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I Introduction
Islamic finance is one of the most rapidly growing segments of the global finance industry.

The principles of Islamic financial institutions comply with the main views of Shari’ah (Islamic law). All banking activities are derived from this law. The relevance of Shari’ah to finance is not a recent experience. After a stagnating period, the Shari’ah based financial system came back again notably after the oil price shock in 1973-1974. Islamic financial institutions have shown a significant growth since their entrance of Islamic banking three decades ago. Institutions providing. Islamic financial services started in 1975 with one institution, while the industry has risen yet to more than 300 institutions operating in 75 countries globally (El-Qorchi, 2005). The total assets are approximately $250 billion and show a strong growth rate of 15% a year (Choong and Liu, 2006). The major hubs of the Islamic financial system have currently concentrated in the Middle East and South-East Asia. While some countries (like Pakistan and Iran) have Islamized their whole banking system others (e.g. Turkey) have adopted a dual banking system.  However, countries like United States or United Kingdom are gradually getting more involved in Islamic banking due to the increasing demand of their Muslim population. Various companies like Citibank, Barclays  Capital, Morgan Stanley, HSBC  have recently started developing products which is in line with Shari’ah (Islamic way of living) to meet the needs of this niche market.
The global Muslim population which is expected to grow until 30% by 2025
 shows the huge market potential for the IFI’s. It should be worthwhile to note that except for religious community, Islamic banking may also be attractive for socially responsible or ethically conscious investors who take into account the social and ethical values. Islamic finance has been promoted as a socially responsible concept rooted on religious beliefs (Salma Sairally, 2005)
Islamic economics is usually categorised under the umbrella of ‘interest free’. One of the reasons to forbid interest (riba) was to realize social-economic justice and equitable distribution of income and wealth. Not all the ways which led to injustice and exploitation in economics have been discussed in Islam. This makes Islamic finance more interesting since there will always be a challenge to examine the current economic practices in the light of Shari’ah. However, only describing the financial system as interest-free does not provide a real picture as it will become clear in this paper. Except prohibiting the receipt and payment of interest, the system is supported by other features like gambling and excessive risk taking. It is essential to note that it also aims to offer ethical financial products within the realm of socially responsible investment (Islamic finance in Europe 2007, Rodney Wilson). 
As it is recognized, ffinancial institutions play a key role in the economy and that is why this industry is highly regulated. The focus is on the regulation of capital adequacy which has become an important indicator for safety. To promote financial stability, the Basel Committee on Banking Supervision has proposed the Basel II guidelines. Recently the conventional banks in OECD countries have started implementing the Basel II accord, which set standards for capital adequacy and sound banking practices. This implies that Islamic banks will follow this trend. The adoption of international standards by Islamic financial institutions
 will strengthen the risk management, promote confidence, growth and the acceptance within the financial markets.

However, Basel II is set up for conventional banks, whose balance sheet and the underlying risks are totally different than for Islamic banks. Both the AAOIFI as well as the IFSB have made efforts to make the Basel II applicable for Islamic banks. 

It is interesting to note that countries which have a dual banking system, Islamic banks are expose to the same regulations as their conventional counterparts. Even in Saudi Arabia, there is no special law for Islamic banking. 
Thus the main challenge is understanding the Basel II principles and identify ways to implement it within the framework of Islamic law. The aim of this paper is providing an empirical research to study the implication of Pillar 1 of the Basel II Accord on a major Islamic bank and discuss the implications for the Islamic banks in general. This paper is an important contribution to this field as it measures and analyzes the development of the CAR ratio throughout the years and clarifies the difference in the trend of capital adequacy. Another main contribution is the replication of a conventional bond with shariah compliant financial products in a complete market. 
To this end the paper is organized as follows. The paper consists of two parts. It is very important that the nature of Islamic banking as well as the risk exposures are very well understood before can implement capital adequacy calculation on Islamic banks. To this end the first part starts with a review of the prohibitions and the economic rationales behind. Chapter 3 provides more insight in the Islamic financing contracts while chapter 4 discusses the deviation of the Islamic banks from the theory. Chapter 5 deals with the risks inherent Islamic banking which may totally differ from their conventional peers followed by chapter 6 which shows the replication strategy of a conventional bond with Shari’ah compliant products in a complete market. Especially in this chapter I have preferred not going into the juristic details and keeps the presentation essentially non-technically, leaving fiqhi judgements to the discretion of the readers.
After understanding the basics of Islamic finance, part 2 starts with explaining the need for bank regulation and reviews the Basel II Accord. Chapter 8 explains to which extent the need for regulation applied for Islamic banks. Chapter 9 provides a case study in which Pillar 1 of the Basel II accord is implemented for a major bank in Gulf region and the implications are discussed. The paper ends with a conclusion and a recommendation.  
II Restrictions and Economic Rationales

The framework of Islamic finance is determined by the Shari’ah or Islamic law which provides guidelines in all aspects of live. It is important to know what the main sources of this Islamic law are. These are respectively the Holy Quran, Sunna, Qiyas, Ijma and Ijtihad (Gait and Worthington, 2007). A brief explanation follows: the Holy Quran is the Book which is revealed to Prophet Muhammad (pbuh); Sunna refers to the practice and behavior of the Prophet during his lifetime; Qiyas is the deduction by analogy to provide an opinion on a case not referred in the Quran and Sunna and often forms the main source on modern day Islamic financial products; Ijma is the unanimous agreement among religious scholars on issues not mentioned in the Quran and the practice of the Prophet. On some issues there is no deviation permitted and complete consensus of scholars is required but on Islamic finance there are not unanimous agreed issues. Finally Ijtihad represents scholars independent reasoning relating to certain Shari’ah rules not mentioned in the Quran and the Sunna.

Financial transactions are one of the most significant issues controlled by the Islamic law to have a more equitable distribution of income and wealth. The principles of Islamic finance have been studied by many scholars
 and the common values regarding Islamic finance are summarized as follows: 

a) Ban on riba (usury or excessive interest);

b) Ban on gharar that is the complete disclosure of information and elimination of any asymmetrical information in a contract to limit the principal-agent problems;

 c) Ban On financing and dealing immoral and socially irresponsible activities like gambling (maysir) and the production of alcohol and pork;

d)  The profit-and -loss- sharing principle that is the provider of  funds and the entrepreneur share business risk in return for shares of profits and losses;

e) Materiality, a financial transaction should have direct or indirect link to a real economic transaction;

f) A financial transaction should not lead to exploitation of any party in a financial transaction.

Generally it is recognized that Islamic finance is based on the prohibition of riba - usury or excessive interest- although this is only a fraction of the whole picture. Besides the ban on usury, other exclusions – excessive risk taking and gambling- have significant consequences for the present economic applications in interest-based financial systems. The main prohibition of usury has a long historical track record and was discouraged by many traditions social reformers and religions. Throughout the time, there were constantly many critics on the practice of usury and most of the critics came from the main religions like Hinduism, Buddhism, Judaism and Christianity.

The basic principles of Islamic finance have been briefly touched above, but considering the overwhelming importance and their significant impact on current economic application in an interest based financial system, the three prohibitions, namely riba, gharar and maysir will be discussed in greater detail with respect to similarity in other religions notifying the rationales behind. Therefore section 2.1 starts with the background of the usury prohibition, discusses the rationale behind and introduces an alternative to interest-based financial system from an Islamic point of view. Section 2.2 deals with the ban on gharar and the reasons behind its exclusion and the last section discuss the prohibition on maysir in detail.

2.1 Exclusion of Usury

The restriction on paying and receiving usury –riba- is the cornerstone of Islamic economics. In general it is argued that the ban on riba is the most important restriction, not only in the Islam, but also in the other main religions.
 This section starts with 2.1.1 looking throughout the time to the view of usury by the main religions, followed by the economic rationales behind these restrictions in these religions. 

In practice, the ban of taking and receiving interest hinders Muslims from taking out mortgages or investing in any fixed income securities. However, this does not mean that Islam disapprove making money or encourages barter economy, but means that parties in a financial transaction share the risk and profit/loss and no one gets a predetermined return. However, regarding the fixed income securities, it should be noted that bonds are often characterized by high levels of security, but the default level depends on the bond type. Actually this risk sharing principal does implicitly exist in bonds with higher risk of default like the junk bonds which means that the bondholder may not be repaid. This chapter ends with section 2.1.3 and shows in greater detail the alternative for practicing interest in the form of profit and loss sharing principle promoted in the Islamic finance. 
2.1.1 The Background of Usury Prohibition

Usury has a long historical track record and has been practiced in the world for at least four thousand years. Wayne et al (1998) mention that during this time usury has been referred to as the practice of charging interest in excess of the principle amount of a loan. Recently the concept of usury has been interpreted as interest above the legal or socially acceptable rate. 

Practice of usury has in the history always been prohibited and restricted. This disapproval was mainly on moral, ethical, religious and legal grounds. In other religions besides Islam -Hinduism, Judaism, Christianity- riba had also been forbidden
. The background of this prohibition is as follows.
The oldest known references to usury can be found in ancient Indian religion, Hinduism and Buddhism. In the earliest script usury was interpreted as any lender at interest. Later in time the term changed to predetermined interest beyond the legal rate.

This dilution of the term usury has continued from the time of ancient Indian religion until today. While it is still condemned, usury refers now only to interest charged above the prevailing socially acceptable rate and is no longer prohibited or controlled in any way. 

In Judaism and medieval Christianity the exclusion of usury is derived from several Biblical statements in the Old Testament. The book of Deuteronomy
 states: ‘You must not lend on interest to you brother, whether the loan is of money or food or anything else that may earn interest’. Despite the passages that forbid or discourage taking interest, in practice it was not widely observed at the time e.g. by the Jews in Egypt in the fifth century B.C.E. The violation of this ban on interest was regarded as a moral misbehavior and not as a criminal offense with sanctions (Wayne et al, 1998). This breach of the rule was partly explained by the changed economic conditions that could not support the economic needs of the society.

Later in time interest has been legalized and has set the basis for all interest transaction nowadays. 

Despite the prohibition of usury in Judaism, the Christian Church has shown its fierce critic on the use of usury over thousand years
. The exclusion of interest in the Old Testament  were brought back to life in the  New Testament .The Roman Catholic Church had in the fourth century AD prohibited the taking of interest.  In the eighth century, it was pressed further and usury was seen as a general criminal offence.  This movement against usury continued during the early Middle Ages and may reached its top in 1311 when Pope Clement V made the ban on usury complete (Birnie, 1952). Meanwhile, the pro-usury movement had started to grow and ultimately the Church has accepted that the practice of charging interest for business and personal loans was in line with the Christian ethics. A more complicated issue they are facing now is determining whether the charged interest rate is fair or excessive
.
Last but not least the concept of usury has also drawn a lot of attention in the Islam during the life time of the Prophet .The original word used for usury in the Quran was riba.
 What means riba actually? Literally this Arabic word means ‘excess’ or ‘addition’. Siddiqi (2004) defines riba as any increase or growth in a loan that must be paid back by the debtor to the lender. According to Chapra (1985) riba has in the Shari’ah the meaning of a ‘premium’ that must be paid back by the borrower to the lender together with the principal as a condition for the loan or as a postponement in its maturity. Ibn Manzur (1968) specifies the prohibition as the extra amount benefit or advantage received on any loan.  

 In other words usury refers directly to interest on loans. There are some scholars who interpret usury slightly different, but at several international conferences the Muslim lawyers have reached a unanimous consensus that usury and interest must be considered equivalent
. Therefore in this paper the terms riba, interest or usury are used interchangeably. The Islamic ban on usury – riba- which literally means ‘increase’ but  widely understood in this context as all prefixed interest  in a loan on any kind  is parallel to the ban on usury in Medieval Christianity and in Judaism (Lewis and Algaoud, 2001) . In the present day thinking there is a gradual progress to the interest free banking system which is a modern application of usury prohibition in the past. This growing phenomenon of the interest-free Islamic banking will be discussed in the second part of this paper.

2.1.2 The Rationale behind the Exclusion

In the previous part it became clear that during the history there was disapproval on the practice of usury.  Various reasons and rationales are given supporting the exclusion of usury.  

Although, from an Islamic perspective the rationale behind the usury prohibition remains uncertain, because the Quran does not make obvious the specific reasons for this prohibition. Some scholars are trying to find the reasons
. Chapra (2000) mentions that the rationale would be better understand if the goals of Islam are taken into account since all these strategies are a mean to reach the Islamic goals. The Quran and the practice of the Prophet (PBUH) have placed enormous stress on the establishment of justice which has become one of the essential features of Islamic law. Injustice damages brotherhood and solidarity, highlights conflict and crime, triggers human problems which all of them may lead to misery. Brotherhood, that is another main objective of Islamic law, would be worthless without justice. All main scholars have unanimous agreed that justice is a necessary feature of Shariah. The term justice deals with all aspects of human interaction; this is irrespective whether it relates to society, economy or polity or whether the object is human, animal or environment. The main suggestion is that God provided resources to mankind as a trust and this must be utilized in such manner that the well- being of all is safe
 From an economic point of view justice means  use of resources in such a manner that goals of need-fulfilment, optimum growth and full employment, an equitable distribution of income and wealth and economic stability are  realized (Umer Chapra, 2000). The mentioned goals are moral values aimed by most religions. The moral dimension is put into economics which is totally different from the capitalism. Prohibition of interest is one of the elements of this moral aspect and therefore may be one of the reasons that besides Islam other religions – Judaism, Christianity and Hinduism- have also condemned the use of it. While some rationales are unique to some religions, many rationales are based on common grounds which will be touched in this section. The list of the rationales is not exhaustive
, but an overview will be given about the main objections.
Usury as Unearned income

The Church's earliest protest to the concept of usury was the fact that it represented unjustified income. Ahmad (1958) uses also this view to explain why in Islam God has permitted trade and forbidden usury.

Interest is seen as a fixed percentage that a borrower must pay to the lender because of the use of funds whether the outcome of the business is. Critique has been given to the pre-determined nature of interest. The lender knows his return and can be sure of it without assuming risk while the borrower bears all the risk when doing business to generate profit. Interest is regarded as unearned income since there is no productive effort. This is regarded as unjustified compared with the case of generating profit where you have to work for to realize it. However, in traditional banking the lender is not guaranteed of its return and faces the risk of not being repaid at all. So, in practice the loans are not risk-free and carry the risk of default. The lender asks for collateral in case of default. In such a case the borrower has an incentive to run the business in an efficient way and may expect a return above the interest rate, otherwise the person would not have borrowed at all.  

Usury as exploitation of the needy

Interest based financial system encourages living beyond the means. Financial funds are only available to those who are able to provide collateral to guarantee the repayment of the principal and secondly if they have enough cash flow to repay the debt. 

This means that only rich people who comply with these criteria are taken into consideration. They do not only borrow for investments but also for luxuries and speculation. A look at the aggregate consumption will make it clearer. Aggregate consumption is composed of needs and luxuries (C= Cn+Cl)
.Need-fulfilment may be realized depending on the allocation to the proportion Cn. If more resources are allocated to consumption of luxury, the less is left for need-fulfilment (Cn).It could be the case that despite an increase in the aggregate consumption, a society may be worse off in terms of consumption for needs if all the growth is due to an increase in luxuries by  rich people. The allocation to need-related goods must be stimulated, not only by higher prices for luxuries but by influencing the allocation of resources e.g. by stimulating zakat
, or charitable expenditure. So due to easy accessibility of financial resources for people who comply with the main criteria, the rich,  there is a  rapid growth of financial  claims  for wasteful spending like luxuries which put pressure on resources available for need-fulfilment (Cn). An example is Unites States which in spite of abundant resources is not able to fulfil the essential needs of its citizens.

Summarized the concept of interest is rejected on the grounds of fairness in the sense that the poor and the needy  are frequently forced to borrow money, whereas the rich have easy access to credit. Living beyond the means is suited for the rich through the provided collateral and the cash flows to serve the debt. The concept of interest penalizes the poor and rewards the rich. Chapra (2000) mentions that replacing interest by risk-sharing arrangement may reduce lending for unproductive and speculative purposes, thereby releasing a relative larger part to need-fulfilment.
Usury as inequitable distribution of income and wealth

The interest-based financial intermediation provides financial resources mainly to those who have the collateral to pay the debt irrespective the end use of financial resources. Choudhury and Malik (1992) cite:’ Interest in any amount acts in transferring wealth from the asseless section of the population”.While deposit comes from a broader section of the population, the benefit goes to the rich. This tends to accentuate the inequalities of income and wealth. This is like ‘the riches get richer and the poor gets poorer’. Birnie (1958) draws also a comparable conclusion

In contrast with this, profit-loss-sharing would tend to force the provider of the funds to judge the strength of the project. This can make it possible for talented entrepreneurs from even the poor class to be considered for financing if they have valuable projects, sufficient managerial skills, and a reputation for integrity.  In that way a chance is given to entrepreneurial ability from even the poor class. 
Usury as mean to under consumption

Naser and Mountinho (1997) suggest that  the concept of interest may be a powerful incentive for saving  which may result in under consumption and idle capacity due to lack of effective demand in the economy. However, the possibility of under consumption may only be the case if the savings are not deposited into a bank and cannot be used for investment purposes. This kind of increase in saving will not lead to the capital accumulation and may result in a shortfall of demand respectively a decrease in consumption, increase in inventories, decrease in production and income and consequently a possible recession. However, an increase in saving at the bank deposits can promote economic growth since a rise in saving may lead to a decrease in interest rates, which stimulates investments, output, employment and which in return promotes economic growth.

