islamic law have
discussed the legality of “combination of contracts” from various aspects, the objective
of which is to distinguish between permissible and non-permissible combination of
contracts. If the contracts combined pass the tests established by legal principles, then
there will be no legal objection to combine such contracts in one deal. The hadiths in
this regard do not prohibit embedded contracts as such. Embedded offers without an
acceptance of one offer in particular potentially leading to Gharar (excessive
uncertainty) is clearly distinguished from combined contracts for good purpose. It is
concluded that contracts can be combined for developing investment instruments and
products provided the legal status of the contracts involved do not conflict.

Second, Djojosugito, in his paper on “Relative Suitability of Civil and Common
Law Regimes for Islamic Banking” explores the two dominant world legal regimes
vis-à-vis the requirements of Islamic banking. This is an important subject because it
effects the cost of Islamic banking in the sense that the legal risks can be high under
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some legal frameworks. For example, Ijarah or Istisna[ may be treated differently in
different jurisdictions. The author argues that despite the fact that Islamic Banking is
recognized in many jurisdictions, there is still no sufficient legal bases for operational
aspect of such an institution. Most existing laws pertaining to Islamic banking and
financial institutions deal mostly with the administrative aspects of the establishment
and operation of Islamic banking.. These facts necessitate the establishment of a legal
framework which can accommodate the establishment and operation of the ideal
Islamic banking. In regard to the suitability of Common and Civil law regimes,
everything being equal and in term of legal risk, the Common law is more suitable for
Islamic Banking. However, as judges in Civil law jurisdiction have the obligation to
uphold codified laws, this shortcoming can be overcome through intervention by the
legislative authority by establishing a law/statute which lays down the foundation for
Islamic Banking, the option which is not available to Common law jurisdiction.

In concluding this discussion, we emphasize that there is a need to resolve the
unresolved Fiqh issues for the soundness of Islamic banking. Indeed, due to the
requirement for fiqh compliance, consensus plays an important role in Islamic banking
and finance. The OIC Fiqh Academy Resolutions can be taken as an indicator of the
emerging consensus among Fiqh scholars. For example, the adaptation of views by the
Academy on the permissibility of delaying the price in Istisna[ and the acceptance of
Arbun sale will have important implications for Islamic banking product development.
However, for the development of Islamic banking, consensus is urgently needed in the
areas identified among others by Chapra and Khan (2000) for banking regulation and
supervision and Khan and Habib (2001) for risk management.
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SHARI[AH BANKING SYSTEM: AN INSTRUMENT TO
ACCELERATE NATION EMPOWERMENT

H. HAMZAH HAZ•

Allow me to convey my highest gratitude to the organizing committee of
International Conference on Islamic Banking, for, this conference is an expression of
our mind to develop a national Shari[ah banking system. I urge that the national
Shari[ah banking system is not just a compliment to the conventional banking system,
but it can provide a considerable contribution to our economy.

I understood that the Shari[ah banking system is not new for most of the Indonesian
people. Some of them have been practicing it since more than 10 years ago.
Unfortunately, so far I have difficulties to identify the success level of their progress.
Therefore, let me address my remark titled Shari[ah Banking System: An Instrument to
Accelerate National Empowerment. I am referring to this title with the concern that
Indonesia’s 2002 population is around 212 million people; 178 million of which are
Muslim. It offers a huge potential for the development of Shari[ah banking.

It is reported in 2002 that there are around 40 million small entrepreneurs, 54
thousand medium entrepreneurs, and 2000’s large entrepreneurs. I believe most of
them are potential captive market of the Shari[ah system. Regrettably, the existing
Shari[ah banks or Shari[ah financial institutions are neither sufficient nor effective to
meet the needs of these entrepreneurs. Hence, I think, Shari[ah banks and Shari[ah
financial institutions need to reform their management and organizations system. They
will then be able to serve the potential customers with better services and reasonably
competitive benefits.

Indonesia is facing difficult multidimensional challenges. These challenges, I
believe, are never-ending circle of problems. We need to break this circle through
smart interventions. The banking system is one of the efforts to do so. I perceive that
we require four points of intervention in dealing with four challenges, which I will
discuss one by one below.

First, the prevailing quality of norms and morality in daily lives is still weak in
Indonesia. Mutual love and care among Indonesians has started to diminish; social
indifference spreads everywhere; moral hazard creeps in every activity; and corrupted
mentality flourishes in all forms in the society. We cannot let these situations be
protracted. Therefore, I do expect that Shari[ah banking system can educate Indonesia
to become a nation that can apply religious norms in every aspect of life.

• Opening Speech of H. E. the Vice President, Republic of Indonesia.
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Second, it is known that the quality of knowledge is still low in Indonesia. This is
characterized by large number of dropped-out young people, inability of university
graduates to open their own businesses, failing of domestic products to compete with
foreign products, low value-added of domestic products, inability of Indonesia’s
manpower to compete in certain aspects with foreign manpower, low knowledge of
entrepreneurship, and so on. Therefore, I believe that the Shari[ah banking system will
enable Indonesians to have more “added values”. The system will then contribute to
create better Indonesians. It will become a vehicle towards empowering our nation.

Third, the management of our national resources is still weak. This is characterized
by low tax revenues, high composition of foreign loans, not-yet optimal management
of savings, consumption and import-dominated economic growth, inefficient public
finance management, and so on. Hence, all parties must stand together to build a
healthy, clean and effective economic institution. I put my hope on the Shari[ah
banking system to boost the creation of a “clean” institutional system in Indonesia.

Fourth, the quality of life of most Indonesians is still very low. This is indicated by
high number of poor people, excessive social-economic disparity, and high rate of
unemployment. I believe that the Shari[ah banking system will be able to reduce the
burden. The Shari[ah banking must become working capital provider to enlarge the
nation’s economic capacity.

I wish that the Islamic Development Bank, in particular, could take the part in
supporting the effort of poverty alleviation. It is because the number of poor people in
Indonesia in 2002 is still around 37 million. Thus, the quality of Shari[ah financing
services must be enhanced in order to cover micro, small and medium enterprises. As a
consequence, poor people can be directly and indirectly reached by the Shari[ah
banking system.

Certainly, the above-mentioned problems are our obligation to solve. We must be
able to create an idealism to manage such challenges and potentials. A task force shall
be formed for assisting micro, small and medium enterprises in relation with poverty
reduction.

I understand that our tasks will be very heavy. Therefore, allow me to invite you to
implement the values of sincerity and togetherness. We should start a task with a
sincere willingness. It means when we start working, we must put our highest hope to
obtain Allah’s blessing. The Shari[ah banking system has a motivation in this regard.
Allah wiling, we can keep ourselves away from wrong interests and destructive moral
hazards.
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We must continue our cooperation by adopting the renowned “jamaah” approach as
an institutional development model. We must understand our respective roles. Banks
are the deposit mobilization and management institutions, so they must be professional
in doing so. The business sector is the entrepreneurial and investment management
institution, so it must be professional in managing such productive assets. Sound
cooperation between the banks, the business sector, and the good governance, with the
will of Allah, will bring major benefits for our nation.

At the end, allow me to convey a message that the means for change depend on
ourselves. Allah will not change our destiny if we don’t want it to be changed.
However, if we are willing to change it, Allah will do so.
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THE ROLE OF ISLAMIC BANKING IN FINANCIAL STABILITY

BOEDIONO•

All Praises are for Allah, the Almighty who has given us this precious opportunity
to gather in this international conference on Islamic banking. The conference is an
effort by the Indonesian financial regulatory bodies, that is Bank Indonesia and
Ministry of Finance, together with the Islamic Development Bank to contribute to the
clarification of issues relevant to the development of Islamic financial and banking
system regionally as well as internationally.

On this occasion, I would like to welcome the international experts and participants
and thank them for their participation in this conference. I also wish to take this
opportunity to express my appreciation to the local participants that have shown their
strong interest in this conference. I hope this conference can help accelerate the
development of a safe and efficient Islamic banking in Indonesia and elsewhere.

Today we have a great to have the honor of the presence of Dr. Hamzah Haz, the
Vice President of the Republic of Indonesia, who will officiate the opening of this
conference and give views and guidance to all of us.

Financial system plays a crucial role in every economy, in the West, in the Middle
East, in Asia or in any other part of the world. Every community, has its own values,
which may be different from those of the other communities. Muslim society,
conceptually, has a typical set of financial needs, which are derived from Islamic
values. One of the central preoccupations the study of Islamic finance is to understand
how Islamic religious rulings affect business operations in a commercial setting.

The recent development of Islamic banking indicates the growing awareness of
Muslims to have their own financial system that incorporates relevant Islamic values in
it. Islamic banking has been growing rapidly especially in the last two decades. It has
developed not only in the Middle East region but also in many other parts of the world.
Islamic banking and finance industry is in its period of growth. Currently, according to
one estimate, Islamic banking business is now worth more than USD 230 billions. We
expect that Islamic banking and finance will play an increasingly significant role in the
international economy alongside the conventional financial practices and institutions.

The religious aspect is, however, not the only factor to be considered in building a
sound and efficient Islamic financial practices and institution in a market economy,

• Welcoming Speech of H. E the Minister of Finance Republic of Indonesia
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The Islamic financial practices and institutions must also meet the tests of economic
efficiency. Market players, including investors and depositors, need a stable financial
environment with clear rules that allows them to conduct their activities rationally and
efficiently.

Stability of the financial system is one important element of a sound economic
environment. Instability in one part of the financial system affect the whole system.
Macroeconomic stability is as much a foundation for conventional banking and finance
as for Islamic banking and finance with regard to rules, currently, most national
banking authorities adopt and apply the prudential standards set by the Basel
Committee since similar standards for Islamic banks have not yet been devised. This is
a challenge to the financial regulators in countries where conventional banking and
finance coexist with Islamic banking and finance.

The customers of Islamic banks are no different than ordinary bank customers.
They expect their money to be safe and sound as well as productive when they trust it
to the banks. They want a sound financial environment, which enables them to conduct
religiously correct business without being afraid of facing financial crises and without
worries of fraudulent practices. At the macro level, systemic stability has become a
central theme, and Islamic banking as an integral part of the financial system has to be
subject to the same rigorous macroeconomic discipline as the non-Islamic banking.

At the more micro level, effective prudential supervision is a crucial element of any
sound financial system including Islamic financial system. Effective banking
supervision, which relates to the assessment and monitoring of banks’ financial
performance and position, should be put in place. The supervision process should be
carried out through an effective regulatory framework aimed at reinforcing banks’
operating environment, internal governance and market discipline. An appropriate
regulatory framework for Islamic banking supervision should ensure that the legal
foundations for Islamic banking supervision are in place, investment and other risks are
adequately dealt with and that adequate information is disclosed.

Good supervision reduces the risks to the banking system. From the supervisory
point of view, an Islamic banking system should be both financially and prudentially
sound and in full compliance with Islamic rules.

The development of Islamic banking system is relatively new, when compared the
conventional banking system. The latter have long had established framework for
regulation and supervision, the basic elements of which have been recently codified in
the Basel Committee’s “Core principles for effective banking supervision”.
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Islamic banking experts, can benefit from the developments in the conventional
banking supervisory framework since there are some fundamental principles that
should also be adopted by Islamic banking supervisors as minimum requirements for
effective banking supervision. However, the regulations set for Islamic banks must
also reflect the basic operational differences between Islamic and western banks.

Islamic financial experts have long been aware of the need for an international
convergence in Islamic banking operations. A number of research institutes are at the
forefront of this process and continuously review the prudential rules and regulations
for Islamic banks in order to improve the soundness of Islamic banking operations. A
number of institutions such as Accounting and Auditing Organization for Islamic
Financial Institutions (AAOIFI), Internal Islamic Financial Market (IIFM) and Islamic
Financial Services Board (IFSB) have been established to a better align the operational
standards of Islamic banking. The AAOIFI has been successful in producing a set of
Shari[ah-based accounting standards that incorporates religious norms and products,
which do not exist in the western systems.

Many banking systems have now started to adopt the international accounting
standards set by the AAOIFI. Currently, the IFSB has also started reviewing issues
relating to the prudential regulation of Islamic banks. We expect that the development,
dissemination and adoption of the best practices will continue to further strengthen
Islamic banking and finance and its role in many economies.

Through an international event like this attended by prominent experts will come
concrete and operational ideas for improving the practice and performance of Islamic
banking. Many of us here have great expectations that this conference will provide us a
new lead toward better regulatory framework for Islamic banking.
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ISLAMIC BANKING: RISK MANAGEMENT,
REGULATION AND SUPERVISION

SYED JAAFAR AZNAN•

On behalf of the Islamic Development Bank (IsDB) Group, I would like to express
my gratitude and thanks to the Government of the Republic of Indonesia, Bank
Indonesia and the Conference organizers for giving me the privilege to address this
learned gathering. The IsDB also extends its highest appreciation to the Government of
the Republic of Indonesia and Bank Indonesia for their efforts in strengthening Islamic
banking in Indonesia.

This Conference addresses a key challenge area of Islamic banking, namely, risk
management, regulation and supervision. I congratulate the Conference organizers for
their commendable efforts in bringing together such a diverse group of learned people
on such an important subject. I hope that the Conference deliberations will contribute
in setting the path for future research works and policy oriented action plans in this
important area.

At present there are over 300 Islamic banks and other Islamic financial entities
operating in all segments of the financial services industry in various parts of the
world. The assets managed by Islamic banks alone exceed US$ 200 billions. Islamic
trust certificates and bonds are being issued in significant volume by governments, and
the private sectors. Sizeable amounts of funds are being managed by Islamic mutual
funds and other non-banking financial institutions. As such, the Islamic financial
industry is gradually becoming an important factor in the international financial system
and markets.

The Islamic financial industry now also has infrastructure institutions like the
Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI), the
Islamic Financial Services Board (IFSB), the International Islamic Financial Market
(IIFM), the International Islamic Rating Agency (IIRA), and the General Council of
Islamic Banks and Financial Institutions (GCIBFI). During the period of the IsDB
Annual Meeting held in Almaty Kazakhstan in September 2003, members of the
General Council of Islamic Banks and Financial Institutions have agreed in principle to
establish the Arbitration Center for the Islamic Financial Institutions. Hence the initial
setup of the infrastructure support facilities for the industry is now near completion.

• Keynote Speech of the Vice President, Trade and Policy, the Islamic Development Bank
Group
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The efficient working of these institutions will greatly enhance the systemic efficiency
and stability of the industry.

What exactly is Islamic banking? A simple answer would be that Islamic banking is
doing banking business in accordance with Islamic law. However, it will be a gross
mistake if Islamic banking is directed only at Muslims. It is more appropriate to look at
Islamic banking and finance as an additional item in the menu of choices available to
consumers. Additional choices can be instrumental in improving the quality of services
and in enhancing social welfare. The business strategy of an Islamic financial
institution should be to serve and attract clients of all faiths by providing better
banking services. Of course, in their drive for customer satisfaction Islamic banks
however, will have to remain within the boundaries of the Islamic ethical and cultural
values.

As an alternative system, Islamic banking has potential benefits for the society at
large. It is widely understood that due to the risk sharing nature of investment deposits
on the liability side and asset-based financing arrangements, Islamic banking will
enhance financial stability. Furthermore, its asset and project financing nature is
expected to contribute to containing the debt crisis of developing countries and
enhancing better utilization of resources.

Indeed, most presentations to this conference will emphasize that the success of
Islamic banking in the future will depend on how efficiently Islamic banks will manage
their risks. Like conventional banks, Islamic banks face risks, which are related to the
banking and financial intermediation businesses. These are credit, market, liquidity,
operational and reputation risks. However, due to compliance with the Shari[ah, the
assets and liabilities structures of Islamic banks differ from those of conventional
banks. This introduces uniqueness to the various forms of risks faced by Islamic banks.
Therefore, some of the standard tools of risk management such as market and credit
derivatives, interest rate swaps and some forms of futures and forwards which are
designed for the conventional banks may not be relevant for the Islamic financial
industry. Islamic banks have to develop suitable alternatives to these instruments.
Some traditional risk management tools and processes are equally applicable to Islamic
banks in their original form. However, a number of other tools will need to be properly
adapted to the special requirements of Islamic banks.

Therefore, individual Islamic banks and standard setters and supervisors of the
industry need to assign more resources to the development of their professional
capacities in risk management tools, systems and processes. Islamic banks also need
better transparency and risk disclosure standards as required by the Shari[ah and other
regulatory rules. It is my firm belief that if the inbuilt characteristics of Islamic banking
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and finance are combined with internationally acceptable standards of risk
management, internal control systems, transparency, disclosures and corporate
governance, Islamic banking can contribute to the efficiency and stability of the global
financial markets.

For strengthening Islamic banking, credible consensus on a number of unique
regulatory subjects is important. As an example, let me mention the subject of defining
the capital of Islamic banks. AAOIFI has done pioneering work in rationalizing
investment deposits as some form of tier 2 capitals. However, this requires a broader
consensus for uniform implementation. The treatment of investment deposits is one of
the bottlenecks in licensing Islamic banks in several jurisdictions. A credible consensus
on the subject is expected to facilitate the opening of Islamic banks in several
countries. Another important unique matter related to the capital of Islamic banks is the
difference between current accounts and investment accounts. Current accounts must
be protected, and investment deposits must share in risks. There is the possibility that
the risks of investment accounts may transmit to current accounts. This will violate the
fundamental principle of Islamic banking and could also be a source of banking
instability. To prevent such risk transmission, effective firewalls must be developed
between the two accounts.

In conclusion, I must say that there is a long list of issues, which we could discuss
under the topic of Risk Management, Regulation and Supervision. Indeed the
Conference will cover most of these issues in detail. In this era of globalization, and
the rapidly changing regulatory, technological and information environment, the
Islamic financial industry can be strengthened only by having proper regulations and
supervisory rules in place, and also by developing a risk management culture within
individual banks. I believe these issues would remain to be the priority areas for the
industry, its standard setters, and its regulators and supervisors. Conferences like the
present one are expected to set new trends of research, discussions and dialogue in
understanding the true risks of the industry and in strengthening it on a stable and
efficient footing as an alternative financial system. On the part of the IsDB we will
continue supporting such events to promote Islamic banking and finance and financial
stability of its member countries.
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STRATEGY TO DEVELOP ISLAMIC BANKING:
THE INDONESIAN SCENE

MAULANA IBRAHIM•

First of all, I would like to thank Allah that has given me this precious chance to
make a presentation about the development of Islamic banking in Indonesia in front of
these prominent scholars. My presentation basically covers three main areas of the
Islamic banking development in Indonesia. The first area of the presentation is about
the initial awareness of development, and the second is about current development of
Indonesia Islamic banking and the last is about the regulatory design by the banking
authority to promote sound Islamic banking practices. Through this presentation, I
would like to share the Indonesian experience in fostering the development of Islamic
banking that contains policies and regulations implemented that aimed at achieving
strong fundamental building blocks to support the establishment of a safe and
sustainable development in the future.

The establishment of the first Islamic financial institution internationally has had a
significant influence on the development of Islamic financial institutions in Indonesia.
Since then, many religious scholars have held summits in their efforts to find an
alternative intermediary system that is free from interest, thereby, meeting the demands
of the Muslim community for an interest free banking system. The existence of Islamic
non-bank financial institutions started well before a formal Islamic legal base came
into force. In 1968, an Indonesian Muslim trust company and an Afro-Asian Islamic
business organization were founded. In 1980, there were attempts to establish an
Islamic micro finance scheme, which was initiated by a university. In 1983, the two
largest Islamic organizations in Indonesia began to operate Islamic rural banks to
facilitate financial activities in their communities. The first Islamic commercial bank
came into operation in 1992.

In order to facilitate demands of the Islamic community, the government has
recently included Islamic banks as an element in the national banking system in a new
banking act. Since the new banking act came into force, there are many banks that have
shown their interest in operating Islamic banks. Some of them are interested in
converting all their activities onto an Islamic basis and some of them are interested in
opening Islamic branches. The Islamic banking system is growing steadily at about
50% per annum, in terms of total assets (within periods of 1999 to 2003), assisted by
the stipulations of the banking act and the central bank act which clearly support the

• Keynote Speech of the Deputy Governor, Bank Indonesia.
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development of Islamic banks in Indonesia. The number of branches has also increased
quite significantly.

The government promotes a dual banking system that allows conventional banking
and Islamic banking to operate side by side as a form of political wills to accommodate
Indonesian community who do not wish to place their funds in a conventional system
and to have financial services based on Shari[ah principles. The customers are free to
choose which system to use. The government, in turn, is in a position to provide a
sound and efficient banking system since Islamic bank supervisors are in a pivotal
position to build public confidence through the establishment of a sound Islamic
banking system.

The initial move by the Indonesian banking regulator to properly regulate Islamic
banks was realized by proposing a new banking act as a legal foundation for the
stipulation of further technical regulations. The house of representatives of the
Republic of Indonesia has ratified the new banking act, which has effectively come
into force on November 10, 1998. Therefore, the operations of an Islamic commercial
bank encompass providing financing and/or conducting other activities based on
Shari[ah principles, in accordance with regulations stipulated by the banking
supervisory authority. The new banking act also includes general guidance for sound
Islamic-banking practices, such as sound practices for financing activities and financial
participation and the existence of Bank Indonesia as the banking supervisory agency.

The existence of Islamic banks in the monetary system has also been regulated in
the new Act concerning the central bank. In the Act of the Republic of Indonesia
number 23 of 1999 concerning Bank Indonesia (central bank), the central bank has also
prepared a monetary control system that can be applied to Islamic banks. At the same
time, the central bank also operates the task of lender of the last resort on Shari[ah
principles to overcome temporary liquidity mismatches in Islamic banks. The
interaction with the central bank is important at this moment, especially in the
condition where there are just a few Islamic banks involved in the Islamic money
market. At the early stage of development where there was only one Islamic bank in
existence, interest based inter-bank loans (loaned by conventional banks) was the only
choice to overcome temporary liquidity mismatches because the central bank did not
have any mechanism for lending to the Islamic bank. The development of Indonesian
banking system is not running without any challenge and obstacle. The most
significant challenges to face are the lack of supporting infrastructure like the
inexistence of efficient arbitrage institutions and adequate and proper regulatory
framework, inappropriate market perception about the true nature of Islamic banking,
and the scarcity of high skilled human resources resulting in low level of operational
efficiency of the industry.
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Anticipating the rapid development of the Shari[ah banking in Indonesia, Bank
Indonesia as the banking regulatory authority has formulated a blueprint of the
Indonesian Islamic banking development. The blueprint developed contains a well
defined vision and objectives of Islamic banking development which are derived from
Islamic values besides also contains strategic initiatives and stages to achieve the
objectives for a sustainable development.

The vision is to establish a sound Islamic banking system that is competitive,
efficient and compliant with prudential practices, and capable of supporting real
economic sector through the implementation of share based financing and trades with
real underlying transactions in the spirit of brotherhood and good deeds to promote
well-being for all society. The vision is achieved by creating a conducive environment
for Islamic banking that is compliant to Islamic principles and capable of supporting
real economic sector that could be elaborated into four main areas which cover: first,
conducting continual studies and researches condition, opportunities and requirements
for Islamic banking; second preparing the concept and conducting risk-based
supervision that fit with its characteristics to maintain operational sustainability; third,
preparing institutional structure that aimed at improving operational efficiency; and
finally, designing an appropriate framework for a sound entry and exit policy that is
capable of maintaining systemic stability.

Realizing that it has been a necessity to have an appropriate strategy to establish the
new banking system, Bank Indonesia has also defined its paradigms to adopt. Bank
Indonesia adopts market driven and fair treatment based development policy for a
gradual and sustainable development approach besides also promote high level of
compliance with Islamic principles. The initiatives can be categorized into four major
activities, i.e. ensuring a higher level of Shari[ah compliance, improvement on
prudential regulations, supporting operational efficiency and competitiveness,
supporting a higher level of financial system stability.

The development of Islamic Banking is phased into three main stages that focus on
different emphasizes. The first stage puts strong foundation for sustainable
development. The initiatives conducted includes promotion for a better understanding
of the Islamic norms by market players, improving foundation for prudential regulation
and good corporate governance, supporting efforts to improve operational efficiency
and equipping the system with analysis to support systemic stability. By the end of the
first stage in year 2004, it is hoped that the system would have had a capability to
adopt minimum standard of prudential banking operation promoting to the prudential
practices.
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The second stage focuses on strengthening industrial structure. The initiatives
conducted cover the implementation of a more effective integrated supervisory
framework combining the financial aspect as well as Shari[ah aspects, implementing a
risk based regulatory system for Indonesian Islamic banking, supporting strategic
alliance and cooperation with related supporting institutions and preparing an
appropriate safety net scheme that sustain financial system stability nationally. The
second stage of development will be conducted during the period of year 2004 to 2008.
By the end of 2008, it is hoped that the players in the Indonesian Islamic banking
industry could reach sufficient level of operational efficiency to compete with other
financial institutions which operate regionally as well as internationally.

The third stage focuses on efforts to comply with international standards for
financial products and services. The initiatives conducted include the realization of
integrated rating system that accommodates Shari[ah and financial aspects, the
promotion for the establishment of self-regulatory banking, the support for the
establishment of internationally competitive players, and finally supporting the
realization of a comprehensive and integrated Islamic financial system. Those efforts
taken reflect the commitment by Bank Indonesia to constructively develop the
Indonesia Islamic banking system that besides comply with Shari[ah principles but
also could meet the international regulatory standards outlined by international
regulatory institutions.

There is a great hope that the important event like this could serve as an effective
information exchange among the stake holders of the Islamic banking industry
internationally so that the international convergence of the Islamic banking regulatory
framework could be achieved in the near future. I hope every success to the conference
and thank you very much for your attention.



PART II

FINANCIAL STABILITY
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REGULATING ISLAMIC FINANCIAL INSTITUTIONS:
THE NATURE OF THE REGULATED••••

DAHLIA ANWAR EL-HAWARY
WAFIK GRAIS
ZAMIR IQBAL

Over the past few decades, the Islamic financial industry has rapidly expanded
worldwide. While it is difficult to exactly date back the establishment of the first
formal Islamic financial institution in recent history, references are often made to the
Mitghamr Egypt Savings Association in 1963.1 Currently more than 200 Islamic
financial institutions may have total combined assets in the range of $150 to $180
billion, in more than twenty five countries.2 Their rapid growth has gained
considerable attention in international financial circles where various market
participants have recognized promising potentials. According to some estimates, it is
expected that Islamic banking will be able to attract 40% to 50% of the total savings of
the Muslim population worldwide within the next few years.3 To capitalize on the
potential of that market, a number of global financial institutions; including but not
only, Citibank, Goldman Sachs, BNP-Paris-Bas, and UBS have established Islamic
banking Shari[ah compatible services in several countries.4

The growth opportunity as well as the challenges facing the development of the
Islamic financial industry in the global market have raised public policy issues in the
jurisdictions in which they operate and internationally. These have led international
organizations, international standard setters, national regulatory authorities, policy
makers and academia to examine various aspects of Islamic financial intermediation
each from their own perspective. Focus has been directed notably on Islamic Financial
Institutions (IFI’s) risk management practices, the broad institutional environment in
which they operate, and the regulatory framework that govern them. A number of
institutions have been established to become focal points on major issues, in particular
the Accounting & Auditing Organization for Islamic Financial Institutions (AAOIFI),

• The findings, interpretations, and conclusions expressed in this paper are entirely those of the
authors. They do not necessarily represent the view of the World Bank, its Executive
Directors, or the countries they represent.

1 Ali (2002), see also Archer & Ahmed (2003).
2 Ali (2002), with some estimates close to $250 billions.
3 Zaher & Hassan (2001).
4 Sundarajan and Errico (2002).
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the International Islamic Rating Agency (IIRA), the Islamic Financial Services Board
(IFSB) and the Liquidity Management Center (LMC).5

While the rapid expansion of Islamic financing activity has created expectations, it
has also raised apprehensions on the risks that may be associated with it. Financial
innovation often brings with it changes in the perception of risk. Merton (1995) makes
the point that “less apparent understanding of the new environment can create a sense
of greater risk even if the objective level of risk in the system is unchanged or
reduced”. Islamic finance is not immune to such perceptions. Consistent with Merton’s
observation, emergence of Islamic finance on the world financial landscape can be
considered to be similar in the challenges it presents as financial innovation. In line
with Merton’s observation, it is generating concerns on the inherent risks it presents
and their possible spill over on the rest of the financial system as it is less well
understood than conventional finance,

This perception is compounded by a number of factors specific to Islamic finance
that may add hurdles to its understanding and uncertainty as to the nature of Islamic
financial intermediation. There is the divergence between the paradigm of Islamic
finance, or its theoretic conception, and the way it is practiced in many instances.6

Second, there are variations within the paradigm reflecting five schools of thought each
providing its own interpretation on the nature of financial transactions and products
that may or not be compatible with Shari[ah.7 Third, actual Islamic financial
institutions have to adapt to their environment where they have to compete with
conventional financial intermediary and do not have access to the same money market
instruments for liquidity management purposes. Fourth, each institution’s Shari[ah
board’s, and prevailing local legal tradition and interpretations combine with the
market’s competitive pressure to shape the activity of each Islamic financial institution
(IFI). Fifth, in still most of the jurisdictions, IFI are called to comply with the
regulations governing conventional financing and use accounting standards that may
not be fully adapted to their business.

This paper’s objective is a contribution to the clarification of the risks IFI are
exposed to and the type of regulation that would be needed to systemically manage
them. In pursuing this objective, the paper considers that the industry is still in a
development process whose eventual outcome is the convergence of practice with

5 For a description of the role of each institution, see Ali (2002).
6 See for instance Moody’s (2001) which reports that “A survey of published accounts indicates

that most Islamic banks do not see their on-balance sheet deposits as being profit-and-loss
sharing”, Special Comment, January.

7 The five schools are: Hanafi, Shafei, Hanbali, Maliki, and Ibadi see Saleh (1986).
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conceptual foundations. It consequently distinguishes, at least conceptually for
analytical purposes, theoretical and practiced Islamic financial intermediation, the risks
they present and the regulation they call for.

In addressing the foregoing issues, the paper deals first in section I with the nature
of Islamic financial intermediation, that is the functions it aims to fulfill. Section II
then identifies the risks associated with those functions. These two first sections lay the
ground for section III where the nature of regulation that may be needed is considered.
In each of the foregoing areas, a distinction is made between the paradigm Islamic
financial intermediation and a stylization of prevailing practice. Section IV outlines a
vision for the industry. Finally section V concludes on the challenges lying ahead in
the development of a regulatory framework for IFI.

1. FUNCTIONS OF FINANCIAL INTERMEDIATION

Financial systems are crucial for efficient allocation of resources in a modern
economy. Their landscape is determined by the nature of financial intermediation, i.e.
how the function of intermediation is performed and who intermediates between
suppliers and users of the funds. The acquiring and processing of information about
economic entities, the packaging and repackaging of financial claims, and the financial
contracting are common elements in the activities that differentiate financial
intermediation from other economic activities.8

The main functions of a financial intermediary are asset transformation, conduct of
orderly payments, brokerage and risk transformation. Asset transformation takes place
in the form of matching the demand and supply of financial assets and liabilities (e.g.
deposits, equity, credit, loans, and insurance) and entails the transformation of
maturity, scale, and place of financial assets and liabilities of ultimate borrowers and
lenders. The function of administration of an accounting and payments system (e.g.
check transfer, electronic funds transfer, settlement, clearing) is considered another
important form of intermediation. Typically, financial intermediaries have also offered
pure brokerage or match-making between the borrowers and lenders, and facilitated
the demand and supply of non-tangible and contingent assets and liabilities, such as
collateral, guarantees, financial advice, and custodial services.9

8 Draper and Hoag (1978).
9 Scholtens (1993).



5452

Financial intermediaries not only channel resources from capital surplus agents
(generally households) to capital deficit ones (corporate sector), they also allow inter-
temporal smoothing of households’ consumption and businesses’ expenditures and
thus allow both firms and households to share risks.10 Since the early nineteen eighties
increased financial markets complexity and volatility have led financial intermediaries
to play innovate and offer products to mitigate, transfer and share financial risks.11

1.1 Islamic Financial Intermediation: Nature of Contracts

Financial intermediation based on the principles of Islam has an established
historical record and has made significant contribution to economic development over
time. Financiers in early periods of Islam were known as sarrafs who undertook many
of traditional and basic functions of a conventional financial intermediary such as
intermediation between borrowers and lenders, operation of a secure and reliable
domestic as well as cross-border payment system, and offering services such as
issuance of promissory notes and letters of credit.12 Sarrafs operated through an
organized network and well-functioning markets which established them as a
sophisticated intermediary given the tools and technology of their time.13 There is
evidence that some of the concepts, contracts, practices and institutions developed in
the Islamic legal sources of the late eighth century provided the foundations for similar
instruments in Europe several centuries later.14

In Islam, the whole fabric of Divine Law is contractual in its conceptualization,
content, and application. Islam forcefully places all economic relations on the firm
footing of 'contractus.’15 Islamic economics is based on a set of contracts and

10Allen & Gale (2000).
11Demand for risk management and hedging tools suddenly increased after break-down of
Bretten Woods system in early 1970s which resulted in increase volatility in foreign
exchange and interest rates. Other factors stimulating financial innovations are liberalization
of capital accounts, de-regulations and breakthroughs in technology.

12For further details see Udovitch (1981) who equated the function of sarrafs with a bank and
considered them as "bankers without banks".

13Chapra and Ahmed (2002). It is claimed that financial intermediaries in early Islamic period
also helped each other overcome liquidity shortages on the basis of a mutual help
arrangement which was then called ibda' or bid[ah.

14 Udovitch (1981).
15Miarakhor (1989), Contractual foundation of the Shari[ah judges the virtue of justice in man
not only for his material performance but also by the essential attribute of his forthright
intention (niyya) with which he enters into every contract. This intention consists of sincerity,
truthfulness and insistence on rigorous and loyal fulfillment of what he/she has consented to
do (or not to do). This faithfulness to one’s contractual obligations is so central to Islamic
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instruments, which form the backbone and building blocks for more complex and
elaborate frameworks.16 Figure (1) classifies contracts governing economic activities
into transactional and intermediation contracts. Transactional contracts govern real
sector transactions that include exchange, trade as well as the financing of economic
activities. Intermediation contracts’ role is to facilitate an efficient and transparent
execution of transactional contracts. Transactional contracts combined with
intermediation contracts offer a set of instruments with varying purposes, maturities
and degrees of risk to satisfy diverse group of economic agents.

The core transactional contracts are based on commodity trade based contracts like
murabahah (mark-up or cost-plus), bay[ salam and bay[ mua’jjal which ultimately
create instruments to provide financing of such economic transactions. It would not be
an exaggeration to claim that the resultant financing techniques are somewhat similar
to modern day asset-backed securities. Whereas a typical asset-backed security in
conventional system is a claim against a pool of assets, Islamic instruments are claims
against individual assets. A distinct feature of such financial securities is that they
resemble conventional debt securities characterized by a pre-determined pay-off with
the difference that Islamic instruments are collateralized against a real asset. The result
is that a financial claim is created against a real asset with a short-term maturity and
relatively low risk. Thus on one end of the risk continuum, the system offers asset-
backed securities while on the other extreme the system promotes equity
participation.17 In between these two extremes, there are other collateralized securities
originating from ijarah (leasing) or istisna[ contracts attached to real assets which can
cater to the needs of investors looking for short to medium-term maturity. In addition
to the foregoing transactional contracts, the system also offers contracts like Zakah and
Qard-al-hasanah which are meant to promote social welfare.

belief that when the Prophet was asked “who is the believer?” He replied that “a believer is a
person in whom the people can trust their person and possessions.”

16Several instruments finds their roots in pre-Islamic period but were further developed and
widely practiced after confirming their compatibility with the principles of Shari[ah, i.e.
elimination of riba and gharar.

17In case of mark-up or cost-plus modes of financing, the finance user stands obligated, to pay
back the entire financing. The repayment by the finance user is, in fact, predetermined in
advance and hence become a sort of a debt from finance user point of view. For further
details, see F. Khan (1994).
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Figure (1)

A second class of contracts are the financial intermediation ones. These contracts of
mudarabah (a trustee finance contract) and musharakah (equity partnership) are the
most popular and are suitable for conducting financial intermediation. Wakalah and
amanah contracts provide also vehicles for financial intermediation but with lesser
degree of effectiveness. Both mudarabah and musharakah were able to mobilize the
entire reservoir of monetary resources of the medieval Islamic world for financing
agriculture, crafts, manufacturing and long distance trade.18

18It is claimed that these instruments were used not only by Muslims but also by Jews and
Christians to the extent that interest-bearing loans and other overly usurious practices were
not in common use. See Udovitch (1981) and Chapra and Ahmed (2002).
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The contract of mudarabah is based on the notion that an economic agent with
capital (rab-al-mal) can develop a partnership with another economic agent (mudarib)
who has expertise in deploying capital into real economic activities with the agreement
to share the profits. Losses are borne by the capital owner only as the mudarib does not
make any capital contributions. The latter may however be liable for a loss due to
misconduct or negligence of the mudarib. However, though the capital owner is
exposed to a loss of capital, he is not entitled to participate in the management of the
funds which is exclusively left to the mudarib. One of the distinct feature of
mudarabah is that the distribution of profits can only take place after the capital owner
has retrieved his capital; any intervening, possibly periodic distribution before the
closing of the accounts is considered as tentative and subject to final review and
revision to make good on any loss of capital.19

In case of musharakah, the capital owner enters into a partnership by contributing
equity with others in return for sharing profits and losses at a pre - determined ratio.20

The partners may contribute funds, not necessarily equally and contribution may be in
form of physical or intangible capital such as labor, management, skill and goodwill. In
a musharakah as well as a mudarabah, the ratio of profit distribution may differ from
that of capital contribution, but the loss must be divided exactly in accordance with the
ratio of capital invested by each of the partners.21

In addition to mudarabah and musharakah, contracts such as amanah, wakalah,
ju[alah, and kafalah supplement the functions of financial intermediation. Through
these contracts other functions of a financial system such as custodial services,
brokerage, consulting, guarantees and insurance can be designed. In case of kafalah, a
third party becomes surety for the payment of a debt, if unpaid by the person originally
liable. It is a pledge given to a creditor that the debtor will pay the debt, fine or any
other liability. In Islamic law, kafalah is the creation of an additional liability with
regard to the claim, not to the debt, or the assumption only of a liability to perform and
not of the debt.22 The contract of ju[alah deals with offering a service for a pre-
determined fee or commission. A party undertakes to pay another party a specified
amount of money as a fee for rendering a specified service in accordance to the terms

19Fadeel (2002).
20In the early books of Fiqh, the partnership business has been discussed mainly under the
caption of shirkah. However, contemporary scholars have preferred to use the term
musharakah to represent a broader concept combining features of shirkah and mudarabah.
Therefore, in case of musharakah, a musharik also provides capital in addition to the
management skills. For further details, see Ayoub (2002).

21Ayoub(2002).
22Ayoub (2002).
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of the contract stipulated between the two parties. The contract of Ju[alah can be
utilized to offer consultations, professional services, fund placements and trust
services. Ju[alah allows contracting on an object not certain to exist or to come under a
party's control. It can be utilized to introduce innovative financing structures.23

1.2 Islamic Financial Intermediation: A Stylized View

The set of instruments discussed above can be used to formulate a formal model for
a financial intermediary operating in an Islamic Financial System. An Islamic financial
institution (IFI) will perform the typical functions of financial intermediation through
screening profitable projects and monitoring the performance of projects on behalf of
the investors who deposit their funds with the IFI. The contract of mudarabah becomes
the cornerstone of financial intermediation and thus banking.

Two theoretical models have been suggested for the structure of an IFI. The first
model is based on mudarabah and is commonly referred to as "two - tier mudarabah "
model. The second is the “two - windows” model.

The basic concept of the “two - tier mudarabah” model is that both funds
mobilization and funds utilization are on the same basis of profit sharing among the
investor (depositor), the bank and the entrepreneur. The first tier mudarabah contract is
between the investor and the bank, where investors act as suppliers of funds to be
invested by the bank on their behalf as mudarib; the investors share in the profits
earned by the bank's business related to the investors’ investments. Funds are placed
with the bank in an investment account. The liabilities and equity side of the bank’s
balance sheet thus shows the deposits accepted on a mudarabah basis. Such profit-
sharing investment deposits are not liabilities (the capital is not guaranteed and they
incur losses if the bank does so), but are a form of limited-term, non-voting equity.

The second tier represents the mudarabah contract between the bank as supplier of
funds and the entrepreneurs who are seeking funds and agree to share profits with the
bank according to a certain percentage stipulated in the contract.

In this model, in addition to investment deposits, banks would accept demand
deposits that yield no returns and are repayable on demand at par value and are treated
as liabilities.

The model does not feature any specific reserve requirements on either investment
or demand deposits. It has been argued that in contrast to investment deposits, demand
deposits are liabilities which are not supposed to absorb any loss and therefore reserve
requirement should be introduced for them. A distinguishing feature of the "two-tier"

23 Vogel and Hayes (1998) .
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model is that, by design, the assets and liabilities sides of a bank's balance sheet are
fully integrated and thus minimize the need for active asset/liability management,
which provides stability against economic shocks.24

The second model is referred to as the "two-windows" model, which also features
demand and investment accounts takes a different view from the "two-tier" model on
reserve requirements. According to the "two-windows" model, bank “liabilities” are
divided into two windows: one for demand deposits (liabilities in the strict sense) and
the other for investment deposits (not strictly liabilities), the choice of the window
being left to the depositors. Investment deposits are used to finance risk-bearing
investment projects with the depositor's full awareness. The model requires banks to
hold a 100 percent reserve on the demand deposits that are guaranteed by the bank and
a zero percent reserve on the investment deposits that are used by the banks to finance
risk-bearing investments.

On its “liabilities” side, an IFI offers current, savings, investment and special
investment accounts to depositors (Figure (2)). Current accounts are demand accounts
and are kept with the bank on custodial arrangements and are repayable in full on
demand. Current accounts are based on the principle of al-wadi[ah (trust or
safekeeping) creating an agency contract for the purpose of protecting and safekeeping
depositor’s assets. The major portion of an IFI's financial “liabilities” would consist of
investment accounts that are strictly not liabilities but a form of equity investment,
generally based on the principle of mudarabah 25. They would be offered in different
variations, often linked to a pre-agreed period of maturity which could range from one
month upwards and could be withdrawn if advance notice is given to the bank. The
returns are distributed between depositors and the bank according to a pre-determined
ratio. A distribution of 80 percent to investors and 20 percent to the Bank would be
typical.26

24 Mirakhor (1989), Khan (1986), and Iqbal and Mirakhor (2002).
25 Particularly the case for general investment accounts.
26 This ratio may vary considerably from these numbers however.
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An IFI may offer special investment accounts customized for high net-worth
individuals or institutional clients. These accounts also operate on the principle of
mudarabah, but the modes of investment of the funds and the distribution of profits are
customized to the needs of the clients. In general special investment accounts are
linked to special investment opportunities identified by the IFI. These opportunities
would have specific size and maturity and result from IFI's participation in a
syndication, private equity, joint venture or a fund. To some extent these special
investment accounts resemble specialized funds to finance different asset classes. The
maturity and the distribution of profits for special investment accounts are negotiated
separately for each account, with the yield directly related to the success of the
particular investment project.27 Special investment accounts have considerable
potential for designing and developing funds with specific risk-return profiles to offer
high net worth and corporate clients opportunities to manage portfolios and to perform
risk management. In addition to deposits, IFI offers basic banking services such as

27 Lewis and Algaoud (2001).
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fund transfers, letters of credit, foreign exchange transactions and investment
management and advice for a fee to retail and institutional clients.

Whereas the liabilities side of an IFI has limited modes of raising funds, the asset
side can carry a more diversified portfolio of heterogeneous asset classes representing
a wider spectrum of risk and maturity profile. For short-term maturity, limited-risk
investments, there is a choice of asset-back securities that resemble debt securities in
terms of the payoffs. Such securities originate from trade related activities such as
murabahah, bay[ mua’jjal, or bay[ salam and are arranged by the IFI, using its skills
and market knowledge as well as its customer base finances the trading activity. In
addition, an IFI can provide short-term funds to its clients to meet their working capital
needs. The short-term maturity of these instruments and their backing by real assets
minimizes their level of risk. IFI consider these securities highly attractive and give
them preference over other investment vehicles.

For the medium-term maturity investments, IFI have a several choices. They can
invest in ijarah and istisna[ based assets.28 A benefit of these contracts is not only that
they are backed by an asset but can also have either fixed or floating rate feature which
can facilitate portfolio management. Common features of Islamic (ijarah) and
conventional leasing, provide additional investment opportunities for IFI since
investing in conventional leases with appropriate modifications can be made consistent
with Shari[ah principles. In addition, IFI can set-up special purpose (customized)
portfolios to invest in a particular asset class and sector and can finance these
portfolios by issuing special purpose mudarabahs in the form of special investment
accounts. In that sense, this segment of asset side represents fund of funds each
financed by matching mudarabah contracts on the liabilities side through special
investment accounts.

For longer-term maturity investments, IFI can engage into venture capital or private
equity activities in the form of musharakah.

28F. Khan (1994) points out that leasing would require a bank to deviate from its basic character
as a financial intermediary as it will require it to get involved in purchasing an asset and then
keep its ownership until the asset is disposed off with responsibility of maintenance and
associated costs over the life of the contract (at least for operating lease). Disposing of the
asset requires not only bearing all risks resulting from price fluctuations but also some
marketing expertise. All this will require the bank to engage in activities beyond financial
intermediation.
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1.3 Islamic Financial Intermediation and Prevailing Practice: A Stylized View

Current practices of IFI and the composition of their balance sheets differ from the
theoretical models mentioned above in four aspects. These affect the industry’s
evolution and the challenges it poses to regulators.

The first type of difference appears in the significant deviation of the structure of
assets from what the theory would prescribe. On the assets side of the balance sheet, as
expected a clear preference for asset-backed securities (based on trade finance) is
evident. This preference is due to the fact that sale-related securities are considered
low risk and resemble familiar conventional fixed-income securities in terms of risk-
return profile. In conjunction with issues related to mudarabah and musharakah, these
factors make these asset backed securities the preferred choice. In addition to trade-
based instruments, Islamic banks prefer leasing, considered to carry a low risk and
have less uncertain returns than musharakah or mudarabah. In a typical Islamic bank,
sale and lease-based transactions dominate the assets portfolio and can exceed 80
percent with the remainder allocated to profit-sharing arrangements.29 As a result, IFI
have limited themselves to a small set of asset classes which constrain their
opportunities for portfolio diversification and its benefits. Although, this practice is
conservative in its nature as assets are collateralized, it has associated costs in terms of
additional exposure to credit and operational risk.

A second aspect of the divergence between the practice and the premises is in the
choice and application of accounting policies that affect the allocation of income
between shareholders and account holders or between different classes of account
holders. In its essence, Islamic finance would be consistent with clear barriers in the
deployment of assets between those funded by demand deposits, general investment
accounts, special investment accounts and equity. However, current practice does not
include such barriers with the asset side treated as one large bucket with all
stakeholders’ funds co-mingled together. In other words, operating IFI claim to
represent a hybrid of both commercial and investment banks more akin to universal
banks. However, unlike conventional universal banks, IFI do not erect firewalls to
separate, legally, financially and managerially their investment & commercial banking
services.30 As a result investment accounts’ funds are not ‘ring-fenced’ from others’
funds including the equity holders. This is one of the most critical deviation of practice
of IFI and one that poses a tough challenge to regulators because different stakeholders
of IFI need to be regulated under different regulating principles and therefore taking

29 Iqbal and Mirakhor (2002).
30 Karim (2001).
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one-solution-for-all approach becomes restrictive and may defeat the whole objective
of regulation in this case.

A third divergence between practice and principles, related somewhat to the
preceding issues, is the status of investment accounts. Although they are supposed to
be operating on profit and loss principles, actual practice differs. IFI have faced the
criticism that when they do write down the value of assets, they do not in practice write
down the value of deposits.31 This implies that losses on the asset side are absorbed by
either other deposit holders or by the equity holders. This practice raises a question on
the degree of transparency and information disclosure they practice. It also raises the
issue of the need to separate asset types to match them closely to liabilities either
through fire-walling or through segmentation.

A fourth divergence stems from the governance rights granted investment account
holders. Large size investment accounts serve as source of capital to finance pools of
investments and assets of the financial institution, but their holders are not granted any
participation in the governance or monitoring process.32 Majority of investment
account holders are individuals who may not organize themselves collectively to
perform the necessary monitoring. Under such circumstances, responsibility of
regulators and Shari[ah boards increase to make sure that adequate monitoring
mechanism is in place to protect the rights of investment account holders.

2. THE RISK PROFILE IN ISLAMIC FINANCIAL INTERMEDIATION

In their intermediation function, IFI face risks that affect their ability to compete
and to meet the interests of their stakeholders, namely, their depositors, shareholders
and regulators. A robust risk management capability, a business friendly institutional
environment and an efficient regulatory framework would help Islamic banks reduce
their exposure to risks, and enhance their ability to compete with conventional banks.
More importantly, these elements would permit their development on the basis of the
authentic foundations of Islamic financial intermediation and reap the associated
benefits. This section presents an overview of the risk profile of an operating IFI with
references to the theoretical model.

In the theoretical version, Islamic banks would at face value be less susceptible to
instability than their conventional counterparts. This comparative advantage is rooted
in the risk sharing feature where banks participate in the risks of their counter - parties,

31 Cunningham (2001).
32 Archer, Karim and Al-Deehani (1998).
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and investment depositors share the risks of the banking business. Direct market
discipline is embedded in this risk - sharing principle.33 In the theoretical model, any
negative shock to an Islamic bank’s asset returns is absorbed by both shareholders and
investment depositors.34 While depositors in the conventional system have a fixed
claim on the returns to the bank’s assets as they get paid a pre-determined interest rate
in addition to their guaranteed principal irrespective of the bank’s profitability, holders
of profit - sharing investment accounts in the Islamic system share in the bank’s profits
and losses alongside the shareholders, and hence are exposed to the risk of loosing all
or part of their initial investment.

In prevailing practice however, the risk - sharing advantage is “neutralized” when
Islamic banks, operating in mixed systems, pay their investment account holders a
competitive “market” return regardless of their actual performance and profitability.35

As a result, equity holders returns are displaced creating for them a commercial risk.
Divergence of practice from the theoretical version is also reflected in shifts away
from profit and loss sharing (PLS) activities, such as mudarabah & musharakah, to
other modes of financing like ijarah & murabahah. This shift likely results from risk
aversion in conducting asset allocation as well as vulnerability due to liquidity on the
liabilities side. The outcome is a dominance in the asset portfolios of short – term, low
profit and safe trade related transactions limiting the funds that can be invested in
longer - term, more profitable but riskier assets.

Figure (3) presents an overview of the risk profile of an operating IFI. Risks are
grouped into five broad categories: transaction, business, treasury, governance and
systemic risks. While these categories are also applicable to conventional finance,
specific risks within them are more relevant to IFI, the profile of their balance sheets
and the nature of contracts they use (see table (1)).

33 Market discipline is one of the three main pillars recently emphasized by the Basle
Committee in enhancing the stability of the international financial market.
34 See Khan & Ahmed (2001) and Baldwin (2002).
35 Baldwin (2002).
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 It has been argued that the PLS feature of Islamic finance introduces additional 
risks to the industry. Specifically, displaced commercial risk has been identified by 
AAOIFI (1999) as the risk arising when an Islamic bank is under the pressure of 
paying its investment depositors a rate of return higher than what should be payable 
under the “actual” terms of the investment contract. An Islamic bank engages in such 
self – imposed practice to induce its investment account holders not to withdraw their 
funds in the bank to invest them elsewhere. As a result, during bad times the bank may 
forgo part or all of its shareholders’ profits, and this may adversely affect its own 
capital. An example is the International Islamic Bank for Investment & Development 
in Egypt which distributed all of its profits to investment account holders while the 
shareholders received nothing from the mid to late eighties36.

 At the other end of the spectrum of business risks, there is “withdrawal risk”. It 
mainly results from the competitive pressures an IFI faces from existing Islamic or 
conventional counterparts. An Islamic bank could be exposed to the risk of 
withdrawals by its depositors as a result of a lower rate of return they would receive 
compared to what its competitors pay37. Such withdrawals would erode the franchise 
value of the bank. Another type of business risk is insolvency risk that a bank is 
exposed to when it is unable to meet its obligations as they fall due.  

 Fiduciary risk has a specific nature in the case of IFIs as it directly emanates from 
the profit & loss sharing feature of Islamic finance. AAOIFI (1999) defines fiduciary 
risk as that of becoming legally liable for a breach of the investment contract either for 
non - compliance with Shari[ah rules or for mismanagement of investors’ funds. Such 
legal liability would expose the bank to direct losses associated with breach of its 
fiduciary responsibility towards its depositors as well as indirect losses resulting from 
the decline in the market price of its listed shares.38

 In addition, the reputation of the bank would be adversely affected by negligence or 
misconduct. Even a financially sound Islamic bank could be exposed to the risk of 
failure as a result of losing the confidence of its depositors who would withdraw their 
funds.39 Fiduciary risk also exposes both equity holders and investment depositors to 

                                                
36 In 1988, the bank distributed to its depositors an amount exceeding its profits, and the 
difference appeared in the bank’s accounts as “loss carried forward”. It is also reported that this 
bank was subject to temporary takeover by the Central Bank of Egypt, see Warde (2000). 
37 Khan & Ahmed (2001). 
38 The latter effect should impose indirect market discipline on Islamic banks as will be 
discussed in the next section . 
39 Ali (2002).  
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risk of economic losses as they would not receive their potential profit share as a result 
of the bank’s misconduct.40

 In this context, information disclosure facilitates market discipline and enables 
different stakeholders to protect their own interests by allowing depositors to withdraw 
their funds, shareholders to sell their shares and regulators to take the necessary actions 
in case of any mismanagement or misconduct. However, the current differences in 
accounting treatment between Islamic banks have reduced the comparability, 
consistency and transparency of their financial statements41. This creates uncertainty 
and limits the potential role of market discipline. The Basle Committee defines 
transparency as “the public disclosure of reliable and timely information that enables 
users of that information to make an accurate assessment of a bank’s financial 
condition and performance, business activities, risk profile and risk management 
practices”. 42 Accordingly, lack of transparency creates a risk of incurring losses due to 
bad decisions based on incomplete or inaccurate Information. 

 A related type of governance risk is operational risk defined as the risk of failure of 
internal processes as related to people and systems. Specifically, people risk, arising 
from incompetence or fraud,43 exposes Islamic banks to potential losses. For instance, 
an internal control problem cost the Dubai Islamic Bank $50 million in 1998 when a 
bank official did not conform to the bank’s credit terms. This also resulted in a run on 
deposits in the magnitude of $138 million, presenting 7% of the bank’s total deposits, 
in just one day.44 This is in addition to technology risk, another type of operational 
risk, which is associated with the use of software and telecommunication systems that 
are not specifically tailored to the needs of Islamic banks.45

 Equally important for the operation of Islamic as well as conventional banks is the 
presence of a conducive institutional environment and an efficient regulatory 
framework. Such poor supporting institutional infrastructure exposes Islamic banks to 
systemic risks related to institutional, legal and regulatory issues. At the forefront of 
these is institutional risk resulting from the lack of consensus among Fiqh scholars on 
contractual rules governing financial transactions. For instance, while some Fiqh

scholars consider the terms of a murabahah or istisna[ contract to be binding to the 
buyer, others argue that the buyer has the option to rescind from the contract even after 

                                                
40 For instance, any profits accrued to the bank as a result of investment in non- Shari[ah

acceptable assets would be distributed for charity purposes.   
41 Archer & Ahmed (2003).
42 Chapra & Ahmed (2002).  
43Khan & Ahmed (2001). 
44Warde (2000). 
45 Khan & Ahmed (2001). 
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making an order and paying the commitment fee.46 This raises Islamic banks’ exposure 
to counter - party risks arising from the unsettled nature of contracts, and may lead to 
potential litigation problems. A related issue is the general confusion created by the 
heterogeneous interpretations of the fundamental Shari[ah rules resulting in differences 
in financial reporting, auditing and accounting treatments by Islamic banks.47

 Moreover, the lack of standardized contracts for Islamic financial instruments as 
well as the absence of effective litigation and dispute resolution systems create a 
business environment risk. Poor enforceability of contractual agreements ultimately 
increases Islamic banks’ exposure to counter - party risks of default and delinquency.48

While the imposition of penalty in the case of late payment is not accepted according 
to Shari[ah law, some banks enforce the penalty as a deterrent mechanism and use the 
collected sums for charitable causes.49

 Negligence or mistakes in complying with regulations do expose banks to 
regulatory risk50 and may lead to penalties. Such risk may however result from a high 
degree of discretion on the part of the supervisor or from limited transparency in the 
regulation. Confusion may also result in regulatory risk where Islamic banks are 
subject to dual regulation in countries with mixed systems of Islamic and conventional 
banking. In addition, differences between the supervisory Shari[ah boards51 (SSB) of 
individual IFI within each country as well as differences between the regulatory bodies 
in various countries may create general uncertainty as to the rules to be followed. 

 Treasury management function is a challenging task affecting the performance of 
Islamic banks which are particularly vulnerable to liquidity risk given their limited 
opportunities to access funds to meet their obligations. Such risk results from the 
mismatch between the maturities of the two sides of the balance sheet, creating either a 
surplus of cash that need to be invested or a shortage of cash that need to be funded.52

Prohibition by Shari[ah law from borrowing in the case of need as well as the absence 
of an active inter - bank money market have restricted Islamic banks’ options to 

                                                
46Khan & Ahmed (2001). 
47As previously discussed, this results in lack of transparency and comparability in their 
financial statements, see Archer & Ahmed (2003). 
48 Khan & Ahmed (2001). 
49 Archer & Ahmed (2003). 
50According to Khan & Ahmed (2001), regulatory risk arises from changes in the - regulatory 
framework . 
51 SSB is considered to be the governance body within each IFI, and it is responsible for 
approving the Shari[ah compliance of contracts as well as monitoring their proper 
implementation, see Archer & Ahmed (2003). 
52 Maroun (2002). 
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efficiently manage their liquidity position. The current use of secured commodity 
murabahah and short - term trade financing has enabled Islamic banks to invest their 
short - term surplus cash.53 However, Islamic banks do not have an efficient 
mechanism for funding their shortage of cash in case of need. 54

 These factors have raised Islamic banks’ exposure to liquidity risk, and adversely 
affected their profitability by limiting their ability to invest their capital in long - term, 
illiquid but more profitable assets in order to be able to honor withdrawal requests 
from their depositors. According to Maroun (2002), factors such as lack of Shari[ah

compatible instruments, the absence of qualified market makers and the limited 
dissemination of information and data hinder the development of a well - functioning 
secondary markets where long - term instruments can be traded. For instance, long - 
term mudarabah investment certificates can provide liquidity for both the bank and the 
investor by enabling the latter to trade the certificates in the secondary market without 
the need to redeem them directly with the issuing bank.55 In this respect, the 
establishment of the International Islamic Financial Market (IIFM) and the Liquidity 
Management Center (LMC) present a vital step towards a more efficient management 
of IFIs’ liquidity needs.  

 Islamic banks are also exposed to credit risk. It is a counter- party risk inherent in 
some modes of Islamic finance. Exposure to such risk is increased by the absence of 
well developed credit risk assessment systems and associated expertise for Islamic 
banks. For instance, counter - party risk arises when an Islamic bank makes payment in 
a bay[ mua’ajjal contract, or deliver assets in a murabahah deal before receiving 
payment, hence being exposed to potential loss. In bay[ salam or istisna[ contracts, the 
bank is exposed to the risk of failure to supply on time or at all, or failure to supply the 
quality of goods as contractually specified. There may also be other related price risks, 

                                                
53 It is estimated that IFIs have $20 to 30 billion available for short term investment, Ali (2002). 
54Secured commodity murabahah involves the purchase of commodities, traded on the London 
Metal Exchange, with the full payment of the spot price. This is followed by their sale to a third 
party on the basis of murabahah for a deferred payment with a maturity of one week to six 
months with spot delivery. Repayment of the principal and profit is usually guaranteed by an 
acceptable international bank. Short - term trade financing is similar to secured commodity 
murabahah except for the fact that it is mainly used to finance the importation of basic 
commodities needed locally; such as, crude oil. See Maroun (2002). 
55As a result of these constraints, most transactions take place in the primary market with 
limited trading in the secondary market. ijarah sukuk, issued by the Bahrain Monetary 
Authority (BMA), present an exception for which a secondary market exists. They are traded in 
the Bahrain Stock Exchange. See Maroun (2002). 
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such as, inventory storage costs associated with the nature of salam agricultural - based 
contract.56

 In profit and loss sharing activities, use of mudarabah on the assets side of the 
balance sheet gives rise to moral hazard problems. While rabb al-mal (IFI) bears all 
the losses in case of a negative outcome, IFI cannot enforce user of the funds 
(mudarib) to take the appropriate action or to exert the required level of effort needed 
to generate the expected level of returns. Such situation can be exploited by users of 
IFI’s funds 57. Also, the bank does not have the right to monitor or to participate in 
management of the project and hence may loose its principal investment in addition to 
its potential profit share if the entrepreneur’s books show a loss58.

 Mudarabah can also expose an Islamic bank to principal - agent problems where 
user of the funds (mudarib) may have incentives to expand the expenditures on the 
projects and to increase the consumption of non - pecuniary benefits at the expense of 
pecuniary returns since the increased consumption is partly borne by the bank while 
the benefits are entirely consumed by the entrepreneur. Similar problem arises on the 
liabilities side where investment account holders place their money with IFI on 
mudarabah basis59.

 It is argued that moral hazard problem would be reduced in musharakah where 
capital of the partner (musharik) will also be at stake. Furthermore, equity partnership 
would minimize the problem of informational asymmetry as IFI would have the right 
to participate in management of project in which it is investing.60 However, the 
musharakah asset class has an associated cost in the form of adverse selection and 
therefore requires extensive screening, information - gathering and monitoring to 
overcome such problem. Each musharakah contract would require careful analysis and 
negotiation of PLS arrangements leading to higher cost of intermediation for an IFI.61

As a result of the problems associated with mudarabah and musharakah IFI would 
tend to allocate limited funds to these asset classes. This implies an increased reliance 

                                                
56 Khan & Ahmed (2001). 
57 Lewis & Algaoud (2002). 
58Errico & Farahbaksh (1998).  
59 This gives rise to fiduciary risk as previously discussed. 
60 Khan (1994) claims that IFI is able to invest in large enterprises because the users of the 
funds owning large stakes in the business would not put the banks in disadvantageous position 
in terms of risk which may reduce overall risk and thus improve the profitability of the bank. 
61 Sadr and Iqbal (2000) provide an empirical evidence that increased monitoring resulted in an 
increase in the portfolio size of musharakah contracts on assets side of the balance sheet of an 
IFI. Additional monitoring recovered its costs in higher returns. 



7730

on asset - back securities limiting IFI’s choice of investment, and may ultimately 
hamper its ability to efficiently manage its risks and to diversify its portfolio.  

 Islamic banks face a market risk regarding notably murabahah contracts. 
Movements in the underlying benchmark interest rate alters the value of the 
murabahah contract held by the bank62. Islamic banks are exposed to such risk as their 
mark - up rate is held fixed for the duration of the contract while the benchmark rate 
changes.63 Foreign exchange rate movements is another transaction risk arising from 
the deferred – trading nature of some contracts offered by Islamic banks as the value of 
the currency in which receivables are due may depreciate or the currency in which 
payables are due may appreciate64.

 Efficient risk management capacity is necessary to enable Islamic banks to 
strategically position themselves in the global market by reducing their overall risk 
exposure. The absence of robust risk management systems may deprive Islamic banks 
from the ability to hedge risks, and could undermine their potential contribution. 
Adequate resources need to be devoted to risk identification and measurement as well 
as the development of risk management techniques. In this respect, there is a pressing 
need to combine solid understanding of Shari[ah law with strong knowledge of 
modern risk management techniques to be able to develop innovative risk mitigation 
and hedging instruments.   

3. THE REGULATION OF ISLAMIC FINANCE 

 On the basis of the foregoing review of the nature of Islamic financial 
intermediation as well as the risks faced by IFI and the financial system in which they 
operate, we look now at the regulatory framework the industry would need. This is 
done by considering sequentially the current legal and regulatory framework governing 
IFI, the rationale for regulation, the regulatory options and necessary conditions for 
effective regulation.  

                                                
62 They often use the underlying market interest rate, usually the LIBOR, as a benchmark to 
price their financing facilities; specifically, murabahah.
63 See Baldwin (2002), Khan & Ahmed (2001) and El Gari (2000). 
64 Khan (2001). 
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3.1 Current Legal and Regulatory Practice 

 The legal and regulatory practice governing Islamic banks varies across countries65. 
Indonesia, Iran, Malaysia, Pakistan, Sudan, Turkey, U.A.E and Yemen have enacted 
Islamic banking laws. However, these laws may not always fully take into account 
unique characteristics of Islamic banking. For example, the Malaysian Islamic Banking 
Act (1993) refers to banking as a “lending business” and investment accounts are 
considered to be liabilities. In Iran, Islamic banks accept customer investments on the 
basis of the wakalah contract, an agency contract, not the mudarabah contract, as is the 
case in other countries.66 In some of other Muslim countries, such as Saudi Arabia and 
Egypt, no laws have been enacted to regulate Islamic banks. They therefore operate 
under the same laws governing conventional banks. Kuwait’s sole IFI is licensed as a 
finance house, not a bank, and is supervised by the Ministry of Commerce rather than 
the Central Bank. 

 Greater attention has been paid since the early nineteen nineties to the regulatory 
and supervisory frameworks governing IFI. Differences between balance sheet 
structures of Islamic and conventional banks and the features of Islamic financial 
contracts have been recognized to have important implications for accounting and 
financial reporting67. Early studies raising the issues of regulations and supervision of 
IFI include Archer and Karim (1997), Archer, Karim and Al-Deehani (1998), and 
Errico and Farabakash (1998).68 These studies note that an appropriate regulatory 
framework needs to place greater emphasis on accounting standards and information 
disclosure. Errico and Farabakash (1998) suggest a supervisory framework based on 
the standards and best practices established by the Basle Committee, and an Islamic 
finance-tailored prudential framework based on the CAMEL system. Errico and 
Sundarajan (2002) reinforce this view by recommending a regulatory framework 
created along the same lines as a CAMEL framework and the adoption of SEC-type 
disclosure system. AAOIFI has promulgated a Statement on the Purpose and 
Calculations of Capital Adequacy Ratio for Islamic Banks, which takes into account 
differences between deposit accounts in conventional banking and investment accounts 
in Islamic banking. This statement builds on the capital adequacy principles laid down 

                                                
65See Archer and Ahmed (2003). 
66 The wakalah contract operates on the basis of the agent receiving a fixed fee, not a share of 
profits like in the mudarabah. See section I above. 
67 See AAOIFI (1999) and Archer & Ahmed (2003). 
68 A number of other studies have been prepared since then, many quoted in this paper. 
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by the Basel Committee.69 Archer and Ahmed’s (2003) point out features of Islamic 
finance that require specific accounting, corporate governance and prudential 
regulations. They note issues regarding the applicability of the IAS to IFI and further 
describe efforts undertaken notably by AAOIFI in creating accounting and auditing 
regulations, standardizing Shari[ah interpretations and establishing capital adequacy 
ratios for IFI.  

 In November 2002, a group of central banks from Islamic countries established in 
Kuala Lumpur, the Islamic Financial Services Board (IFSB). The purpose of the IFSB 
is to develop international standards relevant to the IFI including corporate 
governance, transparency and disclosure. With the IFSB, AAOIFI and the Islamic 
rating agency as well as the various national efforts at providing a framework 
governing Islamic financial intermediation, the essential building blocks for the 
formulation and implementation of public policy are coming into place. Exploiting the 
synergies between these initiatives will be essential for a growing industry 
consolidating its credentials. 

3.2 Why Financial Regulation 

 Considering the theoretical models of either the “two-tier mudarabah” or “two-
windows”, and conventional rationales for regulation, this paper argues in the 
following that it is reasonable to propose minimal regulation of IFI operating according 
to the core risk sharing principles. However prevailing practice of Islamic finance 
appears to present risks akin to those in conventional banking and would require a 
similar regulatory framework. In reaching these views, the paper proceeds by first 
outlining rationales for regulation. It is believed that clarity on the rationale for 
regulation is an important prerequisite to avoid either over-regulating and stifling 
business activity, or under-regulating and leaving too much room for risk-taking in the 
pursuit of profitability.  

 There are diverse views on the need for regulation in conventional finance. They 
range from positions of almost total opposition to any regulation70, to the justification 
of broad, intrusive regulation. These positions reflect varying views on different 
rationales for regulation in particular: i) the supply of a public good; ii) the protection 
of public resources, or iii) the enhancement of the integrity of fiduciary contracts. 
Islamic finance has been subject to a similar diversity of views. For example El Sheikh 

                                                
69 See also Chapra & Khan. (2000) and Mulajawan, D., Dar, H.A. and Hall, M.J.B. (2002): “A 
Capital Adequacy Framework for Islamic Banks: The Need to Reconcile Depositors’s Risk 
Aversion With Managers’ Risk Taking”. 
70 Rodriguez. (2002).  
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(2000) mentions, among others “the widely held view by Islamic jurists … that Islamic 
banks should not be regulated or supervised by any authority”.71

 While acknowledging the latter view, Chapra and Khan (2000) argue the need for 
regulation. In the following, we contrast prevailing rationales for regulation with 
various arguments made notably by Chapra and Khan (2000) for the regulation of IFI. 
We consider sequentially the public good, protection of depositors and integrity of 
fiduciary contracts views of regulation, and then assess their relevance to IFI.  

 Public Good View. In conventional finance, one view is that regulation provides a 
public good that the market cannot supply on its own. This perspective would proceed 
from two premises. A first one is that the objective of prudential regulation is the 
mitigation of risks taken by stakeholders (e.g. depositors) unable to undertake on their 
own the necessary due diligence to assess these risks. In practice, it is the inability of a 
majority of depositors to assess the quality of the contract they enter into when they 
decide to place their resources with a financial institution. Some stakeholders have 
sufficient investment savvy to develop these assessments on their own and would not 
in principle need, in the same degree, the support of public regulation, except for 
transparency and disclosure requirements necessary to conduct their due diligence. 

 A second premise of the public good approach is that the objective of prudential 
regulation is the mitigation of risks of disruption of the normal business performed by 
the financial system in terms of payments or the provision of liquidity. Such systemic 
risks could be the outcome of a spill over from distress in one institution unable to 
honor its commitments, undermining the confidence in the system. It could also be the 
result of a failure in the payments systems itself, whether its material infrastructure or 
the mechanisms and instruments to exchange liquidity.  

 From the foregoing public prudential regulation supplies two types of public 
services: a) the mitigation of the risks faced by the stakeholders needing protection, in 
various degrees, and b) the mitigation of the risks that could lead to dangerous 
systemic disruptions and contagion. Consequently, from the public good perspective, 
prudential regulation would call for a clear sense of the type, quality and quantity of 
the public good to be delivered, as well as the nature of the risks and risk exposure or 
values at risk involved.  

 Protection of Public Resources View. Another conventional finance view of 
financial regulation is that the existence of an explicit or implicit safety net, notably in 
the form of deposit insurance creates a government contingent liability. The existence 
of such a commitment of public resources would entail the public authorities’ not only 

                                                
71 El Sheikh (2000). 
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right, but also duty to regulate activities whose performance may endanger these 
resources. This view is not unrelated to the public good perspective as the existence of 
the deposit insurance is itself a public service.  

 Integrity of Fiduciary Contracts. Another perspective on regulation is provided by a 
focus on the fiduciary nature of the business of finance. The role of regulation is seen 
here as the provision of sufficient checks and bounds to mitigate the risks of the 
intermediary failing the trust of its stakeholders. These are generally seen as the 
depositors, but also include small shareholders raising the importance of corporate 
governance.  

 We now turn to discussing the four reasons presented by Chapra and Khan (2000) 
for the regulation of IFI, in light of the foregoing three views on the rationale for 
regulation. These four reasons are:   

a) Systemic Considerations, particularly the need to maintain an orderly 
payments system and ensuring the development of the economy.  

• The promotion of orderly payments is clearly in the nature of a public 
good and consistent with this rationale for financial regulation. 
Whether in the theoretical model of an IFI or in current practice, 
regulation is likely to be required to mitigate the risks of disruption in 
payments. 

• The promotion of economic development may be beyond the role that 
should be assigned to financial regulation. The latter can promote 
trust in the financial system, encourage more intermediation and 
diminish the risk of failure, all elements that would encourage activity 
expansion. However the design of financial regulation to directly 
promote development may distort its objectives of ensuring soundness 
and stability and pose difficult challenges for regulators having to 
choose between promoting economic development and ensuring the 
stability of the financial system.  

b) Protecting the interest of demand depositors. In terms of a theoretical IFI 
model, the case for introducing regulation to protect depositors is less 
compelling than in conventional finance. This view seems to underlie the 
“two-tier mudarabah” model that does not envisage any reserve requirement. 
The essence of Islamic financial intermediation being symmetrical risk as well 
as profit and loss sharing, introducing a guarantee on the downside would run 
counter to the core objective. Investment depositors should however expect to 
be informed on the features of the contract they enter into and have a recourse 
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if it is breached. Hence regulation promoting the integrity of fiduciary 
contracts would be consistent with the theoretical IFI model.72 With existing 
IFI, depositors may not always be fully apprised on the risks they face in 
principle with their deposits while at the same time IFI try to protect their 
deposit base by providing sufficient security assurance and returns. In this 
case, there is a case for regulation that seeks to protect depositors, public 
resources and fiduciary contract integrity. The protection of demand depositors 
is envisaged in the “two-windows” model and can be justified through either 
of the three perspectives considered in this paper. 

c) Ensuring compliance with Shari[ah. The relationship between civil and 
religious law varies across national jurisdictions. In the case where there is an 
orientation towards a strong separation, it would be difficult to justify 
assigning to public authorities the role of ensuring that banking activities 
comply with Shari[ah. This would be considered a private religious matter that 
does not call for public intervention. The issue of truth in disclosure and in 
advertisement would however remain and would allow stakeholders to have a 
recourse. This would not however be a matter of financial regulation, but one 
of the broad institutional infrastructure for business. In jurisdictions where the 
distinction between civil and religious law is less pronounced, one can well see 
a public policy choice for assigning to a public regulator the role of ensuring 
that banking activity complies with Shari[ah.

d) Supporting the integration of IFI in the international financial system.  
Integration would develop from the participation of IFI in the financing of 
international trade and international payments. Counterparts of IFI would want 
to be satisfied of the ability and commitment of IFI to fulfill the contracts they 
enter into. In this respect national and international regulation can be founded 
on the public good need to ensure orderly participation in international 
payments and the integrity of fiduciary contracts.   

3.3 Regulatory Options 

 Regulators have traditionally governed their jurisdictions through direct 
rules mostly on capital, assets and income allocations73. At the same time, 
regulatory changes often lag financial developments and may consequently 
                                                
72 The protection of demand depositors, e.g. amanah deposits and their role in payments could 
call for some regulation however. At the same time it raises the issue of the nature of the 
business the institution is engaged in. 
73 This is described as “the increasingly ineffective command-and-control regulations” in 
Chami, Khan, and Sharma (2003). 
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either constrain the ability of financial institutions to flexibly manage their 
portfolios, or provide them with opportunities to take unchecked risks implicitly 
comforted by the existing safety net.74 In adapting to these developments, the 
profession is now moving towards letting regulated institutions assess and 
manage their risks within a framework agreed upon with the regulator.75 In this 
context numerous voices call for the introduction of mechanisms to let the 
market impose the needed discipline on financial intermediaries76, while others 
have questioned the applicability and effectiveness of such market reliant 
approaches.77

 In light of the foregoing, two sets of issues face regulators of IFI, once they have 
clarified the rationale for the introduction of regulation. These issues relate first to the 
type of regulation needed and second to the method of regulation. In terms of type of 
regulation one can consider issues such as capital, transparency, or licensing 
requirements. The method of regulation can rely in various degrees on direct 
“command and control” rules, on market discipline (direct, indirect), or institution 
home developed risk assessments. The type and method of regulation chosen will 
depend on the rationale for regulation adopted and on the type of IFI considered, be it a 
model Islamic financial intermediary or prevailing practice.  

 Considering the type, method and rationale for regulation, theoretical IFI model, 
would need  expect minimal regulation with less emphasis on capital requirements, 
more on transparency and disclosure, probably more on screening management profile 
and business line in licensing, and equivalent in supervision as compared to 
conventional banking. There would be also an expectation of larger reliance on direct 
market discipline and less on “command and control regulation”.  

 Theoretical IFI models, developed up to date, could be either of the “two-tier 
mudarabah” or “two-window” types, in essence using mostly profit and loss sharing 
accounts on both sides of the balance sheets. They would to provide trade finance or 
facilitation as well as payments services. They would take amanah deposits as part of 

                                                
74 MacLachlan (2001). 
75 See notably Basel Committee On Banking Supervision (BCBS) (2003). 
76 See Calomiris (1999) and Evanoff & Wall (2000). The essence of market discipline is to 
induce market investors to penalize excessive risk-taking by raising funding cost and limiting 
its availability. This can happen directly with depositors demanding higher returns or 
withdrawing their deposits. It can happen indirectly if there is an asset traded in the market 
whose price promptly reflects investors’ assessments of the risks that the institution that has 
issued them is taking.  
77 Basel Committee On Banking Supervision (BCBS) (2003).  
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these services. The PLS intermediation has direct market discipline embedded into it 
and hence should not lead to a capital requirement. Some minimal capital may be 
needed for protecting the reputation of the institution, that is its legitimacy as a partner 
for all its stakeholders78. But one could argue that sufficient transparency and 
disclosure should allow markets to judge this legitimacy, and induce the institution on 
its own volition to maintain the needed level of capital. The case for a capital 
requirement to protect orderly payments and amanah deposits would be stronger. It is 
not likely to lead to the same capital requirement and would suggest the need to 
consider the appropriateness of bundling the intermediation and payments services in 
the same balance sheet. Consequently the regulation of a theoretical IFI would need to 
put a very heavy emphasis on transparency and disclosure as well as licensing 
requirements, but de-emphasize capital requirement. 

 Considering the regulation of existing IFI, prevailing intermediation practices 
would seem to point to the need of equivalent emphasis on capital requirement, 
supervision and licensing, and a larger one on transparency and disclosure, compared 
to conventional banks. Competitive pressure is inducing IFI, in the market to provide 
sufficient safety and return to depositors in unrestricted investment accounts. They 
consequently face the risk of “displacing” shareholders’ in their returns and capital to 
accommodate these depositors. As a result they are practically facing a similar 
intermediation risk to conventional banks and should therefore be subject to similar 
capital and supervision requirements. The pooling of amanah, unrestricted investment 
deposits and capital in funding their assets raises transparency issues for the 
distribution of returns or losses. It consequently calls for rigorous transparency and 
disclosure requirements. It would also call for significant scrutiny in licensing, notably 
with respect to managers’ profiles.   

3.4 Requisites for Effective Regulation 

 Effective regulation requires readable, reliable signals of the risks that a financial 
institution faces resulting from its own behavior or from events external to it, as well as 
risks that may affect the financial system through contagion, or infrastructure failure. It 
also requires an ability to process these readable signals and to introduce the 
appropriate corrective actions as needed. As such it may be more akin to sophisticated 
art that uses advanced techniques.79 But even if art presumes independence and 

                                                
78 This would deal with Chapra’s and Khan’s point on the acceptance of IFI as members of the 
international financial system, sometimes also referred to as international integration. 
79 Although dealing with the Federal Reserve policies and not regulation per se, Woodward’s 
title of his book on A. Greenspan, “The Maestro” is indicative of this aspect.  
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creativity, beyond the availability of a good technique, it still requires the necessary 
tools. 

 In this respect the role of the broader institutional infrastructure is core. Of 
particular importance would be the clarity and enforceability of property rights, the 
quality of contract law and opportunity to bring prompt remedies to breaches, the 
efficiency of judicial recourse and other dispute resolution mechanism. The majority of 
existing IFI operate however in jurisdiction where these matters still leave to be desired 
which does adversely affect their development. 

 More closely related to finance, the quality and transparency of accounting and 
auditing play a crucial role. Measurement and comparison of risk exposure should 
underlie regulation. The efforts at establishing accounting and auditing standards for 
IFI have made a significant contribution in this respect. However disclosure of 
accounting results may not be an adequate instrument for risk assessment because, as a 
structure, accounting is directed toward value, not risk allocation.80 This situation gives 
additional importance to other services such as the collection and dissemination of 
financially relevant information and credit rating. In addition it would call for renewed 
efforts at enhancing the relevance of accounting and auditing for risk assessment.  

 With financial innovation, including through IFI, various instruments and structures 
are emerging to meet the demand for specific services. As a result the functions of 
financial institutions is evolving continuously. Such increased fluidity of the objects of 
regulation calls for nimbleness and skills on the part of the regulator with a frequent 
assessment of the adequacy of their perspective.81



4. A VISION FOR THE ISLAMIC FINANCE INDUSTRY 

 The combination of services offered by operating IFI and the prevailing practices 
they follow compound the difficulties of designing a regulatory framework to govern 
them.  First, the problem of co-mingled funds from different classes of deposit holders 
needs to be addressed. One approach could be to encourage IFI to structure their 
operations in clearly defined and separated segments catering to different classes of 
depositors depending on their respective investment objectives. For example, one class 
of depositors may be looking for custodial services only while the others may need to 
place funds for performing day to day transactions and therefore would not exhibit any 

                                                
80 Merton (1995). 
81 For example, Merton (1995) suggests considering a functional rather than an institutional 
perspective for regulation to enhance the ability of regulators to follow market developments.   
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risk appetite. Similarly, there may be a class of depositors who are less risk averse and 
therefore would like IFI to deploy their savings for longer term. 

 Therefore, a vision consistent with principles, could see an IFI structured as a group 
of fairly independent entities, each designed to optimize functional demands of its 
clients. This view can be elaborated on with Figure(4) which shows three distinct 
segments. Segment A is designed to handle funds for depositors who are highly risk 
averse and require high level of liquidity and would use the funds for daily transactions 
or would prefer to keep savings in safe assets where their capital (principal) is 
preserved. This segment will invest funds in asset-backed securities with fixed-income 
characteristics and IFI will intermediate by screening and monitoring of such 
opportunities and making sure that credit and operational risk is contained. The 
concept is similar to narrow banking and would require a similar approach to its 
regulation. 

 Segment B is designed to cater depositors with the next level of risk appetite who 
are willing to take some risk in expectation for a higher return with capital preservation 
and liquidity less high on their agenda. IFI would deploy these funds in medium- to 
long-term instruments such as ijarah or istisna[ or may prefer to invest on mudarabah
basis directly with the entrepreneur or through mudarabah certificates. If there is a 
well developed secondary market for mudarabah based funding, then the form of 
intermediation taken by IFI will be very similar to mutual funds where IFI will manage 
funds by investing depositor’s funds in different mudarabah funds. Since the 
contractual agreement with the depositors would be similar to fiduciary responsibility 
of a mutual fund in a conventional system, the same regulatory principles would apply. 

Figure (4):  Segmented Approach to IFI Regulations 

Assets Liabilities 

Asset-backed/Trade Financing 
Minimal Risk 

Segment A Depositors 

Ijarah, Istisna[, Mudarabah
Low-Medium Risk 

Segment B Depositors 

Musharakah, Mudarabah
Venture Capital, Private Equity 

High Risk 

Segment C Depositors 

  

Segment C is designed for investors who would be willing to take additional risk and 
would like to participate in riskier investments like private equity or venture capital. 
IFI could deploy these funds on the basis of musharakah or mudarabah instruments.  
When funds are invested on musharakah basis, the IFI also gains rights to participate 
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in the governance of the enterprise which raises another issue for regulators. The IFI as 
equity participant becomes an institutional investor who has a vested interest in the 
governance of the institutions, recipients of funds. This implies that the financial 
institution itself becomes a stakeholder in the enterprises that depend on funds it 
provides. Since Islamic financial principles advocate a stakeholder approach to 
corporate governance, the IFI would be expected to conduct active monitoring of 
enterprises it invests in. In these circumstances, the IFI would behave in a similar way 
to financial institutions in a bank-based or insider system like is practiced in Germany 
or Japan. It would be expected that a representative of IFI participate in supervisory 
boards of enterprises in which financial institution have considerable investment and 
long-term relationship. The IFI’s relationship with musharakah - enterprises would be 
of long-term nature with active involvement in governance in contrast to a short-term, 
transactional relationship.  

 To summarize, an IFI structured to provide financial intermediation through  clearly 
segmented windows or even separate institutions would make the task of regulators 
easier. Each entity could then be subjected to a regulating principle most suited to its 
nature. 

5. CONCLUSION: THE REGULATORY CHALLENGES AHEAD 

 Regulators cannot avoid acknowledging the presence of an industry handling in 
excess of $200 billion, growing fast in the order of 10% to 15%, and with a market 
potential of possibly close to 10% of global GDP. These same facts point however to 
the need for flexibility and alertness on the part of regulators given the emerging nature 
of the industry, its need to adapt to the needs of the markets it serves, the competitive 
pressure from conventional finance, the variations of views on the role it should play 
and the divergence between its practice and the theoretical model on which it is based.  

 Under the circumstances, regulators would want to consider a two-pronged 
strategy: managing the transition, and shaping the vision. In managing the transition, 
regulators need to promote the stability of existing IFI whose financial intermediation 
practices reflect the conditions of their environment and their stakeholders’ demands. 
These practices and the risks associated with them, outlined in this paper include: a) 
the presence of balance sheets with limited weight of profit and loss sharing accounts, 
b) an emphasis on trade and short term financing, c) risks akin to ones faced by 
conventional banks like “displacement risks”, and d) market risks based on interests 
rates benchmarks used by conventional banks. Given the close affinity of prevailing 
practice of established Islamic finance and conventional banking, the regulatory 
framework in the transition should be mostly similar to the one applying to 
conventional banks regulatory framework. One overarching issue that needs to be 
addressed is the standardization of contracts and major financial instruments across the 
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industry to facilitate growth, ease access to liquidity and enhance risk assessment 
capabilities. Transparency enhancements are also essential for the development of the 
industry. 

 Beyond the transition, a consensus on a vision of the nature of the industry, the role 
it would play in the development of the communities it serves, and how it would play it 
will be essential for its sustainable development. A significant intellectual effort geared 
at providing practical ways of achieving consistency between the demands of the 
market place and underlying principles will need to be continuously on-going. This 
effort will need to include debates that remain substantive, consultative, and evidence-
based. In particular it is important to be clear on the type of Islamic financial 
intermediation being considered with a special attention given to the different nature of 
the theoretical model and current practices.  

 This paper outlines elements of a possible vision that would be compatible with the 
fundamental principles of Islamic finance. In particular it sees merit in considering 
separating the functions of Islamic intermediation in various windows or institutions. 
Such a separation could permit the development of financial intermediation more 
consistent with the fundamental principles of risk-sharing, materiality and no 
exploitation. At the same time it could help enhance the transparency of the industry. It 
would also bring to bear the market discipline features embedded in the nature of 
Islamic financial intermediation, and contribute to its stability. An Islamic financial 
industry incorporating such a segmentation would likely require a lighter and more 
focused regulation, enhancing its competitiveness. 

 The paper contributes also conceptual benchmarks that could help shape an 
appropriate regulatory framework for the transition, as well as for an industry evolved 
towards practices more consistent with its premises. In particular the paper discusses 
various rationales for the introduction of regulation and its implications for its 
configuration. Considering the regulation of existing IFI, prevailing intermediation 
practices would seem to point to the need of equivalent emphasis on capital 
requirement, supervision and licensing, and a larger one on transparency and 
disclosure, compared to conventional banks. Considering the theoretical IFI model, 
one can expect minimal regulation with less emphasis on capital requirements, more on 
transparency and disclosure, probably more on screening management profile and 
business line in licensing, and an equivalent in supervision as compared to what 
applies to conventional banking. There would be also an expectation of larger reliance 
on direct market discipline and less on “command and control regulation”.  
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UNIQUE RISKS OF ISLAMIC BANKS:
IMPLICATIONS FOR SYSTEMIC STABILITY

DAVID MARSTON AND V. SUNDARARAJAN

1. INTRODUCTION

Islamic financial institutions (IFIs) handle a large, rapidly growing volume of assets
and are becoming a significant component of domestic intermediation activities.
Islamic finance has continuously evolved since the 1970s to encompass a variety of
instruments and intermediaries, some with a global presence. From just $5 billion in
1985, assets managed by IFIs are estimated to be in the order of $200–250 billion,
according to the most frequently quoted figures.1 The industry now extends to Islamic
insurance companies (Takaful), Islamic investment funds, and Islamic banking
“windows” in conventional banks.

An increasing volume of international capital flows is mobilized through Islamic
finance instruments. Citibank,2 HSBC, BNP/Paribas, and UBS have established
Islamic bank subsidiaries. Dow Jones has established an Islamic Market Index,
tracking more than 600 companies. Euromoney is creating a new publication entitled
Islamic Finance Weekly. Islamic financial vehicles have emerged on international
financial markets, including the successful $600 million Islamic floating rate note issue
by Bank Negara Malaysia that was oversubscribed. The Islamic Development Bank
(IDB) intends to access the international capital and Islamic finance markets through a
Sukuk issue.3 The IDB has mandated Citigroup to act as a lead manager and Citi
Islamic Investment Bank (CIIB), Citigroup’s dedicated Islamic banking vehicle, will
perform the role of structuring advisor for the issue. The Bahrain Monetary Authority

1 Figures are based on 1997 data from the Association of Islamic Banks; the actual size of the
industry is not known accurately. A survey of the industry is being undertaken by the IDB.
2 Citi Islamic Investment Bank was incorporated in July 1996 in Bahrain, as a 100 percent-
owned subsidiary of Citigroup. CIIB operates as the dedicated Islamic banking vehicle of
Citigroup.
3 Several recent Sukuk issues are asset-backed securities representing proportionate beneficial
ownership of cash flows generated from a pool of Shari[ah -compliant instruments.
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(BMA) has made five Ijarah Sukuk (Islamic Leasing Bonds) offerings4 since
September 2001, with the latest in February 2003.

Notwithstanding its increasing importance, the enabling environment for sustained
and balanced growth of the industry and its stability is uneven at best. Unique risks in
Islamic intermediaries arise both from the contractual design of instruments based on
Shari[ah principles, and the overall financial infrastructure governing Islamic finance.5

Systemic stability in financial systems with Islamic banks requires effective
management of these risks both at the macro level and at the level of individual
institutions. For a range of risks - operational, liquidity, and market risks, including
commodity price risks - Islamic banks may be more vulnerable than conventional
banks, owing to inadequate financial market infrastructure that limits effective risk
mitigation. Even in the case of credit risk - a common source of risk in all systems - its
effective management is weakened by weak insolvency regime in many countries,
while the promotion of equity-based instruments is affected by weak legal, accounting,
and disclosure arrangements. Thus, obtaining systemic stability in a system with
Islamic banks calls for a strategic focus on developing the key elements of financial
infrastructure and other institutional and policy requirements for financial stability that
will enable effective risk management by banks, and effective supervision and
surveillance by the authorities. The purpose of this paper is to view Islamic
intermediaries and their functioning against these requirements for financial stability,
with a focus on the adequacy of the financial infrastructure for Islamic intermediaries.

2. PRECONDITIONS FOR STABILITY AND MARKET DEVELOPMENT

In its broadest sense, the achievement of financial stability requires a framework
that includes:

1)Adequate macro-prudential surveillance (monitoring the impact of plausible
macroeconomic shocks on financial soundness and of the implications of
financial soundness on the macro-economy, and adjusting macro and financial
policies, as needed);

4 The first issue was of $100 million, the second of $70 million, the third of $80 million, the
fourth of $50 million, and the last of $80 million. They were all oversubscribed between 160
percent and 476 percent. These issues have been rated “A minus” by Standard & Poor’s.
5 For a discussion of the unique mix of risks in Islamic banking and the associated challenges in
risk management, see V. Sundararajan and Luca Errico, Islamic Financial Institutions and
Products in the Global Financial System: Key Issues in Risk Management and Challenges
Ahead,” IMF Working Paper, WP/02/192, November 2002.
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2)Effective financial sector supervision to help manage the observed risks;

3)A robust financial system infrastructure that facilitates effective supervision and
surveillance by the authorities and effective risk management by the IFIs
themselves. Financial system infrastructure can be classified into three
categories:

i. Systemic liquidity infrastructure, which covers institutional arrangements
for money and government securities markets, payment settlement
systems, monetary and foreign exchange operations, and liquidity risk
management;

ii. Information and governance infrastructure, which includes accounting
and disclosure standards and corporate governance arrangements for
bank and non-banks.

iii.Insolvency regime and safety net infrastructure, which includes LOLR
arrangements, deposit insurance, and legal framework governing bank
insolvency, loan recovery, and credit rights.

The existence of a robust financial system infrastructure is increasingly seen as an
essential component of both financial market development and financial system
stability. Indeed, these infrastructure elements are also regarded as part of the
preconditions for effective financial sector supervision.

Both the Basel Committee on Banking Supervision (BCBS) and the International
Association of Insurance Supervisors (IAIS) have articulated “Preconditions for
Effective Supervision” for banks and insurance companies, respectively. The idea
behind these “preconditions” are that without satisfactory arrangements in place to
meet these preconditions, supervisors would be significantly impaired in effectively
supervising financial institutions. While recognizing that these have been promulgated
with an eye toward increased effectiveness of supervision, many of the essential
principles are also relevant for the broader goals of market development and financial
stability.

The preconditions for effective supervision include:

1) A stable and sustainable macroeconomic environment that helps contain risks
facing financial intermediaries. While individual institutions should have
adequate capacities to manage the risks arising from normal macroeconomic
shocks, macro-instability will exacerbate risks and undermine the effectiveness
of risk management and supervision. In this context, adequate macro-
prudential surveillance (noted above, and further discussed later) by the
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authorities is increasingly seen as a key contributor to stable macroeconomic
environment and financial stability;

2) Public infrastructure (financial and legal): The emphasis here is on the
existence of a credit culture that fosters honoring and enforcing of contracts.
The credit culture would be based on a body of laws covering contracts,
bankruptcy, collateral, and asset recovery. These laws are presumed to be
supported by a body of legal professionals and a court system to enforce
decisions. An adequate infrastructure would also include accounting standards
that approach international best practice so that investors and supervisors can
properly evaluate the financial condition of institutions, and institutions can
monitor the health of their clients. Accurate financial data also require a body
of accountants and auditors who are themselves well supervised, so that
effective market discipline can be based on a high degree of financial
transparency and strong corporate governance;

3) Financial market infrastructure within which asset liability management can be
effected: The IAIS, for example, notes the desirability of a broad-based, liquid,
and well-functioning money and securities market. The Basel Committee notes
the need for appropriate safety net arrangements that may include lender-of-
last resort and/or deposit insurance arrangements; and

4) Efficient resolution of problem banks: Supervisors should have a sufficient and
flexible range of procedures to achieve an efficient resolution of weak or
insolvent banks.

A number of issues arise when mapping the industry against these preconditions.

3. INFRASTRUCTURE FOR MACRO-PRUDENTIAL SURVEILLANCE

While financial soundness indicators (FSIs) have been developed for conventional
banks and are increasingly internalized into the financial policy frameworks, similar
indicators for Islamic banks are not yet fully developed. FSIs for conventional banks
invariably revolve around measures of Capital, Asset Composition and Quality,
Management Efficiency, Earnings, Liquidity, and Sensitivity to Market Risks
(CAMELS). Supervisors have used these indicators in peer group analysis, to develop
corrective action programs, and to assess the vulnerability of intermediaries to shocks
through stress tests on these indicators. Compilation, dissemination, and analysis of
FSIs at an aggregate level has been the subject of international attention in recent
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years.6 Macro-prudential surveillance based on analysis of FSIs can play a key role in
fostering financial stability.7 However, “a unique profile of financial risk and
soundness that fundamentally affects the structures of the income accounts and balance
sheets of IFIs in turn affects the compilation and meaning of financial soundness
indicators for IFIs.”8

A critical platform for the development of FSIs relevant to IFIs is a common
accounting framework to produce comparable data. Accounting standards issued by the
AAOIFI have been officially adopted only in Bahrain, Sudan, and Jordan in 1998,
1999, and 2002, respectively. Several other countries are in the process of
implementing AAOIFI’s standards. In Qatar, the central bank issued accounting
standards based on AAOIFI’s pronouncements to regulate the financial reporting of its
two Islamic banks. In 2001, the Saudi Arabia Monetary Agency issued a circular to
banks requesting that they look to AAOIFI’s standards for guidance in accounting for
their Islamic banking products. Indonesia formed a national body within the
Indonesian Accounting Association to prepare and issue the Islamic Accounting
Standards based on those of the AAOIFI. For most jurisdictions offering Islamic
products, accounting and disclosure is done on the basis of IAS or local accounting
standards. The absence of appropriate adaptations in accounting and disclosure
arrangements for Islamic financial products (revenue/loss recognition; cash versus
accrual accounting; allocation of profit; and accounting for provisions for bad or
doubtful assets) will lead to inconsistent presentation of financial statements that can
undermine transparency.

Although macroeconomic shocks and the sustainability of macroeconomic policies
are external to the intermediaries, effective risk management by the intermediaries can
help build resilience to shocks. Several Islamic banks report in a survey by the IDB
that profit-sharing modes of financing (Musharakah and Mudarabah) and product-
deferred sale (Salam and Istisna[) are considered riskier than Murabahah and Ijarah.9

Even under profit-sharing modes of financing, risks arise because banks are under

6 See V. Sundararajan and others, 2002, Financial Soundness Indicators: Analytical Aspects
and Country Practices, IMF Occasional Paper No. 212.
7Financial Soundness Indicators (May 2003), http://imf.org/external
/np/sta/fsi/eng/2003/051403.htm.
8 See Compilation Guide on Financial Soundness Indicators (March 2003).
http://imf.org/external/np/sta/fsi/eng/guide/index.htm. Box 4.4 of the Compilation Guide
contains a discussion of IFIs and financial soundness.
9 Tariqullah Khan and Habib Ahmed (2001), Risk Management: An Analysis of Issues in the
Islamic Financial Industry, IRTI/IDB, Occasional Paper No. 6. The paper also contains a
survey of factors affecting risks and risk management practices of a sample of IFIs.
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competitive pressure to give market-related returns comparable to what other
institutions pay, to avoid depositor withdrawal. While formal systems for risk
management are maintained in most banks surveyed by the IDB, the abilities to
mitigate these risks are often constrained by weaknesses in the financial infrastructure
as addressed below.

4. LEGAL AND GOVERNANCE INFRASTRUCTURE

Some countries (for example, Indonesia, Iran, Kuwait, Malaysia, Sudan, Thailand,
Turkey, U.A.E., and Yemen) have enacted separate laws to govern the operation of
Islamic banks. In most other countries where Islamic products are offered, institutions
operate under legislative and regulatory arrangements applicable to conventional
intermediaries. Without legal or regulatory recognition, the legitimate and unique
aspects of Islamic finance could be ignored. For example, it is only recently that the tax
structures of Malaysia and the UK have been modified to harmonize stamp duties
between conventional mortgages and Ijarah lease arrangements for home purchases.

Legal and regulatory risks are reported as major concerns among Islamic
bankers and, in fact, are ranked higher than traditional risks such as credit or re-
pricing risks. Against a scale of 1–5 where 5 indicates a critically serious
concern, bankers, in the IDB survey, noted that the lack of an adequate legal
system to deal with defaulters ranked 4.1, a concern only outranked by the lack
of Islamic money market instruments. The legal issues facing IFIs are made
more complex by the conglomeration of risks within an institution (given the
range of types of financing) and the bundling of risks within instruments. PLS
modes may shift the direct credit risk to investment depositors but may make
IFIs more vulnerable to risks normally borne by equity investors rather than
holders of debt. Non-PLS modes carry inventory and commodity risks while
investment deposits raise the potential for moral hazard.

Legal clarity on potential liability in these circumstances is crucial and will require
further reforms of bankruptcy and asset recovery laws. However, the tradition of
independence in Shari[ah interpretations of permissible activities and differences in
interpretations across jurisdictions could raise legal risks. Inconsistency in Shari[ah
interpretation could also complicate financial reporting and auditing. Problems can
arise in fairly representing the results of transactions based on contracts, in attesting to
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the fairness of such representations, and in confirming compliance of such transactions
with Shari[ah.10

Containment of these institutional and legal risks, based on effective arrangements
to support creditor rights, contract enforcement, and disclosure in support of corporate
governance are vital preconditions for developing an equity-based financial system.
The absence of these preconditions and, in some countries, their inadequate
development have weakened the environment for equity-based financing and, hence,
the prospects for the development of Islamic financial products. This conclusion is
illustrated by the findings of FSAP missions to several Middle Eastern countries with
significant potential demand for Islamic financial products (Box 1).

Two areas where gaps in governance structures exist for Islamic banks and require
particular attention from a transparency and governance point of view are the role of
the Shari[ah boards11 and the role of depositors12 in assuring performance, given their
direct financial stake in the bank.13 The governance structure of an IFI is complex and
involves four parties: the shareholders (including the bank board), the bank
management, the bank’s Shari[ah board or consultant(s), and depositors. Each of these
parties have distinct interests. Good governance for an IFI should provide a well-
defined structure of responsibilities and rights that prevents the dominance of one
party’s interests to the detriment of the other parties, or helps to achieve the stated
objectives of the banks and eliminates, to the extent possible, potential conflicts of
interest among these shareholders. In practice, bank management has a degree of

10 See Archer and El Tayeb, Emerging Standards for Islamic Financial Institutions (2003,
unpublished) for a fuller discussion of these issues.
11 The Shari[ah Board (SB) plays a very important and multi-faceted role. The SB regulates the
relation between the bank and its clients, the bank and its depositors, the bank and shareholders,
and even the role of bank management. For example, the SB must certify that the bank’s
lending practices are according to Islamic finance principles, or the SB could become the arbiter
in determining whether a realized low or even negative return on deposits is due to the bank’s
negligence or misconduct (in this case, depositors will be entitled to compensation). These
multiple responsibilities could potentially create governance problems as it clearly could
involve a conflict of interest of all the parties having a financial stake in the bank.
12 Depositors in investment accounts, like shareholders, have a direct stake in the bank’s
financial performance. Bank governance structure allows the shareholders to safeguard their
interests through management control and monitoring mechanisms. Such options, however, are
not available for investment account depositors.
13 For a more detailed discussion of these issues, see Abdel-Karim, Archer, and Al-Deehani,
Financial Contracting, Governance Structures, and Accounting Regulation of Islamic Banks:
An Analysis in terms of Agency Theory and Transaction Cost Economics, Journal of
Management and Governance, Autumn 1998.
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flexibility in directing the investment flows of shareholders and depositors over the
general investment account and the various specific investment accounts, and in
deciding when and how to mix shareholders’ funds with the depositors’ funds. In
addition, banks have significant discretion in smoothing the return to depositors by
changing the mudarabah ratio ex-post (usually in favor of depositors) and in managing
the investment of current account funds. Under these circumstances, the potential for
conflict of interests and adverse governance implications exists and could be
intensified if disclosure and transparency standards are not sufficiently rigorous.

5. SUPERVISORY ARRANGEMENTS

Frameworks for effective supervision and regulation have been tailored to the
specific risks in IFIs in a few countries (Box 2). However, in some countries, there is
no separate recognition of IFIs in the supervisory process; in some, IFIs are supervised
by the Ministries of Finance or of Commerce. The diversity of institutional
arrangements for supervision and the still-evolving accounting and risk measurement
standards have led to the diversity of prudential supervision practices. It is against this
background that the Islamic Financial Services Board (IFSB) was set up in Kuala
Lumpur, Malaysia to help strengthen and harmonize prudential standards for Islamic
Financial Institutions.14

14 See Sundararajan, V and David Marston, IMF Facilitates Establishment of Islamic Financial
Services Board, IMF Survey, May 15, 2002, page 157.
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Box 1

Status of Legal and Governance Infrastructure in Some
Middle Eastern Countries with Islamic Banks

Country A (M2/GDP=55%)
The biggest shortcoming of the current legal environment concerns the inefficient functioning of

the judicial system, resulting in long delays in processing cases that undermine the timely
recovery of loans. Banks face considerable difficulties in repossessing collateral security, even
in repossessing leased assets that are owned by them.

These problems are compounded by the absence of reliable information on the financial
performance of companies, large and small.

While new standards have been issued for banks based on internationally accepted and Islamic
accounting principles, progress in strengthening accounting and reporting standards for the non-
bank corporate sector has been slow.

The current environment of weak enforcement, lack of transparency, and limited protection of
minority shareholders has prevented the creation of organized exchanges for corporate bonds
and equities.

Strengthened bank resolution procedures are being introduced, but remain to be fully tested.

Country B (M2/GDP=70 %)
Domestic securities markets are small and undeveloped, and have been plagued with problems such

as insider trading, absence of effective regulation and of reliable and accurate market
information.

While the legal and judicial framework for finance is generally sound, several improvements are
needed to increase the clarity and certainty of the framework, including provisions for improved
minority shareholders’ rights, stronger corporate governance and company formation
provisions, and more robust registration procedures for movable property.

 In contrast, banking supervision is well implemented, supported by international accounting
standards for banks; market risk regulations, however, are still in need of development.

Bank resolution procedures have been well tested, but remain ad hoc.

Country C (M2/GDP=90%)
Reform of judicial procedures to facilitate speedy collection of collateral and enhance protection of

creditor rights is currently under way. Registration of mortgages has long been discouraged by
lengthy procedures and high registration fees.

While accounting and auditing practices comply with IAS for the most part, the legal framework
and the mechanism for monitoring and enforcing compliance with accounting and auditing
standards still need strengthening.

Disclosure of financial and non-financial information needs strengthening.
Legal clarity on various compliance enforcement measures (for banks) needs strengthening.
Source: World Bank/IMF Financial Sector Assessment Program, mission reports.



102
100

Box 2

Regulatory paradigms promoting “dual” banking systems frameworks and that
recognizing only Islamic banks

Malaysia

The Islamic Banking Act (1983) conferred powers to the BNM to regulate and supervise
Islamic banks. This was supplemented by amendments to the Banking and Financial
Institutions Act (1993 and 1996) to enable conventional banks to operate Islamic banking
windows.

Currently, Islamic banks must meet all standards applicable to conventional banks including:
capital (8 percent), reserve requirements, risk management, know your customer, off-site
surveillance and financial disclosure. This latter has recently been supported by the innovative
introduction of a standard framework for the calculation of rates of return. Dual banks must
create an Islamic banking division and allocate specified minimum capital (Islamic Banking
Fund). To ensure total segregation, Islamic banks have separate clearing accounts with Bank
Negara, separate codes in the payments and settlement system (RENTAS) separate disclosure
and reporting requirements, and operations are governed by Shari[ah Advisory Boards or
consultants under the auspices of a National Shari[ah Advisory Council (NSAC). Islamic
financial instruments have been developed and, importantly, short-term liquidity management
operations are facilitated through the Islamic Interbank Money Market that trade Mudarabah
and other interbank investment instruments and also facilitate BNM’s monetary operations.