Usury as double selling
Later in the Middle ages the Church offered a more difficult to understand rationale. It suggested that money was a consumable good. In a loan transaction the ownership passes from the lender to the borrower and the fair price is then the amount paid in advance. Asking more than this fair price is perceived as immoral. This is like selling the same good twice (Ruston, 1993). 

Usury as a trigger for economic instability

Economic instability seems to have magnified over the last three decades. Recently  happened crises which are still in mind are the current credit crisis or  the Asian crises in 1997. Wayne et al (1998) mention that Gesell’s (1904) main objection to interest has to do with the fact that it is an prevalent factor in the instability of economies, that is the cycles in the boom and bust, recession and recovery. Friedman (1982) suggests interest as a significant factor in instability because of the unpredictable behaviour of interest rates. Even Keynes (1936) who is the promoter of the interest based financial system cites: “the rate of interest is not self-adjusting at the level best suited to the social advantage but constantly tends to rise too high”. Kennedy 91995) also suggest that the compounded growth of interest may cause inflation. Looking from Islamic perspective, the scholars like Ahmed (1958) Chapra (2000) conclude similarly that interest is a destabilizing factor in interest based economies.  
Interest rate volatility for example turns over all efforts to create stability in exchange rates.  Because of interest rate differential, funds move from country to country to take advantage of this degree of difference. An equity based financial system may remove the daily destabilizing influence of fluctuating interest rates. The assumption is that exchange rates tend to behave more stable because the fundamentals that influence exchange rates like structural differences on balance sheets and variation in growth rate are longer term events that not change randomly.  A strength or weakness of the currency would reflect the underlying strength of the economy
A number of scholars like Henry Simons, Hyman Minsky, and Joan Robinson et al have concluded that an economy in which there is a greater reliance on equity would help substantially reduce instability in financial markets than a debt-based economy
. Equity financing could be preferred as it would launch greater stability in the economy because there will be a more cautious analysis of the project to be financed.

But the essential question is whether equity based financing is more stable than debt based financing. A share is a security that implies a part of the ownership in a company. The holder is entitled to dividend and may receive capital appreciation in the form of raising share price. However, whether the payment of dividend takes place depends on the performance of the company while the increase of the stock price depends on how the market perceives the profitability of the company. The former case, the profitability of the firm, is based on real facts whereas the latter is a more complicated issue in the sense that market perception can deviate from the realized profits. Market can under value a company with a strong track record while at the other extreme firms with no track record can be overvalued. The consequences of equity mispricing may distort the economy. Market participants who have extremely optimistic expectations might invest in projects that ex-post generate losses which can cause inefficiency in the market. 

2.1.3 Alternative to Interest; Profit-and -Loss- Sharing Principle (PLS)
The main religions had prohibited charging and paying interest and looked for a society based on fairness and justice.  Hence, in Islamic finance interest is replaced by PLS system where ex-ante the rate of return of financial assets is not fixed. Only after the transaction the rate of return can be determined.

In interest lending, the yield is usually agreed in advance and the return is to a lesser extent contingent on the profit or loss. The lender gets a fixed return irrespective the outcome of the borrower’s project but faces the risk of not being repaid at all. In Islamic finance the provider of the capital has a right to reward, but should be proportionate with the risk involved. Hence a predetermined rate of return is prohibited. One may wonder why profit-or-loss- sharing is allowed and interest is not? In the former profit sharing ratio is fixed, not the rate of return.

Here it is relevant to make a distinction between ‘rate of return’ and ‘rate of interest’. In Islam it is encouraged to trade. In trade, there is always the risk embedded to get low or negative returns. But the rate of interest is fixed and guaranteed (Khan, 1986) except in case of default. Because of the exclusion of interest, the theory of Islamic finance evolved on the basis of profit and loss sharing (PLS) principle and other acceptable finance techniques.
It should be taken into account that people should invest their money with justice for both the lender and the borrower. According to this, lenders and the borrowers should share the profits or losses. Generally, the scholars translate this in the form of equally distribution of risk consistent with their sharing of the capital contributed to the enterprise. 

Kahf and Khan (1993) explain this PLS in two ways; profit sharing principle and profit-or-loss sharing principle.  Former refers to Mudaraba contract whereby the Islamic bank provides the entrepreneur with capital while the entrepreneur invests his experience and time. However, they share the profits but the financial losses are only borne by the capital provider, the bank. It’s called profit sharing from an economic point of view, since the entrepreneur loses his effort and time. The latter is a full partnership in capital and management as well as profit and loss. An example of such contract is called Musharaka in Islamic finance where the profit or loss is divided according to the ratio of capital investment. These kinds of contracts will be discussed in the next part. 

 2.2 Exclusion of Gharar 

This ban on gharar is another significant prohibition particular to Islamic finance. Gharar is generally translated as risk, hazard or uncertainty. Dareer (1997) defines Gharar from a jurisprudential view, which is slightly complicated. El-Gamal (2000) defines it more simply like ’the sale of possible items whose existence or characteristics are uncertain because of their risky nature which makes the sale similar to gambling. Metwally (2006) is of opinion that gharar means speculative transactions which are harmful to society. It may be that in such a speculative, risky and uncertain transaction finally one party will win while the other may suffer losses - bankruptcy- which causes an imbalance in the equity allocation of the society while the total welfare does not change. Instead of such transactions, in which happiness plays a major role rather than effort, the money can be invested in a more productive way elsewhere in the real economy 
Actually some degree of uncertainty is acceptable, but excessive uncertainty-gharar- should be avoided. However, there is no agreement among Muslim scholars about the degree of uncertainty which leads to gharar, but Metwally (2006), Iqbal and Molyneux (2005) and El-Gamal (2000) agree upon some basic features what gharar in transactions incorporates. Gharar can be any contract for purchase or sale that includes uncertainty in types, identity, quantity, price and existence of the object, time of payment in deferred sales. In conventional finance gharar seems to be akin to uncertainty.
Literally  means Gharar fraud, but gharar in transactions frequently refer to risk, uncertainty or hazard. Earlier we have mentioned that Quran has forbidden any transaction which may cause injustice to one of the parties. Injustice may be in the form of hazard leading to uncertainty or as deceit, fraud in any business transaction. It is difficult to define gharar exactly so classifications will be made about the various forms of gharar as it is done in the paper Obaidullah (2005) like settlement risk, inadequacy and inaccuracy of information and finally as complexity in contracts.
Settlement risk

Most of the explanations of gharar are settlement risk, also called counterparty risk in conventional finance. Settlement risk is present when the seller has no control over the subject. From the practices of the Prophet (pbuh) one can conclude that in a deal it is essential to have the subject in ownership and the delivery should be possible. So, it is not allowed to sale something without taking possession. The rationale behind is to limit the uncertainty on the settlement of the contract and delivery of the subject.

Inadequacy and inaccuracy of information

Gharar as inadequacy information means that a lack of adequate information to determine the value of the object can cause uncertainty. All parties to the contract must be informed about the price, characteristics, date of settlement etc to make reasonable estimates of the outcomes.

Gharar refers also to the possibility of fraud, so deliberate withholding of relevant information by one of the parties. Information is important is Islamic contracting to protect the weaker party who is less informed. In both of these cases, the contract becomes susceptible to prohibition. The essence of information disclosure does also hold for conventional finance, since the parties must make accurate disclosure of all relevant information to determine the value. However, we know that full information disclosure does not take place in the insurance sector as it is based on information asymmetry. The problems in this sector concerns adverse selection - the insurance would attract people who are more likely to need the insurance while it can only charge a single rate for different risk levels- and moral hazard in the sense that the insured will have expenses that it would not incur otherwise. The interesting question is how to deal with information asymmetry in the Islamic version of insurance, Takaful, but this is beyond the scope of this paper.

Complexity in contracts

The Islamic law does not allow complexity in contracts like interdependent contracts. Therefore it is required that in composite products like lease-purchase sale, the multiple contracts must be independent of each other. Gharar can also be seen as ambiguity in the contract language that may lead to uncertainty regarding the nature of the object and price. 

Generally in practice gharar affects most strongly two areas, namely the insurance and financial derivatives. Gharar within derivative instruments like forwards , futures, options , short selling, speculation and other forms are not permitted and the transaction is considered as invalid because of the uncertainty in  the future delivery of the underlying asset.  There are exceptions to this rule like the salaam and istisna contracts but the conditions of these contracts  make clear that currently use of derivatives are not allowed under the Shari’ah. Actually gharar is a way to deal with risk in Islamic finance because it encourages parties to be careful before committing to a contract and this exclusion of gharar forces parties to eliminate business with great informational asymmetry and extreme payoffs. But this is not realistic in case of insurance.

To recapitulate any transaction should be free from uncertainty, risk and speculation. The parties entering the contract should have perfect knowledge about the counter values of the object to ensure that neither party loses in a risky transaction and the profit cannot be fixed in advance. The rationale behind this prohibition is protecting the weak or the less informed, from exploitation. However, it should be noted that in a speculative transaction the parties are contingent upon uncertain events and the result of the transaction may largely depends on luck rather than effort made. Furthermore one can also suppose that these risky, speculative transactions offers possibilities to the weaker party since winning the game belongs also  to the options. 

2.3 Exclusion of Maysir 

Most Islamic scholars regard maysir as gambling or any games of chance. This includes lotteries, casino-type games and betting on the outcomes of animal races. Al-Saati (2003) mentions that these games have the following in common; a desire for obtaining returns by deliberate risk-taking. Games of chance as well as gambling are banned by Shari’ah. According to Obaidullah (2005) speculation means predicting the future outcome of an event. If speculation is not backed by collection, analysis and interpretation of relevant information or if there are conditions of excessive uncertainty (gharar), then speculation is similar to a game of chance which is forbidden. These gains are from pure games of chance, so it involves unearned income. An agent is required to assume risk after making a proper assessment of risk with the help of information. In this sense most of the decisions involve speculation, but the problem is, as earlier mentioned, the gross absence of value relevant information or excessive uncertainty which is prohibited.

 
A reason for its exclusion is given by Iqbal and Molyneux (2005) since gambling could lead to financial and societal problems and cannot add surplus to social wealth. There are high risks involved in these transactions while some people can win a large amount others may suffer from losses of their money. 

After discussing the restrictions and the rationales behind, the next sections provides an overview of the existing Islamic financial contracts. 
III Forms of Islamic Financial Contracts

As now, having a clear understanding what the principles of Islamic finance are, the main range of contractual forms can be analyzed. Given the restrictions discussed in chapter 2, Shari’ah lawyers have developed the basic modes of financing which can be applied nowadays. However, the scholars are still continuing to develop other Shari’ah compliant constructions in the field of Islamic finance. At the basic there are five Islamic financing instruments (Zaher and Hassan, 2001) but in this section these will be extended with a few modes. These forms can be applied to bank accounts, investments, home purchase or any type of financial instruments. The underlying idea for each deal is simple and can be compared to a Western financial contract. In spite of this, in practice these financial constructions can be made very difficult, the deal can contain more elements of the basic Islamic contracts to fulfill the requirements of specific investors. 

The essential question is; if paying and receiving interest is forbidden, how do Islamic banks operate?  We know from the earlier section that Islam excludes ‘rate of interest’ while it encourages trade, in other words ‘rate of return’. Investors can earn a return on their invested amount only by subjecting themselves to the risk involved in profit sharing. As the use of interest is prevented, the operations are thus undertaken on the basis of profit-loss-sharing principle (PLS) or if these are not applicable, there are other modes of financing developed throughout the time. The answer to these prohibitions is the Islamic alternatives to Western financial products like the financing contracts musharaka and mudaraba. These types of financing are preferred in Islamic law since these are based on profit-loss-sharing principle (PLS). Nevertheless there are alternative financing techniques which are meant to be applied when the PLS funds are not suitable. These are respectively murabaha (mark-up), salaam (pre-paid purchase), ijara (leasing), istisna (manufacturing), Qard al-hasana (beneficence) and Sukuk (Islamic bonds). Figure 3.1 provides an overview of the Islamic financial contracts. In this section the most prevalent modern financial products are discussed.

Figure 3.1 Islamic financial contracts

Source;  Archer and Ahmed (2003) but revised by the author.
3.1 PLS Arrangements

In exclusion usury, Islam aims to have a society based on justice and fairness. This fairness can be realized by sharing the profits and losses. The Hanafi
 school mentions that an individual is entitled to profit either due to capital, labor or by bearing accountability for loss. Because of the acceptability of this sharing principle in practice, even in the case of a loss, the implementation of Islamic banking was made possible. The mudaraba (limited partnership) and musharaka (full partnership) are two investment instruments based on PLS. It is really important to note again that these arrangements are accepted because of fixed profit-sharing ratio while at conventional lending the rate of return is fixed. Among these two employed profit-sharing contracts permitted under Islamic law, the mudaraba is the most preferred one in raising funds. It is claimed by scholars like Chapra and Ahmad (2002) that these instruments were not only used by Muslims, but was also practiced by Jews and Christians as usury was not in common use that time. These two contract type will now pass the revue.

3.1.1 Mudaraba (limited partnership))
The mudaraba contract which can be short, medium or long term is a form of profit or loss (equity based) sharing. The bank provides capital for financing a project while the entrepreneur invests his labor, effort and time. Profits from the project are then shared between two parties at a certain fixed ratio. But if there are losses, the bank bears all financial losses while the entrepreneurs losses is restricted to the opportunity costs of their efforts. Although, the bank is not liable for losses beyond the contributed capital. This distribution shows us that human capital is equally treated as financial capital. In conventional lending, the financial losses falls upon the borrower, in Islamic finance this may only be the case if it could be proven that there is negligence or mismanagement of the entrepreneur

The mudaraba contract can be restricted or unrestricted. In the former case the bank provides the funds to the entrepreneur and determines issues like the type of work, the location, the time, and the quality of work. In an unrestricted case, the capital is handed over and there are no necessities with regard to the employed project. On the balance sheet the mudaraba arrangement affects both sides of the balance sheet. The liability side is touched by the contract between the bank and depositors on an unrestricted mudaraba basis as depositors agree that their funds can be used by the bank to finance unrestricted profitable investments and expect to share in the profits. On the asset side there is a contract between the bank and the entrepreneur which is known as restricted mudaraba. The bank agrees to finance a specific project carried out by a specific agent and shares the overall profits according to an ex-ante determined fixed rate. It is worth noting that it is permitted to fix the profit ratio as reward for either party rather than fixing a return on the capital invested which would practically be the same as interest.

This mudaraba agreement is parallel to limited partnership in conventional banking. One party contributes capital while the other runs the business. Afterwards the profit is based on a negotiated percentage of ownership. In case of a loss, the provider of capital has a negative return on its investment while the agent (entrepreneur) loses its invested time and effort.

 Zaher and Hassan (2001) note that in this type of contract the following conditions are to be met. First of all the bank should not reduce credit risk by requesting collateral to minimize moral hazard in other words to stop the entrepreneur running away. Moral hazard can be somewhat reduced by placing responsibilities to each party of the contract. Secondly the bank should bear entirely the financial risk and finally the rate of profit has to be determined as a percentage and not as a lump of sum.
3.1.2 Musharaka (full partnership)

This mode of financing, often used as medium or long term partnership, is the purest form of Islamic finance since it conforms the profit-loss-sharing principle. The bank and the customer contribute capital and manage the project together. Thus the bank and agent participate operationally and financially in the business. All parties invest in different proportions and have the right to participate in the management of the enterprise according to the terms of the agreement. 

Lewis and Algaoud (2001) argue that musharaka contracts consist of two types. Firstly, it may be a permanent contract. The bank participates in the equity and receives a share of the profit according to pre-fixed proportions. The contract continues as long as the parties agree, so the end of the contract is not specified. This is usually used in financing commercial enterprises. Secondly, it may a diminishing equity contract. This form is preferred by the banks because the funds are committed for a shorter period than in a permanent contract. In this diminishing equity contract, the bank participates in the equity and shares profit on a pre-determined basis. The share of the financier is divided into a number of units and the client can purchase a pre-agreed share of the bank. The Islamic financial institution reduces its share of equity each year, while the equity share of the customer in the enterprises increases until the client becomes the sole owner. In the meantime the bank receives periodic profits based on the reducing equity balance. This is mostly used in financing mortgages
. 

There are different views about determining the profit ratio. But in musharaka as well as in mudaraba the scholars do not unanimous agree that the profit sharing  should be related to the ratio of invested capital, nevertheless in case of losses there is reached consensus among scholars that  the proportion which each party contributes to the loss depends on the equity participation of the partners.


In many aspects musharaka and mudaraba contract are similar but there are significant differences. One of the main differences is that in a musharaka contract the entrepreneur  invests capital and bears the risk of financial losses instead of only managing the business. 

In this type the bank also participates in the management which can limit the exposure of the bank to agent’s management negligence or misconduct and is an advantage above a mudaraba contract. Although the business risk of the company is not completely disappeared, but the bank has now the possibility to play a more active role in the project. 

3.2 Other Modes of Financing

The mudaraba and musharaka contract are like the twin pillars of Islamic banking in theory but not always true in practice (Ariff, 1982). A look at the asset portfolio of Islamic banks shows that it constitutes of 6 % of mudaraba and 19% of musharaka contracts. The remaining three-fourths consist of other permissible modes of financing because of the less risky nature (Chapra and Khan, 2000). 

These other modes of financing can be classified as financing contracts with a sub- categorization as trade financing (murabaha and salaam) and leasing (istisna and ijara). This will be followed by Qard al-hasana loans which aim to improve the social welfare of the society and finishes with the asset-backed certificates called sukuk.

3.2.1Murabaha (cost plus mark-up)
The commonly used and the most popular mode of  financing seems to be these ’mark-up’ financing .Under this contract, the customer provides the bank with information about the goods to be purchased. The bank collects information about the specifications and prices of the goods. When the bank and the client agree about the profit and the price, the bank purchases the goods on behalf of its client and resells it to the client again with an added mark up (Dicle and Hassan, 2005, Metwally 2006).Historically a murabaha  contract was set as a sales transaction. The trader purchased the product and resold it to the customer with a profit margin. Nowadays the banks have the same role as the trader’s role of financier especially in purchasing commodities on credit. It is also possible to use murabaha in mortgage financing.  As discussed earlier, the diminishing musharaka contract involves shared ownership and the repayment includes capital and rental payments. The first capital repayment provides the buyer with the first share in the property. Only when the mortgage has been paid completely, the total ownership passes to the customer. In contrary in murabaha financing there is no joint ownership. The bank can purchase the property on behalf of its client and sells it with added profit to the client. The size of the profit which will be repaid monthly is determined by the size of the down-payment, maturity and the agreed expected return on investment.  

The fundamental principles attached to murabaha contract have been studied by Obaidullah (2005), Iqbal and Molyneux (2005), Lewis and Algoud (2001) and El-Gamal (2000) and can be summarizes as follows
; a) goods must be clearly identified according to commonly accepted standards and must exist at the time of sale; b) goods for sale must be in the ownership of the bank at the time of the sale. So the rule ‘one cannot sell what he does not own’ is obeyed; c) the cost price must be known at the time of the sale and this should be declared to the client; d) the time of delivery of the goods and the time of payment must be specified. 

The client can pay the cost price and the profit margin by deferred installments or as a deferred lump sum without an increase over the original value which is then called respectively bay muajjall-murabbah or bai- bithaman ajjal (Obaidullah, 2005).This obligation of acquiring goods before selling it to the customers brings problems within the conventional banking environment where the Islamic banks operate.

Zaher and Hassan (2001) mention that the mark-up size is nowadays determined in relation to an interest rate such as the LIBOR (London Inter-Bank Offered Rate) or US short-term bill rate. It also depends on the client’s credit rating, type of good and the transaction size. The structure and the pricing of murabaha are comparable to some techniques used by conventional banking. The rationale behind the pricing of this contract may not be clear for some people in the sense that the mark-up size is determined in relation to the interest rate. Imposing higher mark-up size to achieve high profits on murabaha sales will drive the purchaser of the contract to alternative sources in the conventional banking. As a result, the profit rates in Islamic banking are in line with the markets rates such as LIBOR.

Murabaha is favorable to current day financial transactions because of two features. Firstly, the murabaha contract can be coupled with a deferred payment at a higher price. Secondly, between buying the property by the bank and reselling it to the client there is ceteris paribus a relative small amount of risk involved compared with the yielded return. However, the rule  that banks are obliged to acquire the goods before selling it, brings many problems with it in the sense that majority of Islamic banks operate within conventional banking environments. 

According to Zaher and Hassan (2001) there are also legal aspects which should be taken into account in the murabaha contract. First, the bank is not allowed to earn excessive profits, if that is the case it could  return a part of this extra surplus to the customer A second issue is that the client may refuse the goods for not-conformity leaving the bank behind with the asset. Therefore the customer will act as the bank’s agent to decide whether it is shariah compliant. Moreover, the bank may be exposed to contractual liabilities like guarantees resulting from the ownership of the tangible assets. These could be rejected as much as possible.

3.2.2 Salaam (full payment for future delivery)

The two rules together, exclusion of gambling as well as excessive risk taking, makes the use of currently derivatives unacceptable with respect to the shariah. Nevertheless how could Islamic banks use risk management instruments. As trading is encouraged by the Islam, alternative techniques should exist to manage risks. An Islamic financial product  which aims to be used as conventional derivatives is a  salaam contract.

Iqbal and Molyeux (2005) defines salaam as a sale contract in which the price is paid in advance at the time of contracting against delivery of the purchased goods or services at a specified future date. So, Islamic banks may buy goods whereby the delivery takes place at a future date. The payment for the goods has to be done when entering into the contract with a full payment in advance.

One would think that an important legislation of Islamic law – one cannot sale that one does not own and posses- is not obeyed by constructing a salaam contract. However, salaam contract is permitted for goods that are likely to be delivered in the near future. Because of deferred delivery, it is required to define in detail the goods, payment and delivery conditions. This method is opposite to murabaha contracts where the bank gives the commodity first and receives the money later. Salaam is a mode to finance usually agricultural products (Lewis and Algaoud, 2001) but is also applicable to other trade activities. In modern times, Islamic banks have extended this to manufacturers (istisna) as well which will be discussed later.

In conventional banking salaam is similar as a forward contract in the sense that the delivery takes place in the future. The main difference between a salaam and a conventional forward contract is that the price of the specified product would be paid at the time of the contract, as opposed to the forward contract where the full payment is not done in advance. Another difference is that the subject of futures and forwards will be money rather than assets. The Islamic law overcomes this problem of creating money from money by requiring that the subject of the future should be goods. 

A form of salaam contract, arbun, functions like an option. The more liberal school, Hanbali
, allows the purchaser to pay a part of the sum, arbun, instead of paying the whole sum in advance. If there may be adverse market changes, the buyer can revoke the option and leaves the seller with the down payment. If  the down payment is high, it is similar as the salaam contract, nevertheless if the payment in advance remains small, it functions as an American option, where the execution will be made during the contract or an European option where the execution can only take place at a specified date 
This Islamic contract benefits both the seller and the buyer as the seller gets cash to invest in the production process and secure the price of its harvest, and the buyer eliminates uncertainty in the future price (Van Greuning and Iqbal, 2008). However, the payment in advance puts the buyer into delivery risk. That is the reason that banks entering in these contracts assume some default risk. In contrast to forwards, salaam contracts cannot be sold to other parties to take advantage of market changes or cut losses. The Prophet (PBUH) said: ’If anyone pays in advance, he must not transfer it to someone else before he receives it’
 .However, in case of big losses for one of the parties, the players can agree on settlement to cut losses. (Hassan and Dicle, 2005).

3.2.3 Ijara (operational lease) 

Literally means ijara ‘giving something on rent’. Ijara is like conventional operational lease where an Islamic bank leases the asset to a client for specified period of time. In return the lessee pays the agreed lease payments to the lessor. However, there is no option of ownership to the client in this form and the maintenance costs as well as the insurance remains the responsibility of the bank which is the owner of the asset (Zaher and Hassan, 2001). In ijara there are scheduled rental payments like in murabaha contract but there is a small difference in ownership status. In murabaha contract, the bank buys the asset and sells it to the client with a mark-up while in ijara the bank owns the asset, but only rents it. 

The other form of leasing is known as Ijara wa-Iqtina (lease- purchase) which is comparable to the conventional financial lease. In this case the bank purchases the asset and leases it to the client and at the end of the rental period the asset will be settled to the customer. 

Metwally (2006), Al-Jarhi and Iqbal (2001) and Errica and Farahbaksh (1998) argue that the asset could be transformed at a decreasing value lease. This means that the client pays the rent together with an installment of the asset value each period to reduce the share of ownership of the bank until the client becomes the sole owner. Actually it combines financing and collateral, because the ownership of the asset functions as collateral and safety against any possible loss in the future. The conditions to be met for both type of leasing are that assets must have a long productive life and must be handled in a way to avoid any speculation by agreeing in advance the lease payments (Zaher and Hassan, 2001).

Although, there are some differences between the conventional and Islamic form of leasing which will be discussed briefly. First of all, in Islamic finance there is a strict distinction between the risk and responsibility of the owner and leaser of the asset. All capital costs of the asset like insurance costs are the responsibility of the lessor as the owner should ensure that the good is in good working order. The lessee has the responsibility of costs related to day to day running of the asset such as fuel expenses since the hirer is benefiting on a daily basis. In conventional lease, the lessee pays the capital costs as well as the expenses for the daily running. 
The fact that in ijara the lessor has the responsibility for all capital costs like maintenance, insurance and taxes have its implications for the macro economy. The owner of the asset may take all these expenses into consideration to determine the rental payments for the lessee. Compared with conventional lease one may argue, other things being equal, that Islamic leasing is a much more expensive for the lessor compared with traditional leasing where all the capital costs are excluded. Assuming that these capital costs are not passed-through to the lessee, the profit will be lower due to these higher total costs and the quality of the leased assets will decline or the business may decrease in size. Decreasing of this business may harm the people who are not able to afford such an asset due to lack of capital while the greatest advantage of leasing is the no or little down payment and the lower monthly payments. The socio-economic purpose of Islamic finance may become in danger.

Another difference is that in Islamic finance the lessor is not allowed to charge extra money in case of late payment or in default. The rationale behind is that any excess paid above the principal is regard as interest. However, in a conventional lease, there are interest based penalties for the users of the asset if they pay late or default to pay. This prohibition makes the lease contracts very difficult for Islamic banks.

 Some scholars argue that the banks could charge a penalty for late payment or default, but that amount can be given to charity to purify their income. However, the search for better solutions continues. 

3.2.4 Istisna (constructing)
Istisna contract is a relatively new technique in Islamic banking. In the context of Islamic banking, the financial institution can agree with a manufacturer to construct an asset for the client who cannot afford the means. The bank enters into a parallel istisna contract, with the client as well as with the manufacturer and adds a mark-up over the costs to earn profit. The type of payment depends on the desire of the parties. It is possible to choose for a deferred payment and delivery (Gait and Worthington, 2007). In the case of deferred payment, the title transfers only when the last installment is paid by the client. It is essential to discuss the specifics of the transaction when entering into the contract. Because if there are any discrepancies in the construction as it was not agreed in the contract, the financier should hold responsible for the costs. 
Another important element of the contract is that the obligation does not start with the contract but with the production process. Before the production any party can cancel it but after the production has started, the parties can only cancel it when they both agree.

Istisna differs in many ways from a salaam contract. In istisna, the subject in matter is a commodity which demands manufacturing, the payment could be made upfront or in installments and the time of delivery could be unknown (Iqbal and Molyneux, 2005). In terms of risk, there is an important difference. In salaam contract the seller may not able to deliver the products, which means that the bank could default on the lump sum paid in advance. In istisna contract the payment could be made in installments, whereby the losses can be limited. 

3.2.5 Qard al- Hasana (benevolent loans)

These are zero-return loans that the Quran encourages to make available to those who need them. Banks are allowed to charge the borrowers a service fee to cover the administrative costs of the loan. But the fee must not be related to the amount or maturity of the loan. Islamic banks provide such facility to service customers (Hassan and Dicle, 2005) or charity institutions to finance their activities (Lewis and Algaoud, 2001). Because there is no earning, the amount is very limited .The main usage of this charitable loan is to provide the customers for their intraday financing. Guaranteeing the principal through the use of collateral is usual in this arrangement.

3.2.6 Sukuk (Islamic bonds)

An alternative to conventional bonds which are based on interest is the construction of sukuk, Islamic bonds, which are even launched in Germany, Europe’s first sukuk issue. Trading in indebtness as well as in conventional bonds is prohibited as shariah scholars consider money to be a tool for measuring value and not an asset in itself. So, it is not permitted to receive reward from money since this creation of money from money is interest. 
The implications for Islamic banking are that trading in debts, receivables (except at par) and conventional loan lending are not allowed. 

While bond refers to a commercial paper which indicates a debt, sukuk, provides a partial or complete ownership in the underlying asset. The fact that the underlying value of the Islamic bond is based on assets provides investors with security .This sukuk transaction involve a participation of a sukuk trust fund with assets. 

The buyer of  the Islamic bond becomes a partner of the fund and this partnership entitles them to income. Mostly these asset- backed securities have a maturity at which the assets are liquidated. Islamic financial institutions also invest in sukuk issues or finance sukuk trust funds. Many rating agencies provide ratings for these issues which specify the risks involved. Islamic banks can also issue sukuk based upon their  asset portfolio.Among scholars there is  a debate whether sukuk issues avoid the restrictions on riba as sukuk offers investors a fixed return on their investments which is equivalent to interest in that the return does not commensurate with the risks involved in that business. Nevertheless, financial institutions that launch sukuk invest in assets and not currency. The productivity of these assets is reflected in the fixed income stream as return on investment.
This part is followed by chapter 4 in which the IFIs will be reviewed both in theory and in practice.
IV Islamic Financial Intermediation 
The nature and the function of Islamic financial intermediation are quite different from the conventional one. For Islamic banks, the mudaraba contract is the cornerstone of banking.

Two concepts have been suggested to structure the Islamic financial intermediation; two-tier mudaraba model and the two-window model.


In a two-tier mudaraba model the funds mobilization and allocation are on the same basis of profit sharing among the depositor, bank and entrepreneur. The first tier is between the depositor and the bank, where the bank acts as entrepreneur for the deposit holders who will share in the earnings of the investment financed with their resources.  

The profit sharing (restricted) investment deposits are not liabilities since their value is not guaranteed and it may incur losses for the provider of the funds. Nevertheless demand deposits are perceived as liabilities as they are repayable on demand at par value, but yield no returns. 

The second tier of the mudaraba contract is between the bank, provider of the fund, and the entrepreneur who seeks funds to run a business. In case of a profit, both parties will share it according to the terms stipulated in the contract, whereas in case of a loss, the bank bears all the responsibility. The most important feature of this model is that there are no specific reserve requirements on investment deposits as well as on demand deposits. The reserve requirement is designed to satisfy withdrawals and by having no reserve requirement, the bank can fail to pay on demand which can cause panic among the depositors and may result in a bank run as many customers try to withdraw their deposits simultaneously.  However, as early mentioned, the demand deposits are liabilities which should be paid back on request; therefore it would be better to apply a reserve requirement on them (Mirakhor 1998 and Khan 1986). 

In a two-window model, as the term suggests, the liabilities of the bank are divided into two windows, demand deposits (liabilities) and investment deposits (not liabilities), the choice of the window is left to the depositor. While it is a common practice in conventional banks to offer interest payments to current accounts, Islamic banks do not provide any compensation since demand accounts are perceived as Qard hasana (benevolent) from depositors. Demand deposits yield no return, are repayable on demand at par value and they are not expected to be invested. This means that the banks cannot use these funds to create money through lending, they are considered to belong to the depositors all time and are assumed as amanah, for safekeeping. In this concept a reserve requirement of 100% are applied on demand deposits. If the major part of the deposits consists of demand deposits, it may have negative macro economic consequences. In this case it does not matter whether the individual has the saving at home or at a deposit because in both of the cases it will not lead to capital accumulation and can result in a lack of demand (under-consumption), production and if the negative spiral continues (explained in chapter two), a possible recession is unavoidable. 

Investment account holders enter into a mudaraba contract  with the bank where the these depositors act as the supplier of funds that are invested by the bank on the behalf of them in different sales based modes like murabaha, istisna, ijara and salaam (Archer and Karim, 2007). Investment deposit holders are only accepted by equity sharing principle and share in the profits accruing on the asset side of the bank. Actually such profit sharing investment deposits are not liabilities in strict sense. Unlike conventional banking, where depositors can claim immediately their funds, in Islamic banking the investor-depositors are partners of the bank which means that the capital is not guaranteed and depositors incur losses if the bank does. Hence, no reserve requirement is applied to investment deposits. 

Archer and Karim (2007) and Van Greuning and Iqbal (2008) mention that this type of banking is closer to limited term, non-voting equity or a trust arrangement. Investment depositors provide capital to the bank to finance investments projects and share the risks but these investment account holders have not any rights in governance and monitoring of these projects (Archer et al, 1998). The majority of these investment account holders are individuals who may not organize themselves collectively to monitor this business. Under these circumstances, shariah boards and regulators have the responsibility to protect the rights of these investment accountholders.

Theoretically a well diversified portfolio on the asset side together with the nature of the contract between the bank and the depositor based on PLS will provide stability in the banking sector. The bank does not carry any risk as all these risks are shared with the investor as well as the depositor. Although, the theoretical framework under which Islamic banks can operate, may deviate from the current business thus the aim of this section is to provide insight in the practice of Islamic banking and at which points it deviates from the theory. Section 4.1 discusses briefly the theory based on the balance sheet of typical Islamic bank followed by paragraph 4.2 which outlines the main divergence from the theoretically suggested model

4.1 Theory 

The set of contracts discussed in the chapter three is used to establish a model for financial intermediary. Table 4.1 presents the structure of the balance sheet which serves as a good begin to understand the risks inherent Islamic banking. Based on this typical balance sheet, the important aspects of the asset and the liability side will be explained. 
Table 4.1 Theoretical balance sheet of a typical Islamic bank

Assets                                                                                         Liabilities

Cash balances



                   Demand deposits (amanah)


Financing assets ((murabaha, salaam, ijara, istisna)          
    Investment accounts (mudaraba)
Investment assets (mudaraba musharaka)                                Special investment account (mudaraba musharaka)                  

Fee-based services                                                                    Reserves

Non-banking assets (property)                                                 Equity capital 

Source; Van Greuning and Iqbal, 2008 but revised by the author

4.1.1 Composition of Liabilities 

Looking at the relative proportions of various liabilities, one can deduct to what type of risks the bank is exposed to. Traditionally the banking environment is based upon low margins and high leverage, which means low capital/ liability ratio. In business outside the financial sector this would be intolerable. The liabilities on the balance sheet of an Islamic bank are common for the majority of IFI, but the exact composition differs depending on the business and market orientation, customer mix and economic environment of each bank. The funding site of the balance sheet reflects directly the cost of operation and thus will influence the profit and the risks. Customer deposits involve the demand and (restricted) investment accounts which forms the largest proportion of the liability side. 