Bahrain

Supplementing regulations and guidance issued since the early 1990’s, the Bahrain Monetary
Agency in January 2002 issued its comprehensive Prudential Information and Regulatory
Framework for Islamic Banks (PIRI). The PIRI defines both the regulatory and surveillance
framework for intermediaries. While also requiring adherence to international supervisory
norms, the PIRI also reflects adaptations made to recognize the unique characteristics of Islamic
banking.

Beyond requiring capital adequacy ratios of 12 percent, to cover fiduciary risks, PIRI requires
that 50 percent of the risk-weighted assets of profit-sharing investment accounts be included in
the denominator of CARs. The PIRI, importantly, outlines a schema for asset classification and
provisioning, addressing a long-standing difficulty experienced by supervisors of Islamic
banks—many such supervisors have observed that banks usually put more emphasis on the
viability of the underlying project than the financial position of a borrower in extending
financing to that individual. Large exposure limits, procedures governing protection of profit-
sharing investment account holders, and income disclosure are also stipulated. The PIRI
addresses another issue in liquidity management—an interpretation that Mudarabah contracts
are nonbinding in terms of maturity and as such that investment accounts can be withdrawn at
any time. Like Malaysia, the PIRI outlines a schema for limiting maturity mismatches and
requires a segregation of books into assets that are self-financed and those that are financed by
investment accounts. The governance structure of Islamic banks includes the requirement for
compliance with AAOIFI accounting and Shari[ah standards.
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…… Box – 2 continued

Sudan

Since the official adoption of Islamic banking precepts in 1984, the regulatory framework in
Sudan has been progressively modernized. The Banking Adaptation Scheme regulations issued
in 1994 required all local banks and branches of foreign banks to comply with Basel guidelines
on capital adequacy by 1997. New Asset Classification and Provisioning standards were issued
in 1999 and the Financial and Administrative Penalties Accord of 1992 embodied aspects of a
prompt corrective action framework with attendant penalties. In 1998, the BOS adopted
uniform accounting and disclosure rules following the guidance of the AAOIFI.

The “comprehensive banking policy” statement of 1999 re-energized efforts at modernization to
enable banks to cope with the new risks emerging from the economic liberalization strategy
adopted by the authorities in Sudan. Limits on foreign exchange exposures were introduced in
light of the new exchange regime; reserve requirements were unified across currencies and
lowered; bank liquidity management was substantially enhanced with the introduction of
Musharakah certificates issued by the BOS and the Treasury that also served the dual function
of monetary control and budget financing. A number of supervisory challenges remain in
Sudan, not the least of which is addressing asset quality. Notwithstanding, the Sudanese have
been innovative in their experience in merging Islamic banks - where issues of asset and
fiduciary risk valuation have had to be addressed.

With regard to the adequacy of supervisory arrangements, the key issue relates to
understanding and measuring the unique mix of risks carried by IFIs and adapting
existing arrangements to address these. Available evidence on supervisory
arrangements for conventional banks point to the challenges ahead. In 60 assessments
of the Basel Core Principles (conducted by the Bank and the Fund), 40 percent of the
countries have weak arrangements for managing credit policies and connected lending;
30 percent have weak loan evaluation procedures; 50 percent show weak compliance
with principles related to the management of market risks, money laundering, and
effective consolidated supervision; while slightly more than 40 percent have problems
in effecting remedial measures in problem banks.

Similarly, based on 20 assessments of compliance with Insurance Core Principles,
significant weaknesses were found in more than 75 percent of the cases in the
following areas: the independence of the supervisor, insufficient authority to monitor
changes in control, weak corporate governance of insurance companies, and weak rules
on the use of derivatives and off-balance sheet items. In these cases, the assessors also
stressed the need to strengthen the legal infrastructure, supervisory resources,
accounting, and disclosure practices.

If we superimpose the unique risks carried by IFIs on this state of play for
conventional financial institutions, we can then appreciate the extent of the reform
agenda facing supervisors. From a purely supervisory standpoint, the nature of Islamic
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finance gives rise to questions such as: (a) what are the appropriate risk weights for the
various types of asset transactions and, in that context, what is the appropriate measure
of capital.

These regulatory systems face a number of challenges, such as: a) capital adequacy;
(b) are investment accounts capital as suggested by some authors or a deposit liability?;
(c) are the generally accepted norms defining past due and nonperforming loans
appropriate, given the cycle of underlying transactions; (d) are internal controls
adequate to address the operational risks inherent in the bundling of risks in
instruments and a single institution?; (e) how do we develop a prompt corrective action
framework when income/loss recognition, classification, and provisioning practices
diverge?; and (f) what are adequate levels for reserve funds?

6. FINANCIAL MARKET INFRASTRUCTURE AND SAFETY NETS

The adequacy of markets within which to manage asset and liability risks needs to
be addressed if the industry is to develop. Like conventional intermediaries, the
process of maturity transformation and credit provision carries inherent risks.
Conventional intermediaries manage these risks through markets, and instruments that
offer opportunities to hedge and lay off the risks, and fund positions for specified
maturities. The lack of Shari[ah -compatible instruments or institutions through which
such transactions can take place is a significant shortcoming in the current
infrastructure for IFIs. Arrangements for overnight borrowing, swaps, and forwards are
only now developing and interbank, money, and secondary markets in assets are weak
in relation to those existing for conventional institutions. In many jurisdictions,
progress in the development of infrastructure for liquidity risk management by IFIs are
lagging or inconsistent. For example, Malaysia and Sudan have developed a platform
for banks to manage their liquidity risks through transactions in short-term Mudarabah
and Musharakah instruments, and government securities, supported by separate
payment and settlement arrangements; for most other countries, IFIs operate with
substantial liquidity risks. The resulting need to hold large non-interest-bearing assets
ultimately is a drain on profitability. While Sudan is now taking initiatives to develop
arrangements for institutions to hedge Salam contracts through commodities futures,
for most countries hedging arrangements are nonexistent.

A particular conceptual issue in the financial infrastructure relates to the role of
safety nets and insolvency regimes. LOLR arrangements and deposit insurance are
critical to (a) protect the integrity of the payments system; (b) avoid runs that may spill
over from bank to bank and develop into a systemic problem; and (c) prevent
illiquidity at an individual institution from unnecessarily leading to its insolvency. At
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the same time, a well-functioning insolvency regime for banks and non-banks is
important for the effectiveness of LOLR and deposit insurance. With regard to LOLR
access, IFIs in several countries have difficulty arising from the limited availability of
Shari[ah -compatible LOLR facilities. In addition, deposit insurance for IFIs poses
special issues. While current and saving accounts may be guaranteed implicitly or
explicitly, investment accounts are, by their risk-sharing nature, not guaranteed. For
IFIs, the high proportion of callable guaranteed deposits (saving and current accounts)
predisposes the system to large holdings of liquid assets. For non-guaranteed term
deposits (investment accounts), IFIs accumulate income stabilization reserve funds but,
as would be expected, the focus is on ensuring an adequate rate of return to depositors
and not on guaranteeing the principal amounts invested. Maintaining liquidity and
accumulating reserve funds as forms of “self-insurance” by each institution places a
significant burden on the profitability of IFIs. The weaknesses in insolvency regimes in
many countries with Islamic financial institutions (see Box 1) also affect loan losses
and profitability.

In the presence of non-guaranteed investment accounts, there is a strong need to
ensure adequate disclosure to enable investment depositors to exercise market
discipline. The more depositors are unprotected, the more the need for public
disclosure of information about the bank. Information on the policies, strategies, and
riskiness of the portfolios of banks would enable depositors and lenders to decide on
the institutions with which to entrust their savings. Depositors have an incentive to
monitor the performance of banks, as neither the capital value of, nor the returns on,
investment deposits are fixed or guaranteed, but rather depend on bank performance
and the success/failure of bank decisions on investments. Monitoring would also
ensure that the rates of return paid to depositors reflect a fair application of the PLS
principle. Satisfactory observance of this precondition, however, is critically dependent
on the availability of an appropriate accounting system, and adequate rights to PLS
depositors in the governance of banks.

These weaknesses in the enabling environment puts IFIs at a competitive
disadvantage in comparison with conventional intermediaries. A crude survey of
soundness indicators in 22 Islamic banks across 9 countries yields mixed results but
suggests that: (i) Islamic banks tend to hold large liquid asset balances; (ii) in many
countries, these banks require high spreads to sustain profitability; and (iii) these banks
report high levels of nonperforming loans, but seem to have high levels of capital.
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Table 1. Basic Indicators for Some Islamic Banks

No. of
Islamic
Banks

Liquid
Assets/Costumer
and Short Term
Liabilities %

Net
Interest
Margin% ROE% ROA% NPL%

CAR
%1

Bahrain 8 7.6 4.2 8.5 1.9 8.1 15.5

Bangladesh 2 26.8 3.5 28.5 1.0 n.a n.a

Malaysia 2 9.4 1.2 1.6 0.1 44.3 14.7

Pakistan 1 33.7 7.3 16.3 5.0 167.2 n.a

Saudi Arabia 2 37.3 1.4 7.2 2.4 34.4 25.9

Sudan 2 46.5 10.0 16.4 1.4 n.a 20.5

Turkey 2 n.a 6.6 -4.4 -0.3 n.a n.a

United Arab Emirates 2 7.0 2.3 9.7 1.0 29.7 31.9

Source: BankScope.
1 Simple average rather than weighted average.

In part, these results may reflect the internalized costs of providing “self insurance”
through holdings of lower yielding liquid assets to cover the large proportions of
deposits on demand, and maintaining reserve funds to stabilize investor earnings. Also,
weak contractual arrangements for loan recovery and creditor rights might have
accentuated loan losses. The resulting systemic vulnerability created by: (i) pressures
on IFIs to offer similar rates of return as competitors to stabilize funding; (ii) the
adverse effects on earnings from weak arrangements to invest liquidity; and (iii) the
risks due to the absence of developed safety net arrangements and an effective
insolvency regime cannot be ignored.

7. TOWARD FINANCIAL STABILITY

This status quo of insufficiently robust financial sector infrastructure that results in
weak enabling environment is detrimental to the long-term prospects of Islamic banks.
IFIs have thrived so far in part because the industry is new and that it has served a
large demand with little competitive pressures. This operating environment is already
changing. Markets have become more globalized and the presumption of a captive
national market is now less binding. Conventional banks are now preparing for Basel II
(the New Capital Accord) and, in some instances, some banks will, in this new regime
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using their own internal risk models, be able to operate on lower CARs. In this context
of increased competition, IFIs without the support infrastructure, increase the
vulnerability of financial systems to liquidity risks even if the IFI itself is less exposed
to solvency risks.15

Basel II provides a timely opportunity for IFIs to strengthen risk management and
the authorities to strengthen the infrastructure for supervision and financial stability,
and should be welcomed. The New Accord is expected, inter alia, to:

i. Better align banking risks with their holdings of capital. The proposed changes
to risk-weighting methodologies and the focus on operational risk are issues
directly relevant to IFIs;

ii. Strengthen supervisory regimes to better validate risk measure and capital
adequacy in banks. In a number of instances, national discretion is allowed and
this provides an opportunity for IFIs and the IFSB to evolve adaptations
relevant to the characteristics of IFIs; and

iii. Enhance market discipline by encouraging sound disclosure practices. This
issue is of particular relevance to IFIs given the nature of PLS modes of
financing but is perhaps most challenging to achieve, in light of the different
speed at which AAOIFI accounting and disclosure standards are adopted across
countries with IFIs.

The IFSB, in this context, is a milestone that will help to recognize the unique risk
profile of IFIs, and promote stability through adapting and harmonizing the
supervisory regimes in light of these risks. The achievement of this objective will
crucially depend on concurrent progress in evolving a comprehensive framework for
financial stability. As a key component of this framework, measures to bring about a
robust financial system infrastructure for IFIs should be given a high priority. These
measures include:

i. Legal and regulatory recognition of IFIs that helps to sharpen the strategic
focus on IFIs: This might also facilitate aligning the tax structures, and other
incentives with those for conventional intermediaries;

15 Owing to the structure of the balance sheet and the use of PLS arrangements, Islamic banks
are in principle better poised than their conventional peers to absorb shocks. In the event of
operational losses, IFIs have, in principle, the ability to reduce the nominal value of investment
deposits. In practice, however, the ability to pass on losses to investment depositors would be
constrained due to competitive pressures to pay market-related returns and the significant share
of demand deposits in most banks.
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ii. Adoption of a common accounting platform for IFIs to facilitate adequate
transparency and public disclosure combined with strengthened corporate
governance arrangements. These measures facilitate the development of equity-
based instruments that are critical for long-run evolution of Islamic finance;

iii. The development of adequate instruments, markets, and market infrastructure
that conform to Islamic finance principles, in order to manage and hedge
positions and facilitate market-based monetary operations, efficient systemic
liquidity arrangements, and effective risk mitigation;

iv. The strengthening of insolvency regimes and safety net arrangements; Well-
designed LOLR arrangements and effective bank insolvency and loan recovery
systems, supported by some form of mutual insurance, are critical components
of the infrastructure for financial stability. In particular, Shari[ah -compatible
LOLR arrangements and money market instruments, together with the forms of
mutual deposit insurance, would reduce liquidity risks for IFIs, and these, when
combined with an efficient insolvency regime, would limit the costs of financial
distress; and

v. Harmonization of Shari[ah standards. The IFSB could play a key role in this
regard in the context of its standard setting efforts.
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FINANCIAL STABILITY:
THE ROLE OF PARADIGM AND SUPPORT INSTITUTIONS

M. UMER CHAPRA

1. INTRODUCTION

Instability in the international financial markets has become one of the most
difficult problems that the world economy has been facing over the last two decades1.
Not a single geographical area or major country has been able to escape the effect of
this instability. Ensuring stability has, thus, become one of the most important goals of
the international financial system. This has led to a call for comprehensive reform of
the system. The needed reform has come to be labeled ‘the new architecture’.

However, the proposals made so far for the new architecture have been unable to
step beyond the basic principles of conventional wisdom that emphasize sound
macroeconomic policies and healthy financial systems that incorporate sustainable
exchange rates along with proper regulation and supervision and greater transparency
(for these principles, see Camdessus, 2000, pp.1 and 7-10). These principles are
undoubtedly indispensable because, in the last analysis, all financial crises have their
roots in their violation. This brings to mind a number of questions.

The first of these questions is about what it is that enables the continued violation of
these principles over a prolonged period. One would expect that market discipline
would itself normally ensure their honest and effective implementation. However, the
persistence of instability suggests that either market discipline does not exist or it is
ineffective in preventing the continued rise in macroeconomic imbalances in the public
sector and living beyond means in the private sector, such that it becomes possible to
have excessive leverage and to blow the speculative bubble to the point of bursting.

A second related question is about why some of the countries that have been
following sound fiscal and monetary polices have also faced crises. The crisis faced by
the European Exchange Rate Mechanism (ERM) in the early 1990s challenges the
view that foreign exchange market crises stem from undisciplined fiscal and monetary

1 The more important of these are the US stock market crash in October 1987, the bursting of
the Japanese stock and property market bubble in the 1990s. the breakdown of the European
Exchange Rate Mechanism (ERM) in 1992-93, the bond market crash in 1994, the Mexican
crisis in 1995, the East Asian crisis in 1997, the Russian crisis in August 1998, the breakdown
of the US hedge funds in 1998. and the Brazilian exchange rate crisis in 1999.
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policies. Many of the countries caught up in the crisis did not have overly
expansionary policies (IMF, 1999, p. 67). Even the East Asian countries does not
convincingly fit into the mould of unhealthy macroeconomic policies.

A third, but equally important, question is about why some of the apparently well-
regulated financial systems have also faced crises, and whether greater regulation,
supervision and transparency will by themselves help minimize the volatility of the
international financial system.

The available literature has been unable to answer these questions satisfactorily.
The question is why? What is the underlying reason for the failure to implement the
basic principles of the new architecture and why even countries which have followed
sound polices and are well-regulated and supervised have faced crises.

2. THE ROLE OF PARADIGM

The primary reason may be that no one seems to have addressed the role that the
paradigm of the conventional financial system plays in its persistent instability.
Paradigm refers to the worldview of an economic system and gets reflected in its ‘hard
core’ or ‘protective belt’ which everyone accepts as given. Any one who challenges it
is considered to have opted out of the system. One of the essential postulates of the
hard core of conventional financial system is the principle of ‘interest’ which enables a
depositor or banker to earn a return without participating in the risks of banking
business. As against this, nearly all major religions, including Hinduism, Judaism,
Christianity and Islam, have a worldview which prohibits interest and requires risk-
sharing to justify a share in the return. Secularism has, unfortunately, stripped the
conventional financial system of its moral basis and made interest a part of its hard
core such that it would not occur to any scholar who does not wish to lose his
academic standing to consider a possible link between interest and financial instability.
However, since risk sharing is an inviolable part of the hard core of the Islamic
financial system, this paper tries to argue that the absence of risk-sharing in the
conventional financial system leads to a weakening of market discipline and, thereby,
plays an important role in the prevailing instability.

3. WHY THE INADEQUATE MARKET DISCIPLINE?

The assurance provided to the depositors in the conventional system for the
repayment of their deposits with interest makes them take little interest in the
soundness of the financial institution. Likewise the assurance about the repayment of
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loans with interest provided to banks makes them rely on the crutches of collateral to
extend financing for practically any purpose, including speculation. The collateral
cannot, however, be a substitute for a more careful evaluation of the project financed.
This is because the value of the collateral can itself be impaired by the same factors
that diminish the ability of the borrower to repay the loan. The absence of risk-sharing
impairs the ability of the market to impose the required discipline and leads to an
unhealthy expansion in the overall volume of credit, to excessive leverage, and to
living beyond means. This tendency of the system is further reinforced by the bias of
the tax system in favour of debt financing - dividends are subject to taxation while
interest payments are allowed to be treated as a tax-deductible expense.

The system’s inadequate market discipline is, however, not something new. It has
existed all along in the conventional financial system. Then, why, one may ask, has
there been greater volatility in the last two decades compared with what prevailed
before? What has created the difference is the rise in the volume of funds as a result of
rapid economic development after the Second World War, the revolution in
information and communications technology, and liberalization of foreign exchange
markets. These developments are, however, a manifestation of human progress and
cannot be blamed for the crises. When the volume of funds was small and this was
accompanied by controls on their free movement and fixed exchange rates, inadequate
market discipline was not able to create havoc. However, the position is different now.
The volume of funds has risen exponentially, there are no controls on their free
movement, and exchange rates are floating. The danger is that the instability may tend
to rise in the future as a result of the likely continued increase in the volume of funds
moving erratically across international borders.

Therefore, it is necessary to remove the fault line in the international financial
system resulting from the lack of adequate market discipline because of the absence of
explicit risk-sharing. It is this fault line that makes it possible for the financier to lend
excessively and also to move funds rapidly from place to place at the slightest change
in the economic environment. A high degree of volatility is thus injected into interest
rates and asset prices. This generates uncertainty in the investment market, which in
turn discourages capital formation and leads to misallocation of resources (BIS, 1982,
p. 3). It also drives the borrowers and lenders alike from the long end of the debt
market to the shorter end. Consequently, there is a steep rise in highly leveraged short-
term debt, which has accentuated economic and financial instability. The IMF has
acknowledged this fact in its May 1998 World Economic Outlook by stating that
countries with high levels of short-term debt are “likely to be particularly vulnerable to
internal and external shocks and thus susceptible to financial crises” (p. 83).
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One may wish to pause here to ask why a rise in debt, and particularly short-term
debt, should accentuate instability. One of the major reasons is the close link between
easy availability of credit, macroeconomic imbalances, and financial instability. The
easy availability of credit makes it possible for the public sector to have a high debt
profile and for the private sector to live beyond its means and to have a high leverage.
If the debt is not used productively, the ability to service the debt does not rise in
proportion to the debt and leads to financial fragility and debt crises. The greater the
reliance on short-term debt and the higher the leverage, the more severe the crises may
be. This is because short-term debt is easily reversible as far as the lender is concerned,
but repayment is difficult for the borrower if the amount is locked up in loss-making
speculative assets or medium- and long-term investments with a long gestation period.
While there may be nothing basically wrong in a reasonable amount of short-term debt
that is used for financing the purchase and sale of real goods and services, an excess of
it tends to get diverted to speculation in the foreign exchange, stock and property
markets.

3.1 The East Asia Crisis

The 1997 East Asia crisis has clearly demonstrated this. The Eastern tigers had been
considered to be among the global economy’s shining success stories. They had high
domestic saving and investment rates coupled with low inflation. They also pursued
healthy fiscal policies, which could be the envy of a number of developing countries.
Since one of the major causes of financial instability is the financing of government
deficit by bonds or fixed-interest-bearing assets. (see Christ, 1979 and Searth, 1979),
the fiscal discipline of these countries should have helped save them from such
instability. However, it did not. The rapid growth in bank credit in local currency to the
private sector by domestic banks on the basis of easily available short-term inflows in
foreign currency loans from abroad created speculative heat in the stock and property
markets and generated a mood of “irrational exuberance” which pushed up asset prices
far beyond what was dictated by fundamentals.

The large foreign exchange inflows from abroad also enabled the central banks to
peg exchange rates. This helped provide the assurance needed by foreign banks for
lending and, along with high domestic interest rates, attracted further inflows of funds
from abroad in foreign currencies to finance direct investment as well as the ongoing
boom in the assets markets. Since about 64 per cent of the inflows in the five seriously
affected countries (South Korea, Indonesia, Thailand, Malaysia and the Philippines)
were short term (BIS, 1999b, p. 10), there was a serious maturity and currency
mismatch. This joined hands with political corruption and ineffective banking
regulation to lend heavily to favoured companies, which became highly leveraged.
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The fast growth of these companies was thus made possible by the availability of
easy money from conventional banks which do not generally scrutinize the projects
minutely because of, as indicated earlier, the absence of risk-sharing. It was the old
mistake of lending on collateral without adequately evaluating the underlying risks.
Had there been risk-sharing, the banks would have been under a constraint to scrutinize
the projects more carefully, and would not have yielded even to political pressures if
they considered the projects to be too risky. Therefore, there is a strong rationale in
drawing the conclusion that one of the most important underlying causes of excessive
short-term lending was the inadequate market discipline resulting from the absence of
risk-sharing on the part of banks as well as depositors. It is very difficult for regulators
to impose such a discipline unless the operators in the market are themselves rightly
motivated. The assurances of receiving the deposits or the principal amount of the loan
with the predetermined rate of return stand in the way.

There was a reverse flow of funds as soon as there was a negative shock. Shocks
can result from a number of factors, including natural calamities and unanticipated
declines in the economies of borrowing countries due to changes in interest rates or
relative export and import prices. Such shocks lead to a decline in confidence in the
borrowing country’s ability to honour its liabilities in foreign exchange. The rapid
outflow of foreign exchange, which would not have been possible in the case of equity
financing or even medium- and long-term debt, led to a sharp fall in exchange rates
and asset prices along with a steep rise in the local currency value of the debt. Private
sector borrowers who were expected to repay their debts in the local currency were
unable to do so on schedule. There was a domestic banking crisis, which had its
repercussions on foreign banks because of the inability of domestic banks to meet their
external obligations.

Governments have only two options in such circumstances. The first is to bail out
the domestic banks at a great cost to the taxpayer, and the second is to allow the
problem banks to fail. The second alternative is not generally considered to be
politically feasible in spite of the recent calls to the contrary (Schwartz, 1998; Meltzer,
1998; Calomiris, 1998). In a financial system that assures, in principle, the repayment
of deposits with interest and does not, therefore, permit the establishment of Islamic
banks because they do not provide such an assurance, it would be a breach of trust on
the part of the governments to allow the violation of this principle. Moreover, there is
also a presumption, right or wrong, that if the big problem banks are allowed to fail,
the financial system will break down and the economy will suffer a severe setback as a
result of spillover and contagion effects. Hence the “too big to fail” doctrine. The
governments, therefore, generally feel politically safer in choosing the first alternative.
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Since the domestic banks’ external liabilities were in foreign exchange and the
central banks’ foreign exchange reserves had declined steeply, a bailout of external
banks was not possible without external assistance, which the IMF came in handy to
provide. This has, as indicated earlier, raised a storm of criticism and a call for the
reform of the IMF itself by reducing its role (Schwartz, 1998; Meltzer, 1998). The IMF
did not perhaps have a choice. Not having any way of assuring its influential members
that its refusal to provide resources would not destabilize the entire international
financial system, it chose the safer way out. The IMF bailout, however, got the debt
unintentionally transferred from the private foreign banks to the central banks and the
governments of the affected countries. Professor James Tobin, the Nobel Laureate, has
hence rightly observed that “when private banks and businesses can borrow in
whatever amounts, maturities and currencies they choose, they create future claims on
their country’s reserves” (World Bank, 1998, p. 3).

Discussion of the role of excessive reliance on short-term credit or inflow of funds
in the Asian crisis need not lead to the false impression that this is not possible in
industrial countries with properly regulated and supervised banking systems. The IMF
has clearly warned of the existence of such a possibility by stating that “whatever their
causes the market dynamics of surges and reversals are not peculiar to emerging
markets and it is unrealistic to think that they will ever be completely eliminated”
(IMF, September 1998, p. 98). The boom in the US stock market has been fed to a
great extent by short-term flows of funds from abroad just as it had been in East Asia.
If these inflows dry up or are reversed for some unpredictable reason, there may be a
serious crisis. This happened in the late 1960s when confidence in the US dollar
declined as a result of the persistent US budgetary and current account deficits.
Consequently, there was a substantial outflow of funds from the US, leading to a steep
decline in the US gold and foreign exchange reserves, a significant depreciation in the
dollar’s external value, and the demonetization of gold. This flight away from the
dollar also fuelled inflation through a rise in international commodity prices.

3.2 The Collapse of Long-Term Capital Management

The collapse of the US hedge fund, Long-Term Capital Management (LTCM), in
1998 was also due to highly leveraged short-term lending. Even though the name
‘hedge fund’ brings to mind the idea of risk reduction, “hedge funds typically do just
the opposite of what their name implies: they speculate” (Edwards, 1999, p. 189). They
are, according to The Economist “nothing more than rapacious speculators, borrowing
heavily to beef up their bets” (The Economist, 1998, p. 21). These hedge funds are left
mostly unregulated and are not encumbered by restrictions on leverage or short sales
and are free to take concentrated positions in a single firm, industry, or sector -
positions that might be considered ‘imprudent’ if taken by other institutional fund
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managers (Edwards, 1999, p. 190). They are, therefore, able to pursue the investment
or trading strategies they choose in their own interest without due regard to the impact
that this may have on others.

There is a strong suspicion that these hedge funds do not operate in isolation. If they
did, they would probably not be able to make large gains, and the risks to which they
are exposed would also be much greater. They therefore normally tend to operate in
unison. This becomes possible because their chief executives often go to the same
clubs, dine together, and know each other intimately (Plender, 1998). On the strength
of their own wealth and the enormous amounts that they can borrow, they are able to
destabilize the financial market of any country around the world whenever they find it
to their advantage. Hence they are generally blamed for manipulating markets from
Hong Kong to London and New York (The Economist, 1998). Mahathir Muhammad,
Malaysia’s Prime Minister, charged that short-term currency speculators, and
particularly large hedge funds, were the primary cause of the collapse of the Malaysian
ringgit in summer 1997, resulting in the collapse of the Malaysian economy
(Muhammad, 1997, p. Cl). However, if the charge is right, then it is not unlikely that
these funds may also have been instrumental in the collapse of the Thai baht and some
other South Asian currencies.

The LTCM had a leverage of 25:1 in mid-1998 (BIS, 1999a, p. 100), but the losses
that it suffered reduced its equity (net asset value) from the initial $4.8 billion to $2.3
billion in August 1998. Its leverage, therefore, rose to 50:1 on its balance-sheet
positions alone. However, its equity continued to be eroded further by losses, reaching
just $600 million, or one-eighth of its original value, on 23 September 1998. Since its
balance-sheet positions were in excess of $100 billion on that date, its leverage rose to
167 times capital (IMF, December 1998, p. 55). The Federal Reserve had to come to
its rescue because its default would have posed risks of systemic proportions. Many of
the top commercial banks, which are supervised by the Federal Reserve and considered
to be healthy and sound, had lent huge amounts to these funds. If the Federal Reserve
had not come to their rescue, there might have been a serious crisis in the US financial
system with spillover and contagion effects around the world2.

If the misadventure of a single hedge fund with an initial equity of only $4.8 billion
could take the US and the world economy to the precipice of a financial disaster, then

2 This was clearly acknowledged by Alan Greenspan in the following words: “Had the failure of
the LTCM triggered the seizing up of markets, substantial damage could have been inflicted on
many market participants, including some not directly involved with the firm, and could have
potentially impaired the economies of many nations, including our own” (Greenspan. 1998b, p.
1046).
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it would be perfectly legitimate to raise the question of what would happen if a number
of hedge funds got into trouble.

A hedge fund is able to pursue its operations in secrecy because, as explained by the
Chairman of the Board of Governors of the Federal Reserve System, Mr. Alan
Greenspan, it is “structured to avoid regulation by limiting its clientele to a small
number of highly sophisticated, very wealthy individuals” (Greenspan, 1998b, p.
1046). He did not, however, explain how the banks found it possible in a supposedly
very well-regulated and supervised banking system to provide excessively leveraged
lending to such “highly sophisticated, very wealthy individuals” for risky speculation
when it is well-known that the higher the leverage, the greater the risk of default. The
unwinding of leveraged positions can cause major disruption in financial markets by
exaggerating market movements and generating knock-on effects (IMF, December
1998, pp. 51-3).

This shows that a crisis can come not merely because of improper regulation of
banks, as it did in East Asia, but also in a properly regulated and supervised system, as
it did in the US. Even though the hedge funds were not regulated, the banks were.
Then why did the banks lend huge amounts to the LTCM and other funds? What were
the supervisors doing and why were they unable to detect and correct this problem
before the crisis? Is there any assurance that the regulation of hedge funds would,
without any risk-sharing by banks, stop excessive flow of funds to other speculators?

3.3 Foreign Exchange Market Instability

The heavy reliance on short-term borrowing has also injected a substantial degree
of instability into the international foreign exchange markets. According to a survey
conducted by the Bank for International Settlements, the daily turnover in traditional
foreign exchange markets, adjusted for double-counting, had escalated to $1490
billion in April 1998, compared with $590 billion in April 1989, $820 billion in April
1992 and $1190 billion in April 1995 (BIS, 1998)3. The daily foreign exchange
turnover in April 1998 was more than 49 times the daily volume of world merchandise
trade (exports plus imports).4 Even if an allowance is made for services, unilateral

3 The Bank for International Settlements (BIS) conducts a survey of foreign exchange markets
every three years in the month of April. The data for April 2001 became available after this
paper was finalized. They indicate a decline of 19 percent in the average daily turnover in
foreign exchange markets from $1,490 billion in 1998 to $ 1,210 billion in 2001. This decline
does to necessarily effect the analysis.
4 World trade (exports plus imports) rose from $499.0 billion in April 1989 to 5908.7 billion in
April 1998 (IMF, International Financial Statistics, CD-ROM and November 1998). The
average value of daily world trade in April 1998 comes to $30.3 billion.
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transfers, and non-speculative capital flows, the turnover is far more than warranted. 

Only 39.6 per cent of the 1998 turnover was related to spot transactions, which have 

risen at the compounded annual rate of about 6.0 per cent per annum over the nine 

years since April 1989, very close to the growth of 6.8 per cent per annum in world 

trade. The balance of the turnover (60.4 per cent) was related largely to outright 

forwards and foreign exchange swaps, which have registered a compounded growth of 

15.8 per cent per annum over this period. If the assertion normally made by bankers 

that they give due consideration to the end use of funds had been correct, such a high 

degree of leveraged credit extension for speculative transactions might not have taken 

place. 

 The dramatic growth in speculative transactions over the past two decades, of 

which derivatives are only the latest manifestation, has resulted in an enormous 

expansion in the payments system. Greenspan himself, sitting at the nerve centre of 

international finance, finds this expansion in cross-border finance relative to the trade it 

finances startling (Greenspan, 1998a, p. 3). Such a large expansion implies that if 

problems were to arise, they could quickly spread throughout the financial system, 

exerting a domino effect on financial institutions. Accordingly, Crockett has been led 

to acknowledge that “our economies have thus become increasingly vulnerable to a 

possible breakdown in the payments system” (Crockett, 1994, p.3). 

 The large volume has also had other adverse effects. It has been one of the major 

factors contributing to the continued high real rates of interest that have tended to 

discourage productive investment. Foreign exchange markets, being driven by 

short-run speculation rather than long-run fundamentals, have become highly volatile. 

This impedes the efficient operation of these markets, injects excessive instability into 

them, and creates pressures in favour of exchange controls, particularly on capital 

transfers. The effort by central banks to overcome this instability through small 

changes in interest rates or the intervention of a few hundred million dollars a day has 

generally not proved to be particularly effective. 

The Tobin tax on foreign exchange transactions has, therefore, been suggested to 

reduce the instability. This proposal needs to be reviewed against the ineffectiveness of 

the securities transaction tax which is levied on the sale of stocks, bonds, options and 

futures by a number of major industrial countries, including the US, the UK, France, 

Germany and Japan. This tax proved to be ineffective in preventing or even diluting 

the October 1998 stock market crash (Hakkio, 1994). Is there any guarantee that the 

foreign exchange transactions tax would fare any better? Critics of the Tobin tax have 

accordingly argued that even this tax would be ineffective. One of the reasons given 
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for this is that the imposition of such a tax would be impractical. Unless all countries 

adopted it and implemented it faithfully, trading would shift to tax-free havens. 

However, even if all countries complied, experienced speculators might be able to 

devise ways of evading or avoiding the tax because all countries do not have an 

effective tax administration.
5

4. THE REMEDY 

 If heavy reliance on short-term debt is desired to be curbed, then the question is 

about the best way to achieve this goal. One of the ways suggested, as already 

indicated, is greater regulation (Edwards, 1999; Calomiris, 1999; Stiglitz, 1998). 

Regulation, even though unavoidable, cannot be relied upon totally, because regulation 

cannot help remove the structural flaw in the system. Moreover, regulations may not be 

uniformly applied in all countries and to all institutional money managers, particularly 

to hedge funds. In such a situation, there will be a flight of funds to offshore havens 

where almost half of all hedge funds are already located (Edwards, 1999, p. 191). In 

addition, off-balance-sheet accounts, bank secrecy standards, and the difficulty faced 

by bank examiners in accurately evaluating the quality of banks’ assets, may also 

create difficulties in enforcing regulations. Emerging market banking crises provide a 

number of examples of how apparently well-capitalized banks were found to be 

insolvent as a result of the failure to recognise the poor quality of their loan portfolio. 

Even the LTCM crisis shows how banks in an apparently well-regulated system can 

become entangled in a speculative spree. Third, bringing banks under a water-tight 

regulatory umbrella may not only raise the costs of enforcement but also mislead 

depositors into thinking that their deposits enjoy a regulatory stamp of security. 

 This does not mean that regulation is not necessary. However, regulation and 

supervision would be more effective if they were complemented by a paradigm shift in 

favour of greater discipline in the financial system by making investment depositors as 

well as the banks share in the risks of business. Just the bailing-in of banks, as is being 

suggested by some analysts (Meltzer, 1998; Calomiris, 1998; Yeager, 1998), may not 

be able to take us far enough. What is necessary is not just to make the shareholders 

suffer when a bank fails, but also to strongly motivate the depositors to be cautious in 

choosing their bank and the bank management to be more careful in making their loans 

and investments. Without such risk-sharing, the depositors may keep on receiving 

competitive rates of interest because the banks receive a predetermined higher rate. 

However, the quality of the assets may not be good from the very beginning and may 

even be declining. Suddenly, one day, there may be a revelation to the bank examiners 
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 See the arguments in favour of and against the feasibility of the Tobin tax by various writers 

in Haq, et al. (1996). 
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about the poor quality of the banks’ assets. It would be unjust to dump these losses on 

deposit insurance or the taxpayers through a bail-in process if the banks’ capital is not 

adequate to cover them. However, if the banks share in the risks, and the depositors get 

a share only of what the users of bank funds actually earn, then the quality of the 

banks’ assets will remain transparent all along by the return that the banks and the 

depositors are actually able to get every quarter/year. Bank managers are better placed 

to evaluate the quality of their assets than regulators and depositors, and risk-sharing 

would motivate them to take the decisions that they feel are in the best interest of 

banks and depositors. 

 Therefore, reinforcing regulation and supervision of banks by profit/loss-sharing by 

both the banks and the investment depositors would help ensure the soundness of 

banks. It would help introduce a dimension of self-discipline into the financial system. 

The depositors would not then be led into a state of complacency by the regulatory 

framework but would rather be motivated to exercise greater care in choosing their 

banks. Bank management would also be obliged in their own self-interest to scrutinize 

more carefully the projects they finance. A good deal of the credit available for 

unhealthy speculation and unsound projects would thus be eliminated and the 

possibility of speculative bubbles would thereby be reduced substantially. 

Governments would also be unable to obtain financing for everything and would thus 

be under a constraint to rely less on debt by streamlining their tax systems and 

reducing their unproductive and wasteful spending. 

4.1 Speculation? 

 If credit for speculative purposes is to be curbed, speculation would need to be 

defined precisely because of the different forms in which it is expressed (see Tirole, 

1994, pp. 513-14). We are not concerned here with all kinds of speculation but only 

with that which is related to short sales and long purchases in the stock, commodity, 

and foreign exchange markets. The speculator either sells short or buys long. A ‘short’ 

sale is a sale of something that the seller does not own at the time of sale and does not 

intend to deliver from his own portfolio. The short seller, popularly called a bear, 

expects the price of the security sold short to decline and hopes to be able to ‘cover’ 

his short sale through an ‘offsetting’ purchase at a lower price before maturity date so 

as to be able to secure a profit. The long buyer, known as a bull, buys stock which he 

does not want in the hope of making an ‘offsetting’ sale at a higher price before the 

date of maturity. Only about 2 per cent of all futures contracts are settled by actual 

delivery and the rest, about 98 per cent, are liquidated before the delivery date by 

offsetting transactions (Madura, 1992, p. 246). In fact it is generally felt that trading in 

futures contracts is for purposes other than the exchange of titles (Altman, 1981, pp. 

21 and 15; Hieronymus, 1971, p. 28). 
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 The ability to make margin purchases provides the speculator with a high degree 

of leverage and enables him to make a larger purchase with a smaller amount. In a 

margin purchase, the customer is required to deposit with the broker a fraction of the 

purchase price, either in cash or in acceptable securities, to protect the broker against 

loss in the event of default. The balance is loaned to the customer by the brokerage 

house that obtains the funds, usually by pledging the purchased asset with a bank for a 

collateral loan. The long buyer is required to keep the margin good by depositing 

additional cash or acceptable securities in the event of a decline in prices by more 

than the minimum margin requirement. Conversely the customer may withdraw cash 

or securities from his account if a rise in price should increase his margin substantially 

above the requirement. 

 Speculative sales combined with margin purchases bring about an unnecessary 

expansion or contraction in the volume of transactions and, hence, contribute to 

excessive fluctuations in stock prices without any real change in the fundamentals. A 

strong evidence of this is the stock market crash of October 1987. Hardly any 

fundamental change can be identified to justify the precipitous plunge of 22 per cent in 

stock prices. A study by Shiller (1981) also reinforces this conclusion. It found that 

stock prices have been more volatile than is justified by variations in dividends.

 Variations in margin requirements and interest rates tend only to add a further 

dimension of uncertainty and instability to the stock markets. The lowering of margin 

requirements and/or interest rates generates unnecessary heat in the market. Raising 

them afterwards with the objective of restoring ‘sanity’ to the market only forces 

speculators to liquidate their positions. This brings down prices and ruins some of the 

speculators at the altar of others who are usually ‘insiders’ and know what is coming. 

In a study of 23 industrial countries, Roll (1989) failed to find any relationship 

transactions between stock price volatility and stock market regulatory devices like 

market price limits, margin requirements and transactions taxes. Hence speculation has 

attracted widespread criticism for the role it has played in stock price volatility, and 

particularly in the stock market crashes of 1929 and 1987 (see Karpoff, 1994, p. 446). 

 The claim that speculation helps stabilize prices would be true only if the 

speculators operated in different random directions and their separate actions were 

mutually corrective. The claimed stabilizing effect would require that there be no 

marked disparity in the speculators’ purchases and sales. But speculation involves 

judgement, or anticipation of a rise or fall in prices, and is accentuated when something 

happens or some information is available on which judgement can be based. The same 

events or rumours give rise to the same judgements. In the real world, rumours, 

sometimes purposely spread by insiders and vested interests, lead to a wave of 

speculative buying or selling concentrated in the same direction and brings about an 
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abnormal and unhealthy fluctuation in prices. It is generally acknowledged that prices 

in the stock markets are susceptible to manipulation and rigging. “There are”, in the 

words of a stock market insider, “intrigues, lethal competitions, tense lunch-time deals, 

high-stake gambles, the subterfuges, cover-ups, and huge payoffs that make Wall 

Street the greatest playground in the world” (Sage, 1980, p. 1). There are “safeguards 

against such rigging but they don’t work” because “Wall Street plays its games 

seriously, sometimes so well that neither you nor 1 - nor, seemingly, the Securities 

Exchange Commission - knows who is in there playing” (Lechner, 1980, Pp. 108 and 

94). 

 Continued sanity in the stock market could only be attained through a number of 

reforms. The most important of these may have to be the abolition of short sales and 

the imposition of 100 per cent margin, which implies that buyers can make only cash 

purchases. Speculators will not then be able to take a large position with a small 

amount at risk. Largay has concluded, on the basis of his analysis of 71 New York 

Stock Exchange and 38 American Stock Exchange stocks placed under special margin 

requirements during 1968-69, that, “the empirical results support the a priori 

hypothesis that banning the use of credit for transactions in individual issues is 

associated with a cooling off of speculative activity in these stocks”.6 Bach has also 

observed that: 

if rising stock prices have been financed by borrowed money, a downturn 

in the market may precipitate a major collapse in stock prices, as lenders 

call for cash, and may place serious financial pressure on banks and 

other lenders. A high market based on credit is thus far more vulnerable 

than a cash market and is more likely to be a cyclically destabilizing 

force. (Bach, 1977, p. 182) 

 The only adverse effect of such moves would be a decline in the short-term trading 

volume in the stock market. As Gordon has aptly remarked, “the market machinery 

encourages turnover and consequently price fluctuations” because “the greater the 

volume of sales, the more money made by the brokers” (Gordon, 1980, p. 223). The 

near-elimination of erratic movements in prices would exert a healthy effect on the 

long-run trend. If the purpose of financial markets is to channel household savings into 

productive investments for boosting employment and output, then speculation in the 

stock market does the reverse. It rather diverts resources away from productive 

activity. Accordingly, the Nobel Laureate, Professor James Tobin, stated that: 

                                                
6
 Reported by Irwin Friend in his paper, “Economic Foundations of Stock Markets”, in Bicksler 

(1979), p. 156. 
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Very little of the work of the securities industry, as gauged by the volume 

of market activity, has to do with the financing of real investment in any 

very direct way. Likewise those markets have very little to do, in 

aggregate, with the translation of the saying of households into 

corporate investment. (Tobin, 1984, p. 11) 

 The elimination of speculative short sales and long purchases need not necessarily 

close the door for hedging future payments and receivables arising out of trade in real 

goods and services. 

4.2 Greater Reliance on Equity Finance 

 The reduction in reliance on short-term borrowing and confining such borrowing to 

the financing of real goods and services would result in greater dependence on 

medium- and long-term borrowing and equity financing. Of these two, equity 

financing would be preferable because, by making the financiers participate in the risks 

of business, it would induce them to assess the risks more carefully and to monitor the 

borrowers. The double assessment of investment proposals by both the borrower and 

the lender would help raise market discipline and introduce greater health into the 

financial sector. The IMF has also thrown its weight in favour of equity financing by 

arguing that: 

Foreign direct investment, in contrast to debt-creating inflows, is often 

regarded as providing a safer and more stable way to finance 

development because it refers to ownership and control of plant, 

equipment, and infrastructure and therefore funds the growth-creating 

capacity of an economy, whereas short-term foreign borrowing is more 

likely to be used to finance consumption. Furthermore, in the event of a 

crisis, while investors can divest themselves of domestic securities and 

banks can refuse to roll over loans, owners of physical capital cannot 

find buyers so easily. (IMF, May 1998, p.82) 

 Moreover, as Hicks (1982) has argued, interest has to be paid in good or bad times 

alike, but dividends can be reduced in bad times and, in extreme situations, even 

passed. So the burden of finance by shares is less. There is no doubt that in good times 

an increased dividend would be expected, but it is precisely in such times that the 

burden of higher dividend can be borne. “The firm would be insuring itself to some 

extent”, to use his precise words, “against a strain which in difficult conditions can be 

serious, at the cost of an increased payment in conditions when it would be easy to 

meet it. It is in this sense that the riskiness of its position would be diminished” (ibid., 

p. 14). This factor should tend to have the effect of substantially reducing business 

failures, and in turn dampening, rather than accentuating, economic instability. 



121

 Greater reliance on equity financing has supporters even in mainstream economics. 

Rogoff, a Harvard Professor of Economics, states that “In an ideal world equity 

lending and direct investment would play a much bigger role.” He further asserts that: 

“With a better balance between debt and equity, risk-sharing would be greatly 

enhanced and financial crises sharply muted” (Rogoff, 1999, p. 40). However, the 

linking of credit to the purchase of real goods and services would take us a step further 

in reducing instability in the financial markets by curbing excessive credit expansion 

for speculative transactions. Thus it is not necessary to be pessimistic and to join 

Stiglitz in declaring that “volatile markets are an inescapable reality” (Stiglitz, 1999, 

p. 6). With the introduction of the above-mentioned basic reforms in the financial 

system, it should be possible to reduce volatility substantially.
7

4.3 Raising Savings 

 This leads to the question of why developing countries are so heavily dependent on 

external loans for financing their development. The answer lies in their low saving rate, 

which forces them to import savings. The greater their dependence on an inflow of 

capital, the less capable they are to liberalize capital outflows. This makes it more 

difficult for them to attract equity capital and thereby increases their reliance on debt 

with government guarantees. 

 Raising domestic savings should hence receive high priority in the national 

reconstruction plans of developing countries. How can this be achieved? By raising 

interest rates and tax incentives? The evidence generally shows that interest rates and 

tax incentives have little or no effect on saving (Schmidt-Hebbel, et al., 1996, p. 101). 

Hence cutting of consumption, particularly that of luxury goods and services, may 

prove to be more productive. This would make it necessary to restrain the spread of 

Western consumer culture in developing countries. The insistence of the industrial 

countries that developing countries reduce their tariffs on all goods and services may, 

therefore, be uncalled for. Moreover, while the resort to higher taxation of luxury 

goods would undoubtedly be helpful, greater success may be attained if an effort is 

also made to bring about a change in life-styles so that consumption of status symbols 

becomes a social taboo. This may not be possible without the injection of a moral 

dimension into the life-styles. This may perhaps be one of the reasons why all 

religions, and in particular Islam, have encouraged humble life-styles and discouraged 

ostentatious consumption. One of the important elements of this moral dimension in all 

major religions is the abolition of interest because of the living beyond means that an 
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 A number of Islamic economists have argued this point. See. for example, Chapra (1985), pp. 

117-22; Chishti (1985); Khan (1987), Mirakhor and Zaidi (1987), Siddiqui and Fardmanesh 

(1994). 
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interest-based financial system promotes and the adverse effect that this tends to exert 

on saving, investment and employment. 

 However, in spite of a rise in savings, developing countries may need to attract a 

larger volume of medium- and long-term capital. For success in this goal, there can be 

no escape from providing all the needed incentives and facilities and also liberalizing 

repatriation of capital with dividends. This they would be more willing to undertake 

when the speculative part of the foreign exchange markets has been substantially 

reduced and the fear of exchange rate volatility is minimized. Howard Davies, the 

former Director of Britain’s Financial Services Authority and Chairman of the 

Committee on highly leveraged institutions set up by the Financial Stability Forum, 

has rightly remarked that: “If you cannot give open economies some kind of assurance 

that they will not be subject to speculative attack, then they will close up” (The 

Economist, April 2000, p. 94). 

5. THE ISLAMIC REFORM PROGRAMME 

 Implementation of the above-mentioned reform programme for the financial system 

may be difficult in the Western world because, as Mills and Presley have put it, 

“Western societies have been stripped of the ethical presuppositions conducive to the 

proscription of interest” (Mills and Presley, 1999, p. 113). Even the proscription of 

short sales may not be possible in spite of a great deal of support for it because it is 

difficult to reverse a system once it has become significantly advanced in a certain 

direction. Moreover, there is the vested interest of stockbrokers who are able to gain 

from the large volume of transactions. These limitations need not, however, create a 

great difficulty in the Muslim world because all elements of the suggested reform 

programme are an integral part of the Islamic paradigm. The prohibition of interest in 

Islam should help increase reliance on equity and profit/loss-sharing (mudarabah and 

musharakah) and reduce the proportion of credit in total financing. However, while the 

Shar‘ah has banned interest, it has not prohibited credit. It has allowed credit but 

through the sales-based modes of financing which are intended not only to remove 

interest but also to restrain excessive credit expansion by confining the availability of 

credit to only real goods and services. Some of these modes are: murabahah ijarah, 

salam and istisna[. All these are essentially sales transactions related to real goods and 

services. The return on capital in all these transactions becomes a part of the price. 

 Since the additional purchasing power created by the credit available under these 

Islamic modes is backed by real goods and services, there is no possibility of creating 

unnecessary heat in the market. Credit available for speculative purposes would at 

least be minimized, if not eliminated, thereby creating a balance between the 
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expansion of credit and the expansion of output of real goods and services. Hardly 

anyone should have qualms about this because lending against the collateral of stocks 

to purchase stocks does not create wealth. It only breeds speculation and instability. 

The purpose of credit should be to finance productive investments and not to 

encourage speculative buying or hoarding. Paul VoIcker, Ex-Chairman of the Federal 

Reserve System, had, in a letter to the chief executives of all member banks, warned 

against speculative loans, loans made to retire stocks, loans to finance takeovers, and 

loans involving any extraordinary finance, “except as they may clearly involve the 

improvement in the nation’s productive capabilities” (Volcker, 1979, p. 110). This 

warning of Volcker has remained more or less unheeded in the conventional system 

because the system is not tuned to its acceptance. In the Islamic system, however, the 

participation of banks in the risks of business should help minimize the use of scarce 

credit resources for unproductive purposes. 

 The Shar‘ah has also put a stricture on speculative short sales by prohibiting the 

sale of something that the seller does not own and possess.
8
 The Shar‘ah has not, 

however, prohibited all forward transactions. It has allowed the forward purchase or 

sale of agricultural commodities (salam) or manufactured goods (istisna[). Forward 

transactions in real goods and services with the intention of taking and giving 

delivery perform an important economic function. They make an allowance for the 

time period it takes to produce the goods and thus provide producers as well as users 

with the assurance that they can sell or receive the goods when ready or needed. In 

contrast with this, short speculative sales do not perform such a function. In such 

sales, the ‘forward’ seller has no role to play. He sells “something he cannot consume 

or use in his business, upon which he performs no work, and to which he adds no 

value” (Rix, 1965, p. 204). Spot purchases against cash payment and the reciprocal 

receipt constitute a real investment and cannot be equated with speculation 

irrespective of when the purchaser decides to resell what he has purchased. This is 

because the spot seller already owns the sold items which he purchased against cash, 

and his decision to resell them will be determined by changes in his economic 

circumstances or his perception of the market, both of which may not necessarily 

change immediately. The prohibition of interest and the sharing of the depositor and 
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 For a valuable discussion on stock and commodity market speculation from the point of view of 

the Shar‘ah, see the Fiqhi decision entitled “Sq al-Awrq al-Mliyyah wa al-Ba’i‘ (al-

Brusah)” issued by the Majlis al-Majma‘ al-Fiqh al-1slm of the Rbitah al-‘lam al-Islm in 

Qarrt Majlis al-Majma’ al-Fiqh al-Islmi (Makkah, al-Amanah al-‘mmah, Rabitah al‘lam 

al-lslm, 1985), pp. 120~25; and the article of Ahmad Yusuf Sulayman in Al-Ittihad al-Dawli Ii 

al-Bunuk al-Islamiyyah, Al-Maws‘ah al-‘Amaliyyah, vol. 5, pp. 389-43 1, particularly the 

summary on pp.429-31. See also, Bayt al-Tamwil al-Kuwaiti, Al-Fatw al- Shar‘ah (Kuwait, 

1980, pp. 45-9). 
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the lender in the risks of business, along with the removal of speculative sales, should 

help inject greater discipline into the financial market. 

6. THE ROLE OF SUPPORT INSTITUTIONS 

The needed paradigm shift that is discussed above to impart greater stability to the 

international financial system may introduce certain risks into the system, particularly 

those arising from anonymity and moral hazard.
9
 The system may not, therefore, 

succeed unless certain measures are adopted to minimize these risks with a view to 

provide confidence to the depositors that their interest will be protected, and, to the 

bankers, that their profit-and-loss-sharing loans will be repaid to them on time along 

with an honestly calculated return without any procrastination. 

 Any effort on the part of depositors as well as the banks to resolve the problems of 

anonymity and moral hazard on their own is bound to be very costly for them. What is 

needed is the creation of support institutions that would protect the interests of both. 

6.1 Protecting the Depositors 

 The explicit or implicit insurance of deposits along with a guaranteed positive rate 

of return in the conventional financing system relieves the depositors of the need to 

monitor the banks. However, the requirement that investment depositors in Islamic 

banks participate in the profit and loss just like shareholders requires that they should 

have at least the same protection that shareholders have, particularly because their 

deposits are far greater than shareholders’ capital. Demand depositors also need 

protection even though they do not participate in the risks because they may also 

become exposed to risks indirectly if the banks suffer substantial losses and the 

accumulated loss-offsetting reserves are not adequate to cover al these losses. . Hence, 

the question is: how to protect the interests of both demand and investment depositors, 

and to ensure their continued confidence in the banking system.  

 One of the measures that needs to be taken is the insurance of demand deposits (See 

Chapra and Khan, 2000, Pp. 64-5). It may also be desirable to ensure investment 

deposits, not against market risk, which the depositors must share, but rather against 

the risk of fraud, mismanagement, and violation of the murbahah contract. While this 

has the danger of leading to moral hazard on the part of investment depositors, it may 
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For those interested in pursuing this subject further, may wish to see Section 4.5, in Chapra 

and Ahmed, 2002, Pp. 68-69. 
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have the positive effect of making the insurance provider more vigilant in monitoring 

the banks. 

 Another very important measure that needs to be adopted is sound macro-

management of the economy along with effective corporate governance to ensure 

honest and efficient micro-management of banks under an umbrella of proper 

regulation and supervision.  

 A third measure that is necessary is to facilitate the depositors, and particularly 

investment depositors, to have a representative on the Board of Directors and also a 

voice in the shareholders' meetings? The ease with which shareholders as well as 

depositors can participate in meetings and use their votes to influence important bank 

decisions or to remove directors and Senior Management from office, can play an 

important role in improving corporate governance in banks.  

 The problem, however, is that depositors are far more in number than shareholders. 

Even shareholders in non-bank corporations do not necessarily attend shareholders’ 

meetings. It is, therefore, very unlikely that depositors would do so, particularly if the 

banks are large and have several branches not only within the country but also abroad. 

Moreover the exercise of voting rights can be expensive for shareholders and 

depositors if they can do so only by attending the meetings. This would virtually 

guarantee non-voting. How can the depositors, then, protect their rights? They can, of 

course, punish the banks by withdrawing their deposits when the banks do not ensure 

adequate transparency, do not give a competitive rate of return, and do not comply 

with the Shar‘ah in their operations. The problem, however, is that such punishment 

may come when it is too late for them to protect themselves. It would, therefore, be 

better for them to have a voice in decision making. Is it possible and feasible for them 

to attain such a voice?  

 One of the ways towards this end would be for the regulatory authority to appoint a 

representative on behalf of depositors on the banks' Board of Directors? The banks 

would perhaps resent this even though this is important not only for safeguarding the 

interests of depositors but also for systemic stability. If such representation is ruled out, 

then it may be desirable to encourage the formation of depositors’ associations to 

protect their rights. If this happens to be practically difficult, then it would be worth 

considering the establishment of specialized chartered firms in the private sector to 

protect the interests of depositors, just as it is the job of external auditors to protect the 

interests of shareholders. The banks could be required to appoint such a firm just as 

they appoint an external auditor. An important objection against this suggestion may 

be that it would lead to an unnecessary proliferation of institutions. To avoid such 

proliferation, external auditors may be assigned the task. It will be cheaper and more 
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convenient if the external auditors are required to act as guardians of not only the 

shareholders’ rights but also those of the depositors’. Such firms should also be 

required to ensure the prevalence of adequate transparency so that the depositors know 

what is going on in the bank and are thus able to play a greater role in safeguarding 

their own interests.  

 There is also another aspect of safeguarding the rights of depositors. When they 

place deposits in Islamic banks, they want to be sure that what they are getting is not 

wine with the label of honey. It is, therefore, necessary to ensure the compliance of 

Islamic banks with the Shar‘ah in the acquisition as well as the use of funds. Since 

this is not concerned directly with stability which is the central theme of this paper it is 

not being discussed here.
10

6.2 Protecting the Banks 

 As far as the banks are concerned, they need a number of shared institutions that 

would enable them to: 

i. get reliable information about their clients and ensure that the funds lent by 

them to their clients are employed efficiently according to agreement and 

that the profit declared by them reflects the true picture of the business; 

ii. receive repayments on schedule 

iii. get justice promptly in case of dispute with, or procrastination by, their 

clients; and  

iv. have access to liquidity when it is needed by them due to unforeseen 

circumstances.  

 Some of these institutions are briefly specified below. 

Credit-Rating Agencies, Chambers of Commerce, and Trade Associations 

 One of the shared institutions needed by banks is credit rating agencies to rate 

banks themselves as well as their counterparties. In the relatively smaller communities 

of the Classical period, when the Islamic financial system worked effectively, such 
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 Some of the fuqah’ may not find this to be acceptable because it may appear to them as a form 

of reciprocal lending (qurd mutabdalah) which to them is like deriving benefit from a loan, and 

hence equivalent to interest. However, it can also be looked at as a form of cooperative insurance, 

whereby the banks provide themselves with protection in case of need and the central bank does 

not get any return for its management of the fund. Mutual cooperation of this nature had prevailed 

in Muslim history between businesses. (See Chapra, 1985, Pp.75 and 250 
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rating was available informally without the help of any formal organization through the 

intimate personal contacts of the parties concerned. This was further reinforced by the 

built-in discipline of the socio-economic structure of tribes, guilds, fraternities and sufi

circles. Anyone who tried to cheat or unduly procrastinate repayment became 

ostracized. The climate of trust produced in this manner facilitated the flow of goods 

and financial capital. This role needs to be played in modern times by credit rating 

agencies and chambers of commerce and trade associations. Most Muslim countries do 

not at present have private credit rating agencies. Moreover, even the chambers of 

commerce and trade associations do not necessarily play the role of blacklisting firms 

which have been convicted of being guilty of cheating other firms and banks. If they 

do play such a role, they will help ensure the honest fulfillment of contracts and also 

promote the smooth functioning of the system. 

 It is heartening to note that the International Islamic Rating Agency (IIRA) is now 

in the process of being established in Bahrain. It will perform a number of functions 

including the rating of all public and private issuers of credit instruments with respect 

to their financial strength, fiduciary risk, and credit worthiness. It will also assess the 

compliance with the Shari[ah of financial instruments as well as their issuers. It will 

have a Shari[ah Board of its own to advise it on Shari[ah issues. It will, thus, 

complement the work of the AAOIFI in setting standards for adequate disclosure and, 

thereby, help promote an international capital market for Islamic financial instruments. 

 Even though the IIRA will rate private non-bank organizations, it will not be 

possible for it to rate the thousands of counterparties with whom banks deal locally. It 

would, therefore, be desirable to have private credit rating agencies in all Muslim 

countries to facilitate the task of Islamic banks in choosing their counterparties. In fact 

the establishment of such institutions would also facilitate the task of the IIRA itself in 

getting the information that is necessary to know the financial strength, fiduciary risk, 

and credit worthiness of even those private issuers of financial instruments whose 

rating the IIRA wishes to provide. 

Shari[ah Courts or Banking Tribunals 

 Another indispensable need of the Islamic financial system is availability of some 

judicial facility that would help the banks recover their loans promptly from clients 

who are unjustifiably procrastinating repayment and also help bank clients get prompt 

justice at a low cost when the bank is acting unjustly. The establishment of Shari[ah

courts or banking tribunals would be very helpful in getting prompt verdicts on the 

disputes of banks with their clients and vice versa. Normal civil court verdicts usually 

take several years. The Shari[ah courts or banking tribunals would have a greater 

deterrent effect if the names of banks or their client whom these courts have found to 
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be guilty are also published in newspapers. The fear of getting bad publicity would 

help minimize contractual violations. Furthermore, the names of parties who violate 

habitually may also be sent to the chambers of commerce and trade associations for 

blacklisting to create the same effect that social ostracization had in the Classical 

period.  

Audit Organization 

 It may also be desirable to have an audit organization jointly owned by banks to 

evaluate the profit-and-loss accounts of those of their clients who the banks feel have 

tried to cheat them in a PLS arrangement. The fear of being exposed to a thorough 

check of their accounts by such an organization would complement the market forces 

in helping minimize the effort by users of funds on a PLS basis to shortchange the 

banks. 

Training in Islamic Banking 

 It is also necessary to train the staff and clients of banks as well as the general 

public in the principles of Islamic banking. This is now done by the banks themselves 

and adds to their costs. If the central banks as well as schools and universities could 

make arrangements for this purpose, as is done in the case of conventional banking, the 

task of Islamic banks would become relatively easier. 

Islamic Financial Market 

 It is also necessary to create an Islamic financial market. The absence of a 

secondary market for Islamic financial instruments makes it extremely difficult for 

Islamic banks to manage their liquidity. Consequently, they end up maintaining a 

relatively higher ratio of liquidity than what is generally done by conventional banks. 

This affects their profitability and competitiveness. Therefore, the decision to establish 

three institutions called the Islamic Financial Service Board (IFSB), the International 

Islamic Financial Market (IIFM), and the Liquidity Management Centre (LMC) is 

highly commendable. 

 The IFSB will promote uniform regulatory and supervisory practices and prudential 

standards for Islamic financial institutions in the same way as is done by the BCBS. 

The availability of uniform standards will make the task of regulators and supervisors 

in Muslim countries easier because they will have some readily available standards and 

core principles for regulation and supervision in conformity with the Shar‘ah. They 

could then make adjustments in these according to their own special needs and 

circumstances. The IFSB will also serve as a liaison for, and promote cooperation with, 

other standard setters. It will also promote good practices in risk management.  
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 The IIFM will try to fulfil the need for a viable alternative to the conventional 

financial market. It will enhance cooperation in the field of finance among Muslim 

countries and financial institutions by promoting product development and 

harmonizing trading practices. This will serve as a catalyst for the development and 

promotion of a larger supply of Shari[ah -compatible financial instruments.  

 The LMC will serve as an operating arm of the IIFM in the effort to facilitate the 

creation of an inter-bank money market that will enable Islamic financial institutions to 

effectively manage their assets and liabilities. It will create short-term Shari[ah -

compatible investment opportunities by providing liquid, tradable, asset-backed 

treasury instruments (sukuks) in which these institutions can invest their surplus 

liquidity. It will also facilitate the sourcing and securitization of assets and actively 

trade in sukuks by offering buy/sell quotes. 

 The establishment of these three institutions will together help remove the 

drawback experienced by Islamic banks as a result of the lack of standardization of 

terms and instruments and the non-availability of quality Shari[ah -compatible assets 

for trading in the secondary markets. It is consequently expected that the Islamic 

financial system may be able to expand at a faster rate in the future and thus create for 

itself a larger niche in the financial markets of Muslim countries. 

Lender of Last Resort 

 Islamic banks also need some facility akin to the lender-of-last resort which is 

available to conventional banks to overcome liquidity crises when they occur suddenly 

due to unforeseen circumstances. Such a facility is available to Islamic banks at present 

on the basis of interest and is, therefore, unacceptable because of its incompatibility 

with the Shari[ah. Its use exposes Islamic banks to a great deal of criticism. It may be 

worth considering the creation of a common pool at the central banks to provide 

mutual accommodation to banks in case of need. All banks may be required to 

contribute a certain mutually agreed percent of their deposits to this common pool, just 

as they do in the case of statutory reserve requirements. They would then have the right 

to borrow interest-free from this pool with the condition that the net use of this facility 

is zero (i.e. drawings do not exceed contributions) over a given period of time. In a 

crisis situation the central banks may allow a bank to exceed the limit, with appropriate 

penalties, warning, and a suitable corrective programme. This will in a way be a more 

organized way of replacing the framework for mutual cooperation that prevailed 

among the sarrfs during the Classical period. 
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Reform of the Stock Market 

 Reform of the stock market is also necessary in the light of Islamic teachings to 

ensure that share prices reflect underlying business conditions and do not fluctuate 

erratically as a result of speculative forces. The discipline that the Shari[ah helps 

introduce in the financial market will certainly be of great help. In addition rules and 

procedures need to be formulated and enforced to protect investors and to maintain the 

integrity of the stock market. A well-organized and properly regulated stock market 

should help provide the ‘sane’ secondary market that is necessary to raise the 

confidence of savers and investors in the system and to enable them to buy or sell 

shares in response to their circumstances or their perceptions of future market 

developments. Such a reform would constitute one of the most important pillars for 

supporting the edifice of an interest-free and equity-based economy.
11

7. CONCLUSION 

 The goal of financial stability may be difficult to attain by only introducing certain 

cosmetic changes in the conventional financial system where the assurance of 

repayment of principal with interest tends to weaken market discipline. As long as 

market discipline continues to be weak, greater regulation and supervision, even 

though necessary, will not succeed in removing the instability currently plaguing the 

international financial system. It is necessary to attack the primary source of instability 

by introducing structural reforms in the system. One of the needed reforms is to 

strengthen market discipline by promoting risk sharing through greater reliance on 

equity and to tie the availability of credit to the real economy. It is also necessary to 

curb speculation in the commodity, stock and foreign exchange markets which tends to 

aggravate the instability generated by the lack of market discipline. 

 Since this is exactly the reform that the Islamic financial system envisages, its 

emergence appears as a bright light on the horizon of international financial instability. 

Islamic banking in its true form carries the potential of injecting greater discipline in 

investment as well as finance and, thereby, helping reduce the magnitude of many of 

the problems faced by international finance. 

                                                
11

 Anonymity arises from the lack of intimate knowledge on the part of the depositor about the 

banker and on the part of the banker about the borrower. There is, therefore, need for some 

cost-effective method for the depositor to monitor the banker and for the banker to monitor the 

borrower. The moral hazard refers to, among other things, the possibility that, in the absence of 

effective monitoring, the banker may not give the depositor a due return and the borrower may 

not declare the correct amount of profit to the banker. 
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 However, Islamic banks in their present stage of infancy are unable to impose such 

a discipline. This is because, firstly, their size is very small. The proportion of total 

assets that Islamic banks have so far been able to bring under their net even in Muslim 

countries is not significant, what to speak of the much larger volume of assets in the 

international financial market. Secondly they have also been unable to play a 

significant role in promoting greater reliance on the profit-and-loss-sharing modes of 

finance and have been primarily involved in extending credit. Nevertheless, since this 

credit is on the basis of Islamic modes, it remains confined to the purchase and sale of 

real goods and services and does not become available for speculative purposes. The 

credit thus expands in step with the needs of the real economy. Thirdly, the system 

faces a number of fiqhi issues that need to be resolved. Fourthly, the support 

institutions that are necessary for the effective functioning of these banks have not yet 

become been established. And lastly, a proper regulatory and supervisory framework 

that is needed for these banks has also not become formulated. Hence it may be quite a 

while before the implementation of the Islamic programme makes a real headway in 

the Muslim world. Once this happens, it will serve as a guiding light for the rest of the 

world. 
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COMPARATIVE BANKING SYSTEMS:
THE CASE FOR UNIVERSAL BANKING AS A COMPONENT OF

ISLAMIC BANKING

MABID ALI AL-JARHI

1. INTRODUCTION

Islamic banks are unique institutions that draw their characteristics from Islamic
Shari[ah, several centuries of traditions, and contemporary economic thinking and
banking practices. By every measure, it is an innovation when compared to
conventional banking. Yet, it is not far removed from the finance and banking industry,
as it shares several common characteristics with contemporary practices.

Some specialists in Islamic monetary and financial economics have insisted that
universal banking is one of the main components of Islamic banking. Islamic banks
provide finance to enterprises through either sharing directly in the net results of their
activities or financing their purchases of assets, goods and services on credit. We can
therefore expect Islamic banks to hold equity in corporations and sit on their boards of
directors. They use the information obtained from their vantage point to reduce risk
from information asymmetry and to fine-tune their finance directed to the same
corporations. In addition, they can trade in goods and services, provide Islamic
insurance, and operate in financial markets. In other words, they operate like universal
rather than commercial banks (Al-Jarhi, 2003).

The practice of universal banking is generally accepted as part of Islamic banking,
but not commonly followed by Islamic banks. Islamic finance was an old practice that
was generally forgotten for sometimes and gradually replaced by conventional
banking. Perception of Islamic banking started as an old painting covered with dust
and superimposed images. But, it is gradually and slowly coming clearer over time. A
lot of literature has come out for the last quarter of a century to put some clarity into
the old picture. In addition, Islamic banking as a concept has come back in the
twentieth century while the banking and finance environment is highly sophisticated
and current practices are well entrenched. We do not therefore expect novel ideas to be
accepted on purely religious basis, reasoning must be made as rigorously as possible.
Every part of Islamic banking must therefore be rationalized in a way that would make
sense both to bankers and economists.
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As part of Islamic banking, universal banking has been practiced in only few
countries, mainly Germany, Belgium, Italy, Japan and few others. Such practice
continued while the dominant Anglo-Saxon world has set commercial banking as a
standard practice within a heavily regulated environment. Therefore, universal banking
must be justified, using the economics yardstick. The literature has grown immense on
universal banking during the last decade. Many writers have come up with
justifications for universal banking and many others have expressed have expressed
opinions that varied from mere doubt to outright hostility. It required a lot of sifting to
find the main justifications behind universal banking.

This paper is aimed for this purpose, namely to put forward the case of universal
banking as a part of Islamic banking. A large amount of literature is surveyed that
comes from banking theory, macroeconomic and monetary theory as well as empirical
studies about banking practices.

The conclusion is that universal banking on its own is a sound practice that can
offer developing countries special advantages. Such a conclusion is rather important
because many of the Islamic countries where believers in Islamic banking reside are
developing. It would therefore be helpful to see that Islamic banking as it contains
universal banking would give a helping hand in the process of development that would
not be easily obtained from conventional banking.

The paper is divided into seven parts. The first part summarizes the perspective of
universal banking from the vantage point of the banking theory. The second part
surveys the Gerschenkron- Schumpeter’s thesis of the role of universal banking in
economic development. The third part presents a survey of the European experience
regarding universal banking from two vantage points: that of Fohlin and of Da Rin and
Hellmann. The fourth part summarizes and interesting debate between Fohlin and
Temin on the role of universal banking in the industrialization of Europe. The fifth part
presents the Da Rin and Hellmann model of big-push model and catch-up economy
that can be considered to be the main contribution of macroeconomic theory to the
topic on hand. The sixth part considers universal banking as a practice that would come
out of deregulation under the practice of integrated financial services provision, IFSP,
or integrated banking. We can therefore visualize universal banking taking many
shapes each of which has its own pros and cons. The seventh and last part summarizes
the findings related to universal banking and how it reflects on Islamic banking as a
whole.
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2. A PERSPECTIVE FROM BANKING THEORY

Banking has been practiced in two main formats. The first is common in Anglo-
Saxon countries under the name of transactions or commercial banking. Its main
feature is to intermediate between fund owners and users, giving short-term loans to
the latter without involvement in the operations of fund users. The second format of
banking came to be known as relationship or universal banking. Universal banks are
“large-scale banks that operate extensive networks of branches, provide many different
services, hold several claims on firms (including equity and debt), and participate
directly in the corporate governance of the firms that rely on the banks as sources of
funding or as securities underwriters, “(Calomiris, 2000). In this section we look into
the theoretical rationale behind relationship or universal banking and how it affects
firms profitability before we compare intermediation with capital market services.

2.1 Why Banks Offer Relationship Finance

While competition constrains the ability of banks to extract informational rents
from lending relationships, their informational monopoly also curtails competition
through the threat of adverse selection. To analyze an intermediary’s optimal strategic
response to these opposing effects Hauswald and Marquez (2000) specify a model
where the severity of asymmetric information between banks and borrowers increases
with informational distance. Intermediaries acquire expertise in a specific sector and
exert effort in building lending relationship beyond their core business. They then
compete with each other in transaction- and relationship-loan markets where they
differentiate their loan offers in terms of informational location. As increased
competition endogenously erodes informational rents, intermediaries shift more
resources to building relationships in their core markets. This retrenchment from
peripheral loan segments permits banks to fend off the competitive threat to their
captive market. Outside their core segment they offer transactional loans. In
equilibrium, both forms of debt compete with each other but intermediaries specialize
in a core market with relationship banking

2.2 Universal Banking And Information Asymmetry

In a world of asymmetric information, a bank can be exposed to moral hazard when
the firm obtaining finance uses the funds for purposes other than those for which
finance was advanced. This could lead to business failure and inability to repay on part
of the debtor firm. The bank would be exposed to adverse selection when it fails to
choose the finance applicants who are most likely to perform.
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Obviously, adverse selection can be avoided by careful screening of finance
applicants. When a bank provides equity and debt finance simultaneously, it will have
more access to information than when only debt finance is provided. We can therefore
conclude that screening would be more effective and adverse selection less probable
with universal banking.

Reducing the possibilities of moral hazard requires monitoring the firm that obtains
finance. All three kinds of ex ante, interim and ex post monitoring must be exercised to
be effective (Aoki, Masahiko, 1994). Equity finance provides the bank with access to
information necessary to practice monitoring at all intervals. That explains why the
research of Dewenter and Hess (1997) supports the idea that relationship (universal)
banks are more effective monitors than transactional (commercial) banks

Equity finance also reduces the firm incentives to substitute riskier for safer assets.
Meanwhile, debt finance would reduce the firm incentives to hide its profits.
Furthermore, when the firm faces problems, the bank, as an equity holder, will assist in
order to protect its investment.

In summary, banking theory indicates that universal banking would be exposed to
lower levels of moral hazard and adverse selection. In addition, by sitting on the firms’
board of directors, banks could influence corporate governance in the whole productive
sector, leading to improvements in economic performance.

Empirically, it has been found that using a combination of debt and equity finance
by banks seems to carry several advantages to both banks and firms, confirming
theoretical findings. Banking theory would indicate that banks would be relatively
more exposed to adverse selection during economic upturns and to moral hazard
during downturns. Applied research has found that universal banks face lower risk than
commercial banks during both upturns and downturns. In addition, the risk differential
between universal and commercial banks gets wider and more significant during
downturns (Dewenter and Hess, 1998).

In particular German banks have been perceived to have maintained close, long-
term relationships with industrial firms, which influenced banks attitudes towards
multi-period optimization (Fohlin, 1998) This opinion is supported by Terrin (1998),
but opposed by Fohlin (1998) as well as Miwa and Ramseyer (2000).
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2.3 How Bank Relationships Affect Firm Performance

Under universal banking, firms deal with one bank which is also one of its
shareholders. Some economists suspect that such single firm-bank relationship could
be less profitable.

Degryse, Hans and Steven Ongena (2000) empirical work suggests that the
profitability of Norwegian publicly listed firms with bilateral bank relationships is
higher than the profitability of firms with multilateral relationships. This result is quite
robust. It holds controlling for firm age, size, debt, asset intangibility and Tobin’s Q
and in a variety of specifications. The result seems conform an implication of Yosha
(1995) and von Rheinbaben and Ruckes (1998). If firms disclose proprietary
information to creditors, firms using bilateral financing achieve higher sales
profitability than those using multilateral financing

Focusing on the choice of the number of credit relationships, Degryse and Ongena
(2000) and Yosha (1995) conclude that because firms are often required to disclose
proprietary information to creditors, they find that using bilateral financing achieves
higher sales profitability than using multilateral financing

Von Thadden (1998) shows that in equilibrium, firms occasionally switch banks, as
an inside bank may try to overcharge the firm The switching firms get, on average,
better interest rates than similar firms remaining with the inside bank. However,
adverse selection occurs such that bad firms switch bilateral bank relationships more
often than do good firms. Controlling for firm characteristics such as age, size, debt
structure, asset intangibility, and Tobin’s Q, Von Thadden finds a negative
correspondence between the number of bank relationships and sales profitability.
Others find that firms replacing a single bank relationship are on average smaller and
younger than firms maintaining a single bank relationship throughout the sample years
(Degryse and Ongena, 2000.

2.4 Intermediation Versus Capital Markets

Hackethal (2000) inspects the intermediation and securitization ratios to empirically
answer the question of whether and how the financing structures of five of the world’s
largest financial systems, US, Germany, Japan, Britain and France, changed between
1980 and 1998. He finds that the financial systems differed to a great extent between
the German and the Japanese systems on the one side and the US and the UK systems
on the other side. He found that instead of conversion, the differences between the two
types of financial structures have increased since 1980. The role of banks in financing
small and medium enterprises has increased in Germany and Japan. Losses of banks”
market shares in deposits have compensated for by providing a broader variety of
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investment products to households and maintaining control over flourishing non-bank
financial intermediaries specializing in collecting household funds and investing them
in capital markets and with banks.

In the two capital market-based financial systems, the UK and the US, market
mechanisms have increased in significance, and at the expense of traditional banking in
the US American banks compensated for the decline in traditional banking services by
providing advisory services, tailor-made financial instruments, and risk management
services Competition accentuated the fundamental functional principles that are
idiosyncratic to each financial system, implying a more clear-cut differentiation of
financial system architectures

Boot and Thakor (1996) reach a similar conclusion: In bank-based financial
systems, the functions of information collection, risk allocation, financing and
monitoring are performed well by banks, so that the demand for financial innovations
is relatively low. In market-based financial systems, rapid financial innovation and
increasingly sophisticated financial markets would complement and reinforce each
other. Therefore, financial systems of different types are not expected to converge
Rather, path dependencies and pressure to improve efficiency tends to lead to more
differentiation

The following summarizes the main specifics of the comparison of the two financial
systems.

2.4.1 Banks and financial markets: complements or substitutes in the USA,
Germany and Japan?

Many economists perceive the American banking industry to be in decline
(Hackethal, 2000)1. Berger, Kashyap and Scalise (1995) consider advances in
information technology and applied finance have allowed direct financing alternatives
(e.g., commercial paper and corporate bonds) and other intermediaries (e.g., foreign
banks and finance companies) to compete more effectively for larger borrowers than in
some other large economies. Cheaper access to capital markets and financial
innovations are thought to have made traditional bank products less attractive. Edwards
(1996), who suggests that this decline is not limited to the USA concludes: “The
decline in the importance of traditional banking may simply be the logical consequence
of an evolving financial technology that is rapidly eroding the uniqueness of banks”
The group who share this view on the one hand admit that bank loans can be

1 See: Boyd and Gertler (1993), Becketti and Morris (1992), Edwards and Mishkin (1995),
Gorton and Rosen (1995), Greenbaum and Thakor (1995) and Miller (1998).
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considered unique2, but regard on the other hand the services offered by banks and
capital markets as substitutes, implying that banks and capital markets compete in the
market for financial services

Abandoning regulations that historically shielded banks from the competition of
non-bank financial intermediaries (NBFI’s) and organized capital markets is regarded
as fuelling this substitution process, especially where banks based their strong position
on regulatory protection. Globalization tends to intensify both forces: advances in ICT
and deregulation

However, Hackethal (2000) dismisses disintermediation as nonexistent in Germany,
Japan, the UK and the USA. He notes that the fraction of all assets and liabilities of
non-financial sectors that also appear on the balance sheets of financial institutions has
been rising continuously over the last 20 years. The demand for the services of
financial intermediaries has been rising, with the exception of France, where direct
financing has been in decline during the late eighties and the early nineties of the last
century.

Hackethal (2000) finds that financial intermediaries play fundamentally different
roles in different countries Securities are far more important as instruments for
financing investment in the Anglo-Saxon countries than in Japan or Germany. France
is an exception where securitization ratios increased from a level almost as low as that
of Japan and Germany to a level which is even higher than that of the US

From investors’ perspective, bank intermediation has declined in importance in all
five countries since the early eighties. From debtors’ standpoint, banking
intermediation has only lost ground in the US, the UK and in France. In contrast, the
German and Japanese banking intermediation measure vis-à-vis alternatives has
remained almost stable

Traditional banking business is not declining in Germany A relatively small
number of large corporations are gradually entering national and international capital
markets and obtaining a growing fraction of their external financing, while small and
medium enterprises depend increasingly on bank loans3. As the extent of information
asymmetry is negatively related with firm size (Edwards, 1996), the demand for bank
monitoring in Germany and Japan is rising. Many banks have refocused their business

2 On average, the announcement by an American corporation to take out a bank loan leads to an
increase in the firm's market value. Based on the observation that entering a relationship with a
bank creates value, banks are unique with respect to the fulfilment of specific financial
functions James (1987).
3 Deutsche Bundesbank (1998), [Hayasaki (1995).
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on one of their traditional core competencies, namely the surveillance and monitoring
of “complicated” cases. Advances in ICT enabled banks to improve their monitoring
techniques and maintain their comparative advantages vis-à-vis NBFI’s The same
applies to Japanese banks (Hoshi 1996).

The main conclusion reached by Hackethal (2000) is that highly developed capital
markets create opportunities for banks to act as catalysts. Most of the services offered
by US banks do not compete with those offered by capital markets, but rather promote
and support their functioning, i.e., banking and capital markets activities are becoming
increasingly complementary. In the words of Charles Calomiris (1997): “American
banks are finding ways to bring America’s comparative advantage in capital markets
into their bank”

2.4.2 Do us banks avoid relationship banking?

Hackethal (2000) cites seven pieces of evidence showing that American banking is
predominantly “at arm’s length” from debtors.

i. The role of delegated monitors (Diamond, 1984) has been limited in the
fifties and sixties of the last century and diminished further. The
proportion of banks” assets going as loans to enterprises was small and
decreased further by 1997; the rest is composed of government bonds and
claims on NBFI’s. Such assets are not instruments for which excellent
monitoring capabilities lead to a competitive advantage

ii. Since the Glass-Steagall Act of 1933, US banks had always been “less
unique” than German and Japanese banks. They possess neither the
capability nor the willingness to sustain relationships when the debtor is in
financial distress. Rather, their typical relationship with their debtors is at
“arm’s length” and that at least

iii. Between 1979 and 1994, the share of foreign bank loans tocorporations
more than doubled from 5.6% to 13.4%. Moreover, domestic NBFI’s have
been able to replace domestic banks as lenders to US corporations

iv. In reaction to the decline of loan business with corporations, American
banks, unlike their German and Japanese peers , did not refocus on their
core competencies, nor emphasize financing smaller enterprises
characterized by larger information asymmetries. The volume of
outstanding bank loans of less than $1 million dropped sharply between
1989 and 1994 while larger loans remained almost constant and secured
consumer credit and mortgage loans actually rose. Banks shifted away
from making more to less information intensive loans (and less costly)
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evaluation and monitoring. Hence, after 1985 the typical US bank clearly
did not specialize in alleviating serious information asymmetries

v. The consolidation in the US banking industry has resulted in a steep
decline in the number of small banks, which traditionally provided most of
loans below $1 million (Berger and Udell, 1996 and Berger, Kashyap and
Scalise, 1995). Large acquirers did not attempt to utilize the debtor-
specific information previously gathered by small banks and loans granted
on the basis of this information, were not renewed after consolidation

2.4.3 Did American banks decline?

We can concluded that services of traditional American banking have been
relatively less differentiated from those of domestic NBFI’s and capital markets – than
their German and Japanese counterparts. The entry of mutual funds into business with
households, and of finance companies into business with enterprises has further eroded
possible competitive advantages

The decline of traditional banking did not lead to the decline of American banking
institutions. Four facts reported by Hackethal (2000) illustrate that. First, intensive
participation in capital markets had positive impact on bank profits Second, price
adjusted total assets of banks increased and kept growing. Third, the level of bank
assets as a fraction of GDP remained roughly constant at more than 40%. Finally, the
number of bank employees hardly changed at all.

Berger, Kashyap and Scalise (1995) provide a time series of Tobin’s q4 of the 50
largest banks holding more than half of the entire industry’s assets. Between 1985 and
1994, the ratio was greater than 1 in most years and exceeded that of the American
economy as a whole for all ten years This confirms the presence of generally
optimistic expectations about the American banking industry. In addition, Boyd and
Gertler (1993) show that the US banking industry does still contribute a significant
share of the financial sector’s total value added

Three new business areas may exemplify the changing character of the US banking
industry. Firstly, banks utilized their branches, as a customer interface, to promote and
to sell mutual fund shares. Secondly, they acted as underwriters of commercial paper,
whose market grew enormously in the eighties and nineties5. Thirdly, banks have

4 The ratio of the market value to the book value, indicating market expectations. . A ratio
greater than 1 implies that the average market participant is optimistic regarding industry
prospects.
5 D'Arista and Schlesinger (1993) report that banks had underwritten 90% of the commercial
paper issued by the 15 largest finance companies during that time. Boyd and Gertler (1993)
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intensified their advisory services to households, enterprises and NBFI’s6. while the
role of direct financing of US banks is fading, their role as providers of corporate risk
management and other sophisticated financial products is growing.

2.4.4 Banks in the UK

Intermediation in the US and the UK are similar in patterns and structure. Both
systems have capital market where many firms are quoted, making available more
information relevant for valuing firms to the general public. Information asymmetries
between firms and external investors is therefore of less significance than in Germany
or Japan, and monitoring by banks does not give them a comparable degree of a
competitive advantage7.

The UK and US insolvency codes are highly debtor-oriented (LaPorta et al, 1997),
making it relatively more difficult for banks to recoup their claims from financially
distressed firms than in Germany or Japan. As a consequence, they have less incentive
to collect information about a firm’s operations that could be used for restructuring if it
became distressed and thereby benefit from a continuation of the business relationship

However, there are three major differences between British and American banks.
First, in contrast to the US, the UK has no large commercial paper market. Instead,
British enterprises use liquid stock and bond markets for long-term and financial
intermediaries for short-term financing. The average maturity of bank loans is
considerably shorter for British and US banks than for German banks (Borio,  ).

Second, after 1971, when British banking cartels were abolished, more intensive
competition ensued and traditional boundaries between institutional groups
disappeared. While this has been mainly to the advantage of NBFI’s, British banks and

estimate that in most cases the actual fee income from underwriting exceeded the interest
income that could have otherwise been generated if banks had made loans to finance
companies.
6 Allen and Gale (1997a) argue that highly developed financial markets imply higher degree of
complexity leading to higher participation costs for the inexpert. Financial markets have
become mostly markets for intermediaries rather than for individuals. Because of their repeated
contacts with individuals and enterprises, banks can seize a large share of advisory and
transaction-oriented services related to those markets.
7 A higher degree of overall transparency associated with stringent disclosure rules enforces this
factor. LaPorta et al. (1996) have rated the stringency of disclosure requirements in 49 countries
on a scale of 100. The UK scores 78, the USA 71, France 69, Japan 65, and Germany only 62
points (Hackethal, 2000).
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building societies succeeded in sharing in the resulting growth. In contrast to US
banks, British large city banks specialized in short-term financing, while building
societies dominated the mortgage market. Being at the core of new formed financial
conglomerates, banks secured a strong influence on the growing markets for services
offered by NBFI’s

Third, British NBFI’s are involved in a large portion of financial transactions and
relationships that are covered in the US by securities traded on organized capital
markets. While, investment funds, especially, money market funds, are the second
most important group of NBFI’s in the US, life assurance companies and pension
funds dominate the UK NBFI’s. Typically, household claims on life assurance
companies and pension funds are not securitized in the UK, whereas a great portion of
those assets are composed of securities in the US. As a consequence, British banks
compete on their liability side much more with NBFI’s than with capital markets. They
positioned themselves at the centre of many financial conglomerates, which enabled
them to curb the degree of competition to some extent and to seize more control on the
intermediation process than US banks

We can therefore conclude that traditional banking in the UK is not declining in
importance as much as in the US. The financial system in the UK still allows for the
participation of financial intermediaries in most financial transactions. British banks,
while being at the centers of financial conglomerates, specialize in the provision of
short-term loans to enterprises and of mortgage loans to households, with considerable
success

2.4.5 Banks in France

The inefficiency of the bank-based French financial system of the mid-to-late
seventies, the French government promoted the establishment of an organized financial
market and planned for the privatization of large public enterprises. The banking
industry was then deregulated [Berglöf (1996)], and capital markets and institutions
associated with them flourished in the early eighties.

However, De Boiseu (1990) and Bertero (1994) report that banks own and manage
most of the investment funds in France and are thus still the predominant players in the
capital markets. Also, the business of underwriting corporate bonds is under the almost
exclusive control of banks.

Meanwhile, Schmidt, Hackethal and Tyrell (1999) conclude that the changes in the
competitivelandscape proved too challenging. Local banks in France had not, prior to
the reforms, developed the core capacities of providing liquidity insurance and credit
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monitoring The system as a whole was in a state of imbalance during most of the
1990s. Whether the impetus toward a UK-style system will prevail or retrogressive
forces will re-establish a stronger role of banks and the state remains to be seen

3. UNIVERSAL BANKING AND ECONOMIC GROWTH: FOHLIN’S
SURVEY OF GERSCHENKRON- SCHUMPETER’S THESIS

The influential works of Gerschenkron (1962) and Schumpeter (1934, 1939) placed
banks at the center of economic growth Their writings perceive banks at the center of
the real economy acting as catalysts for industrialization and growth. The
Gerschenkron-Schumpeter hypothesis is based on careful study of industrialization in
several European countries that were arguably some of the most successful emerging
economies ever.

Caroline Fohlin (1985b) of California Institute of Technology summarizes
Gerschenkron’s as well as his contemporaries” thesis on universal banking and
critically evaluates them. In this section, we will further summarize her account and
then we will deal with her critical views in the next section. Our summary borrows
heavily from Fohlin writings, as much of it is based on some literature in German
language that is not easily accessible to economists outside Germany.

3.1 Schumpeter’s View

Assuming a priori, that financial institutions” efficiency may vary depending on
their structure, the real effects of financial systems should vary accordingly. The idea
that financial institutions can actively promote growth is quite old Schumpeter (1912)8
suggested that bankers, through their selection and funding of entrepreneurs promote
innovative activity and spur economic growth.

Some recent work is beginning to offer models relating finance and growth9.
Greenwood and Smith (1997) and Boyd and Smith (1996) offer models in which
financial markets arise after some period of real development, and their expansion
fuels further real growth. A logical implication of these models is that exogenous
creation of a financial system with advanced features may not spur real growth

8 This is a German volume cited by Fohlin (1998b).
9 Fohlin cites, among the recent literature considering the causal relationship between finance
and growth: King and Levine (1993), Japelli and Pagano (1994), Jayaratne and Strahan (1996),
and Rajan and Zingales(1997), in addition to Lucas (1988), who doubts the importance of
financial factors, thereby excluding them from his model of development.
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These models begin to deal with the question of the ramifications of financial
system structure10. Greenwood and Smith (1997) provide a first step toward thinking
about such distinctions; showing that growth rates obtained in economies with either
banks or equity markets exceed those of economies without financial intermediaries
Most of the literature offers no comparison of the relative benefits of different types of
financial systems. Yet, the Greenwood and Smith (1997) model shows that, with
sufficient risk aversion on the part of the investing public, equity markets produce
stronger growth than do banks. In a series of papers, Boyd and Smith (1994, 1995,
1996) introduce the changing roles of debt and equity in the development process and
show that, though stock markets should develop after a period of intermediary
dominance both debt and equity remain viable and complementary sources of finance

Still, these models do not differentiate between universal and specialized banking in
growth effects King and Levine (1993), for example, formalize the Schumpeterian
view into the framework of an endogenous growth model. In their model, the financial
system affects productivity growth through four channels: screening prospective
entrepreneurs for the most promising projects, mobilizing capital to fund investments,
diversifying investors’ portfolios to eliminate risk, and revealing the potential benefits
of productivity-enhancing activities. Thakor (1997) who is explicitly concerned with
the question of financial system design, lays out six partially-overlapping links
between the financial system and the real economy  screening, credit rationing,
liquidity transformation and bank runs loan commitments by banks, debt restructuring,
and the feedback role of financial markets

Recently, an investigation of the relationship between finance and development
finds that qualitative development in the banking sector to be significantly and
positively related to economic growth (Koivu, 2002).

Other economists stress the positive correlation between real economic
development and stock market activity11and the loss of resources due to informational
frictions in the capital market as a major obstacle to growth12. They stress the
possibility of underdevelopment traps in which an economy’s real and financial sectors
display little co-evolution.

10 Fohlin (1985b) refers to the surveys made by Marco Pagano (1993) and Alexander Galetovic
(1996) on growth and finance.
11 Blackburn, Bose and Capasso (2001); Atje and Jovanovic 1993; Demirgüç-Kunt and Levine
1996a,b; Levine and Zervos, 1996, 1998.
12 McKinnon (1973) and Shaw 1973.
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Some economists examine the direction of causality between financial development
and economic growth (Calderón, César and Lin Liu, 2002). They find that (1) financial
development generally leads to economic growth; (2) Granger causality from financial
development to economic growth and vice versa; (3) financial deepening contributes
more in developing countries than in industrial countries; (4) the longer the sampling
interval, the larger the effect of financial development on economic growth; (5)
financial deepening propels economic growth through faster capital accumulation and
productivity growth.

There is empirical evidence of the existence of an independent effect exerted by
bank efficiency on real growth which corroborates the presence of a Schumpeterian
channel, emphasizing the allocative function of banks (Fisman and Love, 2002).

Theories relating finance to development do not deal directly with universal
banking. In this regard, there is some recent evidence that debt and equity act more as
complements to each other13. The cost of pure debt and pure equity finance rise with
the level of development. At some point, lenders find it optimal to complement the use
of debt with the use of equity as a double-edged strategy for dealing with a double
(rather than single) moral hazard problem.

In general, financial institutions may enhance economic growth by raising the total
quantity of financial capital available to entrepreneurs, improving the productivity of
investments and increasing the efficiency of intermediation between the sources and
uses of funds. Thus, the structure of financial systems may influence real variables
since different institutions may handle these tasks with varying efficiency.

3.2 Gerschenkron’s View

Gerschenkron (1962) claimed that banks facilitated growth among developing
(backward) countries. He argued that the nineteenth century Germany was relatively
backward, with a poorly developed capital market and a scarcity of savings. Universal
banking came in handy to mobilize savings, which stimulated growth in the heavy
industry The integrated, universal banks of Germany and other countries appeared to
be the most efficient kind of intermediation.

Gerschenkron related the creative role of banks specifically to the so-called “catch-
up” problem. He argued that the main challenge for achieving rapid economic growth
in 19th century continental Europe was the coordination of industrial activity. Britain
had already pioneered industrialization, and the issue in continental Europe was to
mobilize resources to follow its example.

13 Demirgüç-Kunt and Levine 1996a,b.
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Universal banks have been acknowledged since the nineteenth century for the part
they played in Germany’s industrialization. Many authors have written on the subject;
but Gerschenkron’s work, perhaps because of its simplification of the myriad complex
issues has appealed to a wide range of economists and historians, who speak of the
“Gerschenkron Hypothesis.”

The Gerschenkron hypothesis holds that the role of financial institutions in
industrialization depends on the extent of economic backwardness on the eve of
industrial takeoff. He claims that financial institutions played a critical role in the
industrialization of moderately backward economies, viz., much of northwestern
continental Europe. In situations of extreme underdevelopment, as in Russia, financial
intermediation was insufficient to support the transition to modernized industrial
activity and needed to be supplemented by centralized institutional intervention
mostly from government

Gerschenkron (1970) credited more than one factor with a positive role in
industrialization; financial intermediation was only one of them. Those factors varied
with general economic conditions and are include the following:

i. The speed of industrial growth;

ii. The stress on bigness of plant and enterprise;

iii. The composition of the nascent output, that is, the degree to which
“heavy” industries were favored;

iv. The reliance on technological borrowing and perhaps financial assistance
from abroad;

v. The pressure on levels of consumption;

vi. The passive role of agriculture;

vii. The role of banks and state budgets;

viii.The virulence of ideologies, under the auspices of which the
industrialization proceeded
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4. SURVEY OF THE EUROPEAN EXPERIENCE

The technologies already developed in industrialized Britain were readily available
to Germany to adopt. Yet, Germany suffered from relative capital shortage, i.e., the
circle of family and associates of the typical entrepreneur could not provide investment
at the required scale. It also suffered from the shortage of entrepreneurship. Universal
banks have been viewed as the institutions that performed the capital-supplying
functions and substituted for entrepreneurial deficiencies.

4.1 Fohlin’s Survey

Gerschenkron was not alone (Tilly, 1994). Several German historians believed that
“banks have become the direct promoters of the spirit of enterprise, the pacemakers for
industry and trade” (Fohlin, 1998b), a sentiment that continued to be supported by
modern economists Others credit universal banks with contributing in many ways to
the growth of German industry, especially through the mobilization of the financial
resources necessary for industrialization (Chandler, 1990).

Kennedy (1987) attributed the superior growth performance in Germany (and the
U.S.) to a financial structure that made: “resources available to a large group of
technologically progressive industries on a scale unequaled in Britain, in the half
century after 1865.”

Lavington (1921) stressed screening, monitoring, risk management, venture capital
activities and economies of scale and scope: “An organization such as the Deutsche
Bank possesses these qualities to a high degree... with able management …, the risks of
industrial banking are greatly reduced; business ventures in need of capital can be
thoroughly investigated and the development of the more pioneering enterprises may
be promoted with a reasonable prospect of success”.

The German universal banks with large networks of branches were credited with
mobilizing capital, screening potential entrepreneurs, promoting and re-organizing
industries, participating in the formulation of investment and production strategies,
monitoring the progress of clients’ investments, arranging and enforcing propitious
industrial combinations, and diversifying away risks

Universal banks have provided substantial and efficient finance throughout firms’
lives, thereby reducing the costs of finance and promoting industrial investment and
efficient allocation of the economy’s investment portfolio (Calomiris, 1995b and Tilly,
1994). Long-term relationships between banks and industrial firms were central to the
acquisition and transfer of useful financial, strategic and entrepreneurial information.
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Moreover, universal banks have gained significant say in the use of funds, and thus
the types of investments made by firm, reducing uncertainty about borrowers,
mitigating risks of moral hazard or simple bad judgment, and facilitating long-term
lending, in the form of short-term credits on current account that were rolled over
repeatedly. Pollard and Ziegler (1992) stress “that rolling short-term credit, perpetually
renewed, could be the equivalent of long-term capital, or could be used to free the
firm’s resources for long-term investments”.

Gerschenkron among others, claimed that German, Austrian and Italian banks,
“established the closest possible relations with industrial enterprises.” Ties between
banks and firms were established and maintained through placement of bank
representatives on firms’ supervisory boards.

Bank seats on supervisory boards are traditionally thought to have permitted
oversight and direct control, over firms’ operations and decisions. Chandler (1990)
notes, “The representatives of the German Grossbanken participated to a greater extent
in the top-level decision-making of new industrial companies than did representatives
of financial institutions in the United States and Britain.” He goes on to report that
“…banks often had a significant say (particularly in the early years of a company’s
history) in investment decisions, in the selection of top and even middle managers, in
establishing administrative procedures, and in reviewing the internal financial
management of the enterprises that they had helped to finance”

Bank intervention is seen as improving operational efficiency, managerial
organization, and, ultimately, profitability. Universal banks are perceived as marriage
brokers: identifying advantageous combinations, in the form of cartels or mergers.
Feldenkirchen (1991) noted that “the banks, with the Disconto-Gesellschaft in the lead,
promoted the expansion of big enterprises such as the Gelsenkirchener Bergwerks AG
and the Harpener Bergbau AG, expecting to achieve their aims more easily once
industrial concentration had taken place”(Feldenkirchen, 1991).

Feldenkirchen (1991) gives, as an example the willingness of bankers to help firms
solve idiosyncratic difficulties and ride out general downturns, the case of Hoerder
Bergwerks-und Huttenverein, which, because of its exclusive relationship with the
Schaahausen’schen Bankverein (and the private banker Deichmann Co.), received
crucial restructuring and survived a brush with bankruptcy. The cradle-to-grave
relationships between banks and firms and the beneficial mutual commitment that
resulted were “in the interest of the security, profitability, and longevity of a credit
institution to provide for all of the credit needs of a firm, from its formation to its
liquidation,” Mayer (1988).
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In summary, universal banking activities and accompanying formalized bank-firm
relationships were credited with raising the quantity, quality and efficiency of
investment in the last half of the nineteenth and the start of the twentieth century.

England, being seen as the first European country to industrialize, constituted the
metric by which other experiences are measured. In the Gerschenkronian account,
British industrial development proceeded gradually, and innovations required small
infusions of capital that entrepreneurs borrowed from banks. The standard view of
banking and industrialization, then, distinguishes sharply between the British and
German experiences

There is a second part to the Anglo-German comparison; involving the relative
success of the two banking systems in promoting industrial growth at the end of the
nineteenth century and the start of the twentieth. Britain is thought to have lost ground
relative to its continental neighbors at the turn of the century, due to a failure to
innovate and invest at the forefront of technology. Chandler (1990) concludes,
“Germany had decisively outpaced Britain in producing and exporting the products of
the Second Industrial Revolution.”

Thus, German banks are thought to have promoted economic growth more
effectively and efficiently than the British banks. Kennedy (1987) attributes the lack of
long-term lending and venture capital to the informational weaknesses of the British
system. Kennedy and Britton argued that the German system’s superior risk
diversification placed Germany closer to its efficient portfolio frontier compared to
Britain (Fohlin, 1998b).

4.2 Da Rin and Hellmann’s Survey14

This section summarizes Da Rin and Hellmann’s (2002) account of the literature
that documented the banking experience of Belgium, Germany and Italy.

Gerschenkron (1962) called for assigning the job of capital provision in Germany to
the “role of credit-creation policies on part of the banking system.” Rondo Cameron
(1967) noted that after 1830, the Belgian rapid growth was accompanied by the
development of banking institutions. Schumpeter (1939) gave German Kreditbanken
large credit for taking an entrepreneurial attitude and fostering the rise of large
industries. While noting the link between fast industrialization and the financing of
industry by private banks, economists were wary of the oligopolistic structure of
financial markets. Tilly (1992) and Riesser (1910) feared that the power of banks
would lead to the ossification of both the industrial and banking market structures.

14 This is a summary of the survey conducted by Da Rin and Hellmann’s (2002).
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Confalonieri (1982) has been quoted to have made a similar remark about Italy after
1907 by Da Rin and Hellmann, (2002).

Da Rin and Hellmann, (2002) examine the historical evidence from Belgium,
Germany, and Italy to show that a few large private banks, which preceded
industrialization, financed the bulk of new industrial firms. They enjoyed considerable
market power in an oligopolistic banking market protected by regulatory barriers to
entry. Acting as both lenders and shareholders, they actively promoted investment in
industrial technology, and engaged in coordination of industrial investments, thus
pioneering universal banking. Over time, they actively encouraged the cartelization of
several industries in order to protect the existing firms and the stability of their profits,
possibly at the cost of slowing down growth and innovation in the industrial banking
sector itself

4.2.1 Belgium (1830 to 1850)

Belgium was the first to follow Britain in the Industrial Revolution. Between 1830
and 1850, its GNP grew well above the European average. Its industrial capacity grew
at a yearly average that is more than twice as in the previous thirty years. Critical to
this success was the action of two banks with capital equal to two thirds of the capital
of all industrial credit banks. The Société Générale pour favoriser l”industrie nationale
created in 1822, as the world’s first joint-stock investment bank and became active in
industrial finance from the early 1830s. The Banque de Belgique was founded in 1835,
and engaged in industrial finance from the outset.

Entry of joint stock-banks was restricted, by government discretion and the two
banks faced no competition. They assisted and actively encouraged firms in fast
growing industries to adopt the corporate form in order to raise large amounts of
external finance. Until 1838, they organized 55 industrial joint-stock companies and
helped them raise a combined capital of 154 million Francs. The Société Générale
invested 31% and the Banque de Belgique 26% of their capital in industrial equity in
1847. In 1860, the Société Générale controlled one fifth of the country’s industrial
joint-stock capital (1 billion Francs). These investments turned out to be profitable.

Da Rin and Hellmann, (2002) quote an economic historian (Cameron, 1967, p.145))
as saying “banks did not respond passively to demand for credit, but actively sought
new firms, underwrote their stock issues, financed potential stockholders, held stock in
their own names, placed their officers on the board of directors of the companies they
promoted, and ministered to the companies” needs for both working capital and new
capital for expansion.”
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The Société Générale and the Banque de Belgique were the first examples of
universal banks. They identified industries with high growth potential, to which they
extended credit and in which they bought equity participations. For this purpose they
invented the financial trusts, which were holding companies that managed the two
banks’ industrial portfolios15. Bank managers advised their clients on business
strategies, and sometimes acted as their financial managers. This way they enhanced
the coordination of both the investment decisions made by scattered entrepreneurs as
well as the activities of the whole industry

4.2.2 Germany (1850 to 1870)

Germany is often cited as the quintessential case of bank-driven development. Its
economy experienced Between and 1870 a quick industrialization that made it the
first economic power on the continent. Like Belgium, its GNP grew faster than both
the European average and its own growth during the previous two decades. Between
1860 and 1880 its industrial capacity grew higher than in the previous thirty years.

The German industrial credit banks, Kreditbanken, played an active role in
industrial development combining commercial and investment banking activities and
nurturing close relations with industry (Da Rin, 1996). Of the 40 Kreditbanken
founded between 1848 and 1870, four accounted for most of the industrial credit
activities: The Schaaffhausen Bankverein, the Disconto Gesellschaft, the Bank für
Handel und Industrie and the Berliner Handelsgesellschaft. Their capitalization
accounted for nearly half of that of all industrial credit banks. They used mainly their
own capital as a source of finance.

In Prussia, the largest German state, entry as a Kreditbank was restricted. the
government granted a joint-stock charter only to the Schaaffhausen Bankverein. The
other three Kreditbanken were organized as unincorporated limited liability companies.
When incorporation was liberalized in 1871, and scores of new joint-stock banks came
in, the financial sector remained fairly concentrated as a small number of very large
Kreditbanken, the Grossbanken, dominated the smaller Provinzbanken. Grossbanken
acquired several local and regional Provinzbanken in order to retain a leading position
and keep up with the growth of the economy. Six large bank groups, Konzernen, thus
came to dominate the industrial credit sector.

15 The Société Générale created one subsidiary and three investment trusts. The Banque de
Belgique created two subsidiaries and two investment trusts, while they retained shareholdings
of some corporations.
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The credit channeled by Kreditbanken increased at an average yearly rate of 19.4%
between 1852 and 1870, from 20 to 492 million Marks. Between  and 1870, 259
firms incorporated, up from 102 in the previous 25 years. Incorporation was typically
managed with the help of an industrial credit bank16. Kreditbanken acted as universal
banks, providing loans, issuing securities and retaining equity positions in firms they
concentrated in few regions: The Rhineland, Ruhr, Silesia and Saxony; and industries:
mining, machinery textiles, construction, and railways

German banks frequently took equity participations in their client firms. These
equity holdings absorbed much of the banks” capital: from the 13% of the
Schaaffhausen Bankverein to 50% of the Bank für Handel und Industrie.

Universal banks were overall profitable, though losses were experienced in the
early years. Their average dividends were generally high and each accumulated hefty
surplus reserves The personal nature of their business relationships allowed them to
elicit and circulate information effectively, and to have a strong influence on
investment decisions (Da Rin, 1996). As Richard Tilly (1966b, p.181) argued: “the
contribution of German bankers to the mobilization of capital operated not only on the
supply side but on the demand side as well; by organizing and allying themselves so
closely with industrial enterprises, bankers strengthened and in part represented the
demand for investment funds”

In Germany industrial concentration increased since the recession of the 1870’s,
taking the form of cartelization, both then legal and politically popular as well as
mergers and acquisitions. This consolidation process had been led by the major
Kreditbanken, each of which backed one industrial group and exerted influence to spur
concentration in industries or simply upholding it. They helped groups like Krupp,
Hoesch and the Rhenish Steel Works to become the dominant market players.
Feldenkirchen (1991) provides additional evidence on the role of bank in the
concentration of heavy industries, and remarks that when cartels proved brittle in the
recession of the 1880s, banks promoted concentration through acquisitions In the
1860s and 1870s, large universal banks were instrumental in the creation of the
chemical industry, financing firms like BASF, AGFA, Degussa, Hoechst and Bayer
(Da Rin  , which were extremely successful. They refrained from financing
further entrants, enabling those firms to dominate the chemical industry.

4.2.3 Italy (1894 to 1914)

Italy industrialized rapidly between the early 1890s and 1914, when GDP and
industrial output grew faster thanin the previous two decades. Private industrial credit

16 Kreditbanken also supported firms that assumed unincorporated limited liability form.
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banks banche di credito ordinario played a key role in channeling savings towards
industrial high growth sectors. The Banca Commerciale founded in 1894 and the
Credito Italiano in 1895 controlled nearly two thirds of the assets of all industrial credit
banks. Most of their funding came from their own capital, as deposits accounted for
less than a quarter of liabilities. Other competitors were smaller banks. The Banca
Commerciale and the Credito Italiano succeeded in imposing exclusive relationships to
most of their clients.

Italian industrial credit banks were universal banks that encouraged firms to
incorporate and managed the issue of their equities and bonds on the stock market.
Between 1900 and 1913 Italian joint stock companies grew from 848 to 3,069, and
between 1900 and 1907 they raised about 2.7 billion lire, mostly on the stock
exchange. In 1897 there were 30 listed companies in the Milano Stock Exchange
which grew to 169 by 1908. Both the Banca Commerciale and the Credito Italiano
played a major role in planning and financing these operations. Their investments in
industrial securities ranged from 5% to 10% of their assets between 1895 and 1906,
and their loans to large industrial firms accounted for another 20-30% of assets and
income. Their net income rose many folds between enjoying steady and accelerating
growth.

Like Belgian banks with investment trusts, Italian banks managed their industrial
participations through subsidiaries. But unlike their Belgian colleagues, they did so by
acquiring control in industrial companies which they used as holding companies.

Gerschenkron (1962) argued that in Italy as in Germany, not only capital, but
entrepreneurial guidance was channeled to the nascent and expanding industrial
enterprises. As in Germany, they maintained intimate connections with industrial
enterprises and nursed it for a long time before introducing them to the capital market.
They were also protective of the competitive positions of their clients.

5. UNIVERSAL BANKING & INDUSTRIALIZATION: THE FOHLIN-TEMIN
DEBATE

Universal banking in Germany and Japan has been credited with giving both
countries an advantage in industrial development and economic growth over much of
the past  0 years (Fohlin, 1998). The supporting arguments are many.

Universal banking has been a key ingredient in Germany’s industrial development
before World War I, yielding economies of scope and greater efficiency. As they
increased the volume and reduced the costs of finance, they promoted industrial
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investment (Calomiris, 1995a). Furthermore, German banks maintained close, long-
term relationships with industrial firms.

Calomiris (2000), through his study of pre-World-War I Germany, has found that
universal banking served to reduce the cost of financing industrialization in Germany
relative to its corresponding level in other countries where commercial banking is
prevalent. He also found that the financial sector reached a higher level of allocative
efficiency in the former than in the latter country. We can therefore rest assured that
banks operating as universal banks give better support to development efforts.

In contrast, British banks have been criticized for avoiding engagement with
domestic industry and leaving firms to seek financing from other sources Firms”
recourse to securities markets served investors” short-term profit motives at the
expense of long-term growth (Collins, 1991; Capie and Collins, 1992; Edwards, 1987).

Fohlin (1998) looks into whether German banks offered the advantages that have
been ascribed to them; and whether the services by universal banks fueled economic
growth. Noting that British banks were not prohibited from combining functions or
from pursuing long-term relationships with industrial firms, their role in industrial
growth should be related to rationing relatively low-return or high-risk ventures or
failing to perceive or act upon favorable prospects (Fohlin, 1998).

Fohlin (1998) uses aggregate bank balance sheet data to compare British and
German banks, a step toward quantifying the financial-system growth effects over the
decades leading up to World War I. She measures the rate of expansion and the
ultimate magnitude of capital mobilized by British and German banks, then
investigates the makeup of the banks” asset portfolios and estimates the extent of direct
involvement by the two types of banks in equity ownership

Her findings suggest that, compared to British banks, German banks maintained at
least as much liquidity relative to their short-term liabilities, mobilized a smaller share
of the economy’s capital, and held approximately an equally small proportion of their
assets in the form of non-government securities. Furthermore, German banks seem to
have held only a limited number of industrial equities in their portfolios mostly
because of insufficient markets for new issues

She concludes that the gulf between specialized and universal banking in terms of
their influence on economic growth and industrial development is less than commonly
believed In comparing the contributions of the British and German banking systems,
she finds no compelling evidence that one system consistently or significantly
outperformed the other in raising the quantity or quality of investment
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Her findings indicate that German universal banks, despite their broader
involvement in corporate finance, accounted for a markedly smaller proportion of the
economy than did British banks. The gap of the 1880s, mostly due to the later onset of
industrialization in Germany than in Britain, only began to diminish after 1894 and
never fully disappeared

Universal banks may have, however, expanded their available capital at a faster
rate, since they invested or lent a greater share of their total liabilities than did British
banks. Until the late 1890s, German banks actually maintained more conservative
coverage of short-term liabilities than did the U.K. banks. Only with the serious onset
of the deposit business in the mid ’s did the German cash-to-deposit ratios begin
their steady decline

Her findings also indicate that the universal banks held only a small share of their
portfolios in the form of industrial equities. They held stakes in few firms often for
lack of demand for their shares. They wielded greater control over firmsthrough board
positions, but took no greater equity stakes in those firms. Fohlin then claims that the
German system of relationship banking may actually have led to relative
underinvestment in risky projects

Regulation that encouraged the growth of universal banking in Germany may have
also inhibited the development of securities markets.

Universal banking may yield economies of scale or scope compared to a specialized
system but these economies may also lead to excessive concentration, market power
and inefficiency in the banking sector.

Fohlin claims to have narrowed the perceived gulf between the British and German
banking systems; and believes that without a significant period of real development
financial institutions can offer only limited benefits for economic growth. While she
admits that the German economy has outperformed its British counterpart over the past
century, she suggests that differences in banking structure are probably not the cause.

In response to Fohlin, Temin (1998) reminds us that Gerschenkron (1962) argued
that Germany needed banking to mobilize savings in the nineteenth century because of
its relative backwardness, manifested in undeveloped capital market and of savings
scarcity.

When universal banks mobilized savings, they stimulated the growth of heavy
industry several economists have argued that the integrated, universal banks of
Germany and other countries provide the most efficient intermediation Fohlin starts
from Pagano’s (1993) simple linear model in which growth was equal to the product of
the level of technology, the savings rate and the cost of financial intermediation
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Taking the first of these as given, she argued that financial institutions can be evaluated
by their effects on the volume of savings and by their efficiency in intermediation.
Increasing the volume of savings often is termed mobilization, while more efficient
intermediation equalizes the rate of return across the economy and yields greater
output for a given amount of savings

Fohlin calls these outcomes the quantity and quality of investments. Gerschenkron
emphasized the role of banks in mobilizing savings. Fohlin shows that the ratio of
financial assets to GNP was higher in Britain than in Germany before World War I.
Banks had fewer assets relative to GNP in Germany than in Britain although their
assets rose more quickly and surpassed those of the British banks before the war.

Fohlin concludes from these data and from data on bank reserve ratios that financial
institutions in Germany did not play the role in mobilizing savings that they played in
Britain; or at least not until Germany had caught up with Britain in many dimensions

Temin (1998) explains that Gerschenkron would have admitted that Germany
needed universal banks because it had fewer financial intermediaries than Britain. The
relevant comparison is not with Britain, which did not need universal banks, but with a
less developed country that could not mobilize its savings. From the perspective
proposed by Gerschenkron, Fohlin’s data indicates that German banks were doing a
very good job of mobilizing savings, thereby bringing Germany closer to the more
advanced British economy

Fohlin maintains that German banks held no more equity in industrial firms than
their British counterparts She mentions that banks in the Anglo-Saxon countries were
not precluded by regulation from operating like universal banks. Her analysis implies
that British banks did not adopt universal banking for possibly two reasons: The first is
that the British banking structure was preferable to the German one which presumably
was forced on the Germans by their relative backwardness Moreover, the large British
capital market allowed banks to specialize, while German banks did not have the same
opportunity in their constricted capital market. Temin finds it therefore impressive that
German banks were catching up to the British before the war

This view suggests that nineteenth-century German institutions were used only
because conditions would not allow better ones to flourish. It suggests that German
capital markets in the late nineteenth century have suffered from greater, rather than
smaller, costs of intermediation

Temin points out that contrary to this view, however, Calomiris (1995a), argued
that, in comparison to the cost of intermediation in American banks, the cost in
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Germany was very low. If the costs of intermediation were similar in both Britain and
the US, then Calomiris” conclusion is relevant

Another possible answer to the question of why Britain did not have universal
banks can be drawn, relying on the concept of complementarity of Milgrom and
Roberts (1990), which can be used to show that British conditions may not have been
conducive to German-style banking, irrespective of the advantages and disadvantages
of their corresponding banking structures, but rather to the institutional
complementarities in each country. German banks would not have worked well in
Britain, just as British banks would not have worked well in Germany

Temin (1998) points out that in a world filled with complementarities, there is no
way to evaluate specific institutions and practices in isolation. To the extent that
British or German banking was located within such a web of complementarities, it
does not make sense to compare them with each other independent of the rest of the
capital market

Temin emphasizes that complementarities are relevant because the German equity
market was not as well developed as it is in Britain in the late nineteenth century and
perhaps until now. German firms relied more heavily on debt than British firms. The
structure of finance in the economy as a whole must be considered.

Meanwhile, Fohlin separates assets into debt and equity for banks but not for the
economy as a whole Fohlin shows that banks in Britain and Germany held
approximately the same small share of their assets in the form of equity in non-
financial firms. Since the equity market was less developed in Germany, German firms
relied more heavily on debt financing than did their British counterparts.

Edwards and Ogilvie (1996), using data from Goldsmith (1985), calculate that
shares of domestic joint-stock companies were 12 percent of national assets in Britain
in 1895 and 2 percent in Germany These shares had changed slightly to 10 percent and
3 percent respectively by  . Temin concludes then that the share of business equity
held by banks in Germany may have been larger than in Britain Besides, German
banks provided capital to industrial firms through what has been translated as the
“current account,” a deposit with automatic overdraft privileges The interest rate on
overdrafts was 1 percent above the market rate; on deposits it was 1 percent below the
market rate. Banking finance of industry in Germany would be proportionately more
that provided by British banks

Temin (1998) refers to the claim that the great German banks wanted to dominate
the economy which Fohlin assumes they did it to make money German banks could
have made money by holding equity. But Fohlin found that the German banks did not
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hold more equity than British banks. As Temin (1998) noted, German banks loaned
extensively through the “current account” This was a debt instrument, not equity, in
which the interest rate was fixed and rather low; there was little money to be made
here

German bankers were not known to be active in politics. They were not men of
great wealth independent of their banks, and their wealth was not increased by the
action of borrowing firms. They were simply banks along the lines that we know them,
loaning money to firms and earning money by choosing good risks.

6. THE BIG-PUSH MODEL AND CATCH-UP ECONOMY17

6.1 The Model Without Financial Intermediation

Questions regarding banks playing the role of a catalyst in prewar Europe can only
be answered through guidance from theory. Da Rin and Hellmann (2002) referred to
the theories of the big push that focused on identifying the reasons for the multiplicity
of equilibria and for the existence of coordination failures. However, those theories
gave little attention to possible remedies. In particular, the role of financial
intermediaries has not been addressed in this literature. Taking this as a starting point,
they developed a model to examine under what circumstances profit-motivated banks
would act as catalysts for industrialization

Matsuyama (1995) reviews the recent literature on “big push” models that followed
the work by Murphy, Shleifer and Vishny (1989), and investigates the notion of catch-
up economy which focuses on a variety of positive externalities between investments
in order to derive the existence of multiple Pareto-rankable equilibria. In the typical
model, a low equilibrium is characterized by a self-perpetuating belief that no
industrialization occurs, whereas a high equilibrium is sustained by a self-fulfilling
expectation that industrialization will occur

While big push models have been used to explain periods of rapid industrialization
it may come as a surprise that they have not addressed the role of banks Instead, they
study the conditions under which an economy gets stuck in a low equilibrium because
of coordination failure, without looking into the institutions redress the lack of
coordination. We are thus left with some important open questions. Can banks affect
the economy-wide equilibrium? What are the theoretical foundations for the role of
banks as catalysts for industrialization? What does it mean to create new industries or

17 Based mainly and borrows heavily from Da Rin and Hellmann (2002).
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to be a catalyst for growth? And under what circumstances would banks want to take
such an active role in the economy

6.2 Introduction of Financial Intermediation into the Big-Push Model

Da Rin and Hellmann (2002) borrow from Schumpeter, Gerschenkron and others,
to survey historic evidence from three European countries that experienced periods of
rapid industrialization: Belgium from 1830 to 1850, Germany from 1850 to 1870 and
Italy from 1894 to 1914. They focus on the role banks play and uncover some
interesting patterns.

The experience of the three countries has been summarized above. In each country
a small number of banks accounted for the bulk of investments in the industries that
generated rapid economic growth. These banks invested in a portfolio of firms that
depended on one another and that together pioneered new markets and industries. They
were also large oligopolies that held powerful market positions at the beginning of the
rapid growth periods. Interestingly, these were also the banks that pioneered universal
banking Those banks gradually changed their focus over time from financing new and
innovative firms to protecting their incumbent firms by encouraging industrial
concentration.

Da Rin and Hellmann (2002) develop a new theory of the role of banks in
promoting industrialization in emerging economies, starting from a “big push” model
where there are two Pareto-rankable equilibria. A bank can induce the economy to
move from the low to the high equilibrium, by mobilizing a “critical mass” of firms,
i.e. invest in a set of firms that induces other banks and firms to invest in the emerging
markets. A bank will only invest in a critical mass if it expects to recover its losses.
This means that in the high equilibrium the bank needs to make profits on some
additional firms outside the critical mass. The Da Rin and Hellmann model then
predicts that banks will only play a catalytic role if they are sufficiently large to invest
in a critical mass of firms and have enough market power to recoup their costs.
Intuitively, the costs mobilizing the critical mass are reduced if banks are allowed to
own equity through which they can have a share in the value they create by mobilizing
the critical mass. This leads to an additional prediction of the model, that universal
banks will find it easier to promote investments in new industries

Da Rin and Hellmann show that catalytic banks have one particular disadvantage:
banking concentration may foster concentration in the industrial sector. More
specifically, the number of entrant firms that are financed to compete with an industry
incumbent is lower in the presence of large banks



165

Looking for empirical evidence, Da Rin and Hellmann examine the cases where
banks did not play a catalytic role in the industrialization of emerging economies.
Introducing banks into the big-push model, the role of banks as catalyst to
industrialization appears distinct from their traditional roles in the allocation of capital
and the screening and monitoring of individual firms18. The model is a good start for a
macro theory of banking. This differs from relationship banking since it takes-up the
economy-wide effects of the interactions of one bank with many firms at a time, as
opposed to the details of the interaction between one bank with one client over time19.

6.3 Da Rin-Hellmann Model of Coordination Failures

Da Rin and Hellmann (2002) use a simple price-leadership model that allows for a
one-dimensional parameterization of the intensity of competition in the financial
market. They start with a group of small investors with a competitive fringe which can
finance exactly one entrepreneur each and a lead investor who can always finance the
rest of the entrepreneurs. When the financial market is perfectly competitive the leader
disappears and the lending rate (i) equals the deposit rate (r). The market power varies
inversely with the competitive fringe. When the fringe disappears, the leader becomes
a monopolist

Da Rin and Hellmann (2002) start with the case of competitive financial markets,
with no lead investor but only a competitive fringe They show that in this case there
exist two Pareto-rankable competitive equilibria, one where all entrepreneurs invest
and one where no entrepreneur invests Intuitively, whenever there is a “large” number
of entrepreneurs starting new firms, complementarities make it worthwhile for all to
also invest. Likewise, when only “few” entrepreneurs set up a firm, it is not profitable
for others to also do so. They name the equilibrium with no entrepreneurs the SQE
(‘status Quo” Equilibrium) and the equilibrium with all entrepreneurs investing the
EME (“Emerging Market” Equilibrium.

Da Rin and Hellmann (2002) consider the existence of multiple equilibria as a
coordination failure. In the SQE the belief that no entrepreneur will set up a firm is
self-fulfilling, i.e., it implies that no entrepreneur actually undertakes that costly action.
Likewise, in the EME the belief that many entrepreneurs are setting up a firm justifies
the investments by many entrepreneurs They then focus on how to eliminate the SQE.
For this purpose they look for the conditions under which banks, as financial

18See Fama, 1980; Diamond, 1984; and Stiglitz, 1985 and see Bhattacharya and Thakor (1993)
for an extensive survey of modern theories of banking,
19 For literature on relationsip banking, see Allen and Gale (1997), Aoki and Patrick (1994),
Din»c (2000), Rajan (1992), and von Thadden(1995).
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intermediaries, can promote the emergence of markets in a way that does not rely on
spontaneous or fortuitous coordination

Their focus on banks is based on the European historical experience surveyed above
as well as theoretical reasons. In an economy with multiple equilibria, with only small
savers whose direct financing to firms, is not able to achieve coordination and induce
the emergence of new markets, some type of financial intermediation is necessary.
Naturally, banks would be potential candidate for coordination. First, the availability of
external finance directly influences entrepreneurs’ decisions to set up firms. Second,
funds provided by banks are essential input for most firms. Moreover, banks interact
with many entrepreneurs and thus have a unique opportunity to induce coordination.
Finally, they have a financial self-interest in the emergence of new markets

6.4 Banks As Catalysts

Da Rin and Hellmann (2002) consider the conditions under which an investor may
act as a catalyst, i.e., an agent whose actions precipitate a change. In order to achieve
coordination it is necessary for all entrepreneurs to believe that a critical mass of
entrepreneurs will start a new firm. The critical mass is defined as the smallest number
of entrepreneurs which, by creating new firms, make starting a firm the only
equilibrium strategy for all other entrepreneurs. Da Rin and Hellmann break down the
profits of a leader into two parts: one part resulting from mobilizing the critical mass,
and that made on all other entrepreneurs.

The leader needs to convince a minimum number of entrepreneurs to set up a firm
despite their pessimistic beliefs. It can do so by offering them loans in which the
interest rate is low enough to make them willing to set up a firm. The leader makes a
loss on each of the loans to members of the critical mass. Once firms in the critical
mass have been convinced to create a firm, all other entrepreneurs are also willing to
follow suit

Thus, the leader sets the interest rate for entrepreneurs outside the critical mass to
maximize his profits. The larger the competitive fringe, the fewer entrepreneurs the
leader can finance outside the critical mass. Only when the competitive fringe is
sufficiently small to allow the leader to recoup his looses from subsidized loans to the
critical mass, the leader would be enticed to act as a catalyst.

While the presence of the leader allows the economy to move to the EME,
entrepreneurs face a higher average cost of capital than under spontaneous
coordination with perfectly competitive financial markets. This shows that the
existence of market power, while helpful to promote coordination, also has a cost In
order to act as a catalyst, an investor needs to be large enough to mobilize a critical
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mass of entrepreneurs, as well as possess enough market power to make profits on the
other entrepreneurs who start new firms, so as to recoup the cost of coordination. Da
Rin and Hellmann (2002) use a Stackelberg model where a lead investor is a first
mover and a fringe of perfectly competitive investors are followers. The leader is a first
mover that has enough market power to recoup the cost of coordination. By financing a
critical mass, the leader acts as a catalyst for the investment of all other
entrepreneurs20.

6.5 The Role of Equity Finance

So far we restricted investors to only provide standard debt contracts. In this section
we show that the cost of coordination can be reduced, and sometimes even eliminated,
if the leader is allowed to offer equity contracts. Suppose that the leader holds some
equity. When the leader finances entrepreneurs with equity, he participates in the
profits obtained in the EME, thereby internalizing partially the externality that is at the
root of the coordination problem. This reduces the cost of subsidizing entrepreneurs in
the critical mass and makes coordination easier. The decrease in the coordination cost
also means that the competitive fringe can be larger.

6.6 Heterogeneous Firms

A potential problem with achieving coordination with heterogeneous firms is that
the leader may not always want to implement the EME. The optimal contract, may not
allow him to capture all coordination rents. This generates the need for market power

With heterogeneous firms the leader may choose the critical mass strategically,
preferring, for example, to finance an entrepreneur whose firm is only mildly
profitable, or even outright unprofitable, but that provides a large positive externality
on other firms21. Therefore, there may be more than one critical mass and more than
one target equilibrium. The resulting equilibrium may depend on what critical mass is
mobilized. Heterogeneity of firms thus allows for a bewildering variety of ways of
mobilizing critical masses and reaching different outcomes. In particular, Da Rin and
Hellmann (2002) show that with debt contracts the leader always makes losses on all

20 The structure of the financial market affects the bank's ability to engage in coordination.
Undifferentiated Bertrand competition between the leader and one or several other investors
would destroy any rents accruing to him. However, Cournot, differentiated Bertrand, or others
would also leave some rents for the leader.
21 Note that historically banks have often invested in infrastructural projects whose payoff takes
a long time to arrive, if it does at all. Investment in railways and canals are typical examples of
infrastructural projects with substantial externalities on the rest of the industry, even if
unprofitable by themselves.
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entrepreneurs in the critical mass. This implies that there is always a cost of
coordination. As a consequence the leader requires sufficient market power to cover
coordination costs. Meanwhile, the use of equity reduces and sometimes even
eliminates the cost of coordination.

6.7 Bank Concentration and Industrial Concentration

In the European experience, concentration in banking was often associated with
concentration in the industrial sector. Da Rin and Hellmann (2002) extend their model
to consider concentration22. Banks start with financing pioneers in their own industries.
Then, they continue to finance incumbents. Even if financial sector growth is good for
the economy at large, the lead bank will mostly fend off any additional competition
from the fringe banks. As a consequence, the lead bank has an incentive to somewhat
retard the development of the financial sector

Da Rin and Hellmann (2002) consider it a significant disadvantage that large and
powerful banks have a vested interest in preserving industrial monopolies.

7. INTEGRATED FINANCIAL SERVICES PROVISION, IFSP23

Many countries have been reforming their financial systems over the past two
decades: removing barriers to entry, reducing portfolio restrictions and lowering
directed lending requirements, and the general removal of many product limits in
addition to the dismantling of regulatory barriers separating banking, insurance and
securities activities. Legal and regulatory boundaries between different financial
intermediaries have been rapidly disappearing in many countries, as in the repeal in
1999 of the Glass-Steagall Act in the United States. Integrated Financial Services
Provision (IFSP) or integrated banking is becoming the norm around the world, with
many countries having today no or very few restrictions on the ability of banks to
offer, besides commercial banking services, securities, asset management or insurance
services

The disintermediation of bank assets and liabilities by capital market transactions
has pressured banks to expand their financial services to cater to a greater set of
customer needs and preferences. Technological innovations have provided financial
institutions with a greater ability to deliver multiple financial services and exploit
economies of scope Regulators have responded to these market forces with the

22 For other models on market power in financial markets, see Hart (1983) and Aghion,
Dewatripont and Rey (1999).
23 This whole section is Based upon and borrows heavily from Claessens (2002).
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removal of restrictions This has lead to the rise of the integrated financial services
provision (IFSP), that is, the ability of a financial institution to provide all types of
financial services under one roof, as one of the standards in the financial services
industry. Models of IFSP include universal banking, bancassurance and other models,
such as bank holding companies engaged in multiple financial services

The issue of IFSP has not been without controversy. In the U.S., for example,
debates about universal banking go back at least to the 1930s. The separation of
commercial and investment banking then adopted in the U.S. through the Glass-
Steagall Act spread over time to many other countries, especially developing countries.

Claessens (2002) analyzes the benefits and costs of IFSP. Most analytical and
empirical work to date finds IFSP to be beneficial for economies and firms as it
enhances the efficiency of the financial sector, widens access to financial services and
reduces financial-sector specific and overall economic volatility. The limited)
available evidence for emerging markets suggests important static and dynamic gains
particularly in developing non-bank financial services such as pension and insurance
services.

IFSP can have risks, however, and requires enhanced regulation and supervision in
some areas especially to prevent (more) leakage from any publicly provided safety
net, and puts more emphasis on ensuring a contestable financial system

7.1 Why Regulate Banks?

A bank and its permissible activities are defined by regulations rather than markets.
Arguments for bank regulations hinge on the special nature of banks. Banks’ illiquidity
can have negative effects on the stability of the financial sector and reverberate to the
real sector. They are also inherently fragile and susceptible to contagious runs owing to
the combination of information asymmetries intertemporal contracting, demandable
par-value debt and high leverage (Diamond and Dybvig, 1983).

It has also been argued that banks are special because only banks can provide some
essential forms of credit to corporations, especially short-term liquidity, which many
argue that banks can provide it more cheaply because they combine committed lending
(such as lines of credit) with deposit-taking services and economize on their cash and
safe-securities holdings. Some argue further that the somewhat fragile capital structure
of banks, disciplines them to monitor corporations properly

However, many countries did not treat banks as special from a regulatory point of
view until the 20th century. Following the Great Depression, governments have taken a
greater role in overseeing banks. Prudential regulation and supervision to prevent
moral hazard and to limit bank opportunities to take more risk have therefore
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accompanied safety net provision. An important element of the regulatory framework
has been restrictions on the type of activities banks may undertake. Despite
regulations, many financial crises have taken place arguably because of the poor
oversight and intervention of regulators in environments with too generous safety nets

7.2 Regulations Around The World

Using data on54 countries surveyed by the Institute of International Bankers (IIB),
it becomes clear that allowing banks to provide securities services is the norm around
the world (Claessens, 2002). Out of the 54 countries, only China has a “pure” separate
banking system—in the sense that banks are not allowed to engage in any type of
securities and insurance activities.

The majority (36) of countries surveyed, including all EU-countries, allow banks to
conduct securities business, including underwriting dealing and brokering within the
same banking organization. In 17 countries, financial institutions are allowed to
engage—to varying degrees—in securities activities, either through a bank parent or a
bank-holding company structure. Fewer countries allow banks to provide full
insurance services (either as principal or agent) and only 6 out of the 54 have no
restrictions whatsoever. Many countries, however, allow banks to provide insurance
service through subsidiaries (26) or through affiliates (8). Only 14 out of the 54
countries do not allow banks to engage in insurance activities. These data shows that
most countries allow full or close to full IFSP

Claessens also reports Barth, Caprio and Levine (2001b) survey of the regulatory
restrictions in107 countries 1999. They show that about three-quarters (84) either have
no restrictions whatsoever on banks providing securities services (43), or permit banks
to do so either through a bank parent or a bank-holding company structure (41).
Another seven countries allow less than a full range of securities activities to be
conducted in a bank, and only six countries prohibit the provision of securities services
by banks. In case of insurance services, only about half (54) of the  countries either
have no restrictions whatsoever on banks providing insurance services (8) or permit it
with some restrictions (47). About one-third, (34) countries prohibit the provision of
insurance services.

US financial institutions have been engaged in some degree of IFSP using various
exemptions for some time. Since the Gramm-Leach-Bliley (GLB) Act of 1999,
financial services providers in the U.S. are also formally free to provide banking,
securities and insurance services under one roof (McCoy, 2002).
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7.3 The Pros And Cons of Integrated Banking24

In this section, we will look into the benefits derived from the wider scope of IFSP,
its potential risks, how its safety and soundness are affected by safety nets, the
corporate structure of banking organizations and financial conglomerates in emerging
markets.

7.3.1 Benefits of a wide scope of financial services provision

Having wider scope than ordinary banking, IFSP could have benefits related to
economies of scope, diversification and information advantages. This section will
discuss all three advantages conceptually and empirically

Economies of scope:

Economies of scope may arise both from the production and consumption of
financial services (Saunders and Walter, 1994). A larger scale production of financial
services can lead to cost advantages through economies of scale, including gains
through concentration of risk management administration functions, and integrated
product development; marketing economies in the common delivery of different
services; better information access and sharing across different product groups;
reputational and pecuniary capital to be shared across different products and services;
and enhanced potential for risk management through diversification gains. On the
consumption side, economies of scope may derive from: the potential for lower search,
information, monitoring and transaction costs; negotiating better deals because of
increased leverage; and lower product prices in a more competitive environment

Studies showing that economies of scope in US banking are exhausted at very low
levels of output (Berger Hanweck and Humphrey 1987; Berger, Hunter and Timme
1993) may have limited relevance as US banks were allowed to offer only limited
investment banking services through a separate subsidiary of the bank holding
company

Empirical studies that refer mainly to the combination of deposit taking banking
with securities/capital market activities in European banks, where more integrated
banking is allowed, have been inconclusive. Lang and Welzel (1995) report the
absence of scope economies in German universal banks, but find such economies in
small cooperative banks. Vander Vennet (2002) finds significantly higher levels of
revenue efficiency in European universal banks and more profit efficiency relative to
specialized banks, suggesting some gains from integrated banking. He also finds
superior monitoring capabilities on the part of universal banks

24 This whole section is Based upon and borrows heavily from Claessens (2002).
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The empirical evidence on the existence of economies of scope between banking
and insurance service is very limited. Carow (2002) finds that the Citicorp-Travelers
Group merger resulted in a positive wealth effect for institutions most likely to gain
from deregulation. Life insurance companies and large banks (other than Citicorp and
Travelers Group) had significant stock price increases, while the returns of small
banks, health and property/casualty insurers were insignificantly different from zero.
This is evidence that investors expected large banks and insurance companies to
receive significant benefits from legislation removing barriers to bancassurance in the
US

Increased Diversification and Lower Risk:

A bank engaged in IFSP may be more stable than a specialized financial institution
because of diversification benefits arising from three sources. First, the total profit of
an integrated financial institution is more stable than that of a single-product one.
Kwan and Laderman (1999) argue that since profits from providing different financial
services are not very highly correlated, diversification would lead to certain benefits.
Wall and Eisenbeis (1984) find a negative correlation between US bank earnings and
securities broker/dealer earnings over the 1970 to 1980’s period (Brewer, Fortier, and
Pavel 1989 and Benston 1990). While US banking organizations’ securities
subsidiaries tend to be more volatile than banking affiliates, securities subsidiaries
provided diversification benefits to bank holding companies (Kwan, 8; Klein and
Saidenberg, 1998).

As to the risks of allowing banks to enter into insurance industries, Allen and
Jagtiani (1996) found that synthetic universal banks comprised of portfolios of banks,
securities firms, and insurance companies have significantly positive excess returns,
with lower market and interest rate risk exposures and higher expected returns than
securities firms. Anecdotal evidence regarding financial conglomerates, mostly from
outside the US also suggests that the integration of banking and insurance lowers the
variability of income streams

Second, disintermediation will affect an integrated financial institution less because
the decline in lending business can be offset by an increase in non-interest (fee)
business Incentives to engage in riskier lending to maintain profits when faced with
disintermediation will be less. There is some support at the sectoral level that financial
systems with fewer restrictions are more stable (Barth, Caprio and Levine a)

Thirdly, there may be important dynamic and broader economic impacts of IFSP on
financial sector stability and efficiency, especially in emerging and developing
countries. A well-balanced financial system with a wider scope of financial activities
can reduce volatility and improve resource allocation Easterly, Islam and Stiglitz
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2000; World Bank 2001). In such a system, incentives to develop non-bank are better
balanced. There is some empirical support that financial systems with fewer
restrictions are more diversified (Barth, Caprio and Levine 2001a).

Informational Advantages:

A financial institution gathers costly information before making lending or
investing in a firm. The longer the expected duration of the relationship with the firm,
the more resources the financial institution would be willing to inject in gathering firm-
specific information and the larger the financing provided to the firm. IFSP institutions
can offer a broader set of financial products than specialized financial institutions,
which allows for lower information and monitoring costs

Empirical research confirms that the close bank-firm relationship associated with
IFSP can lower the cost and increase the availability of funding to firms (Berger and
Udell 1995, 1996; DeLong 1991; Petersen and Rajan 1994; Vander Vennet 2002 and
Ramirez 1995, 2002).

7.3.2 Potential risks associated with IFSP.

IFSP comes with certain risks (John, John and Saunders 1994), most importantly
conflicts of interest, increased financial risks and greater difficulty in monitoring IFSP
institutions and the effects of on competition and concentration of economic power

Conflicts of interest:

Conflicts of interest are plentiful even in specialized financial institutions. The
possibilities for conflicts of interest nevertheless increase in principle when financial
institutions are allowed to offer a wider array of products and have a broad set of
customers, as in IFSP.

Conflicts are often identified as one of the major potential cost of permitting
commercial banks to conduct securities business (Benston 1990, Kelly  and
Saunders 1985). Typically, when a bank finances a firm, it is better informed than the
public investor about its soundness and prospects An integrated bank is therefore
better positioned than a specialized investment bank to certify credibly the value of a
security offered by the firm. However, it might have a greater incentive and ability to
take advantage of uninformed investors

The incentives to exploit conflicts are constricted by market forces as well as
potential reputation damage and monitoring by creditors and “non-market” players,
like rating agencies In such cases, conflicts of interest have not been found to be
misused in a systematic way. Earlier empirical studies for the German universal
banking system found no evidence of systematic abuse of conflicts of interest
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(Claessens, 2002). Gorton and Schmid (2000)found that German banks improved the
performance of German firms in which they held equity with no conflict of interest in
the use of proxy votes

More recent studies for the German universal banking system confirm these
findings. Lehar and Randl (2001) tested for informational advantages and misuse of
conflicts of interests. They found evidence that banks had superior knowledge on firms
where they own equity stakes, and some evidence for conflicts of interest.
Interestingly, conflicts of interest were less pronounced for large equity holdings,
suggesting that client pressure rather than bank’s self interest is the important driving
force of overoptimistic forecasts with respect to equity valuation. As such, conflicts do
not arise from universal banking as such, but more from their role as underwriters and
analysts.

In the pre-Glass-Steagall era in the United States, it has generally also been found
that broad or universal banks did not systematically abuse their powers (Ang and
Richardson 1994; Kroszner and Rajan 1994). Securities underwritten by commercial
banks’ affiliates, for example, had higher prices (lower yields) than comparable
securities underwritten by investment banks (Puri 1996). Other evidence suggested that
greater banking powers involved gains for corporations. The presence of bank directors
on corporate boards, for example, helped these firms in relieving their financing
constraints (Ramirez 1995). More recent evidence on US banks’ involvement in
corporate governance is Krosner and Strahan (2001) confirm that US firms are more
likely to borrow from their connected banks, but do so on terms similar to those of
unconnected firms.

Gande, Puri, Saunders and Walter (1997 and 1999) examine the pricing of debt
securities underwritten by subsidiaries of US commercial-bank holding companies
relative to those underwritten by investment houses. They find no evidence of conflicts
of interest in bank underwriting to repay existing bank debt. In addition, bank
underwriting is on the whole beneficial to smaller firms. While there have been cases
of misuse of information, it does not appear that there has been a systematic abuse of
conflicts between commercial and investment banking activities.

Gorton and Schmidt (1996) consider universal banking to be an alternative
mechanism to stock market for risk sharing that could provide information to guide
investment. If German banks were acting as substitutes to the stock market, their
behavior would improve corporate performance. Alternatively, banks could benefit
from the inside information they gather about the firms they lend while exercising
monopolistic power over access to external finance. This would lead to conflict of
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interest between banks and other shareholders, particularly those who have delegated
their voting proxy rights.

Gorton and Schmidt (1996) test the conflict-of-interest hypothesis between German
banks during the 1970s and 1980s. They find that German banks improved the
performance of firms they finance to the extent of their equity holdings. No evidence
was found on the conflict of interest concerning the use of proxy votes. This was the
case in their sample of 1974. In 1985, German security markets became more
developed. While banks continued to affect corporate performance, their influence
could not be distinguished from that of non-bank shareholders. The study of Gorton
and Schmidt appears to cast substantial doubt on the conflict-of-interest hypothesis.

Gorton and Schmidt (1996) investigate the potential conflict of interest in the
issuance of public securities when the underwriting of the initial offering is done by an
investment bank that holds equity in the concerned firm. The underwriter would be
similar to a universal bank. The evidence in their study suggests that the conflict of
interest does exist, in the sense that the underwriting bank is able to utilize the superior
information it obtains through its affiliation with the firm. Yet, the effects of the
conflict of interest are fully discounted, as they are fully anticipated by all market
participants. In this regard, Gorton and Schmidt find that initial public offering
underwritten for a firm by its affiliated investment bank performs as well or better than
issues of firms in which no investment bank holds a prior equity position.

Furthermore, conflicts can be restricted by legal constraints such as disclosure
requirements for the issuance and distribution of securities or separation of some
activities in subsidiaries. Since IFSP can offer more gains in informationally weaker
economies, the best balance between self-regulation and government restrictions
cannot easily be identified and will vary by institutional characteristics of each
economy.

7.3.3 Safety nets

With IFSP, both the possibilities of risk diversification and the scope to increase
and shift risks are greater, raising the probability of bank failure (Saunders 1994 and
Boyd, Chang and Smith 1998). However, there is no evidence that broad or universal
banks fail more frequently than specialized banks (White, 1986), while combining
financial activities reduces overall risks.

As banks evolve into large financial conglomerates, more safeguards are needed to
avoid the transfer of deposit insurance subsidies from banking to securities and other
parts of conglomerates (Kane, 1996). These safeguards can take the form of timely
monitoring and disclosure, more risk-sensitive capital requirements, firewalls between



178176

different type of operations, risk-based pricing of deposit insurance and prompt
corrective actions, including the closure of insolvent banks.

Monitoring and Supervision:

The combination of insurance, securities and commercial banking activities can
make supervision by regulators and monitoring by the market more difficult as the
insurance and securities businesses might have an impact on the banking business
while the two activities can not easily be monitored separately

IFSP can lead to more risks related to the difficulty for supervisory agencies to
monitor, particularly when they do not coordinate closely. At the same time, when
IFSP leads to closer cooperation among regulators, including possibly the merging of
supervisory activities in one single supervisory authority gains may arise from
combining financial services activities (Claessens 2002).

The G-10 Report (2001) has concluded that the potential effects of consolidation on
the risk of individual institutions are mixed; the net result is impossible to generalize,
and thus a case by case assessment is required. A workout or wind-down of an
impaired large and complex banking organization could be difficult and disorderly and
may lead to too much access to the safety net Also, ever larger institutions may
become “too big to discipline” or “too big to disappear.”

Competition, innovation and economic concentration:

An IFSP-based financial system may lead to greater market concentration and
reduce competition. Meanwhile, the separation of commercial and investment banking
was claimed to foster competition and lead to more innovation (Boot and Thakor,
1997). However, innovation in providing integrated financial services may be stifled
by separation. Intuitively, a separate system can be more innovative in the design of
specific financial products and an integrated system can be more innovative in the
overall production and marketing of financial services Combining financial services
may be useful in countries undertaking financial and especially insurance and social
security reform in exploiting the know-how from banking to find solutions for social
security problems. Allowing banks to expand into insurance and pension activities may
also be a quicker way to build up those segments of the finance industry where there
are absent. It is therefore reasonable to argue that IFSP leads to as much innovation as
under separation

Empirical evidence is mixed. A study of the German universal banking system in
the pre-World War I found that the combing commercial and investment banking did
not influence concentration, levels of market power, or financial performance of banks
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(Fohlin 2000a). In addition, universal banking was at worst found to be neutral to
competition and perhaps beneficial

Carow (2001) finds that removing barriers to entry by banks into the insurance
industry reduced the market value of the insurance industry, while keeping the value of
banks unchanged, implying that entry of banks increased competition in the insurance
industry and made it more contestable.

With respect to the alleged concentration and abuse of power motivated the
separation of banking activities in the U.S during the 1930s, recent studies (Kroszner
and Rajan, 1994 and 1997, Benston 1994) suggest that there was not much abuse and
that the securities activities of commercial banks bore little responsibility for the
banking problems of the Great Depression. Some other studies have actually argued
that universal banking can help overall economic development.

Cross-country empirical studies:

Barth, Caprio and Levine (2001a) study the relationship of banking powers with the
following measures: (i) the level of banking sector development, (ii) net interest
margins, (iii) the overhead costs, (iv) non-performing loans, and (v) the occurrence of a
banking crisis. They find restricting commercial bank activities to be negatively
associated with bank performance, measures (i) through (iv), as compared to when
banks can diversify into other financial activities, especially securities markets
activities. They also find that countries with greater regulatory restrictions on banks’
securities activities have a substantially higher probability of suffering a major banking
crisis. Finally, they find “no improvements in bank performance or stability from
restrictions on bank activities in economies that offer more generous deposit insurance,
have weak official supervision, suffer from ineffective incentives for private
monitoring or that lack stringent capital standards” 0

Their results on the benefits of less restriction on banking activities in terms of
financial sector efficiency are confirmed by Demirgüç-Kunt Laeven and Levine
(2002), who suggest that banks can produce financial services at lower costs when they
are more able to fully exploit their economies of scope

Beck, Demirgüç-Kunt and Maksimovic (2002a) find that more restrictions on the
scope of commercial banking activities increase the negative impact of a concentrated
banking system on the financing constraints for small firms In another study (b),
they find that in countries with fewer restrictions, firms are more likely to issue equity,
lowering firms leverage and involving a wider pool of investors, thereby reducing
riskiness, and finally improving resource allocation through better monitoring
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Barth et al. (2001a) find that more restrictive regimes often arise due to political
economy factors. Government integrity is lower (corruption is higher) in countries
which restrict banks’ activities more as well as where governments play larger roles in
the financial sector.

Cetorelli and Gambera (2001) show that banking concentration promotes the
growth of the industries that depend heavily on external finance and reduces overall
economic growth. Demirgüç-Kunt, Laeven and Levine (2002) find that bank
concentration has a negative and significant effect on the efficiency of the banking
system, except in rich countries with liberalized economies and developed financial
systems. Since countries that restrict less tend have more concentration, there might be
a tradeoff in allowing a wider scope of bank activities between financial stability and
access on one hand and growth and efficiency on the other hand

In summary, the cross-country studies find either that there is little relationship
between regulatory restrictions on banking powers and overall financial development
and industrial competition, or that restrictions hinder banking system performance and
access to financial services by firms. Cross-country studies are quite clear in
identifying that restrictions increase the risk of a financial crisis. As such, studies
suggest that no restrictions on bank activities may be the most preferred. There are
some benefits of banking concentration, balanced with some negative impact on
efficiency and growth. Since fewer restrictions on bank activities can lead to more
concentration, it will be important to balance relaxing restrictions with lowering
barriers to entry

7.3.4 The corporate structure of banking organizations

The discussion so far has not considered the organization model permitted for
universal banking. The realization of potential benefits and the degree to which any
costs associated with universal banking depend on the organizational model permitted
for integrated banking. The organizational structure may matter as well for financial
development and performance and bank stability. We can identify three organizational
models for banking organization.

The Integrated Banking Model:

In this model banks locate the securities unit in a separate department. Resources
can be shared among various departments with maximum flexibility, allowing the bank
to fully realize informational advantages and economies of scope and scale, with
maximum ability to diversify sources of revenue. At the same time, safeguards for
limiting conflicts of interest and extending the safety net are limited (Santos 1998a and
1999; Saunders 1994).
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The Bank-Parent Company Model:

In this model, a subsidiary of the bank carries out the securities business.
Integration of the bank and the securities activities can only be achieved partially and
the potential for economies of scope is thus reduced. Risk diversification and the
potential for higher revenues through cross selling of financial services is maintained.
The potential for conflict of interest and extension of the safety net is reduced,
provided regulations requiring firewalls between bank and subsidiaries and prescribing
arms-length transactions are in place.

The Holding Company Model:

A holding company owns two legally separate subsidiaries: the bank and the
securities firm, each independently capitalized and incorporated offering its own
products and keeps its own management team, accounting records and capital. This
generally limits the exchange of information, personnel or other inputs among the
various units, thus reducing economies of scale and scope and the bank’s ability to
exploit informational advantages synergies. Risk diversification potential is limited as
revenues generated by securities activities accrue to that unit and then to the holding
company.

The holding company can act as a source of financial strength to the bank
subsidiary. The potential for conflicts is reduced and the extension of the safety net
may be limited (Santos 1998a).

7.3.5 Financial conglomerates in emerging markets

Banks tend to be more important in developing countries (Demirgüç-Kunt and
Levine, 2001). On average, the size of the banking system in low-income countries is
double that of stock markets. They are characterized by reliance on informal finance,
with lending exercised through a network of social relationships and peer-group
monitoring. Formal financial intermediation is often accelerated with major
developments in the economy.

In spite of greater restrictions on banks’ activities and less importance of securities
markets, IFSP, including close bank-commerce links, are quite prevalent in emerging
markets, perhaps more than in many developed countries (Claessens, 2002).

Benefits of universal banking for emerging markets have been scrutinized by
studies made on its role in the late 1800s and early 1900s in Europe, the U.S. and Japan
as the circumstances of those countries then resembled many emerging markets today
(Brainard 1991). The conditions in transition economies made universal banking more
attractive, allowing banks to engage in a variety of financial activities and to own
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shares in enterprises, thereby making good use of banks’ informational advantages,
which were at a premium in the high-risk, limited information environment of many
transition economies. Universal banks also played a big role in enterprise restructuring,
where they were needed as coordinating agencies and to concentrate scarce financial
resources. Most transition economies in fact opted for some type of universal banking
model Similar arguments for IFSP apply to many other emerging markets today where
information asymmetries are high; skills are limited and in need of concentration, and
some coordination needs exist in terms of large projects.

IFSP still has its risks in emerging markets. Given the generally weak regulation
and supervision, Substantial cross-holdings between banks investment and pension
funds and enterprises in many emerging markets could lead to systematic abuse of
conflicts of interests. Exposure guidelines, disclosure standards and other measures
addressing conflicts of interest or risk need to be strictly enforced. If banking and
insurance activities were allowed to combine, there could be greater risks from too
much concentration in the financial sector (Claessens, 2002)

While regulation can mitigate risks, there are limits to supervision, especially in
emerging markets where enforcement of supervision is limited. Better supervision is
often unfeasible due to human skills shortages and low pay. In the absence of checks
and balances, greater supervisory powers can be counterproductive (Barth et al.,
2001a). However, experiences suggest that risks associated with financial
conglomerates usually come from excessive role of government and lack of
competition. Claessens (2002) call for differentiated approaches through which the
scope of banking is widened as the institutional framework is strengthened and
financial markets develop

In conclusion, IFSP can lead to gains for the financial sector, firm and economy in
the form of a greater supply of better quality financial services, reduced financial
intermediation costs and lower risks. IFSP may however, lead to risks. It can increase
opportunities for conflicts of interest and risk-taking behavior by financial institutions
at the ultimate cost of taxpayers through publicly provided financial safety nets. It can
make financial institutions too complex to monitor by markets and supervisors, reduce
competition and financial conglomerates politically too important to close or ignore.
Such risks do impose specific demands on financial sector regulation and supervision

For emerging markets, the available evidence suggests that the gains from IFSP
outweigh the risks, possibly even more so as human resources are scare information
asymmetries greater and coordination needs still significant. Key requirements to
maximize the gains are effective competition in an open and contestable financial
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systems, and strict enforcement of key measures to prevent leakage from any publicly
provided safety net

8. OTHER DOUBTS ABOUT UNIVERSAL BANKING

The following doubts, in relation to universal banks ability to deal with moral
hazard and adverse selection, have been levied against universal banking: Alteration of
Corporate Capital Structure In Favor Of Debt and Against Equity

Universal banks are seen as institutions that facilitate access to information about
firms. German universal banks are described as financial supermarkets providing
commercial banking, securities underwriting, and brokerage, holding positions on the
supervisory boards of joint-stock companies, voting equity shares in proxy for
customers, and sometimes taking short-term stakes in companies (Fohlin, 2000b).
Theoretically, the presence of universal banking and the resulting bank attachments
with corporations, could therefore give some firms more access to external finance
thereby motivating them to change their preferences regarding debt finance

Fohlin (2000b) found that, universal banking is not associated with different
leverage nor debt maturity structure While older firms continue to have lower leverage
and short-term debt, bank attachment is not associated with earlier than average
reductions in leverage as firms mature or with alterations in the predictors of short-
term debt use. The findings offer little support for the idea that formal bank-firm
relationships altered the financing options or choices of German industrial firms

Universal Banking Inefficiently Combines Banking with Trade

Barth, Caprio and Levine’s (2001a) empirical study highlights the negative
implications of imposing regulatory restrictions on the activities of commercial banks.
Specifically, regulations that restrict the ability of banks to (a) engage in securities
activities and (b) own non-financial firms are closely associated with greater banking
sector instability. Their analyses, moreover, suggest no countervailing positive benefits
from restricting the mixing of banking and commerce or from restricting the activities
of banks in the areas of investment banking, insurance, and real estate

The Organ Bank Hypothesis

Universal banking opens the door to banks to establish special relationships with
the companies in which they hold stock and finance simultaneously. Such relationship
could reflect negatively on the efficiency and stability of the banking system. This
“Organ Bank Hypothesis” was advanced first by the Japanese Economist T. Kato and
tested recently by Okazaki and Yokoyama (2001). They have found that in prewar
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Japan that interlocking directorship and auditing between banks and non-banking
companies to be very pervasive and more so in large size banks. They also found that
interlocking had negative influence on banks liquidity performance and profitability
which played a roll in increasing bank closures during the Showa Financial Crises of
1927.

In contrast, when studying the German universal banking system in the pre-World
War I period, in comparison with the banking system prevailing in the UK and the
USA, Fohlin (2000a) finds a different perspective. Her results indicate that universality
does not lead to appreciable market power. They imply that concentration in the
German banking industry does not in itself produce anti-competitive behavior.

We can therefore conclude that other reasons may explain the Japanese case, and
the Organ Bank Hypothesis is by no means generally valid.

Corporate Governance

The fact that universal banks sit on boards of firms they finance and have power
that may exceed what would be commensurate with their own equity holdings could
create problems of corporate governance. First, to internalize the privileges usually
accorded to board members, universal banks management would tend to appoint
representatives to boards from within the narrowest circle of top management. Sooner
or later, the few members of top management find themselves overloaded the job of
monitoring the performance of too many banks. That would make monitoring much
less effective.

Second, members of universal banks top management may not have the necessary
knowledge and skills to exercise monitoring effectively. Third, as they are top
management members, their reporting on the board meetings they attend may turn to
be too brief and non-technical for technicians whose job is limited to desk-type follow-
up to draw the right conclusions at the right time.

All the above problems would be easily avoided by regulations and supervision.
Simple rules setting the proper qualifications of banks representatives on the boards,
putting a ceiling on the number of board membership and perhaps prohibiting top
management from taking board membership outside their banks would certainly
ameliorate the situation.
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9. SUMMARY AND CONCLUSIONS

9.1 A Perspective From Banking Theory

Banking theory explains the presence of universal banking as part of
intermediaries’ optimal strategic response to two opposing effects: the limitation
placed by competition on their ability extract informational rents from borrowers, and
the threat of adverse selection caused by informational monopoly.

In a world of asymmetric information, a bank can be exposed to moral hazard and
adverse selection. With universal banking, a bank provides equity and debt finance
simultaneously, having more access to information and reducing the risk of adverse
selection.

Equity finance provides universal banks with access to information necessary to
become more effective monitors than transactional) banks By sitting on the firms’
board of directors, they could influence the corporate governance of the whole
productive sector leading to improvements in economic performance.

Empirically, universal banks were found to face lower risk than commercial banks
during both upturns and downturns, and the risk differential between universal and
commercial banks gets wider and more significant during downturns. They were also
found to influence firms attitudes towards multi-period optimization. Besides, the
profitability of firms with bilateral bank relationships is found to be higher than that of
firms with multilateral relationships.

There is a general impression that banking is being gradually replaced by financial
markets, or what is termed to be disintermediation. However, empirical studies have
failed to build up a case for the existence of disintermediation even in the UK and the
USA, while banking business is not declining in Germany and Japan The main
conclusion is that capital market services promote and support the functioning of
banking services rather than compete with them, i.e., banking and capital markets
activities are becoming increasingly complementary.

9.2 Universal Banking And Growth

Schumpeter (1912)suggested that bankers, through their selection and funding of
entrepreneurs promote innovative activity and spur economic growth. Gerschenkron
claimed that banks facilitated growth among developing countries.

In endogenous growth models with intermediation, the financial system affects
productivity growth through four channels: screening prospective entrepreneurs,
mobilizing capital to fund investments, diversifying investors’ portfolios to eliminate
risk, and revealing the potential benefits of productivity-enhancing activities. Others
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add three more channels:liquidity transformation debt restructuring, and the feedback
role of financial markets Still others find that qualitative development in the banking
sector to be significantly and positively related to economic growth.

Studies have confirmed that financial development generally leads to economic
growth; financial deepening propels economic growth through faster capital
accumulation and productivity growth and contributes more in developing than in
industrial countries. In addition, bank efficiency has been found to increase real
growth, confirming a Schumpeterian channel.

As to universal banking, there is evidence that debt and equity act more as
complements to each other. The cost of pure debt and pure equity finance rise with the
level of development. At some point, lenders find it optimal to complement the use of
debt with the use of equity as a double-edged strategy for dealing with a double (rather
than single) moral hazard problem.

In surveying the European experience, in the last half of the nineteenth, Germany
was found to have suffered from relative shortage of capital and entrepreneurship.
Universal banks were viewed as the institutions that performed the capital-supplying
functions and substituted for entrepreneurial deficiencies.

German universal banks with large networks of branches were credited with
mobilizing capital, screening potential entrepreneurs, promoting and re-organizing
industries, participating in the formulation of investment and production strategies,
monitoring the progress of clients’ investments, arranging and enforcing propitious
industrial combinations, and diversifying away risks Long-term relationships between
banks and industrial firms were central to the acquisition and transfer of useful
financial, strategic and entrepreneurial information.

Universal banking activities and accompanying formalized bank-firm relationships
were credited with raising the quantity, quality and efficiency of investment in the last
half of the nineteenth and the start of the twentieth century.

9.3 The Big-Push Model And Catch-Up Economy

Da Rin and Hellmann (2002) develop a new theory of the role of banks in
promoting industrialization in emerging economies, starting from a “big push” model
where there are two Pareto-rankable equilibria. A bank can induce the economy to
move from the low to the high equilibrium, by mobilizing a “critical mass” of firms.
Banks will only play a catalytic role if they are sufficiently large to invest in a critical
mass of firms and have enough market power to recoup their costs. The costs of
mobilizing the critical mass are reduced if banks are allowed to own equity through
which they can have a share in the value they create. This means that universal banks
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will find it easier to promote investments in new industries Catalytic banks have one
particular disadvantage: banking concentration may foster industrial concentration.

Da Rin and Hellmann then move to analyze the role of banks in remedying
coordination failure. They start with a group of small investors with a competitive
fringe which can finance exactly one entrepreneur each and a lead investor who can
always finance the rest of the entrepreneurs. When the financial market is perfectly
competitive, the leader disappears and the lending rate equals the deposit rate. When
the fringe disappears, the leader becomes a monopolist

Da Rin and Hellmann show that in the case of competitive financial markets, with
no lead investor but only a competitive fringe, there exist two Pareto-rankable
competitive equilibria, the Emerging Market Equilibrium, EME where all
entrepreneurs invest and the status Quo, SQE, Equilibrium where no entrepreneur
invests The existence of multiple equilibria is tantamount to a coordination failure.
The elimination of the SQE would automatically solve the coordination problem

Banks would be potential candidate for coordination. First, the availability of
external finance directly influences entrepreneurs’ decisions to set up firms. Second,
funds provided by banks are essential input for most firms. Moreover, banks interact
with many entrepreneurs and thus have a unique opportunity to induce coordination.
Finally, they have a financial self-interest in the emergence of new markets

In order to act as a catalyst, an investor needs to be large enough to mobilize a
critical mass of entrepreneurs, as well as possess enough market power to make profits
on the other entrepreneurs who start new firms, so as to recoup the cost of
coordination.

When the leader finances entrepreneurs with equity, he participates in the profits
obtained in the EME, thereby internalizing partially the externality that is at the root of
the coordination problem. This reduces the cost of subsidizing entrepreneurs in the
critical mass and makes coordination easier. The decrease in the coordination cost also
means that the competitive fringe can be larger.

With heterogeneous firms the leader may choose the critical mass strategically.
Therefore, there may be more than one critical mass and more than one target
equilibrium. With debt contracts the leader always makes losses on all entrepreneurs in
the critical mass. This implies that there is always a cost of coordination. Meanwhile,
the use of equity reduces and sometimes even eliminates the cost of coordination.

Banks start with financing pioneers in their own industries. Then, they continue to
finance incumbents. Even if financial sector growth is good for the economy at large,
the lead bank will mostly fend off any additional competition from the fringe banks.
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As a consequence, the lead bank has an incentive to somewhat retard the development
of the financial sector

9.4 Integrated Financial Services Provision, IFSP

Many countries have deregulated their financial systems over the past two decades.
Integrated Financial Services Provision (IFSP) or integrated banking is becoming the
norm around the world, with many countries having today no or very few restrictions
on the ability of banks to offer, besides commercial banking services, securities, asset
management or insurance services

Most analytical and empirical work to date finds IFSP to be beneficial for
economies and firms as it enhances the efficiency of the financial sector, widens access
to financial services and reduces financial-sector specific and overall economic
volatility. The available evidence for emerging markets suggests important static and
dynamic gains particularly in developing non-bank financial services such as pension
and insurance services.

IFSP comes with certain risks, most importantly conflicts of interest, increased
financial risks and greater difficulty in monitoring IFSP institutions and the effects of
on competition and concentration of economic power

Conflicts of interest are plentiful even in specialized financial institutions. The
possibilities for conflicts of interest increase in principle when financial institutions are
allowed to offer a wider array of products and have a broad set of customers, as in
IFSP.

Conflicts are often identified as one of the major potential cost of permitting
commercial banks to conduct securities business. Empirical studies for the German
universal banking system found no evidence of systematic abuse of conflicts of interest
in the use of proxy votes In the pre-Glass-Steagall era in the US, it has generally also
been found that broad or universal banks did not systematically abuse their powers

When the pricing of debt securities underwritten by subsidiaries of US commercial-
bank holding companies relative to those underwritten by investment houses is
examined, no evidence of conflicts of interest in bank underwriting to repay existing
bank debt. In addition, bank underwriting is on the whole beneficial to smaller firms.
Tests for the conflict-of-interest hypothesis between German banks during the 1970’s
and 1980’s found no evidence on the conflict of interest concerning the use of proxy
votes.

Even when potential conflict of interest existed in the issuance of public securities
underwritten by an investment bank that holds equity in the concerned firm, as in the
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case of a universal bank, it is fully discounted, as it is fully anticipated by all market
participants.

Cross-country studies find either that there is little relationship between regulatory
restrictions on banking powers and overall financial development and industrial
competition, or that restrictions hinder banking system performance and access to
financial services by firms. Cross-country studies are quite clear in identifying that
restrictions increase the risk of a financial crisis. As such, studies suggest that no
restrictions on bank activities may be the most preferred. There are some benefits of
banking concentration, balanced with some negative impact on efficiency and growth.
Since fewer restrictions on bank activities can lead to more concentration, it will be
important to balance relaxing restrictions with lowering barriers to entry

9.5 Conclusions

In conclusion we can say that both banking and growth theory supports the practice
of universal banking in developing countries. As previously mentioned, universal
banking is just one of the components of Islamic banking. Having such a support both
theoretically and empirically, universal banking becomes a real asset to Islamic
finance. It is therefore recommended that Islamic banks pay more attention to
incorporating universal banking in their practice. Undoubtedly, monetary authorities
must accept the important link between Islamic and universal banking. Regulations and
supervisions must be properly adjusted to allow as well as to insure that Islamic banks
act as universal banks.
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AN ANALYSIS OF POTENTIAL SYSTEMIC COSTS
IN AN ISLAMIC BANKING SYSTEM

DADANG MULJAWAN

1. INTRODUCTION

Financial stability has been a great concern for banking authorities all over the
world since it could adversely affect the national or even regional economic
development. Various prudential regulatory instruments have been established in order
to prevent and to mitigate the severe effect of financial crisis. Traditional approaches
of supervisory processes such as ticking boxes or analysing financial ratios do not
sufficiently describe the real financial conditions. Contemporary supervisory approach
has adopted dynamic features of financial conditions. For example, the New Basel
Capital Accord covers not only the calculation of capital adequacy ratios but also other
supporting issues, like sound supervisory processes and market discipline. Milne and
Whalley (1999, 2000) show how accurate assessment of solvency level plays important
role in shaping prudent behaviour by the shareholders. Fries, et. al. (1997) show how
dynamics in financial conditions could produce stochastic financial liabilities to the
government, which is potentially higher than its book values. This paper is, in fact, a
modification of the studies conducted by Fries, et. al, seeking a studies of potential
financial costs arising from the Islamic banking operations, which have different
financial structure in its capital. The paper proceeds as follows. The next section
reviews the financial structure of an Islamic bank. The third section reviews the
stochastic factors affecting the financial conditions and its implication to the financial
stability. The fourth section concludes the paper.

2. FINANCIAL STRUCTURE OF AN ISLAMIC BANK

2.1 General Features of the Liabilities Side
The paradigm version of Islamic banking requires all the depositors to place their

funds in the form of profit sharing investment accounts (PSIA). Consequently, the
value of liabilities always adjusts to the value of the assets since the depositors put
their funds in equity-based investments. Therefore, the paradigm version of Islamic
banks, structurally, do not need a financial cushion. From the perspective of
characteristics of capital, Islamic banks can be considered similar to open-ended-
mutual funds. There is a merit in the argument that Islamic banks in such cases are not
under pressure to stabilise the periodic disbursements to account holders. However, the
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bank must declare the net asset value (NAV) of these funds at frequent intervals to
enable investors to continuously monitor the performance of the bank. A rational
investor should not expect a stable income unless the asset composition of the bank is
predominantly in non-PLS products.

Errico and Farahbaksh (1998) state that the ability of Islamic banks to reduce the
capital value of investment deposits, in an excessive sense, could introduce strong
incentives for moral hazard that could result in systemic risk. Islamic banks should
provide more sophisticated schemes that give more protection to depositors’ funds in
order to gain public confidence and, finally, to improve the robustness of the banking
system. There are at least two key factors in an Islamic environment to help prevent the
corrosive effect of problem assets on the level of capital. First, Islamic banks should
have a more developed concept of the adequacy of valuation reserves. It is argued that
a case of a loss should not be viewed as an automatic setting aside of provisions
against loan losses. Second, Islamic banks should have an ability to administer and
collect their loans effectively.

In current practice, Islamic banks’ activities diverge from the paradigm version in
several ways. Some Islamic banks explicitly or implicitly guarantees all deposits,
including investment deposits. Some Islamic banks give a guarantee on the expected
rate of return on saving deposits. These financial guarantees are given to make Islamic
banks more competitive in the global market although, conceptually, it is not in
accordance with the Shari[ah rules. In the western environment, risk-averse depositors
(households) place their funds in debt liabilities rather than in the financial
intermediaries’ stocks since they want to limit the risk on the assets, and maximise
liquidity. The depositors are not supplied with sufficient information that can be used
to evaluate the real value of claims held by the banks. The western banks have to be
able to fulfil financial obligations, which are fixed, whilst managing risky assets which
are fluctuating in value. Hence, the existence of bank capital is the consequence of the
nature of the contract. This is the reason why minimum capital ratios have become a
key part of current prudential regulations in Islamic countries. Current Islamic banking
practices provide various schemes of investments to fulfil the different needs of
depositors. There are three major types of depositors’ funds. First, non-investment
deposits. Second, restricted investment deposits. And thirdly, unrestricted
investment deposits. Different deposit schemes can be viewed as a contract menu
provided for different types of depositors. Depositors might have opportunities to
compose their portfolio of deposits according to their own needs. An investor may
need portfolio investment that comprises different levels of risks at the same time.
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Risk-neutral depositors will choose a higher proportion of risky assets while risk-
averse depositors will prefer a higher proportion of risk less assets1.

Non-investment depositors )(SA : Non-investment depositors are risk-averse
investors who are not willing to participate in the uncertainty of business. Although
there is no fixed return required, a principal amount guarantee resembles a debt-based
liabilities system and hence they need a sound repayment capacity of the bank at the
time they want to liquidate their assets.

Unrestricted profit sharing investment accounts )( UPSIA : Unrestricted
investment depositors exhibit a higher level of risk taking behaviour since they are
willing to take part in the uncertainty of business; therefore, they will face the
possibility of profits and losses. The position of these depositors and the banks
involves principal-agent relationships dealing in PLS contracts. On behalf of
shareholders, managers are contracted to carry out business activities. Once they have
agreed upon the contract (signed by both parties), the bank will carry out business
actions to fulfil what is written in the contract.

Restricted profit sharing investment accounts )( RPSIA : Restricted investment
depositors can be considered as sophisticated investors since they are involved in
making investment decisions. Islamic banks, in this case, act as investment
administrators; therefore all responsibility for any loss should fall on depositors. For
this reason, the AAOIFI suggests that restricted investment deposits are not included in
the Islamic banks’ balance sheets. Restricted investment depositors only need
administrative and information services that allow them to assess their investment
performance clearly. Islamic banks normally charge fees for delivering these
informational and administrative services. Therefore, there is no need to apply any
regulation since restricted investment depositors are fully informed and realise the risks
they are running as a result of their investment decisions; the financial regulators’
objective should be to only protect unsophisticated (assumed less informed) and
dispersed depositors.

Shareholders: The shareholders of Islamic banks receive their monetary surplus
from profit shared. If the bank earns profits, the shareholder will obtain a profit share
and an additional profit share as a management fee. If the bank generates losses, the
shareholders and unrestricted investment depositors will share the losses. The
shareholders in this event are not entitled to any additional monetary surplus for a
reward for managing the unrestricted depositors’ funds.

1 The model relates an individual’s utility function to the minimum risk premium required to
induce full investment in the risky assets. The higher the level of risk aversion, the higher the
risk premium required to induce full investment in the risky assets (see Huang and
Litzenberger, 1991).
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The income streams for shareholders, depositors and savings account holders (non-
PSIAs), as a result of business activities, are illustrated in Exhibit 1. SAPSIAEC ppp U ,,

and fp define income for shareholders, unrestricted investment depositors, saving

depositors and extra monetary surplus for shareholders if the bank earns substantial
profit. The net earning gained by the bank )(x gives different income ( ECπ , UPSIA

π
and SAπ ) for shareholders, unrestricted investment depositors and savings depositors
respectively. If the bank generates losses, the shareholders and the unrestricted

investment depositors will share the losses (
UPSIAEC

EC

pp
p
+

and
U

U

PSIAEC

PSIA

pp

p

+
respectively).

Exhibit 1
Income Streams in Islamic Banks

Profits earned will be shared among shareholders, unrestricted investment
depositors and saving accounts/current account depositors. The shareholders will also
enjoy an extra profit share ( fp ) as a reward for infinite equity participation2, therefore

2 Unrestricted investment depositors and an Islamic bank can be viewed as a principal and an
agent that engage in a contract to conduct business activities. An agent is entitled to have some
profit shares as a management fee in managing the principal’s fund. In this case, the
shareholders of an Islamic bank are entitled to enjoy a monetary surplus from management fees
as a reward for managing the depositors’ funds.

a) Income stream for shareholders b) Income stream for unrestricted
investment depositors
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shareholders will get a profit share proportional to their financial participation and the
monetary surplus earned by the bank from the management fee. The profit shares for
shareholders, unrestricted investment depositors and savings/current accounts
depositors are:

SAPSIAECf

ECf

pppp

pp

U +++
+

,

SAPSIAECf

PSIA

pppp

p

U

U

+++
and

SAPSIAECf

SA

pppp
p

U +++
respectively.

A summary of the financial characteristics of the liabilities side of an Islamic bank
is illustrated in Exhibit 2.
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Exhibit 2

Payback Guarantee and Incentives for Islamic Bank Investors

Source of Bank Funds
Payback Guarantee Type of

Depositors
Role in

Investment
Decision

Incentives for
Investors

Owners’ equity )(EC Like in a conventional bank,
owners’ equity is not
guaranteed.

- Dividend

Non-investment
deposits

)(SA

Deposit is repayable in full.
To guarantee the repayment,
the deposit is backed by
owners’ equity.

Unsophisticated
and risk averse

None Bonus

Restricted
)( RPSIA

Restricted investment
deposits are not considered
as liabilities of the bank. The
bank would not share in any
losses, which would be
absorbed entirely by the
restricted investment
holders, since the bank does
not have an unconditional
right to use or dispose of this
fund.

Sophisticated
and risk
taking

High Profit share
that is
earned from
individual
projects

Investment
deposits

Unrestricted
)( UPSIA

The bank is not obligated in
case of loss to return the
original amount of funds
received from the account
holders unless the loss is due
to negligence or breach of
contract

Unsophisticated
and moderately

risk taking

None Profit share
from total
investment
of the bank

Generally, the financial products in the liabilities side can be divided into two types
of claims: fixed claims and variable claims. The fixed type of claim consists of the
fixed part of saving accounts )( FCSA . The variable types of claim consist of equity

capital )(EC , variable parts of saving accounts )( VCSA , and unrestricted investment

deposits )( UPSIA . The building block for the liabilities side of an Islamic bank is
illustrated in Exhibit 3.
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Exhibit 3

The Building Blocks of the Liabilities Side

Products Fixed Claims Variable Claims
FCSA Fixed -
VCSA , UPSIA , EC Undetermined Fixed

2.2 Basic Features of the Assets Side

The financial products of an Islamic bank can be classified into three general types
of claim: fixed claims in terms of final value, fixed claims in terms of inventories; and
variable claims. There are several products that can be classified into the first category
i.e. murabahah/mark-up )(MR , bay[ bithaman [ajil (deferred sale) )(BBA ,

ijarah/leasing )(IJ , the fixed part of hybrid contract )( FC
HYBSH , and the fixed part of

qard al hassan/benevolent loan )( FCQH . The values of second types of claims
depend upon market variables. The real values of the products can be known through a
marked-to-market process. The products include salam/agricultural product financing

)(SA , istisna[[/project financing in manufacturing )(ISH , and al-Dayn/foreign-
exchange trading )(DA . The values of the third types of claim fully depend upon the
real productivity of the entrepreneurs. The products include the variable parts of
sharing products )( VC

HYBSH and full sharing products )(SH . The general building
block of financial products on the assets side is illustrated in Exhibit 5.

Exhibit 5

The Building Blocks of the Assets Side

Fixed claims
Products In terms of

final values
In terms of
inventories

Variable
claims

()
)(MR )(BBA )(IJ )( FC

HYBSH )( FCQH Fixed - -

)(SA )(ISH )(DA Marked to
market

Fixed -

)( VC
HYBSH )(SH Undetermined - Fixed
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For more details about the variety of investments see Haron and Shanmugam, 2000;
Errico and Farahbaksh, 1998; and Haron, 1998.

2.3 Contractual Arrangements within an Islamic Bank

An Islamic bank uses various types of financial contracts. Exhibit 6, section (a)
shows three types of deposits on the liabilities side of an Islamic bank: non-investment
deposits [ SA ]; unrestricted profit-sharing investment deposits [ UPSIA ]; and restricted
profit-sharing investment deposits [ RPSIA ]. Islamic banks guarantee the principal
amount of deposits and share any monetary surplus with the SA , whilst they share the
profit or losses with the UPSIA . Islamic banks provide only administrative services to
the RPSIA since the depositors are themselves actively involved in investment
decision making3. This demonstrates that Islamic banks perform fiduciary and agency
roles at the same time. Islamic banks should maintain their repayment capabilities for
the risk-averse depositors, and deliver the highest monetary return possible to the risk-
taking investors. However, the proportion of UPSIA to total assets varies depending
upon the preferences of the investors; the higher the proportion of UPSIA , the more
significant the agency role undertaken (i.e. the UPSIA give full authorization to the
bank to take all decisions relating to the investment process). On the contrary, the
higher the proportion of SA , the more significant the fiduciary role undertaken (i.e. the
bank should strive to maintain the value of the SA first and foremost). The capital
regulations for Islamic banks should be capable of enhancing the fiduciary roles
performed for risk-averse depositors, and the agency roles performed for risk-taking
investors.

Exhibit 5.6, section (b) shows various types of investment on the assets side of an
Islamic bank. These investments can be classified into PLS- and non-PLS-based
investments. mudarabah and musharakah modes of financing can be classified as PLS-
based investments [PLSI] whilst murabahah, ijarah and salam can be classified as
non-PLS-based investments [MUI-denoting ‘mark-up’-based investments]. In practice,
there also exist hybrid-types of investment [HYB] that combine the two basic modes of
finance [i.e. some part of the claims is fixed and some part is variable. For example:
lending money with a guarantee on the repayment of principal but also sharing the

3 The RPSIA depositors have the right to determine the investment types chosen, the banks

merely provide them with information about feasible investments. Therefore, the RPSIA
depositors take responsibility for investment risk.

Exhibit 6,
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profits]. Individual Islamic banks select their preferred compositions of assets. [For
more details about the variety of permissible Islamic investments, see Haron and
Shanmugam, 1997; Errico and Farahbaksh, 1998; and Haron, 1998].

Exhibit 5.6

Inter-Relationships within an Islamic Bank

Exhibit 5.6, section (c) shows the pivotal position of the banking regulator, who is
trying to ensure the sustainability of the savings/investment process. The regulations
implemented should be able to provide the right incentives and protection for all
market players to induce them to behave prudently. Besides designing a proper set of
financial ratios for capital regulation, the regulators of Islamic banks should also
consider adopting the second and third pillars of Basel II to empower the supervisory
process and to improve transparency in the banking system.

Banking
regulator

Management

Shareholders

Unrestricted
investment depositors

Restricted
investment depositors

Non-investment
depositors

PLS-based

Non PLS
based

Debt based
relationship

Principal-agent
relationship

Administrative
services

Managerial
incentives

Islamic Bank

Islamic Bank Depositors

Principal-agent
relationship

Debt based
relationship

Assets

Financial
Assurance

Regulatory framework
•Early warning system
•Entry regulations
•Legal lending limit
•etc

(a)

(b)

(c)

Exhibit 6,
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Structurally, a paradigm version of Islamic banking does not need the existence of
equity capital serving as a financial cushion since all possible losses incurred in the
business will proportionally absorbed by the equity holders and the depositors. As
mentioned in the previous section, a variety of products are offered to fulfil the needs
of customers, including fixed claim containing products. In that case, a financial
cushion is required by an Islamic bank to absorb financial losses. An Islamic bank with
a high proportion of SA needs a high financial cushion to underpin its operations. For
unrestricted investment depositors, equity capital can be viewed as a financial
participation in a PLS contract that may give an incentive to the shareholders to more
actively monitor the activities of the bank.

3. SAFETY NET ARRANGEMENTS AND POTENTIAL LIABILITIES TO
THE GOVERNMENT

3.1 Public Confidence and Financial Safety Net

As one of pillars sustaining the economic activities, the stability of Islamic banking
systems is very important for the whole society. The regulatory authority for Islamic
banks is in a position to ensure a sustainable savings/investment process; therefore, the
implementation of deposit insurance arrangements seems to be unavoidable. Indeed,
some deposit insurance arrangements have been implemented within Islamic banking
systems in order to enhance the banks’ repayment capabilities to non-investment
committed depositors (current and savings accounts). The existence of deposit
insurance arrangement may create moral hazard problems. Islamic banking regulators
also face a dilemma in dealing with ailing banks. In order to ensure the banks conduct
fiduciary roles properly, the Islamic banking authorities should be able to design an
optimal ‘closure’ rule, either to close down ailing banks early (as has been adopted by
the U.S banking authority under a prompt corrective approach (PCA)) or to subsidise
them in order to give them a chance for self recovery. This analysis is, in fact, a
modification of the model developed by Fries et. al (1997) seeking for a optimal rules
for bank reorganisation process.

3.2 The Model

Let us assume that Islamic bank equity holders receive total net cash flow which is
a function of the proportional profit share ( tegα ) minus the deposit insurance

premiums paid ( tsDK ).
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tste DKg −α (1)

where eα , tg , sK and tD represent the profit share ratio for shareholders









+ UPSIAOC
OC

, the income arising from the bank’s portfolio, the deposit insurance

ratio for debt-based deposits, and the bank’s total deposits )( SAPSIAU + respectively.
It is assumed that the bank regulator levies a constant rate of deposit insurance
premium as a proportion of insured deposits ( ss kK γ= where γ and sk represent the
deposit insurance premium per dollar and the ratio of debt-based deposits to total

deposits 







+ UPSIASA
SA

). The UPSIA depositors are not covered in a deposit

insurance scheme because their investments are equity based (they already understand
that the result of the investment can be either positive of negative).
Suppose that tg and tD are correlated and follow geometric Brownian motions as

expressed below4.

ttgtgt dgdtgdg 1ωσµ += (2)

ttDtDt dDdtDdD 2ωσµ +=

where Dgiii ,, =∀σµ are constant parameters, and Dtgt ωω , are standard

Brownian motion with Dtgt dddt ωωρ = . If it is assumed that the rate of return to

shareholders consists of the flow of income to share holders plus expected capital
gains, the market value for the bank’s equity ( trU ) will be:

∆∆+∆
+−= tttstet UE
d
d

DKgrU α , (3)

4 It is assumed that the banks have an average rate of deposit growth and average rate of
income. Standard Brownian motion expresses the level of uncertainties in both banks’ deposit
growth and rate of income.
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where ttttt DDgVDkU )/(),( = . By applying some mathematical manipulations
(proof is given in Appendix), we can find the expression that satisfies a second order
differential equation. Variable tt Dg / is defined as tk .
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The solution for equation (4) is given below:
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The first operator of equation (5) can be interpreted as the discounted per-
dollar of deposit value of the equity holders’ cash flow under unlimited liability. The
second operator of equation (5) can be interpreted as an option value for equity holders
if they want to abandon the bank in the event of failure. Assuming that closure

procedures entails a lump-sum bankruptcy cost )( *kc and the banking regulator

expends monitoring cost of mξ per dollar of insured deposits5, the total claims of

deposit insurance on the insurer will be tttt DkLDkM )(),( = , where
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The second operator shows the option value for the regulators if the shareholders of
the banks abandon the bank in the event of failure.

3.3 Optimal Stopping Time

Optimal stopping rules can be reviewed from two different points of views. The
banking regulators will have their own agenda that involves minimising bankruptcy
costs as a result of an appropriate bank closure process and effective monitoring. The
bank regulators’ objectives can be formulated as in equation (7). The first and the

5 These assumptions are the same as those adopted by Fries et. al. (1997).
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second operators express the option value to continue the monitoring and the option
value of having bankruptcy cost. If the banking regulator is not ready for an expensive
monitoring cost (late closure approach), they tend to choose PCA and vice versa.
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On the other hand, the shareholders also have their own optimisation process for
determining the closure point that is beneficial for them. The optimisation process can
be obtained by optimising the shareholder value as expressed in equation (5) with
respect to k . (Mathematical derivation is given in the Appendix )

{ })(max* kVk ≡
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The equation (8) shows how the optimal value of *k is determined by the capital

structure. The higher the proportion of UPSIA , the lower the option value to the
shareholders. The optimal trigger points derived from the two optimisations
approaches will be different, as intuitively, we appreciate that the shareholders will
only be willing to inject new capital if the insolvency level is not extremely low.
Therefore, the optimal trigger point for closure will be:

{ }*** ,maxˆ kkk ≡

Exhibit 7 illustrates the value of the bank’s equity, which is expressed in equation
(5), and the deposit insurance claims, which are expressed in equation (6). Exhibit 7
implies the following conclusions. First, the existence of debt-based liabilities (savings
deposits) may create potential systemic liabilities when a safety net arrangement
(deposit insurance) is introduced in an Islamic banking system ))(( tkL . Second, the

option value (to either continue or abandon the bank) to the shareholders ))(( tkV
exists as a natural phenomenon as a result of financial uncertainty. Third, there is a
need to determine an optimal closing rule for ailing banks that maximises social
welfare.
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Exhibit 7

Shareholder Value and the Regulator’s Liability

4. CONCLUSION

Systemically, the existence of claimable-based deposits in the current Islamic
banking system may create potential liabilities to the banking regulator (government).
The business uncertainty may create option value (to either continue with the bank or
abandon) to the shareholders particularly when the shareholders are in the out-of
money position. The capital regulation designed should also provide efficient exit rules
optimising social welfare since inefficient closure policy may create an expensive
bankruptcy costs.
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Appendix

Stochastic Effect in Shareholder Value under Safety Net Arrangement

Applying I to’s lemma to shareholder value in order to find the stochastic effect,

partial differential equation will be as follow:
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Manipulation the solution of the form ttttt DDgVDgU )/(),( = , we can find the
homogenous differential equation as follow:
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The homogenous and unique solution of the differential equation (2) is represented

as follow:
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The complete solution of differential equation (D.2) is given by:
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The liability of the government is given by:
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The minimum threshold for closing that maximise shareholder value is given by:
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DEVELOPING LIQUIDITY MANAGEMENT INSTRUMENTS: ROLE
OF INTERNATIONAL ISLAMIC FINANCIAL MARKETS

ABDUL RAIS ABDUL MAJID

1. INTRODUCTION

Liquidity management is part of the larger risk management framework of the
financial services industry, which concerns all financial institutions whether they are
conventional or Islamic. Studying liquidity management issues is a critical but
complex subject. Failure to address the issue may lead to dire consequences, including
banking collapse, and by extension, the stability of the financial system. In fact, most
bank failures are due to difficulties managing their liquidity problems. This is also the
reason why regulators are very concerned with the liquidity position of financial
institutions and current thinking of regulators centre around the strengthening of
liquidity framework.

For Islamic financial institutions, liquidity management is more unique due to the
fact that most available conventional instruments used for liquidity management are
interest-based, therefore, not Shari[ah compatible. It follows, then, that in the absence
of Shari[ah compatible instruments, there can only be limited development of the
Islamic inter-bank money market. The money market is an important component of the
liquidity management framework as it is the first avenue to place or borrow short term
funds. This gives more reason why addressing liquidity management is very critical to
Islamic banks since IFI faces bigger challenges due to Shari[ah considerations and the
nature of their operations.

Traditionally, many Islamic banks rely heavily on commodity murabahah for short-
term investment and liquidity management. However, the technique, while providing
IFI’s with a window to invest their short term funds, leads to an inefficient use of funds
due to its low returns. Therefore, the challenge is to look for alternative instruments
and solutions.

Recently, several new Shari[ah compatible instruments have been introduced to the
market e.g. several applications of the Sukuk structure. In other developments, several
Islamic alternatives to the conventional inter-bank market have been advanced by
Muslim scholars which can be explored further for future implementation. The legal
and institutional infrastructure for the development of an Islamic secondary market,
with liquidity management top in agenda, have been strengthen by the establishment of
the International Islamic Financial Market (IIFM) which has been given the functions
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of developing an active secondary market in Shari[ah compatible instruments with a
view of facilitating the liquidity management functions of the IFI’s.

This paper will try to address the above issues, the main aspects of liquidity
management in Islamic banks nowadays, and the way forward.

2. DEFINITION AND CONCEPT OF LIQUIDITY MANAGEMENT

The concept of liquidity risk revolves around the ability of a bank to maintain
sufficient funds to meet its commitments, which may, in turn, be related to its ability to
attract deposits. It is about the ability of matching the maturity of assets and liabilities
daily and coping with any short-term pressures that may arise in the process of
ensuring the assets are fully funded.

Therefore, managing liquidity is one of the more important functions of bank
management. However, the question that may arise is that if financial instruments,
inter-bank market and the Central banks acting as lender of last resort, form the
infrastructure for addressing liquidity management issues in the conventional system,
to what extent are they in compliance with Shari[ah principles, and if not, what is the
alternative?

3. LIQUIDITY MANAGEMENT IN ISLAMIC BANKS

As banking institutions, Islamic banks also have to meet their liquidity needs
and obligations to ensure the smooth running of their business, as it is the case
with their conventional counterparts. However, the very nature of Islamic banks
with their objective of avoiding riba in any form, have additional issues to
address in order to meet their liquidity needs in a Shari[ah complaint manner.

In the conventional banking system with a well-developed inter-bank market, there
are a variety of instruments available that the banks can avail of. Frequently, the inter-
bank market works on the basis of unsecured inter-bank lines for anything from
overnight funds to six months, nine months and twelve months, after which the market
gets very thin. Access to inter-bank money markets for short-term borrowings gives
considerable flexibility to a bank to adjust its short-term cash flow. Secondary markets
in financial instruments have also become an important source for liquidity
management, which banks can rely on manage their liquidity. However, for Islamic
banks, the instrument has to asset based; therefore, it is more closely related to the debt
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(bond) capital markets. Herein lies the challenge, as at present, there is hardly an
Islamic bond market to speak of at a global level.

Generally, a bank can access the inter-bank money market for short-term
requirements and to cover mismatches in maturity. Additionally, as an insurance
against being unable to cover an expected shortage of cash flow in the inter-bank
market, a bank could hold a portfolio of marketable securities that can be quickly
liquidated in case of need.

However, the above conventional mechanisms of liquidity management namely
inter-bank market, secondary market financial instruments and discount window from
the Central bank as lender of last resort are all based on interest and therefore, not
permissible for Islamic banks. Thus, the causes of liquidity problems in Islamic banks
and financial institutions could be summarized as follow:

i. Small number of participants;

ii. The slow development of Islamic financial instruments;

iii. No Shari[ah compatible inter-bank market;

iv. The absence of a liquid Islamic secondary market;

v. No lender of last resort facilities, and

vi. Different Shari[ah interpretation.

4. CURRENT STATUS OF LIQUIDITY IN ISLAMIC BANKS

In general, Islamic banks, especially in the Middle East face excess of liquidity. In a
recent study it was discovered that Islamic financial institutions are almost 50 % more
liquid as compared to conventional financial institutions. Out of US$ 13.6 billion total
assets of Islamic banks in the study US$ 6.3 billion were fund to be in liquid assets.1

This excess liquidity means that these liquid assets are either generating no return
or a very low one. This is a serious business risk as it negatively affects the

1 See Tariqulllah Khan and Habib Ahmed, Risk Management An Analysis of Issues in Islamic Financial
Industry Islamic Research and Training Institute, Islamic Development Bank, Occasional Paper No. 5.
2002, p.147, based on Bahrain Monetary Agency (2001) “Feasibility Study for a liquidity Management
Center” Manama, Ernest & Young Consultant.
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competitiveness of the Islamic financial institution as compared to conventional
financial institutions.2

Fig 1: Key Issues in Liquidity Management of IFIs

5. PRESENT PRACTICES IN LIQUIDITY MANAGEMENT ADOPTED BY
ISLAMIC BANKS.

Liquidity Management – Commodity Murabahah

One of the popular modes of investment used by Islamic banks to address the
problem of liquidity is commodity murabahah. It is a form of a short-term finance
based on murabahah contract and generally used for the buying and selling of
commodities in the international market. (For detailed explanation please refer to
Appendix 1)

2 Ibid.
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Liquidity Management – ABC Islamic Fund

The Fund’s overall objective is to provide shareholders with a maximum security,
instant liquidity and realistic and consistent rate of profitability. The fund main
investments will be made through participation in transactions in ijarah, istisna[,
mudarabah and murabahah.

Shares in fund are valued on a daily basis, based on accruals, by reference to the
Net Assets Value (NAV) of the fund’s assets and will be bought and sold by customers
at the Net Asset Value of the preceding business day. Thus, if a customer’s shares in
the Fund appreciate in value, the benefit of this appreciation will pass to the customer.
However, if a customer’s shares in the Fund fall in value, ABC, being a third party,
irrevocably and unconditionally guarantees that on the redemption of the shares the
customer will receive an amount equal to the price paid for the shares, thereby ensuring
that the customer cannot be prejudiced by a fall in value of the Fund’s shares.

The arrangement with ABC also helps the fund to manage its own liquidity and
participate in attractive deals as and when appropriate opportunities arise. This is
achieved through an irrevocable liquidity arrangement with ABC under which it buys
and sells shares from the fund as required. The fund concentrates on participating in
well –secured deals which provide return to shareholders. It uses conventional money
market rates as benchmark to determine the rate of profitability.

Sukuk al-Salam

The Bahrain Monetary Agency has also issued a series of new Islamic financial
instruments designed to broaden the depth and liquidity of the market. One of the
instruments is the short-term government bills structured under Salam, having
generally a maturity of 91 days. Aluminium has been designed as the underlying asset
of the salam contract. The Government of Bahrain will sell aluminium to the buyer. In
exchange of the advance payment that will be paid by the Islamic bank(s) the
Government of Bahrain will undertake to supply a specified amount of aluminium at a
future date. At the same time the Islamic bank(s) will appoint the Government of
Bahrain as an agent to market the quantity of aluminium at the time of delivery through
its channels of distribution However, salam Sukuk are not tradable instruments. (See
Appendix 4 – Table 2 – Bahrain Sukuk al Salam)

Malaysia Islamic Inter-Bank Money Market

Bank Negara Malaysia, the Central Bank, introduced the Islamic Inter bank
Money Market (IIMM) on January 3, 1994. The scope of activities of the IIMM
included the purchase and sale of Islamic financial instruments among market
participants (including the Bank), inter bank investment activities through the
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Mudarabah Inter bank Investment (MII) Scheme and a cheque clearing and
settlement system through an Islamic Inter-bank Cheque Clearing System (IICCS).

The Islamic financial instruments that are currently being traded in the IIMM on the
basis of Bay[ al Dayn, are the Green bankers acceptances, Islamic accepted bills,
Islamic mortgage bonds and Islamic private debt securities.

In addition, financial institutions can sell Government Investment Issues (GIIs) to
the Central Bank as and when required to meet their liquidity needs. GIIs are
government securities issued on an Islamic basis, which financial institutions can also
buy from the Central Bank, depending on availability.

Under the mudarabah mechanism for instance, a bank participating in the
interest free banking scheme may invest its surplus liquidity funds in another
bank. These funds may be invested on the basis of mudarabah for a period of
investment that may vary from overnight to 12 months on an agreed profit
sharing ratio. (See Appendix 4 – Table 6 regarding the volume of Malaysian Islamic
Inter-bank Market as reported by Bank Negara Malaysia April 2003)

Malaysia Islamic Private Debt Securities

It is worth noting that the Malaysia Islamic private debt securities is well developed
and estimated at RM 10 to 15 billion. In 2002 the volume of Islamic private debt
securities is more than 50% of total bonds issuance in the domestic market which
amounted to RM 13.8 billion, more than half of the RM 26.7 billion value of all bonds
issued in the period. However, the Islamic private debt securities structured under bay[ 
bi al-thaman al-[ajil and murabahah are the point of contention among Shari[ah
scholars.

Sudanese Musharakah Certificates

The Central Bank of Sudan launched in 1998 the Central Bank Musharakah
Certificates (CMCs). It is an equity based instrument which is used against
Bank of Sudan ownership in commercial banks. It is used by Bank of Sudan as
an indirect instrument to regulate and manage liquidity within the banking
system. n 1999 the Ministry of Finance launched another instrument, called
Government Musharakah Certificates (GMCs). They are also musharakah -based
instruments that are used against the Ministry of Finance ownership in some profitable
public and joint venture enterprise in collaboration with some Islamic Monetary Fund
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(IMF) staff. The certificates are meant to regulate and manage liquidity within the
economy as a whole.3

6. ISLAMIC INTER-BANK MARKET AND LIQUIDITY MANAGEMENT

As mentioned above, instruments available for the conventional inter-bank market
and the concept of lender of last resort by central banks are interest-based and
therefore, not permissible for Islamic banks to participate. However, some efforts have
been made to develop the Islamic alternative.

Three alternatives to the conventional inter-bank market may be considered to
provide short-term liquidity to Islamic banks when the need arises.

 First, banks could have an agreement with other banks for mutual financing
facilities as practiced by conventional banks, but within the framework of
profit loss sharing. Banks which are in need of more resources from others
may enter into mutual agreement of profit loss sharing arrangement. This will
allow them to place surplus funds, arrange liquidity when the need arises and
balance their short-term assets and liabilities.

 Second, there could be an inter-bank cooperative arrangement to extend
reciprocal accommodation to each other on condition that the net use of this
facility is zero over a given period.

 Third, the banks could create a common pool at the central bank to provide
mutual accommodation. 4

7. SHORTCOMINGS OF PRESENT PRACTICES

Although commodity murabahah as a short-term investment mechanism addresses
some of the problems of liquidity management facing Islamic banks, the mechanism
has many shortcomings.

Some of those shortcomings are:

 Flight of capital out of Islamic countries’ economies.

3 See, Sabir Mohammad Hassan "Towards Fostering Financial Stability of the Islamic Financial Industry”
paper presented at the inauguration of the Islamic Financial Services Board Kuala Lumpur, Malaysia
November 2002, p.5.
4 For more elaboration on this issue see, Umer Chapra, “Mechanics and Operations of an Islamic Financial
Market”, Journal of Islamic Banking and Finance, vol.5, no...3, 1988, 31-36.
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 Not contributing to the development of an Islamic secondary market.

 Over reliance on short-term investment.

 Different Shari[ah interpretations and acceptance.

 No universal acceptance.

8. INFRASTRUCTURE FOR LIQUIDITY MANAGEMENT

Recognising the difficulties faced by IFI’s in managing their liquidity, the Central
Bank and Monetary Agencies of Malaysia, Indonesia, Brunei Darussalam, Bahrain,
Sudan and the Islamic Development Bank got together and developed a concept to
offer a solution to the industry.

9. INTERNATIONAL ISLAMIC FINANCIAL MARKET ( IIFM)

The Agreement to establish the IIFM was signed in November 2001 by the
Governors of the Central banks /Monetary Agencies Malaysia, Bahrain, Indonesia,
Sudan, and the President of the Islamic Development Bank. Its main objective are (1)
to spur the establishment and development of an international financial market based
on Shari[ah rules and principles. (2) Addressing the issue of liquidity management in
Islamic banks (3) developing an active, secondary market is at the core of its mission
and (4) creating the environment that will encourage both Islamic and non-Islamic
financial institutions to actively participate in a secondary market and the information
of new traceable instructions. Hence, IIFM will act as the focal point for the
harmonization of Shari[ah interpretations in the global financial market and bridge the
gap between the different Shari[ah interpretations. This will be achieved through the
endorsement of Islamic instruments developed by financial institution by well-known
scholars representing different regions Shari[ah schools of thought. This will allow, for
instance, products developed in Malaysia to be accepted in the Middle East, Indonesia
or any other country and vice versa. IIFM also aims at enhancing the cooperative
framework among Islamic financial institutions globally. It will address the problem of
lack of awareness of attractive investment opportunities in other markets and
facilitating the raising of fund and investment beyond the national borrowing. It will
also help in cross listing in different stocks exchanges of member countries such as that
of Labuan (Malaysia) and Bahrain, for instance. In order to streamline rules and
practices and to enhance the market effectiveness, IIFM will issue guidelines the
issuance of Sukuk following international best practice, and for the standardization of
dealing and settlement practice for Sukuk.
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When a critical mass has been achieved, the IIFM will be the “clearing house” of
Shari[ah compliant instruments available for liquidity management.

10. LATEST DEVELOPMENT IN ISLAMIC LIQUIDITY MANAGEMENT

Some Practical Examples

Several types of instrument have been introduced recently in form of Sukuk or
Islamic bonds. Such instruments will help in financing long-term projects and
infrastructure development, developing the Islamic capital market and providing tools
for liquidity management.

Government of Bahrain Sukuk� Program

An important development in Bahrain is the introduction of ijarah Sukuk. Since its
introduction in August 2002, a series of seven ijarah Sukuk � issues worth US$ 730
million have been issued so far and it is expected to reach the US 1.0 billion by the end
of the year. All seven issues were oversubscribed which demonstrates the ample
liquidity in the market and the high demand for Islamic instruments. Although some
issues are restricted to the domestic market, a couple of large issues were targeted to
the larger Middle East regional market and international markets.

(See Appendix 2 for the structure and Appendix 4 – Table 1 – Bahrain Sukuk al
Ijarah)

Malaysian Global Sukuk

One the more innovative instruments issues was the Malaysia Global Sukuk � US$
600 million. Sukuk al- Ijarah issue in June 2002. This issue is a truly pioneering issue
because it is the first sovereign global Sukuk transaction which was largely targeted not
only to Middle Eastern Islamic investors but also conventional investors in Europe,
Asia & U.S. The issue was listed on the Luxembourg Stock Exchange and Labuan
Financial Exchange.

It is interesting to note that there were five major Middle Eastern financial
institutions participated as co-managers besides three Asian financial institutions.

Incidentally, the Malaysia Global Sukuk was first issue to be endorsed by the
Shari[ah Supervisory Committee of IIFM which to ensure Shari[ah compatibility
globally. In total, 51 investors subscribed to the issue, of which 27 were new investors
to the Malaysia credit. Geographically, the deal achieved another milestone with 51%
of the paper placed in Middle East, followed by 30% to Asia investors with half of this
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placed to Labuan –based investors. Fifteen percent was taken by European investors
and 4% by US investors. The fact that Middle Eastern investors participated in big
numbers and auger well for the growth of Islamic capital markets as it has enhanced
cooperation between Islamic countries, offered through globally acceptable products,
thus fulfilling one of the objectives of the IIFM. (See Appendix 2 for the structure and
(See Appendix 4 – Table 3 – Malaysia Global Sukuk�)

First Global Sukuk

Another important issue in the Islamic Bond experience in Malaysia is
Kumpulan Guthrie Bhd Sukuk of US$ 150 million, listed at the Labuan
International Financial Exchange. The ijarah Sukuk have been assigned a long
term foreign currency Islamic capital market rating of BBB+ by Malaysian
Rating Corp Bhd. The Sukuk are issued to fund the Company acquisition and
operation in Indonesia. (see Appendix 4 – Table 4 – First Global Sukuk�)

Islamic Development Bank (IDB) Trust Certificates

The $400 million Islamic Sukuk was issued by Solidarity Trust Services Limited
(STSL), a special purpose company incorporated in Jersey Channel Islands. The
Islamic Corporation for the Development of Private Sector (ICD) played an
intermediary role by purchasing the asset from IDB and selling it to The Solidarity
Trust Services Limited (STSL) at the consolidated net asset value. The issue is
guaranteed by The Islamic Development Bank’s (IDB)

The issue is unique with respect to its issuer, guarantor, arranger and more
importantly the innovative structure of the deal, which is a combination of
securitization of ijarah, murabahah and Istisna[ contracts with a minimum of 51% on
the Ijarah assets.

The certificate holders will be entitled to receive periodic profit distribution. The
Citigroup Global Markets Limited acted as the lead arranger and the market-maker for
the issue, which is rated ‘AAA’ by S&P and ‘AA’ by Fitch based on the credibility and
the financial strength of the guarantor of the issue. (See Appendix 3 for the Structure
and Appendix 4 – Table 5 – Islamic Development Bank (IDB) Trust Certificates)
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Qatar Global Sukuk

Estimated at US$ 500 million, the issue was issued by Qatar Global Sukuk, a
Special Purpose Vehicle. It is the first global Islamic bond offering by the State of
Qatar. HSBC Amanah acted as the lead arranger and the market maker for the issue
which is rated A+ by Standard &Poor’s. (Please see Appendix 2 for the structure)

11. CONCLUSION

Despite the fact that several successful attempts have been made so far to address
the problem of liquidity in Islamic banks much need to be done for an effective way in
solving the liquidity issues in Islamic banks. Reinforcing cooperation among Muslim
countries supportive of Islamic banking can help in solving the problem. This is better
done through the existing institutions such as the IIFM.

At the same time there is a need of close cooperation between IIFM and Central
Banks especially those of member countries. One proposal is to make it mandatory for
all market issue in member countries to carry IIFM Shari[ah endorsement. Another
proposal is for Central banks to make IIFM endorsed instruments eligible instruments
for Islamic banks’ reserve requirement. Additionally, Central banks may also hold
certain eligible Sukuks as part of their reserve management portfolio.

From these initial initiatives, the demand for Shari[ah compatible products among
all financial intermediaries will grow, thereby creating an active Islamic capital market
that can provide a viable alternative to conventional market.
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Appendix 1- CommodityMurabahah

General structure and responsibility of the various parties to a commodity
murabahah are as follow:

1. An Islamic bank instructs a conventional bank as agent to invest say US 10
million for one month.

2. Acting as an agent, the conventional bank buys a commodity from a broker A,
value spot on behalf of the Islamic bank. The commodity is then credited to the
conventional bank’s bank account with broker A. The conventional bank will
credit broker As dollar account with US 10 million and this account will
accrue return to build up to the deferred payment amount.

3. Value spot, the conventional bank (acting as an agent on behalf of the Islamic
bank) sells the commodity at cost plus mark-up on a deferred payment basis
(one month) to Broker B. The commodity is debited to the Conventional
bank's account with broker B.

4. Broker B will sign an assignment of rights deed to assign the security of the
funds to the conventional bank. This will allow the conventional bank to net
off the amounts to Broker A with the amount payable to broker B. A similar
assignment of rights will allow Broker A and Broker B to net off the
conventional bank’s commodity positions with them, value spot.

5. On maturity (in one month) the conventional bank pays to the Islamic bank
profit (mark up) plus the original investment of US 10 million.

6. Commission will be payable to the conventional bank as agent (approximately
25 basis points) and to the commodity brokers (approximately $50 per 1
million of the commodity) on buying and selling the commodities. These
commissions will be built into the price quoted to the Islamic bank are not
accounted for separately.5

5 5Bahrain Monetary Agency, Islamic Banking and Finance in the Kingdom of Bahrain, Bahrain
Monetary
Agency, 2002, p.30.
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Appendix 1- CommodityMurabahah

The CommodityMurabahah Contract Structure
A commodityMurabahah is an acceptable short term inter-bank

deposit/placement instrument

Sell
(at a profit &
deferred payment) Buy

Broker
‘B’

Conventional
Bank (Agent) Pay (Spot)

Broker
‘A’

Receive (Sales
proceeds at
maturity)

Receive funds from
Investor (to pay
Broker ‘A’)

Islamic Bank / Investor
(Principal)

Funds Flow

Commodity Flow

Settle Investor (Sales
proceeds less Agents
fees)
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Appendix 2

Periodic & dissolution
distribution amount

Beneficial to
land parcels

Leases rentals & exercise
price at dissolution

Leases land parcels & sale
at dissolution

TRUST
CERTIFICATES

(SUKUK)
‘SPV’

LAND
REGISTRY

THE
GOVERNMENT

Certificate (Sukuk)
ProceedsCertificate (Sukuk)

Proceeds

IJARAH SUKUK STRUCTURES
The Malaysian, Bahraini and Qatari Sukuk al-ijarah

have all are Similar Structure
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Appendix 3

GLOBAL SUKUK STRUCTURES
IDB Trust Certificates

Trust Certificates
(Sukuk)

Certificate
(Sukuk)
Proceeds

ISSUER /
TRUSTEE

Proceeds from
Purchase of Assets

Ownership in
Sukuk Assets

GUARANTOR
SERVICER
(WAKEEL)

INVESTORS
(Certificate holders
(Trust Beneficiaries)

SELLER

ORIGINATOR

SUKUK ASSETS
(Ijarah, Murabahah & Istisna[ Contracts)

Proceeds from
Purchase of Assets

Ownership in
Sukuk Assets
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Appendix 4

Table 1 – Bahrain Sukuk al Ijarah
Country Issuer Type Value Maturity
Bahrain Bahrain

Monetary
Agency

Sukuk � al-
ijarah (1)

US$100
million

4 September
2006

Bahrain Bahrain
Monetary
Agency

Sukuk � al-
ijarah (2)

US$70 million 27 January
2005

Bahrain Bahrain
Monetary
Agency

Sukuk � al-
ijarah (3)

US$80 million 29 August
2007

Bahrain Bahrain
Monetary
Agency

Sukuk � al-
ijarah (4)

US$50 million 19 November
2005

Bahrain Bahrain
Monetary
Agency

Sukuk � al-
ijarah (5)

US$80 million 27 August
2007

Bahrain Bahrain
Monetary
Agency

Sukuk � al-
ijarah (6)

US$ 100
million

2 April 2008

Bahrain Bahrain
Monetary
Agency

Sukuk � al-
ijarah (7)

US$250
million

May 2008

Table 2 – Bahrain Sukuk al Salam
Country Issuer Type Value Maturity

Bahrain Bahrain Monetary
Agency

Sukuk Al
Salam (23
issues up
to April
2003

US$ 625 Million
(cumulative)*

91 days for each
issue
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Appendix 4

Table 3 – Malaysia Global Sukuk
Country Issuer Type Value Maturity

Malaysia Ministry of
Finance, Malaysia

Global Islamic
Ijarah Sukuk �

US$ 600 Million June 2007

Table 4 – First Global Sukuk �
Country Issuer Type Value Maturity

Malaysia Kumplan
Guthrie Bhd.

Ijarah Sukuk � US$ 150 Million 2006

Table 5 – Islamic Development Bank (IDB) Trust Certificates
Country Issuer Type Value Maturity

Multilateral
Institution

The Issuer: Solidarity
Trust Services Ltd.,
Guarantor: (Islamic
Development Bank
(IDB)

Combination of
Ijarah, Murabahah
and Istisna[ 
Sukuk�, (with
minimum 51%
Ijarah Sukuk �)

US$ 400
Million

July 2008

Table 6: MALAYSIA ISLAMIC INTER-BANK MONEY MARKET (IIMM)

(RM billions)
Mudarabaha
Inter-bank
investments

Green
Bankers

Acceptances

Islamic
Accepted

Bills

BNM
Negotiable
Notes-1

BII
Investment
Issues-1

2000 283.6 13.6 4.7 0 0
2001 241.2 19.5 3.9 1.2 2.5
2002 247 17.2 7.6 2.2 5.9

Source: Bank Negara Malaysia
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DEVELOPMENTS IN INTERNATIONAL FINANCIAL REPORTING:
IMPLICATIONS FOR ISLAMIC BANKS

MOHAMAD N. ALCHAAR

1. INTRODUCTION

The principles of Islamic Shari[ah strike a balance between the interests of the
individual and society. It is known that investment is the foundation of economic
activities in any society. However, not every individual is capable of directly investing
his own savings. Accordingly, Islamic banks play an important role by acting as a
vehicle to attract the savings of individuals and investing those savings for the benefit
of the individual and society.