Customer deposits

Customer deposits include demand deposits (amanah, safekeeping) and (special) investment accounts. The structure of these deposits is highly important since it shows the rate of aggregate spending as well its effect on inflation. The total deposits in the banking sector are also used to determine the growth in money supply. Among the deposits, some are more risky than others. An example are the corporate deposits which are more risky thus less stable than household deposits because the former is concentrated and is managed more actively.  In the banking sector there is continuously competition to draw funds from households and corporations. To realize this, an important task for the bank is to put effectively a policy to attract and maintain deposits and analyze the volatility regarding the risk of withdrawal of the accounts to allocate the funds productively. 


Demand deposits are current accounts based on the principle of al-wadiah (safekeeping) that is creating an agency contract to protect and trust the assets of depositors. The major part of the liabilities would consist of general investment accounts that are not strict liabilities but a kind of equity investments based on mudaraba. These could be offered in different maturities varying from a couple of months to years and could be withdrawn if in advance a signal is given to the bank. The returns are shared between depositors and the bank where a distribution of 80% to investors and 20% to the bank would be typical (El-Hawary et al, 2004)

More attention is needed to special investment accounts. Some banks offer special investment accounts based on a mudaraba or musharaka (PLS). These accounts are exclusively specified projects targeted toward the individual investor and the mode of investment as well as the distribution of the profits is customized to the needs of the clients. Generally restricted investment accounts are linked to special investment possibilities that have specific size and maturity and result from IFI participation for instance in private equity. 

The maturity and distribution of profits  for restricted investment  are also negotiated separately for each account with the yields directly tailored  to the success of the investment project (Lewis and Algaoud, 2001) These accounts resemble to some extent to conventional specialised funds that finance various assets.

Until now it is assumed that demand depositors are not directly exposed to risk but indirectly it could be the case. If the losses on the PLS activities are enormous that even the reserves are not sufficient, demand deposits will be used to cover the losses suffered by the bank. This can be the case only in extreme cases when the majority of the investment deposits are withdrawn through spread of information or rumours about the performance of the bank (Hassan and Dicle, 2005). A strong capital base to provide a safety net for Islamic banks is just important as having effective strategy to prevent the risk of switching from investment deposits to demand deposits 

4.1.2 Composition of Assets
While the liability side of the balance sheet carries limited possibility to raise funds, the asset side can offer more diversified portfolio with a range different  risk and maturity structures. For short term maturities there are investments possible with limited risk profile. These securities are trade related securities like salaam or murabaha contracts that are arranged by the Islamic bank. Another short term activity may be providing funds to customers to fulfil their working capital needs. The short term maturity as well as the backing by real assets minimizes the exposed risk which may be attractive to Islamic financial institutions. 


The banks have several choices with regard to the medium term investments. The possibility are the ijara or the  istisna contracts, which are also asset backed and provide fixed or floating payoff structure which can ease portfolio management. However leasing in Islamic finance puts the bank to engage in activities beyond financial intermediation as leasing requires disposing the asset and remaining the ownership until it can be transferred to the client. This means that the bank is exposed to price volatility. An IFI can also set up special purpose portfolios to invest in a certain area financed by issuing special investment accounts based on mudaraba. In fact these special purpose portfolios are funds of funds because each of them is matched with special investment accounts based upon mudaraba. For longer term maturity, the bank can engage in activities like private equity through venture capital in the form of musharaka contract. 

The risk profile of a bank can be analyzed by looking at the relative changes of some assets in total asset composition. While some of these can rise in share others can decrease, which reflects a change to other types of risk.  For example a decrease in trading securities will change the market risk to which the bank is exposed to. Therefore it is important to check continuously whether the used techniques are still relevant to manage this shift in risks. 
Because of the different nature of Islamic financial contracts as well as the underlying balance sheet, the various assets on the balance sheet will be briefly outlined below.

Liquid assets
Liquid assets are needed to deal with expected and unexpected fluctuations in the balance sheet.  The Islamic capital markets are underdeveloped markets where liquidity claims depends mostly on the maturity rather than on the possibility to sell the securities. In such a case banks hold relatively high level of liquid assets that yield little return. Cash balances represent these holdings of very liquid assets such as bank notes or gold as well as deposits with the central bank. Banks are required to hold reserve assets to meet the central banks reserve requirements which are used to control the amount of lending.

Financing and investing assets

These are the most important assets of an Islamic bank. Financing assets may consist of istisna, ijara or murabaha while investing assets may include musharaka or mudaraba. In the conventional system these the financing and investing assets consist of assets like investment lending, mortgage loans or financing of debtors (accounts receivables and credit card accounts). 

Fixed assets and other assets

Fixed assets represent the banks infrastructure under which the banks fulfils its operations Sometimes banks have high proportions of fixed assets in their portfolio which would be the result of collaterals or it is a strategy to invest in real estate if it is profitable due to liquid markets and raising prices. In more developed countries the fixed assets which are not acquired under usual banking practices are booked in a subsidiary to protect depositors from inherent risks.  Other assets may include longer- term ownership investments such as equity investments in subsidiaries, or firms. 
To summarize the asset and liability side, the banks have on the asset side receivables in accordance with PLS and sales-based modes of financing which are all subject to varying degrees of risk. On the liability side, they have demand as well as investment deposits .While demand deposits are not participating in the risk of the bank and thus are guaranteed, investment accounts do participate in the risk and are not guaranteed
. Investment depositors are like shareholders but their funds are not permanent in the sense that they can withdraw their money on or before maturity, if the bank has no objection.

4.2 Practice
A relative disadvantage of Islamic banks compared to their conventional peers is the fact that the nature of Islamic banking gives rise to moral hazard problems. In a two tier mudaraba model, both at the asset and liability side, principal-agent problems can occur. On the liability side, the investment accountholder bears the risk, while the profit accrued on the investments funded with the investment accounts are shared with the bank at a pre-fixed ratio. The bank may have the incentive to cheat in the form of underreporting the results. The same can happen on the asset side. See for more information chapter 5.1. Theoretically Islamic banks have a comparative advantage over the conventional banks as it may provide more stability in the economic system because of the risk sharing principles. 

Investment accountholders participate in the profit and losses while the bank bears the responsibility on financial losses on the asset side. Any shock in the returns on the asset side is absorbed by shareholders and investment depositors (Khan and Ahmed, 2001). Nevertheless the theoretical balance sheet depicted above may not be representative for majority of the banks. In the prevailing practice, the risk sharing advantage is neutralized, especially when Islamic banks operate in mixed system. The liability side of the balance sheet is generally in line with the theoretical paradigm as it is a common practice to accept deposits on the basis of profit-or loss-sharing principle (Archer and Karim, 2007). It is the asset side of the balance sheet which differs at most from the theoretical paradigm. As consequence the system is not functioning as it should be. The major divergences from the theoretical paradigm will be discussed.

According to Archer and Karim (2007) and El-Hawary et al (2004) the first difference stems from the significant deviation of the structure of assets. Musharaka and mudaraba are the main modes of financing because of their PLS arrangements but on the asset of the balance sheet side there is a trend toward other modes of financing like ijara and murabaha. The majority of banks prefer the sale related securities since they are considered to be low risk, and the risk-return profile resemble to fixed income securities in conventional banking. Also the lease agreements are considered to carry lower risk and have more certain returns than the financing modes musharaka and mudaraba. 

Banks prefer less risky instruments. These PLS based financing modes are relatively more risky because the rate of return depends on the outcome of the project and this implies that there is a possibility that the amount in investment accounts will reduce in case of a loss. In contrary in conventional baking all deposits are guaranteed. The depositors may find it difficult to accept erosion in their amount despite the preference to avoid interest. The sales- based modes are relatively less risky since they are not PLS and the rate of return is positive and determined in advance. Lack of transparency in the banking system may also lead to less trust of the depositors in the bank. The depositors would be less willing to take long term and risky positions with banks. Even if there are profitable opportunities for PLS modes of financing, there may be no depositors to take such a risk. Furthermore there is a lack of institutional infrastructure. Monitoring is required in PLS instruments but there are few credible institutions to conduct monitoring and sharing information about entrepreneur. So banks cannot get good quality information about the debtors. Because of informational asymmetry, banks also avoid equity and partnership based instruments. 

All this means that banks are not well diversified in assets but also in geographies which leads to higher risk exposure. The socio-economic goals of IFI may not be realised if the PLS share remains small in total financing. Sale and lease-based transactions dominate the asset portfolio for 80% while the remainder is allocated to profit sharing arrangements (Iqbal and Mirakhor, 2002). Whereas the theoretical model expects that banks would participate in different maturity structures to have portfolio diversification, the Islamic banks have limited themselves to small set of asset classes with short term structures which constrain portfolio diversification. In fact are musharaka and mudaraba  longer term investments, involve more risk but are similarly more profitable than the short term, low profit and the less riskier options. So there is a risk aversion on the mobilization of the assets on the balance sheet.  

Other divergence is cited by Baldwin (2002) as Islamic banks, operating in a mixed system, pay their investment depositors a competitive market return regardless of their actual profitability. Cunningham (2001) mentions that Islamic financial institutions do not depreciate the value of investment accounts while the value of the asses are depreciated in case of a loss to prevent withdrawal of funds and a run away of depositors to conventional banks. This means that the losses accrued on the asset side are not absorbed by equity holders or other depositors. Avoiding the ‘pass-through’ arrangement  in cases of losses, where profits paid out of equity, are distributed to investment account holders needs more attention. It raises the question on the degree of transparency and information disclosure There is also a need  to separate asset types to match them closely to liabilities (Grais and Iqbal, 2004)

Finally, there is divergence between the practice and theory about the policies that affect the income allocation between shareholders and accountholders or between different classes of accountholders. In the suggested framework there are clear barriers in the use of assets  funded by demand deposits, investment deposits (restricted or unrestricted) and equity. In practice the asset side is treated as one large bucket  with all stakeholders funds mixed together. The aggregation of demand deposits is called current accounts. This current account may represent  75% of the total manageable deposits  in some Islamic banks (Khan and Ahmed, 2001). Because of the strength of its share it is even the case that most of the Islamic banks mix these demand deposits with investment deposits and leaves the current account holders face the same risks without any reward. However, in case of losses their accounts will be affected.
The risk sharing advantage of Islamic banking cannot be fully realized because this advantage is in practice is neutralized. The next chapter will outline the risk profile of Islamic banks with reference to the theoretical model. 
V Risk profile of Islamic Financial Institutions
The risk profile of Islamic banks is important as it influences the ability to compete and meet the interest of their stakeholders. The risk exposure of banks can be reduced by having robust risk management techniques and an effective regulatory and institutionally frameworks. 

Islamic finance governed by shariah principles has its own unique approach to risk sharing. The previous section has dealt with the typical balance sheet structure of Islamic banks to get some insight on risk at institutional level. The risk profile of assets depends on the structure of Islamic financial contracts whereas on the liability side equity risk varies for depositors and investment account holders. 

The risk faced by Islamic banks incorporates the same risks faced by conventional banks. Nevertheless, there may be important differences in size and type of risks in Islamic finance. There are also additional risks involved due to particular characteristics of Islamic finance like the nature of their environment and practices. This section will outline the incurred risks of Islamic banks. See figure 5.1 for an overview of the risk profile Islamic banks face. IFI’s experience five risk categories which are respectively transaction, business, treasury, governance and systematic risk. Nevertheless among these risks, some are more relevant to Islamic banks which are e.g. displacement risk, operational risk, Institutional risk, liquidity risk and counterparty risk. This section deals with each in return with references to theoretical model. The chapter ends with a summary outlined in table 5.1.
Figure 5.1 Risk profile of an Islamic Bank


Source: Dicle and Hassan (2005) and El-Hawary et al (2004)

5.1 Transaction Risk
Credit risk
Banks are exposed to credit risk through default of any counterparty to meet its obligations on time or on the agreed terms of the contract. Credit risk is a counterparty risk inherent in some modes of financing. The special characteristics of the financial contracts offered by Islamic financial institutions result in the following credit risks. 

The nature of murabaha and ijara arrangements exposes Islamic banks to counterparty risk. In murabaha transactions, the bank buys the assets and resells it to the client with added profit. The ownership status is also transferred from the bank to the buyer while the payments will be done in installments. In case of default the bank is being exposed to potential loss.

In an ijara contract the bank leases the assets to the client. The main difference is the ownership status; in the murabaha contract the ownership transfers from the bank to the buyer while in an ijara the bank holds the ownership.
Islamic banks face also credit risk in case of deferred delivery contracts. In salaam contract, the bank may purchase goods that will be delivered in the future with a full payment in advance while in the istisna contract the full payment in advance is not necessary. The credit risk in a salaam contract concerns the default of the seller to deliver the product whereas the payment is done upfront. In the istisna contract, the payment is done during the manufacturing process that limits the losses if the producer fails to deliver. According to Khan and Ahmed (2001) istisna is considered as third in terms of credit risk and salaam contract as fourth.
Mudaraba and musharaka transactions have credit risks which are unique to Islamic banks and give rise to moral hazard problems. Khan and Ahmed (2002) list Mudaraba financing as fifth riskiest mode of financing in terms of credit risk as the entrepreneur cannot be hold responsible for any financial losses.

The Mudaraba contract can cause principal-agent problems. This agency dilemma occurs when a principal (Islamic bank) hires an agent (entrepreneur) and deals with the difficulties that arise in situations of incomplete and asymmetric information, less information disclosure along the side of the agent
. 

The Islamic bank would experience troubles resulting from ex-ante information asymmetry governing the quality of the project. The user of the fund has inside information about his abilities and the likelihood of the project to be successful which may not be signaled to the bank since every candidate will argue to be of the best among others. Determining the quality of these borrowers produces adverse selection problems, especially when debt finance is possible in conventional banking. Pryor(1985) mentions that borrowers who expect that their projects will offer high non-financially benefits but low pecuniary returns will choose PLS financing as they will have high total returns at a  low cost of capital. 

Ex-post information asymmetry leads to moral hazard problems on the asset side of the balance sheet. Moral hazard is present when one party in the contract has the opportunity to gain from acting opposing to the principles outlined in the contract. In mudaraba contract, the entrepreneur runs the business whereas the financial losses are borne by the bank. In such a contract the bank cannot oblige the agents to take appropriate action and has no right to monitor the agent or to manage the project
.These circumstances can be exploited by the users of the fund
 whereby the credibility of the agents become an essential element. 

The users of the fund may have an inducement to underreport legally by increasing non-financial rewards (e.g. extra leisure) at the expense of financial returns which may cause underinvestment at macro level. The bank would engage in costly monitoring to ascertain whether declared profit is right. In case of misconduct or negligence along the side of the agent the business may start generating losses and the Islamic bank looses as well. The same problems arise on the liability side, where investment depositors place their money on a mudaraba basis. This will give rise to fiduciary risk that will be discussed later. However, a deposit insurance which also covers the (profit and loss sharing) mudaraba deposits i.e. guaranteeing mudaraba accounts against a bank failure, can insure depositors against the banks negligence and malpractice as the bank has now the incentive to handle in a prudent way.

In a musharaka contract the loss due to misconduct or negligence are also present but to a lesser extent as the capital of the partner is also at risk. Furthermore, equity partnership would decrease the information asymmetry since the non-interest bank has the right to manage the project operationally in which it is investing. Nevertheless, the adverse selection problem is present in this mode and requires extensive screening and monitoring. The musharaka deal would require detailed analysis which will lead to higher cost of intermediation for an IFI. Because of these problems for musharaka and mudaraba partnerships, the bank will allocate less fund to these modes of financing, which will result in less diversified portfolio.

Credit risk in Islamic banks is difficult to handle due to some issues. The bank is exposed to such risk through a lack of appropriate credit assessment techniques and have less experience with it. Also in case of default or delaying payment, the Islamic banks are not able to impose any penalty except if the delay in payment is done deliberately. In such a late payment, the capital is not used in a productive way and may harm the income of investment account holders. The credit risks the Islamic bank face have impact on different stakeholders. Demand depositors as well as investment depositors run the risk that the bank may not be able to meet their request to withdraw their funds. 

It has become a common practice to ask collateral as security against credit risk. This collateral in a murabaha contract could be the subject in matter. Although, there are some problems involved concerning the collateral. Typical troubles are the illiquidity of the collateral or legal problems in transferring the ownership of the collateral. Besides accepting collateral against security, personal and institutional guarantees are also means to minimize the level of credit risk.