However, to induce individuals to invest through savings with their Islamic banks,
it is essential that such individuals develop a trust in the ability of Islamic banks to
realize their investment objectives. In the absence of trust in the ability of Islamic
banks to invest efficiently and in full compliance with Islamic Shari[ah, many
individuals may refrain from investing through Islamic banks. One of the pre-requisites
for the development of such trust is the availability of information that assures the
investing public of the ability of Islamic banks to achieve their objectives.

2. BUILDING THE PUBLIC’S CONFIDENCE

In order for the information supplied by the Islamic banks to achieve and maintain
the trust of the investing public, it has to fulfill certain requirements, some of which
are:

i. Be able to determine the rights and obligations of all interested parties,
including those rights and obligations resulting from incomplete transactions
(transactions that accrue over more than one financial reporting period, such
as deferred payment sales, salam etc) and other events, in accordance with the
principles of Islamic Shari[ah and its concepts of fairness, charity and
compliance with Islamic business values;

ii.Be able to contribute to safeguarding the Islamic bank’s assets, its rights and
the rights of others in an adequate manner;

iii. Be able contribute to the enhancement of managerial and productive
capabilities of the Islamic bank, and encourage compliance with its
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established goals and policies and, above all, compliance with Islamic
Shari[ah in all transactions and events;

iv. Be able to provide useful information to the users so as to enable them to
make legitimate decisions in their dealings with Islamic banks.

Due to practical needs, this information has developed and structured into what is
now called financial reporting. Its objectives are mainly enabling entities to determine
their financial rights and obligations, results of operations, and to inform present and
potential parties concerned with its financial affairs, the results of its operations and its
cash flows. This information is intended to assist those parties in making suitable
decisions with respect to the entity. Thus financial reporting plays an important role in
directing economic resources in society to different entities as a result of the decisions
made by the parties concerned with the affairs of those entities.

Therefore, importance of financial reporting cannot be overstated, especially in
developing countries and emerging markets, where the majority of Islamic banks are
located or have emerged from. History has shown that the rate of growth and the
development of a nation’s economy in both private and public sectors are tied to a
certain extent to the adequacy of the financial reporting system and its development
process in that country. It is also well recognized that matters such as investment
decisions and regulations rely first and foremost on the availability of a set of corporate
reporting policies and procedures that supply transparent and relevant information.
Many of these countries aspire to develop an efficient and effective capital market,
whether Islamic or otherwise, as a means of raising finance for investment and
developmental purposes. This is supported by a report by the Asian Development Bank
capital market developments, which stressed that, “accounting information is an
essential element of infrastructure for a financial system”. Financial reporting is also
central to regulations pertinent to establishing an active market for corporate securities,
and a crucial component for developing capital markets.

Indeed, the pre-eminence of developed economies and their capital markets has
been associated, in part, with the stringent nature of financial reporting rules and their
strict enforcement in these countries, which in turn, resulted in the increased
availability of information for decision making purposes. This is because financial
reporting is the principal mean by which investors and public companies communicate,
and a crucial tool of governance for boards of directors. Investors, board members and
other users of financial reports rightly expect that the information they receive will be
accurate, complete and accessible as possible. This is especially the case of institutions
established on the basis of a joint-stock company, like many Islamic banks, where
there is a separation between the owners of the entity (equity holders) or providers of
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finance (depositors and investment account holders) and the management of the entity.
The management is hired by the owners to discharge their duties in managing the
entity of the owners in the best possible manner, to achieve the best possible results.
The performance of this duty is measured using the information produced by the
management themselves, in the form of financial reports. From the Shari[ah
perspective, the presentation of information is used as a means of establishing justice
and empowering the rightful owners to know, demand and receive his rights.
Therefore, if the management, who happen to also be the presenters of the information,
fail in their duty to be precise and disclose all relevant information, confidence in the
financial information and corporate disclosure produces an investor retreat as a result
of loss of credibility. This increases the cost of capital and reduces the economy’s
productivity.

Seeing how important the role that financial reporting plays, one would assume that
it would be high on the agenda of regulatory authorities and information users in
developing countries. However, a closer review of the prevailing situation of financial
reporting infrastructure in many of these countries merit some concern. This is crucial
if these countries are to achieve sound economic development and capital market
aspiration. In a study published by the Society for International Development, it states,
amongst others that, “financial reporting in the developing countries is often limited to
the deficient recording of transactions…it is maintained solely for the purpose of
satisfying the formalities required by law and tax authorities. The information provided
by such records is often of little value in assessing the performance of an enterprise.”
The World Bank published that “in developing countries, accounting and auditing
practices are sometimes weak, and financial laws and regulations do not demand
accurate and timely reports. Developing and effective accounting and auditing
profession is essential for building efficient capital markets”. Therefore, developing
countries aiming to boost capital inflows to their economies will need to pay close
attention to the role of an independent financial reporting infrastructure.

In order to fulfill its important role, there are various strategies that have been
developed and adopted by developing countries in formulating an adequate and reliable
financial reporting standards infrastructure. Four strategies have been identified which
are:

i. Evolutionary approach: this consists of an isolationist approach to
standard setting whereby the country develops its own standards without
any outside interference or influences;

ii. Transfer of technology approach: the development may result from either
the operations and activities of international accounting firms,
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multinational, and academicians practicing in the country, or the various
international treaties and cooperative arrangements;

iii. Adoption of international financial reporting standards: this consists of
joining the International Accounting Standards and adopting “wholesale”
their pronouncements. This is done in order to reduce set-up costs, join the
international harmonization drive, facilitate the growth of foreign
investment, emulate well-establish standards and legitimize its status as a
full-fledged member of the international community;

iv. Situation-based strategy: where the development is based on an analysis of
accounting principles and practices in the advanced nations against the
backdrop of their underlying environment.

Against these approach and strategies available to the developing countries, it
would seem that the most popular strategy has been the adoption of international
financial reporting standards, in the countries where Islamic banks predominantly
operate. A study published by Miller on International accounting standards reveals that
countries such as Indonesia, Malaysia, Bahrain, Pakistan, Kuwait, Egypt, Jordan and
several others have adopted the International Financial Reporting Standards (IFRS) as
the basis for their national financial reporting.

In light of this, it would be useful now to look at the developments in international
financial reporting and assess their implications for Islamic banks. There have been
several developments, but three have been chosen due to the potential severity of
impact for Islamic banks. They are:

i. Loss of credibility in financial reporting caused by corporate irregularities;

ii. Accelerated move towards harmonization of accounting standards;

iii. Reporting by auditors on compliance with IFRSs.

In the following sections, we will look at these developments, examine their causes
and implications for Islamic banks, and suggest possible solutions.

2. LOSS OF CREDIBILITY IN FINANCIAL REPORTING CAUSED BY
CORPORATE IRREGULARITIES

The last few years has seen some turbulent times triggered by a series of reported
corporate irregularities in the United States and elsewhere and caused mainly by
financial reporting and governance failings that have imposed large costs on both
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investors and regulators alike. It is ironic that when the Asian crises was sweeping
across this region in 1997, Western economists, financial leaders and international
organisations alike were pointing their fingers at poor accounting, lax corporate
governance and crony capitalism, as the main contributing factors. A report issued by
the United Nations Conference on Trade and Development (UNCTAD) in March
1999, which considered the corporate reporting implications of the crisis, stated that,
“The failure or near failure of many financial institutions and corporations in the East
Asian region resulted from a highly leveraged corporate sector, growing private sector
reliance on foreign currency borrowings and lack of transparency and accountability….
A crucial role was played by disclosure deficiencies… . And the lack of appropriate
disclosure requirements indirectly contributed to the deficient internal controls and
imprudent risk management practices of the corporations and banks.” Although the
message was appropriate, it was surely applicable to all.

So what has caused these failings in the accounting and reporting system, for which
many developing countries adopt as their financial reporting standard as noted earlier?

A study conducted by the International Federation of Accountants (IFAC) has
identified that almost all the high profile failures that have occurred around the world
are as a result of the combined effect of failures in business, failures in governance and
failures in reporting. As we are predominantly concerned with financial reporting, it
begs the question: Is the failure of financial reporting the prime reason for business
failures, or alternatively put, will a strengthened governance and reporting practices,
and the improved credibility of financial information result in eliminating business
failures?

A review of the business failing has identified a common cause. They have all
began with a business issue that should have been communicated to users of the
financial statements, but was not properly disclosed. Additionally, governance
structures fail to prevent or detect this, and a reporting failure results. As an entity
moves closer to business failure, the incentive to distort reporting increases and,
therefore, the chance of reporting failure increases. Simply put, a reporting failure will
only rarely directly cause a business failure but can allow poor business practice to be
extended and delay the confronting of difficult business decisions. The fact remain that
business failure is an inherent, and even required, feature of a market economy,
although any improvement to financial reporting should reduce the chances of failure
arising from deception or lack of transparency. To understand this further, we look at
some of the distorting practices that have occurred. They include:

i. Accelerating recognition of revenues - for example, by advancing the
timing of recognition of revenues on long-term leases, and long-term
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license fees, or booking revenue when a product is shipped to a distributor
or reseller without an obligation to repurchase (referred to as “channel
stuffing”);

ii. Boosting revenues by recording non-operating transactions as revenues -
for example, by recording the sale of an equity stake as revenue, or
engaging in “swap” trades of like products to give the appearance of
economic activity where there is none;

iii. Altering transactions with other parties to delay or avoid recognition of
expenses - for example, by prematurely recognizing vendor allowances
and rebates, recording false credits from vendors for damaged and
outdated goods, and capitalizing operating expenses;

iv. Exploiting classification alternatives - for example, the choice between
capital versus operating leases (especially airlines), and for financing
instruments (trust preferred shares) constructed to be treated like debt for
tax purposes but treated like equity for accounting purposes and the
investor community;

v. Treatment of stock options grant - for example, by not expensing stock
option grants in the determination of net income or providing good
disclosure, and re-pricing of stock options as market conditions change;

vi. Other revenue enhancing measures - for example, by using securitizations
and sale of receivables to smooth earnings;

vii. Non-consolidated or off-balance-sheet entities - such as by using Special
Purpose Vehicles and limited partnerships to hide debt, or by using
guarantees, contingent liabilities and credit for liquidity triggers.

These practices have occurred, or been allowed to occur as a result of the inherent
institutional or financial reporting structure in the developed countries. Some of these
are:

i. Incentives provided to management: through direct remuneration and share
options, and their relationship to a company’s share price, where
managements are seen as having to protect their jobs by meeting the
market’s profitability expectations. Where their incomes are linked to the
short-term or a point-in-time share price or financial performance through
bonus arrangements or the ability to exercise share options, pressures to
manage the share price or returns are intensified.

ii. Company internal controls: the focus on growth and share prices has, in
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some cases, resulted in a neglect of basic internal discipline, including
effective internal controls. Internal audit, which should be an important
element both in assessing the effectiveness of controls and in improving
them, may have been overlooked or neglected. The focus of senior
management, especially in this regard, the Chief Financial Officer, may be
more on strategic issues than on the operations and controls in the financial
functions supporting the preparation of the financial statements, where
many of them now have responsibility for strategic planning, information
technology, the devising of financial instruments, and the managing of
investor relations. As a result, some have failed to give basic accounting
and reporting principles and internal controls the attention they deserve.

iii. Oversight of management by Boards of Directors: Some boards have
failed to build a healthy governance structure or to see that management
sets an appropriate “tone at the top,” and gives adequate attention to
reporting matters. A healthy governance culture requires a clear
understanding of each party’s role and must provide the opportunity to
challenge management in a constructive and mature way that leaves both
management and directors feeling comfortable. To fulfil their
responsibilities, directors need independence, skills, resources,
information, and adequate time. Audit committees, which in many
companies assume the key oversight role in relation to financial reporting,
have devoted inadequate time, and have not always had the skills,
resources or independence to handle their responsibilities.

iv. Auditor independence: given that auditors are paid by the entity on which
they report, they cannot be independent in all senses of the term. More
frequent criticisms relate to the impact the provision of additional services
has on independence, or the closeness of the auditor to management, and
to the individual auditor’s reliance on the audit relationship with
management. Auditors have traditionally had their primary relationship
with management, and, in practice, are often appointed by them and have
their fees determined by them.

v. Auditors’ Quality Control Mechanisms: Ineffective consultation processes,
weak independent partner reviews and superficial quality review programs
are the most frequently mentioned issues. Failure to set an appropriate
environment in which quality is the overriding objective is also a concern.
A firm’s quality control system may be ineffective in picking up errors of
judgment by individual auditors or in identifying systemic weaknesses in
controls or procedures. The input of a firm’s technical arm may be
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inadequate, or may be overridden for business reasons.

vi. Regulation: the effectiveness of regulation of issuers varies amongst
countries. Many countries allocate few resources to the task. The
regulation of the profession also varies in effectiveness, with perceptions
of weakness being high where the degree of independent monitoring of the
regulation undertaken by professional bodies is low. If self-regulation
lacks effective monitoring, it may lack credibility, however worthy the
activities taken.

vii. Behaviour of Investment banks, lawyers and advisors: Investment banks
have sold products, which upon inspection, have clearly been aimed at
producing misleading financial statements. Loans have been structured to
appear as sales, off-balance sheet finance has been structured to conceal
the reality of the transaction, and special purpose vehicles have been set up
to avoid disclosure of losses and borrowing. Lawyers and others have
given opinions relying on technicalities, without consideration for fair
presentation, that have supported approaches that are now seen as
unacceptable.

viii.Ethical behaviour: Many of the examples of reporting failure evidence a
failure to act ethically by at least some of the participants. The list
includes: misleading auditors, auditors looking the other way, disguising
transactions, withholding information, providing unbalanced advice, abuse
of trust, and misusing insider information.

The points clearly illustrate that financial reporting failures are also widespread
amongst developed countries, despite the availability of sound and long-standing
regulatory infrastructure. One could argue that these failures are mainly confined to the
developing countries, and Islamic banks are somehow immune from them. However,
empirical studies of financial reporting by Islamic banks provides the contrary.
Furthermore, the risk of financial reporting failure of Islamic banks would simply be
catastrophic. After the events of September 11, Islamic banks have come under closer
scrutiny by the authorities, in many cases unjustifiably so. Therefore, it is imperative
that Islamic banks demonstrate that their financial reporting is accurate, reliable and
transparent.



253

3. ACCELERATED MOVE TOWARDS HARMONIZATION OF
ACCOUNTING STANDARDS

Since the International Accounting Standards Committee (IASC), the predecessor
to the IASB, was establish in 1973, there has been a strong move towards adopting an
international accounting standard for financial reporting. Indeed, the majority of
developing countries have adopted the IFRS, or at least have used them as a basis for
developing their own national standards. The European Union (EU) tried to develop a
‘regional’ standard, but in the end have succumbed to endorsing and adopting the
IFRS. By 2005, all public listed companies in the EU (which should by then include 25
countries) will have to publish their accounts according to IFRS, with the exception of
IFRSs 32 and 391. This move by the EU, and to some extent, the corporate failures that
have engulfed America mentioned previously, has prompted the Members of Congress
and regulators to reevaluate the US’s attitude towards international standards. It seems
that their previous assumption that “made in USA” is somehow automatically best, is
now in the past. The IASB and the Financial Accounting Standards Board (FASB – the
US standard setter) is currently working on a number of convergence projects.

For the developing countries, the benefits of harmonization are many. The primary
benefits are:

i. Cost savings: reduced compliance costs for firms operating in different
countries that have to comply with different set of reporting rules. In
addition, “competitive disadvantage” arising from differential use of
measurement methods can be eliminated;

ii. Enhanced comprehensiveness and comparability: harmonization would
facilitate analysis and allow investors to make an informed comparison of
performance and investment opportunities across different countries.
Investors would be comparing “like with like” in making their investment
decisions;

iii. Best practice: The IASB has long been urging developing countries to
harmonies their accounting practice in terms of “best practice”. It argues
that the wealth of experience and expertise brought forth by standards
which are internationally developed will enhance national financial
reporting;

1 IFRS 32 – “Financial Instruments: Disclosure and Presentation”, IFRS 39 – “Financial Instruments:
Recognition and Measurement”
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iv. Low cost accounting standard: Cost savings for developing countries in
formulating relevant and acceptable financial reporting standards. It seems
apparent that the costs associated with adopting IFRS will be minimal
compared to the financial resource and research capability required to
develop a national standard.

However, the harmonisation process is not without its problems. A recent study
(GAAP Convergence 2002) surveyed the position in 59 countries, including the 30
largest countries (based on the market capitalization of their stock markets) and all the
E.U. members and candidates. The study concluded that almost all the countries
claimed to have a current intention to converge their national standards with
international accounting standards. However, the report also states that there is often
no clear plan to match the intention. The study identifies a number of significant
barriers to convergence, including the complex nature of certain significant
international standards, the tax-driven nature of current national standards,
disagreement with certain significant international standards, such as that on financial
instruments, language problems, and an absence of guidance to support the first time
application of IFRSs.

All this suggests that actual convergence will be less rapid than the stated
intentions. As a result, unless further action is taken, the existence of a wide variation
in reporting practices among countries is likely to remain a weakness, with an effect on
credibility of financial reporting, for some time.

4. REPORTING BY AUDITORS ON COMPLIANCE WITH IFRSS

In June 2003, the International Federation of Accountants issued an International
Auditing Practice Statements (IAPS) to provide practical assistance to auditors in
implementing its International Standard on Auditing (ISA) 200, “Objective and
General Principles Governing an Audit of Financial Statements”. The standard states
that the objective of an audit of financial statements is to enable the auditor to express
an opinion whether the financial statements are prepared, in all material respects, in
accordance with an identified financial reporting framework. In addition, ISA 700,
“The Auditor’s Report on Financial Statements” establishes standards and provides
guidance on the form and content of the auditor’s report. In particular, paragraph 17 of
that ISA requires that the auditor’s report clearly indicate the financial reporting
framework used to prepare the financial statements. The purpose of the IAPS is to
provide additional guidance when the auditor expresses an opinion on financial
statements that are asserted by management to be prepared:
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i. Solely in accordance with International Financial Reporting Standards
(IFRSs);

ii. In accordance with IFRSs and a national financial reporting framework; or

iii. In accordance with a national financial reporting framework with
disclosure of the extent of compliance with IFRSs.

The IAPS was issued because examples have arisen of entities stating that their
financial statements have been prepared in accordance with IFRSs when, in fact, they
have not complied with all the requirements that IFRSs impose. Paragraphs 10-19 of
International Accounting Standard (IAS) 1 (Revised 1997), “Presentation of Financial
Statements,” set out the requirements to be met before an entity’s financial statements
can be regarded as having been prepared in accordance with IFRSs. In particular,
paragraph 11 makes clear that financial statements should not be described as
complying with IFRSs unless they comply with all the requirements of each applicable
standard and each applicable interpretation of the Standing Interpretations Committee.
Examples such as the following illustrate financial statements that have not been
prepared in accordance with IFRSs, although they claim to do so.

i. The financial statements indicate that they have been prepared in
accordance with IFRSs but then go on to specify certain material
departures. For example, a note describing the accounting polices used
states that the financial statements are prepared in accordance with IFRSs
except for the non-disclosure of sales for geographical segments.

ii. The financial statements identify specific IFRS requirements that the entity
uses to prepare the financial statements, but these do not include all the
requirements that are applicable to an entity fully complying with IFRSs.

iii. The financial statements indicate partial compliance with IFRSs without
reference to specific departures. For example, a note describing the
accounting policies used states that the financial statements are “based
on,” or “comply with the significant requirements of” or “are in
compliance with the accounting requirements of” IFRSs.

The implication of this is that an unqualified opinion may be expressed only when
the auditor is able to conclude that the financial statements give a true and fair view (or
are presented fairly, in all material respects) in accordance with the identified financial
reporting framework. In all other circumstances, the auditor is required to disclaim an
opinion or to issue a qualified or adverse opinion depending on the nature of the
circumstances.
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Accordingly, the auditor does not express an unqualified opinion that indicates that
financial statements have been prepared in accordance with IFRSs if the financial
statements contain any departure from IFRSs and the departure has a material effect on
the financial statements. When the auditor reports on whether the financial statements
have been prepared in accordance with IFRSs and the financial statements contain a
material departure from IFRSs, such a departure results in a disagreement with
management regarding the acceptability of the accounting policies selected, the method
of their application, or the adequacy of disclosures in the financial statements.

The second category, which relates to financial statements which have been
prepared in accordance with IFRSs and a national financial reporting framework. In
this regard, a note describing the accounting polices used may state that the financial
statements have been prepared in accordance with both IFRSs and a national financial
reporting framework. For financial statements to have been prepared in accordance
with more than one financial reporting framework, they must comply with each of the
indicated frameworks individually. A set of financial statements that has been prepared
in accordance with one financial reporting framework and that contains a note or
supplementary statement reconciling the results to those that would be shown under
another financial reporting framework has not been prepared in accordance with that
other framework.

This is because the financial statements do not include all the information in the
manner required by that other framework. The financial statements must comply with
both financial reporting frameworks simultaneously and without any need for
reconciling statements if they are to be regarded as having been prepared in accordance
with both.

In practice, simultaneous compliance with both IFRSs and a national financial
reporting framework is unlikely unless the country has adopted IFRSs as its national
financial reporting framework or has eliminated all barriers for compliance with
IFRSs. In such situation, the auditor should encourage management to prepare the
financial statements in accordance with only one financial reporting framework, taking
into consideration any requirements of relevant laws and regulations. The auditor’s
report is then worded in terms of whether the financial statements have been prepared
in accordance with that financial reporting framework.

If a matter results in failure to comply with one of the frameworks, but does not
cause a failure to comply with the other framework, then the auditor expresses an
unqualified opinion on compliance with that framework and a qualified opinion or an
adverse opinion on compliance with the one framework. If the auditor is of the opinion
that the failure to comply with one of the financial reporting frameworks causes the
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financial statements to fail to comply with the other financial reporting framework, the
auditor issues a qualified opinion or adverse opinion on compliance with both
frameworks.

The third classification which relates to financial statements prepared in accordance
with a national financial reporting framework with disclosure of the extent of
compliance with IFRS. In this situation, entities that prepare their financial statements
in accordance with a national financial reporting framework may disclose additionally,
in the notes to those financial statements, the extent to which they comply with IFRSs.

Management may, for example, consider such additional disclosures to be desirable
when the entity is required to comply with IFRSs at a future date and management
wishes to provide readers of the financial statements with an indication of progress
towards that compliance. In these circumstances, the auditor considers whether
assertions made in the notes to the financial statements with respect to the extent of
such compliance are accurate and not misleading. The auditor then considers the effect
of that disclosure on the auditor’s report.

A note to the financial statements containing disclosure about compliance with
IFRSs is treated no differently from any other note to the financial statements. All such
notes contain management assertions and the auditor obtains sufficient appropriate
audit evidence to support the assertions. If the note contains a reference to compliance
with IFRSs, the auditor considers whether the note is appropriate. In some cases, the
auditor may conclude that the note contains misleading information such that the
financial statements fail to comply with the national financial reporting framework.

This is likely to be the case in circumstances where the reference to compliance
with IFRSs misleads readers of the financial statements because it contains materially
inaccurate information or incomplete information that is material and pervasive to the
financial statements. If the financial statements fail to comply with the national
financial reporting framework because the disclosures as to the compliance with IFRSs
are misleading, the auditor’s report expresses a qualified or an adverse opinion.

5. IMPLICATIONS FOR ISLAMIC BANKS

From the analysis above on the developments taking place in financial reporting,
there is now greater pressure on Islamic banks to lobby their respective regulators for a
financial reporting framework that would cater to their specific needs, and is
internationally recognized and adopted. In this regard, the Islamic banking industry
should be proud of having developed such a framework. Indeed, the Accounting and
Auditing Organization for Islamic Financial Institutions (AAOIFI), was established in
1991 by the industry itself to tackle the problem of Shari[ah compliance and gaps in
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applying conventional financial reporting standards to Islamic banks. As the only
standard-setting organization for the Islamic banking and finance industry that is
recognized globally, we have now issued 50 standards on accounting, auditing,
governance, ethical and Shari[ah standards, and our membership consists of 97
institutions spanning over 24 countries. Our Shari[ah Board is acknowledged as one of
the most authoritative and well-represented bodies in the Islamic finance industry,
which is paving the way towards Shari[ah harmonization of banking practices
throughout the world.

Furthermore, our standards are implemented in the Islamic banking and finance
centers globally, such as Bahrain, Sudan, Jordan, Malaysia, Qatar and Saudi Arabia
where they are either mandatory or used as a guideline by the regulators.

We at AAOIFI envisage that there will be two financial systems running side by
side in not so distance future. We believe that this diversification is a healthy
phenomenon for all parties, as diversification occurs not only at product level, but also
at the market and systems level. What is important is to ensure that the application of
Shari[ah is consistent from the foundation to the practice level.

We also believe that we shall see greater development in the areas of financial
engineering and re-engineering of Islamic products and services, in order to cater for
the growing demand worldwide. The next step is for Islamic banks to ensure that they
have adequate resources, and for the regulators to have appropriate infrastructure,
which includes financial reporting, in place, to ensure that the industry can fully
embrace the challenge, and realize its potential.
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RATING OF ISLAMIC FINANCIAL INSTITUTIONS

JAMAL A. ZAIDI

1. INTRODUCTION

There are subtle differences between the objectives of financial accounts and
reports of Islamic banks and traditional banks. While discussing differences in
accounting objectives we do recognize that investors of any faith desire to increase
their wealth and to realize acceptable returns. Having said that we observe following
differences.

i. Islamic banks must comply with principles and rules of Shari[ah in all their
financial dealings.

ii. The functions of Islamic banks are significantly different from those of
traditional banks.

iii. The relationship between Islamic banks and counterparties differs from the
relationship of those who deal with traditional banks.

iv. Islamic banks do not use interest in their investment and financing
transactions.

v. Islamic banks mobilize funds through investment accounts on the basis of
Mudarabah (sharing of profits between investors and banks).

vi. Islamic banks invest these funds on the basis of Ijarah, Istisna[, Murabahah
Mudarabah, Musharakah and other Shari[ah compatible modes.

Hence the accounting and auditing requirements and standards are different.
Similarly the risk profile of Islamic banks’ assets and liabilities is different from
traditional banks. Let us now look at some basic elements of assets and liabilities and
income statement of Islamic banks. The assets of an Islamic bank should have the
following characteristics;

i. It should be capable of financial measurement with a reasonable degree of
reliability.

ii. It should not be associated with a non-measurable obligation or a right to
another party.

iii. The Islamic banks should have acquired the right to hold, use or dispose of the
assets.

The liabilities of Islamic bank must have following characteristics;
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i. The Islamic bank must have an obligation to another party and this obligation
must not be reciprocal to an obligation of the other party to the bank.

ii. The obligations must be capable of measurement with a reasonable degree of
reliability.

iii. The obligation must be capable of being satisfied through the transfer of one or
more of the Islamic bank’s assets to other parties, extending to the other party
the use of Islamic bank’s assets for a period of time, or providing services to
the other party.

An important element on the balance sheet of Islamic banks is unrestricted
investment accounts and their equivalents. These represent funds received by Islamic
banks on the basis that the banks will have the right to use and invest those funds
without restrictions including the Islamic bank’s right to commingle those investment
funds with its own funds. The investment account holders participate in profits and
losses in proportion to their investments and after the Islamic bank receives its share of
profit as a Mudarib.

It should be noted that though the equity of unrestricted accounts holders is an
element of the Balance Sheet of an Islamic Bank, this is not considered a liability. On
the other hand restricted investment accounts are not considered as element of Balance
sheet because the Islamic banks do not have unconditional right to use or dispose of
their funds.

Owners Equity is the amount remaining from Islamic banks assets after deducting
the bank’s liabilities, equity of unrestricted accounts holders and purified from
prohibited earnings, if any.

2. CREDIT RATING: RELEVANCE FOR ISLAMIC BANKS

Having looked at Islamic banks, let us now look at the role and use of credit
ratings. In general, the main and proper role of credit rating is to enhance transparency
and efficiency in debt markets by reducing the information asymmetry between
borrowers and lenders. A quick review of rating history is considered relevant to give a
proper perspective on how ratings were started in the developed world about 100 years
ago by private individuals as a service to boost credit/debt market. Today we see
several large Global Credit Rating Agencies (GCRA’s) operating in the world. These
are Standards & Poors, Moodys, Fitch and Japan Credit Rating Agency. They have a
history of many years with ratings running to more than 340,000 with several hundreds
of employees, and offices all over the world. The GCRAs emerged from global
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economic powerhouses and have achieved global acceptance of rating scales,
benchmarks and methodologies.

In many countries domestic credit rating agencies (DCRAs) were promoted in late
80’s and onwards. The national governments and their agencies mostly promoted these
efforts. In Pakistan for example, JCR-VIS was however established through pure
private enterprise in collaboration, first with DCR of USA and now with JCR of Japan.
The DCRAs depend upon the research of GCRAs on national economies and other
areas.

The developing world, which includes Islamic countries, do not have rating
agencies to carry on international ratings to facilitate cross border investments thus
restricting the flow of funds and development of a debt market covering the Islamic
block of countries.

The GCRA’s do not make distinctions in the rating approach to Islamic banks and
traditional banks. In Islamic banks, as we have seen all financing have to be asset
backed, unlike traditional banks where financing is not necessarily asset backed.
Further, the depositors of unrestricted accounts are not a liability in Islamic banks
while a traditional banks treats all deposits as a liability. On the asset side also the
Mudarabaha, Murabahah and Musharakah investment have different risks compared
to the financing provided by traditional banks. These differences therefore call for a
different rating methodology for Islamic banks.

The risks faced by Islamic and traditional banks are both similar as well as diverse.
The risk that are similar are:-

i. Credit Risk: It is the change in net asset value due to changes in the perceived
ability of counter-parties to meet their contractual obligations.

ii. Market Risk: The change in net asset value due to changes in underlying
economic factors such as interest rates, exchange rates, and equity and
commodity prices.

iii. Liquidity Risk: Possibility of losses in earnings or capital due to the inability to
meet the needs of depositors and borrowers by turning assets into cash, or
being unable to borrow when funds are needed.

iv. Operational Risk: This results from costs incurred through mistakes made in
carrying out transactions such as settlement failures, failures to meet their
obligations and losses resulting from the failure to properly monitor employees
or to use appropriate methods.

v. Strategic Risk: Is the risk to earning or capital for bad business decisions.
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vi. Reputation Risk: Risk resulting from bad public opinion arising from poor
services to customers or to society.

The diversity in risk of Islamic and traditional banks arises from the fact that in
Murabahah and Musharakah transactions the Islamic banks carry more risk. The
compliance with Shari[ah in all transactions (failure to do so may result in income
being reduced by transfer to charity accounts) and ensuring that no malafide or
dishonest practices have been used (failure to do so will result in the loss not being
apportioned to unrestricted investment accounts holders).

3. THE INTERNATIONAL ISLAMIC RATING AGENCY

The Islamic International Rating Agency (IIRA) will have to develop methodology
to suit particular needs of users of Islamic banks. The rating scale of IIRA will provide
predictive opinion on:

i. The likelihood to repay the obligation in timely manner;

ii. Level of Shari[ah Compliance and

iii. Level of Governance – Fiduciary risk

More than one rating for an entity is not uncommon as JCR-VIS uses two scales
for mutual funds where separate ratings are assigned to management quality and the
fund’s performance.

We shall now discuss methodology for each of the above pillar.

For Shari[ah compliance IIRA will take assistance from and will use the services
of Shari[ah Committee (SC) to carry out a check (Shari[ah Audit) and advise on the
degree of compliance with Shari[ah.

A few rating agencies, including JCR-VIS, have developed a separate methodology
for Corporate Governance Ratings (CGR). CGR comprehensively analyses and
benchmarks organization’s governance and to a large extent its risk management
culture. CGR tracks fulfilment of responsibilities towards all stakeholders rather than
just creditors. Major components of analysis, study and evaluation for CGR may be:

 Ownership structure

 Board of Directors

 Executive Management

 Self Regulation
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 Regulatory compliance

 Stakeholders relations

 Financial Transparency

For economic, financial and operational risks analysis a methodology based on
MIRACLES may be adopted. The analysis involves following components.

Management, where the key persons holding important position are evaluated for
their qualifications, experience, track record, integrity etc. Then the team as a whole is
evaluated for its vision, cohesiveness and synchronized working. It is also seen
whether their management practices and environment is conducive for stability,
motivation and initiative.

Information system, level of use of technology in MIS system, safety of
information, and appropriateness, adequacy of information and its smooth flow to
various tiers is examined to ascertain its impact on the quality of decisions.

Resources and franchise value is assessed to evaluate the future earning potential
and the ability to sustain performance in adverse economic cycles.

Assets quality is analyzed to establish any existing or potential impairment in its
value, cushions availability (provision), diversity to spread risks and its earning ability
for future.

Capital structure is analyzed to see that it not only meets the regulatory
requirement but also the operational requirement of the entity. The policy on
capitalization is also evaluated to ascertain the risk appetite and safety margins.

Liquidity is assessed to ensure that there is no mismatch to ensure timely fulfilment
of known obligations and also has room for meeting sudden demands from unknown
quarters.

Earnings provide the necessary base for future growth and for satisfying the desire
of shareholders and therefore the future potential is closely predicted to ensure that the
entity continues to make profits for making it safe from bankruptcy and keep it going.
The quality and the mix of earning are analyzed to predict their sustainability.

Supervisory systems and procedures are evaluated to assess their adequacy to
prevent losses from internal and external sources and for managing various risks.
These include internal audit system. Although the area of self discipline is more
comprehensively covered in CGRs operational risk are also assessed for the purpose of
credit ratings to the extend that they may affect the ability of an organization to repay
its obligations.



268266

The IIRA has been registered at Bahrain Monetary Agency (BMA) in Bahrain. Its
authorized share capital is US$ 9,000,000 and it is proposed to start operations with
initial paid-up capital of US$ 2,000,000.00. Its shareholders are multinational financial
institutions, rating agencies (JCR-VIS is one of them) Islamic banks and Insurance
companies.

IIRA’s vision is “To become the reference for credit rating in accordance with
Shari[ah principles”. Its mission is “Introducing standards for greater disclosure and
appropriate governance in Islamic Banking, and helping clients understand and manage
various risk in compliance with Shari[ah principles”.

The objectives of the IIRA are:

i. To carry on the business of research analysis, rating, evaluation, and appraisal
of the obligations, dues, commitments, and the like.

ii. Provide an independent assessment and opinion on the likelihood of a future
loss of the rated entity, or the financial instrument.

iii. Provide an independent assessment of compliance by the concerned entity, or
the financial instrument with the principles of Shari[ah.

iv. To disseminate, provide, sell, give, send, part with, dispose of, publish,
declare, and to do all such acts and deeds to make public by any media or
means of information.

v. Serve as an effective tool for introducing standards for greater disclosure and
appropriate governance by way of representing the governance system of
Islamic bank, corporations, and financial institutions.

vi. Introduce a set of specific rating products and services, which will include
Shari[ah transparency for both the financial instruments to be introduced, and
the concerned issuer of the instrument.

vii. Contribute to the promotion of International Financial Islamic Capital Market
and Islamic instruments.

The potential customers of IIRA could be:

 Banks

 Corporations

 Syndicated financing

 Financial institutions

 Instrument for fund raising by issuers
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 Islamic financing transactions

The IIRA will provide different rating services such as:

 Sovereign ratings

 Instrument ratings

 Entity ratings

The challenges that IIRA faces are to:

 Determine Niche and Establish Presence in the Global scene

 Develop acceptance in Capital Markets and among lending Institutions

 Build investors confidence.

IIRA is poised to meet the challenges and achieve its goals in a phased program
through the strengths and efforts of IDB and the mix of its shareholders.





PART IV: CORPORATE GOVERNANCE AND
DISCLOSURES





271

SHARI[AH SUPERVISION: THE UNIQUE BUILDING BLOCK OF
ISLAMIC FINANCIAL ARCHITECTURE

MUHAMMAD A. QATTAN

1. INTRODUCTION

The Shari[ah governance process (SGP) is a unique institutional building block of
the Islamic financial architecture. Since clients of Islamic financial institutions select
their business partners on the basis of Shari[ah compliance requirements, they can
enforce discipline in the institutions they participate. There are several forms of
supervisory oversight in Islam: God’s oversight over His creations; self-control by a
person; a person’s supervision of another person; and the accountability system
(hisbah) in general. Within this broad framework of oversight, the Islamic financial
institutions have adopted a rigorous system of self regulation in the form of Shari[ah
supervision.

The organizational structure of the Shari[ah supervision is formalized in different
forms in different institutions, we can assign the SGP the generic name: the Shari[ah
Control Committee (SCC). We consider the work of the SCC similar to and affiliated
with the work of hisbah. The work of the SCC includes all the supervisory elements
and activities that are used to ensure the compatibility of Islamic banks with Shari[ah.
SCC makes sure that the work of an organization is compatible with Shari[ah rules
according to the accredited and agreed legal opinions (fatwa). SCC ensures the
compliance of all activities of an Islamic bank with the provisions of Islamic Laws.

It is understandable that Shari[ah non-compliance entails a serious reputation risk
and can cause a volcanic eruption of factors that cause quick corporate failure.
Shari[ah non-compliance is hence a systemic risk and can cause financial instability by
triggering bank failure. The SGP plays a unique role in ensuring the voluntary
compliance of the Islamic financial institutions to the Shari[ah. Hence it ensures the
control of reputation risk, which is an important element of operational risk, and adds
to the stability of the financial system. The SGP is architectural in nature. This nature
of the process has not yet been formally discussed in the literature. In this chapter we
discuss the SGP and the SCC in a systematic manner as a basic building block of the
Islamic financial architecture. Our approach in this study is descriptive and
institutional in nature.
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2. IMPORTANCE AND NOMENCLATURES OF SHARI[AH GOVERNANCE
PROCESS

The SGP through the SCC ensures rigorous self regulation. Hence it is considered
to be one of the most important and unique supervisory systems recently introduced in
the Islamic financial services industry (IFSI). The SGP is important and unique,
because:

i. It is one of the main components which IFSI clients depend on, in order to be
reassured of its commitment to Shari[ah;

ii. It comprises more than one form of control from the Shari[ah point of view;

iii. It represents the main difference between Islamic banks and traditional banks;

iv. SCC plays a major role in providing Shari[ah guidance to multi-purpose
organizations;

v. These committees play an important role in applying control by the people. This
rule is a duty incumbent upon every Muslim, that is, to encourage what is good
and prevent what is evil. This in turn is one of the bases of Islam.

vi. SCC also includes other important functions which are: 1) spreading Shari[ah
knowledge which is related to the jurisprudence concerning dealings; 2)
reawakening many of the Prophet's traditions (Sunnah), and 3) doing enough to
give people the correct opinion as for as Shari[ah is concerned.

vii. The SCC members carry the burden of investigating the legality of banks and
their structure, by indicating which economic dealings are permissible (halal)
and which are forbidden (haram), discovering similarities, clarifying obscurities
and dismissing doubts about the establishment of a mature Islamic Economy.

The nomenclatures of the SCC in Islamic financial institutions alters according to
their form, concept, goal, importance, and legal stature, in the institution. Some are in
the form of administration, while others act through a board or a panel. The most
common names of SCCs are: 1) Shari[ah Control Board, 2) Shari[ah Adviser, 3)
Shari[ah Control Committee, 4) Shari[ah Controller, 5) Shari[ah Council, 6) Religious
Committee, and 7) Shari[ah Board. We may notice here that Shari[ah Adviser and
Shari[ah Controller do not consider as a complete board or committee, they form an
assistant body for the scholars of the SCC. Other names include Shari[ah Control,
Shari[ah System, the Board for fatwa the Unit for fatwa, Shari[ah follow-up, and the
Administration for fatwa and Research. The nomenclature “Shari[ah Control System”
and hence “Shari[ah Control Committee” is a better description, because it is inclusive
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of all the specializations of SCC members; namely, Shari[ah Advisors (muftis),
Consultants, Missionaries, Secretaries and Researchers.

3. GOALS AND GOVERNANCE STRUCTURES OF THE SHARI[AH
CONTROL COMMITTEES

Goals of SCC

The main aims of SCC are to ensure that an Islamic financial institution avoids
interest, gambling, engages in lawful activities and abstains from forbidden ones,
works with loyalty, honesty and justice and ensures the importance of paying and
distributing zakah. In addition, ensuring that all forms of contracts, official records and
books are designed to conform to Shari[ah, helping continuous follow-up, analysis and
identification of violations. It also aims to ensure that the employees have been chosen
to conform to a Shari[ah basis. The SCC identifies vague points, ensures they are not
punitively applied and finds legal substitutes for them. Depositors in Islamic banks are
affected by the activities of the bank, so they are not only depositors but also partners
in these banks. The SCC also safeguards the interests and stakes of depositors.

3.1 Governance structures of SCC

It is being noticed that the governance structures of the SCC differ from one
country to another and from one bank to another. This differentiation is due to the
novelty of Islamic banks in general, the concept of SCC in particular, and the
convictions of the administration and administrators concerning its importance and the
role which it should play. Some banks limit themselves to appointing an SCC who is
given the task of handling all Shari[ah issues, while others feel the need to have a
comprehensive Shari[ah system to cover these tasks. In all cases, they are structured as
follows:

i. SCC within the Central Bank, which is in charge of all activities related to an
Islamic bank. The Committee has the authority to monitor constantly the
activities of SCC of the Islamic Banks. One such Committee is the Shari[ah
Advisory Council, in the Central Bank of Malaysia.

ii. There can be an independent SCC not pertaining to any particular Islamic
bank, whose duty involves following up all issues related to Islamic banks.
This entity is detached from the Central Bank. This is like the Higher Board
for Shari[ah control and fatwa in the International Association for Islamic
Banks (IAIB), when the IAIB was operational. Another example is the Higher
Committee pertaining to the Ministry of Islamic Affairs and Religious
Endowments (Awqaf) in the United Arab Emirates.
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iii. An independent SCC, detached from the Central Bank, which services a group
of Islamic banks, e.g. the United Shari[ah Committee for the Dallah al-Baraka
Group.

iv. A central advisory committee, either within or outside the bank, which only
gives advice on issues which are formulated. It has nothing to do with
following-up. Fatwa Administration in the Kuwaiti Ministry of Awqaf is an
example of the latter structure.

v. An independent SCC within the bank pertaining to the General Assembly of
shareholders (GA). It plays a comprehensive role as Shari[ah supervisor and
advisor. This is the case in the Sudanese Faisal Islamic Bank.

vi. A comprehensive Shari[ah system. This system does not relate to the GA. Its
members are chosen by the GA and include some muftis (Shari[ah advisors),
Consultants, Auditors, Controllers, in addition to the chairman, a General
Secretary, a number of missionaries and some Guides. This structure is most
applicable to SCC in KFH, although it does not specify which members carry
out auditing and follow-up.

vii. A separate or fractional part of the administration for SCC. This is a part of the
internal auditing or an independent administration called the Shari[ah Internal
Auditing Administration. For instance, in the Articles of Association (AA) of
the Islamic Solidarity Bank a specialized administration called the
Administration for fatwas and Research comprised three departments:
Shari[ah, Law and the Economy.

viii. A Shari[ah consultant whose opinion is sought regarding certain activities, but
who has no relationship with the implemented actions. An example of this is
the Islamic Banking Scheme in Malaysia and the Jordan Islamic Bank.

ix. There can be a member of SCC in each administration and department, as in
the Sudanese Solidarity Bank.

x. A Shari[ah scholar for each bank, as in the Egyptian-Saudi Financial Bank.

xi. A Shari[ah Auditor (SA) for each bank, as with the Islamic Bank in Denmark
which had assigned an internal SA with an External Auditor (EA).

Table – 1 provides a summary of various institutions that have Shari[ah
committees. About 10-15 scholars are working with over 90% of the Shari[ah
committees of the various institutions.
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Table – 1

Summary of Shari[ah Control Committees

Nature of Institutions having
Shari[ah Committees

Specific examples of institutions having
Shari[ah committees

Shari[ah committees of
individual Islamic financial
institutions in national
jurisdictions

Almost all financial institutions mandated to
undertake Shari[ah compatible operations have
their own Shari[ah committees

Shari[ah committees of central
banks

Several central banks including, Bank Negara
Malaysia, State Bank of Pakistan, and the
Sudanese Central Bank have Shari[ah
committees

Shari[ah committees of supra
national institutions

These institutions include the Islamic
Development Bank (IDB)1, Islamic Corporation
for the Development of Private Sector,
Accounting and Auditing Organization for the
Islamic Financial Institutions, International
Islamic Financial Market, Liquidity
Management Centre and General Council of
Islamic Banks and Financial Institutions

Shari[ah committees of special
purpose vehicles (SPVs)

These include Shari[ah committees of the
various SPVs that issue corporate and sovereign
Sukuk

Shari[ah registration offices For example, the Security and Exchange
Commission of Pakistan has an office named as
Religious Registrar which screens the
applications for registrations of Mudarabah
companies since 1984.

3.2 Size of SCC

The size of most standing Shari[ah committees ranges between 4-6. However, the
number also varies between institutions depending on their types. Although some
central banks have mandatory requirements for Shari[ah supervision in Islamic
financial institutions, yet there are no regulatory requirements on the membership size
of such committees. Neither one can specify the ideal number of SCC for an Islamic

1 The General Council of the Islamic Financial Services Board (IFSB) has mandated the IFSB to benefit
from the Shari[ah Board of the IDB for the time being.
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bank until the size, work, activities and the number of branches of the bank are known.
Nevertheless, the minimum number of 1-2 Shari[ah scholars must be mandatory to
licence an Islamic financial institution. It may also be desirable to limit the
participation of Shari[ah scholars across different institutions.

3.3 Specialization of SCC Members
On a practical level, many religious scholars who work in Islamic banks lack

knowledge in related sciences, while those specialized in economic science lack
knowledge in Shari[ah. Therefore, ideally, the members of Shari[ah committees
should be knowledgeable in economic, legal and accounting issues in addition to the
Shari[ah matters. Since the nature of SCC is to offer legal opinions (fatwa), members
should have the characteristics of a religious advisor (mufti). Fiqh books mentioned the
mufti to have the following characteristics such as: to be Muslim, just, mature,
knowledgeable, experienced in jurisprudence, with a clear mind, able to think, react
regarding religious issues in a proper manner and give the right advice. He should also
be a pious person since the pious person is more able to give good advice than the
knowledgeable one. He should also be a very alert person who knows people’s
situations and their deceit and corruption in order not to fall in the same pitfalls. He
should not be affected by anything extraneous. He must be a pious, God-fearing and
ascetic person who knows the traditions and customs of a country in order to be able to
understand the meaning of a question posed to him. The advisor should be a
meticulous person, one who does not agree with someone else’s opinion until he is sure
it is the correct one. Unless he has all the supporting evidence he does not express an
opinion. This person has to have a good reputation and never flatter them excessively
or out of turn.

3.4 Selection and tenure of SCC

The party which appoints the members of SCC varies from one bank to another. In
general, the ways of appointing SCC members in Islamic banks are as follows:

i. Either by the GA or shareholders' deputies, for example, in the Egyptian Faisal
Islamic Bank and the al-Baraka Mauritania Islamic Bank.

ii. By the GA based on nominations by The Board of Directors (BD), for example,
in the Islamic Bank for Western Sudan.

iii. By BD, such as the Egyptian Saudi Financial Bank and the Saudi Tunisian
Financial House.

iv. By an external party, such as the Bahrain Islamic Bank, where they are
appointed by the Ministry of Justice.
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As regard the duration of the assignment, the most appropriate, would be a medium
term, subject to renewal. This tenure ensures proper long-term planning in which the
member needs the longest time possible to work on these projects and to understand
the nature of the work involved and its moral implications.

3.5 Compensation and benefits

The work of SCC requires total dedication by the member to his job, but does he
have the religious legal right to seek a stipend as remuneration for this work? In
Islamic Law the mufti is allowed to be paid if he has no other source of income. Also,
there are numerous parties who determine the remuneration of the SCC members. The
compensation is determined by General Assembly (GA), as in the Qatar Islamic Bank.
Some cases do not determine it, for example, the Islamic Bank in Qatar and there are
also cases where these compensations are determined by BD, such as the Sudanese
Islamic Bank.

3.6 Executive powers

It could be seen that it is important to grant members of SCC the freedom to express
their opinions. Some may argue that this can be better achieved, if these members are
neither employed by the bank nor these are members of the BD. This ensures their
independence and guarantees that the bank has no influence on them. However, the
independence of a member may not be affected even if he is involved with the BD. On
the contrary, he should be able to influence the BD’s decisions if he represents the
SCC in that body. Therefore, it is a necessity for the SCC to be represented on the BD
and to participate in the decision-making process, express the religious legal opinion
and ensure their implementation.

3.7 Corporate Stake

In 1934, the American Federal Institute for the Organization of Securities Exchange
Circulation (GEC) issued a law forbidding any auditor from having any interest in the
organizations which they audit. It could be unfair to apply this to SCC members in
Islamic banks. In fact, it is unfair to prohibit them from participating or holding shares
in the bank, since it is assumed that these members are most careful to ensure that all
transactions by the bank are lawful from the Shari[ah point of view, for their own
interest and for the interest of others. Furthermore, Shari[ah scholars are highly limited
in number and therefore, most of them are working for several Islamic banks. It is
unfair also to prohibit them from becoming shareholders in any of the banks which
they work for. As for saying that their participation in the banks could affect their
decisions, the bank should, in principle, choose God-fearing and pious people for these
posts.
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3.8 Suspension or termination

We know from the above-mentioned facts, and from what follows, regarding the
importance of SCC, that the SCC have a very sensitive status and a very special nature
in the eyes of anyone who has any connection with IFSI. This is due to the fact that the
members of these committees are Shari[ah scholars. Since this is the SCC members'
status, we may say that, they should not be subject to disciplinary decisions (by the BD
or anyone else), or discharging, expulsion or isolation. But if a member of this
committee becomes too busy and fails to attend the committee's meetings or does not
conduct the work assigned to him in a satisfactory manner, the other members should
advise him to ensure he is made aware of his full duties. If they receive no response
from him, they should report to the GA of shareholders or depositors (if any), based on
a mutual agreement among other committee members, in order to select a replacement.
Concerning this matter, in the AA of the Dubai Islamic Bank, another opinion is to be
found. Article 83 says that any issue related to SCC members shall be forwarded to the
Higher Committee for Shari[ah Control within the IAIBs. The IAIBs does no longer
exist. However, the principle seems to remain valid.

3.9 Legal authority

The authority of the SCC comes from its position in the framework of the bank, the
entity it belongs to and from which it receives its authority. SCCs hold their authority
on the basis of the following considerations:

i. SCC is one of the different forms of control in Islam, like self-control,
monetary control and God’s control. These controls are understood from the
five objective of the Shari[ah: religion, self, offspring, intellect and money.

ii. Since the AA of the Islamic bank should stipulate its exclusive conformity with
Shari[ah rules and reject all Shari[ah conflicts, and consider them invalid, and
the text obliging the bank to follow Shari[ah rules is not susceptible to
amendment or cancellation alone, hence, the permanent Shari[ah role which
SCC plays is what gives this committee its legal status and strength in the
Islamic bank.

iii. Some regulatory laws of Islamic banks require them to stipulate, in their AAs,
how to establish an SCC, the way in which it should function and the nature of
its authority, for instance, the decision of the Islamic World League and the
Union Law for the United Arab Emirates. It is considered one of the
components of the Bank’s organization.

iv. From a legal point of view, SCC is considered the regulating and establishing
the constitution of a bank, since most of an Islamic bank’s transactions fall
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outside the framework of the General Law. Therefore, legal entities rely to a
great degree on the opinion of those committees.

v. Those committees derive their authority from the GA of shareholders.

vi. Because depositors are affected by the bank’s losses and gains, and they do not
participate in choosing the BD or the EA, this makes them unable to monitor
the work in which they are partners. Thus it becomes necessary to ensure that
the SCC safeguards the depositors' rights, as they do not have a representative
supervisor within the bank. If SCC undertook this role, it would gain more
strength from the depositors as well as from the shareholders.

vii. The opinion that SCC should have a representative on the BD would give SCC
real and legal support within the bank.

viii.The EA is requested to verify the complete compliance of the bank with
regulations and SCC decisions. Consequently the decisions of SCC have a
strong effect on the EA's report, as accredited by the regulatory authority.

ix. SCC is requested to review all works and transactions. This review requires a
neutral auditor, one who is totally free from being influenced by the people
whose work is reviewed. Consequently, SCC members should think objectively
and independently regarding all issues related to review and auditing. Their
decisions, thinking and opinions should be independent, which, in turn, would
give them legal strength and authority within the bank.

Based on the above mentioned matters of conscience, it is wrong to make those
committees follow any administrative rules, directives or bodies which take their
authority from any other entity than the GA.

3.10 Obligations

The level of obligation of SCC decisions depends on their status within the bank’s
framework, how their decisions are applied within the bank in general, and the strength
of personality of the members. The more these members are committed to their
opinions and impose them on the administration, the more they have personal power.
But if administrative decisions govern those of the committee, then administrative
decisions govern the SCC. SCC decisions - whether they are taken unanimously or by
a majority, and irrelevant to its position in the bank's framework - are obligatory. This
obligation comes from the fact that these fatwas made by SCC are a religious judgment
and should in the Islamic manner be followed and this must be stipulated in the AA of
the bank.
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3.11 Functions and tasks

SCC takes on many duties, most of which are mentioned in the paragraphs below.

Issuing fatwa 

Within the process of issuing fatwa, the following points will be raised:

i. The SCC usually establishes a curriculum to offer fatwa, and to reply to all
queries.

ii. If some issues or unseen prohibited actions related to the question and the
questioner pass unnoticed, the committee should point them out.

iii. The SCC should not give any fatwa regarding a phenomenon until they have
before them the complete details of the issue related to this question, because it
could contain some violations which were not included in the question.

iv. The SCC member should be committed to the committee fatwas within the
bank, but he may give his own opinion outside the bank or another committee.

v. Questions may be presented by any employee or client of the bank and should
not be limited to the SCC, the director or any party in the bank. Making an
employee free to present questions to the SCC makes him more able to
understand the eventual answer. In addition, it is his question, so he becomes
better able to clarify the question to the committee and he can also get more
satisfactory clarifications.

vi. Questions are accepted by the executive member of the committee or by its
secretary. It is better to have someone constantly available to receive questions.

vii. After a question has been posed, the committee has to ascertain the practical
reality of the question in order to ensure that their advice will be practical or to
ensure that the question is comprehensive and that no information is lacking.

viii.Deliberation could mean that the committee will have to meet more than once.
Therefore the committee is not obliged to issue a fatwa regarding a project or
question at the same meeting.

ix. Some committees apply the fatwa during the meeting after the official approval
of the project. The committee reviews the fatwa for the last time, approves the
minutes and then the fatwa comes into effect and is distributed to all the
administrative offices and sectors. Although this suggests a picture of
administrative cooperation and orderliness, no amount of routine should impede
the issuance of fatwa.
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x. Though it is rare, it is acceptable to change a fatwa from time to time and from
one place to another. This is due to the fact that:

 All the transactions in Islamic banks are still in the process of trial and
error and when the whole picture for such issues becomes clear -usually by
trial - the fatwa will also change.

 All fatwas depend on several schools of fiqh, which have so far not been
able to unite and will never do so.

 It is accepted among all scholars that several opinions may be expressed
regarding one issue based on correct evidence. Therefore, there is no
objection to multiple opinions, so long as they are based on evidence
which is religiously correct. Anyone who fails to understand the
jurisprudential differences in Islam cannot deal with such transactions.

 From a Shari[ah point of view, it is permissible to withdraw from such a
fatwa and this is clearly expressed in detail by scholars. In fact, this is one
of the characteristics of this religion, in which rules change to suit the
place and age without changing the fundamentals. Here Shari[ah scholars
play a major and very important role, at all times and places. Among them
are the members of SCC, who should indicate the bases of transactions and
their judgement, and whether it has changed with changing characteristics,
or whether its judgement has remained the same.

xi. The fatwa shall be formally presented to the administration concerned.

xii. The SCC has to be in the bank on a daily basis for the period of time that is
determined by the GM, in order to inform those covered by the fatwa about
questions which are asked on a daily basis.

 Collecting fatwas;

 Following up the execution of fatwas and the committee’s
recommendations;

 Controlling the proposed activities;

 Preparing auditing plan;

 SCC meetings and;

 Undertaking revision actions.

Review actions are considered the most important work done by SCC in Islamic
banks, and are known as follow-up and control. They include the review of all work,
operations, contracts, files, systems, regulations and instructions. They also include
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auditing the budget, revising final accounts and reviewing previous fatwas. The
purpose of reviewing the bank’s work transactions and all its activities is to ensure two
things:

i. That the activities conducted by the bank’s administration, where not
previously presented to the SCC, comply with Shari[ah provisions and

ii. That the activities conducted by the bank’s administration, where presented to
SCC, were implemented in accordance with Shari[ah provisions.

 Periodical reports followed by their discussion;

 Determining the amount of zakah. And how it should be spent and
how to activate a benevolent loan (al-Qard al-Hasan�)

 Determining Shari[ah principles for choosing employees;

 Preparing educational plans: seminars, conventions, courses and
programmes (for employees and clients);

 Field visits;

 Determine the rate of unlawful transactions;

 Cancelling or suspending any of the bank’s activities in the event
that it is not compliant with Shari[ah;

 Dealing with analogous bodies;

 Dealing with Internal Auditing (IA);

 Cooperating with the External Auditor (EA) and Monetary Control
(MC);

 Finding alternatives for forbidden activities;

 Presenting initiatives based on the principles and provisions of
Shari[ah;

 Compiling a list for the SCC and its assistants;

 Accountability for deliberate negligence, infringement or violation
of any Shari[ah rules;

 Research and training in Shari[ah, and Islamic economics,
banking and finance;

 Participation in GA of shareholders;

 Participation in the meetings of the BD;
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 Sharing in writing the AA of the bank;

 SCC role toward the society;

 Putting together a guidebook for employees;

 Defining possible mistakes;

 Participating in solving disputes and claims and

 Acting as depositors' representative.

3.12 Accountability

The only remark which remains to be made arises when the SCC does not carry out
its duties in the proper manner or when the SCC, or one of its members, fails to carry
out the duties assigned to them. It is possible, according to Shari[ah rules, to disregard
an error committed by a person unintentionally. The sin of the error is forgivable if the
independent opinion was applied in its right place. One of the juristic rules is: what
cannot be cautioned against cannot be guaranteed. It is unlikely also that SCC will
unanimously agree on a disgraceful act such as deception, lying, fraud or perjury,
because these are among the greatest sins. This is one of the advantages accruing from
the fact that SCC members number at least three. In addition, the Prophet Muhammad
(peace be upon him) has said: My nation does not rally on straying. Assuming that an
unfortunate, transgression takes place, it was because of a bad choice of SCC
members. If all of them default, which could reach the extreme position of leading to
inflicting damage on others who trusted their statements, are they liable for disciplinary
action or a penalty?

We note that the liability of an auditor before depositors is considered a civil
liability, namely, 1) they may claim compensation for the damage which they sustain
as a result of a wrong evaluation; 2) the depositors would appoint an independent
auditor for them; or 3) the central bank would appoint an auditor for them.

So, if the SCC has:

i. Signed the annual report after inaccurate perusal failed to express its comments
on the report or on all the work which it examined or if it has not examined all
the bank’s activities;

ii. Approved the annual profits without auditing the statements and accounts or
not reporting any default in distribution;

iii. Concealed or disregarded the unlawful transactions which it has examined at
the bank;

iv. Omitted to define the zakah base and its implementation;
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v. Concealed any kind of default in applying Shari[ah transactions or Islamic
behaviour inside the bank which might affect the legality of the bank’s
transactions;

vi. Defaulted in examining the reports and files submitted to it or the questions
addressed to it;

vii. Approved an act involving a Shari[ah violation or doubtful matter according to
Shari[ah;

viii.Accepted an employee who did not fulfil the required standard for employment
in the bank;

ix. Repeated excuses, absences or disagreement on certain matters, it shall be
considered a party defaulting in its duties or violating the trust assigned to it;

x. Breached the rule of a profession, which is particularly based on trust and
honesty, is a transgression of public interest, which is considered by scholars
as God’s right i.e. the right of society, which is a damage that must be
eliminated. Prophet Muhammad (peace be upon him) said: There should be
neither damage nor indemnity.

In these cases disciplinary action, which could be imposed by competent
governmental authorities, may include:

i. Freedom–depriving action, such as imprisonment, i.e., rendering a person
disabled and preventing him from acting for himself;

ii. Financial disciplinary action, such as fine or confiscation of property;

iii. Psychological disciplinary action, such as isolation, deprivation of work or
preaching, reprimand, and warning. The great Islamic scholar Abu Hanifa
proposes that the imprudent mufti should be placed under interdiction, as he
has abandoned his duty of giving fatwas and thus deviates from legitimate
and lawful things for secular interests. Interdiction means sensibly
preventing someone from dealing with people under the pretext of setting
up good deeds and banning wrongdoing.

The imposition of such disciplinary action is incumbent upon the ruler and not the
aggrieved party, because the error thereof will spread out to all people, though
sustained by only one person. Nevertheless, even after deterring the delinquent, it is
indispensable to restore the third parties' rights which have been lost by error or
omission.
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4. CONCLUSION

In conclusion a number of points may be reemphasized. Shari[ah supervision is the
most important and unique aspect of the governance system of the Islamic financial
industry. This introduces rigorous self regulation as a basic pillar of corporate
governance. The Shari[ah governance structure is expected to introduce discipline and
strengthen internal control systems. Hence it could contribute to the soundness of
financial institutions and stability of financial systems. However, the Shari[ah
governance structure being unique is emerging for the first time. Improvements in its
functioning and various aspects of operations are expected to be strengthened through
the process of experience. A number of related points are discussed in the paper.
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CORPORATE GOVERNANCE IN ISLAMIC BANKS

VOLKER NIENHAUS

In recent years, good corporate governance has become a topical issue in politics,
media and academia, while bad corporate governance had become a widespread
problem in business and finance. The literature on corporate governance in general and
on governance issues in financial institutions is mushrooming. With respect to Islamic
banks, the corporate governance theme was taken up systematically and with an
empirical component by IRTI in series of Occasional Papers published from 2000
onwards.

The more people contributed to the debate on corporate governance, the less clear
became its meaning. Chapra & Ahmed (2002) quote a definition of the OECD
according to which corporate governance is the "set of relationships between a
company's management, its board, its shareholders and other stakeholders" (OECD
1999, 2). They criticize that is a "value neutral definition … [that] does not indicate the
objective of corporate governance". They sympathize with a definition given by World
Bank President Wolfensohn, according to which "the objective is to ensure 'fairness' to
all stakeholders to be attained through greater transparency and accountability"
(Chapra & Ahmed 2002. Most Western contributors would hardly agree with such a
broad definition ("fairness to all stakeholders") but would probably limit the objective
of corporate governance to "corporate management and control in order to achieve
long-term value. The core elements comprise investor relations, as well as relationships
to stakeholders (staff and employees, customers and clients, suppliers, public interest
groups such as trade unions). The objective is to improve the efficiency of
management and supervisory structures in publicly quoted companies and increase the
market capitalisation of listed stocks by means of a transparent and prospective
information policy." (German Industry Association & PricewaterhouseCoopers 2002,
6).

This paper cannot cover the subject in its full scope. It must be selective. Two
issues have been picked up for a critical analysis. Both focus on attempts to strengthen
the role of investment depositors who share profits and losses with Islamic banks.

• First, the practice of Islamic banks to stabilize the returns on investment deposits is
discussed: If banks cushion the returns of the depositors in periods of weak
performance, this may be seen as an example of good corporate governance in
favour of the depositors. However, a closer look reveals rather complicated
governance issues as well as questions with respect to the Shari[ah compliance.
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This case is taken to illustrate that fairness to all stakeholders as an objective of
corporate governance is not only hard to achieve but even hard to define when
objectives are multidimensional.

• Second, the proposal of a depositors' representative in corporate bodies is
discussed. Investment depositors are seen in a special situation in Islamic banks
compared to depositors in interest-based banks. They are the stakeholders whose
interest should be protected or supported foremost by the institutional setup which
determines corporate governance in Islamic banks. This case is taken to illustrate
that a participation in corporate bodies must not be an effective instrument to
ensure fairness and that external control institutions (laws, industry standards,
market forces) may be more effective.

1. DIMENSIONS AND LEVELS OF ISLAMIC CORPORATE GOVERNANCE

Proponents of an 'Islamic' corporate governance approach emphasise that it should
be value oriented and promote fairness and justice with respect to all stakeholders of a
company. Those stakeholders who receive by far the most attention are clients of
Islamic banks who paid money into investment accounts and share the bank's profits
and losses. For brevity, these investment account holders will be called PLS
deposit(or)s hereafter.

Corporate governance as a set of relationships between a company's management,
its board, its shareholders and other stakeholders can be seen as an internal interaction
process (mainly within a company, but to some degree also with individually known
stakeholders outside) which is externally determined by the prevailing legal system (in
a broad sense, i.e. including codified and customary law) on the one side and the
market system (especially its competitive qualities) on the other side.

With respect to banks in general and Islamic banks in particular, the following
external institutions determine the shape of internal interactions and corporate
governance:

Formal and codified law: The most important elements are the law of contracts, the
ownership law, the competition law, the general company law and the specific law of
financial institutions, the capital market law, the tax law. All these laws may have
specific Islamic elements, and examples can be found in countries such as Pakistan,
Iran, Malaysia, Bahrain.

• Regulations and regulatory authorities: Regulations are authoritative and binding
legal instruments which lack the generality of laws. They are the basis for situation
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specific actions of regulatory authorities. Regulatory authorities can be of a more
passive and controlling or of a more active and interventionist type. Central banks
or independent banking supervisory offices are examples for regulatory authorities,
and the Muslim world offers examples for both the more controlling and the more
interventionist type.

• Recognized standards: Historically, commercial state law has often evolved from
long established and mutually recognized practices of the business community.
Since there is no global commercial law, especially international transactions and
interactions are often not governed by formally enacted law but by internationally
recognized practices and standards. These standards as such are not legally binding,
but when national authorities approve them, the compliance with the standards can
be enforced by regulators. The best known example for the conventional banking
industry are the recommendations of the Basel Committee on Banking Supervision.
Most central banks adopt these recommendations. This makes them factually
binding for the banking industry worldwide. Such recognized standards have not
yet emerged in Islamic banking, but there seem to be initial movements in such a
direction: Based on the preparatory work of the Accounting and Auditing
Organization for Islamic Financial Institutions (AAOIFI), the Islamic Financial
Services Board (IFSB) was recently established as "an association of central banks
and monetary authorities, and other institutions that are responsible for the
regulation and supervision of the Islamic financial services industry. … The
objectives of the IFSB include promoting, disseminating and harmonising best
practices in the regulation and supervision of the Islamic financial services
industry" (www.IFSB.org).

• Recommended codices: While compliance with recognized standards can be
enforced by national regulatory authorities, this is not the case with recommended
codices. In recent years numerous national codices for good corporate governance
have been issued. In Germany, for example, the government appointed several
commissions, and one of these published in February 2002 the "German Corporate
Governance Code". Each publicly quoted company should take the code and its best
practice examples and recommendations as a guideline, but is not obliged to do so.
However, if a company does not observe the code, it has to explain its reasons –
either because investors will urge for an explanation or because there is a legal
obligation to justify deviations. It seems that the instrument of recommended
codices has not yet been used in Islamic banking. But one could imagine that
guidelines of AAOIFI or IFSB may take the form of recommended codices
nationally before they become internationally recognized standards. Furthermore, if
recognised national or international bodies of Shari[ah experts (e.g. the Council of
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Islamic Ideology in Pakistan or the Islamic Fiqh Academic of the OIC) come to a
consensus in banking issues, they may formulate respective codices. The advantage
of this instrument is that it allows some experimentation, and the content can be
revised easier than that of codified laws or regulations.

• Public opinion: "Islamic" is not a registered trademark and its use is not protected
by intellectual property rights. Nevertheless, individuals or institutions cannot
define at their own discretion what "Islamic" means. There is a public opinion in
Muslim societies on what "Islamic" means in different contexts. This opinion is
formed by scholars and journalists, proponents and opponents, politicians and
international institutions, etc. The scene will differ from country to country.
Nevertheless, the public opinion is not irrelevant for the corporate governance
policy of Islamic banks: The attitudes and expectations of their clients are
influenced by the public opinion, and banks would be well advised not to ignore
their clients' as well as public sentiments.

• Competitive forces: The preceding reference to the clients builds a bridge to market
actors, in particular the clients of a bank in its financing and deposit business and
competing Islamic and non-Islamic financial institutions. Examples for the
relevance of market forces for corporate governance policies will be outlined later
in this paper.

• Supporting institutions: A final but important external determinant of corporate
governance must be listed, namely the availability and sophistication of business
supporting institutions. An example for such an institution is a publisher of Islamic
stock market indices; another example is an Islamic Rating Agency. Both
institutions disseminate information and contribute to more market transparency.
They reduce the information asymmetry between bank managers, shareholders and
PLS depositors, and by this they contribute to a more effective supervision.

Internal, i.e. company specific determinants of corporate governance are in
particular the following:

• Mission statements: Documents which set forth aims and ambitions of a company
or its founders/owners can form the corporate culture – provided they are not empty
phrases and leading figures of the company support their messages. If the
statements have a substance, outside observers may refer to them and can translate
them into criteria for the assessment of the company's performance and activities.

• Voluntary corporate bodies: The basic structure of the corporate bodies (e.g. a one
or two-tier board system, the competence of executive and non-executive directors,
the composition of a supervisory board, etc.) is predetermined by law. However,
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companies can establish additional corporate bodies for which there is no legal
obligation: For example, Islamic banks could establish their own Shari[ah board in
countries where such a body is not mandatory. Another example could be a Zakah
Committee. The establishment of additional bodies and the transfer of resources
or/and competencies to them does not only signal commitment, it is also a self-
constraint of the management and shareholders.

• Personalities: For a given structure of corporate bodies, the personalities of the
actual managers and board members are most important for the corporate
governance performance. In view of their special situation and mission, Islamic
banks could consider particular selection procedures and specific qualification
requirements, and communicate this to the general public and to its clients.

The interrelations between the external and internal determinants of corporate
governance performance can take many different specific forms. Only very few can be
considered in the following selective discussion.

2. SHARI[AH COMPLIANCE AND INVESTMENT DEPOSITORS
PROTECTION

It seems that there is no lack of institutions to facilitate or even enforce the Shari[ah
compliance of Islamic banking. However, such an institutional setup can generate or
support a good Islamic corporate governance only, if all relevant Shari[ah questions
have been addressed and found clear and (at least within one school of law) consensual
answers. Seemingly, this has not been achieved so far. Important questions concerning
the goals, institutions and instruments have not yet found a clear answer or were not
sufficiently discussed at all. With respect to corporate governance instruments (related
to risk management), a recent study published by IRTI (Chapra & Khan 2000) list a
considerable number of unresolved fiqhi issues related to

• the late settlement of financial obligations,

• the nature of the liability (limited or unlimited) of equity holders and
investment depositors,

• the permissibility of financial lease,

• the securitisation of debts,

• hedging without speculation.
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Instead of repeating these rather well-known issues, the following will raise two
more questions which may deserve further attention; the first addresses a problem of
'fairness and justice' and in so far the goals of Islamic corporate governance, while the
second discusses the proposal of a PLS depositors' representative in corporate bodies
and thus addresses a problem of adequate institutions.

2.1. Smoothening of PLS Deposit Returns: Good Islamic Corporate
Governance?

It seems to be a widespread practice of Islamic banks to pay PLS depositors a return
on their deposits which is roughly in line with the prevailing market rate (which – in
most cases – is a benchmark determined by interest based transactions in the
conventional segment of the financial system). One could argue that it is just or fair
and contributes to the cause of the Islamic finance movement to reward Islamic PLS
depositors at a rate of return which is not below what they would have earned if they
had invested their money in un-Islamic (interest based) alternatives. Factually this
implies that in periods where the depositors' share of the income generated by the
investment of the PLS deposits would be less than the market rate (i.e. in periods of a
weak performance), the Islamic banks top up these depositors' shares to reach a
competitive rate of return. If the shareholders give up parts of their profit share in
favour of the depositors without a legal obligation, and if this is felt to be a fair
treatment of the bank's clients, this looks like a laudable example of good Islamic
corporate governance.

However, this case deserves a closer examination. To start with, the mere fact that
parts of the returns have been shifted from the shareholders to the PLS depositors does
not imply that the shareholders have done this out of generosity or concern for the
depositors. It could be a management decision without the consent of all shareholders
in order to prevent considerable withdrawals of deposits. One can imagine situations
where market forces demand such a measure. It is open for debate whether a diversion
of profit shares by the management without an explicit authorisation of the
shareholders is good or bad governance in such situations. If factually there was no
other choice, it was hardly an act with special moral merits.

The real issue, however, is not what the management (or shareholders) should do in
an exceptional situation, but how assess the implications of a regular smoothening of
returns for PLS deposits. Suppose that the benchmark (interest) rate is stable while the
earnings from the employment of PLS deposits are characterized by cyclical variations
around this stable rate. The cyclical pattern is known, but the exact timing and
magnitude cannot be predicted with sufficient accuracy. Thus, the profit shares from
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around this stable rate. The cyclical pattern is known, but the exact timing and
magnitude cannot be predicted with sufficient accuracy. Thus, the profit shares from



293

the employment of PLS deposits would – without 'voluntary' additions – in many
periods be less than anticipated by the depositors when entering into a PLS deposit
contract with the bank. The frequent disappointment of depositors' return expectations
is a 'natural' consequence of PLS techniques unless banks take measures to cushion the
fluctuations and to prevent disappointments by topping up the original amounts due to
PLS depositors. The motivation for the management of Islamic banks to prevent
disappointments may be a serious concern about withdrawals of PLS deposits. This
most probably would happen in highly competitive markets where other banks offer
higher or more stable returns. It is especially critical in mixed systems where Islamic
banks compete with conventional banks which can guarantee depositors a fixed return
(and where withdrawn PLS deposits may be lost for the Islamic segment altogether),
but the problem could also arise in purely Islamic financial systems.

• A first implication of the attempts to prevent disappointments and to stabilize the
PLS deposit returns in periods of weak performance is that the ideal of risk sharing
becomes diluted. This may be not problem for Islamic law, but it should be a
problem for Islamic ideology, and it is at least an open question with regard to good
Islamic corporate governance.

• A second implication is that an element of ambiguity creeps into the PLS contracts
between the banks and the depositors which should specify the ratio of profit
sharing between these two parties and thus determine what respectively is due to
them. The agreed upon ratio is factually applied only in periods of good
performance while the topping up in periods of poor performance factually means
an increase of the sharing ratio in favour of the depositors (and to the disadvantage
of the shareholders). In spite of PLS contracts, fluctuations of returns are not passed
through to the depositors: They can expect a factually guaranteed minimum profit
share which is based on a market determined benchmark rate. This gores beyond
governance and may be a Shari[ah problem.

Things become even more complicated if the topping up in periods of poor
performance is not financed from the shareholders shares in the profits of the same
period but from a special reserve build up by the bank for the purpose of cushioning.
In periods of good performance when the reserve is built up, the contractual profit
sharing ratio does not become as effective as in 'average' periods (with no changes of
the reserve) because the distributable profit is reduced. Since depositors can hardly
control the financial management of the bank, they may not even realise that they
forego some of the profits generated by the employment of their funds as long as the
returns distributed to them are competitive and meet the market rate. The conceptual
problems in this case are twofold: First, the ambiguity of the PLS deposit contract is
further enhanced, and the precision of the contract is replaced by the discretion of the
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management.1 Second, those depositors whose returns are stabilized by recourse to the
reserves participate in earnings which have not fully been generated by the
employment of their own funds but partially originate from the employment of PLS
funds of other depositors in past periods when the 'cushioning reserves' were built up.
In reverse, this argument implies that in some periods in the past, not the full earnings
generated by the employment of PLS funds were distributed to the PLS depositors. It is
possible that PLS depositors who entered into identical contracts with the bank and
deposited the same amount are factually treated differently: Some participate in returns
which were generated by the employment of more than their deposit, while others
participate in returns which could have been generated by an employment of less than
their deposit provided the same effective sharing ratio were applied as in the first
group. If this analysis is correct, then here is a governance and a Shari[ah problem: If
fairness and justice is a goal of Islamic corporate governance, then the unequal
treatment of equal cases is conflict with it.2 If Islamic law requires contracts to be
unambiguous and binding, then the factual replacement of contractual precision by
managerial discretion is a Shari[ah problem.

1 If the PLS deposit contract stipulates a sharing ratio with respect to the distributable profit of the bank
after provisions and reserves haven been taken care of, this factually means that the bank management can
determine at its discretion (within the limits set by a competitive market) the basis to which sharing ratio is
applied, which factually means that in normal times the bank management and not the contract determine
what is due to the depositors. Only in periods heavy losses which cannot be compensated from reserves
(and voluntary contributions of the shareholders) the contract becomes effective and determines the losses
due to the PLS depositors.
2 This problem could be solved if the reserves would be built up only by transfers from profit distributed to
the shareholders. But this would imply that shareholders of Islamic banks cannot fully gain from
unexpected profits in periods of good performance. If they would receive even in successful periods not
more than average returns, while they will receive less than average returns in periods of poor
performance, stocks of Islamic banks will be uncompetitive. For the time being, this may not become an
acute problem because of a special feature of Islamic banking in its present state of development, namely
the very high percentage of demand deposits in total deposits. These deposits do not receive any
remuneration, they can be withdrawn at any time, and their repayment must be guaranteed by the bank.
This, however, does not mean that Islamic banks hold a 100 per cent reserve on demand deposits. The
reserve they hold may be higher than the reserve of conventional banks, but it is definitely far less than
100 per cent. This gives Islamic banks the opportunity to use the remainder for profitable employments;
the returns must not be shared with any depositors but can be appropriated by the shareholders. The
extraordinary high percentage of demand deposits implies a leverage effect for Islamic banks' shareholders
which is clearly above conventional banks. Because of this, it is at present possible that the building up of
cushioning reserves is borne by the shareholders alone who, nevertheless, receive a competitive return on
their equity. However, this comfortable situation is mainly due to special circumstances of the emerging
Islamic banking industry and cannot be taken for granted for the future. Latest when the conditions in
Islamic finance approximate the circumstances in conventional banking, the problem of how to finance the
building up of a cushioning reserve will become relevant.
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The practice of Islamic banks discussed here indicates that the definition of good
Islamic corporate governance is neither a trivial task nor has it been completed yet. The
more stakeholder interests shall be integrated, the more potential for conflicting
interests and inconsistencies of a multidimensional corporate governance formula
emerges. This can be illustrated with reference to the pervious simple example.
Suppose the outlined practice of 'return stabilisation' will not pass the test of strict
Shari[ah compliance, and suppose that Shari[ah compliance is given priority over the
interests of PLS depositors. Then the return stabilisation has to be abandoned and PLS
depositors will be exposed to much more volatile returns and to cyclical
disappointments of their return expectations. If they are not willing to bear this for the
cause of Islam, they will probably withdraw PLS funds on a large scale. This could
endanger not only the survival of an individual bank but it threatens the whole Islamic
financial system. If the survival of the institution or of the system becomes part of the
corporate governance formula, this can be realized only if a compromise is made
regarding the strict Shari[ah compliance. But this implies that factually the interests of
depositors become more relevant for the governance quality than the Shari[ah
compliance, which immediately brings up the issue of weights and limits: where and
how much or what kind of compromises are acceptable, etc.

To sum up: It is by far not sufficient to add the Shari[ah and the PLS depositors
dimension to conventional concepts of corporate governance. As long as corporate
governance is focussed either on the survival and growth of the corporation or on the
shareholders' value, it is a one-dimensional concept. But Shari[ah compliance and
depositors' interests are two distinct additional dimension, making corporate
governance in Islamic banks a multi-dimensional concept with serious consistency and
trade-off problems.3 It seems that the identification of problems has only started, that
the collection of unresolved issues is by far not yet complete, and that the search for
solutions will be on the agenda for years to come.

3 One can argue whether the inclusion of employees in corporate bodies transforms a shareholder-centric
corporate governance model into a two-dimensional concept. The difference between this and the Islamic
case is that it is much easier to reconcile the interests of shareholders, managers and (other) employees
because the competitive strength of the own corporation is a precondition for income and employment and
can serve as a common denominator. In addition, if the satisfaction of employees and their identification
with 'their' company improve productivity, a starting point for trade-off rules for partial conflicts of
interests is given.
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2.2. Depositors' Representatives in Boards: More Effective Supervision?

In order to achieve better corporate governance in Islamic banks, it has been
proposed to broaden the scope of stakeholders represented in the board of the bank
(board of directors in a one-tier structure, board of supervisors in a two-tier structure):
Because they share risks, PLS depositors should have a seat in the board. This proposal
is very plausible at first sight, but a closer look gives rise to some questions:

• In consideration of the previous discussion on the stabilisation of PLS returns under
the pressure of market forces, it is by no means clear how much risk PLS depositors
actually share. It may factually be much less than one would expect when referring
to the abstract concept only.

• There are serious doubts that one additional board member could represent the
interests of "the" PLS depositors. This may be possible if the group of PLS
depositors could be regarded as homogenous. In one respect this is a plausible
assumption: All depositors sharing profits with the bank will prefer higher profits
and higher sharing ratios. This, however, is not a very novel insight, and the bank
management or the shareholders can take care of this without the voice of a
depositors' representative in the board when, for example, deciding on an increase
or decrease of the 'cushioning reserves'. And the other way round: A single
depositors' representative cannot prevent managers or shareholders from ignoring
depositors' profit interest – his voting power is at best marginal. However, in a
competitive market the actual level of returns on deposits is not a matter of internal
negotiations between managers, shareholders and depositors' representative but the
result of external market forces.

• The inclusion of a depositors' representative is only a small modification of the
numerical composition of the board, but it introduces a new quality of conflict.

o The conflict of interests between the management and the shareholders is of a
principal agent type based on asymmetric information and limited control
capacities. As long as the corporation is for both parties – management and
shareholders – a source of (continuous) income, the conflict of interests can be
overcome. A large number of various control techniques and self-sanctioning or
self-rewarding types of incentive-compatible contracts have been developed to
overcome or at least to mitigate the conflicts.

o In some countries, e.g. Germany, employees can legally claim seats in the
supervisory boards of larger corporations. At first sight, the income interests of
the capital owners clash with those of the employees: For given returns, higher
wages imply higher costs and lower profits. Nevertheless, even these conflicting
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interests can be reconciled: Employees do not only have an interest in high(er)
wages, but also in secure jobs. A precondition for secure jobs is the
competitiveness of the company, which requires in most cases investments. If an
excessive wage policy compresses profits too much,4 the necessary investments
fail to materialize, thus endangering jobs and future income. Because Germany
has a long tradition of owner-type shareholders with long-term interests in and
commitments for 'their' corporations, the interests of employees and
shareholders did converge: The survival and long-term prosperity of the
corporation is for both parties of prime importance. In addition, the inclusion of
employees in corporate bodies and a certain responsiveness of the management
resp. the shareholders to the interests of the employees often strengthened the
identification with 'their' corporation, enhanced the productivity and thus
contributed to the competitiveness of the firm.5

o Compared to this, the new quality of the inclusion of depositors in the boards of
Islamic banks is that a basic conflict of interests between management resp.
shareholders on the one side and PLS depositors on the other side cannot be
reconciled: A given income of bank can either be allocated to the shareholders
or to the depositors: One party can gain only at the expense of the other – short-
term as well as long-term. Because money is highly mobile, it can change its
employment very rapidly with very low transaction costs. In competitive
markets, depositors can freely chose among many different sources of income,
and there is nothing comparable to the employees' interest in job security.6

Further, depositors can only provide financial resources for the income
generation resp. 'production' process of the bank. Labour and money as input
factors differ in one important respect: If the wellbeing of employees is
improved, it is possible and probable that the productivity of labour will
increase. If the wellbeing of depositors is improved, the productivity of money
does not change. While the productivity of labour is dependent on the
employees, the productivity of money is independent of the depositors (but

4 It should be noted that in Germany wages are not negotiated individually between the employees and the
management. shareholders of a corporation but for a whole industry in a collective bargaining process
between trade unions and employers' associations. Roughly speaking, wage levels are largely determined
on labour markets with monopolies on the supply and on the demand side.
5 With the advance of investor-type shareholders this reconciliation of diverging interests has become
more difficult. Investor-type shareholders (including institutional investors) are more experts in balance
sheet analysis than in production and marketing, and more in financial than in technical engineering; they
earn more money from short-term stock market deals (often based on the break up or merging of
corporations) than from the sale of goods and services.
6 The value of a given job is highest for those employees whose mobility is the lowest and whose
transactions costs for finding a new employment are highest.
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depends on decisions of the bank's management). The re-allocation of profits
between shareholders and depositors is a zero-sum game in the short run as well
as in the long, while a re-allocation of profits between shareholders and
employees can become a positive-sum game in the long run. There are good
chances (although no guarantee) that distributive conflicts and be solved in
positive-sum games, but there are no chances in zero-sum games.

• Conflicts between the management. shareholders and depositors' representative
would be less severe if the issue is not how a given profit is distributed but how
this profit is achieved, i.e. how the depositors' funds are employed in different
types of financing. The maturity and risk structure of financings may be
discussed. The problem here is not only that the preferences of various groups of
depositors may differ and come into conflict with each other, but that it is far
from obvious how a depositors' representative can discover the divergent
preferences and how he could reconcile conflicting preferences.

• Suppose the depositors' representative learns about the different preferences
either through depositors meetings or through questionnaires sent to the
depositors – both rather cumbersome and costly procedures – and that he realises
the heterogeneity of the preferences. Obviously, one uniform investment and
financing policy of the bank does not suit all depositors. The best the depositors'
representative can do in such a situation is to suggest that the bank gives
depositors choices by offering several types of PLS deposits with different risk
and maturity characteristics for the employment of the deposits. However, if the
risk and maturity characteristics are a real concern of the depositors, and if
Islamic banks are exposed to competition, one should expect that market forces
will urge banks to provide a range of different deposit types: A bank that takes
the lead in this field can meet a latent demand and serve depositors' wants better
than the other banks; it can gain a competitive edge, and other banks will follow
its example.

The arguments so far indicate that a depositors' representative on the board of an
Islamic bank would not be effective and is not needed if Islamic banks are exposed to
competition (from other Islamic banks or from conventional financial institutions):
Market forces will determine the return on deposits and lead to the emergence of a
range of different types of deposits corresponding to the needs of (sufficiently large
groups of) depositors.

What remains as a possible task of a depositors' representative in the board is a
'classical' supervisory function, namely to ensure that the management does not
systematically use its powers of discretion to the disadvantage of the PLS depositors.
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But this requires a lot of expertise in management and accounting matters which hardly
can be expected from an average depositor.

• One could propose that the depositors hire an expert and delegate their
supervisory powers to him. However, such experts are rather expensive, and it is
hard to see how a large and heterogeneous group of depositors could arrange an
effective and voluntary system of voluntary contributions to cover the expert's
costs. The safeguarding of depositors' interests comes close to a textbook
example of a group specific public good with nearly insurmountable free rider
problems.

• An alternative could be a state mandated depositors' advocate in the corporate
board who is paid out of compulsory contributions from the depositors. This
could solve the public good and free rider problem, but the rationale for such an
arrangement is far from self-evident.

o First, if the management uses its powers of discretion continuously against the
PLS depositors, and if this leads to substandard returns for PLS depositors, a
competitive market will sanction the bad governance of the management.

o Second, the state can enact legal restrictions to limit or eliminate undue
discretionary management powers. If the state introduces a more PLS depositor
friendly Islamic banking law, the need for a special depositors' representative
with special control functions vanishes: PLS depositors' profit interests are not
more seriously endangered by management discretion as, for example, the state's
tax interests or shareholders' dividend interests. There is no specific reason why
a well functioning general external control and auditing system would not be
able to monitor and supervise also the compliance of management decisions
with depositor related provisions.

To sum up: It is beyond doubt that corporate governance issues can take a special
shape in Islamic banks. Shari[ah compliance and PLS depositors' protection are two
important special Islamic features. But solutions which are plausible at first sight may
have a weak justification at second sight and some unforeseen side effects at third
sight. The proposals for a better consideration and protection of PLS depositors
overestimate the relevance of the composition of internal corporate bodies and
underestimate the importance and effectiveness of external restrictions imposed by
legislation and market forces.
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PROVISIONING FOR LOSS IN ISLAMIC BANKS: THE CASE OF
JORDAN ISLAMIC BANK

BAKR MAHMOUD RIHAN

1. INTRODUCTION

As banks are exposed to the risks of loan losses they are required to make
provisions for expected losses that may have negative impact on their financial
positions. Whereas conventional banks are exposed to credit risks, Islamic banks are
exposed to “receivables, investment and financing” risks. Islamic banks are therefore,
compelled to make provisions for losses which may occur from these risks. As there
are differences in the application of loss provisioning between conventional and
Islamic banks, the Accounting and Auditing Organization for Islamic Financial
Institutions (AAOIFI) addressed this issue in Standard 11 of the “Accounting, Auditing
and Governance Standards for Islamic Financial Institutions”, which became effective
as from the beginning of 2001. This standard aims at unifying the accounting rules for
recognizing, measuring and disclosing such provisions in Islamic banks. In this paper I
will try to shed some light on the AAOIFI Standard No. 11, and the experience of
Jordan Islamic Bank (JIB) in managing the risks of financial exposures. Before that the
unique feature of liability side of Islamic banks and some risk characteristics of
murabahah on the assets side are discussed as this is the most dominant mode of
finance utilized by the JIB.

2. SOME UNIQUE CHARACTERISTICS OF ISLAMIC BANKS

The investment deposits of Islamic banks share with the bank the risk of loss of
assets. Neither the principal amount of these deposits nor any return on these is
guaranteed. Hence these deposits are unique to Islamic banks. The other uniqueness of
Islamic banks comes from their utilization of mudarabah and musharakah on the
assets side. This poses the challenge of recognition of loss and its implication for
capital impairment. Furthermore, it has been noticed that murabahah sale is the most
widely used financial instrument by all Islamic banks. This is due to the fact that this
instrument is flexible in its application and provides the bank with fixed repayment
schedules which enables the bank to manage its assets in a more efficient manner.
Islamic banks, which seek safety and security in their extensive application of
murabahah financing, realize that murabahah sale entails a number of risks.
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i. Murabahah to the purchase-orderer is no more than a commercial transaction
with additional risks during the period preceding delivery of the goods to the
purchase-orderer, especially if this period is relatively long as in the case of
importing of goods from abroad, in which case the goods are subject to many
risks which are not all covered by insurance.

ii. Conventional banks charge compound interest for delay in repayment which
generates income from unpaid debts; a practice which motivates genuine
debtors to repay their debts soonest. Such incentive does not exist in Islamic
banks as they do not charge any interest for delay in repayment. As a result of
this practice by Islamic banks which is based on Shari[ah principles; Islamic
banks not only lose the opportunity to benefit from unpaid debts but also suffer
from writing off of some of those debts. This adds more pressure on Islamic
banks to intensify their efforts to collect receivables which incurs extra
expenses and requires extra efforts by the Islamic Bank.

iii. Shari[ah differentiates between two kinds of debtors; the affluent or able and
the insolvent who is not able to pay his debts. Shari[ah requires that insolvent
debtors be given such time until they are able to pay their debts, whereas
affluent debtors are not allowed to procrastinate payment of their debts as the
Prophet (peace be upon him) said “procrastination by the rich is a kind of
oppression” .

iv. Existing secular laws and their lengthy procedures do not help Islamic banks in
collecting their debts in a timely manner; which makes Islamic banks subject
to exploitation by some debtors.

2. THE AAOIFI STANDARD 11

AAOIFI Standard 11 deal with reserves and provisions. A field study conducted by
AAOIFI, before formulating this standard, revealed that there were major differences
among Islamic banks in the methods they apply in dealing with provisions. These
differences may be summarized as follows:

i. Some Islamic banks deduct a specific percentage from the entire income as a
provision. Other Islamic banks deduct the provision from their own (mudarib)
share by charging it in their expenses, after the allocation of profits between
the mudarib and the unrestricted investment account holders. A third set of
Islamic banks deduct the provision entirely from the income of investment
account holders.
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ii. Some Islamic banks use the terms ‘reserves’ and provisions’ interchangeably.
They set aside specific amounts from their own profits and/or the profits of
investment account holders for specific purposes and call these amounts
‘provisions’.

iii. Many Islamic banks form only one type of provision while others form two
types, namely specific provision and general provision.

iv. Some Islamic banks present the provisions as liabilities in the statement of
financial position, while others present provisions as an asset valuation item
(contra-asset).

v. Most Islamic banks do not disclose the methods they use to form provisions.
Other Islamic banks do not give adequate disclosure on the changes that occur
in the balance of provisions.

The differences in the methods they apply in making reserves may be summarized
as follows:

i. Some Islamic banks set aside the above mentioned reserves from the
mudarabah income, before allocating the profit, while other Islamic banks form
the reserves from the income of investment account holders after allocation of
profit.

ii. Most Islamic banks regard these reserves as provisions and therefore apply the
accounting policies used for provisions.

iii. Most Islamic banks do not disclose details of the above mentioned reserves.
Instead, they only include a condition related thereto in the mudarabah
contract.

The AAOIFI Financial Standard No 11 for Provisions and Reserves are aimed at
applying to:

i. Shareholders equity reserves, as these belong to owners’ equity and not to the
holders of restricted or unrestricted investment accounts and,

ii. Depreciation provision which represents adjustments to the book value of
assets.

The AAOIFI Standard 11 may be summarized as follows:
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Provisions are made by setting aside a certain amount from the income as
expenses to revaluate “receivables, financing and investment assets”, when
collecting these amounts is doubtful, or when their value have been depreciated.
There are two types of provisions: Specific and general.

Specific provision is the amount set aside to reflect devaluation of a certain
asset as follows:

i. In case of receivables: The amount that is required to write down the asset to
its cash equivalent value, namely the amount expected to be collected.

ii. In case of Financing and Investment: The amount needed to write the asset
down to cash equivalent value if this is lower than cost.

General Provision is the amount set aside to reflect a potential loss that may
occur of current unidentifiable risks in relation to Total of Assets “Receivables and
Investment and Financing”. Reserves are formed when the bank deems prudently
necessary, after taking the consent of holders of investment accounts. These
reserves are considered as part of shareholders’ equity and/or the rights of
investment account holders, according to relevant case. When the balance exceeds
the prudent limits, the amount shall be credited to relevant party’s income. Two
types of reserves have been recognized:

i. Profit equalization reserve: which is deducted from income before allocating
the share of mudarib for the purpose of maintaining a certain level of return on
investments for investment accounts, as well as for increasing equity value.

ii. Investment risk reserve: which is deducted from income of investment
accounts, after deducting the mudarib-share, to cater against any future losses
for investment account holders.

3. THE EXPERIENCE OF JORDAN ISLAMIC BANK

As previously explained most of the financing provided by Islamic banks are
directed to murabahah financing mode, irrespective of the risks involved in this mode
especially from delay in payment of instalments. JIB is not an exceptional case in this
regard. In order to manage these risks, JIB applies two measures which complement
each other:
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i. Administrative measures, which is represented by a set of precautionary
measures applied by the bank to prevent the incurring of losses.

ii. Financial measure, which is represented by a set of measures which the bank
applies after losses have occurred.

3.1 Administrative Measures

Debtors to conventional banks are forced to pay on time by compound interest,
where as there is no such instrument in the case of Islamic banks’ debtors. In order to
limit the effects of delay or procrastination of payment by its customers; JIB takes the
necessary measures before granting any financing facility to ensure the feasibility of
the transactions; customers’ ability to repay and the availability of sufficient
guarantees. The JIB also follows up on its customers’ financial status and ability to
continue payment of instalments after granting them financing, and interferes as may
be necessary. The procedural measures are as follows:

i. Description and specifications of the relevant commodity. The JIB finances
all kinds of commodities except those repugnant to Shari[ah. Priority is
given to financing commodities which help a social or economical purpose.

ii. Legal status of purchase-orderer, as to whether s(he) is a natural or
corporate body.

iii. Sources of income of the purchase-orderer and his cash flow and ability to
settle the required financing during the required period of settlement.
Settlement period for commodities purchased for commercial purposes is
related to the rate of its circulation in the market.

iv. Guarantees provided by customer to ensure payment of instalments on due
dates such as :

 Real estate mortgage amounting to at least (60%) of the estimated
real estate value provided that the real estate is wholly owned by
customer to facilitate its sale when the need arises.

 Guarantee by credit worthy / businessmen who have credit lines
with the bank .

 Account deposits and/or Muqaradah bonds and/or cash collaterals
equivalent to at least 75% of the required financing .
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 The guarantee of two employees whose salaries are transferred to
their accounts with the bank taking into consideration that the
monthly instalment should not exceed (40%) of the income of the
debtor or any of his guarantors.

 When financing the purchase of a vehicle, in addition to taking one
of the above mentioned guarantees, the vehicle is mortgaged, and
customer has to pay a down payment of at least 15% of the value of
the vehicle.

v. Commodity ownership according to relevant fatwas, takes the following
forms:

 For locally purchased commodities ownership is verified by
seller’s official invoice to the order of the Bank. The bank pays
invoice value.

 For imported commodities or commodities purchased externally
the bank purchase these by means of letter of credit to the order of
the Bank and bank pays invoice value.

vi. The decision to grant financing is monitored by defined managerial controls in
the branches as well as at Head Office and according to the following system:

 Application request for financing is studied by the person in
charge of financing facilities at the branch. After studying the
application and writing his recommendations he refers it to the
branch assistant manager.

 The assistant manager studies the application and either approves
it or asks for clarifications and amendments before referring it to
the branch manager.

 If the manager approves the recommendations and the financing
required lies within his scope of his authority; he can take the
decision to grant the financing accordingly. If the financing
required is above the limit of his authority he refers it to the Head
Office to take the necessary action, especially in case of
disagreement between him and his assistant.

 Applications received from branches are studied by specialized
committees and are approved either by the General Manager or
other executives, each within his scope of authority.
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 Contracts are documented at branches and checked at Head Office.

vii. The Bank deals with delay in payment in the following manner:

 In case delay of payment is due to conditions beyond the control or
ability of the debtor; the debtor is given such time until he is able to
pay.

 If delay of payment has been due to temporary mismatch in customer’s
cash flow; his debts are rescheduled in such a manner that ensures his
ability to pay, but without any increase in debt value.

 When the bank becomes certain that the debtor is able to pay but he is
procrastinating , at first the debtor is cordially asked to pay but if he
continues to stall, the bank’s lawyers will sue him in the court of law
and exercise the bank’s right over his mortgaged real-estate or other
guarantees.

3.2 Financial Measures

The bank applies the following set of financial measures to deal with losses:

i. Exercising its legal rights as stated in murabahah contract.

ii. The Mutual Insurance Fund.

iii. Recording of commercial losses.

iv. Provisioning for decline in the bank’s own investments in shares.

v. General Provision.

vi. Investment risk provision/fund.

These are discussed in more detail below.

i. Stipulations of Murabahah Contract: The contract includes stipulations
such as: “In case our obligations to first party (the Bank) become due, and
we abstain from payment, despite being affluent, the first party (the Bank)
has the right to seek compensation for any incurring damages resulting
from or related to our procrastination. It is understood by both parties that
affluent means possessing fixed or cash assets which neither Islamic
Shari[ah nor applied laws prohibit disposal of, whether mortgaged to the
first party or not, to totally or partially set off these obligations…” The
first party reserves the right to seek compensation equivalent to damages
without being obliged to send legal notification or give warning. The
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collected compensations will be disposed of as may be decided by the
bank’s Shari[ah consultant”. However, due to criticism against this text,
the bank rarely resorts to seeking compensation from defaulters.

ii. The Mutual Insurance Fund: In its endeavour to deal with the problem of
defaulting and in order to establish the principles of “takaful” and
solidarity amongst the banks’ debtors, the bank established the mutual
insurance fund in 1994. Debtors, up to a certain credit ceiling, participate
in this Fund in order to compensate all or part of the loss which any
participant may incur in case of death or total disability or in case of
becoming very insolvent. Compensations paid from this fund in settlement
of 61 death cases amounted to Jordanian Dinar (JD) 134,300 and the total
of compensations paid since the establishment of the fund in 451 cases
amounted to JD 8.5 million, and the number of subscribers whose debt
amounted to JD 95 million reached 49,926.

iii. Recording of Commercial Losses: All losses related to financing and
joint investment transactions, including written off debts, are written
down from the total of joint investment profits for the relevant year,
after Shari[ah council verifies that the reasons for this writing down
are Shari[ah compliant. The ratio of written off debts written down
from joint investment profits since the establishment of the bank till
year end 2000 amounted to 1 per thousand.

iv. Provision for Decline in Bank’s Own Investments in Shares: The
Bank constituted this fund in 2001 to write down any losses
resulting from devaluation of the Bank’s own investments in shares
and securities. At the end of 2002 the balance of this provision
amounted to JD 200,000.

v. General Provision: The bank constituted this fund to cater for any
emergency commitments which it may face (share holders’ equity). The
balance of this provision amounted to about JD 2.28 million at the end of
2002.

vi. Provision/Fund for Investment Risks: The account of this fund is
replenished by deducting a certain percentage from realized “Investment
Profits” during the year. Since 1978, this percentage has varied between 20
and 10% but fixed at 15% in 2003. The annually deducted amounts are
kept to set off any losses which exceed investment profits for the relevant
year. With favour from Allah the total of joint investment losses in any
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single year has not exceeded the total of profits. Since the Bank’s
establishment, the balance of this fund as at year end 2002 amounted to JD
31 million. The deductions will cease when the balance of this account
amounts to twice the paid-up capital of the bank or reaches any amount
decided by the Central Bank. On liquidation of the Bank, the balance of
the account will be transferred to Zakah Fund after all expenses and losses
from related investments have been covered. This means that:

 Deductions are made from joint mudarabah profits before deducting
mudarib share.

 This provision/fund has been constituted to face any losses incurred from
all risks to which “receivable, financing and investment” from “joint
mudarabah funds” are exposed to.

 The purpose of this “provision/fund” is limited to compensate any
losses which may occur in all “financing and investment operation”
from “joint mudarabah funds” during any year.
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MEASUREMENT AND MANAGEMENT OF NON-PERFORMING
LOANS IN MALAYSIAN ISLAMIC BANKS: AN ANALYSIS

MOKHRAZINIM MOKHTAR
PETER SMITH
SIMON WOLFE

1. INTRODUCTION
Unlike conventional banks, Islamic banks do not operate on an interest rate system.

In a conventional bank other than funds from its own capital, the bank obtains by
borrowing money from its depositors at an interest rate. The bank uses the funds to
make profits by extending loans and also by investing in securities. The profit made by
the bank is through the differences between the borrowing rate of interest and the
lending rate of interest. However, for Islamic banks, to make profit they must invest
the funds by extending financing. Since they are not able to charge interest, Islamic
banks use various types of contracts like cost plus and PLS which are consistent with
Islamic principles. The funds for the financing comes from the Islamic bank’s own
equity, customers’ deposits in current accounts, customers’ deposits in savings
accounts and customers’ deposits in investment accounts (from hereafter will be called
Investment Account Depositors-IAD).

Funds from the depositors mingle with shareholders’ funds and the bank uses the
funds in the same investment portfolio (see Fig 1). However, the shareholders’ fund
would be used to fulfil legal requirements while most of the deposits will be applied
for extending financing (see Fig 2). Current Accounts and Savings Accounts are
guaranteed whereas IADs are not given any guarantee because they are based on the
profit and loss sharing agreement. The IADs are entitled to share in the bank’s net
profit or loss and this is based on a profit sharing ratio of a certain pre agreed
percentage. In Malaysia, the pre agreed rate of percentage is 70:30(70% to the IADs
and 30% to the Islamic bank). In case of loss from the activities of giving out
financing, the IADs can lose all of their investments. Since deposits other than IADs
are guaranteed, the loss flows to the IADs first, with any remaining flowing to the
shareholders of the bank. Only when the loss is major that it will finally flow to the rest
of the depositors. The IADs actually act as a cushion for the bank in case of a loss. Fig
3 illustrates this. The position of IADs in an Islamic bank is quite unique. This is
because even though the IADs have invested in the bank and may suffer losses, they
are not shareholders1. Since they are not shareholders the IADs do not have special

1 Shareholders of a bank, because they have interest in the bank through their investment, have voting
rights, receive a regular flow of information on the bank and participate in the decision-making.
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rights like voting rights and therefore cannot influence the investment decisions of the
Islamic bank.

The nature of profit and sharing loss agreement has made the position of IADs in an
Islamic bank unique. However, this uniqueness has posed some degree of risk for the
IADs. In cases where the bank incurs a loss, the IADs are liable to share this loss. This
has made the investment of IADs very risky and is subject to the potential problem of
asymmetric information. The main hypothesis of this study is that there is inadequate
measurement and management of non-performing loans in Islamic banks in Malaysia.
As a result there is inadequate flow of information on the status of investments of
IADs; hence information on the bank’s performance needs to be made known to IADs
especially with regards to the information on the non-performing loans of the bank.

The objective of this paper is to analyze the policy on measurement and
management of non-performing loans in Islamic banks in Malaysia. It will compare the
policy in measurement and management of non-performing loans in Islamic banks in
Malaysia with the policy in the UK and Japan. This study will investigate whether or
not the existence of IADs has resulted in a stricter approach to the measurement and
management of non-performing loans in Islamic banks in Malaysia.

Fig 1: Sources and Application of Fund in an Islamic Bank
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Fig 2: An Islamic Bank’s Main Contractual Relationship with Customers

Fig 3: The Flow of Loss from Financing

Source of Figures 1-3: Adapted from Bank Islam Malaysia Berhad (1999).
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The position of IADs in Islamic banks has lead to several questions. Firstly, are
there any differences in the policy of non-performing financing in an Islamic bank so
that the IADs will be protected from any loss? What are the differences between the
approach used by conventional and Islamic banks in Malaysia in measuring and
managing their non-performing loans? Secondly, are there adequate disclosures to the
IADs on the situation of non-performing loans that the bank has?

Fama (1970) introduce a model of efficient capital markets. An ideal market is a
market where prices provide accurate signals for resource allocation. He divided the
market into three categories depending on the nature of the information subset of
interest. They are the strong-form, semi-strong- form and weak form. A strong-form
efficient markets model is where the prices are assumed to fully reflect all available
information. A semi-strong-form is where the prices are assumed to fully reflect the
publicly available information and the weak-form where the prices are reflected from
available historical information. According to Abalkhail and Presley (2001), the lack of
information transfer between investors and entrepreneur expose the investors to the
risk of adverse selection and moral hazard. Information seems to be a very important
element in a financial market. Stiglizt (1985) suggest that a capital market is
informationally efficient when the prices reflect the available information.

In relation to the importance of information, the most important information for the
IADs would be on the non-performing financing of the bank that they invested in. This
is because as suggested by Beattie. et. al (1995) bad debts are by far the most common
cause of bank failures. Bank failures are always viewed to be more damaging than any
other types of business failures because it is feared that the failure might be contagious
and as result the whole financial system might collapse. Kaufman (1996) suggested
that the reason for this is because banks are closely entwined financially with each
other through lending to and borrowing from each other, payments clearing system that
the failure of one bank is likely to spill to other banks more quickly. The best example
currently with regards to the adverse effect of uncontrolled measurement and
management of non-performing loans is Japan. Insufficient provisioning and public
disclosure has been identified as factors that hid the actual status of the non-performing
loans in Japan (Nakaso, BIS Papers, 2001).

In order for the IADs to be protected, there should be adequate measurement and
management of non- performing loans and adequate disclosure on the status of the
non-performing loans of the banks to the IADs. This is important because the nature of
the relationship between the IADs and the bank entail the sharing of losses. Hence if
these two are inadequate, it may lead to potential bank failure and the IADs may risk
loosing their investments. Therefore, a transparent approach to the management of
non-performing loans in Islamic banks is very crucial as it may reduce the probability
of IADs losing their investments.
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The remainder of the chapter is organized as follows. Section 2 provides an
overview of Malaysia’s Islamic banking industry. Section 3 analyzes the policy on the
measurement and management of non-performing loans of Islamic banks in Malaysia
with Japan and the United Kingdom. For Japan, the analysis of its policy is made on its
policy before and after the economic crisis. Section 4 compares the policy on the
measurement and management of non-performing loans. In some cases there are also
comparisons made with the ones suggested by Basel Committee on Banking
Supervision and finally, Section 5 provides the conclusion of the chapter.

Malaysia is chosen because the development of Islamic banking in this country is
very interesting. Malaysia operates a dual system where the conventional and Islamic
systems operate side by side. Opportunity is given to all banks to practice Islamic
banking. The market is well developed with many Islamic financial products. Japan is
selected because there are lessons to learn from its forbearance policy that has resulted
in a huge amount of non-performing loans in the country that has been ongoing since
1990. The non-performing loans in Japan have been problematic because of
insufficient regulations in respect of the management and measurement non-
performing loans. On the other hand in the United Kingdom, regulations are much
stricter and consequently lessons may be learned with respect to examples of good
disclosure policy.

2. OVERVIEW OF ISLAMIC BANKING IN MALAYSIA
Malaysia operates a dual system of banking whereby the conventional and Islamic

systems exist side by side2. Both Islamic banks and conventional banks that provide
Islamic Banking services in Malaysia are governed by the Islamic Banking Act 1983.
It is under this act that the Bank Negara Malaysia3 (BNM) was given the power to
supervise and control Islamic banks4.

The first Islamic bank licensed under the IBA was established in July 1983. Bank
Islam Malaysia Berhad (BIMB) commenced its operations on the 1st of July 1983 with
a paid up capital of RM80 Million with its first branch in Kuala Lumpur. BIMB
operates its banking business similar to other commercial banks but along the
principles of Syariah. However, a single Islamic bank does not constitute a banking
system, as the number of branches and resources are limited. In order to increase the
number of players, the BNM introduced the Interest Free Banking System in March

2 This system is also called a hybrid system.
3 Bank Negara Malaysia is the central bank of Malaysia.
4 The source of statistical information mentioned in the paper is Bank Negara Annual Report
2001.
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1993. This scheme allows the conventional institutions to offer Islamic banking
products and services using their existing infrastructures and staff. In 1998, after the
overall review of the Islamic banking system, the BNM replaced the Interest Free
Banking Scheme with the Islamic Banking Scheme (IBS), as the former term did not
reflect the Islamic banking operations of the banks.

The second Islamic Bank, Bank Muamalat commenced operation on October 1999.
As at the end of 2001, the Islamic financial sector was represented by 2 Islamic banks,
14 commercial banks, 10 finance companies, 5 merchant banks and 7 discount houses,
an Islamic money market and 2 Takaful5 companies. There are 122 branches of Islamic
banks and 2,065 counters of IBS banks offering Islamic banking products and services.
In 2001, the total resources of Islamic banking sector were at RM58.9 billion and 79.9
% of the total resources came from deposits. The types of deposits that represented the
resources in accordance to the highest percentage are investment deposits followed by
demand deposits, saving deposits and other deposits.

In order to ensure that all dealings and activities of Islamic banking conform to the
Syariah requirements, it is required under the Islamic Banking Act 1983 that each
Islamic bank establishes a Syariah advisory body. The IBS banks are required to
appoint at least one Syariah consultant to assist them in their daily banking operations
and the Central Bank has allowed institutions from the same banking group to appoint
and maintain only one Syariah consultant(s) to minimize duplications. The National
Syariah Advisory Council was set up by the Central Bank to resolve differences in
opinions of Islamic scholars. The National Syariah Advisory Council (NSAC) was
established in May 1997 and is the highest Syariah authority in Islamic banking and
takaful. The NSAC gives advice to the Central Bank on Islamic banking and finance
and is responsible for analysis and evaluation of new Islamic products. Another body
that was established to promote the growth of Islamic banking is the Association of
Islamic Banking Institutions Malaysia (AIBIM). The association works hand in hand
with the Central Bank and other regulatory bodies. The members of the Association
comprise of Islamic banks, banks participating under the IBS, non- banking financial
intermediaries and also related organizations.

5 Takaful is an Arabic word for insurance.
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2.1 Total Deposits
The total amount of Islamic banking deposits in Malaysia have shown continues

and fast growth. The total deposits grew from RM1.22 billion as at the end of 1990 to
RM47.1 billion as at the end of December 2001. This growth was mainly due to the
publicity given to Islamic banking, increased awareness in the public on the products
available under Islamic banking, the increased number of branches offering Islamic
banking and the competitive returns on deposits as compared to returns from
conventional deposits. Investment deposits represent a major portion of Islamic
banking deposits at a percentage of 71.1% reaching RM33.5 billion as at the end of
2001. As at the end of December 2001 the types of deposits that represented the total
of deposits were in Table 1 below:

Table 1: Percentage of the Types of Deposits in Islamic Banks in Malaysia

Types of Deposits as at the End of
2001

Percentage

Investment Deposits 71.1
Savings Deposits 8.7
Demand Deposits 13.69

2.2 Total Assets

The total assets of Islamic banking had expanded from RM 1.42 billion to RM
58.93 billion in as at the end of year 2001. The conventional banks offering the Islamic
banking scheme were the largest players in the Islamic banking system with assets of
64% of the total assets, followed by Islamic banks at 29.4%.

2.3 Total Financing6

In 1990 the total financing was at RM817.4 million and by the end of 2001 the
amount had increased to RM28.20 billion. However, from mid 1997 to 1998, the
financial crisis had affected the credit extension because of tight liquidity and risk
aversion of banking institutions. Financing given to property sector represent the
highest percentage of financing at 38% of the total financing. The growth of total
financing in the Islamic banking system.

6 Total financing is total lending.
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The financing extended by the Islamic banking is mostly based on Bay[ Bithaman
[ajil (Cost plus Financing) that constituted 48.3% of total financing. Leasing or Al
Ijarah follows this.

According to the BNM Annual Report, 2001, the share of Islamic banking assets
and deposits in Malaysia has increased to 8.2 % and 9.5%. These surpassed the target
of 8% level set for the year 2001. The total financing registered an increased of 6.5%
compared to 5.3% in the year 2000. The Financial Sector Master plan has set a 20%
target to be achieved by 2010. The BNM requires conventional banks that participate
in the IBS to observe the minimum core capital ratio requirement of 4% and risk-
weighted capital ratio of 8% for their Islamic banking portfolios. They must also
maintain a separate disclosure on the capital adequacy of their Islamic banking
portfolios in the financial statement.

A standard framework for the computation of the rate of return for Islamic banking
institutions was formulated by the BNM. This is to ensure that a level playing field is
provided for all Islamic banking players. This framework is also to provide information
and enhance transparency between the banks and their depositors. This will ensure the
depositors receive a fair share of the return on their investments.

3. MEASUREMENTS AND MANAGEMENT OF NON-PERFORMING LOANS
IN MALAYSIA, JAPAN AND UNITED KINGDOM

The objectives of regulation arise from three broad grounds. They are on the
grounds of consumer protection, capital adequacy requirement and conduct of
business7. Without regulations bankers may have the opportunity to hide information
that would affect the performance of the bank. For example, a bank might play with its
amount of provision for non-performing loans by provisioning more than necessary for
non-performing loans in good times so that in bad times it does not have to increase its
amount of provision. The amount of provision is deducted from a bank’s total profit,
therefore in bad times with a higher amount of non-performing loans; the profit of the
bank will not be affected. A bank may also seek to hide its heavy loan losses by under
provisioning. Therefore it is important for regulators to provide a level of regulations
that can prevent the repercussion of inadequate regulations on the financial system.

7 See Richard Dale and Simon Wolfe (1998), “The Structure of financial regulation”, Journal of Financial
Regulation and Compliance
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The regulations in each country differ and as a result the measurement and
management of non-performing loans differs from one jurisdiction to another. The
treatment of non-performing loans for example, loss provision and disclosure are
different as well. In general, however different the regulations are in every country, the
objective of regulations in the end is to ensure bank soundness. In this section, an
analysis is made of the measurement and management of loss provision in Malaysia,
Japan and the United Kingdom. Cross comparison is also made that would highlight
the major differences in the policy. Also highlighted are the relevant regulations
suggested by Basel

3.1 Definition of Non-performing Loans

The Basel Committee

The Basel Committee on Banking Supervision does not have an exact definition of
non-performing loans, but in its Consultative Documents, January 2001 under Rules
for Corporate Exposures for minimum requirements for corporate exposures section
272 mentioned;

A default is considered to have occurred with regard to a particular obligor when
one or more of the following events have taken place:

i. It is determined that the obligor is unlikely to pay its debt obligations
(principal, interest, or fees) in full;

ii. A credit loss event associated with any obligation of the obligor, such as a
charge off, specific provision, or distressed restructuring involving forgiveness
or postponement of principal, interest or fees;

iii. The obligor is past due more than 90 days on any credit obligation; or

iv. The obligor has filed for bankruptcy or similar protection from creditors

This definition however is not intended to affect the bank’s legal rights and
remedies should a borrower fail to meet his or her obligations under a credit
agreement. It is also not intended to establish or alter accepted accounting standards.

The Central Bank of Malaysia (BNM) defines non–performing loans as “a loan is
described as non-performing loan when the principal or interest is due and unpaid for
six months or more from the first day of default”. The same definition is also
applicable to Islamic financing. This is illustrated in Fig 4: -
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Fig 4: Definition of non-performing loans
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In Malaysia, even though Islamic banks has special characteristics in which it
operates on the basis of profit and loss sharing and extend different modes of financing
then conventional banks, they still share the same guidelines of measurement and
management of its non-performing loans. Both conventional and Islamic banks use the
same guidelines known as the Garis Panduan8 3 (GP3) for the definition and treatment
of non-performing loans or non-performing finance. However, not all of the contents
of the GP3 can be applied. For example, there are financing products that are not
applicable to the Islamic banks like for example, overdraft facilities.

Other than the GP3, Islamic banks in Malaysia are allowed to use the accounting
methods suggested by the Accounting & Auditing Organisation for Islamic Financial
Institutions (AAOIFI) for the provision of losses. However, this chapter will only focus
on GP3 as the standard guidelines in the measuring and management of non-
performing finance for Islamic banks in Malaysia. The guidelines in GP3 given by
BNM on the classification of non-performing loans are of minimum standards.
Financial institutions are responsible for establishing reliable systems of policies,
standard procedures and independent units to review the non-performing loans and the
provisions required.

Other than the general classification of non-performing loans, there are various
categories that have their own non-performing classification.

8 Garis Panduan is a Bahasa Melayu word for guidelines.
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i. Bankers’ acceptances (BA), trust receipts, bills of exchange and other
instruments of similar nature will be classified as non-performing loans
when the instrument is due and unpaid for 1 month after the maturity date.

ii. Credit Cards will be classified as non-performing when the holder fails to
settle his minimum monthly repayments for 3 months or more from the
first day of default.

iii. Term financing, revolving credit facilities, leasing, hire-purchase and other
financing is classified as non-performing when it is unpaid for 6 months or
more from the first day of default.

In respect of the treatment of financing with quarterly, semi annual, annual or
bullet repayments where repayments are scheduled on intervals of 3 months or longer,
the loan is classified as non-performing when a repayment is due and unpaid for 3
months or more from the first day of default.

If a loan is fully secured by cash or cash substitutes as to principal and interest and
cost of collection, the loan will be classified as non-performing if it is due and unpaid
for 12 months or more from the first day of default (for Islamic banks there are no
interest involve). Cash or cash substitutes are fixed deposits or sinking funds with set-
off rights, securities issued by the Federal Government or irrevocable guarantees or
step-in rights by the Federal Government. Where financing is partially secured by the
above then split application applies whereby the unsecured portion will be subject to
the normal classification of 6 months and above.

In ascertaining the period in arrears, each repayment must be made in full. If the
monthly repayment is partially, the repayment is still deemed to be in arrears.

According to the GP3, a non-performing loan can be reclassified as performing
once total instalment in arrears falls below 6 months. For example, if a loan is 8
months in arrears and the borrower pays 3 monthly instalments, the non-performing
loan can be reclassified as performing as the total period in arrears is below 6 months.

Similar to Malaysia, Japan’s definition of non-performing loans is past due loans in
arrears 180 days or more and loans to borrowers in legal bankruptcy (Annual Report
on Japan’s Economy and Public Finance, 2002). Since the crisis, the definition of non-
performing loans was expanded to include to loans where the interest was reduced and
afterwards to include loans in arrears by three months or more and restructured loans.
In the United Kingdom (UK), the definition of non-performing loans based on
Securities and Exchange Commission (SEC) are loans accounted for on a non-accrual
basis, accrual loans which are past due 90 days or more and loans not included in the
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previous two that are troubled debt restructurings or reduced rate loans (Beattie. et al,
1995).

3.2 Loss Provision for Bad and Doubtful Debts

Provision for bad and doubtful debts is profit set aside to cover possible loan losses.
In a paper by the Basel Committee on Banking Supervision (1999) on sound practices
for loan accounting and disclosure, the aggregate amount of specific and general
allowances should be adequate to absorb estimated credit losses associated with the
loan portfolio9. A bank should not understate or overstate loan losses in order to
achieve a desired level of earnings in the current or future reporting periods.

The BNM requires the banking institutions to make two types of provision for bad
and doubtful debts. The two types of provision are general provision and a specific
provision. Specific provision as defined by the BNM is an amount set aside out of
profit to cover losses expected to be incurred for a specific loan that has been classified
as bad or doubtful although the exact amount of loss cannot be confirmed. A general
provision is an amount set aside out of profits to meet possible loan losses which are
not identifiable to any loan account or known to exist as at the financial reporting date.
This is because some losses may arise from loans that are performing as at the financial
reporting date. The general provision required is at least at 1.5% of total outstanding
loans net of specific provisions for substandard, bad and doubtful debts.

According to the GP3, financial institutions in Malaysia are required to observe the
following minimum parameters in respect of specific provisions as outline in Table 2.

Table 2: Guidelines in Respect of Specific Provisions

Period of Default Classification Specific Provision on the shortfall in
security value over the amount outstanding.

6 - 9 months Substandard 20% provisioning unless overall loan loss
provisions are adequate

9 – 12 months Doubtful 50%
12 months and
above

Bad 100%

Source: GP3, BNM.
The substandard accounts are credit facilities that involve more than normal risk of

loss due to certain factors. These factors could include delays in the servicing of
financing, unfavourable financial conditions, insufficient security or other factors that
give rise to some doubts in the capacity of the borrower to make repayment. Doubtful

9 The paper highlights sound practises for loan accounting and disclosure.
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accounts are credit facilities or a portion thereof where collection in full is improbable
and there is a high risk of ultimate default. Bad accounts are credit facilities that are
deemed not collectible on the basis of relevant circumstances.

In determining the specific provision for bad and doubtful debts required for a
particular financing consideration must be given to the collateral taken as security. The
BNM provides guidelines on the valuation of security. There are guidelines for
collaterals in the form of property, deed of assignment, debenture, shares quoted or
unquoted, plant, machinery and equipment and guarantees. Other collateral will be
considered on case to case basis.

In the United Kingdom and Japan, the loss provision is different. Table 3 and Table
4 illustrate the provisioning practises in each country in terms of criteria, basis and
level of provisioning.
Loss Provisioning In the UK

Table 3: Provisioning In the UK

i. What criteria must be met before the
following provisions are made
a. Specific Provision There are no specific rules and the

decision is left to management’s
discretion, based on the financial
condition of the borrower, guarantor,
security etc. Guidance is given in the
Statement of Recommended Accounting
Practice (SORP) on Advances published
by the British Bankers’ Association.
Maintenance of adequate debt provision
is a requirement for authorisation under
the Banking Act. Specific provisions
should be made against loans where the
creditworthiness of the borrower has
undergone a significant deterioration and
recovery of the advance is in serious
doubt.

b. General provision The SORP on advances requires a
general provision to be made to cover
impaired advances not yet identified
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ii. What basis is used when assessing
loans for the following provisions:
a. Specific provision Commercial loans are normally assessed

on an individual basis. Retail loans are
generally assessed on a pooled basis

b. General provision Assessment of level of general provision
is made with reference to the residual
risks in the total loan portfolio, normally
after accounting for specific provision

iii. Level of provisioning
a. Specific provision (except
for provisions for country
risk).

Loans assessed on an individual basis, where
practical. Statistical techniques used on large
portfolios of small value loans. No official guidance
on calculation of level of provision. The SORP
requires that the specific provision should be the
bank’s estimate of the amount needed to reduce the
carrying value to the expected ultimate realisable
amount. Banks should consider at least five factors:
 the amount of the loan and the bank’s other

commitments to that borrower;
 the borrower’s(business) prospects and

ability to repay;
 the security for the loan (if any) and how it

could be realised;
 the costs that would be incurred in obtaining

repayment if security or other rights had to
be enforced; and

 the income from the loan
b. General provision Level of general provision is left to the bank’s

discretion. Normally management has regard to:
identification of usually large, loans for which it
is not clear that a specific provision is needed
but where sufficient doubt exists for some
general provision to be appropriate;
the application of varying percentages to the
different categories of loan portfolio and other
exposures, weighted towards those industrial and
geographical segments that are considered to be



325

particularly at risk;
the application of an absolute percentage to the
total risk portfolio, based on past experience of
the incidence of bad and doubtful debts, and the
current economic climate;
both on and off balance sheet exposures,
sometimes using the weighted risk asset data
required by the Bank of England

iv. What other provisions are
made and how are they
determined?

Sovereign and country risk. The provision is
done by setting levels of provision using Bank of
England “matrix” to objectively measure the
extent of each country’s difficulties.
Consideration factors for the provision are
country’s economic management, activity,
political stability, controls over companies and
the characteristics of their own portfolio.

v. Are discounted values used
in determining the probable
loss and the provision
required?

No official guidelines but is often used by banks
to help determine provisions.

2. What are the rules to
prevent capitalisation of
interest on non-performing
loans? Are there any
procedures (other than annual
external audit) to prevent
circumvention of these rules?

The crediting of interest to the suspense account
should cease when there is no longer any realistic
prospect of recovering it.

3. What are the policies on the
valuation of collateral

No official guidance. It is based on banking industry
practice. The value of any security is usually taken at
its current realisable value, less any prior charges
and costs of realisation. Enforceable of the security
will also be taken into account. For listed securities,
valuation is at lowest “bid price” allowing for a
discount if the shareholding is substantial. For
unlisted securities, value is determined based on the
financial information. As for guarantees, the reliance
on guarantees is only to the extent that the guarantor
has the resources and the intention to honour it and
the bank is willing to exercise it.
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4. Taxation General provisions are not tax-deductible
Specific provisions are tax deductible, provided
management have reasonable evidence that the
portion of the loan provided is irrecoverable.
Tax deductions on country risk provisions are based
on the Inland Revenue matrix. This matrix allows
lower provisions for tax deductions than those
recommended by the Bank of England matrix

What factors determine
whether a deferred tax asset is
recognised for differences
between the tax and
accounting treatment of loan
losses?

Deferred tax assets are not generally recognised
unless they are expected to be recoverable and will
not be replaced by equivalent debit balances.

Source; Beattie, et al (1995)

Loss Provisioning In Japan

In 1999, in response to the crisis, a new policy on loss provision was introduced.
The specific provisions are based on self-assessment of the loan portfolio. This
approach allows flexible provisioning policy based on the actual quality of the
borrower. Before 1999, the specific provisions may be recorded but subject to the
approval from the Ministry of Finance (MoF). The financial institutions are expected to
set aside provision for expected losses over a period of three years. Even though the
new provisioning policy is in the right direction, it created a financial disruption as it is
done in a short period of time. It squeezes banks’ profit and banks’ capacity to give out
lending. Table 4 shows the policy on loss provisioning in Japan before such changes
were made in response to the crisis.

Table 4; Loss Provisioning in Japan

i. What criteria must be met before the
following provisions is made?
a. Specific provision Under the Ministry of Finance (MoF)

regulations, specific provisions may be
recorded at the management discretion
but subjected to the approval of MoF.

b. General provision Mandatory
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ii. What basis is used when assessing
loans for the following provisions?

a. Specific provision Commercial loans and retail loans are
generally assessed on individual basis.

b. General provision Based on total receivable balance
iii. Level of provisioning
a. Specific provision (except for
provisions for country risk).

The following “tax deductible”
provisioning may be approved by MoF:
Up to 100% of uncovered portion of
loan if the borrower is insolvent, for
more than one year and, at the same
time, more than 40% of face value of
loan is reckoned unrecoverable.
50% of uncovered portion of loan once
filing has been made for the borrower’s
bankruptcy or restructuring
At the management’s discretion, “non
tax-deductible” provisioning may be
made for up to 100% of face value of
loan on MoF’s consent.

b. General provision A general tax deductible provision may
be set up using 0.3% of total receivable
balance, the statutory basis, or by using
the “actual percentage” based upon
prior debt experience in the past three
years and the level of the loan portfolio.

iv. What other provisions are made and
how are they determined?

For sovereign debt, banks are currently
maintaining 30% level (previous ceiling
level for sovereign debt provisions).
However, they can determine the
justified level of provisioning subject to
the approval of MoF. Some banks
however, have moved from 30% to 35%.
Other loan related provisions. It is
recorded for book purposes only and
after discussion with MoF and the
national tax authorities. Formal approval
is usually not given and the purpose of
this is to enable banks to provide
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additional reserves due to uncertainty in
provisioning.

v. Are discounted values used in
determining the probable loss and the
provision required?

Not used in determining provision

2. What are the rules to prevent
capitalisation of interest on non-
performing loans? Are there any
procedures (other than annual external
audit) to prevent circumvention of these
rules?

Management decision on methodology
to prevent income recognition non-
performing loans, but may be driven by
specific rules for tax purposes. MoF
must approve the capitalisation of
interest in the case of customer
liquidation. The retail trust banks
account for all interest on a cash basis

3. What are the policies on the valuation
of collateral

No specific rules or guidance. It is
subject to management’s discretion and
is usually discussed with MoF
representatives when determining loan
provision.

4. Taxation
i. Is there conformity between book and
tax accounting?

Book and tax accounting in conformity,
except for;
Portion of sovereign debt that is tax
deductible is limited to 1% of the increase
in loan balance for total outstanding to
those countries where a specific reserve is
allowable

What factors determine whether a
deferred tax asset is recognised for
differences between the tax and
accounting treatment of loan losses?

Deferred tax are not recorded under
Japanese Generally Accepted Accounting
Practise (GAAP) in unconsolidated
accounts; it is permitted in consolidated
accounts

Source: Beattie, et al. (1995)

3.3Write-off of Non-Performing Loans

Regulations by BNM warrant that accounts or portions thereof that are classified as
bad or deemed not collectible and worthless should be written-off. To ensure that the
health of the institution is not distorted by writing off loan accounts those are deemed
still collectible as a guise to suppress the true level of non-performing loans it is the
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management responsibility to ensure that prudent and proper monitoring of loans is
enforced. Before a loan can be written off, the financial institution should seek the
approval of the Board of Directors. The Board staff may delegate these powers to a
management committee comprising senior management subject to specified limits.

Partial write-offs are permitted under the following circumstances:-

i. The value of security is less than the balance outstanding (including principal
and other charges) and topping up of the security deficiency is not forthcoming;

ii. The shortfall in security value over the outstanding balance (including principal
and other charges) is not collectible and worthless;

iii. The financial institution is now in the final stage of realising the
security/collateral; or

iv. The amount is written down to the value of security i.e. the shortfall in security
over the outstanding balance is written off.

In the UK, write-off is up to the discretion of each individual bank. In Japan the
write off of a non-performing loan that is irrecoverable would depend on the category
of the borrower with respect to asset assessment. Previously, decisions to write-off
were made mainly between the Ministry of Finance and the financial institutions.
Under the new regulation, the responsibility of the auditor is increased. The Japanese
Certified Public Accountants (CPA) is given more responsibility. Audits made by the
CPAs are on a professional form. An example given by Abiko (1997), whereby
immediately after an audit a financial institution fails and the cause is traced to tardy
disposal of a bad loan, then not only the institution but also the auditor who overlooked
it most likely will be blamed. The main guidelines issued by the Japanese Institute of
Certified Public Accountants with respect to asset assessment for proper write-off are:

i. For claims against failing or virtually failing companies, bookings for write-off
or reserve for loan losses are after deducting the amount likely to be collected
from collateral foreclosure or from the guarantor.

ii. Claims against firms that may fail, booking the necessary amount is after
deducting the amount to be collected through collateral foreclosure or from the
guarantor.

iii. Claims against firms requiring caution, booking based on possible loan losses on
the bad loan write-off ratio (The amount less the sum that can be collected by
foreclosure on collateral.
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iv. A claim against normal borrowers, booking is based on the bad loan write-off
ratio10

Source: Abiko (1997)

Two types of accounting methods are used in writing off; they are direct write-off
where the amount of non-performing loan is removed from the balance sheet assets
column and indirect write-off to prepare for potential loss where a book entry is made
in a specific reserve for possible loans losses to off set bad claim. Currently, Japanese
banks are asked to write-off loans from the bank’s balance sheets within 2 years for
existing bad loans and within 3 years for newly created bad loans (Zenginkyo, 2002).

3.4 The Level of Disclosure of Non-Performing Loans

The Basel Committee on Banking Supervision (1998) recommends that banks
provide timely information that can facilitates the market participants’ assessment of
them. It identifies six categories of information that must be addressed in clear terms
and relevant details to achieve transparency in banks. These categories are:

i. Financial performance
ii. Financial position (including capital, solvency and liquidity
iii. Risk management strategies and practices
iv. Risk exposures (including credit risk, market risk, liquidity risk, and

operational, legal and other risks)
v. Accounting policies; and
vi. Basic business, management and corporate governance information

Under credit quality11, Basel recommends that;

i. A bank disclose impaired loans and past due loans by major categories of
borrowers and the amounts of specific and general allowances established
against each category

10 Amount written off =(Assets claims to failing companies and those on which interest payment is
delayed)x ( 1-coverage by collateral) – amount of specific reserve for possible loan losses) + ( assets
claims on which interest payment is partially or totally waived x the ratio of either failure or delay x
(1-converge by collateral) Abiko (1997)

11 Sound Practices For Loan Accounting and Disclosure, 1999
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ii. A bank should disclose geographic information about impaired and past due
loans including specific and general allowances

iii. A bank should disclose a reconciliation of changes in the allowances for loan
impairment

iv. A bank should disclose balances of loans on which the accrual of interest- in
accordance with the terms of the original loan agreement-has eased because of
deterioration in credit quality

v. A bank should disclose summary information about troubled loans that have
been restructured during the year

The BNM provides guidelines called “Guidelines on the Specimen Financial
Statements for the Banking Industry” in December 1988. This guideline is referred to
as GP8 or Garis Panduan 8. The GP8 prescribes a standard format for financial reports
of banks and financial companies. In October 1996, the GP8 was revised to incorporate
the interest-free banking activities. For this section, BIMB’s financial report will be
taken as an example on disclosure of non-performing loans in financial report of
Islamic banks in Malaysia. In the director’s report section there are two separate
sections on bad and doubtful financing and provisions for bad and doubtful financing
and diminution in value of investment. In the first section the public is informed that
the directors have taken reasonable steps to ascertain that action has been taken in
relation to writing-off and making provision for doubtful financing. They are satisfied
that all known bad debt had been written-off and adequate provision had been made. It
is also mentioned in the section, that at the date of the report, the directors are not
aware of any circumstances that the would render the amount written off for bad
financing or the amount provided for doubtful financing in the financial statements be
inadequate.

In the second section, the treatment on providing provision is set out. As BIMB’s
provision is made in accordance to the AAOIFI financial accounting standards, the
provision during the year is charged against the Profit Payable to Depositors and the
balance is shared between the Mudarabah Depositors (IAD) and Shareholders’ Fund.
The basis of apportionment between these two is the proportion of total deposits in
Mudarabah Funds in relation to the total deposits from customers. In respect of the
disclosure of non-performing financing not much information can be derived from the
financial statements. The information with regard to this are the % of non-performing
finance to total financing, the movements in the non-performing finance and
movements in the provision for bad and doubtful debts and financing. Table 5 and
Table 6 show an example of the report on the movements in the non-performing
finance and provision for bad and doubtful debts.
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Table 5: Movements in Non-Performing Finance

Current Year and Previous Year
Balance brought forward from previous year
Non-performing during the year
Amount sold to Danaharta12

Amount reclassified as performing
Balance as at current year
% of non-performing financing to total financing

Table 6: Movements in the Provision for Bad and Doubtful Debts

Current Year and Previous Year
General Provision;
brought forward from previous year
Provisions made during the year
% Of general provision to total financing net of specific provision
Specific provision:
Brought forward from previous year
Provision made during the year
Amount write back in respect of recovery
Balance as at current year

Table Adapted From the Financial Statement of Bank Islam Malaysia Berhad 2001

In contrast, the disclosure of non-performing loans in the UK is very different. An
example of disclosure is a specimen of financial statement of HSBC an international
bank with its headquarters in England. Generally a financial report of a bank in the UK
would include a section on its risk management policy. In the case of HSBC, this
section provides detailed information on the bank’s policy in managing risk. The
information is on the design of the policy such that it is able to identify and analyse
credit risk, liquidity, market risk, operational risk and other risks. This section also
provides detailed description of the bank’s policy on the appropriate risk limits and
how the risks are monitored and limited by using reliable and up to date administrative
and information systems. There is also an explanation of credit risk and how it arises.
In HSBC, a special unit is mandated to manage the credit risk and its function is

12 Danaharta was established as a result of the financial crisis in the 1990s. It is a specially designated
company that purchases non-performing loans from banks.
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described clearly in the financial statement. As HSBC is an international bank, HSBC
has a 5-year analysis of its loans. The analysis is by industry sector and by the location
of the principal operations of its lending subsidiary. Please refer to Table 7.

Table 7

Analysis of Loans and Advances to Customers by Geographical Region:
Europe, Hong Kong, Rest of Asia Pacific, North and Latin America and
By Type of Customer, By Type of Customer as a % of Total Gross loans

and Provisions for Bad and Doubtful Debts by Type of Customers

Personal:
Residential Mortgage
Other Personal

Total Personal
Corporate and Commercial

Commercial, industrial and international trade
Commercial real estate
Other property-related
Government
Other commercial

Total corporate and commercial
Financial:

Non-bank financial institutions
Settlement accounts

Source: Adapted From HSBC’s Financial Report, 2001

As for provisions for bad and doubtful debts, they are disclosed in respect of the
type of customers. HSBC outlines its policy that each operating company will make
provisions for non-performing loans promptly on a prudent and consistent basis to
ensure that the provisioning matches or exceeds the requirements of relevant
regulators. It also stated its definition of non-performing debts, as debts that
management has doubts as to the ultimate collectability of principal or interest are 90
days overdue (HSBC’s Financial Report 2001).
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Explanations of what specific provisions, general provisions, loans on which
interest is suspended13, non-accrual loans14, outstanding provisions are also given in the
financial report in order for the public to understand. A 5-year analysis is made on the
movements for provisions for bad and doubtful debts. The analysis is by location and
the information analyzed are as in Table 8.

Table 8

An Analysis on the Movements in HSBC’s Provisions for
Bad and Doubtful Debts by Region: Europe, Hong Kong, the

Rest of Asia Pacific, North America and Latin America

Provisions brought forward
Amounts written off:
Banks
Commercial, industrial and international trade
Real Estate
Non-bank financial institutions
Governments
Other commercial
Residential mortgages
Other personal
Total amounts written off
Recoveries of amounts written off in previous years:
Commercial, industrial and international trade
Real Estate
Non-bank financial institutions
Governments
Other commercial
Residential mortgages
Other personal
Total recoveries
Charge to profit and loss account:
Banks

13 Interest is still charged on the non-performing loans but is not credited to the profit and loss account but
to an interest suspense account in the balance sheet and is netted against relevant loan. Only on
receiving of payment will the suspended interest be recovered and taken to the profit and loss account.

14 Non-accrual loans are loans that have no potential of receiving payment of interest. Therefore, interest
is no longer accrued and suspended interest is written off.
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Commercial, industrial and international trade
Real Estate
Non-bank financial institutions
Governments
Other commercial
Residential mortgages
Other personal
General provisions
Total Charge
Foreign exchange and other movements
Provisions at current year
Provisions against banks:
Specific provisions
General Provisions
Provisions at current year
Provisions against customers as a % of gross loans and advances to customers:
Specific provisions
General provisions
Total Provision

Source: Adapted from HSBC’s Financial Report, 2001

The information on the movements of the provision is provided by region and type
of customers and is based on a 5-year analysis. The analysis is on the amount written
off, recoveries from the amount written off in previous years and provisions for the
year.

HSBC classifies loans in accordance with the UK accounting practice as follows:
i. Suspended interest
ii. Assets acquired in exchange for advances
iii. Troubled debt restructurings
iv. Potential problem loans

HSBC also provides a 5-year analysis of risk elements in loan portfolios in
accordance to geographical location. The essentials information that are analyzed are
as shown in Table 9. The table shows if there is adequate provision in relation to the
total risk elements in HSBC.
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Table 9

An Analysis of Risk Elements in the Loan Portfolio by Region

Loans accounted for on a non-accrual basis
Loans on which interest has been accrued but suspended
Assets acquired in exchange for advances
Troubled debt restructurings
Accruing loans contractually past due 90 days or more as to principal or interest
Total risk elements
Provisions for bad and doubtful debts as a % of total risk elements

Source: Adapted from HSBC’s Financial Report, 2001
Barclays reporting on its provisions and doubtful debts is also based on

geographical analysis even though it does not provide a 5- year analysis. However, it
provides a 5-year analysis for its shareholders and the information is available on its
website. There is also a section on potential credit risk lending in accordance to the
United States Securities Commission guidelines. This section contains information on
non –performing lendings that are divided into non-accrual lending, accruing lendings
where interest is being suspended, other accruing lendings against which provisions
have been made, accruing lendings 90 days overdue against which no provisions have
been made and reduced rate lendings. Other than that information, there is also
information on potential problem lending, percentage of provision coverage of non-
performing lendings and percentage of provision coverage of total potential credit risk
lendings. Another disclosure is on the interest forgone on non-performing lendings.

In Japan, the disclosure of non- performing loans became compulsory beginning
March 1993. The standards of disclosure on non-performing loans for major banks
under the Federation of Bankers Associations of Japan (Zenkoku Ginko Kyokai
Rengokai, herein called Zenginkyo are based on three types of asset claims. They are;
claims to failing companies, claims regarding delayed interest payments and claims
when interest payment is totally or partially waived (Abiko, 1997). Please refer to
Table 10. The Zengkiyo standards are for major banks15.

15 Major banks are city, long term credit and trusts banks. There are four types of banks in
Japan. They are the major banks, regional banks, second regional banks and shinkin banks.
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Table 10

Zenginkyo Uniform Disclosure Standards (Summary)

Type Outline
Loans to failing companies Loans to firms subjected to the

Corporate Reorganization Law, those in
bankruptcy, those subject to
composition, those subject to
arrangement, or those firms whose
settlement by banks is suspended at
clearing house.

Loans on which interest payment is
delayed

Loans on which interest payment is in
arrears six months or more (excluding
those to failing companies and those to
which interest payment is partially or
totally waived)

Loans on which interest payment is
partially or totally waived

Loans on which interest rate is reduced
to a level equal to or lower than the
official discount rate at the time of
revision of the loan agreement, those
officially approved as loans on which
interest payment is totally waived, etc.

Loans to firms whose management
includes lending bank participation

Loans to companies in whose
management lending institutions take
part in a way officially approved by tax
authorities and/or in the form of
disclaimer as a means to assists
restructuring or provide support.

Source: Abiko (1997).

In addition to the major banks, shinkin banks and other financial institutions have
been asked to disclose the amounts of loans to failing companies. The MoF in Japan
classify debt according to assets assessment method (Abiko, 1997). This system
classifies financial institutions assets, including loans and securities, following an
itemised review based on the risk of recovery or based on depreciation. Evaluation is in
terms of representing deposited amounts whether total assets are large enough to cover
withdrawal of deposits. The evaluation also probes to the extent to which individual
assets are exposed to deterioration. Assets are sorted into four different categories in
terms of the degree of risk in value of loss. Table 11 illustrates this.
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Table 11

The Categorisation in Assets Assessment

Category Description
Category
IV

Basically, assets whose recovery is impossible or judged as worthless
as of the date of evaluation (relative assets automatically included
even if future partial recovery might be possible)

Category
III

Assets whose recoverability or eventual value merits serious concern,
posing a potential loss the amount which is hard to determine

Category II Assets such as loans whose recoverability poses greater than average
risk (owing to such factors as improper fulfilling of conditions to
secure the loan or grave concern about the borrower credit)

Category I Assets which do not belong to any of the above categories (those
which do not entail any risk regarding recovery or loss of value)

Source: Abiko, 1997

The process of listing assets in the above categories is called classification. Assets
under Category II to IV are called classified assets and are loans that require attention,
are in danger of bankruptcy or are already bankrupt (Zenginkyo, 2002). Assets under
Category I are non- classified and it they include all loans to normal borrowers
(Zenginkyo, 2002). The procedures of loan classification with respect to assets are
based on the status of borrower, status of collateral and status of write-off. The status
of the borrowers is classified based on the capacity for repayment in terms of financial
status, fundraising capability, profitability and others. Table 12 illustrates the
categories of borrowers.

Table 12: Categories of Borrowers

Type Description
Failing company Firm wherein legal or formal management has occurred

(bankruptcy, liquidation, corporate rearrangement or
reorganization, composition, suspension of clearing house bill
handling, etc.)

Virtually failing
company

Firm whose business is in dire straits and there is little chance of
recovery, etc., and management it is all but incompetent (long
state of insolvency or loan repayment is long overdue)

Company apt to
fail

Firm whose business is in trouble and may well go bankrupt
(business performance is very poor and there is little hope of
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recovery; there is no lender intention to lend support or to reduce
loan to the minimum, etc.)

Company
requiring
caution

Firm with problematic lending condition (interest partially or
totally waived), whose payment record is poor (delays, etc.),
whose business performance is bad or unstable, whose financial
statement is not good, or whose loan management foreseeable
will demand caution.

Normal
borrower

Company having good business performance and no specific
financial statement problems

Source: Abiko, 1997

As a result of two-difference asset categorisation, the amounts of bad debts
disclosed are different. In addition, the National Association of Shinkins Banks also
established a uniform disclosure standard for Shinkins banks. The Shinkins banks in
Japan have been obliged to reveal their loans to failing enterprises, the amount of loans
on which interest payments are in arrears, loans on which payment is partially or
totally waived and loans to firms whose management includes lending bank
participation.

4 CROSS COMPARISONS

Despite having the common objectives of controlling non-performing loans, there
are significant differences in the policy of the measurement and management of non-
performing loans in Islamic banks in Malaysia, Japan and the United Kingdom. This
section analyses and compares these differences in the policy of the measurement and
management of non-performing loans.

4.1 Definition of Non-Performing Loans

Even though the Basel suggested that loans over 90 days are considered to be in
default, the BNM definition’s of non-performing loans as loans that have been in
default for over 180 days. Since the financial crisis, Japan expanded its definition of
non-performing loans from loans past due in arrears by 180 days or more and loans to
bankrupt customers, to include loans where interest has been reduced, loans in arrears
by three months or more and restructured loans. The UK financial sector even though it
is considered as a highly developed financial system (Hall, 1993) has a stricter
definition whereby it defines its non-performing loans as loans that have been in
default for over 90 days.



342340

The reclassification of non-performing loans to performing financing of Islamic
banks in Malaysia is quite lenient whereby as long as the installment arrears falls
below 6 months or 180 days, the non-performing financing will be reclassified as
performing. This is very different than the Basel requirement whereby a non-
performing loan would only be classified as performing when all arrears have been
paid (Basel, 1999).

4.2 Loss Provision

As for loss provision, it appears that in Malaysia, the amount of loss provisioning is
fixed because the BNM specified the percentage of loss provision for non-performing
loans as in Table 6 regardless of the type of loans and a 1.5% for general provision
after deducting specific provision.

In the UK, the decision on how much to provide for specific provision is left to the
discretion of the banking institution based on several conditions like the financial
condition of the borrower, guarantor and security plus guidance from the Statement of
Recommended Accounting Practice (SORP) and for general provision it must be
enough to cover the losses not yet identified. Banks in the UK are given the freedom to
decide the total amount of provision. Even though loss provisioning is left to the
discretion of the management of the banks, the UK appears to have a stricter system on
the loss provisioning. This is based on the basis of assessing loans for provision. For
example, assessments for specific provision for commercial loans are assessed on
individual basis and only retail loans are assessed on a pooled basis. Furthermore, there
are many factors that must be considered by the banks in the UK to determine the level
of provisioning for specific and general provision. Factors like the amount of loan and
the bank’s other commitments to the borrower, the borrower’s prospects and ability to
repay. Unlike UK, in Malaysia, the assessment of loans that need to be provided for
either for specific provision and general provision is based on the period of default. In
Malaysia, provision for specific provision is made after deducting the security value
using the percentage given by BNM. General provision is fixed at 1.5% net off specific
provision for the purpose of unidentified losses.

In the UK, the level of provisioning for specific provisions is not given and banks
should estimate the amount needed to reduce the risk using whatever statistical
techniques. This is however subjected to consideration being made by the bank on the
amount of loan and the bank’s other commitments to the borrower, the borrower’s
business prospects and the ability to repay, the security, the costs incurred in obtaining
repayment if rights of the bank are enforced. As for general provision, in the UK, the
management of banking institutions would have to identify the loans that are not clear
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if specific provision is needed but they are still doubtful. Not only that, consideration
for general provision is also based on the industrial and geographical risk, past
experiences, current economic climate and on and off balance sheet exposures. The
percentage also varies according to the different categories of loan portfolio and other
exposures and also weighted towards the degree of risk that are particularly at risk.

Looking at the Japan’s policy before the crisis in Table 4, Japan’s loss provision
was very rigid, as the financial institutions have to satisfy certain criteria such as a high
probability of default and to refer to the MoF before provision can be made on non-
performing loans. Like the UK, Japan’s criteria for specific provision for commercial
loans and retail loans are generally assessed on in individual basis. However, the levels
for both specific and general provision are limited to the percentage of provision that is
tax deductible. For example, tax deductible general provision is mandatory in Japan
and is based on 0.3% total receivable balance, the statutory basis or by using the actual
percentage based on the past three years experience. The level of provisioning for tax
deductible specific provision is up to 100% of uncovered portion only if the borrower
is insolvent for more than a year and at the same time more than 40% of the face value
is uncovered. A tax deductible provision of 50% of uncovered portion of the loan will
be made if the borrower has been filed for bankruptcy. However, non-tax deductible
specific provision can be made for up to 100% but with consent from the MoF first.
Other loan related provisions is recorded for book keeping purposes and only after
discussion has been made with MoF and the national tax authorities.

4.3 Taxation

In the UK, specific provisions are tax deductible, while general provision is not. In
Japan, specific provision and general provision are tax deductible but the level of
provisioning are intended to cater for the tax deduction. In other words, the levels of
provision for both specific and general provision are little since the amounts that are
tax deductible are little too. The tax rules are likely to be the reason behind the lack of
provision in Japan (Yamawaki, 1996). As a result Japanese banks were faced with
large amount of write-off and provisioning during the economic downturn. Specific
and general provisions are tax deductible in Malaysia. In the profit and loss statement,
both provisions are treated as other expenses and are deducted from the revenue of the
bank.

4.4 Valuation of Security

In Malaysia, the BNM gives guidelines on the valuation of security for the purpose
of provision. While in the UK and Japan no official guidance is given. In the UK the
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policies on the valuation security is based on the banking industry practice. However,
in Japan, the management usually discuss with the representatives of the MoF.

4.5 Level of Disclosure

The level of disclosure of non-performing loans by financial institutions in Islamic
banks in Malaysia is limited compared to the information on non-performing loans that
are disclosed in HSBC’s or Barclays financial statement. This can be seen from the
limited information on non-performing loans that can be obtained from the annual
report of BIMB as compared to the information provided by HSBC (UK) and Barclays.

In the BIMB report one can only see the movement of non-performing loans and
movement of provision for the non-performing loans in the past 12 months. There is a
section on the percentage of non-performing loans to performing loans but there is no
detailed information on this. The only information one can get is on the amount of non-
performing loans for the year. There is no breakdown of the non-performing loans and
it is not analyzed by either the type loans or customers. This information is only
understood by professional and provides no readily understandable information for
stakeholders: in example depositors

Unlike the method of disclosure by some banks in the UK where the policy on risk
management of the financial institution is made known to the public in a special
section in the annual report a person reading financial report of Islamic bank in
Malaysia would not be provided with such information. There is no information on the
bank’s policy on analyzing credit risk, liquidity risk, market risk and other related risk.
There is also no information on how these risks are managed by the bank. The limit of
risk that the bank is taking and how these risks are monitored is also not mentioned.
This is quite unusual considering that the IADs share with the Islamic banks the profit
and loss; they have limited information on the risks to which they are exposed.

Looking at the financial report of HSBC (UK), the total loans are broken down by
the type of customers and geographical region. Analysis is for the past 5 years. The
types of customer are personal, corporate and commercial and financial. Each type is
further broken down into the type of loans like residential, mortgage and etc.
Information on amount of recoveries written off is broken down into the type of
customers and also for the period of 5 years. One can see clearly if the amount of non-
performing loans and recoveries are increasing or decreasing for the past 5 years.
There are detailed explanations on what specific provisions, general provision and
other related items on non-performing loans are.
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As an international bank, the movement of loss provision reported by HSBC (UK)
is by region and is also broken down by the type of customers. Therefore, one can see
which type of customers that has a large amount loss provision and how much has been
recovered for the past 5 years. Furthermore, there is also information on loans that
might be at risk of becoming non-performing loans in the future. This sort of
information is disclosed for the public to read. By doing this, not only do the depositors
know but it would also encourage the bank to take action, so that these loans will be
monitored. Barclays also undertake the same method of disclosure even though the
analysis is only for the past 12 months.

Such information is not available in an annual report of an Islamic bank in Malaysia
and a depositor will not be able to see if the non-performing loans has been increasing
or decreasing for the past 2 years and above. The depositors will not know what type of
finance has the highest non-performing loans and how much non-performing loans
have been recovered. Therefore, the depositors of an Islamic bank will not know the
risk to which they are exposed. There is no explanation of the policy of the Islamic
bank on how credit risk, market risk, liquidity risk or other related risk is managed.

As for Japan, there is good progress of disclosure by financial institutions after the
economic crisis. In the case of major banks under Zenginkyo, they must disclose the
following information:

i. Loans to failing companies
ii. Loans on which interest payment is delayed
iii. Loans on which interest payment is partially or totally waived
iv. Loans to firms whose management includes the participation of the lending

bank

The MoF in Japan also provides a classification of debt for disclosure to the public.
The information that must be disclosed under the MoF is based on 4 categories of
assets. Event though there are two different sets of disclosure to the public, it is clear
that the Japanese authorities is now taking the right to request banks in Japan to
disclose information of non-performing loans the public.

Some of the policy on loss provision that is not applicable to Islamic banks is policy
on the capitalization of interest. While conventional banks can capitalize on the interest
of non-performing loans by crediting them to the interest in suspense, Islamic banks
are not allowed to capitalize on the profit they are supposed to make if the loan is
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performing. Profit of Islamic banks can only be recognized as income when it is
received.

5. CONCLUSION

In this paper an analysis has been made on the policy of the measurement and
management of non-performing loans in Islamic banks in Malaysia, conventional
banks in the UK and Japan. It investigates if there are any differences in the
measurement and management of non-performing loans in Islamic banks in Malaysia
as a result of the existence of the IADs. Analysis of the measurement and management
of non-performing loans in Islamic banks in Malaysia finds that the Islamic banks
define and manage their non-performing loans differently from the conventional banks
in the UK and Japan.

The analysis shows that even though Islamic banks have special characteristics
whereby they operate using the profit and loss sharing, the measurement and
management of its non-performing loans are quite lenient. This is evidenced by the
way non-performing loans are defined, the way loss provision is made and the level of
disclosure made by an Islamic bank.

These findings are quite disturbing because unlike conventional banks, an Islamic
banking system is largely based on the profit and loss sharing system (PLS). This mode
is used widely in its relationship with its customers, depositors (IADs) and borrowers.
The PLS mode is more risky because unlike conventional banking system where the
rate of return is fixed, the rate of return on IADs may either be positive or negative. If
there is loss, it will erode the investment of the IADs. This also applies to the type of
financing extend by the Islamic banks. Financing under the PLS mode if not
monitored, the return to the Islamic bank may either be less than what is expected or
worst may even be a loss. Even with these differences, Islamic banks in Malaysia still
share the same guidelines as the conventional banks. Applying the same guidelines
designed for conventional banks would make it difficult for Islamic banks to determine
the timing to declare the financing as non-performing. For example, the definition of
non-performing loans in Malaysia for all banks is when the loan has been in default for
6 months or more. Therefore, when do the Islamic banks classify financing using the
PLS mode as non-performing? Should they classify this type of financing only when
there is a loss or only when the return is less than what is expected? If Islamic banks
are not properly managed using a suitable regulatory framework, the risk of its failure
is very high.



345

In respect of the level of disclosure, IADs share very little knowledge of the non-
performing loans faced by the bank. There is little information that can be derived from
the annual report of the Islamic banks in Malaysia. They do not know what actions are
undertaken by the Islamic bank to control or reduce the amount of non-performing
loans. When little information is given, the IADs may not be aware that their
investments or savings can be affected by the percentage of non-performing loans.
They may not be aware that uncontrolled non-performing loans would lead to the
failure of a financial institution. It is only when they are given no return to their
investments or when they are informed that their investments are making losses that
they will realize the repercussion of non-performing loans. By that time it will be too
late to do anything other than face the losses. Lessons must be learned from Japan’s
forbearance policy in their measurement and management of non-performing loans.

Information disclosure is very important in an Islamic banking system because of
the risk sharing characteristics and the absence of protection for IADs. The more
reliable is the disclosure, the more are IADs or other users able to make an accurate
assessment of the Islamic bank’s financial position. A clear information disclosure will
allow depositors especially IADs to decide which bank they want to allocate their
funds into. Important information, particularly on the non-performing loans is very
important because investors would like to know the risks that their investments are
exposed to. This will allow depositors to monitor the bank and as a result could help to
discipline the bank.

The special characteristic of an Islamic bank calls for an appropriate regulatory
framework specially designed to accommodate its characteristics in addition to what
has been designed for conventional banks. Appropriate information disclosure will
help regulators understand the objectives, strategies and the risks that a bank is
exposed to. This will prevent misleading information that can cause the instability of
the financial system. Regulators or policymaker should be concerned if there is lack of
control or disclosure from a bank because they act as representative of depositors.
There is a need to protect the IADs from potential moral hazards and adverse selection
arising from asymmetric information. The IADs do not have voting rights because they
do not own the equity of the Islamic bank and therefore cannot participate in the
investment decisions. The objectives of regulating banks are to ensure that there is no
moral hazard, depositors’ protection, avoid systemic risk and investors’ protection
(Dale And Wolfe, 1998). Therefore, regulators should be concern when any of this is
absent. Regulations of Islamic banks must emphasize the measurement and
management of non-performing loans. This is to ensure that the risk of failure can be
avoided and the welfare of depositors is protected.
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AN EXPLORATORY STUDY OF ACCOUNTING ON IJARAH
AS PRACTICED BY MALAYSIAN FINANCIAL INSTITUTIONS

ROS ANIZA MOHD. SHARIFF
AND

ABDUL RAHIM ABDUL RAHMAN

1. INTRODUCTION

Ijarah has been conceptually understood as a contract of exchange where one party
enjoys the benefit arising from employment by another party in return for a
consideration for the services rendered and from the use of an asset. Scholars of the
four schools of Islamic jurisprudence have cited various definitions of the contract of
Ijarah. In brief, these definitions agree on the fact that the contract of Ijarah is a
contract on using the benefits or services in return for compensation (Kharofa, 1997).

There is a considerable body of research on the Islamic financial system in general.
However, literature that specifically discusses the Ijarah contract is limited. The study
is motivated to explore accounting issues in Ijarah due to the lack of studies on Ijarah.
The scarce availability of literature written on the topic of Ijarah is due to several
possible reasons. The most fundamental reason is the infancy stage of Islamic banking
and finance as compared to conventional finance. The idea of Islamic finance was
inspired by the first conference on Islamic economics in 1976. Obviously, Ijarah,
which is part of Islamic finance, is very much in its early stages of development.

The first objective of this study is to examine the nature of Ijarah financing and its
differences with conventional lease financing from the legal and accounting
perspectives. This is considered as important because without a proper understanding
about the nature of Ijarah and its differences from conventional leasing, the
conceptualization of the accounting implications for Ijarah may not be complete.
Consequently, the second objective of this study is to determine the level of
acceptability of Accounting and Auditing Organization of Islamic Financial
Institution’s (AAOIFI) accounting standard on Ijarah in Malaysia using questionnaire
and interview survey among Malaysian’s commercial banks. This is important to
explore the current practices in Malaysia vis-à-vis AAOIFI standards. The findings
will hopefully provide some insights into the nature and issues of accounting practices
of an Islamic financial instrument.
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2. NATURE OF IJARAH FINANCING

Literally, Ijarah means to give something on rent. As a term of Islamic fiqh, Ijarah
can also refer to wages paid to a person in consideration of the services rendered by
him. In the following discussion, the term Ijarah is used to represent the usufruct of
assets and properties, and not the service of human beings. In the context of Islamic
banking, Ijarah can be defined as a process by which the “usufruct of a particular
property is transferred to another person in exchange for a rent claimed from him/her”
(Hairetdinov, 1998).

Ijarah has been conceptually understood as a contract of exchange in which one
party enjoys the benefit arising from employment by another party in return for a
consideration for the services rendered and from the use of an asset. This classical
definition was the basis of many of the contracts of exchange even before the times of
the Prophet and was popular amongst the fuqaha’ as documented in much of the
literature. Since that time, the operation of these contracts developed to a higher level
of sophistication during the period of the companions of the Prophet (peace be upon
him). However, the basis of operation remained confined to simple Ijarah contracts.

The basic feature of the Ijarah contract has been that it is a contract of exchange
between one to another party (hereinafter called one-to-one Ijarah). For example, one
party is given the right to use the services of a person or of a given asset from another
party for a consideration. This contract has not involved the transfer of ownership to
the other party as there has been no intention to purchase or to own the Ijarah object by
the interested party. Over time, however, this concept has developed into transactions
with more complex features that give rise to variations from the basic structure of the
Ijarah transactions.

The distinguishing feature of this mode is that the assets remain the property of the
Islamic bank to put them up for rent every time the lease period terminates so that they
do not remain unutilized for long periods of time. Furthermore, there are some
conditions that Ijarah transactions need to follow in order to be in consonance with the
principles of Islamic finance. These conditions are mainly concerned with the object
leased, the contract and the maintenance of the leased assets.

Basically, the lease contract must state the lease period clearly. Renewal terms must
also be stated clearly, and things like the rentals for all subsequent years, after the first
year, should not contain clauses like “left to the sole discretion of the lessor” and the
like. It is also a condition that the subject of the contract must actually and legally be
attainable. It is not permissible to lease something that cannot be delivered.
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Furthermore, it is permissible for the two parties to agree during the lease period to
review the lease period or the rental or both. That is because the lease contract occurs
periodically unlike the sale contract where the transfer of ownership is immediate. Part
of the conditions also state that the lessor bears the liabilities when leasing the asset
such as damage, payment of premium cost and basic maintenance. There is no
objection to authorizing the lessee to undertake all the above but the costs thereof must
be borne by the lessor or owner.

3. THE NEED FOR ACCOUNTING STANDARD ON IJARAH

The need for an accounting standard is not very different from the need for any
other kind of standards, whether they be standards for weights and measures, or
standards for clothing sizes, grades of beef, or baseball statistics (Mirza and Baydoun,
2000). The goal or objective of an Islamic accounting standard is to facilitate
comparisons and thereby minimize the social and economic costs of assessing the
alternatives with which one is faced in making rational decisions.

Unless a proper disclosure with regard to the financial reporting, the underlying
Shari[ah principles and the accounting methods adopted is made, the information
contained in the financial statement will not be useful for a comparison of the
performance of different Islamic banks (Hamat, 1994). Inadequate disclosure of the
underlying Shari[ah principles will subject the Islamic banks’ activities to a lot of
questions with regard to their Shari[ah compatibility. Thus, the need for standard
accounting practices in the reporting of Islamic banks’ operations is very clear.

The emergence of Islamic banks and financial institutions as relatively new
organizations and the great challenge they face to successfully serve the societies in
which they operate, have led them, together with specialists in Islamic Shari[ah and
accounting, to seek the most appropriate means through which accounting standards
could be developed and implemented in order to present adequate, reliable, and
relevant information to users of the financial statements of such organizations. The
presentation of such information is critical to the economic decision making process by
parties who deal with Islamic banks and would also have a significant effect on the
distribution of economic resources for the benefit of society.1

The structure and processes of Islamic banks do not readily fit in with those of
conventional universal banking, which combines both commercial and investment
businesses. This seems to have resulted in supervisory bodies adopting different

1 Concepts of Financial Accounting For Islamic Banks and Financial Institutions, AAOIFI, Para 1.
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approaches to regulate Islamic banking. Such variations in the regulation of Islamic
banking appear, in turn, to have resulted in Islamic banks adopting different accounting
treatments for the same transaction. This rendered the financial statements of Islamic
banks non-comparable (Karim, n.d.).

Another major problem in the accounting and operation of Islamic banks is the lack
of precision in the application of the Shari[ah principle to Islamic banking. The
Shari[ah does not refer directly to banking or its accounting, but to broad issues
relating to the prohibition of the paying and receiving of riba, transactions relating to
pork, gambling, speculation, etc. Therefore, for Islamic countries to operate, in a
practical manner, the application of Shari[ah principles to the accounting and
operations of Islamic banks is important (Naser and Pendlebury, 1997.)

However, even though the need for Islamic accounting standards for the reporting
of Islamic banks’ operations is very obvious, this does not mean that Islamic banks
must come up with complete sets of new accounting standards (Hamat, 1994). The
existing standards can continue to be applicable, as long as they do not go against the
requirements of the Shari[ah.

The Accounting and Auditing Organization for Islamic Financial Institutions
(AAOIFI) is an organization that seeks to support the faith of Islam by developing
accounting standards for Islamic investment vehicles. In 1991, several parties
including practicing accountants and Shari[ah scholars helped set up the AAOIFI- a
private sector standard-setting body in Bahrain with the aim of producing international
accounting standards based on the Shari[ah precepts for Islamic banks and financial
institutions.

In regulating the financial reporting of Islamic banks, the AAOIFI claims that
financial accounting plays an important role in providing the information which the
users of the financial statements of Islamic banks depend on in assessing the bank’s
compliance with the precepts of the Shari[ah. However, to perform this role
effectively, accounting standards need to be developed and complied with by Islamic
banks. The development of such standards must be based on clear objectives of
financial accounting and agreed upon definitions of its concepts (Karim, 1995).

The growing need for accounting standards and the AAOIFI’s regulatory effort
have been focusing on certain of the Islamic investment vehicles (Pomeranz, 1997).
The AAOIFI also expected to strengthen the effectiveness of Shari[ah committees by
facilitating the evaluation of emerging financing instruments and by aiding in the
implementation of Islamic ethics. Nonetheless, the AAOIFI seeks the implementation
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of its rules partly by getting central banks to adopt them and partly by trying to
persuade Islamic institutions of their usefulness.

Furthermore, at present, the AAOIFI has neither the consent of regulatory bodies
(e.g. central banks) nor the power to force Islamic banks to implement its proposed
standards (Karim, 1995). Hence, in order to ensure compliance with its standards, the
AAOIFI may have no choice but to obtain the support of the regulatory bodies
concerned or to try to secure the cooperation of at least the major Islamic banks and
their auditors.

4. RESEARCH METHODS

A review of the literature has shown the lack of studies undertaken to understand
accounting practices for Ijarah. Most of the literature looked at the description of
Ijarah financing (Qureshi and Millet, 1999; Hairetdinov, 1998; Al-Hathal, 1997;
Cunningham, 1994; De Belder et al, 1993). Some of the literature touched on the
beefing up by Islamic financial institutions of their Ijarah (leasing) capacity in
expectation of unprecedented future demand. It is also rapidly becoming the most
popular form of Islamic finance (Collet, 1995 and 1996). This creates a need to study
the dynamics of this type of financing in order to address the lack of awareness and
understanding of the accounting treatment of Ijarah financing.

There are three research questions in this study. The first research question is:
“What are the differences between Ijarah and conventional leasing from legal
(definitions, types and principles) and accounting perspectives?” The second research
question is: “What are the current accounting practices of Ijarah by Malaysian
financial institutions?” Finally, the third research question is: “To what extent the
AAOIFI’s accounting standard on Ijarah (FAS 8) is adopted in and acceptable to the
Malaysian financial institutions?”

The data collection for the first question involves the review of the accounting
standards. Thus, for the first objective, in order to have a better comparison between
the Ijarah standard and conventional leasing, it is necessary to study the standard of
Ijarah recommended by the AAOIFI and compare it with the conventional leasing
standard set by the International Accounting Standard (IAS 17) and the Malaysian
Accounting Standard Board (MASB 10).

For the second and third questions, a survey research method is chosen to measure
the level of acceptability of the AAOIFI’s standard on Ijarah. Since the AAOIFI is the
only standard setter for Islamic financial products, this research hopes to find evidence
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of its level of acceptability in Malaysia. This survey investigation attempts to explore
the nature of accounting practices on Ijarah. The questionnaire for this research was
sent to the Islamic Banking Division of the financial institutions. The questionnaires
were sent to a total of 14 financial institutions operating in Malaysia and the
questionnaires were addressed to the manager or head of the Islamic Banking Division.
Out of the 14 questionnaires, 13 replies were received and covering almost all of the
financial institutions that were involved in Ijarah financing.

In order to ensure the reliability and validity of the analysis and findings of the
questionnaire survey, a semi-structured interview via telephone is chosen. In the
interviews, five financial institutions were selected based on their adoption of
accounting standards. The interviews were directed to the same person that responded
to the earlier questionnaire survey. This is to get clarification on selected issues that
they had answered in the questionnaire survey. The adoption of multiple data sources
is an attempt to ensure the reliability and the validity of the questionnaire findings.

5. COMPARATIVE STUDY OF AAOIFI FAS 8, IAS 17 AND MASB 10

This section discusses the descriptive analysis of the comparative study between the
AAOIFI’s standard on Ijarah (FAS 8) and the leasing standards set by the International
Accounting Standard (IAS 17) and the Malaysian Accounting Standard Board (MASB
10).

5.1 Legal Perspective

The AAOIFI defines Ijarah as “ownership of the right to the benefit of using an
asset in return for consideration”(please refer to appendix (B) Juristic Rules, FAS 8,
Paragraph 1/1). Some Islamic scholars have included the duration of the benefit in the
definition. As for leasing, the IAS 17 defined a lease as “an agreement whereby the
lessor conveys to the lessee in return for rent the right to use an asset for an agreed
period of time”. The definition given by the MASB 10 is quite similar to the definition
given by the IAS 17. The MASB 10 defined lease as “an agreement whereby the lessor
conveys to the lessee in return for a payment or series of payments the right to use an
asset for an agreed period of time”.

All the above definitions capture the element of exchange of usufruct for money
transactions. Nevertheless, the definition given by the AAOIFI is furnished with extra
conditions, which will distinguish Ijarah from conventional leasing. Juristic Rule
1/3/3/2 in the AAOIFI’s standard (FAS 8) states that the fulfilment of the benefit
should be of a permissible nature and the benefit should be in accordance with the
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Shari[ah. Thus, the AAOIFI’s standard gives more detail with respect to the lawfulness
of both usufruct and the rent. This is to ensure that Ijarah only signifies such an
arrangement where both the usufruct and the return are permissible by the Shari[ah.

In contrast, the IAS 17 and the MASB 10 adopt a broader aspect of usufruct and
return since religion is never an element to be observed by the standard-setters. Thus,
strictly speaking, Ijarah cannot be equated to conventional leasing. The second aspect
to be scrutinized is the types and principles of Ijarah and leasing. The AAOIFI’s
standard classifies Ijarah as Operating Ijarah and Ijarah Muntahia Bittamleek. The
main criterion used in the classification is whether the lease includes a promise that the
legal title in the leased asset will pass to the lessee at the end of the lease term.

The AAOIFI’s standard on Ijarah states that when a lease does not include a
promise that a legal title will pass to the lessee, it is classified as Operating Ijarah and
if there is a promise it is Ijarah Muntahia Bittamleek. In essence, the subtle difference
between Ijarah and Ijarah Muntahia Bittamleek lies in the pre-existence of that
promise whereby a lease concludes with the legal title passing to the lessee through
either: (i) gift (transfer of legal title for no consideration); (ii) token consideration or
other amount as specified in the lease; (iii) transfer prior to the end of a lease for a
price equivalent to the remaining Ijarah instalments; or (iv) a gradual transfer of the
legal title (sale) of the leased asset.

In the IAS 17 and the MASB 10, a lease is classified as a finance lease if it transfers
substantially all the risks and rewards incident to ownership of the asset from the lessor
to the lessee. Title may or may not eventually be transferred. All other leases, which do
not meet this criterion, are to be classified as operating leases.

A hire purchase contract for the hire of an asset would also fall within the definition
of a finance lease. Hire purchase contracts in Malaysia contain provisions, which
transfer the title of the asset to the hirer upon payment of all the hire purchase
instalments. Al-Ijarah Thumma Al-Bay[ is the Islamic alternative to conventional hire
purchase in Malaysia. It is a leasing ending with sale and consists of two different
contracts i.e. the contract of lease and the contract of sale.

However, the standard does not elaborate the meaning of “transfer substantially all
risks and rewards incident to ownership”. It relies on the consideration of substance
over form (IAS 1) in deciding whether a lease should be classified as a finance lease or
an operating lease. The promise of the lessor to transfer the ownership of the leased
asset to the lessee in the Ijarah Muntahia Bittamleek is not the same as the substance
over form rule as in the IAS 17 and the MASB 10.
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In the conventional lease, the referred component relates to the risk and reward
incidental to ownership of the leased asset. In Ijarah, the lessor holds the ownership
rights and obligations from the very beginning till the end of the contract. The lessor
must accept responsibility for any defects of the leased asset, which impair the
intended use of the asset, and may not exclude his liability for any impairment that the
leased property may sustain.

Note that impairment caused by the lessee’s misconduct is not borne by the lessor
but by the lessee himself. However, maintenance costs should be taken from the
lessor’s pocket since it is his duty to maintain the asset. Juristic Rules 1/6 sums up the
above principles where it states, “the lease property is the responsibility of the lessor
throughout the duration of the Ijarah, unless the lessee commits misconduct or
negligence”.

As for the right of the lessor, Juristic Rule 1/5/2 outlines that “the lessee must use
the leased asset in a suitable manner or in conformity with common practice and
comply with conditions which are acceptable in the Shari[ah. He must also avoid
causing damage to the leased asset by misuse through misconduct or negligence”.

Therefore, in the Ijarah agreement, the ownership rights and usufruct rights are
treated differently as they are detachable according to Islamic commercial law. In
contrast, there seems to be no distinction made between ownership rights and usufruct
rights by the IAS 17 and the MASB 10. In other words, there can never be a transfer of
ownership risk in the Ijarah contract as it deals only with the transfer of usufruct. In
the case of Ijarah Muntahia Bittamleek, transfer of ownership only takes place when
both parties enter into a contract separate from the Ijarah contract (see Juristic Rule
2/3). The second contract is drawn up when the promise is fulfilled.

5.2 Accounting Perspective

Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI)
standard was adopted in June 1997 and it has gone through several public hearings
attended by representatives from central banks, Islamic banks, accounting firms,
Shari[ah scholars, and academics for their recommendations and comments. AAOIFI
FAS 8 provides representation of accounting principles such as revenue and expenses
recognition, measurement methods, disclosure requirements and classification of
Ijarah.

Between the AAOIFI and the IAS 17 and the MASB 10, the major differences are
the revenue recognition and the effect of residual value since the contracts of Ijarah
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and lease are different in their substance. In addition, the IAS 17 reminds the lessor to
record the uncertainties of collectability of lease rentals income and the future level of
interest rates. As for the AAOIFI, no provision is recorded on interest rate uncertainty
because the rental is fixed throughout the Ijarah term or the terms of payment are
determined up front and the lessor cannot increase the rent unilaterally.

Furthermore, the AAOIFI does not mention the provision for doubtful debt in the
case of Ijarah, as it might be understood that the provision is commonly practiced but
the AAOIFI recommends the financial institutions to establish a provision for the
repair of leased assets if the repair expenses differ from year to year over the lease
term. This provision is significant under the Ijarah contract because ownership risk is
borne by the lessor. Not recording the provision would underestimate the lessor’s
obligation.

Nevertheless, the AAOIFI is also concerned about the recording of the transaction
of permanent impairment of the leased asset before the legal title is passed to the
lessee. If that was due to the lessee’s actions and the instalment paid was more than the
fair rental amount, then the lessor has to record the transaction as his liability and
recognize it as a loss, which will be posted to the income statement. No such emphasis
was given in the IAS 17 or the MASB 10.

On the issue of disclosure, all standards require the major class of assets of
accumulated depreciation to be stated. In the IAS 17 as well as in the MASB 10, the
method for income recognition and future minimum lease payment to be received for
specified future payment must be disclosed. However, in the AAOIFI, since only one
method of income recognition is recommended, no such disclosure is needed. In
addition, a unique requirement in the AAOIFI disclosure is that lease assets for
operating Ijarah and Ijarah Muntahia Bittamleek are to be distinguishable whereby
assets for operating Ijarah are recorded as investment in Ijarah assets while assets for
Ijarah Muntahia Bittamleek are recorded as Ijarah Muntahia Bittamleek assets.

6. RESULTS OF QUESTIONNAIRE AND INTERVIEW SURVEY

Most of the financial institutions adopted the MASB rather than the IAS and
AAOIFI standards. A total of 11 out of the 13 institutions adopted the MASB in their
practice. The reason that may cause this situation is that the MASB is the only standard
setter in Malaysia. Therefore, financial institutions in Malaysia are supposed to
conform to the MASB, as it is one of the regulatory bodies. Prior to the existence of the
MASB, most of the financial institutions followed the IAS requirements. Hence, the
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IAS still enjoys a higher popularity than the AAOIFI standard. This is shown in that 4
financial institutions still use the IAS.

As for the AAOIFI, it is a new organization compared to the IAS. In addition, the
AAOIFI is aimed at Islamic financial institutions. The conventional financial
institutions may not be aware of the existence of the AAOIFI standard. Furthermore,
this organization is based in Bahrain. Of the three standards, the AAOIFI gained the
least number of adoptions by the financial institutions. Out of 13, only 2 institutions
had adopted the AAOIFI. Only one institution uses all the three standards. The
institution is Bank Islam Malaysia Berhad. As mentioned earlier, the AAOIFI
standards are targeted at Islamic banks. Thus, Bank Islam should be aware of the
existence of the AAOIFI’s standard. As for the IAS, it had been there long before the
MASB was established. Therefore, perhaps for this reason, Bank Islam still adopts the
IAS. The MASB is mandatory for financial institutions in Malaysia; hence, Bank Islam
is not excluded from conforming to the MASB.

Eight financial institutions were found to only use the MASB standard only. This is
as expected as most of the financial institutions are conventional in nature. Therefore,
they would not be aware of the AAOIFI’s standard. In addition, it is only mandatory
for financial institutions in Malaysia to adopt the MASB. However, one financial
institution only adopts the IAS. The researcher finds this situation is rather peculiar.
Even though the contents of the IAS and MASB are quite similar, as a local financial
institution, one should not ignore the importance of the MASB.

6.1 The Extent of Acceptability of AAOIFI FAS 8

This study attempts to provide evidence of the level of acceptability of the
AAOIFI’s standard on Ijarah in Malaysia. Although this research attempted to
measure the level of acceptability of the AAOIFI’s standard on Ijarah, it should be
noted that the list of items used in the questionnaire does not comprise the second part
of Ijarah, which is the Ijarah Muntahia Bittamleek (Financing Lease). It only
comprises normal Ijarah or operating leases. Since the AAOIFI is the only standard
setter for Islamic financial products, this research hopes to find evidence of its level of
acceptability in Malaysia.

As for the level of acceptability of the AAOIFI’s standard on Ijarah, the average
score or mean is adopted. It is expected to give a clear understanding of Ijarah
financing practices in Malaysia. The respondents were asked to indicate the extent to
which each item has been implemented in their organization on a five-point Likert
scale from 1 to 5. A one (1) was to be assigned if it was totally not applicable for the
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item to be implemented in their organization and five (5) was to be assigned if it was
totally applicable to be implemented in their organization. The points 2 to 4 were to be
used to indicate varying degrees of intermediate applicability.

Table 1: Mean 3 and above (relatively strong support
for the AAOIFI’s standard)

Attributes Mean
Ijarah revenue shall be allocated proportionately to the financial periods in the lease
term.

4.33

Ijarah revenue shall be presented in the income statements as Ijarah revenue. 3.67
Initial direct cost, if material; be allocated to periods in the lease term. 3.36
Initial direct cost, if immaterial, charged directly in the income statement as an
expense.

3.09

Asset acquired for Ijarah shall be recognized at historical cost. 3.00
Reduction in estimated residual value shall be recognized as a loss. 3.00
Leased assets shall be depreciated consistent with lessor’s normal depreciation
policy.

3.00

Out of 15 items that have been analyzed, 7 have a mean score of 3 and above. The
range of the mean is from 1 to 5, therefore, a score of 3 and above is considered a
strong support for the AAOIFI’s standard on Ijarah.

The highest score is of the level of acceptability for statement that Ijarah revenue
shall be allocated proportionately to the financial periods in the lease term. Most of the
financial institutions that were involved in this survey agreed on this statement. It is
quite similar to the accounting standard set by the IAS and MASB. In Paragraph 52 of
the IAS 17 mentions that rental income should be recognized on a straight-line basis
over the lease term. In addition, Paragraph 49 in the MASB 10 also mentions the same
thing. Both the IAS 17 and MASB 10 use the phrase “recognized on a straight-line
basis over the lease term”. In other words, the rental revenues should be allocated
proportionately over the lease term. Hence, it has been a common practice in Malaysia
that Ijarah revenues are allocated proportionately over the lease period.

The second highest score is for the statement that Ijarah revenue shall be presented
in the income statement as Ijarah revenue. Most of the Ijarah practitioners in Malaysia
also agreed with this standard. Therefore, it is clear that what has been practiced in this
matter conforms to the AAOIFI’s standard. Nevertheless, Paragraph 49 in the MASB
10 states that lease income from operating leases should be recognized in income on a
straight-line basis over the lease term. While, in Paragraph 27 of the IAS 17, under
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operating leases, it states that rentals receivable are included in income over the lease
term. Both the IAS 17 and MASB 10 agree that the lease income or the rental
receivable is recognized as income or revenue. Hence, the standard set by the AAOIFI
in this particular matter does not contradict the standards set by the IAS and the
MASB.

The statements by the AAOIFI on initial direct cost also fall under the category that
has a mean of 3 and above. The first statement mentions that if the initial direct cost is
material, it shall be allocated to periods in the lease term. In this matter, the study
assumes that what has been practiced in Malaysia regarding the initial direct cost is by
chance is a common sense. If the cost is material, it should be allocated to periods in
the lease term and if it is immaterial, it should be charged as an expense. In addition,
the IAS 17 and MASB 10 also have the same standard, which applies to the initial
direct cost. Paragraph 30 of the IAS 17 states that initial direct costs incurred
specifically to earn revenues from an operating lease are either deferred and allocated
to income over the lease term in proportion to the recognition of rental income or are
written off in the period in which they are incurred. The MASB 10 also states the same
thing about initial direct cost under the operating leases (please refer to Paragraph 51
of the MASB 10).

However, both standards set by the MASB 10 and the IAS 17 did not mention the
level of materiality of the initial direct cost. It is only mentioned that initial direct costs
are either allocated to income over the lease term or are recognized as an expense. This
is different from the AAOIFI’s standard, which has segregated the treatment of the
initial direct cost according to its level of materiality.

The AAOIFI’s standard also states that the acquiring of assets for Ijarah shall be
recognized at historical cost. However, the IAS 17 and the MASB 10 are silent on the
acquiring of assets under operating leases. Nevertheless, Paragraph 8 of the IAS 17 did
mention that the rights and obligations arising from a finance lease are recorded at the
beginning of the lease term at the fair value of the leased property. In addition,
Paragraph 15 of the MASB 10 also states the same thing. As for the case of operating
leases, there is no statement regarding the recognition of the asset.

The AAOIFI standard on Ijarah also states that a reduction in the estimated residual
value should be recognized as a loss. Nevertheless, the IAS 17 and MASB 10 are also
silent on the case of reduction in estimated residual value under operating Ijarah. The
treatment for a reduction in estimated residual value is only stated under the finance
lease. For example, Paragraph 17 of the IAS 17 states that if there has been a
permanent reduction in the estimated un-guaranteed residual value, the income
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allocation over the lease term is revised and any reduction in respect of amounts
already accrued is charged to income immediately. The same treatment is used under
the MASB 10. Paragraph 39 of the MASB 10 states that any reduction in the estimated
un-guaranteed residual value in respect of amount already accrued is recognized
immediately.

The last statement by the AAOIFI that falls within this category is related to
depreciation of leased assets. The statement states that leased assets shall be
depreciated consistent with the lessor’s normal depreciation policy.

Table 2 Relatively medium support for the AAOIFI’s
Standard (Mean of 2.5 to 2.99)

Attributes Mean

Leased asset shall be depreciated according to lessor’s normal depreciation
policy.

2.83

At the end of a financial period, amortization of initial direct cost, if material,
shall be recognized as an expense.

2.83

At the end of financial period, Ijarah instalments receivable shall be measured at
their cash equivalent value.

2.83

Repair of leased assets, if material, shall be recognized in the financial period. 2.75
Leased assets shall be presented in the financial statement under Investment in
Ijarah Asset.

2.73

Table 2 shows the AAOIFI statements that have a mean of between 2.5 to 2.99.
This category of mean is considered as medium support for the AAOIFI’s standard.
There are 5 statements that fall within this category.

The highest mean score from this category is for the statement asserts that a leased
asset shall be depreciated according to the lessor’s normal depreciation policy. It is
assumed that if a statement in the AAOIFI standard is similar to one in the IAS 17 and
MASB 10, then the mean should be higher or at least 3.00. This assumption is based on
Paragraphs 29 and 53 of the IAS 17 and Paragraph 54 of the MASB 10. These
paragraphs clearly state that under operating leases, the depreciation of leased assets
should be on a basis consistent with the lessor’s normal depreciation policy for similar
assets. Therefore, the researcher feels surprised that the above statement made by the
AAOIFI has a mean below 3.00 although the IAS 17 and MASB 10 have proposed the
same treatment.
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The AAOIFI’s standard also states that at the end of the financial period, the
amortization of initial direct cost, if material, shall be recognized as an expense. At the
end of the financial period also, the AAOIFI’s standard states that Ijarah instalments
receivable shall be measured at their cash equivalent value. Another statement that also
falls within this category is related to the repair of a leased asset. The statement asserts
that if the repair of a leased asset is material, it shall be recognized in the financial
period.

The above results are not unexpected as neither the IAS 17 nor the MASB 10
mentioned anything about the amortization of initial direct cost, or the measurement of
Ijarah (operating leases) instalment receivable, or the treatment of repair of leased
assets. These treatments only exist in the AAOIFI’s standard on Ijarah. Therefore, it is
assumed that the treatments are not popular with most of the Ijarah practitioners in
Malaysia; thus, they have a lower mean score. This assumption is based on the fact that
most of the Ijarah practitioners follow the IAS and MASB because they are more
familiar with these two standards than the AAOIFI’s standard.

The last statement that falls within this category is the statement that leased assets
shall be presented in the financial statement under investment in Ijarah assets. On the
other hand, Paragraph 49 of the MASB 10 and Paragraph 43 and 51 of the IAS 17 have
a different opinion on this matter. Both the IAS 17 and MASB 10 agree that the lessors
should present assets subject to operating leases in their balance sheet according to the
nature of the asset and usually as property, plant and equipment. It can be rationalized
that the different treatment by the IAS 17 and MASB 10 has led to a lower mean score
for the statement set by the AAOIFI on the matter of asset presentation in the financial
statement.

It can be concluded here that the main reason some of the statements set by the
AAOIFI have a score lower than 3 (in this case from 2.5 to 2.99) is that they are treated
differently compared with the IAS 17 and MASB 10 and some of the treatments only
exist in the AAOIFI’s standard and not in the IAS 17 and MASB 10. Furthermore,
most of the Ijarah practitioners in Malaysia are still using the IAS 17 and MASB 10 as
their main guidelines for Ijarah. This can be verified by the survey conducted on the
adoption of accounting standards by financial institutions (please refer to Table 1).
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Table 3: Relatively weak support for the AAOIFI’s Standard
(Mean less than 2.5).

Attributes Mean
Repair of leased asset, if material and differing in amount from year to year, a
provision for repairs shall be established.

2.25

If a provision for repairs has been established, cost of repairs shall be charged
against the provision.

2.08

If lessee undertakes repairs with the lessor’s consent and the costs are chargeable
to the lessor, then the lessor shall recognize these repairs as an expense.

2.00

Table 3 shows a list of the AAOIFI’s statements that have a mean of less than 2.5.
This category is considered as weak support for the AAOIFI standard. There are 3
statements that are included in this category.

All three of the statements are related to the repair of leased assets. The first
statement is that a provision for repairs shall be established if the repair is material and
differing in amount from year to year. The second statement by the AAOIFI is that if a
provision for repairs has been established, cost of repairs shall be charged against the
provision. The third statement highlights that if the lessee undertakes repairs with the
lessor’s consent and the costs are chargeable to the lessor, then the lessor shall
recognize these repairs as an expense.

Most of the Ijarah practitioners give a low score to these statements. The reason
behind this scenario is that most of them agreed that the repair of the leased asset is
totally under the lessee’s responsibility. Therefore, the financial institutions that act as
a lessor do not have any concern about matters that relate to the repair of the leased
asset. Furthermore, the IAS 17 and MASB 10 are also silent on the repair of leased
assets. Thus, it gives a low mean score to these statements.

Nevertheless, the lessee should bear the maintenance expenses to keep the leased
assets in good working order and be responsible for replacing any worn or damaged
parts (Abdullah, 2000; Hairetdinov, 1998). But in other examples, the parties to the
lease agreement agree that the main maintenance work must be the responsibility of the
lessor and the periodical and partial maintenance is to be assigned to the lessee as it is
considered regular and may be considered part of the rental.

Another possible reason that these statements have a low mean score is perhaps that
the Ijarah practitioners themselves are uncertain how to tackle Ijarah issues as most of
them are following the IAS 17 and MASB standards for leasing, whereas what they are



366364

actually doing is Ijarah financing. In addition, Paragraph 4 of the MASB 10 states that
this standard does not deal with Islamic leases as these will be dealt with under
separate Islamic Accounting Standards.

Furthermore, they may not be aware of the existence of the AAOIFI’s standard on
Ijarah. Therefore, they still use the MASB 10 and IAS 17 as guidelines. This situation
may be due to the lack of promotion or concern given by the higher authorities
responsible for Islamic banking products in Malaysia to the adoption of the AAOIFI’s
standard. In other words, the AAOIFI’s standard is not mandatory to be implemented
in Malaysia. Hence, not many of the financial institutions are adopting the standard.

6.2 Results of Interview Survey

In order clarify some of the issues discussed from the survey questionnaire. A semi-
structured interview method is used to achieve this objective. The reason for the use of
semi-structured interview is to explore issues raised by the questionnaire and confirm
the findings. The financial institutions that are involved in this interview are Bank
Islam Malaysia Berhad (BIMB) (adopts the IAS, the MASB and the AAOIFI), OCBC
Bank (adopts the IAS and the MASB), Bumiputra Commerce Leasing Berhad (adopts
the IAS only), Public Finance (adopts the MASB only), and finally Islamic
Development Bank (IDB) (adopts the AAOIFI only). The selection is based on the
type adoption of standards in order to get the widest representation of the banks
involved in the questionnaire survey.

There are six main issues raised in the interview. These six issues were determined
based on the salient accounting treatments as normally available in the conventional
accounting standards. The first issue is the valuation of assets. The AAOIFI’s standard
states that assets acquired for Ijarah shall be recognized at historical cost. However,
from the questionnaire survey, it can be seen that not all institutions are using historical
cost. Thus, in order to establish how the financial institutions recognized assets
acquired for Ijarah, this issue needed to be clarified through the interview.

The second issue is related to the recognition of income. As stated in the AAOIFI’s
standard, Ijarah revenue shall be allocated proportionately to the financial period in the
lease term. This statement has the highest mean score in the questionnaire survey that
reflects a high level of acceptability among the financial institutions in Malaysia.
However, there is still a need to confirm the finding to make sure the financial
institution has actually practiced the issue related to the recognition of income as
recommended by the AAOIFI.
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The issue of repair is the third issue that needs to be clarified. Out of four
statements that related to repair of the leased asset, three of them had the lowest mean
score in the questionnaire survey. Thus, it is crucial to discover the contributing factors
behind this low level of acceptability. The fourth issue that needs to be clarified is the
issue of depreciation. There are 2 statements in the AAOIFI’s standard that are related
to depreciation. Nevertheless, one of them falls into the category that has a mean score
3.00 and above, while the other falls into the category that has a mean score of between
2.50 and 2.99. This indicates the mixed level of acceptability of practices on
depreciation methods by Malaysian financial institutions. Therefore, further
clarification is needed to know how the financial institution treats the depreciation of
the leased assets.

The initial direct cost is the fifth issue that needs to be clarified. The AAOIFI’s
standard states that if the initial direct cost is material, it should be allocated to periods
in the lease term and if it is immaterial, it should be charged directly in the income
statement as an expense. Even though the statements have a mean score of more than 3
in the questionnaire survey, there is a need to look into whether the result of the
questionnaire is actually being practiced by the financial institutions.

Finally, the sixth issue that needs to be clarified is the issue of Ijarah account
receivable. As stated in the AAOIFI’s standard, the Ijarah installments receivable shall
be measured at their cash equivalent value. This statement has a mean score of 2.83
and it is considered as mixed support for the AAOIFI’s standard. However, there is a
need to know what are other measurements used by the financial institutions to
measure Ijarah accounts receivable if they are not using the cash equivalent value as
recommended by the AAOIFI.

Valuation of Assets

As for Bank Islam Malaysia Berhad (BIMB), the issue of recognition of assets
acquired for Ijarah is considered not applicable to the bank. The reason behind this is
that BIMB is using a modified lease. It is a combination of both the operating lease and
financial lease. It is an operating lease because the bank owns the asset under the
Shari[ah concept and at the same time it is a finance lease because it is a financial
arrangement. As for the accounting practices, the recognition of assets acquired for
Ijarah is up to the customer because the customer is considered the owner of the asset.

As for OCBC, Public Finance and IDB, the banks do not recognize assets acquired
for Ijarah at historical cost. As for OCBC, the bank adopts the MASB standard and the
IAS. Meanwhile, Public Bank adopts the MASB only. Both standards are silent on the
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valuation of assets under the operating lease. However, the standards state that under
the finance lease, it should be under fair value. In this case, both banks use their own
discretion in the valuation of assets under operating leases. As for IDB, the bank
claimed that it adopts the AAOIFI only. Nevertheless, in this matter, IDB does not
comply with the AAOIFI’s standard. However, these three banks are using the market
value.

Bumiputra Commerce also does not recognize assets acquired for Ijarah at
historical cost as proposed by the AAOIFI’s standard but at fair value as suggested by
the IAS. This is attributable to the fact that Bumiputra Commerce adopts the IAS only
for it accounting practices. Therefore, it can be assumed that the bank follows the
guidelines of the IAS.

Recognition of Income

As for the second issue, which is the recognition of income, BIMB is using cash
basis. Therefore, the bank does not recognize any accrual income. However, most of
the financial institutions used Rule 78 and the Sum of Years’ Digits by Bank Negara
Malaysia for recognition of income. This situation may be due to the reason that Bank
Negara provides the rule, thus, most of the financial institutions follow the guidelines
of Bank Negara. The banks that use this rule are OCBC, Bumiputra Commerce, and
Public Finance. However, IDB does not use the same method. Which regard to the
recognition of income, the method used by IDB is based on actual income derived.

Repair of the Leased Asset

The third issue is related to the repair of the leased asset. For this matter, it is not
applicable for BIMB. This is due to the fact that the repair of the leased asset is borne
by the customer. Even though the AAOIFI’s standard suggested that repair should be
borne by both lessor and lessee, BIMB decided that the repair should be the customer’s
responsibility as their leasing activities are a finance arrangement.

It is also not applicable for IDB. This is due to the fact that in actual practice, the
repair of the leased asset is borne by the customer. Even though the AAOIFI’s standard
suggests that the repair should be borne by both lessor and lessee, IDB like the rest of
the financial institutions decided that the repair should be the customer’s responsibility.

As for OCBC, Bumiputra Commerce, and Public Finance these banks also do not
recognize any repair of leased assets in the financial period. This is due to the reason
that repair expenses are borne by the customer. Furthermore, the bank adopts the IAS
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and MASB. Neither of the standards mentions any accounting treatment on the repair
of leased assets.

Depreciation

The fourth issue is related to the depreciation of the leased asset. It is also not
applicable to BIMB. Even though the AAOIFI’s standard, the IAS and the MASB
suggested that leased assets should be depreciated according to the lessor’s normal
depreciation policy, BIMB is the only financial institution that does not deal with
depreciation. This is due to the fact that the customer owns the asset. Therefore, the
customer should deal with the depreciation of the asset and not the bank.

However, OCBC is using the income tax table. Therefore, it does not use the bank’s
normal depreciation policy. While Bumiputra Commerce follows the IAS 17.
According to the IAS 17, the leased asset should be depreciated according to lessor’s
normal depreciation policy.

As for Public Finance, the bank depreciates the asset according to the market. The
bank has a margin of finance, which is 20% every year. Only IDB follows the
AAOIFI’s standard for depreciation. Therefore, it is using the bank’s normal
depreciation policy.

Initial Direct Cost

As for the fifth issue, which is the issue of initial direct cost, it is not applicable to
BIMB or IDB. The reason is that neither bank incurs any initial direct cost such as
commission and fees for the leasing activities.

It is also not applicable to OCBC. The bank does not incur any commission or legal
fees regarding the leasing activities. However, for property such as buildings, the bank
has a stamp duty the cost of which is borne by the customer. Nevertheless, the cost is
separate from the lease rental. Therefore, the bank does not allocate the cost to periods
in the lease term.

As for Bumiputra Commerce, the bank follows the guidelines of the IAS 17. The
initial direct cost should be allocated to the periods in the lease term or charged directly
in the income statement as an expense. However, only Public Finance follows the
guidelines of Bank Negara Malaysia.
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Valuation of Ijarah Accounts Receivable

The last issue, which is the measurement of Ijarah accounts receivable, is
considered not applicable for BIMB. This is due to the fact that BIMB is using cash
basis. As for OCBC, the method that the bank uses is based on total rental. OCBC does
not use the cost equivalent value as proposed by the AAOIFI’s standard. It also has
provision for the account receivable. The policy used for the provision is 2.1%.

The method that Public Finance uses is based on market value. The bank does not
use the cost equivalent value as proposed by the AAOIFI’s standard. It also has
provision for the account receivable. The policy used for the provision is 1.5% as given
by Bank Negara Malaysia (Garis Panduan 3).

However, the valuation that Bumiputra Commerce uses is based on the actual
amount paid by the customer. The bank has provision for the account receivable. The
policy used for the provision is 1.5% as given by Bank Negara. The method that IDB
uses is also based on actual amount paid by the customer. The bank does not use the
cost equivalent value as proposed by the AAOIFI’s standard although the bank claimed
that it only adopts the AAOIFI’s standard for its accounting practices.

7. CONCLUSIONS

The findings on the comparison between Ijarah and conventional leasing from the
legal and accounting aspects showed that there are significant differences between
these two contracts. Hence, Ijarah should not be seen as an imitation of conventional
leasing since the definitions, types, principles, objectives, presentation, measurement
methods, disclosure and substance of Ijarah are dissimilar to those of conventional
leasing.

It can be concluded here that the main reason why some of the statements set by the
AAOIFI have a score lower than 3 is that AAOIFI treats them differently compared
with the IAS 17 and MASB 10 and some of the treatments only exist in the AAOIFI’s
standard and not in the IAS 17 or the MASB 10. Furthermore, most of the Ijarah
practitioners in Malaysia still use the IAS 17 and MASB 10 as their main guidelines
for Ijarah. Another reason why these statements have a low mean score is perhaps that,
the Ijarah practitioners themselves are uncertain how to tackle Ijarah issues as most of
them are following the IAS 17 and MASB standards for leasing, whereas what they are
actually doing is Ijarah financing.
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Furthermore, they may not be aware of the existence of the AAOIFI’s standard for
Ijarah. Therefore, they are still using the MASB 10 and IAS 17 as guidelines. This
situation may be because of the lack of promotion of concern given by the higher
authorities responsible for Islamic banking products in Malaysia to the adoption of the
AAOIFI’s standard. In other words, the AAOIFI’s standard is not mandatory to be
implemented in Malaysia. Hence, not many of the financial institutions are adopting
the standard.

This study highlights the divergence of accounting practices on Ijarah. From the
questionnaire survey, it is discovered that most financial institutions used Malaysian
accounting standards on leasing (MASB 10) as a guide for accounting practices on
Ijarah. The results from the interview survey confirm this finding and highlights
further constraints that Malaysian financial institutions have to abide. In the case of
recognition of income, with the exception of BIMB and IDB, BNM rule to use the sum
of year digits has been used by all financial institutions.

The interview survey also shows that BIMB and IDB are the two financial
institutions that adopted most of the AAOIFI’s FAS 8 requirements. It is
understandable as BIMB is the first established Islamic banks in Malaysia and IDB is a
foreign Saudi Arabia based development bank. This indicated that other Malaysian
financial institutions are not well exposed and introduced to the AAOIFI’s accounting
standards. This results in a low level of acceptability of AAOFI’s FAS 8.

This low level of acceptability of AAOIFI FAS 8 is not unexpected due to the fact
that AAOIFI’s standard was initially designed for Islamic financial institutions and not
financial institutions that undertake Islamic financing transactions. However with the
introduction of FAS No.18, Islamic Financial Services offered by Conventional
Financial Institution to be effective January 2003, non-Islamic financial institutions are
expected to comply. In Malaysia GP8 (Malaysian Central Bank’s rules and guidelines
on financial reporting) is the regulatory device that influences financial reporting of
financial institutions. A small sample size of 13 responses would be indicative rather
than conclusive as to indicate the level of acceptability. Future research may try to
include a profile analysis developed through focus group survey. Hence, it may be able
to capture more useful information for the study.

This study also indicates, subject to further study on other Islamic financial
instruments and other Islamic countries, the effort to harmonise the accounting
practices on Islamic financing by financial institutions internationally may be difficult
task. Until and unless it is adopted by the respective countries regulatory agencies,
AAOIFI standards will remain only as a reference but do not have the legal authority.
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Significant efforts are required from the AAOIFI through publicity negotiation, and
lobbying process to “market” its accounting standards to further enhance the credibility
and comparability of accounting information of Islamic financing such as Ijarah.
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MARKET RISKS IN ISLAMIC BANKS AND THE RELEVANCE OF
ISLAMIC CONTRACTS FOR RISK MANAGEMENT

MOHAMMED OBAIDULLAH

1. INTRODUCTION

Risk is an integral part of the business of financing. Islamic financial
institutions, like their conventional counterparts, are subject to many forms of risk,
which may broadly be classified into credit risk and market risk. The former relates
to the probability of defaults by a counterparty in a financial contract in its
obligations, while the latter arises out of possible adverse movements in market
prices of commodities, stocks, bonds, currencies, and derivatives. While measuring
and controlling credit risk is typically far more important and a much more difficult
task, this is fortunately beyond the scope of the present paper. In this paper, we
concentrate on managing market risk. Certain other risks, such as operating risks
and the chance of various idiosyncratic losses, can be reduced through insurance,
diversification and internal controls.

As a measure of market risk, the value-at-risk (VaR) has been an important
breakthrough. It gives banks a measure of a portfolio’s largest expected loss during
a particular time period for a given level of probability. It provides a statistically
sound and easily understandable basis for managing market risk. At most banks,
though, market risk is relatively small. Market risks are easily transferred, often
through swaps and other derivative products. Unless the institution believes it has a
comparative advantage in accepting a particular risk, it is typically sold. Such
large-scale sale and transfer of risk through derivatives has resulted in a fivefold
increase in the notional volume of derivative transactions, to nearly USD 35 trillion
for US banks alone during the past decade. While there is general agreement on
Islamic banks’ exposure to market risk similar to their conventional counterparts,
lesser agreement exists in the matter of their use of modern derivatives as risk-
mitigating products.

This paper is organized as follows. Section 2 undertakes a discussion of the
nature of market risk confronting Islamic banking. Section 3 discusses the possible
use of derivatives, such as, conventional futures and forwards, options and swaps
by Islamic banks for management of market risk. Section 4 undertakes a general
Shari[ah evaluation of derivatives. Section 5 focuses on forwards and futures and
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investigates if the rich classical literature on Islamic law of contracting has any
parallels with modern forwards and futures. Section 6 undertakes a rather lengthy
discussion on Islamic options. Section 7 deals with Islamic swaps. In particular, the
discussions focus on how certain types of derivatives and risk management
products could be developed that may be acceptable within the Islamic framework.
Section 8 concludes.

2. MARKET RISK FACTORS FOR ISLAMIC BANKS

The business of Islamic banking is different. The assets of Islamic banks are
distinct from those of their conventional counterparts. These are generally in the
form of: cash and cash equivalents; receivables relating to murabahah, salam, and
Istisna[; investments in securities; mudarabah investments; musharakah
(participation and joint ventures) investments; investments in other entities;
inventories (including goods purchased for murabahah customers prior to
consummation of murabahah agreement); investments in real estate; assets
acquired for ijarah; fixed and other assets. What is the degree of market risk
involved in these assets?

The on-balance sheet assets, held in the trading book of an Islamic bank are
subject to market risk. Hence, when the Islamic bank is engaged in equity trading
or equity portfolio management, which is at times under a mudarabah operation,
such assets are exposed to equity price risk. An Islamic bank is directly exposed
perhaps to a greater extent than a conventional bank to equity price risk as the very
nature of Islamic banking is equity financing through the PLS modes.

Trading and portfolio management in commodities and real estate are exposed
to volatility in respective markets. Islamic banks are also directly exposed to
commodity price risk because, unlike conventional banks, they typically carry
inventory items.

Islamic banks aim to substitute trading and real investments in projects for
interest-based transactions. Unlike conventional banks, Islamic banks are not
supposed to engage in interest-based debt transactions. For Islamic banks with
predominantly trade-based murabahah operations, market risk exposure may be
quite significant, if promise by the client to purchase the ordered goods is non-
binding. In a volatile market, prices may move substantially even during the short
or fleeting gap between the time that the bank purchases the requested asset or
equipment from the vendor and the time that the bank sells the same to its client.

Interest rate risk also affects Islamic banks indirectly through the mark-up price
of deferred sale and lease-based transactions. This is so when Islamic banks use
LIBOR as the benchmark rate for their financing operations. As pointed out by
Chapra and Khan (2000), an Islamic bank has to share with investment depositors
any increase in new earnings (owing, for example, to an increase in the LIBOR rate
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that automatically leads to a rise in the mark-up), but it cannot, at the same time,
re-price its receivables on the assets side at higher rates. This pricing mismatch
makes the net murabahah income of the Islamic bank vulnerable to the mark-up
price risk.1 On-balance sheet assets held outside the trading book and
denominated in a foreign currency are subject to volatility in currency
markets. Islamic banks are exposed to exchange rate risk in the same way as
conventional banks are.

3. RISK MANAGEMENT USING DERIVATIVES

Derivatives or risk management products allow the market participants at
a micro-level to avoid undesirable risks. These products make it possible to
transfer risks to other participants who would like to bear them. Derivatives have
proliferated over the last two decades in response to large-scale volatility witnessed
in global markets in commodities, currencies, stocks and bonds. The products can
often be quite complex, engineered specifically to meet the risk management
requirements of a particular market participant. At a basic level, however, these
products can be discussed in the category of options and forward contracts. Often
the more complex products include features of these basic contracts. A case in
point is a financial swap that is essentially a bundle of forward contracts.

3.1. Risk Management Using Forwards, Futures & Swaps

In a forward contract two parties undertake to complete a transaction at a future
date but at a price determined today. The two parties could be a producer who
promises to supply the product (underlying asset) and the consumer who needs the
product on a future date. If the price of the product is highly volatile, then both are
exposed to a risk. The producer is exposed to the risk of a price decline, while the
consumer is exposed to the risk of a price increase. Both the parties can now hedge
against their respective risks by entering into a forward contract. It may be noted
that in the process, they also lose the potential for making a gain due to price
change. There is a second benefit to this. Since both parties have "locked-in" their
price/cost, they would be in a much better position to plan their business activities.

Forward contracts, when standardized - standardized with respect to contract
size, maturity, product quality, place of delivery etc., backed by the intermediation
of an organized exchange, are known as futures. Futures are believed to add more
to the efficiency of the system by getting rid of the problem of double-coincidence
of needs and counterparty default risk. Further, with exchange trading, another
problem with forward contracts, that of being possibly locked into unfair price

1 Umer Chapra and Tariqullah Khan, “Regulation and Supervision of Islamic Banks,”
Occasional Paper No. 3, Islamic Research and Training Institute, Islamic Development
Bank, 2000.
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would not exist. This is because each party is a price taker with the futures price
being that which prevails in the market at the time of contract initiation.

A swap is a bundle of forward contracts. It may be seen as a single agreement
whereby two parties agree to make periodic payments to each other in specified
currencies at specified points in time in future. A swap in a single agreement
provides same result as is achievable with a series of forward contracts.

3.2. Risk Management Using Options

Another basic derivative product, which facilitates risk management is option.
While a future contract enables easy hedging by locking in the price at which one
could buy or sell, it also implies that one could not benefit from subsequent
favorable price movements. Further, futures (and forwards) are unsuited for the
management of contingent liabilities or contingent claims. These are liabilities or
claims on a business entity that could arise depending on an uncertain outcome. An
option contract, which provides a right to buy or sell without any obligation can
handle such uncertainties.

All exchange-traded options come in two types - call options and put options. A
call option entitles the holder the right but not the obligation to buy the underlying
asset at a predetermined exercise price at or anytime before maturity. A put option
on the other hand entitles the holder the right but not the obligation to sell the
underlying asset at a predetermined exercise price at or before maturity. Since
options provide the right but impose no obligation, the holder exercises its option,
only if it is favorable for him to do so. This absence of obligation to exercise
provides increased flexibility and is the key advantage of options over forwards or
futures. The buyer of the options pays for this privilege by paying the seller a non-
refundable premium. The maximum possible loss to a buyer of an option is
therefore limited to the premium he pays. This loss occurs if he chooses not to
exercise the option. In most other respects, trading methods, contract specification
etc., the exchange trading of options is similar to that of futures.

4. SHARI[AH EVALUATION OF DERIVATIVES

From the above it is quite clear that options and futures (and forwards) do
provide certain benefits to market participants exposed to certain kinds of risky
situations. And given the complexity of modern business requiring advance
planning, and the many risks arising out of fluctuations in prices and rates in
markets for commodities, currencies, and other financial assets, the maslahah
seems to be real and substantial.

However, in forming the basis of a legislation, maslahah such as above is to be
accorded a lower priority than the Qur’an, or the Sunnah, or Ijma[. Among the
various Shari[ah norms the ones that are the most important are freedom from riba,
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gharar and qimar or maysir. Prohibition of riba, gharar and qimar are central to
Islamic law of contracts in view of the strong Qur’anic condemnation of these
elements. While a small amount of gharar is even tolerable, the prohibition is the
strongest on the issue of riba and qimar. If the so-called risk management products
are to be admissible in the Islamic framework, they would have to be free from
these elements. Clearly, fulfilling certain social needs or providing certain
maslahah does not, by itself constitute a strong enough ground for permissive
legislation.

The most significant objection against futures and options is that these are
invariably settled in price differences only and never result in actual delivery of the
object of exchange. How does one use derivatives for gambling, or speculation of a
variety akin to a game of chance? Let us consider the case of simple options, such
as, a call option. For example a call option on stock X provides a right to individual
A to purchase the stock at a price of $50 three months from now. The call itself is
purchased at a price of say $5. If as per his expectations the price of X increases to
$60 on the maturity date, then the buyer of the call has a net gain of $5 (on an
investment of $5). This is what the seller or the writer of the call would lose. If the
buyer would have purchased the stock itself (say at a price of $50) in stead of the
call on the stock in order to benefit from expected price rise, then he would have
made a profit of $10 on an investment of $50. Thus a call option enables the buyer
to magnify his returns if his expectations materialize. Now contrary to his
expectations, if the price of the stock falls below $50 on the maturity date, say to
$40, the buyer would allow the option to expire without exercising it since he can
buy from the market at a lower price. His losses would amount to $5 or hundred
percent with the call. This $5 would be what the seller of the call would gain on
zero investment. It may be noted that losses for individual A are also magnified
with options. (losses would have been $10 on the investment of $50 or twenty
percent with purchase of the underlying stock). In the game the buyer and seller
must have diametrically opposite expectations. The possibility of risk and returns
are magnified, the gains of the buyer being equal to the losses of the seller and vice
versa.

Thus, the purchase and sale of options is a risky zero-sum game. It can be
demonstrated in a similar fashion how a buyer or seller in a forward or future can
speculate on the direction of prices with no intention of giving or taking delivery of
the object of exchange. Invariably, the transactions are reversed on or before the
date of maturity and the game boils down to playing in price differences. The
possibility of such gains encourages economic units to speculate on the future
direction of the price of the underlying asset. Since prices of such assets fluctuate
randomly, gains and losses are random too and the game is reduced to a game of
chance. There is a vast body of literature on the forecast-ability of stock prices,
currency exchange rates etc. Prices and rates are volatile and remain unpredictable
at least for the large majority of market participants. Needless to say, any attempt
to speculate in the hope of the theoretically infinite gains is, in all likelihood, a
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game of chance for such participants. While the gains, if they materialize, are in the
nature of maysir or unearned gains, the possibility of equally massive losses do
indicate a possibility of default by the loser and hence, gharar.