Market risk

Market risk is the risk the bank may face due to adverse movements in market prices. The general change in the market could be the price of equity, interest, commodities and foreign currency. Each of these elements includes a general aspect of market risk, systematic risk, and a specific aspect of risk that stems from the portfolio structure of a bank called unsystematic risk. Any price change of these elements will affect the value of the asset. 

Systematic risk is defined as the general changes in market condition which exposes banks to market risks. Interest rate risk is a form of systematic market risk, however in Islamic banks there is no direct but indirect exposure to interest rate risk (Dicle and Hassan, 2005).

A form of indirect interest rate risk the Islamic banks may face concerns the mark-up risks in murabaha contracts. Movements in the underlying benchmark, LIBOR, used to determine the added profit changes the value of the Mudaraba contract held in the portfolio. IFI are exposed to mark-up risk as the bank has locked the mark-up rate, determined by the LIBOR, during the duration of the contract, while the benchmark rate can change
.

Another form of indirect interest rate is the rate of return risk the Islamic banks face. It is important to note that interest rate risk is not similar as the rate of return risk. An explanation follows. In conventional banking there are on the asset side fixed income securities based on interest, which are more certain revenues. To the contrary, Islamic banks should wait and see the outcome of investments on the asset side which are mark-up based and equity-based investments to determine the return which will be passed onto investor-depositor. On the liability side of the conventional bank the return on deposits is fixed beforehand while in Islamic banks the return on deposits is anticipated and not agreed in advance. The investment depositors will expect more or less the same yield prevailed on the market. Uncertainty in the returns from the asset side may lead to rate-of-return risk for IFI’s. The uncertainty in the asset returns can cause deviation from the expectations that investment depositors have. The larger the divergence between the asset’s return and expectations from the liability side, the greater is the rate of return risk. 

Islamic banks face different currency denominations on their balance sheet and any change in the currency will lead them to another area of market risk, namely foreign-exchange rate risk. Foreign exchange rate movement occurs mainly in contracts with deferred-trading nature as the value of the currency in which the assets are to be paid may appreciate or depreciate (Khan 2001).Nevertheless there are no hedging instruments available as in conventional banking, which makes Islamic banks more vulnerable to this kind of market risk.

Finally Islamic banks are involved into real business sectors which expose them more to macro economic changes than conventional banks (Dicle and Hassan, 2005).

Unsystematic risk refers to a movement in a particular asset which a bank holds in its portfolio. The use of murabaha or ijara expose banks to unsystematic market risks of specific commodities as banks should buy the commodities and take it in possession before selling it to the client. Any change in the price will affect its ability to resell it to the client. Islamic banks also collateralize the ijara and murabaha contract and any price change of the commodity will affect the value of the collateral instead of the value of the debt.

Through istisna contract, Islamic banks expose themselves to product specific risk because any single event may affect the production of the subject in matter. As consequence the object may be delivered later than agreed or it may not receive at all. In case of a salaam contract, pre-payment and deferred delivery, Islamic banks are exposed to price risk of the commodity during the delivery of the commodity to the bank and its sale to the client at the prevailing market price. 

Islamic banks also face unsystematic risk with mudaraba and musharaka partnerships. They are exposed to some risks that are specific to that line of business. If there is a mudaraba partnership with a company that deals in a specific product, a decrease in the price of the subject in matter would decrease the value of Islamic bank’s investment. Islamic banks prefer trade related transaction instead of equity related due to the business risk they face.

5.2 Business Risk

Business risk involves displaced commercial risk, withdrawal risk and solvency risk which will be discussed below.

The PLS feature of shariah governed finance introduces additional risks to Islamic banking. Particularly, displaced commercial risk (identified by AAOIFI,1999) can be defined as the risk of deterioration of the equity holders’ return to maintain the attractiveness of the Islamic bank to investment depositors (Dicle and Hassan, 2005). An Islamic bank may be under pressure to pay its investment account holders a higher rate of return than what should be payable under the actual terms of the agreement. The rationale of this self-imposed practice may be to persuade its investors not to withdraw money to invest them elsewhere. This may happen when a bank underperforms during a period and is unable to generate profits to share with its investment depositors. Nevertheless this can adversely affect the own equity capital which consist e.g. of funds raised by the bank as a result of sale of common shares to the public and any reserves. Warde (2000) mentions that the International Islamic bank for Investment and Development in Egypt distributed all its profits to investment account holders while the shareholders did not receive anything from the mid until the late 1980’s. This practice of foregoing shareholders’ profits may negatively affect the banks own capital, which can led to insolvency risk in extreme cases.

Another type of business risk is withdrawal risk which may be the consequence of competitive pressure an Islamic bank may face from other Islamic or conventional banks. 

Depositors will withdraw their funds if they are receiving a lower rate of return than they would receive from other banks (Khan and Ahmed, 2001). If the Islamic banks keep continuing these low returns then withdrawals will grow, eroding the franchise value of the bank. Finally, Greuning and Bratanovic (2003) mention solvency risk as the risk of a bank not having sufficient capital at disposal to continue its operations.  This risk may expose the bank to loss of its reputation. The stakeholders face counterparty risk because of the solvency problems. 

5.3 Treasury Risk
According to Dicle and Hassan (2005) and El-Hawary et al (2004) treasury risks involves respectively hedging risk, asset liability management (ALM) risk and liquidity risk .

Hedging risk is the risk of failure to mitigate and manage all kind of risks which increases the overall riskiness of the bank. The Islamic finance sector is still in its infancy with respect to hedging techniques. Islamic banking sector should search for alternatives if it wants to sustain the growth.

Another form of treasury risk is the ALM risk. The major role of asset-liability management is to acquire a high-quality, stable, and growing cash flow. This goal can be realized by determining the optimum combination of assets, liabilities and financial risk. 

Asset-liability mismatch occurs through difference in maturity terms on the asset and liability side of the balance sheet. Theoretically, Islamic banks should be less exposed to ALM risk because of the ‘pass-through’ mechanism, all profits and losses are passed onto investment accountholders. So, any negative shock can in be absorbed by the shareholders and depositors while in the conventional banking the depositors have a fixed claim on the assets’ return irrespective of the profitability on the asset side. Practically the mentioned characteristics, risk sharing and pass-through activity, are not followed completely. There are some mismatches in the balance sheet. To start with instead of sharing profits and losses, the banks distribute profits to e.g. investment accountholders even in case of no profits. This creates distortions on the balance sheet. Another mismatch occurs from the heavy use of short term trade financing – low profit -and limited use of partnership structures – longer term, profitable and higher risk. In other words, the current practice creates distortions that put banks into ALM risk. 

Finally the banks experience liquidity risk as their limited opportunities to access liquid funds to meet its obligations. Liquidity is necessary for banks to compensate for expected and unexpended balance sheet fluctuations and provide funds for growth (Iqbal and Mirakhor, 2007). In case of severe liquidity problems, the bank can fail to honor the requests of withdrawals from their depositors. Liquidity is one of the prevalent problems Islamic banks face (Dicle and Hassan, 2005) and result through a mismatch between the maturities on the asset and liability side, creating either a surplus of funds that needs to be invested or a lack of cash that needs to be funded
. 

Liquidity risk for Islamic banks can be a lack of liquidity in the market and lack of access to funding (Iqbal and Van Greuning, 2008). The first type involves illiquid assets that   cause difficulties for banks to meet their liabilities and obligations. The second form makes it impossible to borrow funds when it is necessary. 

Islamic banks generally combine short-term liabilities with long term assets which results in maturity mismatch. The banks are trying to minimize such a risk by actively managing their liquidity needs through interbank money markets. Although all ways of liquidity management in conventional financial system- inter bank and secondary market and lender of last resort (central bank) - functions on interest which is not permitted in shariah compliant banking. Conventional banks can borrow overnight or have access to short term maturity through inter-bank markets which provides institutions in their short term needs. In traditional banking there is also access to secondary market to trade in debt instruments.

However, there is limited availability of shariah compliant money market and intra bank market. Banks cannot solve the liquidity problems by borrowing in the money market for short term liquidities or make use of funds provided by the Central Banks which lend at interest. Islamic banks can also not profit from the lender of last resort in case of high risk or near collapse due to absence of an active Shariah compliant central bank, which puts these banks to liquidity risk in a vital way. Furthermore, Islamic banks are superficial active on secondary markets; there are limited permissible securities and there are restrictions on the trading of debt unless it is linked to a real asset. 

On the other hand, there are efforts made to solve the liquidity problem the Islamic banks face. Hence, the Islamic Development bank (IDB) has been established since 1975 to foster the economic development and social progress in accordance with the principles of Shariah
. The activities of IDB are e.g. financing inter-Islamic trade, managing investment portfolios in which individual Islamic banks can place their surplus liquidity and lending. However, the IDB is not able to serve as a lender of last resort, but tries to help Islamic banks to solve their liquidity problems. Other two main developments are the Malaysian Interbank Islamic money market (1994) and the Liquidity Management Centre operating since 2002 with the aim of allowing Islamic banks to handle their liquidity needs
. Another way to deal with this liquidity problem is to develop asset-backed tradable securities like sukuk to provide Islamic banks with a sovereign instrument in which they can invest their short term excess liquidity.

Also certain specifics of Islamic financial instruments give rise to liquidity problems for Islamic banks. Murabaha and ijara transactions have fixed scheduled payments. Mudaraba and musharaka are only doing payments to the bank in case of profits and the principal can be collected in case of liquidation. Istisna and salaam contracts are longer term maturities and the collection of principals are only possible after harvesting or completion of the goods.

The uses of short term trade financing allow Islamic banks to invest their short term surplus cash (Ali 2002). Although, Islamic banks face problems in funding in their shortage of cash in case of need (Manoun, 2002). A substantial part of the deposits are in the form of demand deposits. These can be withdrawn on request. Some Islamic banks invest a small part of these funds while the majority is left in an unproductive way through the absence of liquid short term techniques.


All these factors impede Islamic banks to invest in longer term illiquid but profitable assets. Manoun (2002) cites that factors like shortage of shariah compliant instruments, limited distribution of information and data hinder the functioning of secondary markets where longer term maturities can be traded. There are some improvements to solve the main problems. The introduction of sukuk provides the base for the development of secondary markets. The introduction of tradable Mudaraba investment certificates may enable the investor the trade the certificates in the secondary market without is necessary to redeem it directly with the issuing bank (Manoun, 2002). There is also initiated an institutional framework toward managing liquidity in a more effective way. Malaysia has taken steps to decrease the liquidity problems by activities such as bay’ al–dayn (sale of debt). This is accepted and practiced in Malaysia but the majority of the shariah scholars insist that debt can only be traded at par; otherwise it will open the door to riba (Van Greuning and Iqbal, 2008). There are still efforts to reducing the problems surrounding liquidity. 

5.4 Governance Risk

The scholars have defined governance risk as operational risk, fiduciary risk and transparency risk. Operational risk has attracted a lot of attention in the literature and is defined as the risk of failure of internal process as related to people or systems (El-Hawary, 2004).

The quality of management and operational system exposes Islamic banks to particular risks

 Operational risk is essential for Islamic banks due to specific contractual terms and the legal environment. Specific aspects of Islamic banking could led to operational risk like the possible difficulties  in enforcing Islamic contracts in a conventional legal environment, failure to comply with shariah requirements or potential costs of monitoring equity based contracts and the associated legal risks (Van Greuning and Iqbal, 2008).. 

Particularly people risk which arises from incompetence or fraud
 puts banks into great losses. The quality of management and internal process expose banks to potential losses. For instance the Dubai Islamic bank has lost $50 million in 1998 when the bank did not conform to the banks credit terms. As consequence there was bank run of 7% from the total deposits in just one day time
. Related to people risk a point can be made that that IFI need managers who are fully familiar with shariah and finance but this combination is less widespread. In contrary another form of operational risk is technology risk related to the use of software and telecommunication systems that are not tailored to the specific needs of Islamic financial institutions (Khan and Ahmed, 2001). 

Operational risk is considered as one of the important risk exposures for Islamic banks. A survey by Khan and Ahmed (2001) informs us that managers of Islamic banks perceive operational risk as the most serious risk after mark-up risk. The survey shows that operational risk is lower in fixed income contracts like murabaha (mark-up sale) and ijara (leasing) and higher in the deferred sales contract as salaam (agriculture) and istisna (manufacturing). The contracts involving more operational risk are perceived as difficult to implement. 

Fiduciary risk is specific to Islamic banking as it originates directly from Islamic banking. AAOIFI (1999) defines fiduciary risk as becoming legally liable for a breach of the contract for non-compliance with shariah rules or for mismanagement of investors funds. The legal liability would expose the bank to direct losses because of the breach of its fiduciary responsibility to its depositors as well as indirect losses like the decreasing value of the listed shares. In case of negligence or misconduct the reputation of the bank will be affected negatively. Ali (2002) mentions that even a financial sound can result in lost confidence of depositors who would withdraw their funds. This risk exposes shareholders as well as investment depositors to risk of economic losses as they would not receive their potential reward because of the misconduct of the bank. 

The latter form of governance risk is transparency risk. The Basel Committee on Banking Supervision (1998) defines transparency as ‘ public disclosure  of reliable and timely information that enables users of that information to make an accurate assessment of the banks financial condition and performance, business activities, risk profile and risk management practices’. Through a lack of transparency one can make bad decisions due to incomplete and inaccurate information which will lead to transparency risk. In this framework information disclosure enhances market discipline by enabling the stakeholders to protect their own interest. Depositors can withdraw their funds, shareholders may sell their shares and regulators are able to take the necessary steps in any misconduct or negligence. Archer and Karim (2003) mention that the currently used accounting practices between Islamic banks reduce the comparability consistency and transparency in financial statements. This causes uncertainty and put restrictions on the role of market discipline. 

5.5 Systematic risk

This risk includes risks as institutional risk, business environmental risk and regulatory risk.

For Islamic banks as well as conventional banks it is important to have a beneficial regulatory framework. Otherwise it exposes Islamic banks to systematic risk regarding institutional, legal and regulatory issues. The institutional risk results mainly from the lack of consensus among shariah scholars on contractual agreements in financial contracts. For instance some scholars argue that murabaha and istisna contracts are binding whereas others mention that the contract is not binding i.e. that is the buyer has the option to cancel the contract even after making an order or paying the fee (Ahmed and Khan, 2001). An issue linked to this is the heterogonous interpretations of the main shariah rules which results in differences in financial reporting and auditing by Islamic banks (Archer and Ahmed, 2003).

The lack of standardized contracts as well as the absence of effective legal action and difference of opinion among shariah scholars also creates business environment risk. The contractual agreements are only weakly enforceable, which increases the exposure to counter party risk of default and misbehavior
. Archer and Ahmed (2003) cite that some banks impose penalty on late payment while it is forbidden, but use the collected funds for charitable ends. 

 
Banks are furthermore exposed to regulatory risk in case of negligence or mistakes following the regulations. Regulatory risk is highly present when there is limited transparency in the regulation. Confusion may also cause regulatory risk where Islamic banks are subject to dual regulation in countries with mixed systems of Islamic and conventional banking. Also differences in view between Shariah boards of an Islamic banks within each country  as well as differences in regulatory in various countries may create confusion in the rules to be followed.

Table 5.1 Summary of the main risks; Islamic banks versus Conventional banks
Theoretically Islamic banks are exposed to relative;
	· Higher  Credit risk
	· Poor enforceable contracts. 

· Moral hazard problems.

· Ownership transfer while payment in instalments.

· Lack of credit assessment techniques.

	· Higher  Market risk
	· Lack of hedging instruments

· Rate of return risk

· Involved in real sector, substantial exposure to macro economic changes.

	· Lower Hedging risk
	· Lack of shariah compliant derivatives. 

	· Higher Operational risk
	· Quality of management.

· Nature of contracts and legal environment.

· Shariah compliance risk.

	· Lower ALM risk
	· Islamic banks can pass through the losses onto its depositors.

	· Higher liquidity risk
	· Lack of money markets and lender of last resort.

· Due to nature of contracts


VI The Replication of a Conventional Bond

As it has become clear in the previous sections, there is general consensus regarding the ban on riba because it covers besides usury also the charging of interest. Islamic finance requires that financiers and borrowers derive profits from shared business. Profits can only accrue if the investment yields a return. To which extent the involved parties are entitled to the income depends on the rights and obligations of the financial contract
. 

The ban on guaranteed interest poses questions whether it is possible to replicate the interest-bearing lending possibilities with Shari’ah compliant financial instruments.

Before one can replicate a building block, it is necessary to be acquainted with the pay-off structure of the financial products such as call options put options, or equities. To this end paragraph 6.1 starts with a review of the options which are graphically represented. Also some replication strategies are shown that questions the feasibility of the prohibitions. Section 6.2 introduces the put- call parity relationship. This chapter ends with a mathematically and graphically replicated zero-coupon bond with permissible financial contracts in a complete market. 

6.1 Option Positions

A derivative is a financial asset whose value depends on the value of the underlying asset, maturity, volatility and interest.  An option is also a form of a derivative as its value depends on the underlying asset which may be stocks, bonds or oil. In fact an option is a financial contract that gives the holder the right not the obligation to buy or to sell the underlying asset at a predetermined price (exercise prise or strike price) on/until a specified date or expiration date. In this paper options are considered to be exercised on a specified date, also called European options. Based on the table 6.1 below, the different positions in options will be discussed briefly
 followed by a graphical presentation (See graph 6.2). 