The presence of large-scale speculation is tolerated in conventional financial
markets on the grounds of providing liquidity and ensuring vibrant and active
markets. The speculators are seen to provide for the "other" end of the transaction
whenever a hedger wants to hedge. Their presence is seen to improve operational
efficiency of the market by bringing down transaction costs. However, in the
Islamic framework, the provision of hedging facility is hardly an adequate rationale
for tolerating qimar and maysir. The Shari[ah does not disapprove of hedging,
since it brings in some maslahah It is the zero-sum nature of the game that the
Shari[ah finds objectionable, as in it, lie the roots of social disharmony and
discord. Clearly, solutions to risk management problem need to be found
elsewhere, and not through derivatives trading. Even from a conventional
efficiency point of view, large-scale speculation may indeed threaten the stability
and allocational efficiency of the system, though this line of argument may not
easily find favor due to lack of empirical academic support.

Solutions to risk management therefore, have to be found elsewhere. Does the
rich literature on Islamic theory of contracting offer any solutions? An ideal
beginning point in this search would be to search for parallels of the derivative
contracts in the literature. We begin with futures and forwards.

5. ISLAMIC FORWARDS

The unique feature of a future or forward contract is that the settlement of the
transaction is entirely deferred to a future date. Since, both the buyer and seller
enter into an obligation to deliver the price and object of exchange respectively on
a future date, the transaction essentially boils down to exchange of a debt for
another debt or bay[-al-dayn-bi-al-dayn or bay[-al-kali-bi-al-kali. Such bay[ is
expressly forbidden according to almost all Islamic schools of jurisprudence and
scholars.

A future contract also clearly violates the Shari[ah prohibition of sale of the
non-existent or sale of what one does not have on grounds of gharar. It may be
noted here that scholars, on grounds of public necessity, have yielded some
flexibility in the matter of gharar in settlement of contracts. For generic products,
scholars have permitted salam sale, that is, sale of what one does not have, but
what one is reasonably sure of bringing into existence. Even in this case, the
scholars have insisted that one end of the contract must be settled on the spot, that
is, the buyer must give delivery of the thaman or price at the time of contracting to
the seller. It is the seller's obligation that is deferred to a future date.
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Hanafi scholars have also permitted several forms of bay[ where settlement
from both ends can be deferred to a future date. The first is the case of bay[ al
istisna[ or a contract to manufacture. In this specific case, the buyer and seller-
manufacturer are under no constraint to settle the transaction at least from one end
at the time of contracting, unlike salam. The second is the case of bay[ istijrar, or
repeated purchases from a single seller. Here too, the Hanafi scholars provide much
more flexibility, such as, deferment of both payment of price and delivery of object
of exchange to a future date and fixation of price on the basis of average market
prices etc.2

It is interesting to note the reasons for such flexibility. Bay[-istisna[and bay[al
istijrar, like bay[al salam have been permitted on grounds of public need. But the
unique characteristic of salam is that it involves a generic fungible commodity
which can be easily found in the market place. As such, if deferment of settlement
by both the parties is permitted, it can be easily used for large-scale speculation in
price differences. Such permissibility in case of bay[al istisna[or bay[al istijrar
cannot obviously be abused for speculation in price differences.

It may also be noted that the Hanafi scholars on grounds of pressing public need
accord the so-called flexibility, but only in cases where there is hardly any room
for speculation in price differences. The other schools take a stronger position and
disallow any kind of deferment by both the parties.

6. ISLAMIC OPTIONS

Options, as independent financial contracts that are traded for a price, have no
clear-cut parallel in the classical Islamic theory of contracting. Some contemporary
scholars, such as, Abu Sulayman3, Kamali4, who have attempted an evaluation of
such contracts, have used a generic term, al-ikhtiyarat, a variant of the term al-
khiyar, which normally is the classical fiqh concept for various kinds of embedded
options, as mentioned above. Some key issues involved in an evaluation of
conventional options are discussed below.

6.1. Options as Independent Contracts

The majority view of Shari[ah scholars is that an option is a promise to sell or
purchase a thing at a specific price within a stipulated time and such a promise

2 Report in New Horizon, May 1998, p13
3 Abd al-Wahhab Ibrahim Abu Sulayman, "Al-Ikhtiyarat: Darasah Fiqhiyya Tahliliyyah
Muqaranah," Mujallah al-Buhuth al-Fiqhiyyah al-Muasarah, Vol 4, No.15, Jamadi al-
Awwal 1413 H / October 1992, pp 6-38
4 Mohammad Hashim Kamali, "Islamic Law: An Analysis of Options", Paper presented at
the Conference on Interest-free/Islamic Banking Products held at the Institute of Islamic
Understanding, Malaysia on December 21, 1995.
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cannot be the subject matter of a sale or purchase.5 As the resolution of the Islamic
Fiqh Academy, Jeddah asserts "Option contracts as currently applied in the world
financial markets are a new type of contracts which do not come under any one of
the Shari[ah nominate contracts. Since the subject of the contract is neither a sum
of money nor a utility or a financial right which may be waived, the contract is not
permissible in Shari[ah.6 One of the counter-values in the trading of options is a
right or a privilege granted to a party in contrast to a tangible object or mal. The
scope of mal also generally includes intangibles, such as, service, and usufruct. As
Abu Sulayman observes "the subject matter of option is a right (haqq) and a right
pure and simple (al-haqq al-mujarrad) is neither a tangible commodity nor
usufruct; it cannot therefore be a proper subject matter of contract.7 El Gari (1993)
who argued in favor of introducing options trading on other grounds, concurs with
this viewpoint. As he writes "the said right does not have a tangible or material
quality, but is indeed intangible that may not be sold or bought, considering that it
is not a property. It is only similar to a preemptive right (shofaah, right of custody
and guardianship) all of which, while allowed in Shari[ah are intangible rights that
are not allowed to be sold or relinquished against monetary compensation.8 A few
scholars however, would prefer to include any kind of benefit or manfa[ in the
definition of mal. Since options involve a benefit (a right without obligation) for
the purchaser, trading of such benefit is observed to be permissible. The Islamic
Investment Study Group of the Securities Exchange Commission, Malaysia in its
report finds call warrants to be acceptable because it "has the characteristics of an
asset which satisfies the concept of "haqq mali" and "haqq tamalluq" which is
transferable based on the majority of fuqaha’s views other than madhab Hanafi.
Therefore this right can be classified as an asset and can therefore be traded. The
famous fuqaha’ can also accept this right as an asset on the basis that CW is
something you can possess and benefit from.9 The views of the modern Shiite
scholars too seems to uphold this view. According to a fatwa of Ayatollah Seestani,
one can transfer his rights to any one, either by getting money for it, or for free.10

5 Reply to queries of this author on permissibility of "Options, Futures, Swaps, and Equity
Investments" by Mufti Muhammad Taqi Usmani published in New Horizon, June 1996,
pp.10-11.
6 Resolution No.65/1/7 on Financial Markets of the Council of the Islamic Fiqh Academy,
Jeddah, Saudi Arabia, adopted by the Seventh Session of the Council on 9-14 May 1992.
7 Abd al-Wahhab Ibrahim Abu Sulayman, "Al-Ikhtiyarat: Darasah Fiqhiyya Tahliliyyah
Muqaranah," Mujallah al-Buhuth al-Fiqhiyyah al-Muasarah, pp 32-33, quoted in Kamali
(1995).
8 Mohamed Ali El Gari "Towards an Islamic Financial Market", Islamic Economic Studies,
Vol.1 No.1, IRTI, IDB, 1993, pp13.
9 Shaikh Azmi Ahmad, Islamic Investment Study Group: A Report, Securities Commission,
Malaysia, 1996.
10 Response by Grand Ayatollah Seestani to author's query.
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Some scholars have also attempted to justify permissibility to options by
drawing a parallel with bay[al-[arbun. [Arbun refers to a sale in which the buyer
deposits earnest money with the seller as a part payment of the price in advance but
agrees that if he fails to ratify the contract he will forfeit the deposit money which
the seller can keep. A call option is similar to bay[al-[arbun in the sense that the
seller does not return the premium or advance payment to the buyer in case the
latter does not exercise the purchase option and does not confirm the contract.
However, in case of a call option, the buyer loses the option premium even if the
option is exercised and the contract is confirmed. In case of bay[al-[arbun,
however, the option premium is adjusted in sale price when the contract is
confirmed. All the schools of fiqh except the Hanbali school find bay[al-[arbun
unacceptable. These scholars have found the retention of earnest money or
premium by the seller akin to misappropriation of the property of others. These
scholars have primarily relied on the following simple and straightforward hadith
narrated by Ibn Abbas "the prophet (peace be upon him) prohibited the sale of
[arbun" reported in Imam Malik’s Mu’watta. The followers of Imam Ibn Hanbal
however, find this kind of transaction Islamically permissible. Imam Hanbal
considered this hadith to be weak and validated [arbun based on the practice of
Caliph Umar. It is reported in al-Mughni from Nafi bin al-Harith, the Caliph’s
officer in Mecca that he purchased from Safwan bin Umayya a prison house for
four thousand dirhams on condition that if the caliph approved of it, the deal would
be final, otherwise he (Safwan) would be given four hundred dirhams. Dr Yusuf
Al-Qaradawi, a prominent contemporary Shari[ah scholar observes that the ruling
(of Ibn Hanbal) is more suitable to our own times and in greater harmony with the
spirit of Shari[ah, which seeks to remove hardship and facilitate convenience of the
people.11 El Gari (1993) argued in favor of transactions in call options using the
framework of bay[al-[arbun.12 According to him, the followers of Ibn Hanbal
argue in favor of this type of sale which is one of the antique rules of this particular
school of fiqh. And given the similarity between bay[al-[arbun and call options,
there is no reason why the latter should not be acceptable in the Islamic framework.
It may be noted here that any argument on validity of options because of its
similarity with bay[al-[arbun is relevant only for call options. As far as a put
option is concerned there seems to be little support in its favor. Scholars belonging
to the Jaafri School also seem to find bay[al-[arbun permissible. According to
Ayatollah Seestani, "this means that after confirming the contract, the buyer pays
some deposit to guarantee the sale with a condition that if he changes his mind, the
buyer can not ask for repayment of the deposit. This kind of agreement is
permissible13 However, the Ibadi scholar Muhammad ibn Yusuf ibn Eissa in Sharh

11 Yusuf Al-Qaradawi, Shari[ah al-Islam Salihah lil-Tatbiq fi Kull Zaman wa Makan, Dar
al-Sahwah, 1393H / 1973, pp 114, quoted in Kamali (1995).
12 Mohamed Ali El Gari "Towards an Islamic Financial Market", Islamic Economic
Studies, pp 14-16.
13 Response by Grand Ayatollah Seestani to author's query.
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Al-Nayl, mentions the same Hadith of Ibn Abbas on which Sunni jurists rely and
favors the prohibition of bay[al-[arbun.14

To sum up, the above discussion seems to (a) completely rule out the case of
exchange-traded futures; (b) finds some favorable verdict on deferment of
obligations by both parties to future under specific conditions that make
speculation in price differences impossible; and (c) finds mixed evidence on
permissibility of options as independent contracts with the balance tilting in favor
of prohibition. The overriding criteria of permissibility or prohibition seems to be
the possibility of speculation on price differences.

So far, we have discussed options as independent contracts. Options can
however, be in the nature of embedded features in exchange contracts. The option-
like features make risk management possible, and it seems the Islamic theory of
contracting does provide for the possibility of options as embedded features in
exchange contracts within the framework of al-khiyar. We turn to this in the
following section.

6.2. The Framework of Al-Khiyar

The notion of options in the framework of al-khiyar in Islamic law is essentially
ethical. While options in mainstream finance encompass all kinds of rights without
obligations that have financial implications, al-khiyar generally refers to a specific
type of right of either or both parties to the contract to confirm or rescind the
contract. Of the various types of options, some are created by mutual consent of the
parties to the contract, while others are in the nature of rights existing for either or
both parties because of the very operation of the law. Contrary to conventional
thinking, the framework of al-khiyar asserts that mutual consent or agreement may
not be the most essential element of the Islamic contract. What is of utmost
importance, is the equity of a contract and fulfillment of proper and reasonable
expectations of the parties to the contract. The parties to the contract must be
reasonably certain and informed about the counter-values being exchanged, and the
implications or outcomes of contracting. The presence of uncertainty or absence of
relevant information is termed as gharar and avoidance of excessive gharar or
uncertainty is an important requirement for a valid contract. A valid contract may
still be entered into under conditions of gharar relating to the article of exchange,
price etc., but with a provision of options for the parties to be affected by the same.
The provision of options in the al-khiyar framework helps reduce gharar and
brings it within Islamically acceptable limits. It helps undo any possibility of
wrong committed on a party deliberately or unintentionally. Islamic options are
also justified on grounds of several larger benefits to the society. Through options,
the parties to the contract are granted a `reassessment' or `cooling off' period over

14 Quoted by Dr Mahmoud El-Gamal on the IBF Net Online Discussion Forum at
http://islamic-finance.net.
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which they can rationalize their decisions or reverse the same. Thus, the possibility
of conflicts between the parties because of their abrupt, irrational and wrong
decisions are minimized.

Broadly, the classical fiqh literature classifies options into the following
categories, though minor variations in the classification scheme have been reported
by some scholars: khiyar al-shart (option by stipulation); khiyar al-tayeen (option
of determination or choice); khiyar al-[ayb (option for defect); khiyar al-ruyat
(option after inspection); and khiyar al-majlis (option of session). Some scholars
view khiyar al-tayeen only as a specific form of khiyar al-shart. Some authors
discuss about two other options - khiyar al-wasf (option by misrepresentation) and
khiyar al-tadlis (option by fraud); while others prefer to discuss these under the
broad category of khiyar al-[ayb. Of the various options, the ones that are
potentially promising in designing new financial instruments for risk management
are khiyar al-shart (option by stipulation or option as a condition) and khiyar al-
tayeen. We seek to demonstrate the possibility of designing risk-management
products using these two types of options.

6.2.1. Khiyar Al-Shart (Option by Stipulation)

Khiyar al-shart is an option that is in the nature of a condition stipulated in the
contract. It provides a right to either of the parties, or both, or even to a third party
to confirm or to cancel the contract within a stipulated time period. In essence, this
implies that the concerned party gets some time period for reassessment of the
benefits and costs involved, before giving final accent or ratification to the
contract. Such option is also termed as khiyar al-tarawwi (option of reflection) by
some scholars.

The permissibility of such options is inferred directly from the following hadith
of the holy prophet (peace be upon him) reported by al-Bukhari and Muslim. When
Habban Ibn Munqidh complained to the holy prophet (peace be upon him) that he
was the victim of frequent fraud in some earlier transactions, the holy prophet
(peace be upon him) is reported to have said "When you conclude a sale you may
say that there must be no fraud and you reserve for yourself an option lasting three
days." According to another hadith reported by al-Bukhari, the holy prophet said
"the two contracting parties have a right of option as long as they are not separated
or the sale was a sale of option". This hadith, therefore, proves the basic validity of
khiyar al-shart (along with khiyar al-majlis).

There is a consensus among jurists belonging to all the major schools regarding
the permissibility of khiyar al-shart. However there is some divergence of opinion
among jurists on whether options and other contractual stipulations are valid as a
matter of principle, or these are merely tolerated by way of exception. Imam Abu
Hanifa and Imam Shafii viewed such option-related stipulations as mere exceptions
permissible for a period of three days only while Imam Hanbal did not impose any
limit.
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As far as the general framework of contractual stipulations and conditions is
concerned, Kamali15 examines in detail the Shari[ah basis of such stipulations. As
he notes, while the general Hanafis and Shafii position relating to all contractual
stipulations including options is that these should be in harmony with the essence
of the contract (such as, the seller in a deferred sale seeking a mortgage or a
guarantor), the Maliki position is more liberal which validates stipulations even
with financial value (such as, the buyer stipulating that the goods be transported to
certain locality). He quotes extensively from the writings of Hanbali scholars, such
as, Ibn Taymiyyah and his disciple Ibn Qayyim al-Jawziyya to highlight their
liberal views which lay emphasis on the basic freedom of contract and the parties’
liberty to make stipulations as they please. He asserts that the Sunnah entitles the
parties to insert stipulations in contracts so as to meet their legitimate needs and
what may be deemed to be of benefit to them.

There is a consensus among jurists that such conditions providing options to
either or both the parties are Islamically valid. There is also a general agreement on
the question of granting this right to a third party when, for instance, individual A
purchases a commodity from individual B subject to the condition of ratification of
the purchase by individual C. There is however, some difference regarding the
modalities of stipulating the condition providing the option to a third party.

All such contracts involving exchange of counter-values either from one end or
both, and which are inherently cancelable at any later date, may contain these
options. Deposits and loans (wadi[ah and aari[ah) do not fall under these
categories as these are not in the nature of exchange contracts. It may be noted that
such contracts always provide the option to the depositor or lender to call back
their deposits or loans at any time. Hence, providing any further option makes no
sense. Options are permissible in leasing (ijarah) and surety-ship (kafalah). In debt
transfer (hawalah), there is a difference of opinion regarding the permissibility of
such options. The Hanafis find the same permissible while the Shafiis and Hanbalis
do not. In a pledge (rihn) contract, the pledgee always holds the right to annul the
contract and there is no need for any additional stipulation for him. An option may
however, be stipulated for the pledgor. The contracts which cannot contain such
options include currency exchange (bay[-sarf), and advance sale (bay[ al-salam).
The Malikis however, allow options in bay[-salam if the period is very limited.16 A
specific type of khiyar al shart discussed by the Hanafis is khiyar naqd (money
option). As the Majalla asserts, "both parties may stipulate that the contract would

15 Mohammad Hashim Kamali, "Islamic Law: An Analysis of Options", pp 34-35.
16 Al Jaziri Abd al Rahman, Kitab al Fiqh ala Madhahib al Arbaah, Kitab al-Bai, Vol.2,
pp 174-176.
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be confirmed only if the price (thaman) is paid at a specific time. In case of non-
payment, the contract would stand annulled.17

Obaidullah18 provides extensive details on the fiqhi issues involved in khiyar al-
shart according to various schools of fiqh. What is clear from the discussion
undertaken is that the primary considerations underlying the prescriptions of
various jurists are: benefit of both the parties to the contract and avoidance of any
potential conflict or litigation between them. The following points that are found
acceptable by at least some of the four major schools of fiqh are worth mentioning.
First, options may have maturities of any duration as long as the option period is
definite and known at the time of contracting. Second, the buyer can have
possession of the goods during the option period. Similarly, the seller can have
possession of the contracted price during the option period. Third, the settlement
price may differ from the contracted price under certain conditions. As we shall see
later, this last feature opens up the possibility of managing risk arising out of price
volatility, so common in modern markets.

6.2.1.1. Khiyar al-Shart: Cases and Potential Applications

It would be pertinent to mention at the outset that a complete discussion of risk
management possibilities for an Islamic economic unit is beyond the scope of this
paper. We only attempt to analyze and demonstrate certain uses and applications of
khiyar al-shart for managing various market risk factors relevant for Islamic banks.

A.Murabahah:

Under murabahah financing an Islamic bank purchases an asset as per the
specification of its client from the supplier and resells the same to the client at a
higher price, often on a deferred basis. Murabahah financing is extensively used by
Islamic banks for financing commodity trade and acquisition of long-term assets.
The process involves a risk that subsequent to purchase by the Islamic bank from
the original supplier, it may not be in the interest of the client any longer to buy the
same from the bank. Often this would be so for commodities with volatile prices,
where price of the asset declines after the first purchase by the bank. It can be
easily shown that management of the above risk is possible in the khiyar al-shart 
framework. In this case, a simple alternative for the Islamic bank would be to retain
an option for itself at the time of purchase from the original supplier. Subsequently,
if the client buys the same as promised, the option would automatically expire and
the earlier contract would become binding. However, if the client fails to honor its
commitment, then the Islamic bank would be in a position to exercise its option
and rescind the purchase contract. Thus, option enables the Islamic bank to shift

17 Al-Marghinani, al-Hedaya: Sharh Bidayat al-Mubtadi, translated by C.T. Hamilton, pp
248.
18 Mohammed Obaidullah, Financial Engineering with Islamic Options, Islamic Economic
Studies, IRTI, IDB, Jeddah, Vol.6, No.2.
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the above risk to its original supplier. It is also quite realistic that the Islamic bank
may have to forgo a part of its profits since, the original supplier may charge a
higher price in case of the sale with option as compared to a sale without option.
This is ethically justifiable since, the original supplier is now exposed to greater
risk, and also Islamically valid as long as price is inclusive of the compensation for
risk.

B. Ijarah:

Ijarah seems to be a popular mode of financing with Islamic banks for
financing of long term assets, such as, land, building, plant and machinery. In case
of ijarah financing market risk factors can be easily managed with stipulations of
options.

A major source of risk for Islamic banks as lessors and their clients as lessees is
due to the fixed nature of the rentals. In a dynamic economy rates of returns
undergo continuous shifts. If in future, the rates of returns are expected to increase,
driving up the cost of funds for the lessor, then the Islamic banks would be clearly
at a disadvantage. Similarly if rates are expected to fall, the lessee would be
reluctant to go for a fixed commitment of lease rentals. A fixed rent ijarah can of
course be converted into a floating rate ijarah by entering into several short-term
parallel fixed rent ijarah contracts. To consider a simple two-period case, let us
assume that the Islamic bank expects the rentals to increase from ‘x’ percent during
current period to ‘x+y’ percent during the next period. Instead of committing itself
for an ijarah with two-period maturity at the current `x’ percent and be exposed to
risk of loss, it may opt for two one-period ijarah contracts: the first for ijarah at ‘x’
percent beginning from now but with a maturity of one period only; and the second
beginning from one period hence, through the second period at ‘x+y’ percent. The
forward commitment to lease involved in such contracting is permissible.

However, in such an arrangement the issue is only partially resolved since the
bank would still have to specify the rental (as per its expectations at ‘x+y’ percent).
What if the rates turn out to be different from ‘x+y’ percent ? Another problem
could be due to the fact that the expectations of the lessee may be diametrically
opposite to that of the lessor (i.e. if the lessee expects rates to go down in the
second period) in which case, no contracting is perhaps feasible. A possible
solution can however be found in the framework of khiyar al-shart. Both the
Islamic bank as lessor and its client-lessee may enter into the contract for the
second period and stipulate options for either or both of them. The bank may
stipulate that if the rate increases beyond x percent or any other definite upper
bound, it would have an option to confirm or rescind the contract. Similarly the
lessee may stipulate that if the rate decreases beyond x percent or any other definite
lower bound, it would have the option. They can stipulate according to the risk they
are willing to bear and the way they decide to share risk.
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It may be noted that conventional floating rate leases take care of this problem
by linking the rentals to a benchmark index such as the LIBOR. The rentals for
future are made dependent on the future level of the interest rates as captured in
LIBOR. For Islamic scholars not comfortable with use of a benchmark interest rate,
such as, LIBOR, this may be substituted with another Islamic benchmark rate.
There is however considerable divergence of opinion on this possibility as many
Islamic scholars do not seem to be in favor of leaving the rental unknown on
grounds of gharar.

C. Equity:

Khiyar al-shart may also be useful for managing risk in financial markets, such
as, the equity market, characterized by volatile prices. The economic rationale of
conventional options is believed to be their potential use as a hedging or risk
management device. For instance, an Islamic equity fund plans to buy (sell)
financial X after a time period of three months. It may be adversely affected if
price moves up (down) during this time period. Conventional funds can hedge
against such adverse price movement by purchasing a call (put) with a given
exercise price. At the end of three months, even if price moves up (down), the fund
is not affected since, it can buy (sell) at the predetermined exercise price. While
this is true, the fact remains that this contract may not be admissible in the Islamic
framework on various grounds as will be discussed earlier. Let us now consider an
alternative scenario in the khiyar al-shart framework. The fund can now enter into
a purchase (sale) contract and stipulate a condition of option for itself for a period
of three months. The delivery of price (stock X) can now be deferred till expiry of
three months. At the end of three months if price of stock X moves up (down) then
it can confirm the contract of purchase (sale) at the known contractual price and
thus be immune from price risk. However, if the price of stock X moves down (up)
then the fund can rescind the contract and purchase (sell) in the market, thereby not
losing the profit potential. Thus, the khiyar al-shart may provide a benefit for the
party holding the option at the cost of the counterparty. However, the disadvantage
caused to the counterparty can be compensated in the form of higher contractual
price. As would be highlighted later this compensation must form part of the
contractual price or thaman and cannot be paid separately upfront to the
counterparty. It is this feature, that differentiates Islamic options from conventional
ones.

It is also possible that when an Islamic bank or fund wants to sell some equity
about which the buyer response is not very encouraging primarily because of lack
of adequate value-relevant information about the stocks. In the presence of such
uncertainty about the future prospects and expected price performance of the
stocks, the bank may sell the shares along with options for the buyer to rescind the
contract in case the expectations do not materialize. A case in point is the sale of
stocks by the Dar Al Maal Al Islamic group. Under the contract the purchaser of
stocks of Al Faysal Investment Bank Limited (AFIBL) holds an option under
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which it can sell the stocks back to a DMI subsidiary at a specified price at the end
of a stipulated time period (end of the year 1998). The option would be canceled if
the stocks purchased would appreciate by more than twenty per cent for twenty-one
consecutive days during the last two years prior to the expiry of the option.19

D. Bay[ al Istijrar

In a long-term banking relationship, an Islamic bank is supposed to finance not
only the acquisition or leasing of fixed assets, but also the recurring working
capital requirements. One alternative for financing working capital, such as,
purchase of raw materials and merchandise is through murabahah. The Islamic
bank in this case would procure raw materials on a recurring basis and supply the
same to the client-company. For sale of each consignment to the client-company, a
separate murabahah contract may be entered. Under this arrangement, volatile
prices of the raw materials would not constitute a source of risk for the bank,
though the client-company would be exposed to such risk as its cash outflows due
to raw material purchases would now be volatile. An alternative financing
mechanism for repeated purchases from a single supplier in the Islamic framework
is known as bay[ al istijrar. The difference between bay[ al istijrar and bay[ al
salam relates to whether purchases are made from a single and regular seller or not.
In the former case, it is considered as bay[ or bay[ al [ajil where payment of price
(thaman) can be deferred. In the latter case, price (thaman) must be paid by the
buyer at the time of contracting. With bay[ al istijrar, however, the Islamic bank is
exposed to price risk, since the contractual price (thaman) is set at the time of
entering into the contract or beginning of the financing period. If market price of
the commodity to be supplied increases subsequently, then the Islamic bank would
clearly be at a disadvantage. While its cash inflows due to sales to the client-
company would remain fixed, the outflows in the form of payments to the original
supplier would increase. The client company in this case bears no price risk, its
outflows being fixed for the entire financing period. However, it may still be at a
disadvantage if prices decline subsequently during the financing period, as its
outflows would have been smaller under murabahah. What is clear, is that in
extremely volatile markets, entrepreneurial activity would be badly affected in the
absence of any mechanism for the parties to manage their risk.

The admissibility of options in case of bay[ al istijrar follows from its being
different from bay[ al salam as discussed above. We may now consider the case of
istijrar with options for either or both parties. Since the client-bank would take
possession of the raw materials and perhaps put the same to use in stages, it would
be required to pay the value of the raw materials in case the contract is rescinded
eventually. In case the contract is confirmed later, then the settlement price would

19 Source: Annual Report of Dar Al-Maal Al-Islami Trust (1994), p.31. Since in this case,
it is not the seller who undertakes to repurchase the financials, but one of its subsidiaries,
the arrangement may need further investigation.
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be same as the contractual price (thaman). Since the contract would be rescinded if
either of them rescinds even if the other party confirms the same, it is expected that
the parties would be able to protect themselves against extreme adverse price
movements. For example, if the seller holds the option, then it would not rescind
the contract if it expects the contractual price to be higher than value which would
perhaps closely approximate the average of daily market prices (assuming that the
client-company goes for daily purchases and possession of the raw materials from
the Islamic bank).

One can also see a possible scenario where the stipulation of options in the
istijrar contract is designed to take care of only extreme movements, that is, the
options get activated only when the market price pierces a bound. The bank’s
option would get activated if price pierces an upper bound and the client’s option
would get activated if the price pierces a lower bound. The contract would thus be
a case of bay[ with options for both the buyer and seller, which are activated if the
market price pierces an upper or lower bound respectively, during the financing
period. The option provides a right to a party to fix the sale price at the average of
the market prices prevailing during the financing period. Note that average of
market price reflects the "normal price" of the commodity. If the options do not get
activated or are not exercised, then the price is settled at the predetermined
contractual price. Both the client-firm and the bank agree on a public undisputed
source of price information and also a sampling interval for observing prices. The
average price is calculated from these observations. Istijrar with khiyar al-shart for
both parties, as described above, becomes a complex instrument which has some
similarities with certain traditional financial engineering products, such as, the
average price (Asian) option, and barrier options. A very similar financing
arranging was in use by the Muslim Commercial Bank, Pakistan.20

6.2.2. Khiyar-al-Tayeen (Option of Determination)

Khiyar al-tayeen is similar to khiyar al-shart in many respects. It implies an
option to choose the object of sale from out of multiple varieties of a given article.
As in khiyar al-shart, such an option may be stipulated in the contract and continue
for a specified time period. This option has the benefit of widening the domain of
choice for the parties to the contract and may be stipulated and held by the seller or
the buyer. For instance, a buyer may purchase one out of three varieties of a
commodity of different qualities - excellent, average, and poor, without specifying
which particular variety would be purchased (the three varieties would have
different prices). The buyer in this case holds an option to determine on or before
the maturity of the option period, the object of exchange. Similarly the seller may
also stipulate an option for itself. The option cannot however be exercised by a
third party. Some scholars have held the view that such an option can only be

20 There are apparently some minor differences, if one goes by the report published in New
Horizon, April 1996, p.20. This however, could not be verified from MCB sources.
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stipulated for the buyer. It is the buyer and not the seller who needs to choose what
is suitable for him. However, according to others, this option can be given to the
seller by analogy to the khiyar al-shart, and also to enable him to be more certain
about the goods he should sell.

The flexibility offered through this option helps the parties to be more certain
and informed about whether the counter-values being exchanged match with their
expectations. Thus, the option is meant to reduce gharar due to lack of information
about the object of exchange. It also can have potential applications in managing
market risk.

6.2.2.1. Khiyar al-Tayeen: Cases and Potential Applications

 Khiyar al-tayeen may be stipulated in ijarah contracts. The Islamic bank
can now offer multiple ijarah proposals with varying rental structures with
or without the lessee taking possession of the assets. This would greatly
enhance the flexibility to either or both the parties.

 In portfolio management khiyar al-tayeen can offer exciting possibilities.
Given the widely varying and dynamic nature of investor needs and their
ability to bear risk, Islamic funds can now offer double-option or triple-
option portfolios to the investor community. Investors may be offered to
subscribe to an equity fund concentrating on a geographic region or market
or sector, but with an option to switch between a growth, growth-cum-
income, and income portfolio. The option could also be to switch between
an actively-managed and a passive portfolio or between funds
concentrating on cyclical and defensive industries. An interesting case is of
the Islamic Multi-investment Fund by Faisal Finance, a subsidiary of the
Dar al Maal al Islami Trust. The fund offers two equity choices: emerging
markets equity and global equities. It also offers a choice between an
aggressive Islamic Market Opportunities Fund and a moderate Trade
Finance Portfolio for the less and more risk-averse investors respectively.21

7. ISLAMIC SWAPS

While swaps being a bundle of forward contracts are generally believed to lie
outside the domain of permissibility, some innovative structures may be suggested
for review. For example, an Islamic currency swap may be described as follows. A
makes a payment of Rs1000 to and receives US$50 from B today at a given rupee-
dollar exchange rate of 1:20. Both A and B use and invest the money so received at
their own risk. At the end of a stipulated time period, say six months, the
transaction is reversed. A repays US$50 to and receives Rs1000 from B. This form
of contracting can also be viewed as an exchange of or swapping of interest-free
loans between A and B. This is in contrast to conventional swaps, which are

21 Based on report in New Horizon, May 1998, p13
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generally interest-based and involve swapping of principal (often notional) and
interest payments. Conventional swaps clearly have no place in the Islamic system.
The conventional swaps have been generally observed to be unIslamic as they
clearly involve interest payments. Islamic swaps (al-muragaha al-Islamiyah) are in
use by several Islamic banks. A close look at the nature of contracting reveals that
the same essentially involves an exchange of two interest-free loans (qard) in
different currencies, which are repaid by both the parties at the end of a stipulated
time period. It is easy to see that such swaps partially enable the parties to hedge
their currency risk. For example, bank A in India has liquid funds denominated in
US dollars and currently it expects the US dollar to weaken against Indian rupee
over the next six months. Bank B in US with its liquidity in Indian rupees has
diametrically opposite expectations. It expects the Indian rupee to weaken against
the US dollar over the next six months. Thus, both the banks are exposed to and
perceive currency risk. An Islamic swap between the two banks may help both the
banks to partially reduce their risk. It may comprise the following.

Today: A lends - 1 million US dollars - B borrows

and A borrows - 20 million Indian rupees - B lends

After six months A repays - 20 million Indian rupees - to B

and A is repaid - 1 million US dollars - by B

In the absence of the swap, bank A would have continued with its dollar
liquidity or generated some dollar income by investing the same. With rupee being
the reporting currency and with continued fall in the value of dollar against rupee,
the bank would have faced a loss due to the currency rate changes. With the swap
now, the bank would be able to make rupee investments for the time period and
generate rupee income. At the end of the time period, the bank reverses the
transaction and gets back its dollar liquidity. A similar situation exists with respect
to bank B, which can now hedge its rupee resources against the fall in the value of
rupee against dollar (dollar being the reporting currency). The major difference of
this type of swap from its conventional counterpart is that in case of the latter, the
interest payments along with the principal is swapped. In case of Islamic swap,
only the principal is being swapped since the incomes to be generated on the
investments are not predetermined.

Islamic swaps can also be explained using the earlier example with some
modifications. Assume now that individual A is an exporter from India to US who
has already sold some commodities to a US importer on a murabahah basis and
anticipates a cash flow of $50 (which at the current market rate of 1:22 mean Rs
1100 to him) after one month. There is a possibility that US dollar may depreciate
against Indian rupee during these one month, in which case A would realize less
amount of rupees for his $50 (if the new rate is 1:21, A would realize only
Rs1050). Let us also assume that B is another exporter from US who anticipates a
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cash flow of Rs1100 after one month from its murabahah sale and has
diametrically opposite expectations regarding future direction of exchange rates. It
is worried about a possible fall in the value of rupee against dollar, which would
mean a reduced dollar realization. Now A and B may agree to enter into an Islamic
swap under which A lends Rs1100 to B now and borrows US$50 from him. (A and
B are neither gaining or losing with this exchange and can always find the rupees
and dollars to exchange, since the current exchange rate is 1:22). At the end of the
one month A and B receive their respective dollars and rupees from the
counterparties. When they reverse the earlier transaction and repay to each other it
would imply an exchange rate of 1:22 again. Thus, A and B would be able to
ensure that their future receipts are hedged against adverse currency rate
movements.

Islamic swaps may perform many other useful functions besides serving as a
tool of risk management, such as, reducing cost of raising resources, identifying
appropriate investment opportunities, better asset-liability management and the
like. These are also the benefits with conventional swaps. Islamic swaps are
different in that they do not involve interest-related cash flows. However, Islamic
swaps are not free from controversies and there is no consensus regarding their
acceptability.

Any contract where the settlement by both the parties is deferred to a future date
is a clear case of exchange of debt for debt. The same is the case with currency
forwards and futures. When A and B contract to exchange Rs1000 and $50 at the
rate of 1:20 at a future date, say 3 months, then it can be easily seen that A’s debt
of Rs1000 payable to B after 3 months is being exchanged for B’s debt of US$50
payable to A after 3 months. Thus, according to a majority of scholars who
consider such exchange of debts as another type of bay[ al kali bi al kali, forwards
and futures are both unacceptable in the Islamic framework on this ground.

Are Islamic swaps unacceptable also because they involve exchange of debts
and fall under the category of bay[ al kali bi al kali? Available opinion seems to
reject Islamic swaps on different grounds. According to Mufti Muhammed Taqi
Usmani, it is one of the principles of Shari[ah that two financial transactions
cannot be tied together in the sense that entering into one transaction is made a
precondition to entering into the second. Keeping this principle in view, the swap
transaction is not permissible because the loan of US$50 is made a precondition for
accepting the loan of Rs. 1100. He however goes on to say that "this is my first
hand opinion about this transaction....it needs further study and research.22

22 Reply to queries of this author on permissibility of "Options, Futures, Swaps, and Equity
Investments" by Mufti Muhammad Taqi Usmani published in New Horizon, June 1996,
pp.10-11.
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8. CONCLUSION

When markets are characterized by violent swings in prices, the entire resource
generating process may be adversely affected. Present day markets in commodities,
currencies, stocks, bonds etc. are indeed characterized by a high degree of
volatility. As such, derivative products, which enable market participants have
become quite common place in global financial markets. In this paper we argue
that hedging is quite in conformity with Islamic rationality, but hedging with
derivatives is fraught with grave dangers since large-scale speculation is now made
possible with derivatives. Whether such speculation brings in some inherent
instability to the system is not really the investigated issue in this paper and
financial economist would continue to debate on this. In the context of Islamic
finance, derivatives (options and futures as independent contracts) are not quite
acceptable, since the so-called public benefits or maslahah appear to be trivial in
view of the strong Qur’anic condemnation of al-qimar and al-maysir. The rich
lslamic fiqh literature on contracts does not quite provide a Shari[ah approved
contract on which options and futures as independent contracts could be modeled.
On the contrary, there seem to be prohibitions on their Shari[ah -based parallels.

However, this does not imply that the Islamic financial system does not provide
for risk management possibilities. Nor does it imply that the Islamic financial
system involves a huge loss of efficiency because of its emphasis on ethical norms,
such as, prohibition of riba, gharar, qimar and maysir. We demonstrate using
several contractual mechanisms from the Islamic law of contracts that the Islamic
system does provide for risk management solutions. Islamic banks would do well
to direct all their research efforts towards unearthing such solutions, which would
address their twin concerns of efficiency and ethics.
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CREDIT RISK MANAGEMENT:

A FRAMEWORK FOR ISLAMIC BANKING

TARIQULLAH KHAN

1. INTRODUCTION

Compensation based re-structuring of credit is the well-known form of the
prohibited Riba (interest), namely, Riba Al-Jahiliyyah. However, credit risk is the
most important source of banking instability23 and capital is widely recognized as
an effective safeguard against the insolvency of banks. Following the 1988 Basel
Accord, regulators impose judgmental minimum capital requirement of 8% of total
risk weighted assets. The same will also continue under Basel II.

Islamic banks present a special case. Investment deposits participate in the
banks’ business risk. Therefore, insolvency may not be a serious systemic concern.
However, efficient utilization of capital is a vital determinant of the relative
competitiveness of banks. Risk management aims at the optimal utilization of
capital. The rapidly changing regulatory framework, technology and information
environment make risk management as an imperative for the survival of Islamic
banks.

The Basel II Accord provides regulatory capital incentives for better risk
management by banks. The proposal itself may not be feasible for immediate
application in many developing countries. However, even before its official
launching, it is motivating banks to pay attention to their risk management systems
and processes. This way Basel II has already created additional business risks for
banks in the form of competition in risk management. Islamic banks being as a part
of the banking industry can not ignore these realities.

The Shari[ah compliance requirements of Islamic banks make it imperative for
these banks to adapt or develop credible and internationally acceptable frameworks
for credit risk management. Keeping in view the different nature of credit risks
underlying the Islamic modes of finance, in this paper we discuss a simple but
potentially useful framework for credit risk management in Islamic banks. The

23 Credit Risk comprises of default risk, spread risk, recovery rate risk, down grade risk, and
concentration risk. Default risk is most closely related to the banking book loan portfolios. Islamic
banks do not have any significant trading book portfolios in fixed income instruments and their assets
are overwhelmingly in banking book. Therefore, default risk is the most significant credit risk for
Islamic banks. In general, default risk is the possibility of income loss due to delay in payment or
non-repayment of credit and interest by the obligor. It covers over 80% of risks in an average banks’
banking book asset portfolio. Hence it is the cause of over 80% cases of bank failures.
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proposal is being offered for initiating discussion on the subject and shall not be
seen as an operational mechanism as such.

2. NATURE OF CREDIT RISKS IN ISLAMIC BANKS

The prohibition of compensation-based restructuring is the basic feature of the
Islamic credit culture2. As a result, from the perspective of banks, so far there is no
financial remedy for a default except for liquidation and other administrative
measures, which do not compensate the bank. This adds a unique dimension to
credit risk management in Islamic banks. Since there is no inbuilt mechanism for
protecting the bank against a default, success or failure in default risk management
will indeed determine the future survival of the Islamic banking system.

Islamic banks face unique credit risks because they utilize diverse modes of
finance. A number of recent studies analyze these unique risks3. Khan and Ahmed
(2001) explore the perception of Islamic banks regarding the credit risks
underlying various Islamic modes of finance. The respondents were asked to make
judgmental ranking from I (not severe) to 5 (highly severe) of credit risk
underlying the various Islamic modes of finance4.

This ranking can therefore be taken as a basic indicator of facility related credit
risk in the Islamic financial industry. The Islamic banks’ perception in this regard
is given in table-1. Islamic banks consider Musharakah the most risky facility and
Murabahah the least risky one. Other Islamic modes of finance fall in the middle
of these two extremes cases. It is important to note that banks did not consider
Murabahah as a risk free facility5. This is perhaps due to the fact that the most

2 See El-Gari (2003) for survey of Shari[ah issues in this area.
3 See, in particular Sundararajan and Errico (2003).
4 It may be noted that judgmental ranking is an acceptable measure of risk. Indeed most regulatory
parameters such as minimum capital requirements of 5 % core capital and 8 % total capital, risk
weighting of assets etc. are all judgmental.
5 Iqbal et al (1998) provide information on the composition of Islamic banks’ credit by modes of
finance. They report Murabahah as 67%, Musharakah 6%, Mudarabah 5%, Ijarah 7% and other 15%
of the total banking book asset portfolio of Islamic banks. Thus far financing facility wise, we do not
see any imprudent anxiety towards concentration and undue exposure. One may however note that
previous studies have shown much higher reliance of Islamic banks on Murabahah. In addition there
is growing ideological pressure on Islamic banks to avoid mimicking conventional banks and revert
strongly to the paradigm version of Islamic banking by offering more of Musharakah and Mudarabah
types of financing. The more the Islamic banks will use the riskier modes, the higher will be the
requirement for them to put more owned capital. Iqbal et al (1998) also provide data on the exposure
of Islamic banks to different industries. Again trade financing absorbs 44% of the asset portfolio of
Islamic banks for the same group of banks. Since Murabahah is absorbing 67% of Islamic banks’
assets and trade 44%, there is a significant mismatch implying that Murabahah is not only used in
trading but in other sectors as well. Remaining credit portfolio of Islamic banks comprised of industry
13%, real estate 12%, services 7%, agriculture 4% and others 20%. As an industry Islamic banking
thus has no sign of imprudent concentration.
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important component of credit risk is the credit position of the obligor, which the
question did not cover.

Table-1 Perception of Islamic Banks about Credit Risk
(Rank – 1 not severe, 5 highly severe)
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The different Islamic modes of finance should also have their unique risks with
respective to the various lines of businesses, obligors of different credit rating
positions (probability of default), size and maturity of the facility. It can be
visualized that we have a much more complex picture of the credit risk underlying
different Islamic modes of finance. In table-2 we illustrate this complexity by
mapping the hypothetical credit risk underlying different Islamic modes of finance
in terms of maturity and business lines.

It is easy to visualize for example that Murabahah facilities of different
maturities will have different credit risks even if given to the same obligor in the
same business line. For example, a Saudi Riyals 100 Murabahah facility given to a
grocery store for one year will have lesser credit risk exposure as compared to the
same size of facility given to the same store for 2 years. In addition, different
Murabahah facilities will have different credit risk exposures depending on the
credit position of different obligors. Same is the case with other modes of finance.
Using table-2 we can compare the credit risk exposures of different modes of
finance, size of facilities, credit rating of obligors, maturity of the facilities and
business lines. Each mode of Islamic finance is expected to have its own unique
risk with respective to the business line, the obligor, the size and maturity of the
facility. Therefore, unless the risk of each mode of finance is assessed separately,
the true risk of the modes and the underlying assets could not be correctly
understood. This requires a suitable risk management framework to cater to the
uniqueness of each mode, yet at the same time the framework must also be simple
in application and comprehensive in coverage.
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3. A PROPOSED FRAMEWORK

Sound credit culture is the fundamental requirement of a credible credit risk
management system and the Islamic banks are no exception. Rather, due to the
unique risks of Islamic modes of finance, the Islamic banks need to ensure the
implementation of the standard “due-diligence” processes as a minimum risk
management requirement.

In addition, a critical look at the illustration provided in table-2 reveals that for
risk assessment, it is imprudent to group together the assets financed by different
Islamic modes of finance. It is rather more appropriate to assess the credit risks
underlying each Islamic mode of finance separately on an individual basis. Such an
exercise can be instrumental in internally allocating bank capital to each mode on
the basis of its risk profile. This will also facilitate the efficient utilization of capital
and set in place proper internal control systems.

In table-3 we use the judgmental assessment of the risks of different Islamic
modes of finance by the Islamic banks as reported in table-1 above. This
information can be utilized for risk weighting the Islamic bank’s assets and for
internal capital allocation to the various modes of finance.

We make basic assumptions to interpret the information given in Table-3. Total
fund commitments are assumed to be $10,000 which can take the form of any
single Islamic mode of finance listed in table-3. We assume that at the time of the
default event, 50% of the committed funds were utilized. Therefore, the exposure
at default (EAD) is 50%. Hence in this example, the value of the asset on the
balance sheet is $5,000 at the time of default. Further, we assume that default event
will cause a value loss worth 50% of the asset on the balance sheet, i.e. the loss
given default (LGD) is 50% or $2,500. Minimum Basel capital requirement is 8%
and the benchmark asset is 100% risk weighted; the benchmark asset is a
Murabahah facility. The risk weigh (w) of this Murabahah facility is taken as the
base for an index of the risk weight of the other assets. Finally capital requirement
of each asset can be calculated by the formula: C*EAD*LGD*W*8%6. The
method assigns a risk weight to individual assets using the benchmark asset, in this
case Murabahah as the reference point. It requires LGD estimates. It profiles the
risk of each asset (facility) individually and separately.

6 Based on ISDA (2000)
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Column 4 of table-3 shows the 8% capital requirements for the various Islamic
modes of finance based on a LGD of 50%. Column 5 gives the capital
requirements for the individual modes based on the LGD of 100%. Column 6 gives
the capital requirement using the Basel 100% risk weight. Comparison of the
results of the three columns shows interesting and useful results. The Basel capital
requirement remains the same for all modes irrespective of risk factors. The
proposed framework allocates more capital to riskier modes and less capital to
safer assets. If the LGD is 100%, only the benchmark asset is covered by the Basel
8% capital requirement. For the rest of the modes the Basel capital requirement
falls much shorter of the economic capital requirement. Hence the proposed
framework ensures that riskier Islamic modes of finance must be allocated more
capital and less riskier modes should be allocated less capital.

Table-3 Judgmental Internal Capital Allocation by Mode of Finance

(2)
risk

Perception

(1)
Modes of
Finance

1 to 5
ranking

%
of 5

(3)
Risk Weigh
(w); Index =
Murabahah

= 100

(4)
Capital

requirement
in dollars
with an

LGD 50%

(5)
Capital

requirement
in dollars
with an

LGD100%

(6) Basel
minimum
8%, 100%
RW As
capital

requirement
Musharakah 3.69 73.8 144;w=1.44 288 576 400
D.
Musharakah

3.33 66.6 130;w=1.30 260 520 400

Mudarabah 3.25 65 127;w=1.27 254 508 400
Salam 3.2 64 125;w=1.25 250 500 400
Istisna[ 3.13 62.6 122;w=1.22 244 488 400
Ijarah 2.64 52.8 102;w=1.02 204 408 400
Murabahah 2.56 51.2 100;w=1.00 200 400 400

The application of the 1988 Basel credit risk weighting system and the
standardized risk weighting system of Basel II do not differentiate between the
risks of individual assets and require assets (modes of finance) to be grouped with
the same level of capital for all assets in a risk category irrespective of the assets’
individual risk profiles7. However, the internal ratings based approaches of the
Basel II provide a better framework to capture the true risks of the individual
Islamic modes of finance. Under this approach, with the approval of supervisors,
banks can use their own assessment of their asset risk components, namely,
probability of default (PD), loss given default (LGD), exposure at default (EAD),

7 For example, under the Basel 1998 credit risk weighting system, assets are grouped into 0%, 20%,
50% and 100% risk categories. Under the proposed Basel II external credit assessment-based
standardized approach, for claims on claims on sovereigns, the risk weight groups are, 0%, 20%,
50%, 100%, 150% and 100%
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and effective maturity of facility (MOF) – for meeting the regulatory capital
requirements. In the foundation internal ratings based approach banks use their
own PDs; supervisors will assign LGDs, EADs and MOFs. In the advanced IRB
approach, banks will be allowed to use their own PDs, EADs and MOFs.

The internal rating based approach is suitable for the Islamic modes of finance.
However, its application requires credible technical capabilities within banks. The
Islamic banks have no other option but to invest in resources to develop these vital
technical capabilities. These capabilities can be developed in the medium and
longer run. However, there is a need for initiating the process with some basic and
simple form of systemic framework.

Since the foundation IRB approach of Basel II allows banks to use their own
PDs and the other three risk components to be applied by the supervisors, this
approach may be taken by the Islamic banks as a starting point to initiate an
internal credit risk management framework. This will require the banks to build
risk-based inventories of all their assets under the various modes of finance
separately. Since the banks require to develop the PD profile to start with, the
Islamic banks must build their own judgmental PDs of their individual assets
utilizing the existing method available for such purposes8.

Banks often can have the record of the maturities of their facilities. The assets
can thus be mapped in accordance with these two basic risk components. The
ISDA Index approach given in table-4 provides an example of such a mapping. The
approach takes PD range of 0.17%-0.25% and facility maturity of 3 years as the
benchmark asset with a risk weight of 1. Risk weights of all other assets are
mapped with this reference point and according to the assets’ PDs and maturity
time. It is not our purpose to suggest that the Islamic banks shall use this method.
However, the mapping of PDs and maturities of various assets does not violate any
Shari[ah requirement. The classification of assets in accordance with their PDs
provides a simple, highly flexible comprehensive framework to start with.

8 Such as Z-scores, Zeta-scores and other credit analysis techniques
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Table-4 Index Relative to 3 Year Asset

with Default Probability of 0.17%-0.25%=100

Probability of
Default %

0.5
Yr

0.5-
1 Yr

1-2
Yr

2-3
Yr

3-4
Yr

4-5
Yr

5-6
Yr

6-7
Yr

7-8
Yr

8-9
Yr

> 9
Yr

0.000.25 6 8 12 17 21 25 28 32 36 40 43
0.0250.035 9 12 17 23 29 35 40 46 51 56 60
0.0350.045 13 17 24 31 38 46 52 58 66 73 80
0.0450.055 16 20 28 36 44 52 59 65 74 81 89
0.0550.065 18 24 32 41 49 58 65 73 81 89 98
0.0650.085 22 29 38 47 56 65 73 81 91 100 109
0.0850.115 27 34 45 56 66 76 85 94 104 114 123
0.1150.165 36 46 59 72 86 97 108 119 130 140 151
0.1650.255 48 60 80 100 118 134 149 164 178 191 203
0.2550.405 72 86 108 130 150 168 186 202 216 230 241
0.4050.635 100 119 145 172 195 216 236 254 269 283 294
0.6350.915 140 163 190 215 238 257 275 292 305 317 327
0.9151.335 181 207 231 253 273 290 307 321 331 342 351
1.3351.945 240 271 293 312 330 345 359 371 379 388 395
1.9453.875 370 409 420 430 440 450 457 463 466 473 476
3.8757.705 662 716 719 721 724 726 727 727 727 727 727
7.70514.995 1083 1163 1164 1166 1166 1168 1168 1168 1168 1168 1168
14.99520.000 1619 1718 1718 1718 1718 1718 1718 1718 1718 1718 1718

Source: ISDA (2000)

4. CONCLUSION

As perceived by the Islamic banks, different Islamic modes of finance have
different credit risk characteristics. This requires that there should be a credit risk
management framework which can capture the credit risks of the different Islamic
modes of finance separately and on an asset by asset basis. This will facilitate the
internal capital allocation to these modes by banks on a more rational basis. It will
also be consistent with the capital incentives provided under the proposed Basel II.

The paper discussed and related an existing framework to the Islamic modes of
finance with an objective to initiate discussion on the subject. The framework
requires the Islamic banks to develop their judgmental probabilities of default for
their various assets and develop risk-based inventories of their assets. This process
can be initiated by most Islamic banks utilizing the existing credit analysis tools.

The implication of the framework would be to allocate more capital to riskier
modes of finance. Hence Islamic banks will feel taxed by using the more risky
modes such as Musharakah. The banks will feel compulsion to standardize their
modes of finance to minimize the underlying credit risks. Thus the framework is
expected not only to motivate credit risk management in Islamic banks, but is also
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expected to promote financial engineering and product development. This is
required by the rapidly changing regulatory, technological and information
environment.
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INTEGRATED OPERATIONAL RISK MANAGEMENT

RASHIDUL HOSSAIN

The level of risks across a bank's activities are becoming more complex due to
deregulation and globalization and the increasingly sophisticated technology. As a
result a bank now a days faces other risks than credit and market. We can cite few
examples of these other risks as follows:

i. Growing use of highly automated technology has the inherent risk of
system failure if not managed properly.

ii. E-commerce has the potential risks of internal and external fraud and
system security.

iii. Acquisitions, mergers, de-mergers and consolidations create pressures on
the bank's systems capabilities.

iv. Growing volume of services being provided by banks now a days requires
maintenance of high level internal controls and back-up systems.

v. Banks engage in credit derivatives, netting arrangements and assets
securitizations to optimize their market and credit risks which may lead to
legal risks.

These various risks are together characterized as "Operational Risks".

1. DEFINITION OF OPERATIONAL RISK

The Basel Committee has defined operational risks as "the risk of loss resulting
from inadequate or failed internal processes, people and systems or from external
events. This definition includes legal risks but excludes strategic and reputation
risk.

It is important that the banks should have clear understanding of the operational
risks being faced by them in order to manage and control these risks effectively.
The Basel Committee has identified operational risk events which may, if not
managed or controlled properly, lead to substantial losses. These events include
followings:
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i. Internal Fraud like misreporting of positions, employee theft and insider
trading on an employee's own account.

ii. External Fraud like robbery, forgery, cheque kiting and damage from
computer hacking.

iii. Employment practices and work place safety like workers compensation
claims, violation of employee health and safety rules, organized labor
activities, discrimination claims and general liability.

iv. Fiduciary breaches, misuse of confidential customer information, improper
trading activities on the bank's account, money laundering and sale of
unauthorized products.

v. Damage to physical assets resulting from terrorism, vandalism,
earthquakes, fires and floods.

vi. Hardware and software failures, telecommunication problems and utility
outages.

vii. Data entry errors, collateral management failures, incomplete legal
documentation, unapproved access given to client accounts, and vendor
disputes.

2. NEED FOR OPERATIONAL RISK MANAGEMENT

Management of specific operational risks is not a new practice. Banks have
been relying upon internal control process and internal audit function to manage
operational risk. Banks have always attached great importance to ensuring a proper
process to prevent fraud, maintain the integrity of internal controls and reduce
transaction processing errors, etc.

However, the new view is to look upon operational risk management as a
comprehensive practice similar in principle to the management of credit and
market risks. A number of high profile operational loss events worldwide have led
banks and regulatory supervisors to view operational risk management as a
comprehensive discipline considering operational risk as a distinct class of risk
comparable to their treatment of credit and market risk.

Operational risk differs from other banking risks such as credit, market or
liquidity risks in that it is typically not undertaken in anticipation of a reward.
Operational risk exists in the ordinary course of banking activities. Failure to
recognize and adequately manage operational risks may lead to increased
probability that some risks will remain undetected and therefore, not controlled and
expose the bank to substantial losses.



409

Bank management need to place high priority on effective operational risk
management and adherence to sound operating controls by developing an
appropriate risk management environment. Effective operational risk management
calls for high standards of ethical behavior at all levels of the bank. An
organizational culture needs to be established through actions and words
demanding high level integrity for all employees in conducting bank transactions.

3. ELEMENTS OF OPERATIONAL RISK MANAGEMENT

i. A well defined operational risk policies should be laid down. For example,
there should be clear guidelines for off-hour trading, vetting of legal
documents, etc.

ii. Standard terminology should be established for risk identification. For
example, technology risk would include system failures or people risk
would include failure to recruit skilled staff, etc.

iii. A process map needs to be developed for each business unit. Various risks
arising from each business unit in terms of people, process and technology
need to be assessed.

iv. Operational risk assessment must include a review of the probability of
operational failure and the magnitude of the potential loss resulting from
such failure.

v. A clear guideline needs to be laid down to manage operational risk
exposure along with the mitigation strategy.

vi. Frequency of risk assessment should be stipulated. Risk assessment needs
to be updated following the initial assessment if the bank's risk profile
changes e.g. introduction of a new technology or launching a new product,
etc.

vii. Reporting mechanism needs to be developed to present the risk assessment
results to the relevant management for review and necessary actions.

4. MEASUREMENT APPROACHES

Basel Committee has stipulated three approaches for calculating operational risk
capital charges. These approaches are as follows:

i. The Basic Indicator Approach.

ii. The Standardized Approach.

iii. Advanced Measurement Approaches (AMA).
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Banks are expected to use an approach that matches its risk profile and level of
sophistication of its operations. However, a bank will not be allowed to revert to a
simpler approach once it has chosen a more advanced approach without
supervisory approval.

If the supervisor determines that a bank which has chosen a more advanced
approach no longer meets the qualifying criteria for this approach, it may require
the bank to revert to a simpler approach for some or all of its operations until the
bank meets the conditions stipulated by the supervisor for returning to a more
advanced approach.

Supervisors will review the capital requirement produced by the bank using any
of the operational risk approaches for general credibility, specially in relation to the
bank's peers. If there is a lack of credibility, appropriate supervisory action will be
considered.

5. THE BASIC INDICATOR APPROACH (BI)

A bank using the BI Approach must hold capital for operational risk equal to a
fixed percentage (called alpha) of average annual gross income over the previous
three years. Gross income represents total net interest income and net non-interest
income. It should be gross of any provisions, excluding realized profits/losses from
the sale of securities, extraordinary or non-recurring items as well as income
derived from insurance.

6. THE STANDARDIZED APPROACH.

Under Standardized Approach, a bank's activities are broken down into eight
business lines such as corporate finance, trading & sales, retail banking,
commercial banking, payment & settlement, agency services, asset management
and retail brokerage.

Gross income within each business line serves as a proxy for the scale of
business operations and thus the likely scale of operational risk exposure within
each of these business lines. The capital charge is calculated for each business line
by multiplying gross income by a factor (called beta) assigned to that business line.
Beta serves as a proxy for the industry-wide relationship between the operational
risk loss experience for a given business line and the aggregate level of gross
income for that business line.
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7. ADVANCED MEASUREMENT APPROACHES (AMA)

Under the Advanced Measurement Approach (AMA) the regulatory capital
requirement will equal the risk measure produced by a bank's internal operational
risk measurement system using the quantitative and qualitative criteria stipulated
for the AMA. A bank can choose to adopt AMA subject to approval of its
supervisory authority.

8. GENERAL CRITERIA FOR STANDARDIZED APPROACH OR AMA

A bank must satisfy the following minimum criteria in order to be eligible for
use of the Standardized Approach or AMA:

i. The bank's Senior Management are actively in overseeing the operational
risk management framework.

ii. Has a conceptually sound risk management system and is implemented
with integrity.

iii. Has sufficient resources in the use of the approach in the major business
lines as well as the control and audit areas.

Bank supervisor have the right to monitor the initial period before permitting
Standardized Approach to be used by a bank for regulatory capital purpose.
Likewise a bank using AMA will be subject to initial monitoring by the bank
supervisor before allowing the bank to use AMA for regulatory capital purpose.

During the initial period the supervisor will be able to determine whether the
approach is credible and appropriate. A bank's internal measurement system must
reasonably estimate unexpected losses by using internal and relevant external loss
data, scenario analysis and bank-specific business environment and internal control
factors.

The bank's measurement system must also be capable of supporting an
allocation of economic capital for operational risk across business lines in a manner
that creates incentives to improve business line operational risk management.

9. RISK ASSESSMENT FRAMEWORK

The operational risk assessment across the bank or a specific segment of a bank
in terms of probability of operational failure and the magnitude of potential loss
essentially involves following steps:
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10. INFORMATION GATHERING

Information should be collected to conduct a complete assessment of all
operational risks. Information so collected needs to be discussed with the relevant
managers to ensure accuracy. Sufficient reliable historical data should be available
to forecast the probability and magnitude of operational losses.

11. RISK ANALYSIS

Information should be analyzed in terms of risk categories; people, process and
technology. For example, one has to ask whether the business unit adequate people
with right skills and available whenever needed.

12. VALIDATION

After conducting the risk analysis, the conclusion of the assessment needs to be
validated. Knowledgeable and experienced senior management should be involved
in validating the conclusion of the assessment.

13. REPORTING

The overall assessment of probability of operational failures and the magnitude
of the potential loss the business as a whole or a segment of the business needs to
be presented to relevant senior management for review and necessary actions.

14. INTEGRATED OPERATIONAL RISK MANAGEMENT (IORM) AT
ADIB

ADIB has developed a process based internal risk measurement model to
identify and address operational risks across the Bank. To execute this mechanism,
an operational risk management section (denoted Total Risk Management or TRM)
has been created under Strategic Planning.

All processes within the department are flowcharted, a risk assessment on the
processes is conducted, and the findings are reported to senior management. After
management feedback, a mitigation strategy is developed to reduce the
departments risk exposure.

TRM is working on enhancing the internal risk measurement model to meet the
requirements of the Advanced Measurement Approach for measurement of
operational risks under The New Basel Capital Accord.
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A VALUE-AT-RISK FRAMEWORK FOR ISLAMIC BANKS

SAM R. HAKIM

1. INTRODUCTION

In recent years, the balance sheets at Islamic commercial banks have grown
substantially and become progressively more diverse and complex. To a large
extent, this reflects the sharp growth in the non-standard transactions in which
Islamic banks are the principal dealers. To manage market risks, standard
commercial banks have developed large scale risk measurement models. While
approaches may differ, all such models measure and aggregate markets risks in
current positions at a highly detailed level. The models employ a standard risk
metric, Value-at-Risk (VaR) which is a lower tail percentile for the distribution of
profit and loss (P&L). VaR models have also been sanctioned for determining
market risk capital requirements for large banks by US and International banking
authorities through the 1996 Market Risk Amendment of the Basel Accord24.
Spurred by these developments, VaR has become a standard measure of financial
market risk that is increasingly used by other financial and even non-financial firms
as well.

The general acceptance and use of large scale VaR models has spawned a
substantial literature including statistical descriptions of VaR and examinations of
different modeling issues and approaches (see Jorion 2000). Yet in the context of
Islamic banks, a lot less is known about how such models need to be ‘tweaked’ in
order to reflect the specific risks of these financial institutions. In general, the
performance of current VaR models reflects difficulties in structural modeling
when portfolios are large and complex. Large portfolios can have exposures to
several dozen market risk factors. While interest rate movements may not be one of
them for Islamic banks, there is s slew of other factors that range from foreign
exchange, inflation, and all the way down to individual counterparty credit rating
(Marshall and Siegel, 1997).

2. BUSINESS RISKS: TRADITIONAL VS ISLAMIC BANKING

I begin by contrasting the inherent risk differences between Traditional and
Islamic banks. One notices that a significant difference is bound to create
dissimilar risk profiles. For example, Profit and Loss (P&L) from trading activities
is non-existent for Islamic banks. On the other hand, these banks tend to be more
concentrated in property and other non-financial assets and therefore have a sizable

24 Group of Thirty (1993)
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liquidity exposure. This factor is compounded by the absence of an Islamic money
market which makes it difficult to manage their liquidity position. Table 1 attempts
to capture the risks in banking. For example, credit is a prominent risk driver in
traditional banking. In Islamic banking, lending activities are replaced by equity
positions. From agency theory, one would expect that the two approaches to
banking will lead to a substantial variability in moral hazards and adverse
selection. Another characteristic of Islamic banks is a larger concentration in
emerging markets, a factor which exposes the bank to a host of potential sovereign
risks and regional credit issues.

I propose a model to reduce the number of factors required to adequately
evaluate the market risk for an Islamic Bank while maintaining the accuracy of the
VaR forecast. It is virtually impossible for any model to turn out daily VaRs that
measure the joint distribution of all material risks conditional on current
information. In practice, bank models employ approximations to reduce
computational burdens and overcome estimation hurdles (Pritsker, 1997).

To that end, I limit the analysis of the fluctuation in the P&L to three primary
risk drivers: the interest rate, foreign exchange rate, and inflation. Daily bank P&L
data is proprietary and difficult to obtain. Instead I rely on data available from the
bank’s quarterly filing of its financial statements. For illustration purposes I select
one of the largest Islamic financial institutions Al Rajihi Bank in Saudi Arabia. I
note, however, that the analysis is applicable to any Islamic financial institution
because it is predicated on the concentration of assets and liabilities in profiling a
bank’s risk exposure. To elaborate on the choice of the risk factors, I point out that
all Islamic banks do not operate in a vacuum. While the general structure of their
balance sheet may have limited exposure to interest rates, the actual volumes in
each account are not. As interest rates rise sharply, for example, an Islamic Bank
my lose deposits to competitors and experience a major crunch in liquidity.
Another factor is inflation. With it, a securitized asset increases in value but not the
repayment amount which will depreciate. Over a short period of time, the inflation
risk is limited. However, if the bank is calculating its risk exposure over the term of
the securitized asset, the risk can easily snowball and will be proportionate to the
duration of the asset in question.

3. PORTFOLIO VaR FOR AN ISLAMIC BANK

Given the volatilities of the market risk factors and the correlations between
them, it is possible to calculate the VaR for the entire bank portfolio. As an
illustration, let Rt+1 represent the return on the bank’s P&L during day t+1. We
assume the periodic return has a normal distribution with mean 0 and forecasted
volatility st , that is Rt+1~N(0, st

2). The P&L is a function of normally distributed
market risk factors Mt at time t and fixed positions hi representing the weight of
each asset in the bank’s portfolio. The volatility of the portfolio is st 2 = h’h
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where  is a m x m matrix of the forecasted covariance of the m risk factors and h’
is a vector of asset holdings with typical element hi , i = 1, …., m. The VaR
measure is the forecasted volatility st multiplied by the standard normal deviate
for the selected confidence level c over a period t. More formally,

Where Φ-1(.) is the inverse cumulative distribution function for the Standardized
Normal Distribution, and α= Φ-1 (1-c). For c = 99%, α= 2.33 (one tailed
confidence level of 99%). The forecasted covariance of the market risk factors can
be written as:

where the volatility of the ith factor is σσσσi and the correlation between the ith and the
jth factor is ρρρρij (with ρρρρij =1).

There are two methods25 to forecast the elements of the covariance matrix Σ.
The preferred method is the ‘forward look’ which uses the implied volatilities from
derivative instruments. Implied volatilities on the 3m LIBOR, are widely available.
This is not the case, however, for the Saudi Consumer Price Index, and to some
extent the forward exchange rate of the Saudi Riyal vis-a-vis the US dollar.
Alternatively, practitioners calculate the volatilities from historical data. A rule of
thumb for the historical method is to compute the volatilities over the preceding 12
months. I adopt this approach in this paper and examine the risk of a bank over 1
quarter (∆t = ¼), based on a 99% confidence interval for VaR (c = 99%).

4. RESULTS

The forecasted covariance matrix is reported in Table III. The square root of the
diagonal elements represents the historical volatilities for the Saudi Riyal, 3 months
LIBOR, and the Saudi price inflation. The covariances between the three risk
factors are obtained from the off diagonal elements. As expected the sign of the
covariance between inflation and the exchange rate is negative suggesting that
higher prices lead to currency depreciation.

25 See Lopez and Walter (2000) for methods to evaluate the forecasts of the covariance matrix.
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Table IV reveals the portfolio weights (vector h’) for Al Rajhi Bank as of
3/31/2003. The weights together with the forecasted covariance matrix are used to
compute a quarterly VaR at a 99% confidence interval. The amount at risk is
2.05% of the quarterly Bank’s P&L, which amounts to SR 8.7 million at the end of
the first quarter in 2003.

With normally distributed market risk factors, the expectation of the absolute
value |Rt+1 | is:

which is a linearily increasing function in the forecasted volatility st . For Al Rajhi
Bank, the equation leads to SR 2.99 m. If the market risk factors are not normal26,
the coefficient of the standard deviation will differ from 2/. For instance, when
the conditional distribution is a Student-t with 6 degrees of freedom, which is
typical of daily financial series such as exchange rates, the coefficient is 0.74
instead of 0.80.

In practice, a bank reports its daily P&L internally. To compute the daily VaR,
the bank needs to estimate its daily volatility as:

t (daily) = st / N

where N = 63 represents the number of Business (or trading) days in a quarter
(assuming 21 such days in one month).

5. CONCLUSION

The rapid growth and development of the Islamic financial system has placed
increasing disclosure pressure on Islamic Banks to reveal their internal practices in
risk management. This paper contrasted the risks in Islamic versus traditional
Banking. While many risks are similar, the specific challenges facing Islamic
Banks remain the lack of (1) financial instruments that would enhance their
liquidity and (2) secondary money and interbank market. In particular, the money
and interbank market is important to gainfully deploying surplus cash and ready
borrowing during a liquidity shortage and provide safeguards to market participants
by ensuring deal compliance and security.

This paper focused on other risks common to traditional Banking to

26 For evaluating the VaR’s measurement error, see Ju and Pearson (1999).
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demonstrate how the concept of value at risk can be applied in an Islamic context.
Using quarterly P&L data from Al Rajhi Bank in Saudi Arabia, I identified 3 main
risk drivers which contribute to the volatility of the bank’s P&L. Based on their
statistical properties and respective weight in the P&L, I introduced the concept of
the ‘P&L at risk’ which varies proportionately with the degree of confidence a
bank selects. I also derived a quarterly risk measure of a positive expected return
on the assumption that the risk factors were normally distributed and showed that
there was little variability of that result if other distributions are assumed. The
paper concluded with a application of how the bank could apply the VaR to its
daily P&L.
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Table 2
Al Rajhi Bank

Distribution of Quarterly P&L 1997-2003
(SR ‘000)


Mean 378,735
Median 375,228
Standard Deviation 60,134
Kurtosis -0.9053112
Skewness 0.2074201
Range 215,811
Minimum 274,226
Maximum 490,037
Count 25
Smallest(1) 274,226
Confidence Level (95.0%) 24,822

Distribution of Al Rajhi Bank
Quarterly P & L 1997-2003
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VALUE-at-RISK (VaR) ANALYSIS: AN APPLICATION TO SOME
EMERGING COUNTRY BANKS

M. KABIR HASSAN

1. INTRODUCTION

Risk for a bank may simply be defined as the probability of occurrence of any
value-reducing event on banks’ investments. Taking the precautions against
expected loses is the fundamental step of risk management. The aim of risk
management is to measure possible losses a bank face when market variables
change against the advantage of the bank and to protect asset values. The risk
measurement methods applied may be classified as the traditional risk management
methods (GAP Analysis, Duration Analysis, Statistical Analysis and Scenario
Analysis); modern portfolio theory (variations from the mean); and value-at-risk.
(Active Research Group, 2000;15). Among these risk measurement models value-
at-risk (VaR) has nowadays widely accepted for risk measurement in banking. VaR
defines and measures risks as the maximum possible losses of a portfolio of assets
in monetary terms ($, Euro) over a period of time (1- or 10-working day) for a
given confidence level (99% or 95%). The application of VaR for measuring
banking risks and determining capital adequacy have become an obligation for all
banks in many financially developed countries. The popularity of VaR may be
explained by its easy implementation, acceptance by top management and being
strongly suggested by BIS. VaR provides a way to consolidate all types of risks in
various bank positions and computes the market risk in a single monetary value.

Value at Risk or VaR is a quantile measure to quantify the risk for financial
institutions. VaR measures the worst expected loss over a given horizon under
normal market conditions at a given level of confidence. In a loose form, VaR
calculation models make the following statement: “We are c percent certain that we
will not lose more than V dollars in the next N days”. The variable V is the VaR of
the portfolio. It is a function of two parameters: a time period (horizon) N and a
confidence level c. Thus, when we calculate VaR for a portfolio of a financial
institution we calculate the expected loss in the portfolio’s market value over a
given horizon such as one day or two weeks (N) that is exceeded with a small
probability say 1 percent (1-c).

Accordingly, the quality of VaR for a portfolio depends on its distributional
assumption and its valuation model. Assumptions about distribution underline what
VaR model assumes about the distribution of trading revenues -profits and losses
(P&L)- of the financial firm’s portfolio or what the model assumes about the
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distribution of the underlying market risk sources upon which the portfolio’s value
depends. The valuation model underlines how VaR models relate the portfolio’s
value to different shocks in the market risk sources, or the relationship between the
return on the portfolio and the returns on the instruments included in the portfolio.

The so-called normal approach to VaR assumes that all risk factors in the
market are normally distributed and the portfolio is a linear function of those
normally distributed risks, which implies that the P&L distribution for the portfolio
is also normally distributed. Under such assumptions, VaR calculations become
easy to handle, because VaR is a multiple of the portfolio standard deviation, and
the standard deviation is a linear function of individual volatilities and covariances
of the underlying market risk factors. So all we need to calculate VaR is the
variance covariance matrix and information about the sizes of individual positions
to determine the portfolio standard deviation. Then, multiply this standard
deviation by a confidence level parameter and scale variable reflecting the size of
the portfolio.

The purpose of this paper is to apply six different VAR methods to seven
bank’s stock portfolios, and to ascertain their relative merits. Portfolios of profit
and loss (P&L) are special cases are non-normally distributed with a likely
maximum tail thickness and fast volatility. To obtain such non-normal distribution
and nonlinear relationship, this paper assumes that the trading revenue of financial
institution portfolio is evolving according to a mix of a non-affine stochastic
volatility-jump diffusion model (NASVJ) in a form mentioned by Chacko and
Viceira (2003). Such model allows for both sources of tail thickness in financial
data, as indicated by above references. It allows as well, through the non-affine
stochastic volatility, for fast updating in volatility that usually combines thick tails
and extreme events, as Airoldi (2001) suggests. In this non-affine stochastic
volatility model, volatility grows according to a non-linear square relation with its
current level.

With certain restrictions on the parameters of the NASVJ, as described in
Telfah (2003), five will-known processes are emerged: the diffusion process with
no jumps, jump diffusion process, stochastic volatility process, non-affine
stochastic volatility, and stochastic volatility with jumps. Those processes are well
known in finance literature. However, it got limited use in VaR literature. Limited
number of work including El-Jahel, Perraudin, and Sellin (1999) and Duffie and
Pan (1997) use those processes. Telfah, Hassan and Daal (2003) combines both the
stochastic volatility jumps, and non-affine structure of volatility in deriving
analytical solution for VaR. This paper applies six VAR models to seven Islamic
banks in order to ascertain their relative merits. Section 2 presents various VaR
models. Next, the VaR model used in this empirical study is reviewed and data
analysis is conducted in section 4. Section 5 discusses capital adequacy
requirement of Islamic banks. Section 6 discusses the importance of market risk
management. The paper is concluded in section 7.
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2. VAR METHODS

Measurement and management of all types of risks as a single total value within
a firm have become a very important issue in recent years. The earliest work on
measurement of value-at-risk goes bact to 1970’s. First studies have done by a few
financial intermediaries. Then, the VaR models developed by these institutions are
marketed to other firms which are unable to develop one. The most well-known
VaR model was developed by JP Morgan named as riskmetrics. (Jorion, 2001; 36-
37). After JP Morgan made its riskmetrics model available to everyone as of
November 1994, measuring risks by VaR has become very popular among
financial institutions. Nowadays banks, mutual funds, insurance firms, retirement
funds and other non-financial firms widely apply VaR for risk measurement and
management. By wide use of VaR models, the recent studies have extented market
risk measurement and included measurement of liquidity risk, credit risk and cash
flow risk.( Jorion, 2001; 13,41-43)

Risk under VaR models is defined as the maximum expected loss at a certain
confidence level over a given period of time. (Jackson, etc., 1997;48). VaR
measures the risk of an asset as a total value in monetary terms ($, Euro).
Therefore, it could be easily understood by anyone.

VaR definition is based on two fundamental elements; holding period (1- or 10-
working day) and confidence level (95% or 99%). Basel Committee suggests that
l0-working day and 99% confidence level should be used in VaR computations
while JP Morgan suggests that 1-working day and 95% confidence level could be
employed. Market risk is positively correlated with both holding period and
confidence level. Therefore, accepting a longer holding period and a higher
confidence level will increase the amount of market risk computed of the
underlying asset.

VaR value could be computed in a number of different methods. A VaR method
employed depends on the composition of the portfolio, the type of financial
institution and the market conditions. Two crucial questions should be answered
before deciding which VaR method is more appropriate to use. First, it must be
answered that whether expected future rates and prices are normally distributed. If
the movements of risk factors are assumed to fit into a normal distribution, then
movements could be defined by volatility and correlations. If the movements are
not fit into a normal distribution, then each single movement is supposed to have
its own distribution. Therefore, it is hard to measure the probabilities of expected
losses for nonnormal distributions. The best approach for handling nonnormal
distributions may be to employ scenario analysis. Second, it must be answered that
whether the changes in value and prices of the assets are linear. If the changes are
linear, changes in the value of an asset could be defined by the sensitivity of
changes in rates and prices. (Jorion, 2001; 202). In general, all assets except
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options could be assumed to be linear. Any change in value of an asset attached to
an option is dependend on expected future volatility, days to maturity and whether
an option is in-the-money . The best way of computing the changes in value of
nonlinear positions is to use simulations.

Four different approaches measuring VaR of a portfolio may be defined; deltha-
normal, deltha-gamma, historical VaR and monte-carlo simulation. In deltha-
normal approach the expected future volatility of risk factors is estimated by using
historical volatility of prices and rates. Then, the estimated volatility and
correlations are used to compute the expected changes in market value of a
portfolio. Value-at-risk for an asset could be computed by the following; (Jorion,
2001; 186)

VaR = ( MV)(CL) σ √t (1)

Where MV is the market value, CL is the confidence level, σ is the volatility of
returns and √t is the square root of the holding period.

Riskmetrics developed by JP Morgan has used the same parametric model
assuming returns on the portfolio are linearly correlated with risk factors and
returns are normally distributed. Under these two assumptions VaR can directly be
computed through the volatility and correlations of risk factors. A number of
portfolios generally meet these two assumptions such as common stocks, spot-
forward currency positions, short-term debt securities. The use of deltha-normal
method for computations of VaR will be questionable if a portfolio includes
options, interest rate derivative securities and mortgages since the linearity
assumption is violated.

In deltha-gamma approach linearity assumption in parametric models doesn’t
let the computation of VaR of portfolios that have convexity. With quadratic
assumption deltha-gamma approach overcomes this problem by including
sensitivity on second level. The application of this method requires advance
mathematics. VaR under deltha-gamma method is computed by three steps; first,
measuring gamma requires the second degree Taylor series and volatility at the
first degree; next, additions of q-square distributions represents the risk of options;
finally, use of fast fourier transformation is required. (Jorion, 2001;191).
Comparison of the actual option prices and computed option prices (by using
option pricing models such as Black-Shultz) provides estimated volatility and
correlations for estimating expected future changes in value.

Monte-Carlo simulation approach is the only one applicable for portfolios
including gamma risk and convexity. Monte-Carlo simulation technique is applied
to randomly produced expected profits or losses for a predetermined future
periods. Monte-Carlo simulation is based on historical volatility and correlations,
therefore the model produces expected scenarios. Finally, expected changes are
computed and changes are added to spot or forward price/rates to get future
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prices/rates. (Cardenas, et al., 1999; 63). Computation of VaR under Monte-Carlo
simulation includes four steps; first, volatilities and correlations among risk factors
are computed; then, expected price/rates under normal distribution using computed
volatilities are produced; next, random expected prices by transformation of
correlation matrix is produced; finally, the value of a portfolio by using computed
prices are calculated.

Historical VaR approach could be called as simplified Monte-Carlo simulation.
This model uses historical data to produce scenarios. Therefore, the assumption of
normality and the computation of volatility and correlations are not required. The
scenarios used in this approach are usually a mixture of observed prices/rates in
the past and educated quess. Under this method, number of scenarios with
probability distributions are applied. Therefore, the result of the computations is
the probability distribution of VaRs.

Determining which VaR method to be employed in risk measurement depends
on the composition of the portfolio. The most convenient approach for a portfolio
which includes no options may be considered as delta-normal method. If a
portfolio includes options, then historical VaR or Monte Carlo simulation method
could be a better choice. (Jorion, 2001; 25). In general, none of any single VaR
approach in computing VaR for all types of risks and various market conditions is
the best. Therefore, the VaR method chosen should be based on the types of risks
to be measured, the composition of portfolios, and current and expected market
conditions.

3. COMPARISONS OF NEW VAR METHODS

Application of different VaR methods provides different VaR estimates.
The estimates from different VaR methodologies sometimes not even close.
Generally speaking the choice of the method depends on the composition of the
portfolio. VaR methods always compared among each other regarding several
considerations. The first is the ability to capture risk factors underlying portfolio
returns, with the assumption that the portfolio includes positions in options and
fixed income securities. The second consideration is the easiness of
implementation. The third is how quick in terms of time computations can be
implemented. Other considerations that usually take into account are the easiness to
explain to senior management. Table (2) includes a summary of comparisons
among different traditional methods.

However, the most important comparison among different methods includes the
tradeoff between the accuracy of the estimate and the cost of implementing
computations in terms of time and the easiness of implementation. For the variance
covariance method, estimating VaR becomes burdensome when the number of
positions in the portfolio increases. That is because this method requires a
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computation for the variance covariance matrix and the correlation matrix of all
positions. In implementing the Monte Carlo simulation method, we face a tradeoff
between accuracy and computation time. On advantage for the Monte Carlo
simulation is that it can be performed under alternative assumption which is not
available for other methods. However, the Monte Carlo simulation method subjects
to the model risk and measurement error. Monte Carlo simulation method models
risk factors according to a pre-assumed stochastic process and this pre-assumed
stochastic process may be incorrect. Measurement errors may involve in all VaR
estimates, because when the true parameters are not available they have to be
estimated.

Dowd (1998, pp. 133-8) provides a detailed explanation for traditional VaR
approaches, comparisons, restrictions and a detailed summary of evidences on
those approaches. Also see Jorion (2001) and Linsmeier and Pearson (1999), and
Pritsker (1996) investigate the developments on VaR methodologies to improve the
speed of computations and the accuracy.

3.1.VaR Drawbacks

There are three major weaknesses for VaR methodologies: the implementation
risk, inability to be applied during transition periods and the assumption of constant
portfolio components during the time horizon (holding period). Implementation
risk means that implementation of the same model by different users produces
different VaR estimates. Marshall and Siegel (1997) conduct a study of
implementation risk. They compare VaR results obtained by several risk
management developers using JP Morgan's RiskMetrics approach. Marshal and
Siegel (1997) find that different systems do not produce the same VaR estimates
for the same model and identical portfolios. They explain the varying in estimates
by the sensitivity of VaR models to users' assumptions. The degree of variation in
VaR numbers was associated with the portfolio composition. Nonlinear securities
entail larger discrepancy in VaR results than linear securities. In order to take into
account implementation risk, it is advisable to accompany VaR computations for
nonlinear portfolios with sensitivity analysis to underlying assumptions.
Additionally, VaR measures generally reflect observed risks and they are not useful
in transition periods characterized by structural changes, additional risks,
contracted liquidity of assets, and broken correlations across assets and across
markets.

Finally, VaR methodologies assume that trading positions are unchanged
during time horizon. In fact, financial institutions change its portfolio
composition frequently. Therefore, extrapolation of a VaR for a certain time
horizon to longer time periods might be inappropriate. Duffie and Pan (1997)
point out that if intra-period position size is stochastic, then VaR measures
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obtained under the assumption of constant position sizes, should be multiplied by
a certain factor.

3.2.Back Testing

The Basel Standard requires financial institutions to perform back testing for
its internal VaR models. Back testing is a posterior procedure in which the
financial institution checks how often actual losses have exceeded the level
predicted by VaR. A financial institution that conduct daily VaR over a 99%
confidence level should not observe more than 1% cases of losses exceeds VaR.
For 250 days trading period, the financial institution should notice that actual
losses during that period exceeded VaR estimate only by 3 times.

Basel Standard computes the market risk capital requirement at time t by:

Where Ct is the market risk capital requirement at time t. At is a multiplication
factor ranging between three and four. SRt is the capital specific risk.

The capital specific risk is part of the market risk. According to the new capital
requirements market risk is classified into general market risk and specific risk.
The general market risk is the risk from changes in overall market factors like
equity prices, commodity prices, exchange rates and interest rates. Specific risk is
the risk from changes in prices of assets for non-market reasons.

In equation (1), the value of At depends on the accuracy of the internal VaR
model during the past periods, say past trading year. Basel Standard divides the
number of violations (the number of times when actual daily losses exceeded VaR
estimates during the last 250 days) into three zones: the green zone, the yellow
zone and the red zone. The green zone applies when there are four or less
violations, or violations happened in 1.6% of the time. In this case A takes a value
of 3. The yellow zone applies if the number of violations is between five and nine
(violations happened 2% to 3.6% of the time). In this case A takes a value between
3 and 4. The red zone applies when there are more than nine violations (more than
4 % of the time) and A takes a value of four. If A is in the red zone, the whole
model should be revised.

Wiener (1997) argue that this procedure prevents banks from setting low levels
of VaR, and with enough capital reserve safety, banks may only set upper bound
level for VaR rather than precise value. For more details regarding back testing and
Basel Standard, see Jorion (2001).
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3.3. Stress Testing (Scenario Analysis)

As we said earlier, VaR is a single, summary, statistical measure of normal
market risk. According to this definition, VaR is just a normal loss that occurs
according to normal market conditions. But when VaR is exceeded, the question
becomes by how large this normal loss can be exceeded?

Stress testing attempts to answer this question. Stress testing is not one of VaR
methods. It is rather a general method that performs a set of scenario analyses to
investigate the effect of extreme market events on portfolio returns. There is no
standard way to apply stress testing, and no standard set of scenarios to consider.
The process depends crucially on the judgment and experience of the risk manager.

Stress testing often begins with a set of hypothetical extreme market scenarios.
These scenarios might be created from stylized extreme scenarios, such as a
movement of the market rates and prices by large amounts expressed in numbers of
standard deviation moves. That might come from actual extreme events. For equity
portfolio for example, the scenarios might be based upon the extreme movements
of the U.S. equity prices that happened on October 19, 1987 when the S&P 500
moved by 22.3 standard deviations. Or for a less extreme case when the S&P 500
moved by 6.8 standard deviations on January 8, 1988.

For fixed income securities portfolio, we can use the changes in US dollar
interest rates and bond prices experienced during the winter and spring of 1994.
For foreign exchange rate we can use the changes in some of the European
exchange rates that occurred in September 1992, or the dramatic changes in the
exchange rates of several East Asian countries during the summer and fall of 1997.
After developing a set of scenarios, the next step is to determine the effect on the
prices of all instruments in the portfolio, and the impact on portfolio value. This
requires knowledge of the co-variances and correlations among different positions
in the portfolio.

There are two well-known types of stress testing, the worst case scenario
analysis (WCS) of Boudoukh, Richardson and Whitelaw (1997) and the factor-
based interest rate scenarios of Frye (1997). Boudoukh, Richardson and Whitelaw
(1997) reports that WCS result exceeds VaR estimates and WCS can be used
beside VaR estimates. Frye’s (1997) method is suitable to portfolios of bonds and
interest rate positions. It generates the scenarios based on changes in the yield
curve and factors underlying it. For details about the scenario analysis and the
modifications on it see Khindanova and Rachev (2000) and Jorion (2001).
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4. APPLICATION OF SIX VAR MODELS TO EQUITY RISK OF SEVEN
BANKS INCLUDING SOME ISLAMIC BANKS

We collect weekly stock prices of seven banks whose stocks are traded
regularly in their respective stock exchanges from Emerging Markets Data Base
published by the International Finance Corporation. These seven banks are: Al-
Watany Bank (Egypt), Arab Bank (Jordan), Bank Bahrain-Kuwait (Bahrain), Misr
Exterior Bank (Egypt), Bahrain Islamic Bank (Bahrain), Bank Negara (Indonesia)
and National Bank (Bahrain). We present the numerical estimates of VAR
measures in Tables followed by their graphs.

VaR estimates for a selective Bank sample have been calculated, for a week
time horizon and 99% confidence level. VaR numbers are calculated for the last
quarter of the sample. A one-week VaR is the maximum expected one-week loss
that will be exceeded once every 100 weeks (23 months). In every 23 months we
expect the losses to exceed the VaR number. So, every VaR number assumes that
the next week loss will exceed that VaR number with only 1 percent. Or that we
will be 99 percent confidence that our losses will not exceed that number for the
next trading week. The GBM VaR, is the VaR that has been calculated based on
the GBM process for the stock price. This process assumes that the stock price is
log-normally distributed. This VaR is equivalent to the normal VaR. It assumes
that volatility is constant. Under this process VaR is calculated based on the normal
deviate, a 99% level means that we expect a loss beyond the mean equivalent to (-
2.326) standard deviation. This VaR assumes that the distribution of the losses
have a degree of kurtosis equal 3 which is the normal distribution kurtosis.

As empirical evidence show, financial data are not normally distributed. It has
tail fatness that exceeds the kurtosis parameter for the normal distribution.
Stochastic Volatility and jump diffusion in financial data are the sources of this
kurtosis in financial data. Additionally, stochastic volatility and jump diffusion in
the data are also additional risk factors in asset returns. Unlike GBM process which
assumes that dynamics in stock prices are the only source of risk of the underlying
asset in the trading portfolio, stochastic volatility and jump diffusions assume that
also volatility and jumps are additional risk factors that might affect the underlying
assets in the trading portfolio. This additional risk factors affect the possibility of
large losses, which makes the left tail of the distribution thicker than the normal
(GBM) where there is only one risk factor which is the stock price movement.

So, the stochastic volatility and jump diffusion process are contributing in
increasing the probability of outliers and increasing the tail thickness. VaR depends
crucially on the distribution of the left tail or the distribution of losses.
Accordingly, the inclusion of stochastic volatility and jump diffusion into VaR
increases the VaR estimates.
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VaR is estimated based on three models that take tail thickness into account,
SV-VaR, JD VaR, and SVJ VaR. Those models are derived basically by deriving
numerically the cumulative distribution function ( cdf) of the asset return assuming
that the asset prices follow those processes. The cdf for those processes are
unknown. So we derived the conditional characteristic function for those processes
and then invert this process numerically to – via Fourier Inversion method, to
obtain the cdf. After obtaining the cdf, an analytical VaR equation has been derived
depends on the cdf.

As we see from the tables and the figures, VaR models that include SV, and
Jumps produce higher VaR estimates compared with the GBM VaR (the normal
VaR). That is obvious in all VaR estimates in all banks. As we note from the tables
and the figures that the stochastic volatility produces higher VaR estimate
compared with the jumps. This might lead to a conclusion that stochastic volatility
contributes to the tail thickness of the distribution more than jumps.

Inclusion both stochastic volatility and jumps together into VaR calculations
(SVJ VaR) utilizes the maximum tail thickness in the data. So VaR estimates that
result from the SVJ VaR model should be higher than the GBM VaR, the JD VaR,
and the SV-VaR. Because in this model the maximum tail thickness is used. The
tables and the figures shows the SVJ VaR produces higher estimates compared
with SV-VaR and JD VaR.

Tail thickness are associated with faster volatility updating. This means that, in
case of market crashes and collapses volatility updated faster than what the
stochastic volatility model (the square root model assumes). The dynamics in
volatility updates with a non-linear relation ship with its current level. Here we use
the non-affine stochastic volatility specification to model the faster volatility
updating. The higher the volatility the higher the VaR estimate. According with
non-affine stochastic volatility model we expect to see higher VaR estimate
compared with the affine (linear) stochastic volatility models.

Tables and figures show that VaR estimates obtained based on non affine
stochastic volatility produced higher than the non affine stochastic volatility
themselves. And that happens with NASV VaR compared with SV VaR, and
NASVJ compared with SVJ. NASV VaR estimates are higher in all the cases than
SV-VaR estimates and NASVJ VaR estimates are higher than SVJ VaR estimates
in all the cases, which means that non affine stochastic volatility structure improves
VaR estimates. It is important to note that Jumps produced higher VaR estimates
compared with the non-affine stochastic structure. Jump contributes to tail
thickness but the non-affine structure contributes on volatility, which increases it
estimates. As seen from the tables and the figures, SVJ produces higher VaR
estimates compared with the NASV, and NASVJ produces higher VaR estimates
compared with NASV without jumps.
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We conclude from the tables and the figures that, NASVJ produces the highest
VaR estimates, then the SVJ VaR, then the SV-VaR then the JD VaR and the last
GBM VaR. This means that inclusion tail thickness sources and fast updating
volatility factors significantly improves VaR estimates.

5. MARKET RISK, VaR AND CAPITAL REGULATION OF BANKS

Market risk can be defined as the uncertainty of an FI's earnings on its trading
portfolio resulting from changes in market conditions such as the prices of assets,
interest rates, market volatility, and market liquidity. This earnings uncertainty can
be measured over periods as short as a day or as long as a year. The FI is concerned
with how much it can potentially lose should market conditions move adversely;
that is:

Market risk = Estimated potential loss under adverse circumstances

The market risk in terms of the FI's daily earnings at risk will have three
measurable components:

Daily earnings at risk=(Dollar market value of the position)x(Price sensitivity of
position)x(Potential adverse move in yield)

Since price sensitivity multiplied by adverse yield move measures the degree of
price volatility of an asset:

Daily earnings at risk=(Dollar market value of the position)x(Price volatility)

How price sensitivity and an "adverse move" will be measured depends on the
FI and its choice of a price-sensitivity model as well as its view as to what exactly
is a potential adverse price (yield) move.

An Islamic bank uses various types of financial contracts. There are three types
of deposits on the liabilities side of an Islamic bank: non-investment deposits [S];
unrestricted profit-sharing investment deposits [UPLSID]; and restricted profit-
sharing investment deposits [RPLSID]. Islamic banks guarantee the principal
amount of deposits and share any monetary surplus with the S, whilst they share
the profit or losses with the UPLSID . Islamic banks provide only administrative
services to RPLSID the since the depositors are themselves actively involved in
investment decision making. This demonstrates that Islamic banks perform
fiduciary and agency roles at the same time.

Islamic banks should maintain their repayment capabilities for the risk-averse
depositors, and deliver the highest monetary return possible to the risk-taking
investors. However, the proportion of UPLSID to total assets varies depending
upon the preferences of the investors; the higher the proportion of UPLSID, the
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more significant the agency role undertaken (i.e. the give full authorization to the
bank to take all decisions relating to the investment process). On the contrary, the
higher the proportion of S, the more significant the fiduciary role undertaken (i.e.
the bank should strive to maintain the value of the first and foremost). The capital
regulations for Islamic banks should be capable of enhancing the fiduciary roles
performed for risk-averse depositors (S), and the agency roles performed for risk-
taking investors (UPLSID).

The investments of Islamic banks [on the asset side of the balance sheet] can be
classified into PLS- and non-PLS-based investments. Mudarabah and musharakah
modes of financing can be classified as PLS-based investments [PLSI], whilst
murabahah, ijarah and salam can be classified as non-PLS-based investments
[MUI-denoting ‘mark-up’-based investments]. In practice, there also exist hybrid-
types of investment [HYBI] that combine the two basic modes. (Errico and
Farahbaksh, 1998; and Haron, 1997; Dadang, Dar and Hall, 2002).

The capital regulation of Islamic banks, therefore, raises a number of
fundamental issues, which have been addressed by AAOIFI. The basic issue
surrounds the possibility of including Profit-Sharing Investment Account (PSIA)
[on the liability side of the Islamic banks’ balance sheet) as a component of capital
because they have a risk-absorbing capability. According to AAOFI, Islamic
banks’ own capital is exposed to normal commercial risk, fiduciary risk and
displacement risk. Second, all assets financed by debt-based liabilities and own-
equity should be included in the denominator of the capital adequacy ratio (CAR).
Finally, 50% of PSIA-financed assets should be included in the denominator of the
CAR. The last measure is needed to cover possible losses arising from misconduct
or negligence in investment activities.

Khan and Chapra (2000) suggest the adoption of separate capital adequacy
standards for SA and UPLSID. They argue that such a separation of capital
requirements would enhance comparability, transparency, market discipline,
depositor protection and systemic stability. Furthermore, they mention the
possibility of either keeping the demand deposits in a banking book, or pooling the
investment deposits in a securities subsidiary. This suggestion, basically, expresses
two important things. First, the need for a reliable accounting system that is able to
prevent a potential dilution between fiduciary roles and agency roles. And second,
the need to promote a system that will be able to accommodate different types of
customer preferences without jeopardizing systemic stability.

Regardless which way an Islamic bank calculates its capital requirements, it has
to have current market value of its traded investments to gauge their riskiness for
both their assets and liabilities. VAR can be a very useful tool to use, and the
current form of this method is essential to compete with conventional financial
institutions.
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6. THE IMPORTANCE OF MARKET RISK MANAGEMENT

Market risk arises whenever financial institutions (FIs) actively trade assets and
liabilities (and derivatives) rather than holding them for longer-term investment,
funding, or hedging purposes. For large commercial banks such as the money
center banks, the decline in income from traditional deposit taking and lending
activities has been matched by a greater reliance on income from trading.
Similarly, the decline in underwriting and brokerage income for the large
investment banks has also been met by more active and aggressive trading in
securities and other assets.

Trading or market risk is present whenever an FI takes an open or un-hedged
long (buy) or short (sell) position in bonds, equities, commodities, and derivatives,
and prices change in a direction opposite to that expected. The more volatile are
asset prices, the greater are the market risks faced by FIs that adopt open trading
positions. This requires FI management (and regulators) to put in place controls to
limit positions taken by traders as well as models to measure the market risk
exposure of an FI on a day-to-day basis.

Conceptually, an FI's trading portfolio can be differentiated from its investment
portfolio on the basis of time horizon and liquidity. While bank regulators have
normally viewed tradable assets as those being held for horizons of less than one
year, private FIs take an even shorter-term view. FIs are concerned about the
fluctuation in value of their trading account assets and liabilities for periods as
short as one day, so called daily earnings at risk (DEAR) especially if such
fluctuations pose a threat to their solvency. Market risk can be defined as the
uncertainty of an FI's earnings on its trading portfolio resulting from changes in
market conditions such as the prices of assets, interest rates, market volatility, and
market liquidity. The earnings uncertainty can be measured over periods as short as
a day or as long as a year.

There are at least five reasons why market risk measurement (MRM) is
important:

a) Management information. MRM provides senior management with
information on the risk exposure taken by the FI's traders.

b) Setting limits. MRM measures the market risk of traders' portfolios, which
will allow the establishment of economically logical position limits per
trader in each area of trading.

c) Resource allocation. MRM compares returns to market risks in different
areas of trading, which may allow the identification of areas with the greatest
potential return per unit of risk into which more capital and resources can be
directed.
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d) Performance evaluation. MRM calculates the return-risk ratio of traders,
which may allow a more rational bonus (compensation) system to be put in
place.

e) Regulation. The Bank for International Settlements (BIS) and Federal
Reserve now regulate market risk through capital requirements.

7. CONCLUDING REMARKS

FIs have heavily criticized the BIS (standardized) framework for measuring
market risk. First, the framework does not employ the most accurate risk
measurement techniques. Second, the standardized framework is incompatible with
large bank internal systems (such as JPM's RiskMetrics). As a result, the 1998 final
capital regulations allow large banks (subject to regulatory permission) to use their
own internal models to calculate market risk and thus their capital requirement to
protect themselves against such risk.

This can be seen by comparing the BIS requirements on large banks using their
internal model versus JPM's RiskMetrics: a. An adverse change in rates has to be
defined as being in the 99th percentile rather than in the 95th percentile (multiply
by 2.33 rather than by 1.65 as under RiskMetrics); b. The minimum holding period
is assumed 10 days; c. The proposed capital charge must be the higher of: i) the
previous day's VAR (value at risk ) or ii) the average daily VAR over the previous
60 days times a multiplication factor with a minimum value of 3. In general, the
multiplication factor makes required capital significantly higher than VAR
produced from private models.

To reduce the burden of capital needs, an additional type of capital, Tier 3
capital, can be raised by FIs to meet the capital change (or requirement). Tier 1
capital is essentially retained earnings and common stock, Tier 2 is essentially
long-term subordinated debt (over five years), and Tier 3, a new type of capital
created to meet market risk capital requirements, is short-term subordinated debt
with an original maturity of at least two years.

Islamic banks have assets and liabilities which are different from those of
conventional banks. Although the spirit of Islamic banks is to have equity-like
investments and investment deposits, currently, their portfolio is heavily
concentrated into short-term debt-like activities. If Islamic financial market
becomes deeper, both short-term and long-term instruments will be traded in the
market, and then, it will be prudent for Islamic banks to use an internal method to
calculate risk-based assets and calculate their capital requirements which are
consistent with Basel agreement. Under such circumstances, the use of VAR to
estimate various types (not only market risk) but also credit risk and operational
risk will yield prudent banking practices.
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Table 1
The Differences in Factor Definitions for VaR Computations

BIS JP Morgan___________
Volatility - 1 year historical observations -1 year historical observations

- each observation is - each observation is
equally weighted exponentially weighted

Up-Dating - every 3-month period - every day
Confidence Level - 99% - 95%
Holding Period - 10-working day - 1-working day


Table 2

Comparisons of Traditional VaR

Method
Factor

Variance-
Covariance

Quadratic
Approximations(1)

Historical
Simulation

Monte Carlo
Simulation

Ability to capture
risk Factors for
position with
nonlinear
dependence on
risk factors

Ineffective at
all

Can handle it, but
the accuracy
diminishes with their
existence. VaR value
understated.

Effective Effective

Assumptions Impose normal
distribution
assumption

Impose normal
distribution
assumption

Past trends
continue in
the future

Impose
stochastic
model for risk
factors

Accounting for
thick tails

No No Yes, if the
past data
imply it

Yes, if the
modeled risk
imply it

Accuracy Inaccurate
with thick tails
data and when
recent past is
anomalous(2)

Inaccurate with thick
tails data and when
recent past is
anomalous

Future
might have
extreme
events, or
the opposite

Misleading
when the past
is
anomalous(3)

Easiness of
implementation

Yes, when the
number of
positions in the
portfolio is
limited,
difficult with
large number
of positions

Yes, with the
availability of data
and few number of
position

Yes, with
the
availability
of data

Yes, with
complex
software
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Quickness of
computation

Relatively
quick,
depending on
the number of
positions

Relatively quick,
depending on the
number of positions

Relatively
quick

Time
consuming,
tradeoff
between
computation
time and
accuracy

Easy to explain
to senior
management

No No Yes No

Performed under
different
assumption

No No No Yes

(1) Includes delta normal and delta-gamma
(2) Different correlations and volatility may be used to account for that.
(3) Unless alternative parameter estimate can be used.

Table 3
Weekly 99% VaR Calculations under the Alternative VaR Measures

Al Watany Bank- Egypt

Notes: GBM VaR: Geometric Brownian Motion VaR, SV-VaR is Stochastic Volatility
VaR, JD VaR is the Jump diffusion VaR, NASV VaR is non affine stochastic volatility
VaR and NASVJ VaR is the non affine stochastic volatility jump diffusion VaR.
Source: Author’s estimates

GBM
VaR

SV-VaR JD VaR SVJ VaR NASV VaR NASVJ VaR

5/10/2002 1.680 2.189 2.080 2.810 2.417 3.102
5/17/2002 1.564 2.022 1.925 2.561 2.217 2.808
5/24/2002 1.471 1.837 1.759 2.330 2.032 2.578
5/31/2002 1.437 1.797 1.723 2.317 2.022 2.609
6/7/2002 1.399 1.749 1.670 2.281 1.994 2.602
6/14/2002 1.371 1.688 1.639 2.275 1.915 2.582
6/21/2002 1.364 1.704 1.626 2.186 1.954 2.506
6/28/2002 1.380 1.795 1.725 2.241 1.986 2.479
7/5/2002 1.390 1.791 1.682 2.288 2.0015 2.556
7/12/2002 1.372 1.778 1.666 2.296 1.969 2.542
7/19/2002 1.405 1.801 1.748 2.347 2.010 2.619
7/26/2002 1.368 1.769 1.690 2.287 1.942 2.509
8/2/2002 1.354 1.709 1.677 2.198 1.8842 2.422
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Figure (1)
Weekly 99% VaR Calculations under the Alternative VaR MeasuresAl Watany Bank-
Egypt
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Notes: GBM VaR: Geometric Brownian Motion VaR, SV-VaR is Stochastic Volatility
VaR, JD VaR is the Jump diffusion VaR, NASV VaR is non affine stochastic volatility
VaR and NASVJ VaR is the non affine stochastic volatility jump diffusion VaR.

Source: Author’s estimates.

Table 4
Weekly 99% VaR Calculations under the Alternative VaR Measures

Arab Bank- Jordan

GBM
VaR

SV-VaR JD VaR SVJ VaR NASV VaR NASVJ VaR

5/3/2002 35.61885 46.41650 44.10167 59.56759 51.2478306 65.76776
5/10/2002 35.46792 45.86275 43.66071 58.08344 50.2835449 63.6822
5/17/2002 36.27372 45.28564 43.38320 57.44180 50.1099207 63.56107
5/24/2002 35.70694 44.62828 42.80602 57.57925 50.2463517 64.82766
5/31/2002 35.76362 44.68172 42.67832 58.29524 50.9654927 66.49353
6/7/2002 35.70694 43.95217 42.69372 59.25905 49.8686549 67.23602
6/14/2002 36.33321 45.38257 43.30022 58.22100 52.0214951 66.73802
6/21/2002 36.88286 47.96543 46.10412 59.89055 53.0460900 66.23435
6/28/2002 37.56645 48.41675 45.46441 61.82811 54.0939580 69.07788
7/5/2002 38.51510 49.90750 46.74998 64.43813 55.2635228 71.35356
7/12/2002 39.14121 50.18507 48.69784 65.38111 56.0122518 72.97276
7/19/2002 39.27402 50.79474 48.50651 65.63181 55.7387642 72.01997
7/26/2002 37.94591 47.90275 46.97799 61.56505 52.7946176 67.85212
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Figure (2)
Weekly 99% VaR Calculations under the Alternative VaR Measures

Arab Bank- Jordan
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Notes: GBM VaR: Geometric Brownian Motion VaR, SV-VaR is Stochastic Volatility
VaR, JD VaR is the Jump diffusion VaR, NASV VaR is non affine stochastic volatility
VaR and NASVJ VaR is the non affine stochastic volatility jump diffusion VaR.

Source: Author’s estimates.

Table 5
Weekly 99% VaR Calculations under the Alternative VaR Measures

Bank Bahrain-Kuwait-Bahrain

GBM
VaR SV-VaR JD VaR SVJ VaR NASV VaR NASVJ VaR

5/3/2002 4.005718 5.220029 4.959702 6.699009 5.76336335 7.39628461
5/10/2002 3.922699 5.072352 4.828809 6.423941 5.56128407 7.04315508
5/17/2002 3.881189 4.84544 4.641883 6.146115 5.36162391 6.80086016
5/24/2002 3.901943 4.87684 4.677708 6.292081 5.49076442 7.08416472
5/31/2002 3.901943 4.874941 4.656363 6.360227 5.56052347 7.25469067
6/7/2002 3.881189 4.777409 4.640621 6.4412 5.42050466 7.3082618
6/14/2002 3.901128 4.872766 4.649182 6.251239 5.58559231 7.1657192
6/21/2002 3.901128 5.073339 4.876467 6.334668 5.61072417 7.00565716
6/28/2002 3.901128 5.027889 4.7213 6.420605 5.61744389 7.17346601
7/5/2002 3.963381 5.135711 4.810788 6.630979 5.68686952 7.34260813
7/12/2002 4.004882 5.134876 4.982705 6.689717 5.73110617 7.46648556
7/19/2002 4.004882 5.179682 4.946345 6.692659 5.6838373 7.34407763
7/26/2002 4.004882 5.055745 4.958144 6.497689 5.57204099 7.16123819
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Figure (3)
Weekly 99% VaR Calculations under the Alternative VaR Measures

Bank Bahrain-Kuwait- Bahrain
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Notes: GBM VaR: Geometric Brownian Motion VaR, SV-VaR is Stochastic Volatility
VaR, JD VaR is the Jump diffusion VaR, NASV VaR is non affine stochastic volatility
VaR and NASVJ VaR is the non affine stochastic volatility jump diffusion VaR.

Source: Author’s estimates.

Table 6
Weekly 99% VaR Calculations under the Alternative VaR Measures

Masir Exterior Bank-Egypt

GBM VaR SV-VaR JD VaR SVJ VaR NASV VaR NASVJ VaR

8/1/1997 1.867808 2.434023 2.312636 3.123649 2.68737158 3.44877876
8/8/1997 1.868358 2.415931 2.299933 3.059685 2.64880675 3.35461315
8/15/1997 2.160498 2.697256 2.583945 3.421289 2.98459475 3.78575817
8/22/1997 2.158908 2.698308 2.588131 3.481348 3.03798703 3.91960006
8/29/1997 2.157827 2.695908 2.575032 3.517291 3.07504448 4.01194179
9/5/1997 2.157637 2.655865 2.579822 3.580803 3.01337623 4.06282141
9/12/1997 2.157637 2.695031 2.571371 3.457437 3.08928099 3.96321802
9/19/1997 2.156368 2.804314 2.695492 3.50152 3.1013561 3.87241236
9/26/1997 2.157193 2.780253 2.61072 3.550379 3.1062573 3.96668513
10/3/1997 2.156559 2.794448 2.617651 3.608055 3.0943451 3.99526724
10/10/1997 2.156559 2.765041 2.683099 3.602295 3.08610019 4.02057157
10/17/1997 2.157002 2.789742 2.664068 3.604621 3.0612764 3.95547063
10/24/1997 2.156685 2.722589 2.67003 3.499097 3.00062202 3.85642695
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Figure (4)
Weekly 99% VaR Calculations under the Alternative VaR Measures

Masir Exterior Bank-Egypt
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Table 7
Weekly 99% VaR Calculations under the Alternative VaR Measures

Bahrain Islamic Bank - Bahrain

Notes: GBM VaR: Geometric Brownian Motion VaR, SV-VaR is Stochastic Volatility
VaR, JD VaR is the Jump diffusion VaR, NASV VaR is non affine stochastic volatility
VaR and NASVJ VaR is the non affine stochastic volatility jump diffusion VaR.

Source: Author’s estimates.

GBM VaR SV-VaR JD VaR SVJ VaR NASV VaR NASVJ VaR

5/3/2002 1.25286627 1.632666 1.551243 2.095245 1.80260385 2.313331703

5/10/2002 1.25286627 1.620053 1.542268 2.051735 1.77621209 2.249505161

5/17/2002 1.27422149 1.590792 1.523963 2.017813 1.76025873 2.232770083

5/24/2002 1.25286627 1.565893 1.501955 2.02031 1.76301721 2.274638533

5/31/2002 1.23862867 1.547496 1.478111 2.018983 1.76512649 2.302921073

6/7/2002 1.20303585 1.480833 1.438434 1.996552 1.68017117 2.265311354

6/14/2002 1.20837408 1.509339 1.440084 1.936321 1.73013667 2.219580818

6/21/2002 1.20837408 1.571466 1.510485 1.962163 1.73792126 2.170001617

6/28/2002 1.24391439 1.603194 1.505435 2.047275 1.7911791 2.287332568

7/5/2002 1.26523811 1.639484 1.535758 2.116821 1.81543102 2.34399585

7/12/2002 1.26523811 1.62223 1.574156 2.113442 1.81059379 2.358841727

7/19/2002 1.26523811 1.636386 1.562669 2.114371 1.79566042 2.320170129

7/26/2002 1.23680609 1.561338 1.531197 2.006647 1.72078347 2.211566707
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Figure (5)
Weekly 99% VaR Calculations under the Alternative VaR Measures

Bahrain Islamic Bank - Bahrain
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Notes: GBM VaR: Geometric Brownian Motion VaR, SV-VaR is Stochastic Volatility
VaR, JD VaR is the Jump diffusion VaR, NASV VaR is non affine stochastic volatility
VaR and NASVJ VaR is the non affine stochastic volatility jump diffusion VaR.

Source: Author’s estimates.

Table 8
Weekly 99% VaR Calculations under the Alternative VaR Measures

Bank Negara Indonesia - Indonesia

GBM VaR SV-VaR JD VaR SVJ VaR NASV VaR NASVJ VaR

5/3/2002 184.9848 241.062 229.04 309.3615 266.15323 341.5618423

5/10/2002 180.6018 233.532 222.3193 295.7594 256.04256 324.2681843

5/17/2002 184.4761 230.3077 220.6325 292.1299 254.84239 323.2504654

5/24/2002 166.9665 208.6829 200.162 269.2419 234.95311 303.1356712

5/31/2002 166.7469 208.3273 198.9865 271.8 237.62519 310.0242767

6/7/2002 157.9494 194.4221 188.8554 262.132 220.59362 297.4180468

6/14/2002 172.7024 215.7166 205.8186 276.7414 247.27335 317.2253287

6/21/2002 178.5543 232.2063 223.1955 289.9373 256.80239 320.6483558

6/28/2002 161.2487 207.8221 195.1496 265.3884 232.19066 296.5070612

7/5/2002 143.2275 185.5929 173.8509 239.6285 205.51051 265.3451295

7/12/2002 139.8343 179.2891 173.9759 233.5779 200.10705 260.6994847

7/19/2002 134.2853 173.6768 165.8529 224.4076 190.58135 246.2498808

7/26/2002 99.06292 125.0566 122.6424 160.7239 137.82746 177.1371134
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Figure (6)
Weekly 99% VaR Calculations under the Alternative VaR Measures

Bank Negara Indonesia-Indonesia
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Notes: GBM VaR: Geometric Brownian Motion VaR, SV-VaR is Stochastic Volatility
VaR, JD VaR is the Jump diffusion VaR, NASV VaR is non affine stochastic volatility VaR
and NASVJ VaR is the non affine stochastic volatility jump diffusion VaR.

Source: Author’s estimates.

Table 9
Weekly 99% VaR Calculations under the Alternative VaR Measures

National Bank - Bahrain

GBM VaR SV-VaR JD VaR SVJ VaR NASV VaR NASVJ VaR

5/3/2002 3.0658898 3.995297 3.796048 5.1272757 4.41115292 5.660955325

5/10/2002 3.0942774 4.001139 3.809029 5.0672906 4.38681534 5.555735025

5/17/2002 3.0942774 3.863027 3.700741 4.89999 4.2745542 5.421985169

5/24/2002 3.1226656 3.90286 3.743498 5.0354562 4.39417465 5.669348505

5/31/2002 3.1226656 3.901341 3.726416 5.0899919 4.45000175 5.805817811

6/7/2002 3.1226656 3.843732 3.733678 5.1823592 4.36114409 5.879965928

6/14/2002 3.1510533 3.935873 3.755278 5.0493055 4.51164328 5.787957131

6/21/2002 3.1510533 4.097882 3.938863 5.1166935 4.531943 5.658670428

6/28/2002 3.1794414 4.097758 3.847886 5.2328295 4.57824839 5.846415181

7/5/2002 3.1794414 4.11989 3.859235 5.3194009 4.56203191 5.89027275

7/12/2002 3.2929926 4.222125 4.097003 5.5005842 4.71237146 6.139277896

7/19/2002 3.2929926 4.258966 4.067106 5.5030033 4.67350488 6.03862863

7/26/2002 3.27596 4.135557 4.055721 5.3150561 4.55788331 5.857833436
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Figure (7)
Weekly 99% VaR Calculations under the Alternative VaR Measures

National Bank – Bahrain
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WITHDRAWAL RISK IN ISLAMIC BANKS, MARKET
DISCIPLINE AND BANK STABILITY

HABIB AHMED


1. INTRODUCTION

One of the developments in the latter part of the 20th century was the
liberalization of the repressed financial sectors in different regions of the world.
The market-based reforms adopted in liberalization of the financial sector,
however, increased financial instability and crises in many countries. To tackle the
instability and vulnerability of the financial sector, prudent regulation and
supervision of this sector became increasingly important. Given the market-based
reforms, market discipline has become an integral component of the prudential
regulatory framework. Thus, ‘market discipline’ has been pointed out as one of the
fundamental pillars of the new regulatory structure of the New Basel Capital
Accord along with the discipline brought about by official prudent supervision and
regulation.1 Under this new framework, there is a desire to have a balance between
official and market discipline to ensure stability in the financial sector.

Market discipline can be defined as “internal and external governance
mechanisms in a free-market economy in the absence of direct government
intervention” (Crokett 2002, p. 978). The role of different stakeholders in inducing
discipline in financial institutions depends on the nature of institutional
arrangements and incentives. For example, while mutual fund investors closely
monitor the performance of the funds, bank depositors may not do so. Specifically,
when funds of depositors are guaranteed under deposit insurance, there is no
incentive on their part to monitor the activities of the banks. This creates moral
hazard problem and banks may have a tendency to engage in excessive risk-taking
that may lead to the instability of the financial system. This paper examines the
nature of Islamic banks and discusses an important feature that can induce market
discipline and stability in these institutions.

Like their conventional counterparts, Islamic banks attract different kinds of
deposits on their liability side and channel these funds to various income-
generating assets. The nature of the assets and the liabilities in Islamic banks are,
however, different from those of conventional banks. Different modes of financing
on the asset side and the Shari[ah compliant set of business activities change the
nature of risks that Islamic banks face. On the liability side, demand deposits are
guaranteed in Islamic banks. The investment depositors, however, get a share in the

1The New Basel Capital Accord suggests three pillars in its prudent regulatory framework.
These are ‘minimum capital requirements’, ‘supervisory review process’, and ‘market
disciple’. See BCBS (2001) for details.
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profit/loss from the assets of the institution. Using profit-sharing principle to
reward depositors is a unique feature of Islamic banks.

As the investment depositors are rewarded on a profit-loss sharing (PLS) basis,
they share the business risks of the banking operations of the bank. Economists
have pointed out that Islamic banks will be more stable compared to conventional
banks, as any shock on the asset side would be absorbed by the risk sharing nature
of the liability side.2 This paper shows that along with stability, the variable rate on
return given to depositors introduces market discipline in Islamic banks. We
discuss the implications of variable rate of return on the behavior of depositors and
identify a ‘withdrawal risk’ that Islamic banks face. The paper argues that this risk
introduces a market discipline mechanism that reduces the moral hazard problem in
bank operations.

The paper is organized as follows. Section 2 outlines the unique nature of risks
that Islamic banks face. In Section 3, results from couple of surveys are reported to
give evidence of the existence of withdrawal risk in Islamic banks. Section 4 builds
the basic model used and defines the vulnerability and bankruptcy conditions. In
Section 5, the implications of withdrawal risk on stability and market discipline in
Islamic banks. To have some perspective, these are discussed relative to their
conventional counterparts. Section 6 concludes the paper.

2. UNIQUE RISKS IN ISLAMIC BANKS
Among the roles of commercial banks are the provision of liquidity and access

to a safe and efficient payment system through deposits (Friexas and Rochet 1999,
p. 2). Though Islamic banks also perform similar functions, they are qualitatively
different from their conventional counterparts. While various models of Islamic
banks are proposed depending on the composition of assets, the principle of
rewarding the depositors by the profit-sharing principle on the liability side in the
same in all cases.3 The religious prohibition of riba that includes a return (interest)
charged in a loan (qard) contract has important implications regarding the nature of
deposits in Islamic banks. The contracts of qard and mudarabah are among the
fundamental pillars of Islamic banking on the liability side. The current or
checking accounts in these banks are considered qard hasan (interest-free loan)
and these have to be fully returned to depositors on demand. As the repayment on
demand of the principal amount is guaranteed without any return, the owners of
current accounts do not share the risks of the bank.

2 For a discussion on risk sharing aspects of liabilities and stability of banks see
Gangopadhyay and Singh (2000) and Jacklin (1987) for conventional banking and Khan
(1987) for Islamic banking.

3 For a discussion on different models of Islamic banks see Iqbal et.al. (1998).
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Investment deposits in Islamic banks take the form of Mudarabah, in which the
investor (rab-al-mal) uses the bank (mudarib) to manage his/her funds on a profit-
loss sharing principle. The owners of investment accounts participate in the risks
and share in the bank’s profits on pro rata basis. The returns on investment
deposits are state-contingent and neither the principal nor a return is guaranteed.
While in principle investment depositors have a partnership relationship with the
banks, they are neither a liability nor equity in the conventional sense (Archer et.al.
1998). Though, like in case of equity holders, the relationship between the
depositors and the bank management is that of a principal-agent, there are basic
differences between the two. One difference is the attitude of the equity-holders
and depositors towards risk and return. Depositors will be more risk averse than
equity holders and opt for a low risk/return deposit contracts (Gangopadhyay and
Singh 2000). The implication is that, compared to depositors, the equity holders are
willing to take up more risks that are compensated by a higher expected rate of
return.4

A second difference between depositors and equity holders relates to the control
of the institution. Equity holders have direct say in the management of the banks.
They influence performance of the managers by their votes and choosing the board
of directors. The depositors do not have voting rights and cannot influence the
performance of the managers directly. They, however, can influence the
management of banks indirectly by keeping/withdrawing deposits based on
performance and services. This feature of the investment deposits in particular
gives rise to some unique risks in these institutions. Specific risks that arise from
the nature of deposits in Islamic banks are discussed next.

2.1. Risks Arising from the Nature of Deposits in Islamic Banks
Though a large literature on different aspects of Islamic banking and finance

exists, studies on the specific risks involved in Islamic banks are scant.5 In addition
to the traditional risks faced by conventional financial institutions (like credit,
interest rate, liquidity, and operational risks), Islamic financial institutions face
some additional risks. While the financial instruments used on the assets side of
Islamic banks have various risks, we focus on the implications of risk arising from
the feature of rewarding the depositors with the profit/loss of the bank.

4 Empirically it has been found that rate of return on equity is much higher than can be
explained by the risk-premium. This is the termed as the 'equity premium puzzle' in the
literature. See Kocherlakota (1996) and Mehra and Prescott (1985) for a discussion on
equity-premium puzzle.

5 See Khan and Ahmed (2001) for review of issues related to risk management in Islamic
financial institutions.
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AAOIFI (1999) identifies two risks related to deposits that are peculiar to
Islamic banking. These are fiduciary risk and displaced commercial risk. Fiduciary
risk can be caused by breach of contract by the Islamic bank in a principal-agent
framework setting. Breach of contract can either be by not managing the funds in a
proficient way and/or by not complying with the Shari[ah principles in their
operations. Thus, a rate of return lower than the market rate can introduce
fiduciary risk, when depositors/investors interpret a low rate of return as breaching
of investment contract or mismanagement of funds by the bank (AAOIFI 1999).
Furthermore, the bank may not fully comply with the Shari[ah requirements of
various contracts. As a majority of the depositors use Islamic banking to avoid
riba, their perception regarding the bank management’s compliance with Shari[ah
principles is very crucial. Depositors’ suspicion that the bank is neglecting its
fiduciary duties willfully (reflected in the low rate of return and non-compliance
with Shari[ah) can cause a serious confidence problem and lead to deposit
withdrawals.

Displaced commercial risk is the transfer of the risk associated with deposits to
equity holders. This arises when under commercial pressure banks forgo a part of
profit to pay the depositors to prevent withdrawals due to a lower return (AAOIFI
1999). Displaced commercial risk implies that the bank though may operate in full
compliance with the Shari[ah requirements, yet may not be able to pay competitive
rates of return like its peer group Islamic banks and other competitors. Depositors
will again have the incentive to seek withdrawal. To prevent withdrawal, the
owners of the bank will need to apportion part of their own share in profits to the
investment depositors.

The implications of the fiduciary and displaced commercial risks discussed
above can be combined into withdrawal risk. As an agent of the depositors, an
Islamic bank has to operate within the bounds of Shari[ah and manage the business
efficiently to give them competitive returns. Noting that depositors are more risk-
averse than equity-holders, they want to protect the real value of their assets. In an
Islamic environment, however, the real value of deposits will decline not only due
to inflation, but also due to zakah dues. A variable rate of return on investment
deposits may further introduce an additional source of uncertainty that may affect
their real value. While the depositors do not have direct control over the banks
operations like shareholders, they will react to the banks performance by
withdrawing or depositing funds from it. From the bank’s perspective, this
introduces a ‘withdrawal risk’ that is linked to a rate of return given to depositors
relative to the market rate and/or noncompliance with Shari[ah principles.

3. DOES WITHDRAWAL RISK EXIST?
Results from two recent surveys demonstrate that withdrawal risk exists in

Islamic banks. The first survey reports the reaction of depositors to the questions
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related to withdrawal risk and the second survey shows the perception of the
Islamic banks on the issue.6

3.1. Withdrawal Risk: Depositors’ Attitudes
A survey conducted in 2002 with the depositors of Islamic banks in Bahrain,

Bangladesh, and Sudan indicates the existence of the withdrawal risk. The survey
covered 153 depositors from Bahrain, 165 depositors from Bangladesh, and 150
depositors from Sudan. The depositors are clients from a wide variety of Islamic
banks in each of these countries.7 The responses from the depositors pertaining to
withdrawal risk are given in Table 1. The results reported here show the number of
total responses received for each question. The percentages reported are derived by
using the positive responses relative to total depositors in the sample. As some of
the depositors did not respond to certain questions, the percentages may not add up
to 100 in some cases.

Table-1 Withdrawal Risk: Feedback of Depositors

Country
(No. of →
respondents)

Bahrain
(153)

Bangladesh
(165)

Sudan
(150)

Total
(468)

Stay
with
Bank

Move
to

other
Banks

Stay
with
Bank

Move
to

other
Banks

Stay
with
Bank

Move
to

other
Banks

Stay
with
Bank

Move
to

other
Banks

If there are
rumors about
poor
management
of the bank

104
(68.0)

45
(29.4)

90
(54.6)

74
(44.9)

20
(13.3)

129
(86.0)

214
(45.7)

248
(53.0)

If Bank’s Rate
of Return is
lower than
others for one
year

135
(88.2)

18
(11.8)

95
(57.6)

67
(40.6)

93
(62.0)

56
(37.3)

323
(69.0)

141
(30.1)

If Bank’s Rate
of Return is
lower than
others for

90
(58.8)

63
(41.2)

53
(32.1)

109
(66.1)

33
(22.0)

116
(77.3)

176
(37.6)

288
(61.5)

6 For details of the first survey see Chapra and Ahmed (2002) and for the second survey
Khan and Ahmed (2001).

7 For a breakdown of the depositors among different banks see Appendix 1.
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several years
If the Bank is
not doing
business
according to
Shari[ah

21
(13.7)

131
(85.6)

54
(32.7)

109
(66.1)

8
(5.3)

141
(94.0)

83
(17.7)

381
(81.4)

If a part of the
income of the
bank is from
interest

30
(19.6)

119
(77.8)

61
(37.0)

104
(63.0)

49
(32.7)

100
(67.7)

140
(29.9)

328
(70.0)

NOTE: The numbers in parentheses are percentages of the total respondents.
Source: Author’s Survey

Results in Table 1 indicate that a large percentage of the depositors will
withdraw funds if there are rumors about the poor performance of banks. If such
rumors arise, 45 depositors (29.4 percent) in Bahrain, 74 (44.9 percent) in
Bangladesh, and 129 (86 percent) in Sudan will move their funds to other banks.
The overall results from three countries reveal that more than half of the depositors
(284 or 53 percent) will withdraw funds from their Islamic banks if rumors of poor
management surfaces. When asked about the reaction if their bank gave a lower
rate of return than other banks, 18 respondents (11.8 percent) in Bahrain, 67 (40.6
percent) in Bangladesh, and 56 (37.3 percent) in Sudan disclose that they will
move their funds to other banks. The total number of depositors that will react in
three countries are 141 (or 30.1 percent). If the Islamic bank’s rate of return is
lower than other banks for several years, significantly more depositors will move
funds to other banks. In Bahrain, the number of depositors who will shift funds
now increases to 63 (41.2 percent). The corresponding numbers for Bangladesh
and Sudan are 109 and 116 respectively (66.1 percent and 77.3 percent
respectively). A significant number of respondents in three countries (288 or 61.5
percent) indicate that they will punish banks that do not reward them well for
several years. These results point to the fact that if Islamic banks do not perform
well and do not provide the market comparable rates of return, there is a risk of
loosing depositors.

Table 1 also reports the possible reactions of depositors if the banks fail to
perform their other fiduciary duties of doing business operations according to
Shari[ah. If the depositors come to know that the bank is not doing their business
according to the principles of Shari[ah, then a large percentage of them (85.6
percentage) will move their funds to other banks in Bahrain. The number of
depositors who will move their funds from the bank due to non-abidance of
Shari[ah is 109 (66.8 percent) in Bangladesh and 141 (94.6 percent) in Sudan. The
total number of depositors in three countries who will move funds to other banks
due to non-compliance of Shari[ah is at a high of 381 (or 81.4 percent). Similar
results appear in the depositors’ responses about knowledge that a part of the
income of the banks is from interest. If such case arises, then 119 depositors (77.8
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percent) in Bahrain, 104 (63 percent) in Bangladesh, and 100 respondents (67.7
percent) in Sudan will shift their funds to another bank. The total for three
countries in this category is 328 (70 percent). These results indicate that a large
percentage of depositors deal with Islamic banks due to their Shari[ah compliance
in general and avoiding riba in particular.
3.2. Withdrawal Risk: Perception of Islamic Banks

We report viewpoint of Islamic bankers related to withdrawal risk and other
risks that their institutions face. The results from a survey, conducted in 2001,
capture the perceptions of the managers from 18 Islamic financial institutions from
11 countries. The financial institutions included in the survey are given in
Appendix 2. In order to rank the severity of the risks as perceived by Islamic
financial institutions, they were asked to identify the severity of the risks their
institutions faced on a scale of 1 to 5, with 1 indicating “Not Serious” and 5
implying “Critically Serious”. We report the average ranks of the available
responses. Note that these rankings are indicative of the relative risk perceptions of
the bankers and do not mean anything in the absolute sense. Note that some
institutions did not respond to questions on specific risks. One possible reason for
abstention is that the question might not have been relevant to the institution. For
example, investment banks may not have to worry about withdrawal risks as their
funds are tied up for longer periods of time. To understand how the financial
institutions categorize issues related to withdrawal risk, we compare the ranking of
these issues with traditional risks faced in financial intermediation.

Table 2 reports the average rankings of different kinds to traditional risks as
perceived by Islamic financial institutions. It appears that Islamic bankers rank the
mark-up (interest rate) risk as the most critical risk they face (3.0) followed by
operational risk (2.86). While credit risk is the risk that most financial institutions
deal with, they do not rank this risk as severe as these risks (2.73). Liquidity risk
follows closely 2.71. The reasons for considering mark-up risk the highest may be
that Islamic debt contracts (like murabahah) cannot be re-priced and cannot use
swaps to transfer this risk. Operational risk may be ranked high because given the
new nature of Islamic banking a lot of the issues related to the operations need to
be instituted. These include training of employees, creating computer programs and
legal documents, etc. One reason of a relatively low credit risk may be that with
asset or commodity based financing that most Islamic financial institutions use, this
risk is minimized as the asset/commodity serves as collateral. While liquidity risk
may be higher in case of Islamic financial institutions due to the lack of money
market instruments to manage liquidity, excess liquidity in most of the Islamic
banks may account for the relatively less seriousness of this risk.
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Table 2: Traditional Risks-Perception of Islamic Financial Institutions

Number of Relevant
Responses

Average Rank*

Credit Risk 15 2.73
Mark-up Risk 16 3.0
Liquidity Risk 17 2.71
Operational Risk 14 2.86

*The rank has a scale of 1 to 5, with 1 indicating ‘Not Serious’ and 5 denoting
‘Critically Serious’.
Source: Author’s Survey

Table 3 shows the Islamic bankers’ viewpoints on some specific questions
related to withdrawal risk. As the rates of returns on deposits in Islamic banks are
based on profit sharing, this imposes certain risks on the liability side of the
balance sheet. Even though returns on deposits can vary, Islamic banks are under
pressure to give the depositors similar to that of other banks. They rank this
concern at 3.47. This factor is important as a lower return than that given by other
banks leads to two additional risks. First, the withdrawal risk that can result from a
lower rate of return is considered serious as shown by similar ranking of 3.47. The
banks also regard fiduciary risk, in which the depositors blame the bank for a lower
rate of return, serious with a rank of 3.13.

Table-3 Issues Related Withdrawal Risk – Perception of Islamic
Financial Institutions

Perception indicators No. of
Relevant
Responses

Average
Rank

1. The rate of return on deposits has to be similar to that
offered by other banks.

15 3.47

2. A low rate of return on deposits will lead to
withdrawal of funds

15 3.47

3. Depositors would hold the bank responsible for a
lower rate of return on deposits

15 3.13

*The rank has a scale of 1 to 5, with 1 indicating ‘Not Serious’ and 5 denoting
‘Critically Serious’.
Source: Author’s Survey
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Note that most of the rankings in Table 3 that Islamic bankers assign to specific
questions related to withdrawal risk are more severe than all the rankings of
traditional risks that financial institutions face (as reported in Table 2). To have
some indication of this we compare the averages of these specific risks faced by
Islamic banks (Table 3) with that of the traditional risks (Table 2). The average for
the former is 3.36 while it is 2.83 for the latter. Thus, Islamic banks are aware of
the risks of withdrawals that can arise from giving a relatively lower rate of return.
Furthermore, the survey shows that the Islamic bankers feel that these risks are
more serious than traditional risks.

4. VULNERABILITY, BANKRUPTCY AND BANK STABILITY
Before discussing how the existence of withdrawal risk affects the operations of

Islamic banks with regards to stability and market discipline, we first outline the
basic elements of our model and define the vulnerability and bankruptcy
conditions. The simple structure of financial intermediation through the banking
system is shown in Figure 1. People deposit their savings in banks for safe-keeping
in the form of deposits as a liquid asset that can yield a certain rate of return. After
receiving the deposits, banks invest these funds in different income generating
assets A. Assume a typical bank with equity E assemble total deposits of D.
Deposits can be of two types, checking or demand deposits (Dc) and investment
deposits (Di). Though investment deposits in Islamic banks correspond to time or
fixed deposits in conventional banks, they are qualitatively different from them.
Specifically, the investment deposits in Islamic banks have risk sharing features
that time and fixed deposits in conventional banks do not have. Let e, d and i be the
percentages of equity, demand deposits, and investment deposits relative to the
total liabilities and equity respectively. That is e=E/E+D, d= Dc/E+D and
i=Di/E+D.

The depositors are aware of the expected market rate of return (red≈re) given on
investment deposits by other banks. In deciding which bank to use, the rate of
return expected on deposits becomes an important factor. Returns on deposits in
Islamic banks, however, are closely linked to those of their assets. Let ra be the
rate of return on assets of the bank. Under normal circumstances, banks can expect
an average rate of return (rei≈ re) that will be linked to the state of the overall
economy.
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The rate of return that banks give to depositors will depend on two factors.
First, the overall macroeconomic situation affects the financial sector. In case of an
economic downturn, the banking sector as a whole may be affected. Gavin and
Hausmann (1996) point out that banking crises are preceded by a general decline in
the macroeconomic environment and some sort of macroeconomic shock is partly
responsible in every major banking crisis. The sources of banking crises due to
macroeconomic reasons can be many. The macroeconomic shocks that may affect
the banking system can result from, among others, fiscal and public debt policy,
monetary and exchange rate regime, and lending booms. These shocks affect the
overall asset quality and decrease the funds available to banks due to deposit
withdrawals. The second factor that determines the rate of return that Islamic banks
may pay to depositors is idiosyncratic or bank specific. Haffernan (1996) identifies
the main bank specific cause of bank failures as weak management as reflected in
weak asset quality. Other reasons that can affect the performance of individual
banks are inexperience with new products, general managerial deficiency, bank
fraud and dishonesty, and ownership structure.

Figure 1: Financial Intermediation through Banks
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rei red
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We now examine the attitude of the depositors and the nature of
withdrawal risks inherent in Islamic banks. People use investment accounts mainly
to protect the real value of their deposits from inflation and zakah dues. While for
Muslim depositors religious belief and feelings induce them to use an Islamic bank,
an important determinant to choose among different banks will be the returns they
receive on their deposits.8 As mentioned above, depositors are usually more risk
averse compared to equity holders. As such, even with the knowledge that there
are risks involved on returns on investment account, they may react if the rate of
return given by the bank is too low. If the minimum rate of return that is acceptable
to depositor n is rn, then a tolerance level of this depositor (n) is defined as the
difference between the expected and this minimum return on deposits (i.e., re-
rn=n). Ceteris paribus, a fall in real value of deposits by more than the tolerance
level will lead to a withdrawal of funds by the depositors to other alternatives.
Thus, n represents the minimum decrease in the rate of return acceptable to
depositor n in order to keep his money with the bank. Specifically, if the actual rate
of return on deposits (rd) is low enough to give (re- rd)>n, then the depositor will
withdraw the funds from the bank. We call the resulting withdrawals as asset-
preservation withdrawals and this points to the withdrawal risks faced by Islamic
banks.

Thus, total withdrawals W from the banks during a period of time (say a week)
equals,

W= D+V (re- rd), 0<<1; (1)
where D represents the average amount of normal withdrawals during the period
for their current transactional needs and V represents the asset-preservation
withdrawals described above. Total withdrawals will thus have a predictable
component (D) and an unpredictable part, V(re- rd). The unpredictable component
depends on the returns given by the bank relative to the market. Asset-preservation
withdrawals increase when minimum rate of return that depositors expect is not
guaranteed (i.e., when re- rd >n). Note that in a conventional banking setting with
deposit insurance, the probability of this happening is close to zero, as the deposit
along with the interest payment is guaranteed. In Islamic banking, however, as the
rate of return on deposits can vary as it depends on the overall yield of the bank's
portfolio (ra), the probability of withdrawal will be positive.

Tolerance level for asset preservation n will differ from one depositor to
another as people have different attitudes towards it. At one extreme, a depositor
may expect a positive rate of return after factoring for inflation and zakah while at
the other end a depositor may not worry about these at all. Between the two
extremes, there will be an array of depositors who will have a varied tolerance
levels of how much a fall in the value of real balances they would sustain. If
w=W/A=W/(D+E) is the withdrawals to asset ratio, then this variation of tolerance

8 This argument may be more relevant for countries that do not have a wide variety of
menu of assets for investment.
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among depositors can be represented by a downward sloping withdrawal curve,
w(re- rd), as shown in Quadrant 1 of Figure 2. This curve indicates that given the
expected market rate of return (re), a decrease in the rate of return given to
depositors increases the withdrawal of deposits from the bank (w). Note that when
the expected market rate of return changes, the w curve will shift. Specifically, if
the expected market rate of return decreases due to a downturn in the economy, the
w curve will shift downwards.
4.1. Conditions of Vulnerability and Bankruptcy

Banks have to worry about two inter-related issues associated with their balance
sheet. The first relates to vulnerability arising from asset and liability
management.9 The banks become vulnerable to runs when withdrawals are larger
than the cash reserves held by them. The vulnerability condition of the banks can
be determined by comparing the share of reserves (cash) that the bank holds
relative to the total withdrawals. The cash ratio (c) may be exogenously given by
the regulatory authorities. The following conditions show the vulnerability of the
bank:

i) w ≤ c  Bank is not vulnerable
ii) w > c  Bank vulnerable to a bank-failure.

where w has been earlier defined as withdrawals as a percentage of assets (or
liabilities and equity). A bank is vulnerable to a failure if the withdrawals exceed
the reserves held by the bank. For a given expected market rate of return (re), when
the returns on deposits (rd) decrease, the asset preservation withdrawals increase. In
other words, withdrawal risk increases when the rate of return a bank gives relative
to the market declines. If a bank is unable to satisfy large amount of unexpected
withdrawals, then the consequences can be detrimental. When depositors learn
about the inability of a bank to satisfy withdrawal requests, a large number of them
rush to withdraw their money causing a bank-failure.

The vulnerability condition is shown in Quadrant 1 of Figure 2. We note that
when the bank gives a rate of return r0 that is closely associated with the expected
market rate re0, then the withdrawals are w0. The withdrawals can be paid from
cash reserves held at the bank (i.e., w0<c). If, however, rate of return given by the
bank is r1 when the expected market rate of return is re0, then some depositors will
transfer funds to other banks that give better rates of return. If the withdrawals
exceed the cash held by the bank (w1> c), then the bank is vulnerable to a run.
Given the above framework, in order to avoid bank-run a bank should keep the
unpredictable component of withdrawals, V (i.e., asset-preservation withdrawals)
as low as possible. As V is directly related to returns on deposits relative to the
market rate, the underlying principle in managing assets in such a way that they

9 Van Greuning and Bratanovic (1999) maintain that “an optimum combination and level
of assets, liabilities, and financial risk” and as such asset liability management (ALM)
“lie in the heart of a bank”.
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yield a return that enables the banks to give the depositors a return that is close to
the market rate.

The second critical problem that banks need to worry about is that of insolvency
or bankruptcy. While insolvency relates to the negative net-worth position of the
balance sheet of banks and bankruptcy can be defined as a situation when the value
of the losses cannot be covered by the equity of the bank.10 Assets A held by the
bank can be classified as ‘good’ Ah (performing) or ‘bad’ Al (losses or non-
performing). Let the proportions of these categories with respect to the total assets
be defined as h (=Ah/A) and l (=Al/A) respectively. With e being defined as the
equity to assets (or liability and equity) ratio (i.e., e=E/A=E/E+D), the conditions
of bankruptcy is given by:

iii) e ≥ l → No bankruptcy
iv) e < l → Bankruptcy
Note that in Islamic banks investment deposits share the risks of the assets.

With i being the ratio of investment deposits to total liabilities and equity to
bankruptcy condition for Islamic banks would be e1 (=e+i)<l. A downturn in the
economy leads to a decline in the value of assets and is reflected by a decrease in
the overall expected rate of return. In other words, a decline in the average market
rate of return implies that the proportion of losses in the banks portfolio increases.
The relationship between the overall rate of return and the losses as a percentage of
total assets is shown by line l in Quadrant 2 of Figure 2.

5. WITHDRAWAL RISK, MARKET DISCIPLINE AND STABILITY
Market forces discipline institutions, among others, through the ability of the

price mechanism to aggregate information. In the context of an Islamic bank, the
rate of return gives the depositors an indication of the way their funds are managed.
As pointed out, depositors of Islamic banks share in the profit/loss of institution
and as such the rate of return may vary. The results from the surveys reported in
Section 3 above indicate that the depositors of Islamic banks are concerned about
the performance of their banks. Specifically, the results show that if the banks fail
to perform their fiduciary duties well in terms of managing the institutions
efficiently and within the bounds of Shari[ah, then a large percentage of depositors
will respond by transferring funds to other banks. The survey also shows that the
banks are aware of this problem and consider it to be a serious issue. The
implication is that the management of Islamic banks take all the necessary
safeguards to protect the interest of the depositors so as not to loose them.

10 While bankruptcy is usually defined as a state of insolvency in which an individual or
institution is not able to pay debts, in case of banks it can defined as a situation where
losses exceeds the capital (see Koehn and Santomero 1980, Morgan 1984, and Mirakhor
1987).
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Figure 2: Withdrawal Risk, Market Discipline, and Stability of Banks
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We discuss how the existence of withdrawal risk affects the operations of
Islamic banks with regards to stability and market discipline. The role of market
discipline will be linked to the vulnerability and bankruptcy conditions described
above. To start with, let the expected market rate of rate of return be given by re0 in
Figure 2. Assume that the bank gives a rate of return r0 that reflects this market rate
of return. Quadrant 1 of Figure 2 shows that, at this rate of return the withdrawals
from the bank will be w0. As w0< c, the bank is not vulnerable to a run. Quadrant 2
of Figure 2 shows that at the market rate of return re0 the proportion of bad loans in
the portfolio of the bank stands at l0. As these bad loans can be covered by the
equity of the bank (i.e., e>l0), the bank is not prone to bankruptcy.

As pointed out, the returns on assets are affected by micro and macro factors. At
the micro level, the management decisions of the bank will determine its rate of
return relative to other banks. At the macro level, the state of the overall economy
will determine the overall or expected rate of return. This average rate of return
will be higher during expansions and lower during recessions. We discuss the state
of Islamic banks in situations with idiosyncratic and macro shocks next.
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5.1. Idiosyncratic Decline in Returns
Assume that due to the mismanagement of operations, the rate of return that the

bank generates on its assets is lower than that of the market. As depositors get
share of the profit, they get a rate of return of r1 from the bank on deposits. As
Quadrant 1 of Figure 1 shows, this rate of return is lower than the market rate of
return re0. As r1 is less that what other banks give, some depositors will withdraw
funds from the under-performing bank. The increase in withdrawals is shown by
point d on the w0 curve in Quadrant 1 of Figure 2. We notice that withdrawals
exceed the cash held by the bank (i.e., w1> c). In such a situation the bank will not
be able to pay the depositors and becomes vulnerable to a run.

The management of Islamic banks are aware of this problem and would do
everything to avoid this. Specifically, they are aware that the rate of return signals
the performance of banks to the depositors. As inefficient banks are punished by
withdrawal of deposits, banks try their best to run the operations efficiently and do
not venture into risky ventures. The investment deposits have an in-built feature
that reduces moral hazard problem and induces market discipline on Islamic
banks. Note that the signals emitted through the rate of return are not available in
conventional banks. As such, the depositors in these institutions are dormant and
do not play any role in disciplining the banks.
5.2. Macroeconomic Shocks

If there is a macroeconomic shock in the economy, then the overall returns in
the economy declines. This causes a decline in the value of assets of the bank and a
lower return on investments. We examine the affect that a downturn of the
economy may have on the stability of banks. Before the downturn, the banks pay a
rate of return of r0 shown in Figure 3. Given the market rate of return, re0, the bank
operates in the safe regions with regards to vulnerability and bankruptcy conditions
(as seen by points a and b on w0 and l curves respectively). With the economic
downturn, the overall rate of return in the economy declines from re0 to re1. As the
average rate of return in the economy decreases, the depositors lower their
expectations of the rates of return they expect from the banks. This will cause a
downward shift of the withdrawal curve (as shown by a shift of the w0 (re0) curve to
w1(re1) in Quadrant 1 of Figure 3). The depositors are aware that the Islamic bank
is giving them a rate of return of r1 because the overall economy has slowed down.
As such, the withdrawals do not increase due to a lower rate of return given by the
bank. This is shown by point e on w1 curve in Quadrant 1 of Figure 3. The deposit
withdrawals w0 are less than the cash reserves c (i.e., w0< c) and the bank is not in
a vulnerable situation.
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Figure 3: Withdrawal Risk and Vulnerability of Banks
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As pointed out, with the downturn of the economy the value of assets of all

banks deteriorates because proportion of ‘bad’ assets increases in their portfolio.
This increases the losses and decreases the overall expected rate of return to re1.
This is reflected by a movement from point a to point f in Quadrant 2 of Figure 3
on the loss curve l(ra) and increase in losses due to economic downturn equals l1.
As noted earlier, investment deposits in Islamic banks also share the risks of the
bank. As such, the losses can be cushioned not only by equity but also by the
investment deposits. The enlarged equity-investment deposit capital base of an
Islamic bank is shown by line e1 in Quadrant 2 of Figure 3. With investment
deposits also sharing the losses, the bank will avoid bankruptcy (as e1>l1). In a
conventional bank, however, the nominal value of liabilities is fixed at (1+r0)L.
The equity ratio for these institutions is fixed as shown by e0 in Quadrant 2 of
Figure 3. When losses increase with economic downturn a situation may arise
when the losses may exceed the capital (i.e., e0<l1). In such cases, the bank will
become bankrupt and close down. Closing down of a single bank can affect the real
economic output negatively and create a contagious effect in the whole financial
system.
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6. CONCLUSION
The paper discusses the stability and market discipline aspects in Islamic banks

by introducing the concept of withdrawal risk. The paper concurs with earlier
papers that assert that the profit-sharing nature of Islamic banks on the liabilities
side brings about stability in Islamic banks. Specifically, Islamic banks will be
more stable as the risks on the assets side can be transferred on the liability side.
The discussion shows that Islamic banks are able to absorb the macroeconomic
shocks better than conventional banks bringing about stability in the financial
system. The paper introduces the concept of withdrawal risk and points out the
market disciplining aspect of it in Islamic banks. After presenting survey results
from depositors and Islamic banks that reveal the existence of withdrawal risk, a
simple model is outlined to show the implications of this on Islamic bank
operations. The model shows that due to the existence of withdrawal risk, Islamic
banks will not risk loosing deposits by under-performing the market. The model
predicts that Islamic banks would be more risk averse than their conventional
counterparts due to the existence of the withdrawal risk.

Islamic banks are aware of the withdrawal risk and this induces disciplining
mechanisms. The management of Islamic banks will use different strategies to
tackle the withdrawal risk and its containment would then be an integral part of an
Islamic bank’s risk management strategy. While the implication of the presence of
withdrawal risk is that the market forces will induce Islamic banks not to go into
excessive risky ventures and manage the institution prudently, there may be some
specific measures that they can undertake to reduce this risk. One such device is to
create a loss-reserve fund in good performing periods to compensate depositors
during bad performing times. The reserves may be used either to cover the losses
or equating the rate of return with the market. Another option is to stabilize the
rate of return on deposits is to use profit sharing ratio in a staggered manner.11
When the net-income of the bank is smaller than expected, the profit share of the
depositors can be made higher to keep the rate of return closer to the market rate. A
lower profit share will, however, not go well with the shareholders. They, in-turn,
will create pressure for better governance of the institution. The paper shows that
not only will Islamic banks be more stable than their conventional counterparts, but
the risk sharing feature of liabilities of these institutions creates pressures from
both depositors and shareholders to run the institution efficiently and prudently.

11 A discussion on this topic can be found in Ahmed (2002).
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Appendix 1: List of Banks from which Depositors were Interviewed

No. of Observations
Bahrain
Shamil Bank 106
Bahrain Islamic Bank 46
Al-Rajhi Bank 1
Total 153
Bangladesh
Isalmi Bank Bangladesh Ltd. 93
Al Arafah Bank 52
Social Investment Bank 18
Al Baraka Bank 2
Total 165
Sudan
Tadamon Islamic Bank 35
Bank of Khartoum 22
Omdurman National Bank 20
Al Gharb Bank 25
Farmer’s Commercial Bank 11
Sudanese Islamic Bank 12
Faisal Islamic Bank 16
Others 9
Total 150

Appendix 2: List of Financial Institutions included in the Study

Name Country Type
ABC Islamic Bank Bahrain Offshore

Abu Dhabi Islamic Bank U.A.E. Commercial, Investment, Retail, and
Foreign exchange dealers

Al Ameen Islamic Financial
& Invest. Corp.

India Finance Company

AlBaraka Bank Bangladesh
Limited

Bangladesh Commercial

AlBaraka Islamic Bank Bahrain Commercial, Offshore, and
Investment

Al-Meezan Investment
Bank Limited

Pakistan Investment

Badr-Forte Bank Russia Commercial
Bahrain Islamic Bank Bahrain Commercial
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Bank Islamic Malaysia
Berhad

Malaysia Commercial

Citi Islamic Investment
Bank

Bahrain Investment

Faisal Islamic Bank of
Egypt

Egypt Commercial

First Islamic Investment
Bank

Bahrain Investment

Investors Bank Bahrain Investment

Islami Bank Bangladesh
Limited

Bangladesh Commercial

Islamic Development Bank Saudi
Arabia

Development

Kuwait Turkish Evkaf
Finans House

Turkey Commercial, Investment, and
Foreign Exchange dealers

Shamil Bank of Bahrain
E.C.

Bahrain Commercial and Offshore

Tadamon Islamic Bank Sudan Commercial, Investment, and
Foreign exchange dealers
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EFFICIENCY IN ISLAMIC BANKING:
AN EMPIRICAL ANALYSIS OF 18 BANKS

DONSYAH YUDISTIRA

1. INTRODUCTION

In recent years, financial institutions have experienced a dynamic, fast-paced,
and competitive environment at a cross-border scale. One of the most growing
parts is the new paradigm of Islamic Banking which has remarkably captured the
interest of both Islamic and contemporary economists. The recent survey states that
there are more than 160 Islamic financial institutions existed around the world (Dar
2003). Despite most of Islamic Banks are within Emerging and/or Middle-East
countries, many universal banks in developed countries have began to valve the
massive demand of Islamic financial products.

The main difference of Islamic banks with contemporary banks is that while the
latter is based on the conventional interest-based principle, the former follows a
principle of interest-free and profit and loss sharing (PLS) in performing their
business as intermediaries (Ariff 1988). Many Islamic economics studies have
discussed in depth about the rationale behind the prohibition of interest (see, for
example, Chapra (2000)) and the importance of PLS in Islamic banking (see, for
example, Dar and Presley (2000)) . Furthermore, under the term of Islamic PLS,
the relationship between borrower, lender and intermediary are rooted on financial
trust and partnership. The importance of interest-free in Islamic Banking has
created an innovative environment among practitioners in which the alternative of
interest is anticipated. Dar (2003) classifies four types of financing acted as
alternatives of interest; investment-based, sale-based, rent-based and service-based.

Despite the considerable development of Islamic banking sector, there are still
limited studies focusing on the efficiency of Islamic banks. Several studies that
have been devoted to assess the performance of Islamic banks is generally to
examine the relationship between profitability and banking characteristics. Bashir
(1999) and Bashir (2001) perform regression analyses to determine the underlying
determinants of Islamic performance by employing bank level data in the Middle
East. His results indicate that the performance of banks, in terms of profits, are
mostly generated from overhead, customer short term funding, and non-interest
earning assets. Furthermore, Bashir (2001) claims that since deposits in Islamic
banks are treated as shares, reserves held by banks propagates negative impacts
such as reducing the amount of funds available for investment.

Samad and Hassan (1999) applies financial ratio analysis to see the performance
of a Malaysian Islamic bank over the period 1984-1997 and generally find that
bankers’ lack of knowledge was the main reason for slow growth of loans under
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profit sharing. A bank in the paper was found to perform better than conventional 

banks in terms of liquidity and risk measurement (less risky). Although this study 

is based only upon one Islamic bank in Malaysia, the result has given some insight 

on the example from outside the Middle East area. Similarly, utilizing Banking 

Efficiency Model, Sarker (1999) claims that Islamic banks can survive even within 

a conventional banking architecture in which PLS modes of financing is less 

dominated1. Using Bangladesh as a study case, Sarker (1999) argues further that 

Islamic products have different risk characteristics and consequently different 

prudential regulation should be erected. 

 Undoubtedly, there are no analysis that have been conducted specifically for the 

efficiency of Islamic Banking industry. The general banking efficiency literature 

distinguishes two types of efficiency; scale efficiency and X- efficiency. The 

concept of scale efficiency was first introduced by Farrell (1957), which can be 

simply defined as the relationship between a bank’s per unit average production 

cost and volume, and thus a bank is called to have economies of scale when the 

increase in outputs is accompanied by a lower unit cost of production. 

 Second, the X- efficiency, which was popularized by Leibenstein (1966), refers 

to deviations from the cost-efficient frontier that depicts the lowest production cost 

for a given level of output. X-efficiency stems from technical efficiency, which 

gauges the degree of friction and waste in the production processes, and allocative 

efficiency, which measures the levels of various inputs. These two are neither scale 

nor scope dependent and thus X-efficiency is a measure of how well management 

is aligning technology, human resources management, and other resources to 

produce a given level of output. 

 Moreover, the literature distinguishes two main approaches in measuring 

banking efficiency; a parametric and a non-parametric approach in which the 

specification of a production cost function is required in both approaches. The 

parametric approach engages in the specification and econometric estimation of a 

statistical or parametric function, while the non-parametric method offers a linear 

boundary by enveloping the experimental data points, known as ”Data 

Envelopment Analysis” (DEA). 

 DEA methodology has been extensively used in the banking literature. Most 

analyses are mainly applied to North American region such as Miller and Noulas 

(1996) and Berger and Mester (2001). The results from this region are mixed 

depending on the period of sample studies but generally claim that large and 

profitable banks are more efficient than their smaller and less profitable 

competitors. Likewise, DEA was also used to scrutinize the benefit of European 

Economic Community, especially for the banking sector. Many have doubts that 

                                                

(1) Banking Efficiency Model is a tool developed by the author to analyse the 

performance of a bank based on standard accounting ratios analysis. 





479

European banks may not perform equally efficient because of different banking
structure before the integration. Ex ante analysis suggests that there has been a
small improvement in bank efficiency levels but country differences still appear to
be very strong (Casu and Molyneux 2000).

Structural change has been particularly the main issue in the UK banking
system. Many building societies convert their business into universal banks which
has created a more intense competition among banks in the system. Drake (2001)
finds that the big four UK banks suffer from decreasing returns to scale over the
period 1984-1995. However, X-efficiencies are exhibited by these banks and
similar to US banking studies, it suggests that very large banks have tendencies to
minimize their costs better than smaller counterparts.

A few studies have been devoted to see the efficiency of Asian banks. Japanese
banks are the most researched because of the importance of its financial system to
the world economy. By creating a frontier for Japanese credit association (shinkin
banks), Fukuyama (1996) finds that the major factor contributing to overall
technical inefficiency is pure technical inefficiency, not scale inefficiency. This
would suggest that size is not an important factor for Japanese banks to perform
efficiently. The more recent study of Japanese banks contrast the earlier research
and claim that powerful size-efficiency relationships are established regarding to
both technical and scale efficiency, explaining the logic of the large scale merger in
Japanese banking system (Drake and Hall 2003).

Rezvanian and Mehdian (2002) show that small and medium size commercial
Singaporean banks have economies of scale. This is in contrast to North American
and UK experience since economies of scale is often seen from large banks in these
regions. The paper also records the justification of Merger and Acquisitions within
small and medium size of Singaporean banks, that is the significant cost
advantages for the Singaporean banks to expand their size and to diversify into
several outputs.

There is a fundamental question that arises after reviewing a brief literature on
Islamic banking and efficiency measurement techniques. Do Islamic banks perform
efficiently? Although the phenomenon of Islamic banking and finance has
developed significantly in recent years, only very few studies have tackled this
central question. This paper provides evidence on the performance of 18 Islamic
Islamic banks over the period 1997-2000. Unlike previous studies, this paper is
based on efficiency measurement in which the nonparametric approach, Data
Envelopment Analysis, is utilized to analyze the technical and scale efficiency of
Islamic banking. In specifying input-output variables of Islamic banks, the
intermediation approach is selected as it is in line with the principle of Islamic
financial system. Overall, the results suggest that Islamic banks suffer slight
inefficiencies during the global crisis 1998-9. Efficiency differences across the
sample data appear to be mainly determined by country specific factors.
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The remainder of the paper is organized as follows. Section 2 reviews the
methodology which is employed in the study. Section 3 describes the data sources
and model specification. Empirical results are presented in section 4. Finally,
section 5 contains concluding remarks.

2 METHODOLOGY

2.1 Data Envelopment Analysis

DEA is a linear programming technique for examining how a particular
decision making unit (DMU, or bank in this study) operates relative to the other
banks in the sample. The technique creates a frontier set by efficient banks and
compares it with inefficient banks to produce efficiency scores. Furthermore, banks
are bordered between zero and one scores, with completely efficient bank has an
efficiency score of one. In DEA, the most efficient bank (with score of one) does
not necessarily generate the maximum level of output from the given inputs.
Rather, this bank generates the best practice level of output among other banks in
the sample.

The term DEA was introduced by Charnes, Cooper, and Rhodes (1978), based
on the research of Farrell (1957). For N DMUs in the banking industry, all of the
sample outputs and inputs are characterized by the m and n, respectively. The
efficiency of each bank is computed as
follows:

where yis is the amount of the ith output produced by the sth bank, xjs is the amount
of the jth input used by the sth bank, ui is the output weight, vj is the input weight.
This efficiency ratio (es) is then maximized to select optimal weights subject to:

Following Charnes, Cooper, and Rhodes (1978), this fractional linear program
can be transformed into an ordinary linear program:
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Similarly, the program can be converted into the dual problem:

where ξs is the overall technical efficiency score of sth bank, with a value of 1
indicates the point on the frontier. The linear programming problems (3) and (4)
assume constant returns to scale (CRS) in which the solution can be seen as the
frontier OC in figure 1, and hence banks on this frontier are theoretically efficient
according to Farrell (1957) definition.

If the linear programming problems (3) and (4) are solved by adding the
restriction of ϕrs from 1 to N equals one, there are two further efficiency
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measurements: the variable returns to scale (VRS) which can be shown by figure 1 

as VV‘; and the pure technical efficiency which is given by AR/AS = ρs for sth 

bank at point  2. This means that the scale efficiency is calculated by σs = ξs/ρs. 

Furthermore, the fraction of output lost due to scale inefficiency can be measured 

as (1 - σs). 

 Scale efficiency equals one if and only if the technology exhibits CRS or point 

B in figure 1. However, scale inefficiency may exist because of either increasing 

(IRS) or decreasing (DRS) returns to scale. In obtaining these two possible results, 

the solution of linear programming problems (3) and (4) must be restricted with the 

sum of the ϕr from 1 to N is less than or equal to one in which the pictorial solution 

can be shown as OBV 0 in figure 1. 

 The efficiency measure from this technology for sth bank at point S is θs = 

AQ/AS which also equals to ξs. Therefore, DRS is found when σs  = θs and IRS 

arises when σs ≠ θs . 

 Above all, efficiency appears when σs  = θs  = ξs = 1. 

3. DATA AND MODEL SPECIFICATION 

3.1 Data 

 The panel data set is extracted from non-consolidated income statements and 

balance sheets of 18 Islamic banks during the period of 1997-2000 which are made 

available by the London-based International Bank Credit Analysis LTD’s Bank 

Scope database  3. Indeed, the time span was specifically chosen to see the impact 

of recent financial crisis on efficiency of Islamic banks. 

 All variables are converted into US dollars using end of year market value, and 

deflated by the Consumer Price Index of each country in order to take account of 

macroeconomic differences across countries during the time period of the study. 

Following Casu and Molyneux (2000), another reason to employ this method is to 

include environmental differences that obviously arise in the sample data. Both 

exchange rate and CPI values are drawn from the International Financial Statistics. 

                                                
2 Due to availability of data, this study only compiles 18 Islamic Banks from the 

database. 

3 Due to availability of data, this study only compiles 18 Islamic Banks from the 

database. 
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Table-1 Islamic Banks Summary Statistics 1997-2000

Summary statistics are given for 18 Islamic Banks over the period of 1997-
2000. the statistics are calculated from yearly data in which all variables are
expressed in million US Dollars as monetary values, deflated by the Consumer
Price Index of each country where the bank originates from

Mean Med Sd Min Max
1997
Assets 534.81 368.41 600.10 2.72 2082.34
Fixed Assets 6.51 4.76 5.60 0.22 18.65
Staff Costs 5.75 3.25 5.97 0.27 17.64
Total Deposits 440.84 308.93 549.18 1.84 2105.81
Other Income 7.14 2.13 9.67 0.17 31.58
Loan 354.27 200.41 468.46 0.50 1570.37
Liquid Assets 105.83 31.09 131.92 1.05 409.82

1998
Assets 565.45 410.46 635.58 4.00 2130.86
Fixed Assets 8.79 7.60 10.01 0.23 40.33
Staff Costs 6.31 3.55 6.74 0.22 19.82
Total Deposits 444.72 345.28 525.33 3.00 1745.84
Other Income 7.92 3.79 8.70 0.32 25.75
Loan 380.59 193.32 496.46 0.20 1600.85
Liquid Assets 105.05 34.61 129.30 1.01 429.05

1999
Assets 711.27 456.83 770.95 5.27 2543.41
Fixed Assets 10.02 7.11 12.92 0.24 51.98
Staff Costs 6.30 3.76 6.49 0.23 20.32
Total Deposits 505.07 387.22 520.90 4.66 1643.90
Other Income 7.58 2.67 11.95 0.45 47.50
Loan 447.61 280.20 597.48 0.24 2198.53
Liquid Assets 149.90 68.42 180.14 1.21 529.32

2000
Assets 818.10 509.04 934.36 6.56 3201.26
Fixed Assets 12.85 7.41 16.94 0.18 58.91
Staff Costs 7.25 4.68 7.62 0.35 26.77
Total Deposits 669.29 419.16 778.98 5.14 2686.86
Other Income 8.64 3.78 12.19 0.22 46.19
Loan 514.50 282.74 720.35 0.18 2809.65



484

Liquid Assets 170.01 62.00 220.58 1.58 728.48

Table 1 presents the summary of Islamic bank balance sheet statistics in the
sample study. The dynamics of assets, total deposits, loan and liquid assets show
profound variability across banks from the standard deviation values. This is
because of the sample study consists of Islamic banks from 12 countries within
which the sample includes 4 GCC countries: Bahrain, Kuwait, Qatar and United
Arab Emirates; 2 East Asian countries: Indonesia and Malaysia; 3 African
countries: Algeria, Gambia, and Sudan; and 3 other Middle East countries: Egypt,
Jordan, Yemen. To tackle these differences later in DEA estimation, this study
groups the sample banks according to the size and the region where each bank
originates from.

In contrast, two input variables (fixed assets and staff costs) and one output
variable (other income) show similarity across the sample period based on mean
and standard deviation values. Even though monetary values have been used across
the sample period, the mean values of these variables show small figures relatively
for different countries. The main interest in this preliminary analysis is the small
figures of other income variable within the sample period. Although this variable
increases on yearly basis, it should be noted that earning assets are the main fee
generated products in most banks, including Islamic banks.

3.2 Specification of Inputs and Outputs

Capital structure of an Islamic bank is acknowledged to be equity-based
because of the domination of shareholder’s equity and investment deposits, which
are derived from PLS principle (Muljawan, Dar, and Hall 2002). In other words,
the return on capital would be determined ex post or would be based on the return
of economic activity in which the funds were utilized. Although the mystification
of this issue will be abolished by employing the DEA approach, the appropriate
specification of an Islamic bank’s inputs and outputs has to be viewed properly.
Therefore, in modeling bank behaviour, this paper follows intermediation approach
in which DEA model consists of 3 outputs and 3 inputs, as follows:

Output Input
y1: Total loans x1: Staff Costs
y2: Other Income x2: Fixed Assets
y3: Liquid Assets x3: Total Deposits



486



484

Liquid Assets 170.01 62.00 220.58 1.58 728.48

Table 1 presents the summary of Islamic bank balance sheet statistics in the
sample study. The dynamics of assets, total deposits, loan and liquid assets show
profound variability across banks from the standard deviation values. This is
because of the sample study consists of Islamic banks from 12 countries within
which the sample includes 4 GCC countries: Bahrain, Kuwait, Qatar and United
Arab Emirates; 2 East Asian countries: Indonesia and Malaysia; 3 African
countries: Algeria, Gambia, and Sudan; and 3 other Middle East countries: Egypt,
Jordan, Yemen. To tackle these differences later in DEA estimation, this study
groups the sample banks according to the size and the region where each bank
originates from.

In contrast, two input variables (fixed assets and staff costs) and one output
variable (other income) show similarity across the sample period based on mean
and standard deviation values. Even though monetary values have been used across
the sample period, the mean values of these variables show small figures relatively
for different countries. The main interest in this preliminary analysis is the small
figures of other income variable within the sample period. Although this variable
increases on yearly basis, it should be noted that earning assets are the main fee
generated products in most banks, including Islamic banks.

3.2 Specification of Inputs and Outputs

Capital structure of an Islamic bank is acknowledged to be equity-based
because of the domination of shareholder’s equity and investment deposits, which
are derived from PLS principle (Muljawan, Dar, and Hall 2002). In other words,
the return on capital would be determined ex post or would be based on the return
of economic activity in which the funds were utilized. Although the mystification
of this issue will be abolished by employing the DEA approach, the appropriate
specification of an Islamic bank’s inputs and outputs has to be viewed properly.
Therefore, in modeling bank behaviour, this paper follows intermediation approach
in which DEA model consists of 3 outputs and 3 inputs, as follows:

Output Input
y1: Total loans x1: Staff Costs
y2: Other Income x2: Fixed Assets
y3: Liquid Assets x3: Total Deposits
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In spite of the definition of inputs and outputs in measuring efficiency remains
the contentious issues as discussed extensively in Humprey (1985), the reason for
choosing the intermediation approach is because of the main character of Islamic
banks, which is often claimed as a joint stock firms which shares are easily tradable
(Dar and Presley 2000). The principle of Islamic financial system is the
participation in enterprise, employing the funds based on PLS. This by no means
implies the importance of intermediary activities that Islamic banks perform.

In specifying inputs, this study reflects the standard intermediation approach in
which capital and labour are used to intermediate deposits into loans and other
earning assets.

Specifically, the capital input is represented by fixed assets, while the labour
input is represented by personnel expenses. In most DEA studies, the number of
employees is common to specify input. However, as this study comprises many
countries, the general analysis will therefore benefit from the inclusion of
personnel expenses in monetary values instead of number of employees.

The inclusion of y2 in the analysis is particularly important as Islamic banks
have been very creative in avoiding interest rate products which creates the
movement from traditional financial intermediation into off-balance sheet alike and
fee income-generating businesses (Dar 2003). As a result, concentrating on
completely earning assets would be insufficient to capture the overall output of
Islamic banking industry. Furthermore, total loans of Islamic banks in the sample
are consisted of mostly Islamic transactions.
3.3 Adjustment to Environmental Differences

Although the sample data has been adjusted for country differences by
converting into US dollars and deflating the variables, the efficiency scores still
recover from the DEA and thus perform two-stage method as suggested by Coelli,
Prasada, and Battese (1998). After solving the DEA problem in first-stage analysis,
the efficiency scores are regressed upon the environmental variables. The
coefficients reflect the direction of influence and the strength of relationship can be
assessed by standard hypothesis test. The focus is to measure the overall technical
efficiency which are regressed by estimating OLS model:

The subscript s refers to the bank and t refers to the time period. The dependent
variable of (5) is the overall technical efficiency (ξs ). The effects of bank size is
measured by including the logarithm of total assets (log(A)) and of bank
profitability is net income to total assets (NTA). The ratio of capital to total assets
(KA) is employed to analyze the relationship between efficiency and risk taking
propensity in which the higher the ratio implies a higher risk propensity.
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To capture some aspects of market power with the ratio of bank deposits to the
total deposits in the country within which the bank operates, the inclusion of
Market Power (MP) variable is beneficial as suggested by Miller and Noulas
(1996). The geographical location dummy variable (MID) is comprised to detect
whether there are efficiency differences between banks operating in Middle East or
non-Middle East. Finally, this study includes the dummy variable (PUB) to distinct
between the publicly listed and non-publicly listed banks.

4 EMPIRICAL RESULTS

4.1 Bank Efficiency Measures
From table 2, it is clear that Islamic banks show considerable overall efficiency

(CRS) across sample period, with year 2000 exhibits the most efficient year.
However, it is interesting to note that Islamic banking industry experienced slight
inefficiencies in 1998 and 1999 (0.870 and 0.897, respectively) compared to 1997
and 2000 (0.902 and 0.909, respectively).

Indeed, 1998 and 1999 were the period of turmoil that hit the global economy.
The level of inefficiency in 1998 is more attributable to pure technical inefficiency
rather than scale efficiency. The finding is similar to the recent US and Japanese
evidence which typically demonstrates that X-inefficiency (failure to minimize
costs for a given output vector) is a more stern setback than scale inefficiency
(failure to operate at the minimum efficient scale), especially during the crisis
period (Berger and Humprey 1997, Drake and Hall 2003).
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Table 2: Efficiency Results 

Overall Sample of Islamic Banks

Sample  

Bank 

Year Assets CRS VRS Scale  Rtn to 

Scl 

Bank 1 1997 184,175,427.59 0.953 0.97 0.982 drs 

Bank 2 1997 20,093,541.38 0.684 0.791 0.865 irs 

Bank 3 1997 22,605,253.98 0.93 1 0.93 irs 

Bank 4 1997 109,140,185.25 1 1 1 - 

Bank 5 1997 2,723,493.66 1 1 1 - 

Bank 6 1997 1,091,482,953.41 0.88 1 0.88 drs 

Bank 7 1997 109,489,177.10 0.764 0.775 0.985 drs 

Bank 8 1997 1,173,804,269.82 0.776 1 0.776 drs 

Bank 9 1997 2,082,338,538.76 0.944 1 0.944 drs 

Bank 10 1997 410,320,106.01 1 1 1 - 

Bank 11 1997 1,635,858,618.90 1 1 1 - 

Bank 12 1997 415,959,202.19 1 1 1 - 

Bank 13 1997 420,476,630.23 0.866 0.876 0.988 drs 

Bank 14 1997 462,352,113.42 0.701 0.71 0.988 drs 

Bank 15 1997 326,492,755.54 1 1 1 - 

Bank 16 1997 836,427,701.88 0.761 0.79 0.963 drs 

Bank 17 1997 303,134,316.65 1 1 1 - 

Bank 18 1997 19,792,338.10 0.982 1 0.982 irs 

Mean  534,814,812.44 0.902 0.940 0.960  

       

Bank 1 1998 195,791,273.92 0.966 0.983 0.983 drs 

Bank 2 1998 14,249,332.01 0.582 0.607 0.959 irs 

Bank 3 1998 29,263,193.11 0.945 1 0.945 irs 

Bank 4 1998 124,959,293.63 1 1 1 I 

Bank 5 1998 4,000,646.41 0.84 1 0.84 irs 

Bank 6 1998 1,153,967,238.85 0.912 1 0.912 drs 

Bank 7 1998 32,863,382.17 1 1 1 - 

Bank 8 1998 1,338,459,880.59 0.964 1 0.964 drs 

Bank 9 1998 2,130,858,588.39 0.773 1 0.773 drs 

Bank 10 1998 429,257,057.52 1 1 1 - 

Bank 11 1998 1,735,066,576.20 1 1 1 - 

Bank 12 1998 426,855,615.93 0.88 0.998 0.881 drs 

Bank 13 1998 443,101,765.02 0.799 0.894 0.894 drs 

Bank 14 1998 482,209,778.29 0.651 0.785 0.828 drs 

Bank 15 1998 394,065,584.78 1 1 1 - 

Bank 16 1998 927,385,787.44 0.773 0.972 0.795 drs 

Bank 17 1998 283,956,320.46 1 1 1 - 

Bank 18 1998 31,849,653.92 0.568 1 0.568 irs 

Mean  565,453,387.14 0.870 0.958 0.908  
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Sample  

Bank 

Year Assets CRS VRS Scale Rtn to 

Scl 

Bank 1 1999 192,784,738.61 1 1 1 - 

Bank 2 1999 13,357,406.84 1 1 1 - 

Bank 3 1999 45,577,925.84 1 1 1 - 

Bank 4 1999 126,117,997.03 1 1 1 - 

Bank 5 1999 5,271,979.25 1 1 1 - 

Bank 6 1999 1,548,173,515.25 1 1 1 - 

Bank 7 1999 44,705,747.49 0.746 0.772 0.966 drs 

Bank 8 1999 1,829,232,824.65 1 1 1 - 

Bank 9 1999 2,543,405,987.31 1 1 1 - 

Bank 10 1999 442,129,616.67 1 1 1 - 

Bank 11 1999 1,828,802,218.07 1 1 1 - 

Bank 12 1999 497,855,954.56 1 1 1 - 

Bank 13 1999 471,525,428.69 0.688 0.694 0.991 irs 

Bank 14 1999 500,340,598.21 0.557 0.558 0.999 irs 

Bank 15 1999 436,867,059.17 1 1 1 - 

Bank 16 1999 945,769,697.55 0.693 0.695 0.997 irs 

Bank 17 1999 1,261,192,988.05 0.623 0.81 0.765 drs 

Bank 18 1999 69,849,382.46 0.836 1 0.836 irs 

Mean  711,273,614.43 0.897 0.918 0.975  

       

Bank 1 2000 221,329,584.25 1 1 1 - 

Bank 2 2000 13,695,621.03 1 1 1 - 

Bank 3 2000 78,782,154.10 1 1 1 - 

Bank 4 2000 147,856,417.09 1 1 1 - 

Bank 5 2000 6,564,402.64 1 1 1 - 

Bank 6 2000 1,915,386,742.44 1 1 1 - 

Bank 7 2000 51,736,794.08 1 1 1 - 

Bank 8 2000 2,281,173,893.02 0.908 0.967 0.939 irs 

Bank 9 2000 3,201,262,853.30 1 1 1 - 

Bank 10 2000 451,338,806.38 1 1 1 - 

Bank 11 2000 1,917,472,211.65 1 1 1 - 

Bank 12 2000 568,762,338.00 1 1 1 - 

Bank 13 2000 528,197,762.99 0.733 0.751 0.977 drs 

Bank 14 2000 565,186,522.52 0.675 0.686 0.983 drs 

Bank 15 2000 489,873,656.08 1 1 1 drs 

Bank 16 2000 947,826,949.51 0.909 1 0.909 - 

Bank 17 2000 1,321,851,777.47 0.584 0.694 0.843 drs

Bank 18 2000 17,495,812.99 0.664 0.681 0.975 irs 

Mean 2000 818,099,683.30 0.909 0.931 0.974  

 The information on efficiency results for Islamic banks grouped by regional 

area provides significant insights into the analysis. As can be seen from Table 3, 

Islamic banks in the Middle East region perform better in terms of overall technical 

efficiency (VRS) until 1998 but subsequently showing a sluggish results compared 

to their non Middle East counterparts. 
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The explanation for this fact is, similar to the general results, that Islamic banks
outside the Middle East region experienced more difficulties towards the global
economic crisis in 1997-1998, especially the contribution from Islamic banks in the
East Asia region. However, when most economies have slowly recovered from the
crisis (i.e. 1998 onwards), non Middle East Islamic banks become slightly more
efficient than Middle East Islamic Banks. Previous studies have already pointed
this fact and argued that the explanation lies on depositors’ flight to quality which
were found mainly in the East Asia region (Chiuri, Ferri, and Majnoni 2001,
Yudistira 2002). Flight to quality supposedly consisted of deposit shifting from
small to large banks as the latter was perceived too big to fail controversy or
simply more likely to receive public sector support in the case of difficulties.
Similarly, at least for non Middle East Islamic banks in the sample study, the flight
to quality is due to the rising belief (Kaffah) of Islamic banking and finance which
has increased their efficiency scores.

To analyze the size efficiency relationship, Islamic banks across the sample are
grouped by total assets in which banks with more than $600 mln of assets are
categorized as large size and banks below this level are categorized as small-to-
medium size. Concentrating on scale efficiency (SCALE), it is clear that the largest
degrees of scale inefficiencies come from large size Islamic Banks, with the lowest
SCALE score is 0.915 in 1998. It is interesting to note that all but one of the large
size Islamic banks in 1997-1998 exhibited decreasing of returns, whilst in 1999-
2000 most large size banks show constant returns to scale. Regarding to the
minimum efficient scale (MES) in Islamic banking for the end of year 2000, the
results would suggest that this is obtained by small-to-medium size Islamic banks
with asset levels of around $ 500 mln and by large size Islamic banks with asset
levels of around $ 1.5 bln. Towards these levels, most banks exhibited either
decreasing or increasing returns to scale and subsequently drifted to constant
returns to scale.
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Table-3 Efficiency Results
Grouped by Regional Area and Bank Size

Year CRS VRS SCALE
Grouped by Regional Area
Middle east Countries 1997 0.916 0.935 0.980
Non Middle East Countries 1997 0.886 0.946 0.936

Middle east Countries 1998 0.891 0.963 0.922
Non Middle East Countries 1998 0.843 0.951 0.891

Middle east Countries 1999 0.856 0.876 0.975
Non Middle East Countries 1999 0.948 0.972 0.975

Middle east Countries 2000 0.890 0.913 0.971
Non Middle East Countries 2000 0.932 0.953 0.978

Grouped by Bank Size
Middle east Countries 1997 0.914 0.932 0.978
Non Middle East Countries 1997 0.872 0.958 0.913

Middle east Countries 1998 0.864 0.944 0.915
Non Middle East Countries 1998 0.884 0.994 0.889

Middle east Countries 1999 0.902 0.919 0.983
Non Middle East Countries 1999 0.886 0.918 0.960

Middle east Countries 2000 0.906 0.922 0.982
Non Middle East Countries 2000 0.916 0.949 0.959

Moreover, as can be seen from Table 3, there is a straightforward relationship
between size and VRS in Islamic banking, contrast to the efficiency results of
Japanese banking in 1997 (Drake 2001). For example, while large size Islamic
banks exhibit a mean VRS score of 0.958 in 1997, the corresponding levels for
small-to-medium size is 0.932. This finding would prove why the trend of merger
and acquisition (M&A) is not evident in Islamic banking. The finding should,
however, be treated as a significant policy implication. M&A should be
encouraged if the least efficient of the smaller Islamic banks were to be acquired by
their more efficient counterparts, regardless country border and financial system.
Large and efficient Islamic banks may obtain cost reduction from expansion and
economies of scale, although these benefits may be offset by increasing levels of
X-efficiency. Overall, this argument has been noted by Al-Omar and Iqbal (2000):
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In order to operate in global markets, they [Islamic banks] have to perform 

strategic alliances with other banks. It will also be useful to build bridges between 

existing Islamic banks and those conventional banks that are interested in doing 

banking on Islamic principles. 

 Although bank size clearly has prominent argument on scale efficiency, it is 

believed that scale efficiency is also mainly induced by factors regarding to the 

geographical area, and hence the regulation in the country where bank operates (4). 

International standards of Islamic banking accounting principles should also be 

encouraged in order to be able to compete within the global environment. This is, 

without doubt, an interesting field of further research in Islamic banking literature. 

4.2 Differences in Bank Efficiency 

 The efficiency results from DEA recover from the environmental factors. As 

suggested by Coelli, Prasada, and Battese (1998), this study performs second-stage 

analysis which regresses the efficiency scores from the DEA upon environmental 

variables. Table 4 reports the regression results. Unlike American and European 

evidence, KA and NTA are not significant in determining the Efficiency of Islamic 

banks (5) 

 Banks with more market power, as measured by the share of total country 

deposits, possess lower efficiency at the 5 percent level. This result is similar to the 

American experience in the period of 1984 to 1990 (Miller and Noulas 1996). 

Furthermore, the log(A) is found to be significant at 1 percent level which confirms 

that the size relationship is evident in the sample data. 

Table-4 Second Stage Regressions on Overall Technical Efficiency

Variable    

Constant 0.6362* 0.6921* 0.7367* 

 (0.1599) (0.2091) (-0.1753) 

KA 0.0019 0.0025** 0.0017 

 (0.0016) (0.0018) (-0.0015) 

NTA 0.0066 0.0017 -0.0015 

 (0.0031) (0.0036) (-0.0030) 

Log (A) 0.0158 0.0107 0.0141** 

 (0.0085) (0.0105) (-0.0089) 

                                                
(4) It should be noted, however, that Islamic banks should be treated differently to 

other banks. For example, the central bank’s reserve normally generates an interest 

which is prohibited in Islamic banking (Al-Omar and Iqbal 2000). An alternative 

method should then be required to give a fair treatment for Islamic banks. 

5 Although the methodologies are different, the results can be compared to the 

evidence of Islamic banks in the Middle East area by Bashir (2001) which 

finds that K/A is strongly significant in determining the performance. 



494



492

MP -1.0426* -1.1283*
(0.1874) (-0.2089)

MID 0.0086 -0.0711*
(0.0357) (-0.0597)

PUB -0.1069 -0.0597*
(0.0356) (-0.0310)

R-squared 0.3434 0.1591 0.4196
Adjusted R-squared 0.3042 0.0954 0.36607
F 8.760 2.497 7.832
** Significant at 1 percent, * Significant at 5 percent

Both dummy variables are found to be significant. Confirming the efficiency
results in previous section, Islamic banks in the Middle East region are
significantly less efficient than Islamic banks outside the region, other things
constant. Furthermore, negative and statistically significant results on PUB variable
shows that publicly listed Islamic banks are less efficient than their non-listed
counterparts. The result is different to many evidence of conventional banks,
especially in the European area (Casu and Molyneux 2000). This fact is due to the
dawdling developments of Islamic capital markets and many Islamic banks are still
generally raising funds through wadi[ah and mudarabah, not from traded equities.

Some caveats should be mentioned in interpreting the results. First, due to the
data limitation, the DEA frontier only assesses Islamic banks in the sample. The
inclusion of more sample and longer time period would generate better and
probably more accurate results. Second, the sample consists of Islamic banks from
many countries. The country differences, as proved in the regression analysis, are
strongly significant, although various macroeconomic variables have been
controlled.

5. CONCLUDING REMARKS

In this paper, technical, pure technical, and scale efficiency measures are
calculated by utilizing the non-parametric technique, Data Envelopment Analysis.
Several conclusions emerge. First, the overall efficiency results suggest that
inefficiency across 18 Islamic banks is small at just over 10 percent, which is
considerable compared to many conventional counterparts. Similarly, Islamic
banks in the sample suffered from the global crisis in 1998-1999 but performed
very well after the difficult periods. This would suggest that the interdependence of
Islamic banks to other financial system is still closely related and any regulator,
especially in which the bank operates, should consider Islamic banking in the
search of global financial stability.
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 Second, the findings further indicate that there are diseconomies of scale for 

small-to-medium Islamic banks which suggests that M&A should be encouraged. 

Supported by the non-parametric technique and regression analysis, Islamic banks 

within the Middle East region are less efficient than their counterparts outside the 

region. Additionally, market power, which is common in the Middle East, does not 

significantly have an impact on efficiency. The reason is that Islamic banks from 

outside the Middle East region are relatively new and very much supported by their 

regulators. Furthermore, publicly listed Islamic banks are less efficient than their 

non-listed counterparts. *** 
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COST, PROFIT AND X-EFFICIENCY OF ISLAMIC BANKS IN
PAKISTAN, IRAN AND SUDAN

M. KABIR HASSAN

1. INTRODUCTION

During the last two decades, the Islamic banking has significantly expanded its
network, and has been able to mobilize large amount of deposit, and promote many
economic ventures. In addition, they have been playing major role in rendering
social services to the generally ignored poverty stricken households from the
banking services. Given the differential behavior of the Islamic banks from the
traditional commercial banks and its involvement in both social and economic
activities, there has always been question about the long run sustainability of the
banks. The diversified involvement of the Islamic banks in social and economic
activities indeed increases its operational costs, which many critics consider to be
the major constraint for long run sustainability of this newly introduced profit
sharing banking system.

This paper examines the cost, profit and X-efficiency of Islamic banks in three
countries, Pakistan, Iran and Sudan. First, it employs a stochastic cost frontier
approach to compute cost efficiency of a panel of Islamic banks over 1994-2001
period. Second, it employs alternative profit efficiency which considers both cost and
revenue simultaneously to examine profit efficiency. Third, it employs a
nonparametric data envelopment analysis (DEA), to calculate the overall, technical,
pure technical, allocative and scale efficiencies. While technical inefficiency is caused
and correctable by the management, allocative inefficiency is caused by regulation
and may not be controlled by the management. Finally, applying a Malmquist DEA
method to the panel data over time, Malmquist total factor productivity (TFP) indices
are calculated. These indices will help us to examine the productivity improvement of
Islamic banks over time in these countries. The results of this study will allow us to
examine what factors are important in improving cost-efficiency of Islamic banks, and
under what conditions such institutions are sustainable.


The long run sustainability of any bank regardless of the nature of the
underlying banking philosophy, other things remaining constant, depends on the
economic efficiency. A bank is economically efficient if it operates with both
technical efficiency and price efficiency. A firm is said to be more technically
efficient than another if it produces relatively larger output from the same set of
inputs. A firm is price efficient if it maximizes profits i. e. equates the marginal
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value of product of each factor to its price. Such a study is important both from
operational as well as academic point of view. First, such a study will exhibit the
expansion potentials of Islamic bands in a mixed banking system. Second, it will
have policy implications for Islamic banks and the banking system as how to
improve cost efficiency. Third, it will suggest policy measures to improve price
efficiency of the banking system of financial markets.

2. METHODOLOGY

The analysis of cost and profit efficiency takes size and technology as given and
focuses on how production factors are combined, by comparing a bank’s actual
costs or profits with the costs or profits of the best practice banks. Mergers may
increase efficiency, by transferring superior managerial skills from the bidder to the
target. However, the opposite may also happen, for example when the managers of
the bidder enter into new geographic or product markets or when the merger is
motivated by empire building strategies pursued by relatively inefficient managers.

There are several approaches to estimate cost and profit efficiency. The simplest
approach consists of comparing financial ratios that describe costs and profitability.
However, this methodology does not consider the input price and output mix.
Therefore, another complex approach has employed in the literature to control that
drawback. This allows us to measure cost and profit efficiency by comparing the
best practice of the industry, as determined by statistical techniques, taking into
account for each bank: the inputs, outputs and the prices it faces. One approach
estimates a stochastic frontier (a combination of inputs, outputs and prices) along
with how all efficient banks would operate, and the distance of each actual bank
from the frontier is taken as a measure of its (in) efficiency.

Given the fact that the production technology of the fully efficient firm in a
banking industry is not known, it should be estimated from observations in
practice. I employ Stochastic Frontier Approach (SFA) to evaluate whether and
buy how much bank mergers affect cost efficiency and profit efficiency. I will
analyze both cost and profit efficiencies. The type of profit efficiency method
employed in this study is the non-standard profit efficiency model, which is the
latest development in the literature (Berger and Mester, 1997, and DeYoung and
Hasan, 1998, Khumbakar et al., 2001). Further, we use Data Envelopment Analysis
(DEA) to investigate the sources of efficiency gain, if any, associated with bank
mergers.

2.1 Parametric Cost Efficiency

Cost efficiency measures how well the observed bank manages its costs relative
to the best practice bank. Cost efficiency can be estimated by employing either a
nonparametric or a parametric approach. Nonparametric cost efficiency is
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estimated by using linear programming techniques. Whereas, the Stochastic
Frontier Approach (SFA) is a parametric approach used in recent studies to
estimate efficiency in financial institutions. SFA assumes that inefficiencies
observe an asymmetric half-normal distribution, and random errors are normally
distributed. The underlying reason for half-normal distribution assumption is that
inefficiencies cannot be negative. Actually, cost efficiency is derived from a cost
function in which variable costs depend on the input prices, quantities of variable
output, random error, and inefficiency. Cost efficiency models seek to minimize
costs by employing the optimal levels of inputs by assuming given bank current
input prices and output quantities. Thus, the inefficiency is caused by the excess
use of inputs or produces too less outputs. Also, it assumes that banks are cost
minimizing firms; their production process can be represented by the stochastic
frontier cost function

vutPYCC ++= ),,,( β (1)

where
C: represents variable cost.
Y: represents the output vector.
P: represents the input price vector.
T: represents time and capture possible technological changes.
β : represents the vector of parameters to be estimated.
u: represents the one-side, non negative, stochastic element that represents cost
inefficiency.
v: represents the classical random error term, independent from u.

Also, the cost function can be expressed in logarithmic terms, assuming that the
efficiency and random error terms are multiplicity separable from the remaining
arguments of the cost function.

vuPYfC lnln),(ln ++= (2)

Clearly, from equation (2), we need to specify a relationship (function) between
bank production and bank cost in order to estimate the inefficiency. We use the
translog function forms to estimate cost structure of banks and to derive the
measure of bank inefficiency. The translong function has been widely used to
analyze the cost characteristics of depository institutions. The translog variable
function is given by the following:
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where

stC = variable cost for observation s in year t.

istY = output i (i=1,2,3,4) for observation s in year t.

kstP = price of input k (k=1,2,3) for observation s in year t.
Greek symbols = parameters to be estimated.

stv = cost inefficiency for observation s in year t.

stu = random error term.

Cost efficiency is defined as a measure of how far a bank’s actual cost is from
the best practice bank’s cost (most cost efficient banks) if they were to produce the
same output. Cost efficiency score attains values over (0,1]. A score of 0.6 for a
bank implies that it is about 60% cost efficient, i.e., it wastes about 40% of its costs
relative to a bank on the frontier facing similar conditions. Our main objective is to
investigate the efficiency effects of bank mergers. In doing this the above model
will be estimated for the merging banks and for a relevant peer group of non-
merging banks. This will allow us to detect if there is any efficiency gain from
mergers.


2.2 Alternative Profit Efficiency

Cost-based models tend to misrepresent the nature and the extent of inefficiency
in banks. For instance, banks might create more revenue by increasing costs. Thus,
revenue efficiency might lead to cost inefficiency. If revenue efficiency overcomes
cost inefficiency, banks will be more profitable. Berger and Mester (1999) and
Berger DeYoung (2002) recommend profit maximization is superior to cost
minimization for the study of firm performance because the profit function more
completely addresses the economic goals of firms and their owners, who take
revenue into account as well as costs. Profit efficiency is based on the economic
goal of profit maximization, which requires the same amount of managerial
attention to raise a managerial dollar of revenues as to reduce a managerial dollar
of costs. Thus, profit efficiency may better capture the sources of efficiency gains,
if any, associated with bank mergers.

There are two ways to estimate the profit efficiency; standard profit function
and alternative profit function. Alternative profit efficiency measures how close a
bank is to generating maximum profits given its output levels instead of output
prices, unlike the standard profit efficiency concept. While the standard function is
specified in terms of input prices and output prices, the alternative profit function is
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specified in terms of input prices and output quantities. Alternative profit efficiency
is derived from a profit function with the same right-hand-side variable as the cost
function and is estimated using the same functional form. As indicated by Berger
and Mester (1997,1999), alternative profit efficiency is particularly closer to reality
when some of the standard assumptions of perfect markets do not hold. They
compare the two approaches and conclude that the alternative profit function is the
better measurement.

More recently, Berger and DeYoung (2002), and Isik and Hassan (2002)
employ alternative profit function rather than the standard profit function to test the
effects of geographic expansion on bank efficiency because of the data availability
and better bank profit explanation. They report that output prices are difficult to
measure accurately for banks, and because of output quantities are relatively fixed
in the short-run and cannot respond quickly to changing prices as is assumed in the
standard profit function, vary across banks more output prices and thus better
explain differences in bank profits. In this study, we conduct the test by using the
SFA approach to evaluate whether and how much bank mergers affect cost
efficiency and profit efficiency. The type of profit efficiency method employed in
this study is the alternative profit function.

In log form, alternative profit function can be written as follows:

ππβπ vutPYCa ++=+ ),,,(ln)ln( (4)

Indeed, the alternative profit function employs the same independent
variables as the cost function, as shown below:
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where,π represents net profits of the bank b; a is a constant added to the profits of
each bank so that natural log is taken of a positive number since minimum profits
are typically negative; and all other variables are as explained previously in the
equation (3). Profit efficiency measures how close a bank is generating maximum
profits given its output levels. A 70% profit efficiency score for a bank suggests
that it would earn about 30% more profits than what it is making now if it were
operating on the efficient frontier.
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2.3 Data Envelopment Analysis (DEA)

(DEA) is a programming technique originally proposed by Charnes et al. (1978). It
is a methodology for analyzing the relative efficiency and managerial performance
of productivity units having the same multiple inputs and multiple outputs. DEA
allows us to compare the relative efficiency of banks by determining efficient
banks as benchmarks and by measuring the inefficiencies in input combinations
(slack variables) in other banks relative to the benchmark. The most important
advantage of DEA over traditional econometric frontier studies is that it is a non-
parametric, deterministic method and therefore does not require a prior assumption
about the analytical form of the production function. Also, it constructs the best
practice production function solely on the basis of observed data, and therefore, the
probability of a misspecification of the production technology is zero. On the other
hand, the main disadvantage of DEA is that, being a non-parametric method, it is
more sensitive to possible miss-measurement problems.

DEA as used in Ferrier and Lovell (1990), Aly et al. (1990) and Berger et al
(1993) among others has become widely popular in measuring efficiency in
national banking industries. The method uses linear programming techniques in the
estimation of frontier functions; banks on the frontier are considered efficient.
Other banks are compared with the best practice units and inefficiency levels are
computed using the estimated frontier. For a bank facing input price vector kp and

producing the output vector ky , *
kc is the cost minimizing input vector. Cost

efficiency is computed as kkkkk xpcpC /*= , that is kC = minimum cost / actual
cost.

For the case of a bank producing four outputs with three inputs, minimum cost
is calculated by the following linear programming:

 ikxMin ikp s.t.

≤
k

jkkjk yy µ , j = 1,2,3,4.

≥
k

ikkik xx µ , i = 1,2,3,4.

0≥µ ,k = 1.2,…..,n.

 =
k

k 1µ

where ip = price of input I; ix = input I; jy = output j; kµ = intensity variables

which allows convex combinations of observed input and output quantities; k is the
bank index and n is the sample number of observations.
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2.4. Malmquist Productivity Growth

The use of DEA permits us to compute the Malmquist index (MI), which is the
standard technique for measuring the evolution of the productivity and efficiency
over time. The Malmquist index approach is applied to analyze changes in
productivity over time for merged banks and non-merged banks. According to
Malmquist analysis, it is possible to separate shifts in frontier (technical change)
from improvement in efficiency relative to the frontier (technical efficiency
changes). Therefore, the product of the technical efficiency change (∆TE), which is
how much closer a bank gets to the efficient frontier (catching up effect or falling
behind), and technological change (∆TC), which is how much the benchmark
production frontier shifts at each bank’s observed input mix (technical innovation
or shock), is measured by the Malmquist index (MI). To illustrate, a reading of MI
greater than 1 indicates that total factor productivity progress has occurred, while a
reading of MI less than 1 indicates productivity loss.

∆TE (∆TC) between two periods t and t+1 can be computed as technical
efficiency (technological efficiency) at time t+1 divided by technical efficiency
(technological efficiency) at time t. A ratio of technical and/or technological
change can attain a value greater than or less than one. A ratio takes a value greater
one implies that the bank has experienced technical and/or technological progress
between periods t and t+1, while a ratio less than one means the opposite. We then
decompose the technical efficiency changes into changes in pure technical (∆PTE)
and scale efficiency (∆SE), and distinguish between pure technical change and
changes in scale of technology.

To illustrate the Malmquist concept, consider the single-input, single-output
case shown in Figure1. The curves labeled PFt and PFt+1 represent the production
frontiers in periods t and t+1, respectively. There are two input-output
combinations in this case: (Ojt, Ijt) for period t, and (Oj,t+1, Ij,t+1) for period t+1.
Note that technological changes and improvements in technical efficiency occur
between the two periods. An efficient bank should produce more output per unit of
input in period t+1 compared to period t. Conversely, the same output (Ojt) can be
obtained using less input (A instead of C) in the period t+1. Thus, technological
change occurs, and is measured by )/(*)/( OAOCOBODTC =∆ . Technical
efficiency changes depend on how close the firm operates relative to the production
frontier, and this can be denoted by )//()/( ,1, tjtj OIOCOIOBTE +=∆ .

2.5 Variable Definitions and Data

To determine what constitutes inputs and outputs of banks, thus, one first
should decide on the nature of banking technology. In the literature on the theory
of banking, there are two main approaches competing with each other in this
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regard, production and intermediation approach (Sealey and Lindley, 1977). Like
many studies on banking efficiency (Isik and Hassan, 2001, 2002 and 2003 and
among others), we adopt intermediation approach in this paper. Accordingly, we
model Islamic banks as multi-product firms, producing three outputs employing
three inputs. All variables except for the input factor labor are measured in millions
of U.S. dollars. The input vectors include (1) labor, (2) fixed capital, and (3)
customer and short-term funding funds. We measure the labor by staff costs,
capital by cots on premises and fixed assets, and customer and short-term funds by
the sum of deposit (demand and time) and non-deposit funds as of the end of the
respective year. Hence the total costs include both non-interest expenses and fees
and operating costs and are proxied by the sum of labor, capital and customer and
short-term fund expenditures. Obviously, all input prices are calculated as flows
over the year divided by these stocks: (1) price of labor is measured as total
expenditures on employees such as salaries, employee benefits and reserves for
retirement pay divided by customer and short-term funding, (2) price of capital is
measured as total expenditures on premises and fixed assets divided by customer
and short-term funds, and (3) price of customer and short-term funding is
calculated as total interest expenses on deposit and non-deposit funds divided by
customer and short-term funding. On the other hand, the output vector includes (1)
total loan (2) other earning assets and (3) Off-balance sheet items.

The input and output variables are defined in Table 1 and their descriptive statistics
year-wise are provided in Table 2. The data used in this study are cross-country
bank-level data, compiled from income statements and balance sheets of Islamic
banks in Pakistan, Sudan and Iran for each year in the 1994-2001 period. The main
data source is BankScope database compiled by IBCA. In so far as possible, the
BankScope database converts the data to common international standards to
facilitate comparisons. Other data sources include International Monetary Fund’s
International Financial Statistics (IFS), World Development Indicators, and Global
Development Finance of the World Bank.

3. ANALYSIS OF RESULTS

3.1. Cost and Profit Efficiency Results

Table 3 gives the ML estimates of cost and profit functions. Table 4
summarizes the stochastic cost and profit efficiency scores of the panel of Islamic
banks for the years 1994 through 2001. The average cost and profit efficiencies
over the years studied are about 52% and 34%, respectively. This implies that
during the period, Islamic banks would have needed only 52% of the resources
they used to produce the services they generated, while earning only 34% of their
potential profits on average. It seems that Islamic banks are relatively better at
controlling costs than generating profits. However, as compared to the
conventional banking sectors, the Islamic banks recorded lower profit efficiency
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results. On average, profit efficiency is found to be only 64% for U.S. banks
(Berger and Humphrey, 1997) and 84% for Turkish banks (Isik and Hassan, 2002).
There may be several reasons for this wide profit efficiency differential. Unlike
their conventional counterparts, the Islamic banks do not face any competition
from conventional banks. The inter-temporal comparison of the scores suggests
that cost and profit efficiencies of the banks are practically stable except 1998,
when the banks became more cost efficient.

3.2. DEA Efficiency Scores of Islamic Banks in the Sample

Table 5 presents five measures of efficiency scores calculated from DEA
method. The average allocative efficiency is about 79%, whereas the average
technical efficiency is about 66%. The fact that allocative efficiency is higher than
technical efficiency suggests that the dominant source of the cost efficiency is
technical (managerial) rather than allocative (regulatory). These results confirm
that the Islamic banks do not suffer from regulatory distortion in these countries
because they operate in the regulatory environment where Islamic banking
operations are supported. On the other hand, the management of Islamic banks are
operating relatively inefficiently. Islami banks are using relatively too much input
per unit of output. Therefore, overall smaller cost efficiency in the Islamic banking
industry in Pakistan, Sudan and Iran implies underutilization of resources rather
than choosing the incorrect input mix. Further decomposition of technical
efficiency into its components signals the Islami banks are relatively technically
inefficient. “Pure” technical efficiency (PTE) is simply technical efficiency (TB)
devoid of scale effects, i.e., the difference between technical efficiency and “pure”
technical efficiency represents the cost of operating at incorrect scale. Overall,
average scale efficiency is about 89%, and average pure technical efficiency is
about 76%, suggesting that the major source of the total technical inefficiency for
Islami banks is pure technical inefficiency (input related) and not scale
inefficiency (output related).

3.3. Correlation of Efficiency Measures with Financial Performance

In order to complement the results of efficiency measures, we correlate two
important accounting measures of Islamic bank performance (ROA and ROE) with
various DEA efficiency scores. To confirm the statistical significance, rank-order
Spearman correlation coefficients are calculated to examine the possible
relationship among the X-efficiency measures and accounting measures of
performance. The Spearman [s] correlation coefficients are presented in Table 6.
The null hypothesis is that correlation coefficient between two variables is zero. As
the results indicate, the Spearman [s] correlation coefficients are all significantly
different from zero, indicating that there is a strong association among the X-
efficiency measures and accounting proxy measures of performance. Cost
efficiency (CE) is highly positively and statistically significantly associated with
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other X-efficiency measures, namely, AE, TE, PTE, and SE (ρCE,AE=.71,
ρCE,TE=.85, ρCE,PTE=.54,ρCE,SE=.27, respectively). TE is more related to PTE than to
SE (ρTE,PTE=.52 versus ρTE,SE=.39), confirming the dominant effect of scale
efficiency in determining the technical efficiency of the Islami banks, which has
been stated earlier. Both ROA and ROE are positively and statistically significantly
correlated with all five efficiency measures. Overall, the statistically and
significantly different from zero correlation coefficients discussed above suggest
that various measures of efficiency are strongly associated with conventional
accounting measures of performance, i.e., they are robust and are not ‘meaningless’
artifacts of our sophisticated techniques.

3.4. Regression Analysis

In this section we use regression analysis to determine whether the overall
efficiency scores derived from the pooled sample are related to the size of the bank
(measured by total assets), market power (measured by log of loans), and
profitability (measured by ROA and ROE). We use dummy variables for these
accounting variables in these three countries. Table 7 reports the results for the
regression estimation. It is important to note that the dependent variables are the
DEA efficiency scores. A positive coefficient implies an efficiency increase
whereas a negative coefficient means an association with an efficiency decline. The
results suggest that banks size has a significant positive influence on efficiency in
Pakistan and Sudan, implying that larger banks tend to be more efficient. This
result is consistent with the positive link often found in the literature between bank
size, measured by total assets, and the efficiency. It is generally argued that larger
banks tend to have a better managerial expertise that translates into better
efficiency. The positive sign of the ROA coefficient for Pakistan and Iran means
that higher efficiency is correlated with higher profitability. However, the
coefficients of ROE are positive and significant only for Pakistan and Sudan. ROA
is positive and significant but ROE is insignificant for Islamic banks in Iran, which
largely implies the ownership structure of Islamic banks in Iran. The banks are
mainly government owned in Iran. The variable logloan (market power) has a
significant negative influence on cost and other types of efficiency in Pakistan,
supporting market power (concentrated market) can thus lead to reduce efficiency.
However, this coefficient is positive and significant only for cost efficiency for
Iran. The contrasting results for Iran and Pakistan mainly result from the fact
Islamic banks are firmly rooted in Iran whereas they are still debated in Pakistan.
The uncertainty and absence of supportive regulatory environment in Pakistan
makes Islamic banking operations more risky in Pakistan. This variable is,
however, insignificant for Sudan.
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3.5. Malmquist Productivity Growth

Utilizing the DEA technique, we investigate productivity growth, efficiency
change, and technical progress in Islamic banks. Table 8 presents the estimates of
productivity growth, which is measured by the Malmquist index (MI). The results
reveal that Islamic banks have experienced productivity loss in all years except in
1996-1997 and 1999-2000. Although Islamic banks are making technological
progress (TC is 99%), by penetrating in various markets and introducing and
capturing market shares, they are still relatively less efficient compared their
conventional counterparts.

5. SUMMARY AND CONCLUSIONS

The paper investigates relative efficiency of the Islamic banking industry in
Pakistan, Iran and Sudan by employing a panel of banks during 1994-2001. Both
parametric (cost and profit efficiency) and nonparametric (data envelopment
analysis) techniques are used to examine efficiency of these banks. Five DEA
efficiency measures such as cost, allocative, technical, pure technical and scale
efficiency scores are calculated and have been correlated with conventional
accounting measures of performance. The results show that, on the average, the
Islamic banking industry is relatively less efficient compared to their conventional
counterparts in other parts of the world. The results also show that all five
efficiency measures are highly correlated with ROA and ROE, suggesting that
these efficiency measures can be used concurrently with conventional accounting
ratios in determining bank performance in Pakistan, Iran and Sudan.

The average cost efficiency (stochastic cost frontier) is 52%, whereas the
average profit efficiency (profit efficiency frontier) is 34%. Although Islamic
banks are relatively more efficient in containing cost, they are relatively inefficient
in generating profit. The average allocative efficiency is 79%, whereas the average
technical efficiency is about 66%. This means that the dominant source of
efficiency is due allocative efficiency rather than technical efficiency. These results
are consistent with the fact that the Islamic banks operate in a regulatory
environment which are very supportive of their operations (except Pakistan).
Average scale efficiency is about 89%, and average pure technical efficiency is
about 76%, suggesting that the major source of the total technical efficiency for
Islamic banks is not pure technical inefficiency (input related) but scale efficiency
(output related). Our results indicate that there has been increase productivity
decline over the years except for two years. Productivity increase/decrease in
Islamic banking industry in these countries are mainly driven by technological
change (opening up and penetrating in other markets) not technical efficiency
change (efforts of inefficient banks to catch up with the efficient ones). The results
show that larger bank size and greater profitability are associated with higher
efficiency. These results indirectly support the economies of scale arguments in



508



506

Islamic banking industry. Most of the Islamic banks are of smaller size compared
to the conventional counterparts. It is imperative that Islamic banks be allowed to
merge to obtain an optimal size in order to be more technically efficient and
compete with their conventional counterparts.

The information obtained from efficiency studies can be used to help bank
managers, government regulators and investors. Managerial performance can be
improved by identifying “best practice” and “worst practice” associated with high
and low efficiency firms, respectively. Success in competitive markets demands
achieving the highest levels of performance through continuous improvement and
learning. Frontier efficiency analyses can identify best practice banks and provide a
numerical efficiency score and ranking for each bank that can be useful to policy
makers, market analysts, and managers of competing banks.
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Table 1: Variable Definitions Banks’ Inputs and Outputs for Pakistan, Sudan
and Iran Over 1994-2001

Variables Description
Cost Total cost (includes profit shares, Personnel expense,

Commission expense, Fee expense, Trading expense,
other operating expense) (US$).

P1 Price of funds (%) (total non-interest expenses/ total
customer deposits (demand, saving and time deposits)).

P2 Price of labour (%) (total personnel expense/total assets).
P3 Price of physical capital (Non-interest expense/Average

assets).
Y1 The US $ value of total aggregate loans (all types of

loans) (US$).
Y2 The US $ value of total aggregate other earning assets

(short-term investment, equity and other investment and
public sector securities (US$ millions)).

Y3 The US $ value of the off-balance sheet activities
(nominal values, US$).

X1 Customer and Short-term Funding
X2 Labor
X3 Fixed Assets

Source: Bankscope (2002)

Table 2: Descriptive Statistics (Year-Wise Distribution of Variables and
Number of Banks in the Sample)

1994

16 591.00 11136.00 4276.3750 3292.78658
16 2847.00 614153.00 131384.3 204444.03372
16 61955.00 6949717 1513185 2349644.825
16 22951.00 3425399 647389.7 1033632.766
16 22010.00 3850909 648941.5 1105193.860
16 584.00 1467367 233874.1 357780.79155
16 513.00 40029.00 10809.81 12712.80307
16 47419.00 6301107 1354473 2109064.831
16 438.00 149218.00 33836.44 53780.17622
16 .08800 156.87300 16.08775 38.52143708
16 .00100 .66300 .1542500 .18685270
16 .00500 3.74300 .2487500 .93184301

PROFIT
COST
TA
Y1
Y2
Y3
X1
X2
X3
P1
P2
P3

N Minimum Maximum Mean Std. Deviation
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1995

19 -21153.00 19898.00 3429.8947 7632.11340
19 3810.00 647127.00 123995.3 207116.92969
19 50677.00 7075606 1336820 2240764.359
19 5314.00 3481924 601306.7 1007899.587
19 24914.00 3280181 496143.5 893605.29691
19 3702.00 1733971 262427.8 396005.99465
19 926.00 43585.00 10668.63 12942.49012
19 38531.00 6317825 1198405 2028715.798
19 420.00 146482.00 30032.37 51246.81226
19 .19900 8.40000 3.0229474 2.74031218
19 .00100 .31700 .0844737 .10268580
19 .00800 125.62800 7.9162632 28.66745004

PROFIT
COST
TA
Y1
Y2
Y3
X1
X2
X3
P1
P2
P3

N Minimum Maximum Mean Std. Deviation
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1996

25 -85770.00 9511.00 -3352.56 19601.63462
25 3639.00 775683.00 147727.0 236438.99548
25 42244.00 1.1E+07 1741683 2967356.389
25 8445.00 3887693 695953.0 1114413.064
25 10462.00 3705953 635720.1 1132266.734
25 1346.00 4050258 478708.2 967192.45434
25 877.00 465369.00 42149.28 110056.98650
25 27677.00 8170922 1428632 2346386.887
25 513.00 166949.00 29994.04 49341.65886
25 .02500 220.63100 29.61948 51.17054408
25 .00100 8.61000 1.0326000 2.18194647
25 .00900 123.66600 6.0620800 24.65097191

PROFIT
COST
TA
Y1
Y2
Y3
X1
X2
X3
P1
P2
P3

N Minimum Maximum Mean Std. Deviation

1997

27 -481936 10588.00 -20875.7 97032.72444
27 5748.00 885122.00 168828.3 272989.31597
27 59276.00 1.1E+07 1654510 2952952.935
27 9773.00 4813032 703997.5 1229435.045
27 15557.00 3787652 589855.7 1049404.493
27 1174.00 3632059 435836.5 895033.06867
27 770.00 481429.00 49559.85 115757.23759
27 54729.00 7756261 1327776 2212094.372
27 568.00 301578.00 33907.96 67536.50818
27 .01100 16.23000 2.8893333 4.14136063
27 .00100 .49100 .0657407 .10104705
27 .00500 2.96300 .2320741 .70020837

PROFIT
COST
TA
Y1
Y2
Y3
X1
X2
X3
P1
P2
P3

N Minimum Maximum Mean Std. Deviation
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1998

25 -13052.00 35735.00 3495.2000 8502.85763
25 5711.00 833823.00 114431.6 217107.40267
25 55520.00 1.3E+07 1471285 3290876.424
25 8887.00 5857219 645307.0 1443220.789
25 9462.00 4527035 526018.1 1160757.961
25 1059.00 3383564 385057.2 886254.11976
25 750.00 533635.00 52064.36 137497.98089
25 47770.00 8523513 1073988 2284414.645
25 424.00 173661.00 20872.48 46745.03875
25 .02800 94.55000 9.1577600 22.33679782
25 .00100 2.97600 .3081600 .74713791
25 .00500 3.06600 .1713600 .62471900

PROFIT
COST
TA
Y1
Y2
Y3
X1
X2
X3
P1
P2
P3

N Minimum Maximum Mean Std. Deviation

1999

28 -170894 44570.00 -904.1429 34780.28245
28 1144.00 1067171 171950.8 294705.69499
28 23058.00 1.8E+07 2119190 4178483.033
28 8328.00 8358908 977285.8 1996297.480
28 4976.00 4756894 665049.0 1251366.976
28 641.00 3840657 458781.4 986786.88808
28 1023.00 615231.00 65137.79 155572.77726
28 5435.00 1.1E+07 1602943 2949711.933
28 348.00 203227.00 33266.00 60869.98136
28 .05300 185.34900 14.48393 36.39693829
28 .00100 3.71000 .3933214 .78955412
28 .00500 65.57900 3.8783214 14.18276574

PROFIT
COST
TA
Y1
Y2
Y3
X1
X2
X3
P1
P2
P3

N Minimum Maximum Mean Std. Deviation
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2000

23 -14427.00 184936.00 10618.39 38355.74396
23 4322.00 572414.00 105162.1 169169.70141
23 66316.00 6404310 1122539 1798342.929
23 3679.00 3013910 512445.1 814025.08252
23 18482.00 2030864 380330.0 585536.19664
23 589.00 1065955 160077.6 241466.24974
23 906.00 115961.00 20698.96 31750.97700
23 46291.00 5631534 914023.8 1555353.539
23 851.00 138613.00 19594.52 37814.03758
23 .02700 6.24300 1.0303478 1.51178689
23 .00100 .09000 .0232174 .02527657
23 .00500 60.21400 4.3153913 13.34470385

PROFIT
COST
TA
Y1
Y2
Y3
X1
X2
X3
P1
P2
P3

N Minimum Maximum Mean Std. Deviation

2001

18 -2992.00 18870.00 5263.1111 6622.48544
18 4348.00 538521.00 94367.61 165571.31054
18 73083.00 6819943 1105486 1969604.699
18 13246.00 2798355 488243.6 877215.29484
18 30815.00 1983440 368904.5 607045.13084
18 583.00 1153059 146417.8 277030.12060
18 879.00 118293.00 19852.56 34748.44924
18 45382.00 5932931 979452.1 1750571.142
18 353.00 128790.00 19862.33 40085.43009
18 .10100 84.94400 17.08161 27.48010927
18 .00200 1.84900 .3700000 .55481825
18 .00400 47.96600 6.1585556 13.13731466

PROFIT
COST
TA
Y1
Y2
Y3
X1
X2
X3
P1
P2
P3

N Minimum Maximum Mean Std. Deviation

Notes: The sample is over 1994-2001 of Islamic banks from Iran, Sudan and
Pakistan. The data is derived from BankScope Database, an d verified with balance
sheet and income statements of respective banks from these countries.
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Table 3: The ML Cost and Profit Frontier Parameter Estimates
Cost function Profit function

Coefficient

0a -2.276** -0.179*

1ya -2.922 -2.922

2ya -.798 -0.798

3ya 0.401 1.725*

1pβ 0.155 2.563***

2pβ 1.276 -.495

3pβ 0.189 -0.327

1,1 yya 0.495 0.136

2,2 yya -0.009 -0.482**

3,3 yya 0.0431 -0.339

2,1 yya 0.173** 0.176

3,1 yya 0.482** 0.543

3,2 yya -0.066 0.811***

1,1 ppβ 0.326 -0.087**

3,3 ppβ 0.335 0.155**

3,1 ppβ 0.823* 2.634**

1,1 pyµ 0.121 0.061

3,1 pyµ -0.420** -3.702

1,2 pyµ -.113 0.502

3,2 pyµ 0.417 0.690*

3,3 pyµ -0.108 0.079***

Notes: The cost and profit functions (equations 3 and 5) are estimated using data of
Islamic banks from Iran, Sudan and Pakistan over 1994-2001 period.
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Table 4: Summary Statistics for the Stochastic
Cost and Profit Efficiency Scores

Cost efficiency Profit efficiency
Mean Std. Dev. Mean Std. Dev.