Table 6.1

Call                      Put

	Right to buy

Long
	Right to sell

long

	Obligation to 

Sell

Short
	Obligation to buy

Short 


· Long call: buying a call option gives the owner the right to buy the underlying asset at a specified exercise price on a specified date. The price of the call option is equal to the paid premium. The long call position is taken because the trader believes that the price of the underlying asset will increase. If the price of the underlying asset at expiration turns out to be lower than the strike price, the option holder would be better off buying the underlying asset on the market. This means that the call option will not be exercised and becomes worthless at expiration. The amount which has lost is equivalent to the paid premium. In contrary when the price of the underlying asset is higher than the strike price at expiration, the trader will exercise its right and experience profit. 

· The opposite position is the short call; the writer of the call has the obligation to sell the underlying asset at the buyer’s option at expiration date. The compensation for this obligation is the paid call premium. A trader would take this positions with the believe that the price of the underlying asset will decrease. If the prices do really decrease, the short call position will offer a profit in the amount of a premium. However, if the opposite occurs and the prices rise by a larger amount than the paid premium, short seller suffers from unlimited losses.

· Long put: the owner of the put has bought the right to sell the underlying asset at a specified exercise price on a specified exercise date. The trader has taken the long position since the owner expects that the price of the underlying asset will decrease and assures itself by buying a put option at price equal to the put premium.  The trader will exercise its right on the expiration date only if it makes profit. That is the case if the price of the underlying asset is below the strike price at an amount equal to at least the paid premium. However, when the price of the underlying asset is above the exercise price, it would be better to sell the underlying asset on the financial market for the higher price. This means that the put holder does not exercise its right; the put contract becomes worthless at the expiration date. The trader looses only its amount equivalent to the paid premium to the seller of the put. 

· The opposite position of the long put is the short put. The seller of the option, short put position, is obliged to buy the underlying asset if the put holder exercises its right to sell. Due to this obligation, the seller of the option receives a premium in de the form of revenue. The seller of the put option, who is obliged to buy the underlying asset at the put buyer’s option, has taken this positions as it believes that the price of the underlying asset will increase. If at expiration date the price of the underlying asset is above the exercise price, the long put position will not be exercised, the contract becomes worthless, while short put position makes a profit at the amount equal to the received premium. When the price of the underlying asset turns out to be lower than the strike price, the short position face a potential loss equivalent to the value of the underlying asset.

Whether the price of the underlying asset is below or above the strike price at expiration date, the net positions of short call + long call and short put +long put will sum up to zero, since  someone’s loss is the profit of the another’s.  Figure 6.2 shows the option positions;

Figure 6.2
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It is striking that a long position in put combined with a short position in call results in a short position of the stock. See figure 6.3. The other way around, a short put combined with a long call replicates a long position in a stock. See figure 6.4. If these options are settled in cash, the trader in options will receive the same cash-flow as buying or selling the underlying asset which is the stock. 

Some Shari’ah scholars have argued that it is not permissible to sell what one does not own, but the possibility to replicate the stock with options let us wonder to which extent this prohibition is feasible in practice?

Figure 6.3
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Figure 6.4
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6.2 Put-Call Parity

Stoll (1969) has identified firstly the put-call relationship. Suppose that there are no cash dividends paid on the underlying asset, and that the  European options (call and put option) have equal maturities (T) , strike prices (X) and underlying assets (S), then the following two portfolios (put+ underlying asset and call+cash) must have the same value at expiration, irrespective of the value of the underlying asset. It is required that the options are European because otherwise the options can be early exercised which causes deviation in the present values of both strategies. 

In formulas it looks like the following;

Portfolio 1: S +P(X, T)

Portfolio 2: C(X, T) + PV(X, T)

The put-call parity represents S +P(X, T) = C(X, T) + PV(X, T)

In which

· S= spot price of the stock;

· P= current market value of the put option;

· C= current market value of the call option;

· PV(X) = present value of the strike price discounted from the expiration date at the risk free interest rate.

· T=maturity

· X= exercise price or strike price

These both strategies have exactly the same pay off at maturity, or on any moment between now and T because otherwise there exist an arbitrage opportunity by selling the more expensive and buying the cheaper position and holding this position at maturity.  

A graphically representation of this parity is shown in figure 6.5 and 6.6 below. 

Figure 6.5 long in stock + long put gives long call position
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Figure 6.6 the other side of the equation gives the same results;
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6.3 Replication of a Conventional Zero-Coupon Bond.

In this part the replication of the conventional zero-coupon bond with Shari’ah compliant instruments will take place. The instruments for the replication are the combination of a stock and arbun (call option). 

Stocks also known as shares or equity are permissible in Islamic finance as it implies ownership and represents a claim on the assets and earnings. The return is not secured and depends on the performance of the firm. The shareholder runs the risk of a potential loss, either in the form of decreasing share value or share which has become totally worthless in case of bankruptcy. 

While Shari’ah scholars have prohibited the option contract in which both the payment as the delivery takes place in the future, some have approved an Islamic financial product  which aims to be used as conventional derivatives, the salaam contract ( see 3.3.3). This contract stipulates full payment in advance while the goods are delivered at a future date. Its conventional equivalent is a forward contract except that the payment in a forward contract also takes place in the future. Salaam is a mode to finance usually agricultural products (Lewis and Algaoud, 2001) but is also applicable to financial products. For this part the interesting product is the arbun, a form of salaam contract that functions like an option. This contract enables the buyer to pay a part of the sum, arbun, for a good which will be delivered later. If the buyer does not complete the purchase, the buyer cancels the option and leaves the seller with the down payment. The down payment can be perceived as the premium paid for the call option. If the deposit remains small, it functions like European option where the execution can only take place at a specified date. 

The following replicating strategy works under complete markets. This means that all possible outcomes of future states of the world can be created with the existing assets. For the trading strategies the completeness implies that all cash flows for a trading strategy can be replicated by synthetic strategies as there are limited contingent claims. The replication strategy does work because there are no arbitrage opportunities possible. 
Assume the following pay off tree of a stock and bond. In period one the value of the stock is 4 which can increase with a probability of α to 12 and decrease with a probability of (1- α) to 1. In period one the conventional zero-coupon bond costs 4 and at the end of period two the pay off will be 6. The payoffs are randomly chosen for both the stock as the bond.

                             [image: image13.png]



                          [image: image14.png]bond




The trader would like to buy a stock, but is afraid that the prices will decrease and therefore buys a call option with an exercise price of 10.  This means that the trader has the right to buy the underlying asset for 10 at the expiration. The call option will be in the money if the price of the share at expiration is 12 which are higher than the exercise price. The trader will exercise his/her right and the gross profit will be 2.  However, the call option will end out of the money if the stock decreases to a value of 1. The call option will not be exercised as it is less costly to but the stocks on the market at the price of one. The contract becomes worthless, or in other words zero. The loss of the trader is limited to the premium paid (call price). See the figure 6.7 below.  
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But the price of the call option is not known, how can we price this option? In order to determine the price, a specific combination of stocks and bonds are required to replicate the pay off structure of the call option.                                       
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The call option will be exercised if it is in the money. This means that in period two, at expiration, the share price is 12, the call value is 2 and the pay off the bond will be 6. However if the option is out of the money, the share price is 1, call value is 0 and the pay off of the bond remains 6. This is shown in the equations below.  To assess the weights in stocks and bonds, the two constrains must be solved by subtracting the former from the latter one; 

The option in the money will result in      12S + 6B=2                                     S = share in stocks

The option in the money will result in       1S+6B=0                                        B= share in bonds

                                                                --------------------------

                                                                 11S+0= 2                         S= 2/11

In order to know the weight of bonds, we should put S= 2/11 in the second equation; 

B= 1*(2/11) +6B=0

B= - (1/33)

This means that the trader should take a long position of 2/11th in stocks and a short position of 1/33rd in bonds to replicate the pay off of the call option. The price of both the bond and the stock are 4 (see above) and the call premium follows; 

Call premium (2/11) *4- (1/33)*4= 20/33

Now we will construct the pay off structure to a conventional zero-coupon bond from permissible urbun call option and stock.

When the call option is in the money in period two, the share price is 12; the value of the call is 2 which should be equal to the pay off of the bond. The same holds for when the call is out of the money; the value of the option is zero and the share price is 1. By solving the two equations below, the weight of the stock and call is determined to replicate the pay off structure of the bond.

12S + 2C =6

1S + 0C=6          (        S=6     (       6*12+2C=6    2C=66   C=-33

This gives the following results; by going -33 short in the call options and 6 long in stocks the trader can replicate the pay off structure of the zero-coupon bond.  
If we consider the put-call parity and revert it into the following from the formula looks like;

PV(X) = S+P-C

Until now we know the following:

· The earnings will be ( 33*2) 66  due to the short position of 33 call options at a  call value of 2. 

· The expenses are (6*4) due to 6 long position in stocks at the price of 4.

· The expenses for a long  bond is (6/1.50) = 4, the Rf=50%
· The expenses for a long put can be derived if the previous values are put in the formula;

PV(X) +C = S+P  gives   -4+66= 24+?

The total expenses for the put position are 38. The put option is exercised if the market prices turn out to be lower than the strike price of 10. That is  if the stock price has a market value of 1 (see figure 6.7). The value of the put is 9. This means that the trader have (38/9) 4.2 long put options. 

This implies that a conventional bond can be replicated by going long in the underlying stock, short in call and also long in put options. In Islamic finance, the temporarily maintenance of the asset ownership in the ijara contract, represents a put option with an exercise price on the present value of the transferred assets
. The ijara enables the lessee to temporary use the asset in return for rental payments. In an operational lease (or  sale-lease back/lease-buy back) with a repurchase obligation, the lessor acquires the asset  from the borrower and leases it back in return for rental payments until the terms agreed in the contract. The asset will be sold to borrower for the agreed price. In this case, the lenders put option describes the repurchase obligation by the borrower for an amount equal the outstanding payments. In a financial lease (ijara wa iqtina) or lease-purchase the lessor acquires the asset from a third party at request of the buyer and leases the asset to the lessee for the agreed rental payments. The rental payments include a proportion of the sale price, or call option premium, to diminish the equity share of the lessor and simultaneously increase the share of the borrower in the equity of the asset. The title of the ownership is only transferred with the payment of the last rental. 
However, if the borrower does not exercise its call option at expiration, the lender disposes of it to get the value of the asset at the end of the period, put option.

A graphical representation of the replication of a conventional zero-coupon is as follows;

Figure 6.8

[image: image17.emf]Replication conventional bond

-10

-5

0

5

10

15

0 2 4 6 8101214161820

pay-off bond

pay off long

stock

pay-off short call

net result short

call and long

stock

pay-off long put

Result long put

+short call +long

stock


While some scholars absolutely disapprove the use of conventional options from an Islamic perspective, other modern scholars stretch the Islamic law in order to justify the use of options and stimulate economists to create conventional equivalent Islamic options like the urbun contract. At one hand the disagreement among scholars have left space for developing such Islamic option contracts, which is not approved by the majority of scholars but is much in use, especially in Malaysia. On the other hand, the financial products which are unanimous approved by Shari’ah scholars can be replicated with the conventional options as we have seen in figure 6.3 and 6.4.  This raises a lot of questions. Due to the fact that the Judaism and Christianity have also been originally forbidden interest, this raises questions about to which extent these prohibitions are correctly fulfilled in practice and whether the economic rationales given today support the real rationale. This topic is interesting for further research.                                                
VII Basel II Accord

Financial institutions play a vital role in the economy and are one of the most regulated institutions in the world. It has taken many years to explain the existence of financial intermediation. After the importance of financial institutions has been recognized, efforts are made to regulate the financial system and in particular the regulation of capital adequacy. To discuss this in greater in detail the remainder of the chapter is organized as follows. Section 7.1 reviews the major roles of banking in the financial system. Due to the significant role of these institutions, paragraph 7.2 represents the need for capital regulation in banking which for the first time has been put in practice in 1988 with the Basel Capital Accord. Section 7.3 briefly discusses the Basel I Accord followed by the shortcomings of this accord. The structure of the New Capital Accord is examined in part 7.5. To recapitulate the chapter ends with a review of the development of capital adequacy ratios throughout the time. 
 7.1 Central Role of Banking

The positive role of financial development versus economic growth dates back to Schumpeter (1911) and is later empirically confirmed by various scholars like King and Levine in 1993. They conclude that Schumpeter might be right, as the level of financial development was strongly associated with the economic development of the country
. In the meantime, there have been scholars who question this relationship. However, due to the uniqueness of their role in the market, the functioning of these financial institutions receives more attention. 

 Financial institutions perform key roles in the economy
. First, it reduces the monitoring costs of investors. Diamond (1984) argues that banks acts as delegated monitors to investors due to the information asymmetry between the investor and firm
. An investor who is looking for a profitable investment opportunity in a world without financial institutions, face information problems as the firms possess more information about their projects than the investors do. Collecting relevant information about the firm incurs high monitoring costs for the individual investor and is time consuming which may finally result in little or no monitoring and increases the risk of investing
. Investors prefer to delegate this task to a financial institution, which may incur less monitoring costs than the individual investors together and provides funding to firms at a lower cost
.  Another role of the banking system is that it provides liquidity service for customers by enabling them to deposit their funds in a demand deposit or trade their equity or debt. Thirdly, FI’s provide asset transformation as they act as intermediaries between the lender and the borrower. Furthermore, banks are viewed as special as they provide the payment services, which directly influence the economy. Finally, the banks play a key role in the macro economy and have a strong relationship with the Central Bank as the liabilities side of the balance sheet is a major a part of the money supply, which affect the inflation rate. The list is not exhaustive, see for more information Saunders and Cornett (2006).

7.2 The Need for Capital Regulation

After recognizing the key role of banking in the economy, the focus will be on the regulation of the capital adequacy as bank capital is an important aspect in the regulatory framework for supervisors. Bank capital has a dual role
; firstly, it is a mean of funding assets, which generate earnings, and secondly it functions as a stability cushion and limits systematic risk. The banking sector is more focused on the former function of capital while the regulators pay attention to the latter role.

Bank capital is applied to buy earning-generating assets, which may also be used as a basis for leverage to raise funds. From stability point of view, the bank capital can be applied as a cushion to absorb any shocks resulting from the business. It is important to determine the level of bank capital in such a way that it provides stability and earnings. Allocating all capital to excessively risky assets to achieve higher returns endangers stability while at the other extreme of the spectrum leaving huge amounts of capital unused harms the profitability. It should be clear; regulation of capital is necessary, as both the composition and the size of the bank capital are important. 

The regulation of capital adequacy is a major issue in the banking sector, as the banks do not operate in a frictionless world. In a frictionless world, where full information is available at no costs, the markets is complete and the value of the firm is independent of its capital structure, capital regulation is irrelevant (Modigliani and Miller 1958).The literature on capital adequacy explains the rationale behind the regulation in case of traditional banking as follows. 

The first reason behind the capital regulation or imposing capital requirements is related to the second role of bank capital. Capital is necessary to prevent destructive bank runs (Diamond and Rajan, 2000). Imposing various forms of capital regulation on banks mitigates the systemic risk of contagious collapse. When a bank becomes bankrupt, the public confidence may be damaged, which endangers the sound functioning of financial markets. Especially banks are vulnerable to contagious collapse because of their prominent role in the payment system and allocation of resources. In addition, the fragility of their structure plays a role because of the high leverage of deposits on liability side combined with illiquid loans on the asset side. Finally, banks are vulnerable to contagious collapse because of the magnitude of such a financial distress. 

Secondly, capital regulation in the form of imposing capital requirement is necessary to protect the depositors. It should be noticed that financial institutions operate within the framework of deposit guarantee systems, which is introduced in many countries to protect the depositors in case of a bank run. The aim of the deposit guarantee scheme is to solve the information asymmetry between the bank and the depositor (Diamond and Dybvig (1983), Dewatripont and Tirole (1994)) and prevent them to overreact to bad news. Information asymmetry is present as the bank is better informed about the riskiness of the business while the depositor is unable to distinguish whether a bank is good or bad.
An advantage of such a deposit insurance scheme is that it contributes to financial stability. Depositors have due to the safety net fewer incentives to enforce the market discipline with regard to the risk taking of banks. However, at the other hand, the deposit insurance system introduces the moral hazard problem, as depositors have no longer incentives anymore to monitor banks because of the guaranteed funds, which makes banks vulnerable to take more risk. Banks have incentives to hold less bank capital as they do not take into account the social costs of a possible systemic risk in their decisions
. By imposing capital requirements, the moral hazard problem may be alleviated. Depositors are ensured that the bank has at least a minimum capital level to satisfy timely their requests. It assures that the banks are not engaged in bad practices and provides internal stability. In the case of a winding-up, the depositors funds rank in priority and the depositors can only loose money if the incurred losses exceed the amount of bank capital. Higher the imposed capital requirements, better the protection of depositors. 

Hence, to be effective in achieving the aim of capital regulation, the imposed capital requirements must be sensitive to capture the risks in which the bank is exposed to. The Basel Committee on Banking Supervision has been working on this topic for many years and issued  the first Capital Accord ( also referred as Basel I) in 1988 to regulate the capital requirements for internationally active banks followed by a revision called the Basel II accord. The next section deals with the shortcomings of the first capital accord.

7.3 Basel I Accord

While a sound banking system is able to absorb shocks,  a poor capitalized financial system may be a source of instability in the economy. After the worldwide disruption in the financial markets, the central banks of the economically strongest countries decided to set up the Basel Committee on Banking Supervision (1974) for Western Banks. Underestimating or not recognizing some risks at all is accompanied with serious consequences for the functioning economy. That is why the Committee is trying to promote the recognition of the underlying risks, what may help to limit the systematic risk. Although the Basel committee has no supranational power or can impose the standards on its member countries, the committee formulates and recommends guidelines about best practices. 


The Basel Committee on Banking Supervision published its first international accord in 1988, called Basel I Accord. The Accord focused on the capital adequacy requirements for credit risk of internationally operating financial institutions. The purpose of Basel accord is to ensure that financial institutions have enough capital to absorb unexpected level of losses before becoming insolvent. 

In order to realize this, the Committee sets minimum capital requirements expressed in the capital adequacy ratio which is a measure of the size of the bank capital in relation to its credit exposure. Internationally operating banks must maintain a capital adequacy ratio of at least 8%. Therefore,the banks capital may consist of at least 8% of the credit exposure.

To determine the credit exposure of the assets, the Basel I accord, classified assets into five risk classes (0, 10, 20, 50, and 100%). The assets are weighted according to their degree of riskiness. The credit risk on off-balance sheet items are also incorporated in the process. The higher the capital adequacy ratio, the greater level the bank can absorb losses before becoming bankrupt. Imposing the same capital requirements for banks encourages also fair competition among banks. At the time when the capital requirements were quite low, the Basel I agreement succeeds in raising the capital levels.

7.4 The Need for a New Capital Accord
To understand Basel II, it is crucial to understand the shortcomings of the first capital accord.  One should have in mind that the first capital accord dates far back, and since then, the economy has changed rapidly. The list of the shortcomings are not exhaustive, only the major disadvantages  will be examined 
,
.One of the main reasons to revise the Basel I Accord was linking regulatory capital requirements more closely to the underlying risks they face. Under the Basel I accord, there is a low level of risk sensitivity. For instance, the risky financial institution in one of the OECD countries requires less capital than a relative less risky bank outside the OECD area. Alternatively, whether the borrower has a credit rating triple A or triple C, the capital requirement on the credit exposure is the same for both of them while the actual incurred risk is very different. This can cause adverse selection in the sense that the bank only attracts the more risky customers, who are willing to pay high interest rates
. Under Basel II, there is greater risk sensitivity, which promotes improved risk-adjusted pricing. That is charging lower interest rates for low-risk customers while higher interest rates are applied for high-risk customers. This influences the return on individual’s customers, and may change the behaviour of banks. The lack of risk sensitivity under Basel I accord has also another implication.  Banks are encouraged to take certain transactions to minimize the capital requirement. An example may be that short term lending was considered less risky than long term lending and had a weight of 20% while loans with a maturity longer than 1 year received a risk weight of 100%. Hence, some of the banks were structuring loans with a maturity slightly less than less than a year. This may impose financial instability, as long term lending is more stable. Last but not least, lack of risk-sensitive capital regulation limits effective supervision. The actual underlying risk the banks face are not reflected in the regulatory capital requirements which means that supervisors have limited information about the overall risk and can endanger effective action on time.    
Further, the Basel l accord reduces also incentives for banks to develop qualitative risk management techniques since it will not provide regulatory capital benefits. Finally, the capital adequacy ratio under Basel II accord deals not primarily with credit risk, but also recognizes explicit market risk and operational risk. Banks can improve their competitiveness, if they succeed in better controlling the risks than their counterpart’s control. In the next part, the Basel II accord will be explained in detail. 

7.5 Structure of Basel II Accord

After the recognized shortcomings of Basel I, this New Accord has been published
. The structure of the Basel II accord is shown below in figure 7.1.

 SHAPE  \* MERGEFORMAT 



The essence of the need for the New Accord is that supervisors and market participants have to be conscious of the risks they are exposed to and take the right action on time. Hence, to pursue this goal, the Basel II accord consists of three pillars that reinforce each other. The pillars will respectively pass the revue.

7.5.1 Pillar 1

Pillar one focuses on more risk sensitive capital by imposing capital requirements based on credit risk, market risk and operational risk. 

Credit risk 

Financial institutions face credit risk when the debtor is not able to repay its debt.

Credit exposure differs in the degree of riskiness, which means imposing higher capital requirements for riskier assets. That is why the credit exposures are weighted according to their level of riskiness

The risk weights are defined either by rating agencies or by the bank itself.  

While Basel I accord has proposed a single approach to evaluate credit risk, the Basel II accord indicates two approaches. It is up to the bank which approach they prefer:

· Standardizes approach

· Alternative Internal Ratings Based (IRB) approach

· The Foundation IRB approach

· The Advanced IRB approach

Standardized approach 

The credit risk exposures are classified into categories. While under Basel I accord each category had a fixed risk weighting, the New Accord proposes within three risk categories ( loans  to sovereigns, corporate and banks) the possibility to consult an external rating agency for assigning risk weights for the individual borrower. Then the assets will be weighted according to their risk levels. 

IRB approach  

The IRB approach enables banks to use their own models to measure their credit exposure.

Under this approach, there are two methodologies to asses the credit risk, known as the foundation and the advanced IRB framework. In the foundation IRB framework, the banks estimate only the probability of default (PD) while under the advanced IRB method the lenders estimate the following factors to asses the credit risk; Loss given default (LGD) which is the percentage of the exposure that will be lost in case of default, exposure at default (EAD) that is the total money value that will be lost in case of default and maturity of exposure (MOE). Historical data of at least seven years should be available to determine the LGD and EAD. 

Currently the majority of Islamic financial institutions use the standardized approach to asses their risk exposure. The risk weights for sovereigns, corporate and banks are based on ratings offered by credit rating agencies such as the Standard and Poor’s or Moody’s. As mentioned above, one of the objectives ob Basel II accord is to encourage banks to develop more advanced risk management techniques, so one could assume that the banks will move toward the advanced IRB approach. For Islamic banks it is difficult to move to more advanced techniques as there is lack of data, which is a requirement to determine the LGD and EAD. 

Operational risk

The Basel II accord defines operational risk as the risk of the losses resulting from inadequate internal process, people and system or from external events. The Basel II framework stipulates three methods to evaluate operational risk: the basic indicator approach, Standardized approach and the advanced measurement approach. Only the basic indicator approach will be explained because this will be applied in case study for Dubai Islamic Bank in chapter 9.

The Basic Indicator Approach

The capital charge for operational risk is calculated as follows: the average of the positive gross income over the previous three years is taken and charged with a fixed percentage of 15% which is set by the Committee. 

Market risk 
Market risk is the risk of losses in on and off balance sheet items due to movements in the market prices such as interest rates, equity prices, commodity prices or FX rates. Within the Basel II accord, there are two approaches to asses market risk, known as the standardized approach and the Internal Models approach.

 7.5.2 Pillar 2
Pillar 2 provides a solution for the long run because the aim of Pillar 2 is not just only limited to controlling the capital adequacy ratio, but includes more.

The primary task of supervisors should be besides frequently reviewing the internal assessment techniques, also incorporates the task to understand the incurred risks correctly. They are also encouraged to develop better risk management techniques and provide additional capital if it is necessary.  

7.5.3 Pillar 3

Another check and balance is the Third Pillar, which increases market discipline due to enhanced public disclosure. More disclosure of essential information enables counterparties to asses the risk profile of the bank in matter, improves the public confidence and shareholder value.  Due to better risk management techniques, depositors are better protected. Thus, pillar 2 and 3 are supporting pillar 1.  

 To conclude the main goal of Basel II is the improved the risk management techniques, which enables supervisors and market participants to benefit from, improved capital adequacy. For full details about the accord see Basel Committee, 2001.This chapter ends with the review of the development of the capital adequacy ratio throughout the time.

7.6 BIS-ratio Structure

 As mentioned earlier, Pillar 1 of the New Accord requires a certain solvency level for banks, which is an indicator for the strength of the bank hence important for the public confidence. The BIS- ratio measures the amount of capital that a financial institution must posses as percentage of the banks total risk weighted asset to meet its financial obligations. The higher this ratio, the better the bank can meet its financial obligation.

In the second part of the thesis, the focus will be on implementing pillar 1 of the Basel II accord on an Islamic financial institution. That is why development of the capital adequacy ratio is explored in detail
. Due the resemblance of the components, the variables will be described at first, followed by the formulas. 

· Tier 1 refers to the core capital, which is permanently and free available to absorb losses without being hurt. The core capital consists of common stock, retained earnings less current year’s loss, future tax benefits and goodwill. The core capital is vital as it protects the survival of the bank. 

· Tier 2 capital will be used in absorbing losses only in the case of a bankruptcy after tier one capital has been totally used. Therefore, it provides less protection to depositors and others stakeholders.  Tier 2 consists of supplementary capital such as subordinated debt. 

· Tier 3 refers to short-term subordinated debt. This can be applied as buffer for losses resulting from market risk, if the other tier is not sufficient to support the losses. 

Imposed restrictions

· Tier 1: at least 4% of the total risk weighted credit exposure

· Tier 1+ Tier 2 at least 8% of the total risk weighted credit exposure

Further;

· Tier 2: maximum 100% of Tier 1 

· long term subordinated debt at a maximum of 50% of Tier 1

· Tier 3: maximum 250 % of the part in Tier 1, which is used for covering market, risks. 

The Basel I accord issued in 1988 the first BIS formula, which encountered only the credit risk.  

BIS (1998) ratio =    Tier 1 + Tier 2

                               -----------------------

                                        RWA   

The banks were considered to be adequately capitalized, when capital to asset ratio was at least 8%. The RWA is based on the summation of risk weight of the asset (determined in the accord) multiplied by the book value of the asset on the balance sheet. The market risk was not taken into account, so the ratio was amended in 1996 into the following type.
BIS ratio (1996) = Tier 1+ Tier 2 +Tier 3

                             ------------------------------    

                              RWA+ 12.5* Cmr

· Cmr refers to Capital requirement for market risk.

Taken into account the operational risk, the equation changed in the formula, which has been currently in use:

BIS ratio = Tier 1+ Tier 2 +Tier 3

                             ------------------------------    

                              RWA+ 12.5* Cmr+ 12.5*Cor
· Cor  refers to capital requirement for operational risk. 

· Part of the market risk can be covered by Tier 3

· The capital requirements for market risk and 12.5 multiply operational risk, which is the reciprocal of 8%. The rationale behind is converting the capital charges for market risk and operational risk  into equal risk weighted asset, and adding that result to the RWA calculated for credit risk
. 

Both under Basel I and Basel II Accord banks are ‘adequately capitalized’ if they have 8% capital to asset ratio. However, the difference lies in the fact that the methodology under Basel II differs from the previous accord.  The definition of capital is not changed, while the calculation of the RWA is modified as discussed above. In the following chapter, the need for capital regulation for Islamic banks will be discussed and the proposed capital adequacy ratio will be in-depth reviewed. 

VIII Capital Adequacy for Islamic banks

One of the main indicators for the soundness of the financial system is the capital adequacy ratio that provides information about to which extent a bank is well capitalized. As mentioned in chapter 7 the Basel Committee on Banking Supervision proposed internationally recognized capital adequacy regulations to realize soundness in the banking system. The importance and the need for capital regulation is also accepted by supervisors of the Islamic banks and many steps have taken into this direction. Due to the difference structure and risks faced by Islamic financial institutions, the Basel II accord could not directly be implemented by Islamic banks as specific nature of Islamic banking addresses particular issues which require more attention.  In 1999 the AAOIFI (Accounting and Auditing Organization for Islamic Financial Institutions) released  its first report considering the calculation of the CAR ratio for Islamic banks which is built on the principles set by the Basel Committee (Chapra  &Khan, 2000 and Hawary et al 2006). In November 2002 the Central Banks of some leading Islamic countries established the Islamic Financial Serviced Board (IFSB) in Kuala Lumpur and reviewed the CAR ratio. The remainder of this chapter touches these issues in detail and is organized as follows; paragraph 8.1 starts with explaining why capital regulation is necessary in Islamic banking, afterwards the problems during implementing CAR ratio are discussed followed by the proposed guidelines to address these problems. 
8.1 Need for Capital regulation in Islamic banks
Before the need of capital adequacy will be discussed, a recapitulation of the various forms of deposits will be given to ease the understanding of this issue. Islamic banks face three type deposits on their liability side of the balance sheet
. Firstly these are the saving accounts (SA)
 or non-investment deposits held by risk-averse depositors. The principal amount of the saving accounts is guaranteed by the bank and any surplus will be shared with these deposit holders. As it is clear, the bank undertakes the fiduciary role by the saving accounts. Secondly, there are unrestricted profit-sharing investment deposits (PSIAu) hold by risk-taking depositors who bears the complete losses while the profits are shared with the bank for its agency role. The account holders give the bank the full permission to take all investment decisions regarding their funds. Last but not least, there are restricted profit sharing investment accounts (PSIAr). These account holders’ posses the right to determine in which their funds will be invested and runs the investment risks. The bank provides only information about investment possibilities. References to PSIA holders in the rest of this section should be read as unrestricted investment accountholders (IAH).
Unlike conventional banking who mobilizes their funds based on interest paying deposits, Islamic banks mobilize funds based on PSIA, which are not liabilities but a form of limited term equity (Abdel and KArim, 2007).

If Islamic financial institutions would only be based on the profit sharing method, there might be fewer need to impose capital requirements as there may be no fixed claims on the liabilities. This is due to the nature of PSIA because all losses from assets financed by the PSIA will be passed onto the investment account holders, while the bank capital will not influenced. However, the practice turns out to be different; this requires Islamic banks to impose capital requirements. In practice, the Islamic banks prefer to have sale- and trade based assets in their portfolio, rather than the PLS arrangements because the sale- and trade related securities are considered to be less risky, and have more certain returns than the PLS based contracts. See fore more information section 4.2. It is also often the case that the unrestricted PSIA’s are commingled with the funds of shareholders and current account holders. Mixing accounts together is a common practice in Islamic banking because it is not always possible to match the maturity structure of each deposit to a credit application. Generally accountholders prefer to deposit their funds for a short maturity combined with the highest return. To the contrary borrowers favour the longer maturity for the lowest cost. The Islamic financial institutions are stimulated to pool the assets into maturity structures and select the most appropriate pool for the credit application which may reduce the liquidity risk the Islamic banks face. But due to the pooled funds, a shock in the assets may also impact the bank’s own equity.
For Islamic banking the capital regulation implies the protection of the risk averse depositors while at the other hand it involves realizing the highest return for the risk taking IAH’s. 

As it has become clear in chapter 7 the reasons behind imposing capital requirements for traditional banking system was to prevent the systematic risk due to the social costs of such a contagious of collapse and to protect the depositor from the moral hazard problems induced by the deposit guarantee schemes. Do these rationales behind the capital regulation also apply for Islamic banks?

Dale (1996) points out that shocks to assets financed by the PSIA funds can create panic withdrawals for investment account holders due to the suffered losses, followed by a financial distress in the form of liquidity crisis. This can be explained as follows.
 The account holders are able to withdraw their money whenever they want after a short notice. This means that in case of losses the accountholders will perceive this directly at the end of the financial year. This may cause panic withdrawals to save their principal or the rest of their funds. However, Islamic banks prefer to invest the PSIA funds in less liquid assets like murabaha, ijara and salaam while in general conventional banks invest their funds in marketable securities. However a serious liquidity problem may arise during a winding-up as the funds are in general invested in illiquid assets which may be closed far below the book value It seems that capital regulation is necessary as Islamic banks are vulnerable to systematic risk which manifests itself as liquidity risks. 
Another rationale to impose capital adequacy requirements is due to the presence of displaced commercial risks. As mentioned earlier, PSIAH should bear the losses from credit and market risk exposures in the assets financed with their funds
. But actually the PSIAH are risks averse and are only looking for safe investment possibilities like conventional deposit holders. This has resulted in displaced commercial risk, which has main implications for imposing capital adequacy requirements (AAOIFI, 1999a). In case of losses, Islamic banks follow current market expectations to prevent possible withdrawals of their account holders. Consequently, the Islamic banks use their own reserves or profits (management fees) to fulfill the expectations to pay competitive returns to PSIA. Management fees are an important source of revenues for Islamic banks. Displaced commercial risk harms the bank’s own equity. To address this problem capital adequacy requirement should be imposed on the share of assets financed by unrestricted investment accounts
. 
With respect to the arising moral hazards problems due to the deposit guarantee schemes 
It can be mentioned that the research of IFSB (2004) report that the countries which have deposit guarantee schemes for PSIA suffer from a failure of the market discipline
 which is an additional reason to impose capital adequacy requirements. 

8.2 Significant issues 

The nature of Islamic finance gives rise to some problems, which will be mentioned in this section. 