1994 0.395 0.271

1995 0.346 0.011 0.271 0.125

1996 0.397 0.008 0.218 0.206

1997 0.580 0.001 0.227 0.033

1998 0.777 0.172 0.276 0.039

1999 0.543 0.239 0.363 0.017

2000 0.580 0.030 0.298 0.116

20001 0.492 0.124 0.340 0.060

All 0.522 0.056 0.339 0.130

Notes: These cost and profit efficiency scores are calculated from equations 3 and
5. We combine all banks in Pakistan, Iran and Sudan to compute these efficiency
scores.
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Table 5: Summary Statistics of DEA Efficiency Measures of (1994-2001)

Efficiency Measure Mean Minimum Maximum
Panel A: 1994
(CE)a 0.671 0.213 1.000
(AE)a 0.691 0.213 1.000
(TE)a 0.969 0.881 1.000
(PTE)a 0.977 0.853 1.000
(SE)a 0.992 0.916 1.000
Panel B: 1995
(CE) 0.771 0.256 1.000
(AE) 0.795 0.254 1.000
(TE) 0.968 0.871 1.000
(PTE) 0.979 0.869 1.000
(SE) 0.988 0.920 1.000
Panel C: 1996
(CE) 0.730 0.142 1.000
(AE) 0.764 0.145 1.000
(TE) 0.952 0.846 1.000
(PTE) 0.976 0.884 1.000
(SE) 0.976 0.897 1.000
Panel C: 1997
(CE) 0.704 0.078 1.000
(AE) 0.752 0.097 1.000
(TE) 0.926 0.466 1.000
(PTE) 0.973 0.784 1.000
(SE) 0.843 0.512 1.000

Panel C: 1998
(CE) 0.712 0.266 1.000
(AE) 0.899 0.706 1.000
(TE) 0.778 0.342 1.000
(PTE) 0.917 0.622 1.000
(SE) 0.843 0.421 1.000
Panel C: 1999
(CE) 0.687 0.209 1.000
(AE) 0.880 0.681 1.000
(TE) 0.772 0.413 1.000
(PTE) 0.868 0.416 1.000
(SE) 0.890 0.507 1.000
Panel C: 2000
(CE) 0.678 0.276 1.000
(AE) 0.819 0.339 1.000
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(TE) 0.813 0.404 1.000
(PTE) 0.913 0.600 1.000
(SE) 0.890 0.576 1.000

Panel C: 2001
(CE) 0.751 0.438 1.000
(AE) 0.828 0.584 1.000
(TE) 0.895 0.603 1.000
(PTE) 0.946 0.659 1.000
(SE) 0.947 0.781 1.000

Panel D: All b
(CE) 0.518 0.166 1.000
(AE) 0.788 0.202 1.000
(TE) 0.662 0.255 1.000
(PTE) 0.759 0.394 1.000
(SE) 0.887 0.450 1.000
a. (CE) = Cost Efficiency, (AE) : Allocative Efficiency, (TE) : Technical
Efficiency, (PTE) : Pure Technical Efficiency, (SE) : Scale Efficiency, b. Panel D:
All gives the summary statistics for the pooled sample of (1995-2001) efficiency
measures combined).

Table 6
Spearman Rank Order(s) Correlation Coefficients Among Efficiency

Estimates and Proxy Measures of Performance

CE AE TE PTE SE ROA
AE 0.710**

TE 0.846* 0.205

PTE 0.537*** 0.085 0.524**

SE 0.269* 0.617** 0.392*** 0.204

ROA 0.378** 0.244** 0.481*** 0.422*** 0.240*

ROE 0.451*** 0.362** 0.390** 0.153 0.012 0.566***
a: Spearman correlation coefficient of tests for zero correlation. AVCR is average
cost
(Total cost / Total assets). ROA is return on assets (Net income / Total assets).
REQ is return on equity (Net income / equity). : CE: Cost efficiency, AE:
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Allocative efficiency, TE: Technical efficiency, PTE: pure technical efficiency, SE:
Scale efficiency.
*** Significant at the 0.01 level.
** Significant at the 0.05 level.
* Significant at the 0.10 level

Table 7: Second-Stage Regression Results

Variable CE TE AE PTE SE
Constant 0.639** 0.680*** 0.865* 1.078** 0.606*

TA1 0.051*** -0.107 .0428** 0.007*** 0.315**
TA2 -.008 -1.496* -0.190** -

0.005***
-

0.455***
TA3 -0.027* -.041** 0.003 -0.024** -.013

ROA1 0.090*** 0.238*** .018 0.030** 0.904**
ROA2 1.210* 1.254 2.455* 2.378 1.88*
ROA3 0.067 .055* 0.229** 0.426* 0.210**

ROE1 0.881* 0.772** 0.036 2.540*** 0.423
ROE2 -0.056 0.042 0.380 0.044* 0.737
ROE3 0.389* 0.270 0.009 0.323** -.063

LOGLOAN1 -0.628 15.796*** 13.168*** 0.862 6.689***
LOGLOAN2 2.384 2.652 -0.521 -0.567 -2.175
LOGLOAN3 1.627* 8.970 2.823 3.865 2.445

R Square 0.498 0.389 0.295 0.468 0.433
Note: ROA is return on assets (Net income / Total assets). REQ is return on equity
(Net income / equity). : CE: Cost efficiency, AE: Allocative efficiency, TE:
Technical efficiency, PTE: pure technical efficiency, SE: Scale efficiency.
TA1,ROA1,ROE1, and LOGLONA1 is a dummy variables =1 if Pakistan and 0
o.w.

TA1,ROA1,ROE1, and LOGLONA1 is a dummy variables =1 if Iran and 0 o.w.
TA1,ROA1,ROE1, and LOGLONA1 is a dummy variables =1 if Sudan and 0 o.w.
*** Significant at the 0.01 level.
** Significant at the 0.05 level.
* Significant at the 0.10 level



520



518

Table 8: Summary Statistics of Productivity and
Efficiency Changes for (1994-2001)

Period MI TE TC PTE SE
1994-95 0.977 1.003 0.974 1.006 0.996

1995-96 0.864 0.981 0.881 1.011 0.971

1996-97 1.049 0.978 1.072 0.970 1.009

1997-98 0.967 0.842 1.149 0.943 0.892

1998-99 0.953 0.990 0.963 0.950 1.043

1999-2000 1.101 0.998 1.103 1.058 0.943

2000-2001 0.972 1.151 0.844 1.045 1.102

Average(1994-2001) 0.981 0.988 0.992 0.996 0.993

Note: MI: Change in productivity (Malmquist index of productivity); TE: Change
in technical efficiency; TC: Technological change; PTE: Change in pure technical
efficiency, and SE: Change in scale efficiency
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COMBINATION OF CONTRACTS IN SHARI[AH: A POTENTIAL
MECHANISM FOR PRODUCT DEVELOPMENT

MOHAMMED BURHAN ARBOUNA

1. INTRODUCTION

The banking sector is witnessing a drastic change, especially in the age of
electronic transactions, rapidly changing regulatory environments and drastic
development of risk management tools. This sector faces various competitions
including product development in order to meet the current needs of business and
trade. Islamic banking is no exception. After more than three decades of operation,
the transactions of Islamic banking seem to depend on few financial products.
Deferred payment transactions, such as Murabahah or bay[ bi thaman a’jil, and
profit-loss sharing contracts (Mudarabah and Musharakah) form the main, if not
the sole, focuses of Islamic banking operations. Islamic investors have, therefore,
considerably fewer investment outlets and choices. It becomes thus necessary that
Muslim scholars adopt a creative approach towards exploring various effective
banking products from the fiqh literature that may further strengthen Islamic banks
and secure competitive financial returns for their clients. One possible mechanism
of product development is combination of different contracts in one transaction.

However, combination of contracts is controversial because of the traditions
that prohibit “two contracts in one transaction”. The literal interpretation of these
sources may potentially defeat any attempt to allow combination of contracts,
irrespective of the features and nature of the contracts combined. This is further
aggravated by the fact that when contracts are combined, the law does not look at
them being single contracts. The combined contracts would be viewed as having a
different status altogether by virtue of the process of combination. From this
perspective, combination of contracts provides a complex legal process.
Nevertheless, an examination of the sources in respect to two contracts or two deals
indicates that a transaction may comprise of more than one contract provided the
structure is not in conflict with the basic principles of Islamic law of contracts.

2. MEANING AND RATIONALE OF COMBINATION OF CONTRACTS
IN ONE DEAL

There is no definition as such for combination of contracts in fiqh literature.
However, combination of contracts (ijtima[ al-[uqud) may be defined as an
agreement between two or more parties to put together two or more contracts of
different features and legal consequences to achieve a desired viable transaction. In
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this case, all obligations and legal consequences arising from the combined
contracts are to be realised as one as though a single obligation.1

The fiqh literature suggests that the rationale for combination of contracts is the
need to avoid riba transactions and at the same meet financial needs of individuals.
For example, one may defer collection of a counter value in a sale contract to a
future date. This is not allowed in the case of currency exchange. The jurists
develop a product whereby one may sell dinar together with a commodity for a US
Dollar on a deferred payment basis. This is an example of combination of sale and
currency exchange, the aim of which is to avoid riba transactions. At the same
time, combination of contracts meets economic needs of individuals because not all
people can buy on a spot payment basis.

3. DISTINCTION BETWEEN TYING ARRANGEMENTS (ISHTIRAT [AQD
FI[AQD) AND COMBINATION OF CONTRACTS(IJTIMA[ AL-[UQUD)

It is realized from modern fiqh writings that some juristic terminologies with
respect to tying arrangements are considered similar to the concept of combination
of contracts (ijtima[ al-[uqud). Thus, this concept will not become clear unless
these terminologies, namely (a) ishtirat �[aqd fi [aqd, (b) tardid al-[aqd and (c)
ta[dud safaqah [aqd, are clearly defined and explained.

The inner meaning and objectives of the above terminologies confuse a number
of researchers. These terminologies are presented as though they have similar
meanings and legal implications.2 However, a scrutiny of the nature of these
terminologies and the juristic examples in this respect suggest that the first two
terminologies differ from combination of contracts (ijtima[al-uqud). The closest,
though with some variation, to the concept of combination of contract is the term
ta[dud al-safaqah, which means a deal versus a deal.3

The term ishtirat [aqd fi [aqd (connection of contracts) differ from combination
of contracts in that the former represents a transaction of which the obligation of
one contract is tied to the execution of the other contract. For example, in a sale-
leaseback transaction, the sale agreement cannot refer to the lease, because the
lease must be an independent transaction that will occur at a future time. When the
sale contract refers to the lease it becomes impermissible due to the fact the

1 See Nazih Hammad, “Ijtima[al-[Uqud al-Muta[didah fi Safaqah Wahida fi al-Fiqh al-
Islami”, A[mal al-Nadwah al-Fiqhiyyah al-Khamisa, (Kuwait: Kuwait Finance House, 2-4
November 1998), p. 511.
2 See al-Shadhily, Hasan Ali, “al-Rabt Bayna al-Tasarrufat wa al-[Uqud fi Ittifaq”, A[mal
al-Nadwah al-Fiqhiyyah al-Thalitha (Kuwait: Kuwait Finance House, 27-29 April 1993),
pp. 297-280.
3 For a detailed distinction between embedded options and combination of contracts, see
Abdul Sattar Abu Ghuddah, “al-Tafahum al-Janibi [ala ta[ddud al-[uqud duna Ishtirat [aqd
fi [aqd”, a paper presented at al-Barakah’s 18th Forum on Islamic Economics held in
Damascus on 4-5 October 2000, p. 12.
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different contractual obligations and rights are connected to each other and this is
ishtirat [aqd fi [aqd or rabt bayna al-[uqud on which the jurists have diverging
opinion as to whether this form of deals falls under the ruling of the hadith that
prohibited bay[atayn fi bay[ah. A typical example of ishtirat [aqd fi [aqd is a
statement similar to I sell you this car at 1000 dinars on the condition that you buy
this item for 500 dinars. An event of ishtirat [aqd fi [aqd would be created when
the sale, for example, of a car is a condition for securing loan from the buyer or
there is a stipulation that the seller would have a right to be a partner in an
investment venture as an added value consideration for selling the car. Therefore,
contractual stipulations do not always create a state of combination of contracts.
This is because combination of contracts in one deal is a state of creating a contract
itself and not a stipulation.

Tardid/ta[dud al-[aqd, tafriq al-safaqah or ta[dud al-safaqah,4 is different from
combination of contracts in many respects. Tardid/ta[dud al-[aqd is a transaction
that involves quoting two or more prices (tafsil al-thaman), one of which is for spot
payment and the other is for deferred payment for undivided asset in one deal
whereby the contracting parties disperse without the buyer choosing a particular
price or stating acceptance of one price. The jurists largely applied this concept
sold items that are receptive to partition of prices, such as real estates. The seller of
a land could break it up into three parts and say each meter of the first two parts
value so and so amount and a meter of the third part value an amount different
from the previous parts, in which case a state of tardid al-[aqd is created.5

The jurists also used this concept for a deal that involves a number of sellers or
buyers at one time.6 When two or more persons offer to sell an asset jointly owned
by them to another party and the offer is accepted, then a state of tardid al-[aqd
exists when a portion of the asset is defective. In this case, the buyer is entitled to
terminate the transaction in part, leading to a break up of a contract involving two

4 A comprehensive discussion on this terminology was provided by al-Sanhuri. In this
respect, al- Sanhuri argued that some jurists, especially the Hanafi jurists, do not see the
validity of a transaction of ta[dud al-safaqah because this affects the integrity of a contract
and riba in some cases. However, Islamic law has later developed to allow certain
exception to the general of prohibition of ta[dud al-safaqah as they see it. However, al-
Sanhuri did not clearly make distinction between ta[dud al-safaqah, ishtirat shart fi [aqd
and combination of contracts. See al- Sanhuri, Abd. Al-Razzaq, Masadir al-Haqq fi al-Fiqh
al-Islami (Beirut: Mu’assasah al-Ta’rikh al-[Arabi and Dar Ihya al-Turath al-[Arabi,
lectures presented between 1953 and 1954 to the Law students), pp. 95-124.
5 See al-Nawawi, Rawdah al-Talibin Wa [Umdah al-Muftin, (Beirut: al-Maktab al- Islami,
1405 AH), vol. 3, 424; Ibn Muflih, Ibrahim Ibn Muhammad, al-Mubdi[, (Beirut: al-Maktab
al-Islami, 1405 AH), vol. 5, p. 214
6 See Ibn Muflih, al-Mubdi[, vol. 5, p. 214.
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persons that may lead to dispute.7 Therefore, tardid al-[aqd is another way of
forming a contract and not a combination of contract or even a conditional option.

The term ijtima[ al-[uqud or combination of contracts connotes as stated earlier
an agreement between two or more parties to conclude a deal involving two or
more different forms of contracts of distinct features and legal characteristics to
form a viable investment product that is acceptable to the buyer for being an added
value transaction. In this case, all effects, obligations and rights created by the
combined contracts are viewed as inseparable obligations, not subject to partition.

A typical example of this is the case of ownership of two different assets
whereby one of the assets (e.g. a house) may be disposed of by lease and the other
asset (e.g. textile) may be disposed of by sale. In this example, the desired profit
may not be realised if the textile is sold alone. The seller will thus prefer to
combine, for example, a sale contract and an ijarah contract by agreeing to rent one
of the assets and selling the other to the lessee in one transaction. By this, the seller
is adjusting possible losses that might occur due to selling the item that is to be
disposed of by sale from the rent contract through combination of these two
contracts. This structure is known in fiqh literature as ijtima[ shay’[ayn fi safaqa
and is approved by traditional Muslim jurists provided that certain conditions are
observed.8

4. PROHIBITION OF ISHTIRAT [AQD FI [AQD OR BAY[�[TAYN FI
BAY[AH TRANSACTIONS

There is no explicit Qur’anic provision that directly prohibits or permits
combination of contracts. The provisions that seem to reject the concept of
combination of contracts are stated in the Sunnah literature evidenced by five
famous versions of hadiths in this respect. The first hadith disapproves
combination of a loan contract and a sale contract.9 The second hadith disapproves
two sales in one contract (bay[atayn fi bay[ah),10 and similar to this is the hadith
that prohibits two contracts in one deal (safqatayn fi safaqah). Another hadith
states that the Prophet peace be upon him has prohibited a sale that is
circumscribed with a condition (bay[ wa shart).11 The contents of these hadiths
suggest that combination of contracts may be formed in several ways, including the
following:

7 al-Sharbini, Muhammad Al-Khatib, Mughni al-Muhtaj, vol. 2, p. 42; al-Nawawi, Rawdah
al-Talibin, vol. 3, p. 420.
8 al-Sharbini, Muhammad al-Khatib, Mughni al-Muhtaj, vol. 2, p. 42; al-Nawawi, Rawdah
al- Talibin, vol. 3, p. 420.
9 See Imam Malik, al-Muwatta (Egypt: Dar Ihya al-Turath, n.d.), vol. 2, p. 657.
10 See Imam Ahmad Ibn Hanbal, Musnad Ahmad (Egypt: Muassat Qurtuba), p. 174.
11 al-Asbahani, Ahmad Ibn Abd. Allah, Musnad Abi Hanifa (Riyadh: Maktabat Kauthar
1415H), p. 267.
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i. Tying a contract with a condition, either appropriate or inappropriate to the
contract. This form of arrangement may be termed as a contract
circumscribed with a condition and is not the form of arrangements
intended by the term combination of contracts.

ii. The combination of various contracts without any condition attached to the
desired transaction.

The jurists have intensively tried to explain the legal effects of these hadiths,
which is not the scope of this article. Nevertheless, it may be suitable to state that
the main impediments for disapproving tying arrangements or ishtirat [aqd fi
[aqd/bay[tayn fi bay[ah are one of the following: (a) riba, (b) gharar, and (c)
injustice, exploitation and taking advantage of people’s need. For example, the
rationale for prohibiting combination of loan contract and sale or leasing is the fear
of favouritism and partiality. This is because the seller or lessor may consider
discounting the price in favour of the lender due to the loan facility, leading to a
contract of loan that extract profit. By this, there is no justice and freedom of
contract without any external influence and this leads to inequality and injustice. It
is for these reasons that some of tying arrangements are unequivocally prohibited,
especially when the process of combination involves loan contract and one of the
Shari[ah nominated contracts. Therefore, the issue at hand is to see whether these
prohibiting factors exist in the concept of combination of various contracts in one
transaction.

5. LEGAL RULING OF COMBINATION OF CONTRACTS

In principle, Islamic law will not object to combination of a number of contracts
in one deal because of the general principle of freedom of contracts in Shari[ah.
The parties are free to conclude whatever contracts they deem necessary and of
added value, and fulfil contractual expectations as far as there is no an explicit
source prohibiting their actions.12 Therefore, a deal that consists of a number of
contracts may be valid and acceptable or may be void and impermissible,
depending on the nature of the contracts involves.

In this regard, al-Shatibi argued that combination of contracts has different
ruling and legal effect that do not exist in solitary contracts. A structure on the
basis of combination of contracts could be declared void despite of the fact that
each of the contracts involved in the combination is solitarily valid. For example,
each of a loan and a sale contracts is valid separately. However, if they are
combined in one deal to the effect that one party finances another party and the
other party (the financed person) gives the financier a right to purchase shares from
the venture at a price less than fair value or market value as a consideration, then
both contracts become void and null. The reason is that this combination of
contracts in one-deal involves impermissible transaction due to either conflict of

12 See Ibn Taymiyyah, Majmu[ al-Fatawa (Saudi Publication), vol. 29, p. 132.
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purpose or conflict of rulings of each contract involved. This shows that the rules
and principles governing combination of contracts are different from rules and
principles governing solitary contracts.13

The statement of al- Shatibi preliminary suggests that, in principle, the jurists
are in agreement that a financial product or service may be structured using a
number of contracts. It is suggested, for example, that a contract of sale and an
ijarah (leasing) contract or a contract of sale and a currency exchange contract or a
contract of sale and salam - a contract for which delivery of the sold item is
deferred with spot payment of the price-may be grouped in one transaction.14 This
is because appropriate combination of contracts serves valid purpose. For this
reason, Islamic law would not reject transactions that serve valid purpose of the
contracting parties on the basis that they involve a number of contracts. In addition,
combination of contracts that does violate any basic principle of Islamic law falls
under the principle of freedom of contract, as stated earlier. For example, Ibn
Taymiyya argued that all contracts concluded by individuals are generally
permissible, valid and enforceable. Individuals are not allowed to proclaim a
contract invalid except a contract that is prohibited and declared void by God, the
almighty or His messenger. 15

Ibn Qayyim argued that contracts concluded by of individuals are generally
permissible, valid and enforceable. According to Ibn Qayyim this approach to
contracts is the most authoritative, correct and preferred juristic view and that a
contract or a condition is nullified only when there is an explicit textual source to
that effect. Ibn Qayyim further observed that declaring contracts and conditions
permissible and valid or otherwise is the prerogative of the Lawgiver and His
messenger. Therefore, one is not in a position to declare certain contracts valid or
invalid unless the Lawgiver and His messenger unequivocally states so. The
Lawgiver, the almighty God, Has clearly clarified what is prohibited so much so
that all invalid agreements and conditions are clearly explained. The event that
renders contracts valid or invalid is only known by a provision from the textual
sources of Islamic law.16

The discussion on the principle of freedom of contract and the underlying rules
of fiqh nominated contracts suggest that the jurists have alluded to the possibility of
combining two or more of the nominated contracts in one deal, whereby the deal

13 al- Shatibi, Ibrahim Ibn Musa al-Muwafaqat fi Usul al-Shari[ah, (Beirut: Dar al-
Ma[rifah. n.d.), vol. 3, p. 193.
14 See al-Dardir, al-Sharh al-Kabir, vol. 3, p. 136ff,al-Shirazi, Mughni al-Muhtaj, vol. 2, p.
41ff, al-Nawawi, al-Majmu[ Sharh al-Muhadhdhab, vol. 9, p. 363ff; al-Mardawi, Ali Ibn
Sulayman,, al-Insaf, edit. By Muhammad Hamid al-Faqqi, (Beirut: Dar Ihya al-Turath al-
[Arabi, n.d.), vol. 4, pp. 321-322.
15 See Ibn Taymiyya, Majmu[ Fatawa, vol. 29, p. 132
16 Ibn Qayyim, I[lam al-Muwaqqi[in [an Rabb al-[Alamin. edit. Muhammad Abd. Al-Salam
Ibrahim. (Beirut: Dar al-Kutub al-[Ilmiyyah, 1991), vol. 1, p. 344.
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becomes a separate obligation consisting of the characteristics of the combined
contracts.17,18. The jurists have stated a number of examples that indicate their
approval of combination of contracts. For example, fiqh literature sees no wrong in
combining binding or non-binding contracts and charitable contracts or combining
a sale contract and ijarah or a sale contract and currency exchange contract (sarf).
The majority of jurists permitted combination of sale and ijarah. After systematic
explanation of the subdivisions of various forms of ijarah that may be combined
with sale in one deal, al-Hattab, a Maliki jurist, concluded that “all these
elaboration had proven that the prevalent view of the Maliki school is the
permissibility of combination of ijarah and sale in one deal”.19

The Shafi[i jurists had generally allowed combination of contracts, such as
leasing and sale or currency exchange and salam because the contracts involved are
valid solitarily, hence there would be no objection to combine them in one deal.
They also allowed combination of non-binding contracts, such as sharika and qirad
(mudarabah) in one deal. In the same time, they object to combining binding and
non-binding contracts in one deal, such as a reward contract (ju[alah) and a sale
contract, because of conflict of rules these contracts.20

The Hanbali scholar, Ibn Qudamah, argued that it is valid to combine currency
exchange and leasing contracts or a sale of which taking of immediate possession
is not necessary. Example of this is when one sells a real estate and leases another
for one price. This is valid because both may be sold separately; hence, their
disposal may be structured in the manner described.21

Therefore, the validity of combination of contracts is not an issue in the fiqh
literature. The main issue concerns the nature and the forms of combination.
Hence, validity of combination of contracts must be qualified with the nature and
features of the contracts involved in the process of combination. A valid structure
on the basis of combination of contracts would depend on whether the
comprehension of the categories of contracts, i.e. whether binding, non-binding or
hybrid of binding and non-binding contracts and the criteria necessary for a valid
combination of contracts in one agreement.

17 See al-Sanhuri, Masadir al-Haqq fi al-Fiqh al-Islami, vol. 1. p. 62.
18 See al-Mardawi, al-Insaf, vol. 4, pp. 321-322.
19 al-Hattab, Muhammad Ibn Muhammad, Mawahib al-Jalil Sharh Mukhtasar Khalil,
(Beirut: Dar al- Fikr,1398 A.H), vol. 5, p. 397.
20 al-Khatib al-Sharbini, Mughni al-Muhtaj (Beirut: Dar al-Fikr, n.d.), vol. 2, pp. 41-42;
Muammad Ibn Muhammad Abu Hamid al-Ghazali, al-Wasit, edit. by Ahmad Mahmud
Ibrahim and Muhammad Muhammad Tamir, (Cairo: Dar al-Salam, 1417 AH), vol. 3, pp.
93-96.
21Ibn Qudama, Abd. Allah Ibn Ahmad. al-Mughni, (Beirut: Dar al-Fikr,1405 A.H), vol. 4,
p. 260.
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6. CRITERIA OF DETERMINING COMBINABLE AND NON-
COMBINABLE CONTRACTS

It must be noted that a product or an instrument designed on the basis of a
single contract poses no legal complexity. The reason is that in case of operating
on the basis of single or solitary contracts, each contract would have independent
principles and separate criteria, objectives and obligations. However, if a number
of contracts are combined in one transaction to form a single outcome, then issues
of Shari[ah compliance tends to pose a daunting and challenging task. This is
because a number of Shari[ah nominated contracts conflict from various
perspectives. In order to deal with this situation, the jurists stated a number of
parameters and criteria22 that may assist one to determine whether the process of
combination of some contracts comply with Shari[ah requirements.

Again, these parameters and criteria are rendered in various perspectives. The
Islamic commercial contracts are classified taking into consideration various
aspects and common features of contracts. The basis, purpose, subject matter,
characteristics, or rulings of each contract is taking into consideration as far as
classification of contracts is concerned. The contracts that share similar and
common features can be categorised in one group with one single legal
consequence. A group of contracts may share similar and common features that
would make them combinable in some perspectives from one hand, and, on the
other hand, have different legal result from other perspectives. Therefore, the legal
effect of these perspectives is very much necessary for the combination of various
contracts to meet Shari[ah requirements of a valid contract, and these are discussed
below.

6.1. Principle of Freedom of Contract

The principle of Shari[ah in respect to formation of contracts is that any form
of contract and investment or financing instrument cannot be declared invalid
unless expressly prohibited or proclaimed as forbidden. The absence of a clear-cut
legal authority to the contrary, all transactions are considered under the original
principle of permissibility and this permissibility is more evident when it comes to
financial transactions. Hence, when a structure or any component thereof does not
explicitly involve prohibited features and invalidating elements, this should be
considered an acceptable mode of financing in Islamic law.23 The principle of
general permissibility (ibadah) suggest that the most important requirement for a
valid combination is the need to examine each component of a financial structure
on the basis of a number of contracts. This would assist in identifying the
possibility of the existence or non-existence of the prohibited features in the
structure.

22 See al-Shadhily, Hasan Ali, “Ijtima[ al-[Uqud al-Mukhtalifa al-Ahkam fi [aqd Wahid”,
A[mal al-Nadwah al-Fiqhiyya al-Khamisa, pp. 472-478.
23 Ibn Qayyim, I[lam al-Muwaqqi[in (Beirut: Dar al-Jil, 1973), vol. 3, pp. 388-391.
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6.2. Terminology-Based Criterion

For a valid combination of contracts for an acceptable product, one need to take
into account the terminology of each of the contracts combined. This is because
each contract is distinguished from the other by a designation. At first glance, the
terminology-based criterion would mean that all contracts are non-combinable.
This is because a designation specified for something is intended to distinguish it
from other things in terms of features and qualities. Thus, two designations would
not be applicable to one thing simultaneously. However, The jurists did not give
much weight to terminologies24 as far legal rulings of contracts are concerned. In
other words, although terminologies have some effect on the intention of contracts,
the important issue is the objective of the contracts. In this respect, the legal
maxim goes, al-[ibrah bi al-ma‘ani la bi al-alfadh. This legal maxim means, in
brief, in deciding on the validity of contracts, “attention must be given to the
objects and meaning, and not to words and form”.25 In this respect, combination
must be focusing on whether the structure serves both economic interest of Islamic
banks and society under the principle of public interests (al-Maslaha al-Mursalah).

6.3. Objective-Based Criterion

The objective and effect (athar) of contracts is one criterion in the process of
combining contracts of different status and rulings for a Shari[ah compliant
product. In combining contracts of various status, one needs to identify objectives
that contradict each other in order to know whether objectives of the combined
contracts legally conflict. When there is a conflict, a process of combination will
be null and void. From this perspective and for identifying conflicting objectives of
various contracts, the Shari[ah nominated contracts may be divided into the
following categories: 26

i. Contracts of transfer of ownership, legal title or possession. The purpose
of these contracts is to assign ownership of tangible assets or usufruct of
certain properties to a particular person/persons. The contracts in this
regard are also divided into three main categories. The first category is

24 There are riwayat (non-famous version of views) in some school of Islamic law arguing
that the rulings of contracts will differ due to different terminologies of contracts. For
example, the term bay[ (sale) creates a certain legal implication different form in using the
term ijarah (lease). These two terminologies cannot replace each other in any way,
although they might share certain features from the objective-based perspective which is
the transfer of ownership, i.e. the transfer of assets in the case of sale and transfer of
ownership of usufruct in the case of ijarah.
25 See al-Qurtubi, al-Jami[ li Ahkam al-Qur’an (Beirut: Dar al-Kitab al-[Arabi, 1952), vol.
5, p. 113, al-Shawkani, al-Sayl al-Jarrar, (Beirut: Dar al-Kutub al-[Ilmiyyah, 1405 AH),
vol. 4, pp. 222, 343; The Mejelle: An English Translation of Majallh el-Ahkam al-Adliyya
(Malaysia: The Other Press, n.d.), article 3.
26 See al-Shadhily, “Ijtima[ al-[Uqud al-Mukhtalifa al-Ahkam fi [aqd Wahid”, pp. 472-478.
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manifested in contracts of exchange relationships and these contracts are
meant for bilateral exchange proprietary interests. This exchange of
interests may be in the form of money, benefit or rendering services. The
second category is manifested in contracts of charity, the aim of which is a
unilateral transfer of ownership and entitlement to utilise property without
taking a consideration from the beneficiary. This transfer can take place
through gift, will, borrowing of a tangible item (i‘arah) and the like. The
third category is exemplified in contracts combining characteristics of
exchange and charity and these are contracts that are entered into on
charity basis and will end up being contracts of consideration at their due
date, e.g. loan and gift for consideration (hibah al-thawab).27 For example,
loan contract is primary a contract of charity at the outset of the contract,
but a contract of exchange when payment is made.

ii. Contracts of rebates. The purpose of these contracts is to relinquish a
right, such as discharging one from paying the debt.

iii. Contracts of partnership. The purpose of these contracts is profit or loss
sharing through a joint venture on the basis of capital contribution in the
form of money, skills or services, e.g. Musharakah, Mudarabah and
sharecropping.

iv. Collateral contracts and quasi security contracts. These contracts secure
future financial rights, e.g. personal guarantees, pledge of security and
hawalah (transfer of right or debt).

v. Contracts of custody. The purpose of these contracts is safekeeping of a
property, such as a contract of deposit.

vi. Contracts of awards and services. The aim of these contracts is offering
services in lieu of consideration, such as contract of ju[alah (contract of
award or wages) and contract of maintenance.

vii. Contracts of authorisations, e.g. agency and Mudarabah. The objective of
these contracts is to entitle one to discharge a duty in the name of another
person which cannot be performed by such a person prior to the
authorisation.

Again, if contracts are considered from their objective, it may be concluded that
all contracts are non-combinable since each contract is naturally permitted to serve

27 Hibah al-thawab contract is a contract by which one party makes a gift for receiving
consideration in the future. This structure is among the basis of legalizing the consideration
received by the policy in the form of indemnity of the perils insured. See al-Qurahdaghi,
Ali, “al-Dawabit al-Shari[yyah li [Uqud al-Ta’min [ala al-Hayat”, A[mal al-Nadwah al-
Fiqhiyyah al-Rabi[ah, (Kuwait: Kuwait Finance House, 30/31 October – 1November
1995), pp. 199-204.
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a particular objective. Nevertheless, there is another aspect of considering
combinability or non-combinability of contracts from their objectives. This aspect
is the common objective that the combined contracts share. Some contracts that
transfer interests are most likely to be combinable depending on the nature of the
combination and the desired objective. The contracts that play a complimentary
role, such as collateral contracts can be, in principle, combined with the principal
contracts, such as combination of guarantee and sale. This is because although
contracts might differ from the perspective of their objectives, the objective of
some contracts is to ensure that certain contracts are timely fulfilled, hence a
possible combination between these contracts. The following therefore is
noteworthy:

i. The supplementary contracts-the contracts that encourage fulfilment of
obligations, whether they are collateral contracts or contracts of custody-
do not conflict with the principal contracts, i.e. the contracts of exchange
relationships. This is because these supplementary contracts (e.g. collateral
contracts) protect the original contracts from being breached.
Consequently, these contracts can be combined with the original contracts.
Therefore, it is possible to combine contract of pledge and contract of
deferred payment sale in one deal.

ii. The differences of opinion amongst the jurists in respect to validity or
invalidity of combination of contracts is basically confined to contracts of
conferring ownership, whether such conferment is triggered by
consideration or by willingness to donate charitably. The combination in
this regard could take place between contracts of reciprocal exchange of
interests, such as exchange of properties (as in the case of a sale contract)
or contracts of reciprocal exchange of money or usufruct of chattels (as in
the case of ijarah). The combination may take place between contracts of
exchange on one hand and contracts of charity on the other, such as a sale
contract and a contract of gift or ijarah contract and gift, which created
what is now known in Islamic banking as ijarah muntahia bi al-
tamlik/ijarah wa iqtina[/ijarah thumma al-bay[. In other words, one
features of financing lease is a combination of lease and gift at the end of
the lease tenure.28

6.4 Quality-Based (wasf) criterion

The validity of combination of certain contracts is contingent upon the attributes
of the combined contracts. In the process of combination of contracts, it must be
investigated whether or not the combined contracts are receptive or unreceptive to

28 See AAOIFI, Shari[ah Rules for investment and financing instruments 1421H-2000, pp.
42-43, specifically item (10/1).
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certain descriptions, such as gharar (uncertainty) and jahalah (ambiguity). This is
because the basic principle of Islamic law is that uncertainty and ambiguity renders
contracts null and void. However, this principle is not applicable to all contracts
and in all circumstances. Uncertainty (gharar) or ambiguity (jahalah) does not
affect the validity of some contracts, such as a contract of ju[alah (award) and
contract of charity or donation. On the other hand, some contracts, such as a sale
contract, do not tolerate uncertainty and ambiguity. Hence, uncertainty affects the
validity and enforceability of such contracts. In this respect, uncertainty and
ambiguity invalidate contract of sale whereas a contract of ju[alah is receptive to
uncertainty and ambiguity.29 Therefore, combination of contracts that are receptive
to uncertainty and contracts that are not receptive to uncertainty would be
unacceptable. It is thus noteworthy to consider the following: 30

i. If the contracts combined were receptive to uncertainty and ambiguity,
then the combination would be valid because there exist no conflict
between the objectives and rulings of this category of contracts.

ii. If one of the contracts combined do not tolerate uncertainty and the other
contract tolerates uncertainty, the contracts from this perspective conflict,
and the combination becomes invalid.

6.5. Criterion of Tolerability of Unilateral Termination

Whether two or more designated contracts of Islamic law can be combined to
form a novel contract depends on the binding and non-binding nature of the
combined contracts. Some Shari[ah-nominate contracts cannot be terminated
unilaterally. The contracts in this regard are divided into the following:31

i) Binding (lazim) contracts, i.e. contracts that cannot be unilaterally cancelled
by a party to a contract without a valid reason and the consent of the other
party. These include proprietary exchange contracts (e.g. a sale contract and
a currency exchange contract) and contracts of non-pecuniary consideration,
such as matrimonial contracts, salam contract after lapse of option period
and contract of hawalah (transfer of debt or right). The proprietary exchange
contracts can be only cancelled by way of iqala: agreement of the
contracting parties to cancel the contracts with or without consideration. The
non-proprietary contracts may be terminated, for example, through divorce
or khul[ �(a right of a married woman to terminate marriage contract through

29 The awards of governments for showing a criminal or otherwise are categories of the
contract of ju[alah. The same applies to incentive options and the like.
30 See al-Qarafi, Muhammad Ibn Idris, Anwar al-Buruq fi Anwa[ al-Furuq, (Beirut: [Alam
al-Kutub, n.d.), vol. 3, p. 142.
31 See al-Dimyaty, al-Bakry Ibn al-Sayyid, I[anah al-Talibin, (Beirut: Dar al-Fikr, n.d.),
vol. 3, p. 32; AAOIFI, Shari[ah Standards 1423=2002: the Shari[ah Standard No. 5:
Guarantees (clause 4/1/2).
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payment of the dowry to the husband). The effect of these contracts being
binding is that the person who initiated or caused the cancellation or
termination of the contract is not entitled to claim any expenses or losses
incurred.

ii) Non-binding (jaiz) contracts, i.e. contracts that can be terminated unilaterally
after notifying the other party, irrespective of the consent of this party to the
termination. These contracts include, among others Mudarabah contract,
partnerships, ju[alah, agency, will, deposit and loan contract.32

iii) Unilateral binding contracts, i.e. contracts that bind one party while the other
party is at will to fulfil or not to fulfil his or her obligation created by the
contract, such as contract of pledge and guarantee. For example, the contract
of pledge binds the pledgor while the pledgee is entitled to relinquish the
right to ask for a pledge in a credit transaction. In the same vein, the creditor
is not under obligation to require security for a debt transaction but the
guarantor cannot terminate the guarantee without the consent of the creditor.

7. PARAMETERS FOR LEGITIMACY OF COMBINATION OF
CONTRACTS

It is noted that combination of contracts to form a novel contract is, in general,
an acceptable structure. However, this legality is circumscribed with certain
parameters and conditions that are derived from general principles of Islamic law
of contracts. These parameters include, among others, the following:

7.1 The Process of Combination must not Contradict an Explicit Text

For the validity of combination of contracts, it is a necessary requirement that
the structure fashioned in a way that would make it in conflict with an explicit
source. If there is an explicit source to the effect that certain contracts cannot be
combined for whatever reason, then the product that depends on such a
combination becomes unacceptable in Islamic law. This is evidenced by the
tradition prohibiting combination of sale and loan contracts. Thus, a product
structured on the basis of combination of these two contracts will be against an
explicit source of law, hence impermissible. It is invalid, for example, to give out a
credit facility so that the customer, in addition to payment of the amount of the
loan, sells goods to the provider of the facility. The reason is that the transaction

32 Some of these contracts are in exceptional cases binding such as in the case of
Mudarabah and ju[alah after the commencement of investment and work. In addition, loan
contract is binding in respect to the date of payment according to the Maliki scholars and
some jurists of other schools of Islamic law. See AAOIFI, Shari[ah Standards 1423-2003--
The Shari[ah Standard No. 13: Mudarabah (clause 3/4).
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falls under the principle of loan that accrued benefit, which is vividly prohibited by
the Shari[ah.33

7.2.Observation of Impermissible Transactions

A product structured on the basis of combination of contracts must not be
intended to circumvent impermissible transactions, such as riba. If the structure
appears to involve in riba or gharar in a roundabout way, it then becomes
unacceptable. It is argued, for example, that the hadiths that prohibit combination
of some contracts presumed that a combination of such contracts involve riba

transaction. In other words, one may combine an ijarah contract and a loan
contract in order to benefit from a loan contract in the name of ijarah. Some
combination of contracts could involve sale and buy back arrangements, known as
[inah. In this respect, an agreement may be reached for selling an item on a
deferred payment basis and then be repurchased on an immediate payment basis.
Here, there is a combination of a contract of deferred payment and a contract of
immediate payment, which leads to riba in the name of an ordinary sale contract.34

7.3. The Combination must not Involve Contradictory Contracts

It is a necessary requirement for valid combination of contracts that the
principal objectives of the contracts combined do not customarily or legally
contradict each other. Therefore, if the legal consequences of contracts do not
conflict each other, then the combination becomes valid and acceptable. For
example, non-binding contracts can be combined with each other. However, non-
biding contracts and binding contracts juristically conflict in terms of rulings,
hence their combination becomes unacceptable. It is, however, argued that all the
examples furnished to clarify contradiction of contracts are in one way or another
combinable. This is because in Islamic law contradiction is distinguished from
disparity or differences of status. Hence, the majority of contracts are dissimilar in
their legal rulings, not contradictory and as such combinable.35

It has, therefore, become evident that products that are structured on the basis of
combination of contracts are acceptable when certain rules and principles are
observed. This conclusion is further supported by two resolutions on combination
of contracts that emerged in a seminar organised by Kuwait Finance House. One of
the resolutions states that:36

The Shari[ah does not object to combination of two contracts in one deal
(safaqa wahida) irrespective of whether such combination involves contracts of
exchange of values or charitable contracts. Because of the general sources that

33 See Nazih Hammad, “Ijtima[ al-[Uqud al-Muta[ddida fi Safaqa Wahida fi al-Fiqh al-
Islami”, p. 526.
34 Ibid.
35 Ibid.
36 See [Amal al-Nadwa al-Fiqhiyya al-Thalitha, p. 39.
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ordered Muslims to fulfil conditions (they made) and contracts they concluded.
This ruling does not apply to the following:

i. combination of contracts in a manner that leads to riba or potential
riba transaction, such as combination of loan contract and other
contracts.

ii. combination of deferred payment sale and spot payment sale in one
deal.

Nevertheless, this resolution was not conclusive because the committee of the
resolution recommended that another conference and seminar be organised to
discuss various aspect of the subject. This saw the birth of another seminar
organised by Kuwait Finance House and concluded that:

“It is permissible that a number of different contracts are combined
in one contract. This is the case whether these contracts agree or
differ in their rulings so long as each contract of the contracts put
together fulfils its fundamental Shari[ah requirements. It makes also
no difference whether the combined contracts are binding contracts,
non-binding contracts or a hybrid of both. However, the process of
combination of contracts requires that (a) the combination was not
prohibited per se by the Shari[ah and (b) the combination must not
lead to prohibited transactions”.37

The exceptions mentioned in the first resolution were squashed by the second
resolution. This means it is possible to combine loan contracts and other contracts
so far as this does not involve prohibited transactions. This equally applies to
combination of deferred payment sale and spot payment sale.

8. SOME PRACTICES OF THE CONCEPT OF COMBINATION OF
CONTRACTS

8.1. Combination of Contract of Loan and Other Contracts

(i) Combination of loan and Musharakah

Based on the traditions that prohibit combination of loan and sale, it may be
argued that a contract of loan cannot be combined with a number of contracts.38

37 [Amal al-Nadwah al-Fiqhiyyah al-Khamisa, p. 591.
38 The reasoning for the impermissibility of combination of loan and various contracts is
that when the provider of the loan is a partner, buyer, seller, lessor, lessee and so forth,
there is a possibility that any transaction involving the provider of the loan will be in his or
her favour. The provider of the loan may gain additional money or secure a discount. This
will make the provider of the loan gaining an advantage over the loan in all aspects. For this
reason, the Shari[ah does not allow combination of loan and a number of contracts,
especially when the structure involves contracts of exchange of values.
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This can be clarified by what is known as venture capital based on combination of
a loan contract and a Musharakah contract. A typical example is when one
approaches a financier for an amount of 6000 dinars and the repayment will be
made after two years. The financed person gives the financier a counter contract
that will make the financier to recover the amount of his or her debt or to receive
6000 shares in the venture. If the venture performs well, the financier will
definitely prefer to take the shares because their value exceeds the amount of the
debt and this constitutes a profit for financing on the basis of a loan contract. If the
venture is unsuccessful, the financier will take back the amount of his or her debt.

The question is whether this form of structure is valid under the principles of
Islamic commercial law. It is clear that the mechanism involves a combination of a
loan contract and a partnership in profit. Therefore, the finance will be classified as
a loan deal. In this sense, the combination becomes invalid because the share in the
profit of the venture or to buy its shares less than market price will be in lieu of
providing the loan facility and this would be in the meaning of a loan that exacted
benefit. This corresponds to the interpretation of the hadith forbidding “two sales
in one”. It is also trapped under the principle of combination of a sale contract and
a loan contract which is explicitly and specifically prohibited by the hadiths. This
is because if the financier chooses to accept the shares because they appreciate, it
will be in the meaning of a prior sale of shares, the counter-value of which is the
amount of financing. This constitutes a sale of an item not owned at the conclusion
of the contract of loan, hence not permissible by the Shari[ah. The transaction
simultaneously involves uncertainty or gharar because it is not clear at the signing
of the contract whether the financier is a creditor or a partner. The uncertainty as to
the status of the financier affects the validity of the arrangement, hence
impermissible.

(ii) Combination of loan and hawalah

The absence of practical fund mobilising mechanisms that will assist Islamic
banks and financial institutions to compete conventional institutions led to creation
of a mechanism called bills of exchange or, as it is called in Malaysia, Islamic
Accepted Bills.39 These bills are traded in the secondary market on a discount
basis. Islamic Accepted Bills is said to operate on the basis of Murabahah
instrument. It is argued that these bills represent underlying assets sold on a
Murabahah basis; hence, they may be traded on the basis of sale of debt. The
mechanism is simple as that the holder of the instrument might be in need of cash
and therefore cannot wait until the maturity date of the bill. The holder of the bill
will then sell it at a discount and the buyer recovers at the maturity of the bill a sum

39 See Sudin Haron and Bala Shanmugam, Islamic Banking System: Concepts and
Applications, (Malaysia: Pelanduk Publications, 1997), pp.177-178.
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of money greater than the money paid. This is said to be based on the principle of
sale, called bay[al-dayn.40

The question that arises is whether this instrument is a sale instrument.
Although this instrument is commonly known as a debt-trading product,41 it can be
rightly argued, on the other hand, that this instrument is rather closer to the concept
of combination of contracts that is manifested in a contract of loan and a contract
of hawala mutlaqa (i.e. unrestricted transfer of debt or right). This is because the
financial institution buying a bill of exchange at a discount is in fact, as one scholar
rightly observed, providing loan facility to the holder.42 The holder, on the other
hand, is empowering, by way of transfer, the financial institution (the buyer) to
collect the amount of the debt at maturity from the drawer of the bill. From Islamic
law perspective, the bill is therefore a security for recovery of the debt. This is
evidenced by the fact that the accepter of the bill is not according to even civil law
principles, not alone Shari[ah principles, at risk of non-performance by the drawer.
In the event of non-performance, the accepter of the bill would have a right of
recourse to the holder. This process is the nature of transfer of debt according to the
Hanafi school of law.43 This is because should this transaction is considered a sale,
then the financial institution accepting the bill at a discount is not entitled to
reclaim payment from the seller in the event of non-performance.

(iii) Combination of loan and Mudarabah (qirad) contract

It is noted that the funds that are mobilised by Islamic banks are savings
accounts, investments accounts and current accounts. The first two are juristically
classified as Mudarabah capital and the account holders deserve profit on their
funds as capital providers. The current account deposits are unanimously classified
by modern jurists as loan to Islamic banks. This is because the Islamic banks
guarantee the return of the whole or part of current account deposits on demand.
They are obliged by the laws of the country to do so. By this, the current accounts
are parallel to the nature of a contract of loan in Islamic law.44

40 See Ibid., pp.177-178; Seminar on “Interest-Free Banking Products” Jointly organised by
Narsco Holdings SDN BHD and Perwira Affin Bank, November 6, 1996, Kelab Darul
Ihsan, Ampang Selangor, p. 20.
41 For the validity or invalidity of sale of debts, see Usmani, Muhammad Taqi, An
Introduction to Islamic Finance, pp. 216-218.
42 This concept appears in a number of common law and civil law writings on commercial
contracts, see for example, Wu Min Aun & Vohrah, Beatrix, The Commercial law of
Malaysia (Malaysia: Longman, 1979 reprinted 1991), pp. 326-327.
43 Usmani, Muhammad Taqi, “Bay[ al-Duyun wa al-Awraq al-Maliyyah wa Bada’iliha al-

Shari[ah”, Dirasat Iqtisadiyyah Islamiyyah, vol. 7 (1) 1420 AH=2000, pp.23-24.
44 See Resolution No. 86 (3/9) of the International Fiqh Academy, Majjallah Majma[ al-
Fiqh al-Islami, issue No. 9 vol. 1, p. 667.



540538

In this case, current account deposits may be combined with the contract of
Mudarabah. It is thus permissible for Islamic financial institutions to structure a
product to the effect of converting, with the consent of the current account holder, a
current account into Mudarabah investment if the client did not withdraw from the
account within a specific duration, say three months. The account will then deserve
investment profit from the fourth month onwards.45 In this respect, a combination
of loan contract and Mudarabah has taken place in an acceptable manner.

However, the legal issue arises when combination of loan and Mudarabah is
structured to take effect retroactively, i.e. by an agreement between the contracting
parties to convert, after lapse of time (say four months) on the opening of a current
account, the current account into Mudarabah contract and assign it profit, if any,
retroactively. The intention of this structure is to attract depositors. This
combination of loan (current account deposit) and Mudarabah (assigning it profit
retroactively) is not permissible as it involves combination of two contradictory
contracts in one deal. The explanation is that, as one scholar rightly observed, the
transaction remains a contract of loan if the client has withdrawn a sum of money
from the account in the past three months and a Mudarabah contract if the client
did not withdraw from the account until the stipulated date of conversion. Another
legal issue is the uncertainty as to the status of the bank before a Mudarabah
contract takes place? In other words, the question is whether the bank acts as the
owner of the money in the current account for being a loan or as a trustee in case
such current account is considered a Mudarabah capital. Thus, the conversion of
current account deposits into Mudarabah and assigning it a profit retroactively
means regarding such an account as a loan and a Mudarabah capital at the same
time and this is not possible.46 Therefore, the structure falls under the category of
contradictory contracts in terms of objective.

However, if one looks at the structure from binding non-binding the
perspectives, the structure may be acceptable because both the contract of loan and
Mudarabah are non-binding contracts and therefore combinable without much
legal objection. The structure may be accepted from the perspective of combination
of contract of charity and exchange. The assignment of profit retroactively may be

45 See al-Darir, al-Siddiq Muhammad al-Amin, “Tahawwul al-Hisab al-Jari ila istithmari
wa Ma’al ribh al-Mabaligh al-Muhtajaza min al-Hisabat al-Ithtismariyyah” a paper
presented at al-Barakah’s Nineteenth forum on Islamic economics held in Mecca on 2-3
December 2000, p. 4.
46 See al- Darir, “Tahawwul al-Hisab al-Jari ila istithmari wa Ma’al ribh al-Mabaligh al-
Muhtajaza min al-Hisabat al-Ithtismariyyah”, p. 5; al-Qari, Muhammad Ali, “Tahawwul al-
Hisab al-Jari ila istithmari wa Ma’al ribh al-Mabaligh al-Muhtajaza min al-Hisabat al-
Ithtismariyyah” a paper presented at al-Barakah’s Nineteenth forum on Islamic economics
held in Mecca on 2-3 December 2000, p. 8. However, al-Qari had argued for the validity of
this mechanism from another perspective by saying that if the client will also share losses,
then this structure should not be objected to.
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considered under the principle of good performance (husn al-qada) as encouraged
by a number of hadiths when it is not agreed upon earlier,47 hence creating a
combination of charity contract and loan.

The Hanafi scholars pioneered a structure that combines loan and Mudarabah,
the purpose of which is to guarantee a recovery of the capital invested in
Mudarabah transaction. The structure is that, when entering into Mudarabah
investment, the capital provider may divide the capital into two sets of amounts.
The higher set may be presented to the Mudarib as loan and the lesser set would be
the capital of Mudarabah. The Mudarib will then contribute the loan to the venture
while the capital provider will pay the lesser set and share its profit with the
Mudarib. In this case, the Mudarib is simultaneously a capital provider and
Mudarib. The parties then may agree on the ratio of profit sharing, taking into
account the lender may get higher ratio of profit. In this structure, the repayment of
the higher amount is guaranteed. This structure is perhaps prompted due to the
need to safeguard the capital provider against losses since Mudarabah transaction
is a contract of trust. In other words, the Mudarib is not liable for losses except in
circumstances of misconduct and negligence. It may be argued that there is a
problem with this structure. The Mudarib may not be able to challenge the ratio of
profit required by the capital provider cum lender. Thus, the acceptability of this
structure may be questioned. It is highly possible that the capital provider cum
lender will accrue advantage for providing the loan in the name of Mudarabah.
This is because the percentage of the profit of the capital provider cum lender may
be higher due to providing loan and this is the nature of loan that accrue advantage
which is prohibited.48 It may be argued that the structure is acceptable in the sense
that it is, unlike in the case of combination of loan and sale, a form of guarantee or
hedging against uncertain misconduct and actions.

8.2. Combination of Two Sales in One Deal

A combination of two sales in one deal is exemplified in the combination of a
deferred payment sale and an immediate payment sale. This structure is commonly
known in Islamic law as bay[al[inah and commonly termed in Islamic banking and
finance as sell and buy back arrangement. It requires that one sells an item to a
buyer on spot payment basis due to the need to liquidity. The buyer will buy the
item from the seller for investment purposes at a specified price agreed upon.
Subsequently, the buyer shall promise to sell the instrument to the seller who shall
agree to buy the instrument at a specified price usually less than the purchasing
price. As it appears clear, this combination is objectionable in Shari[ah because it

47 See Ibn Hajr al-Asqalani, Fath al-Bari Sharh Sahih al-Bukhari, edited by Mohammad
Fuad Abd. al-Baqi and Muhyuddin al-Khatib (Beirut: Dar al-Ma[rifah , 1379 AH), vol. 5,
p. 57.
48 See al-Misri, Rafiq, Buhuth fi al-Iqtisad al-Islami (Damascus: Dar al-Maktabi, 2001), p.
189 ff.
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involves bay[al[inah that is prohibited according to overwhelming majority of
scholars.49 This is because the seller is selling an item to a buyer on immediate
payment basis so that the buyer will secure liquidity. The seller will then reacquire
the item for a higher price on a deferred payment basis. The process is intentionally
arranged to take place in this way. This makes the transaction a mere arrangement
for executing an advantageous loan contract, hence impermissible.50

8.3. Combination of Money Exchange and Money Transfer Contracts

It is well known that Islamic banks are actively involved in remittances that, in
essence, combine currency exchange and money transfer. The Jeddah-based
International Fiqh Academy has argued that financial transfers are permissible
whether with or without consideration. If they are provided for consideration, then
such a consideration must reflect the actual services rendered. It is noted that the
payment to the receiver by way of transfer of money may be either in the currency
that is presented by the applicant for transfer or in any other currency. If the
payment is to be realised in a currency other than the currency presented by the
applicant for transfer, then the process fall under a combination of currency
exchange contract and money transfer contract. This is because in reality the bank
and the client conclude a currency exchange that meets the requirement of
possession in currency exchanges. The possession is evidenced by a bank draft,
followed by the transfer of the amount of money converted into the currency to be
delivered to the applicant’s appointee. This combination is permissible, especially
in the eyes of the Hanafi jurists who do not require, for the validity of transfer of
debts, that the person referred to for payment on the basis of transfer be indebted to
the transferor.51

8.4. Prepayment and Combination of Contract

A rebate clause in Murabahah to the purchase order transactions plays an
important role for early repayments. However, the majority of traditional jurists
and modern scholars argued that a conditional rebate is invalid for being riba

transaction. Thus, a rebate is only permissible if it is made voluntarily.52 This has
been the concern of the customers of Islamic banking. But this concern can be
resolved under the meaning of combination of contracts. The Murabahah contract,
which is a contract of exchange, can be combined with a contract of hiba (gift) or
tabarru[ (donation). For example, the contracting parties could include, at the
conclusion of a Murabahah transaction, a clause in the documents of the contract
to the effect that in case of pre-payment the Islamic bank could make a good

49 See al-Mawsu[ah al-Fiqhiyyah, (Ministry of Awqaf, Kuwait,) vol. 14, pp. 148-149.
50 See A[mal al-Nadwah al-Fiqhiyyah al-Thalitha, p. 390.
51 See OIC Fiqh Academy’s resolution No. 84 (1/9); AAOIFI, Shari‘a Standards 1421
H=2000, p. 23.
52 See Usmani, Muhammad Taqi, An Introduction to Islamic Finance (Pakistan: Idarat
Ma’arif, 1998), pp. 141-143.



541

gesture in the form of a gift to the client for prepayment. This good gesture can be
in the form of money or tangible asset. This is a non-binding clause of promise to
make a gift or ihsan that is at least morally binding. In this sense, the clause
becomes a donation-based clause that does not conflict with the rulings and
objectives of exchange contracts. It cannot be said that the clause in this way is
similar to the concept of voluntary rebate on the date of payment. This is because
in voluntary rebate the customer does not know whether he or she will be granted a
rebate. In the suggested structure, the customer knows that if a prepayment is made
a discount will be granted on the basis of the promise to donate (as some jurists put
it, wa[dun bi ihsan la jarra naf[an) which is morally binding.53 The Islamic bank
will, of course, endeavour to fulfill this promise in order to keep its reputation
intact. Therefore, the suggestion benefits both the customer and the Islamic bank
without any involvement in riba and causing losses to one party. This is evidenced
by the fact that a number of jurists did not see, especially at their discussions on
suftaja, a Shari[ah objection to a clause in a loan contract that benefits both parties
or benefits the debtor alone.54

8.5. Combination OfWakalah (Agency) and Kafalah (Guarantee)

In several deals, an agreement may be reached to the effect that one party
assumes the responsibility of two contracts at a time. Generally speaking,
the Muslim jurists opined that it is not permissible to combine agency
(wakalah) and personal guarantee (kafalah) in a contract at a time (i.e. the
same party acting in the capacity of an investment agent on one hand and a
guarantor on the other hand), because such a combination contradicts the
nature of these contracts. Also, a guarantee by a party acting as an agent for
investment turns the transaction to an interest-based loan since the capital of
the investment is guaranteed in addition to the proceeds of the investment,
i.e. as though the investment agent had taken loan and return it with
additional sum which is tantamount to riba. Ibn Abidin, a Hanafi jurists,
argued that agency and guarantee contracts are not combinable in one
transaction. The rationale of this impossibility is that their combination
amount, among others, to underwriting of Sharika or Mudarabah capital.55

53 See al-Sharbini, Mughni al-Muhtaj (Beirut: Dar al-Fikr, n.d.) vol. 2, p. 120; Ibn Abidin,
Muhammad Amin, Hashiyah Ibn [Abidin, (Beirut: Dar al-Fikr 1386 AH/1979), vol. 3, pp.
130-131.
54 Ibn Qudamah, al-Mughni printed with al-Sharh al-Kabir vol. 4, pp. 360-362, 364; Ibn
Taymiyyah, Majmu[ al-Fatawa, vol. 20, p. 515; al-Misri, Rafiq, Riba al-Qard wa Adilah
Tahrimihi (Jeddah: Markaz al-Nashr al-Ilmi, 1987), pp. 25-41.
55 Ibn Abdin, Hashiyah Ibn [Abidin, vol. 7, p. 368.
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8.6. Combination ofMudarabah andMusharakah

A contract of Mudarabah typically presumes that the entrepreneur (mudarib) is
not an investor. He only manages the fund of Mudarabah. In return, he is entitled
to a share in the profit of the venture. The investor is the capital provider or rab al-
Mal. However, for the interest of the venture, the mudarib may find himself in a
situation that necessitates mixing his money or moneys of others together with the
business of Mudarabah. For example, the mudarib may encounter a situation in
which the Mudarabah capital is insufficient to enter into certain projects that the
mudarib has realised to be economically viable if he or she is able to secure it. In
this case, the mudarib will prefer to participate in the venture with his money or
contribution of other interested parties. This mixture of two or more funds with one
party assuming investment operations constitutes, according to Ibn Qudama, a
combination of Mudarabah and Musharakah contracts in one contract.56 This
combination of Mudarabah and Musharakah is declared by some Muslim jurists as
valid as it gives the mudarib an opportunity to enter into partnership while
managing Mudarabah fund by virtue of general authorisation. Hence, it is argued
that there is no Shari[ah objection to this form of contract. The only requirement
for the validity of this combination is that the mudarib must obtained permission
from the capital provider to do business according to his experience and skills in
trade and business.57

The method of allocating the profit in this combination of contract is that each
party will be allocated profit as per his investment from the Musharakah
perspective. After this, the profit of Mudarabah venture will be distributed between
the parties according to agreed upon ratios. Therefore, the mudarib will get profit
for his partnership as well as a share in the profit of Mudarabah venture, if any.
The mudarib will allocate for himself a certain percentage of profit on account of
his investment as sharika, at the same time he may allocate another percentage for
his management and work as a mudarib. The normal basis for allocation of the
profit will be that the mudarib secures one third of the actual profit on account of
his investment. The remaining two thirds of the profit of the venture shall be
distributed between the mudarib and the financier equally or according to the
agreement on how the Mudarabah profit will be distributed. If they have agreed
that the total profit will be distributed equally, it will mean that one third of the
profit will go to the mudarib as an investor, while one quarter of the remaining two
thirds will go to him as a mudarib. The rest will be credited into the account of the
capital provider, rab al-mal. The loss of the venture will be allocated in proportion

56 Ibn Qudama, al-Mughni, vol. 5, p. 16.
57 Ibid. vol. 5, p. 29
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to the contribution of each party. The remaining, after the deduction of the
percentage of loss, will be allocated to the capital provider. 58

In this process, the jurists have regarded the method used for formation of the
contracts as a yardstick for determining permissible combination. It is argued that it
is valid for a person to provide 10 thousand dinars for another person and asked
him to add another 10 thousand and invest it on the basis of partnership in profit,
one third is for the financier and two thirds is for the mudarib. It is, Ibn Qudama
argued, this is a valid combination of qirad (mudarabah) and Sharika
(Musharakah) as the two contracts in this example are not tied to each other.59 By
this, Ibn Qudama makes a distinction between tying arrangements and combination
of contracts as explained earlier.

8.7. Combination ofMusharakah and Kafalah (investment guarantee)

The combination of Musharakah and kafalah or investment guarantee can be
envisaged in preference shares. In preference shares, the shareholder is guaranteed
against any loss, which is a combination of Musharakah and contract of guarantee
(sharika wa daman). It is argued that the issuance of preference shares is invalid.
This is because the processes involves combination of the contract of partnership
and the contract of guarantee as guarantee is not appropriate in investments
contracts. Because if one is entitled to profit, such a person, according to Islamic
law, must bear the risk of loss too, in line with legal maxim al-kharaj bi al-daman
(gain is associated with risk of loss). In other words, it appears as though the issuer
of preference shares is calling for partnership in which the risk of loss or the capital
of the shareholder is guaranteed. This goes against the principle and purpose of
partnership as this may preclude sharing of profit.60

8. 8.Mudarabah and Kafalah

In principle, Mudarabah typically suggests that a mudarib is not liable for
losses that are incurred during the natural course of business without any negligent
or misconduct. The combination of Mudarabah and kafalah (guarantee) suggest
that the mudarib guarantees the Mudarabah capital against losses. The justification
for this mechanism is to “provide an Islamic instrument for mobilising of savings
from the general public and Islamic banks”.61 The combination of these two
contracts is controversial among the traditional jurists. The overwhelming majority

58 See al-Sarakhsi, al-Mabsut, vol. 22, p. 157; Usmani, “The Concept of Musharakah and
Its Application as An Islamic Method of Financing”, Arab Law Quarterly [1999], pp. 203-
220 at p. 215.
59 Ibn Qudama, al-Mughni, vol. 5, pp. 16-17.
60 See Majallah Majma[ al-Fiqh al-Islami, issue No. 7 (1992), vol. 1, pp. 712-713.
61 Saker, Abdul Awwal, “Regulation of Islamic banking in Bangladesh: Role of Bangladesh
bank”, International Journal of Islamic financial Services, vol. 2 (1) pp. 19-23 at p. 23. The
author suggest that the Bangladesh bank is considering introducing “Bangladesh Bank
Mudarabah Bond” on the principles of “Mudarabah Ma Kafalah” for mobilizing savings.
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of the jurists are against such combination. This is because a guarantee of the
capital of Mudarabah by the mudarib is against the nature of the Mudarabah
contract. This stand is adopted by the OIC International Fiqh Academy,62 the Fiqh
Academy of Muslim World league based in Makkah,63 the Shariah Board of
Accounting and Auditing Organization for Islamic financial Institutions64 and a
number of modern scholars of Islamic banking.65 However, few jurists are of the
view that in certain circumstances guarantee is appropriate in fiduciary or trust
contracts. Therefore, if the mudarib voluntarily obliged himself to guarantee the
capital of the Mudarabah fund, such a guarantee is valid and enforceable. A
guarantee in fiduciary contracts is also valid if the customary practice is that certain
entities that operate on trust basis should be held liable for damage or loss of
property under their custody. Some modern scholars strongly supported the view
that a contract of guarantee can be combined with contract of trust in the sense that
a trustee, such as mudarib, be liable for losses of the capital of Mudarabah.66 If this
view is admitted, then Mudarabah and Kafalah may serve the purpose of raising
fund because the customers are certain that their capital will not be affected by any
market trends.

9. CONCLUSION AND RECOMMENDATION

In principle, combination of contracts for development a financial product is
permissible as far as each of the combined contracts has fulfilled the essential
requirements of a valid contract. In the process of developing a product through
composite contracts, one must therefore ensure that the objective of Shari[ah in
legalising a financial transaction is preserved. In this connection, it is required that
the process of combination should not contradict an explicit source of Islamic law
or involve any impermissible events of contracts, such as gharar, riba and
jahalah. Moreover, the purposes of the combined contracts must not contradict
each other because such a contradiction may lead to a potential instability of a
transaction, hence invalidation of the combination. Thus, the prohibited
transactions are contracts that are interconnected to each other so much so that the
obligation of one contract is dependent on fulfilment of an obligation in other
contract. These forms of contracts are prohibited because they involve one of the
unlawful elements of contracts, such as riba, gharar, jahalah that may lead to
dispute and causing instability of transactions. The basis for the permissibility of
combination of contracts when certain conditions and parameters are fulfilled is the

62 See Resolution 86 (3/9), Majjalah Majma[ al-Fiqh al-Islami, issue No. 9, vol. 1, p. 667.
63 See Resolution of the Session 14th held in Mecca on 20 Sha’ban 1415 H corresponding
to 21st January 1995).
64 AAOIFI, Shari[ah Standards 1422H (2000), the standard on guarantees, item 2/2/1.
65 See for example, al-Rawdah al-Nadiyyah fi al-Fatawa al-Shari‘yyah (published by
Faysal bank, known now as Shamil Bank) p. 61.
66 Hammad, Nazih, Qadaya Fiqhiyya Mu[asira fi al-Mal wa al-Iqtisad (Damascus: Dar al-
Qalam, 2001), pp. 396-412.
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general theory of contracts in Islamic law that says all actions, transactions and
contracts concluded by men are generally permissible and should be viewed valid
and enforceable as far as possible. Unless there is a clue to indicate otherwise, the
Islamic theory of contracts and principles fairly legalise combination of contracts
for a product development. This is simply because any transaction that could co-
exist with well-established principles of Islamic law and serve valid purpose by
lifting hardship from people is considered permissible.

On the other hand, any violation of the general objectives of the law could
undermine the permissibility of combination of contracts. Therefore, in order to
create a viable and acceptable combination of contracts, one must know the
different status of contracts in Islamic law, i.e. whether a particular contract falls
under the category of binding contracts or non-binding contracts. For example,
there will be no much legal reservation on the validity of combination of non-
binding contracts to develop a product. However, the combination of binding
contracts or hybrid of binding and non-binding contracts need an expert in Islamic
law in order to identify possible conflicts that may invalidate the combination. It is
thus recommended that the Shari[ah Supervisory Boards are involved from the
inception of combination of contracts for developing a particular product in order
to avoid waist of time and a possible rejection by the Shari[ah scholars of the
product after a long process of deliberations and alterations. The involvement of
those with Shari[ah knowledge, especially the graduates of Shari[ah faculties, is
also necessary to ensure that products conform to the requirements and rules of
Islamic law. Last but not least, the fact that Islamic banking needs viable products
to compete in the global finance should not be a ground for defeating the purpose
and principles of Islamic law for prohibiting certain transactions.
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RELATIVE SUITABILITY OF CIVIL AND COMMON
LAW REGIMES FOR ISLAMIC BANKING

REZA ADIRAHMAN DJOJOSUGITO

1. INTRODUCTION

Despite the long existence of Shari[ah, the laws related to modern Islamic
Banking are only as old as the first Islamic Banking which was established in
1975.1 Comparing to those for its counterpart (the conventional banking), the laws
related to the Islamic Banking is in infancy and is still searching for its form.
Numerous studies in this field has been conducted, however, most of them focus
only on the religious aspects of it or on the historical research concerning classical
financial instruments used during the early years of Islam. One aspect that is often
neglected is the fact that most Islamic Banks have to operate within the
conventional legal environments2 and some aspects of Islamic Banking which are
not adequately covered by laws, especially, those related to the operational aspects
of Islamic Banking. This fact directly affects the risk exposed to Islamic Banking,
especially related to the legal risk3 faced by Islamic Banks. In relation to that, the

1 The modern Islamic Banking started with the establishment of the first multilateral
Islamic Development Institution, the Islamic Development Bank in Jeddah and the first
private Islamic Bank, the Dubai Islamic Bank in Dubai in 1975.
2 It does not mean that no effort has been made. Efforts to establish permanent arbitration
institution based on Shari[ah in domestic or international level have been conducted.
3 Legal risk is proposed to be defined as the risk of loss to institution (including reputation
loss) which is primarily caused by (a) defective transactions; (b) non –voluntary legal
liability incurred in the course of operation; (c) legal liabilities not falling with (a) or (b)
above which are not consequent upon contractual commitments (e.g. indemnities or
guarantees) entered into voluntarily by the institution; or (d) failing to take appropriate
measures to protect assets owned by the institution. For the purpose of the above defective
transaction include the following: (i) entering into a transaction which does not allocate
rights and obligations and associated risks in the manner intended; (ii) entering into a
transaction which is or may be determined to be void or unenforceable in whole or with
respect to a material part (for whatever reason); (iii) entering into a transaction on the basis
of representation or investigations which are shown to be misleading or false or which fail
to disclose material facts or circumstances; (iv) misunderstanding the effect of one or more
transactions (for example, believing that a right of set-off exits when it does not or that
certain rights will be available on the insolvency of a party when they will not); (v) entering
into a contract which does not, or may not, have an effective or fair dispute resolution
procedure (or procedures for enforcement of judgments/arbitral decisions) applicable to it;
entering into a contract inadvertently; (vi) security arrangements that are, or may be,



550548

paper will examine the relative suitability of the most established legal regimes in
the world, namely the Civil and Common Law system.4

The paper will also review the existing practice of Islamic banks, the ideal
Islamic banking and supporting legal institutions and the envisaged outcome of
having ideal Islamic bank structure, especially in addressing the unresolved fiqh
issues related to Islamic Finance such as leasing and asset securitization. It will
also describe how the structure will form a bridge between the traditional banking
and Islamic banking. Moreover, the Paper will demonstrate the legal consequences
arise from and assess the implication of the prevailing international standards.

However, as the subject of this paper is very extensive, the paper will only
highlight the principal facets of Civil and Common laws in relation to their
suitability for Islamic banking.5 The paper is by no means comprehensive and can
only be regarded the preliminary research on the subject. Any reference to one
particular jurisdiction is made only to highlight the difficulty facing Islamic
banking and not intended to criticize the laws or any application thereof.

2. THE IDEAL ISLAMIC BANKING SYSTEM

Islamic Banking is part of the broader concept of Islamic economics which aims
at the introduction of value system and ethics of Islam into the economic sphere.
Because of this ethical foundation, the concept of Islamic banking for the follower
of Islamic faith is more than merely a concept on how to do banking. It is the
embodiment of the submission to Allah (The Almighty) since following the Islamic
precepts is a religious obligation. Based on this tenet, the Islamic banking can be
elaborated as a system of banking which provides just financing, is free from
factors unlawful to Islam and offers benefits not only to the shareholder of the bank
but also to the stakeholder of the bank.

Therefore, some characteristics can be drawn to identify an Islamic banking. It
is the element of justice which makes it prohibited for Islamic banking to charge
exorbitant profit. The distribution of profit depends on the magnitude of risk
assumed, while the distribution of loss is based on the ability of one to bear such
losses. Moreover, Islamic banking is participatory in nature. An Islamic bank is

defective (for whatever reason). For comprehensive definition see the draft definition of
Legal Risk of the International Bar Association,
4 However, this paper is not intended to provide deep and comprehensive analysis on each
and every common and civil law jurisdiction. This paper will only highlight some basic
features of both systems and examples taken are mostly from Indonesian laws for Civil law
jurisdiction and English law for Common law jurisdiction.
5 The paper for instance will address the issue of conflict of laws related to or the
comprehensive Shari[ah aspects of Islamic Banking.
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supposed to assume all normal risk of business that an entrepreneur/ a
businessperson will assume. Profit or loss irrespective of its quantum should be
shared between the bank and the customer. Return on the bank’s investment is not
normally the function of time and when the return is pre-determined, it is pre-
determined in absolute terms and not affected by any delay or pre-payment.

Consequently, it is sufficient to say that, in economic sense, the Islamic
Banking should avoid the potential huge divergence between real assets and real
liabilities which may be translated into a Profit and Loss sharing banking with
some elements of morality and justice.6 In practice, the Islamic Banking consists of
Profit and Loss Sharing (PLS) and Non-PLS mode of Financing in assets side.
However, heavy reliance on the Non-PLS mode often attracts sarcastic criticisms
that most Islamic Finance techniques used at present bear no difference in
substance to the conventional finance and that the superficial distinction of the
Islamic Finance and Conventional Finance is mainly centered in the use of Arabic
names and in the disguised trade transactions for conventional transaction which
are substantially similar to those of conventional finance. Even though this notion
can be refuted by the development of myriad Shari[ah justifications for a restricted
scope of application of some conventional techniques, it is sufficient to say that
effort should be directed toward the revival of the early concept of Islamic
Banking, the double tier Mudarabah, in order to minimize the effects of the above-
mentioned sarcastic criticisms.

3. THE EXISTING PRACTICES

Despite the obvious potential benefits offered by double tier Mudarabah
system, Most Islamic Banks encountered difficulties in practicing such system.7

Many Islamic Banks still rely heavily on Non-PLS mode, such as Murabahah

6 Equality and justice are the core principles of Islamic Economic System. These principles
are manifested mainly in the form of prohibition of interest. However, the Islamic ban on
interest does not mean that the capital is “free of charge” in an Islamic system. Islam
recognizes capital as a factor of production but it does not allow this factor to make a prior
or predetermined claim on the productive surplus in the form of interest. The permissible
viable alternative is the profit-sharing system. The reason behind rendering profit-sharing
admissible in Islam as opposed to interest is that in the case of the former it is only the
profit-sharing ratio not the rate of return itself predetermined. Another rationale for Islamic
finance is that wealth should be put into productive use in order that others may share in its
benefits. It is therefore unjustified to charge an interest for the mere use of money. The
owner of wealth should invest it in a productive and real transaction. However, profit-
sharing is only one side of a coin. The other side is that losses should also be shared
between the parties which can bear such losses, however, the inability to bear a loss will
exonerate such obligation.
7 Early forms of Shari[ah Compatible Bank were practicing this system but without
success.
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which resulted from the fact that the environments where the Islamic Banks are
operated are not fully compatible with Islam. One of such environments is the
legal environment. Below are the brief explanations on the non compatibility.

The Need for Legal Bases

While some Islamic scholars proposed models based on profit and loss sharing,
most Islamic banks' operations still resemble in substance just as their conventional
counterpart8 and most regulatory frameworks related to Islamic Banking was
unfortunately not yet directed to the creation of Islamic Banking based on the
double tier Mudarabah model.9 However, the regulatory framework for banking is
not enough. As the regulatory framework is just a manifestation of the underlying
legal framework, the creation of conducive legal framework is inevitable,
especially those for operational aspects of Islamic Banking, for sufficient
infrastructure to allow Islamic Banking to grow and for establishing friendly
infrastructure toward Islamic Banking. The necessary legal framework should
cover the Basic laws for Islamic Banking, the laws related to the Islamic Mode of
Financing and other laws related to necessary legal institution such as Leasing and
Asset Securitization.10

The two most established legal systems in the world, namely the Civil and
Common Law system, unfortunately, do not fully conform to the Islamic tenets.
Below are the explanations on the issue.

The Issues of Legislative Orders in Countries following Civil Law System

Civil law system puts heavy emphasis on the codification of laws and requires
that all laws are transformed into written laws. This emphasis necessitates a basis
on which the laws should be created. The important aspect of this is that the
principle which dictates that lower level laws/regulations cannot contradict higher
level laws/regulations.11 In regard to the Islamic Banking, this principle potentially
presents difficulties as most of the building blocks of the commercial laws which
serve as a foundation for the Islamic Banking rarely recognize directly the Islamic
Principles or mention any reference to Islamic legal principles. Even though

8 70 % of the typical Islamic Banks’ portfolio is in the form of Murabahah. While
Murabahah principles are acceptable to Shari[ah as long as the bank secures a real
ownership of the commodity, most of the Murabaha financing entails only a constructive
ownership of the commodity.
9 See previous section dealing with the reason why an ideal Islamic Bank should be based
on double-tier Mudarabah.
10 The combination of leasing and asset securitization is very important for creation of
double-tier Mudarabah Banking, See the subsequent section of this paper.
11 known as the Grundnorm of Kelsen
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referral to the unwritten laws as another source of laws may be made, it is difficult
to argue that the unwritten laws encompasses Islamic principles as most treatises
construe these unwritten laws as the conventions12 in state governance practices
and not as a general principles of laws or a custom where the Islamic principles are
likely to be part of13.

The Absence of Basic Laws for Islamic Banking

Even though the existence of Islamic Banking is recognized in many
jurisdictions,14 the part of the laws which deals with the Islamic Banking is very
minimal.15 The laws cover only the very basic tenets of Islamic Banking.16 The
Laws for instance fails to address the issue of double taxation in Islamic Financial
transactions or the specific supervisory needs of Islamic Bank and sometimes
contain general requirements for banking industries which impede the development
of Islamic Banking.17

The Inexistence of Laws Related to the Islamic Mode of Financing

It is unfortunate that most Civil and Common Law jurisdiction does not yet
have the comprehensive laws related to Islamic Mode of Financing.18 The

12 See for instance, Apeldoorn, Pengantar Ilmu Hukum (Inleiding tot de Studie van het
Nederlandse Recht), Pradya Paramita, Jakarta, 2001, at 321.
13 There is only a very limited notion to regard religious laws such as Islamic Principles as a
part of general principles of laws or a custom under laws. However, there is an argument
for the inclusion of the religious law into the general body of law as there are many
instances (especially in the field of private international law) when the decision of judges
can be challenged by religious authority. See A.V.M. Struycken, Le Droit Religieux Et Son
Application Par Les Juridictions Civiles Et Religieuses Coexistence, Interpellations Et
Influences Réciproques. Paper presented to The Fifteenth International Congress Of
Comparative Law, Bristol, 1998.
14 Indonesia for instance, through the promulgation of the Law No 10 Year 1998 and law
No 23 year 1999
15 It is in the case of Indonesia. See Law Office of Remy and Darus, Naskah Akademik
Rancangan Undang-Undang tentang Perbankan Syariah, Unpublished Paper dated
October 2002 at 91.
16 Examples can be derived from Indonesian laws which only make superficial reference to
Islamic Banks and Islamic Modes of Financing or the Malaysian laws which still need
some refinements. For explanation in regard to Malaysian laws, See Mohamed Ismail b
Mohamed Shariff, Islamic Banking: How Developed is it in Malaysia today?, paper
presented at 11th Malaysian Law Conference, 8-10 November 2001, Kuala Lumpur,
Malaysia
17 For instance prohibition for undertaking trade transactions or for taking equity position
18For instance in Indonesia, even the compilation of Islamic laws does not even mention
any Islamic Mode of Financing. See Presidential Instruction no. 1 year 1991 concerning
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reference to Islamic Mode of Financing usually was implicitly embedded into the
legal or regulatory instruments which deals with Islamic Bank which may define
some Islamic modes of financing and for limited extend the mechanism thereof.
This fact may result in the laws/the courts making their own interpretation on some
particular Islamic mode of financing.

The Laws Related to Asset Securitization Compatible to Islam

Despite the fact that the Asset Securitization is one of the most important
mechanisms for mobilizing financial resources for Islamic financial institutions, the
development of the legal aspects of the assets securitization compatible to Islam
was still lagged behind. It is stemmed from the fact that the assets securitization is
still a new concept and that the traditional assets securitization has different
mechanism than that of the Islamic compatible assets securitization.19

The Concerns Over the Inadequacies of Legal Regimes

The lack of legal bases for operational aspect of Islamic Banking creates some
concerns in regard to some regulatory regimes. To illustrate the difficulties, we
may cite an example of the Interbank Mudarabah Investment Certificate.20 While
the innovative initiative has to be applauded, there is no clarity on the relationship
between the fund transferred on Mudarabah basis to the investment made by the
recipient bank except to the overall revenue or profit generated by the recipient
bank in one particular period. This lack of clarity may lead to criticisms from some
quarters having different interpretations on the Mudarabah mechanism. Another
example is in relation to Wadi[ah Certificate.21 While the Wadi[ah mechanism
envisaged resembles the mechanism of bailment without administrative charge, in
practice, the Wadi[ah mechanism entails the giving out of bonuses by the issuer of
the certificate which are determined according to some prevailing benchmarks.22

Islamic Laws Compilation. The only reference to the Islamic Mode Financing can be found
in the Article 1 para 13 of the Law No 10 year 1998.
19 The traditional assets securitization securitizes assets in the form of debt receivables
while the Islamic counterpart cannot securitize assets in the form of debts.
20See Bank Indonesia Regulation No : 2/8/PBI/2000 concerning Shari[ah Interbank
Mudarabah Investment Market
21 See Bank Indonesia Regulation No :2/9/PBI/2000 concerning Wadi[ah Certificates.
22 An example can be taken from the way the Bank Indonesia determine the benchmark. BI
takes the indicated remuneration of the Shari[ah Interbank Mudarabah Investment Money
Market or the average indicated remuneration of the Shari[ah Interbank Mudarabah
Investment certificates which are recorded in the Shari[ah Interbank Mudarabah
Investment Money Market. Article 2(3) of Bank Indonesia Regulation No: 2/9/PBI/2000
concerning Wadi[ah Certificates.
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Even though, there is no obligation in the part of the issuer to pay the bonuses, in
practice the payment of bonuses is implied.23

Moreover, the lack of legal bases may also result in different treatment between
the conventional and Islamic banking.24 This part, in the writer opinion, is one of
the major threats to the Islamic Banking, because it might potentially result in the
divergence between traditional and Islamic banking.

4. THE CONCEPT OF AN IDEAL ISLAMIC BANKING

In order to create environments conducive to the development of the Islamic
Banking, the development of the banking system should start with the development
of a concept for ideal Islamic Banking. Below are the explanations on how such
concept can be established. The idea is to create a structure which can
accommodate the creation of double-tier Mudarabah Banking through employing
project finance and asset securitization schemes which are widely known in
traditional banking.

The Structure of the Double-Tier Mudarabah Banking

Project Finance which involves assuming risk beyond credit risk and entails
allocating risk to the parties who can handle the risk best is so far the closest
conventional mode of financing to those of Islamic finance. The inherent
assumption of risk has caused the lender in any project finance transaction to
become more responsible as the success of the venture depends on the venture
being able to generate enough cash flows to repay the financing. This attitude is
relevant to the core principles of Islamic Finance. Therefore, transforming the form
of the conventional project finance to employ acceptable Islamic modes of
financing may lead to the creation an Islamic compatible mode of financing which
is acceptable not only to Islamic Banks but also a non-Islamic Bank.

Moreover, the other major obstacle for Islamic Finance is the difficulties of
raising the resources through international money markets, something that the
conventional banks take for granted. Since the fundamental basis for such a market
is interest, unless a similar infrastructure which is compatible to Shari[ah is
created, mobilization of resources through ordinary means as the one employed by
conventional banks is virtually impossible. It is true that steps toward the creation
of Islamic money market have been started, however, it is still not visible in the
near future. Therefore, the only option available for Islamic Banks is to utilize the

23 in the Peraturan Bank Indonesia No: 2/9/PBI/2000 concerning the Bank Indonesia
Wadi[ah Certificate, it is implied that the bonuses will be paid.
24 The clear example of this is the prohibition of conventional banking in issuing the
Shari[ah Interbank Mudarabah Investment Market certificate.
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existing conventional infrastructures other that the money markets as long as such
an infrastructure is not against the principles of Islamic Shari[ah. The capital
market is the most appropriate solution to these problems. As long as the means of
mobilizing the capital is Shari[ah compatible, the structure is acceptable.

The instruments which are the most compatible with Islamic Shari[ah are the
equity instrument. However, for financing institutions, giving up their equity
position is not desirable as it can dilute their interest in the institution or simply too
expensive. Therefore, the viable alternative to this, is through securitizing the
assets of the financial institution or any subsidiary thereof.

The combination of asset securitization and project finance will also provide
Islamic Bank with the means for connecting the mobilized deposits and the
investment in performing the intermediary function. This connection will enable
the creation of true double tier Mudarabah which was, so far, failed to be
implemented.

Another facet of this combination is that the securitization of the a non-recourse
project is that not only will it provide a mean for the mobilization of capital but
also to create an internal system which allow the matching of different maturities
of the first tier Mudarabah (the deposit) with the second tier Mudarabah (the
investment).25

Below is the simplified diagram of the structure of the Islamic Banking which is
based on the double tier Mudarabah model. (It is to be noted that the diagram is a
very simplified one. The structure can be very complicated can consists of some
hybrid structures or some enhancements).

25 One factor which creates difficulty in matching the deposit Mudarabah and the
investment Mudarabah is the illiquid nature of the Mudarabah investment. By using asset
securitization, the Mudarabah investment is in fact, becomes liquid which make the
redemption of the deposit Mudarabah much easier even in the case of the maturity
mismatch between the deposit and investment Mudarabah.
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Figure 1: The Double Tier Mudarabah Islamic Banking Structure.

The structure is based on two tier Mudarabah model, where the Depositors will
place their fund as a Mudarabah deposit in the Bank which in turn invest the fund
through Mudarabah in several project. The investment Mudarabah (the second
tier) is structured as a non recourse project finance transaction using leasing as a
main vehicle where the repayment of the financing was convened only to actual
revenue generated by the project. Then, each individual project is securitized and
sold back to the bank. Because all projects are converted into marketable quasi
equity security, the risk of maturity mismatch between the first tier Mudarabah and
the second tier Mudarabah can be avoided.

The Applicability of the Structure

The Issue of International Standard

The structure where the assets of the Islamic Banking will comprise of non-
recourse projects which are securitized and link to the depositor of Islamic Banking
and the market will enable the Islamic Banking to be assessed through the
conventional standard without jeopardizing the interest of the Islamic Banking in
term of the New Capital Adequacy Framework of the Basel Committee on Banking
Supervision. While the nature and concept of Islamic Banking may result in unfair
treatments from their conventional counterpart because the risk of the Islamic
Banking will be perceived as higher than the conventional banking, the Mudarabah
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structure incorporating Non Recourse Project Finance will provide solution to this
problem. The Project Finance structure offers a relatively more certain revenue and
provides easier corporate governance which will decrease the undue risk taking and
moral hazard.

The Unresolved Fiqh Issues

The idea of Project Finance is to create an off balance sheet portfolio consisting
of the self sufficient project which can generate enough revenue for repayment of
the financing. In this context, the structure can overcome some unresolved fiqh
issues, especially in relation to the issue of operating lease and sale of debt.

By creating a special purpose vehicle (SPV) which is finance through
Mudarabah, the responsibility of the lessor can be transferred by the financier to
the SPV, therefore, the SPV can structure the lease arrangement as an operating
lease instead of financial lease without affecting the balance sheet of the Bank.
Thus, avoiding fiqh objection on financial lease.26

The structure can also solve the fiqh issue related to the sale of debt. As all
investment will be conducted in the Mudarabah mode of financing which can be
considered as a quasi equity, the assets to be securitized will not be in the form of
debts over which the securitization cannot be done.27

The Possibility for Transforming Conventional Banking

At the outset, Islamic principles and modern commercial practices are
diametrically opposed. Modern commercial practices which based their activities in
the concept of “time value of money” create a heavy reliance toward the interest
based system. Islamic principles, on the other hand, condemn such reliance, even
though it does accept the notion that the capital is not free. However, common
understanding can be reached, especially in relation to risk concerning one
particular transaction if the both the conventional bankers is willing to assume risk
beyond merely credit risk. In the case of project finance, it is the nature of the
arrangement that the banker should assume risks beyond credit risk of the recipient
of the financing. Thus, in practice, there is no significant difference between
conventional and Islamic banking when project finance arrangement is exploited.
While the assumption of risk in conventional commercial practice was valued
based on the interest rate imposed to the borrower, the Islamic Banking takes the
assumption of risk as a pre-requisite to the financing.

26 For more elaborated explanation See M. Umer Chapra and Tariqullah Khan, Regulation
and Supervisory of Islamic Banks, Islamic Research and Training Institute, Jeddah, 2000, at
74
27 For more elaboration See id at 77.
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This fact opens the possibility for the convergence between the conventional
and Islamic project finance. Everything being equal, the only differing view is on
the consequences of the assumption of risk. In fact, the valuation of the interest rate
can be easily converted into provision of profit sharing as it is possible in project
finance to calculate exactly the return of a physical transaction involving real assets
as opposed to financial assets.28

Taking into account the possible convergence of Islamic and conventional
banking in the Project Finance, the fact that the business of Islamic banking market
has crossed the USD 100 million threshold and the fact that Muslim in the world
constitute 20% of the World population with 10% of the Global GDP, 29 it is fair
to expect enormous desire of the conventional banker to attempt to share this cake,
if the environment is conducive for employing project finance. Thus, provided that
the legal and regulatory regimes are conducive to such convergence, the
transformation of conventional banking into Islamic banking will be inevitable. In
other word, the comprehensive legal and regulatory framework for Islamic banking
which provides conducive environment for double-tier Mudarabah banking will
certainly bridge the transformation of conventional banking into Islamic one.

The Necessary Legal Framework

Due to the uniqueness of Islamic banking, it is necessary to develop a
specialized law (lex specialis) which lays down a sound foundation for the
operation of Islamic Banking to complement existing legal and regulatory
infrastructure. However, most current laws unfortunately overlook some unique
facets of Islamic which may result in unfair treatment of Islamic Banking. Some
examples may be cited in this regard. Under the current conventional legal
environment, a bank is not supposed to conduct any business transaction unrelated
to conventional banking business which is essential for Islamic Banking
transactions and some activities which is essential for Islamic Banks such as the
prohibition of making equity participation (in the form of owning shares) in certain
businesses.

As for the regulatory regimes, the main impediment is the lack of legal bases for
operational aspect of Islamic Banking. The existing legal regimes do not usually
provide sufficient room for the Regulator to make innovative moves beyond its
existing domain30 and the Regulator does not have the authority of a law.31

28 Mansoor H Khan, Designing an Islamic Model for Project Finance, International
Financial Law Review, June 1997 at 16.
29 id at 13.
30 The example of Indonesia may be cited. As the regulation of Bank Indonesia is not
within the ambit of the People’s Consultative Assembly’s decree No III/MPR/2000, it is
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Therefore, emphasis should be put not with the regulatory regimes but with the
legal basis underlying such regulatory regime. In any case, the regulatory regimes
should be directed toward the creation of conducive environment for Islamic
banking which is based on the double tier Mudarabah.

The Need for Supporting Legal Institutions

There is also a need for development of supporting legal institutions closely
related to the operation of Islamic Banking which are not exclusively for Islamic
Banking. Such legal institutions are non-recourse project finance, leasing and asset
securitization. Non recourse project finance will serve as the tool for developing
Islamic Financing which is based on allocation and mitigation of risk between
parties in a banking transaction where the return will be justified by the
involvement of risk taking. To work effectively, the project finance structure
necessitates some other legal institutions, namely the trust and floating charge.

Leasing will be the basis of mode of financing which will enable the creation of
Shari[ah compatible asset securitization. However, merely securitizing the assets is
not solving the problems as the assets to be securitized should be in the form of
equity or any form that represent ownership over real assets. This necessitates the
creation of an arrangement enabling the financier to hold the assets of the venture
while securitizing some sort of right of ownership over the assets to the investor.
Trust arrangement can easily achieve this through separating the legal ownership
from the beneficial ownership.

4. THE RELATIVE SUITABILITY OF COMMON LAW AND CIVIL LAW
REGIMES FOR ISLAMIC BANKING

It is sufficient to say that for emerging volatile economy, the Islamic Banking
has a very huge potential to became the fundamental basis for economic
development or at least, efforts should be directed toward the creation of conducive
environment to Islamic Banking. Legal environment is not an exception, however,
as the Islamic Banking still have to operate within the conventional legal system, it
is imperative that the assessment of the suitability of conventional legal system for
Islamic banking be conducted. The purpose of this assessment is to know to what
extend the application of Islamic banking affect the legal risk of one particular
project.

safe to say that the regulation can only serve as an administrative rule within the domain of
Bank Indonesia which basically means banks (and their organ) under Bank Indonesia
supervision and cannot be extended to other stakeholder of banking system.
31 The authority of a regulator is given by laws. One of the theoretical differences between
the regulation and law is that the latter, once promulgated is assumed to be known by all
legal subjects while the former not.
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Compared to jurisprudences in Common and Civil law regimes, 32 the Islamic
jurisprudence has different phase of development. While the Common law
jurisprudence was developed by way of precedent and the Civil law by way of
codification, the Islamic jurisprudence was developed by way of scholarship. 33

This fact makes the conventional law sometimes cannot accommodate fully the
principles of Islamic Shari[ah. Below are the observations on the relative
suitability of the Common and Civil law regimes for Islamic Banking.

The Fundamental Features of Common and Civil Law Regimes

There are two fundamental features which distinguish the Common and Civil
law regimes, namely the treatment of precedents and the principles of equity. These
fundamental differences reflect the suitability of both regimes for Islamic Banking.

The Binding Force of Precedents

Since the laws in Civil law jurisdictions in principle do not recognize the
principle of stare decisis or the binding force of precedent,34 it is imperative for
country following Civil law regime that the Islamic principles is codified and that
the codification is done in such a way so that it is not open to interpretation.35 The
absence of such codification will risk any Islamic contract being interpreted in the
light of conventional commercial code or civil code. Therefore, it is sufficient to
say that codification needs to be done in the form of statute as the issue of the
recognition of Islamic principles concerns more than merely to cater the need of
the actors of Islamic Finance but also to create a legal foundation for Islamic
financial activities. Moreover, the importance of establishing the legal basis
through statute is that the statute is promulgated through the involvement of the

32 For concise and brief explanation about the difference between Common Law and Civil
Law system, See Pierre Raoul-Duval, “English and French Law: the Search for Common
Principles” in International Business Lawyer, International Bar Association, London, April
1997, at 181-182. Among the principal difference is that the treatment of statute provisions
and legal principles by Judges in their decision making.
33 MB Hooker, Introduction: Islamic Law in South-east Asia, Journal of Asian Law [vol 4,
2002] at 214. Hooker states that "[Islamic] jurisprudence has not been developed by way of
precedent, or by way of codification but by way of scholarship. The nearest parallel for the
European traditions is the canon law at the time of Aquinas. Like the canon law, Islamic
scholasticism began from the fixed principle of revelation contained in a text, originally
received orally but later written down – the Qur’an."
34 For instance in Indonesia, see Article 1917 of the Burgelijke Wetboek voor Indonesië
Staatsblad 1847 No 23.
35 Not in absolute term as it is impossible to create a law with absolute clarity.
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legislative authority of the country.36 By establishing such a legal basis, not only
the existing practice can be accommodated, but also the future development of
such activities can be legalized. Moreover, the codification should embody the
Islamic Principles and not only lay down the administrative procedures for carrying
out such activities. Through this effort, the risk of unenforceability of the contract
can be minimized.37 However, this attempt should also be combined with the
recognition of the principles of stare decisis. The recognition of the principle of
stare decisis will open the possibility to build gradually the legal foundation for
activities which are based on the living value in the society such as Islamic values.

On the other hand, the Common law regime which develops its jurisprudence
through the development of precedents might have also some incompatibility with
the Islamic principles. In such a case, the remedy of promulgating a statute might
not be enough as the judge might, in theory, deviate from statute if the statute is not
the codification of the principles built based on precedents.38 However, it might be
mentioned that in term of the formation of legal principles, there is similarity
between the Common law and Islamic law. The development of the primary
sources of Islamic Jurisprudence, especially the Sunnah, resembled the
development of precedent in Common law jurisprudence.

The Principles of Equity

Through the use of the principle of equity,39 it will be possible to create an
legal institution close to the classical Mudarabah and Musharakah which will pave
the way for the establishment of a double tier Mudarabah Islamic Bank or other
financial activities which was based on mutual interest and sharing responsibilities.
It is therefore sufficient to say that the principles of equity are crucial to the success
of the implementation of the double tier Mudarabah Islamic Banking. However,

36 From legal point of views, they are the only institution that carries a mandate and has the
obligation to dig the values living in the society and to reflect them in the laws.
37 See the proposed definition of the legal risk especially related to the definition of
defective transactions.
38 See Harry W. Jones et all, Legal Method: Cases and Text Material, The Foundation
Press, New York, 1980 at 594 et seqq. To highlight this, one may cite the critical thesis of
Sir Frederick Pollock in 1882 in Essay in Jurisprudence and Ethics which states "… cannot
well be accounted for except upon the theory that Parliament generally changes the law for
the worse, and that the business of the judge is to keep the mischief of its interference
within the narrowest possible bound"
39 The term of equity is used in the following three senses : (i) it means morality, natural
justice, honesty and uprightness; (ii) it means the application of the principles of natural
justice; (iii) it means a set of fixed rules which is not dependable on the sweet of will of
judges. Theses are well formulated set of rules. It is a system of law parallel to the rules of
common law and statutory law. See Saghir Ahmad Khan, Principles of Equity, Mansoor
Book House, Lahore, 1999 at 5.
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what can be easily implemented in a common law country encounter a major legal
impediment when it is to be applied in a civil law country. Since, civil law regime
upholds the principles of unity of ownership, an attempt to introduce the principles
of equity will face some legal hurdles. However, taking into account some Civil
law countries' experiences in dealing with issues related to the implementation of
the principles of equity, it is not impossible to introduce a reform to introduce the
principles of equity into its legal system.40

The Certainty and Result Predictability under Legal Documentations

Another important factor to be assessed in determining the suitability is the
certainty and result predictability under legal documentation. In this juncture, the
common law regimes provide more predictable result compared to its civil law
counterpart. An English court will be bound to give effect to the provisions of the
legal documentation regardless of considerations such as materiality, fairness or
any potential loss in consequences of any breach of the legal documentation.41 It is
not the case however, in Civil law jurisdictions, under many Civil Law
Jurisdictions, courts do have a power to interfere with the interpretation of
contractual provisions on the basis that the breach of such provisions was not
serious or because the absence of proven loss or on the grounds of reasonableness
or fairness, or a combination of these factors.42

From this point of view, everything being equal and in term of legal risk, the
Common law is more suitable for Islamic Banking. However, as judges in Civil
law jurisdiction have the obligation to uphold codified laws, this shortcoming can
be overcome through intervention by the legislative authority by establishing a
law/statute which lays down the foundation for Islamic Banking.

The Necessary Institutions

The absence of any law related to Islamic mode of financing will also create
operational difficulties for Islamic Banking. Two examples may be cited to
highlight this point. The first example is related to Mudarabah mode of financing.
Most of Civil law jurisdictions cannot protect adequately the parties to the

40 Based on their method of accepting the principles of equity, there are three categories of
civilian countries. The first is for countries which adopt and incorporate the principles of
equity in their legal system. The second is for countries which neither adopt nor incorporate
the principles of equity, but which create a new legal vehicle similar to the concept of trust.
The third is for countries which in adopting the principles of equity, create such a concept
within the civilian legal framework.
41 See Ravi Tennekoon, the Law and Regulation of International Finance, Butterworths,
London, 1991 at 21.
42 See infra note 41.
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Mudarabah transaction as the nature of the transaction is not within the ambit of
their legal foundation. While the Mudarabah transaction entails transfer of
ownership which resembles the common law trust,43 countries following civil law
system do not recognized dual ownership44 in equity and at law which is the
essential facet of Mudarabah transaction. While the profit sharing aspects of
Mudarabah transaction may be covered by the freedom of contract principle,45

other aspects of it cannot be governed by conventional Civil law principles.46

As explained in previous sections, the establishment of an ideal Islamic
Banking necessitates the employment of assets securitization, project finance and
leasing structures. While both structures are generic structure not unique to either
Civil or Common law, some of the supporting institutions which form the building
blocks for and enable such structures to work in accordance with the principles of
Shari[ah are unique to Common law regimes. Such institutions are the trust and
floating charge.

Floating charge and trust which is necessary for the creation of non-recourse
project finance and Islamic compatible assets securitization based on leasing, are
unique creatures of the Common law regime. This fact necessitates some forms of
reforms in many Civil law jurisdictions to enable such jurisdiction employ the
floating charge and trust institutions.47

5. CONCLUSION

Despite the fact that Islamic Banking is recognized in many jurisdictions,
there is still no sufficient legal bases for operational aspect of such an institution.
Most existing laws pertaining to Islamic Banking Financial Institution deals mostly
with the administrative aspects of the establishment and operation of Islamic

43 Some Islamic Financial Institution even used the terminology “trust financing” to denote
the mechanism contemplated in classical Mudarabah.
44 It is true that the notion of ownership in Mudarabah transaction is not exactly the same as
the notion of ownership in common law trust. However, it is safe to say that both are
similar. Therefore it is appropriate to take the example of the dual ownership of the
common law system to highlight the problem associated with the implementation of
Mudarabah under legal regime following Civil Law system.
45 Both Common and Civil laws share this principle.
46 The consequences which may arise are related to the status of the Mudarabah object in
case of insolvency of the Mudarib, the liability of the Mudarib and the rights of the
investor. As the explanation will make this paper unnecessarily long, the writer will not
make elaboration on this issue.
47 Examples of a Civil law countries recognizing Trust can be found in M.E. Koppenol-
Laforce and R.J.P. Kottenhagen, The Institution Of The Trust And Dutch Law. Paper
presented to The Fifteenth International Congress Of Comparative Law, Bristol, 1998.
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banking.. These facts necessitate the establishment of a legal framework which can
accommodate the establishment and operation of the ideal Islamic Banking based
on the double tier Mudarabah model.

The creation of the ideal concept of Islamic Banking will not only promote the
development of Islamic Banking and its regulatory regimes but also encourage the
transformation of traditional banking into Islamic banking which in turn will
galvanize the establishment of an Islamic economic system.

In regard to the suitability of Common and Civil law regimes, everything being
equal and in terms of legal risk, the Common law is more suitable for Islamic
Banking. However, as judges in Civil law jurisdiction have the obligation to uphold
codified laws, this shortcoming can be overcome through intervention by the
legislative authority by establishing a law/statute which lays down the foundation
for Islamic Banking, the option which is not available to Common law jurisdiction.