The methodology to determine the RWA is important as riskier assets require an increase in the capital to remain adequately capitalized.  Pillar one of the Basel accord specifies the exposures to risk that is common in the daily activities of conventional banks. However Islamic banks have specific risks inherent their activities which are not covered under the Basel II accord.The IFSB guidelines pays specific attention to this issue as they are not dealt under the Basel II accord. These proposals regarding some of these specific issues will be explored in paragraph 8.4. The points which need more attention are the following;

· To deal with displaced commercial risk, Islamic banks deduct provision from investment depositors´ earnings and deposit it on a profit equalization reserve account or use their own profit to pay competitive returns, even in bad times. It remains an issue whether and to which extent these PSIA’s should be included in the capital and RWA. 
· Exposure to price risk (market risk) means the possibility of a loss due to price movements of the underlying asset during the transaction. If a conventional bank acquires commodities for trading aims, it is vulnerable to price risk. However, Islamic banks face an additional risk as they must own the assets, before they can sell them to be Shari’ah complaint
. According to Basel II accord, market risks exposure is assessed according to the trading book while the exposure to credit risk is based on the banking book. However, Islamic financing activities are often backed by real assets exposing them to commodity risk which means that market risk for the commodity should not only be calculated according to the trading book, but also taken into account in the banking book due the required acquisition of the asset. 

· Determining the risk weight of the assets in IFI needs more attention first of all because one deals not with financial assets, but with asset-backed securities. The assets in matter are real estate (ijara), commodities (salaam) or work in process inventories (istisnaa). Secondly, on the asset side, there are equity investments such as the Mudaraba and Musharaka contracts. The risk weights for Mudaraba (profit sharing and loss bearing) and Musharaka (profit and loss sharing) are not exposed to credit risk reported under the Basel II accord
. If these investments are held only for trading purposes, there is no credit risk involved. It is different when these contracts are used as a way of financing and the assets are held until maturity. In such a case, credit risk is present in the form of capital impairment but how can be dealt under the capital adequacy requirement? 
8.3 Proposed Guidelines
A major challenge is how to treat the unique risk due to the nature of Islamic financial products and how to apply the risk weights. Firstly the AAOIFI followed by the IFSB have suggested proposals for developing a capital adequacy framework for Islamic banks which addresses the issues not dealt under the Basel II accord. The IFSB guidelines are based upon the standardized approach for credit risk, the basic indicator approach for operational risk and market risk according to the methods mentioned in the Market risk amendment of 1996
 

8.3.1 AAOIFI proposal 

Recently many efforts have been made to set up an appropriate framework for the capital adequacy of Islamic banks. To start with, in 1999 the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) reported the calculation of capital adequacy ratio for Islamic banks and examined the risks the Islamic banks face. This report ‘Statement on the Purpose and Calculation of the Capital Adequacy Ratio For Islamic Banks, use for a greater part the Basel II methodology, with the exception of  liability side of Islamic banks as the major difference relates to the liability side of the Islamic balance sheet.

Applying the CAR- calculation for Islamic banks, does not provide much difficulties with respect to capital as the capital consists mainly of Tier 1 (shares and reserves). There are no preferred shares and neither subordinated debt included in the bank capital. One issue which requires substantial attention is the treatment of PSIA’s. As mentioned earlier these are not debt, but limited term equity. However, the PSIA can be subdivided into restricted and unrestricted components. The restricted investment accounts are not a part of the capital as these funds are not at the discretion of the bank. That is why AAOIFI reports that these funds should not be considered in the CAR calculation and can be reported as off- balance sheet items but what about including unrestricted PSIA in the capital and RWA? 

With respect to capital, one can assume that the unrestricted PSIA’s should be excluded as it is not Shari’ah compliant that these accounts are guaranteed by assigning them 100% weight
.  Furthermore unrestricted investment accounts lie somewhere between equity and deposits. It is not whole equity (Tier 1) as the account holders do not have voting rights and it does not belong for 100% at deposits because they share in the risk. 
To the contrary, the AAOIFI report that the unrestricted part of the investment accounts must be included in the RWA of the CAR calculation. An important issue thereby is determining the appropriate right risk weights for these accounts.

The proposed CAR calculation of AAOIFI is as follows:

CAR =           Total capital

                ------------------------

             RWAkαca + 50% (RWAuia)

RWAkαca represents the average risk weighted assets financed with bank’s capital and the RWAuia stands for the average risk weighted asset financed by unrestricted investment accountholders. As one can perceive the RWA for unrestricted PSIA are not accounted for 100%.  The rationale behind is that the unrestricted PSIAH  supply funds to the bank and participate in the risk inherent the investment activities which implies less protection for these AH .This is different than as it the case for conventional deposits. The bank invests the funds of depositors and bears all the risk while the amounts are guaranteed.

8.3.2 IFSB Guidelines

Almost three years later, in 2002 the IFSB proposed the new guidelines for the regulation of capital adequacy for Islamic banks. The IFSB (Islamic Financial Services Board) is supported by the AAOIFI, Islamic Development Bank and International Monetary Funds.

               The aim of IFSB is to provide an international standard for regulatory and supervisory issues to enhance the stability of the Islamic financial market. It has become clear that the IFSB uses the guidelines of the Basel II accord
 as basis and complement it with proposals concerning the unique risks inherent Islamic finance. Unlike the AAOIFI, which was primarily focused on how to treat the liability side of the balance sheet, the IFSB emphasizes the asset side. As discussed in Part 1 of this thesis, Islamic banking gives rise to specific risks due to the PLS method and contractual features. These unique characteristics, which are explored in detail in the first part, raise a lot of questions when applying the Basel II accord methodology to Islamic banks. IFSB is trying to address these problems.
The risk weights for Mudaraba (profit sharing and loss bearing) and Musharaka (profit and loss sharing) are not exposed to credit risk as reported under the Basel II accord. IFSB treat these contracts by applying them risk weights as outlined by Basel II accord under the ‘equity position risk in the banking book’. For some forms of these equity investments, like diminishing  Musharaka, the risk weights are determined on basis of the slotting criteria proposed under Basel II. Furthermore the commodity risk is not only determined on basis of the trading book, but also but also taken into account in the banking book due the required acquisition of the asset. 

In December 2005 the IFSB reported the following CAR-formula;
CAR
 =           Tier 1+ Tier 2

                --------------------------------------------------

           RWA (credit, market, operational risk).  – RWA funded by PSIA (credit, market risk).
As it is shown the IFSB addresses the different risks arising from the nature of the financial contracts. The first part of the RWA in the denominator incorporates the total assets including both the restricted and the unrestricted investment accounts. The rationale behind the second part of the denominator is as follows; 
PSIA accounts are not guaranteed and losses in the assets financed by investment account holders should be borne by themselves and do not command regulatory capital requirement. This means for the CAR calculation that either the restricted as the unrestricted investment accounts are excluded from the formula. 
8.4 Evaluation of the Proposals 

Both the AAOIFI and IFSB have developed a framework that complements the Basel II Accord. The former emphasizes the liability side while the later focuses on the calculation of the risk-weighted asset. As it has become clear, the treatment of the PSIA’s receives more attention as it lies between deposits and equity. While the AAOIFI takes the unrestricted investment accounts for 50% into account due to their nature of  taking part in the risk sharing with shareholders, the  IFSB guidelines exclude these unrestricted investment accounts from the CAR calculation because their deposit are not guaranteed, any losses accrued from their investments should be borne by themselves.  As mentioned above the main limitation of the AAOIFI proposal is that it does not recognize the market risks in the banking book due to required acquisition of commodities before the bank can resell it to the client. This implies that the market risk exposure and thus the RWA should actually be higher than indicated. It does also not taken into account the asset side while Islamic banks are exposed to different risks due to their different uses of funds. The IFSB fills this gap, but introduces another limitation regarding the treatment of the PSIA’s which requires more attention and is arguable. While the IFSB excludes unrestricted profit sharing accounts totally from the CAR calculation by deduction it from the RWA, AAOIFI add the investments funded by PSIA accounts for 50% in the denominator of the CAR..  

First of all it is really important to distinguish whether a bank uses the pooling method or separation method. Under the separation method, the equity funds and the profit sharing funds are invested in different investment portfolios, and the parties only participate in the profits and losses with respect to their investments. In such a case, the PSIA can be excluded from the CAR calculation. But most of the banks commingle these funds together. Under the pooling method, both the PSIA’s and the equity funds are invested in the same portfolio and profit/or losses are allocated based on the contribution of the funds in the investment. The shareholders and the PSIAH run the same business risk and in case of losses the bank equity capital is also harmed. In such a case it should be better to include the unrestricted investment accounts in the CAR.
 Both in IFSB and in AAOIFI, the PSIA’s are excluded from capital. Despite the fact that these profit sharing accounts bear the same risks as equity they should be excluded from the CAR because these funds are not permanently available, are not guaranteed and accountholders do not have voting rights. 
The inclusion of the PSIA’s in the CAR result in a higher RWA which means that higher capital should be set aside. Because the CAR ratio does not take into account other type of risk which an Islamic bank is exposed to (e.g. liquidity risk, Shari’ah compliance risk, displaced commercial risk), it should be better to set aside more capital than needed. Liquidity risk requires more attention as it can have serious consequences. Lender of last resort and access to Shari’ah compliant money market is limited. Due to this limitation, it is important for Islamic banks to keep more liquidity, either in form of cash or current accounts at international financial institutions. 

Islamic banks are risky in the sense that they face less diversified asset portfolios and face the problem of discipline and monitoring. Higher capital will promote the confidence. This is especially necessary for Islamic banks to be accepted within the International financial markets. The increased regulatory capital will also provide extra safety net for current accounts. Current account holders deposit for the safekeeping but Islamic banks usually package these funds in investment portfolios and make profit without the knowledge of current account holders. If the funds are pooled with other funds the profits are also distributed to PSIAH. However if these funds are invested on basis of the separation method, the shareholders get the profit. It is important that these account holders should be insured against bank failures. With a higher capital adequacy, an extra safety net is provided for them.  
In the next section, the IFSB capital adequacy method is applied to a major Islamic bank in the Gulf Cooperation Council region. 
IX   Case study: Implementing Pillar 1 on Dubai Islamic Bank 

In this part, pillar 1 of the Basel II accord will be implemented on the Dubai Islamic bank following IFSB guidelines. Dubai Islamic bank is the first commercial Islamic bank in the world which has started its activities in 1974. The bank is the pioneer in Islamic finance industry. DIB operates mainly in the UAE and provides all types of financial services in accordance with the Islamic law.  In UAE the Dubai Islamic bank is ranked as the sixth commercial bank and the largest Islamic bank in terms of assets
 what makes it interesting to examine how well this bank is capitalized during the years. To this end, the section starts with showing and explaining the balance sheet structure of the Dubai Islamic bank followed by the methodology of the empirical research. Section 9.3 discusses the results of the lengthy CAR calculations for the years 2002, 2003 and 2005. The contribution of my thesis is analyzing the development of the CAR and trying to clarify the difference in the trend of capital adequacy for the mentioned years. The chapter ends with discussing the implications of  Pillar 1 for the Islamic banks in general. 
9.1 Balance sheet of the Dubai Islamic bank
The structure of the balance sheet for Dubai Islamic bank is shown below. To better understand the methodology of the CAR calculation it is a requirement to understand the various items of the balance sheet, which are explained below in box 9.1.

Assets                                                                                                         Liabilities 

	Cash and balances with Central Banks 

Balances and deposits with banks 

International murabaha, short term 

Islamic financing and investing assets 

Properties under construction 

Properties held for sale 

Investment properties 

Investments in associates 

Other investments 

Receivables and other assets 

Property, plant and equipment 

Goodwill


	Equity

· Share capital
· Statutory reserve

·  Donated land reserve

·  General reserve

· Exchange translation reserve

· Cumulative changes in fair value

· Retained earnings

· Proposed dividends

·  Minority interest

Customers' deposits

Due to banks and other financial institutions 

Other liabilities

Accrued zakat


Source: Annual reports of DIB from 2002 until 2005
                                         


 

Box 9.1 Balance sheet items

	· Properties under construction: properties which are under construction for sale. These could be infrastructure and construction.

	· Properties held for sale: acquired or constructed properties with the aim to sell. 

	· Investment properties: these are properties held either for rental, capital appreciation purposes or for permanent use.

	· Investment in associates: associates are firms in which the bank possess 20% to 50% of the voting rights or have significance influence. 

	· Islamic financing and investing assets includes murabaha, istisna, ijara, musharaka, mudaraba, wakala and sukuk. 

	· Murabaha: The bank buys on behalf of the customer an asset or commodity and resells it to the client under specific terms. The income is based on the principal amount outstanding.  

	· Istisna: The bank sells the client a property against an agreed price which is either purchased or constructed by the bank the profit is the difference between the total cost of istisna and the sale price to the customer.

	· Ijara: The bank (lessor) purchases or creates an asset for lease upon clients demand. The asset is leased for a specific period against rental payments and could be transferred in ownership at the end of the period.

	· Musharaka: a contract between the bank and the customer to invest in a firm or the buy together a property for permanently or on a diminishing equity basis where the customers is the sole owner at the end. Profit is determined according to the agreement while the contribution to the loss depends on their capital share.

	· Mudaraba: one party provide the funds while another party (mudarib) invest the funds. The mudarib only bears the losses in case of default or negligence. 

	· Wakala: The bank gives a certain amount of fund to an agent, who invests the funds against an fee ( absolute or relative amount)

	· Sukuk; Shariah compliant asset-backed securities  

	· Zakat: Muslims are required to give alms. In this case zakat on shareholders equity is deducted from dividends. Zakat is also charged on the profit equalization reserve.

	· Statutory reserve; the Commercial company law in of UAE stipulates that 10% of the profit belonging to shareholders is transferred to this reserve, which is not available for distribution.

	· Donated land reserve: the government of Dubai donates certain land just for the benefit of shareholders.

	· General reserve: the transfer is judged by the shareholders at the annual meeting.  

	· Minority interest: represent the interest of minorities in share capital in the aggregate value of the assets of subsidiaries.

	· Changes in fair value: fair value shows the amount at which an asset or liability can be exchanged or settled in a transaction. 


Source: Annual reports Dubai Islamic Bank

9.2 Methodology

Based on   article of Ariss and Sariedienne (2007)
, pillar 1 of the Basel II accord will be implemented on Dubai Islamic bank for the years 2002, 2003 and 2005. Data originates from the Annual report of the DBI for the mentioned years. To calculate the risk weighted asset, the IFSB guidelines
 are followed in which the methodology is based on the standardized approach for credit risk, the basic indicator approach for operational risk and the Market risk amendment in 1996 for market risk. The contribution of my thesis to this issue is extending the data to analyze to which extent the bank is adequately capitalized and try to clarify the difference in the trend of capital adequacy for the mentioned years. However, due to the lack of information in the Annual reports, some assumptions must be taken in order to calculate the risk weighted assets. The main limitations of my calculations are the following; it is assumed that DIB deals only with national banks rated at or above A and with foreign banks in OECD countries which are rated at triple A. The Individual and corporate companies are supposed to be unrated and given a risk weight of 100%
. 
 The CAR for a specific year is determined through assigning the appropriate risk weights for credit and market risk for each item on the balance sheet. The operational risk is just the average of the previous three years charged with some risk weight. 
However, the treatment of the financing and investing assets needs more attention as one cannot directly assign the relevant risk weight to the amount prevailing on the balance sheet. The details of the capital charge for the credit, market and operational risk is dealt below. 

9.2.1 Credit risk

Credit risk arises in sale based contracts consisting of Murabaha, Salaam, Istisna and Ijara, and the investing activities, which are Mudaraba, musharaka and wakala and Sukuk held to maturity in the banking book
. The credit risk is measured according to the Standardised approach of Basel II, with exceptions for investments based on Musharaka and Mudaraba. These two contracts give rise to credit risk in the form of capital impairment risk. The Risk weighting is based on an approach proposed by Basel II for equity exposures in the banking book. 
In general, the amounts of the balance sheet are assigned the appropriate risks weight to calculate the risk weighted asset, but for the financing and investing assets some modifications are required before the risk weights can be applied. The aim is to specify accurately the underlying risks as much as possible by classifying the financing activities into the sectors which they are exposed to. This is relevant as the applied risk weights can much vary between the governments and corporate sector. Due to the lack of data in the annual reports, the allocation of the assets into the sectors is solved as follows
; 

First of all the financing activities are corrected for the deferred income which is the fraction of the income that is received in advance whereas the goods has not been supplied yet (see Appendix A table 9.1.1A). Only the total amount of deferred income was reported which is allocated to each financing activity based on their share in total financing assets. Financing assets are reported as murabaha (commodities, international vehicles and real estate), istisna, ijara and others. For the investing activities the same technique is applied by correcting these activities for the provisions that set aside to meet the possible liabilities if they happen. The provision fraction per investing activity is allocated according to the share of the investing activity in total investing assets. See table 9.1.1.B (Appendix A).

In the annual report all investing and financing activities are classified over industrial sectors which consist of FI, real estate, trade, government, corporate (manufacturing) and retail (personal financing). These sectors are also purified from the deferred income and provisions.  The total of provisions and deferred income per industry is allocated based on its share of total Financing and Investing assets in table 9.1.1.C (Appendix A). The last step is to classify the financing assets into the sectors which they are exposed to. To replicate this information, the relevant sectors for each activity are determined and their share is expressed in total size which is multiplied by the total amount of this activity. This means the following for the separate items of the financing activity. Commodity and Vehicles murabaha is split into the sectors government, corporate and retail clients and their share in the total amount (see Appendix A, table 9.1.1.D) is multiplied by the sum of Commodity and Vehicles Murabaha (table 9.1.1.E). These are combined as it reflects the amount of the physical assets. The same is applied for International Murabaha, International murabaha and Ijara (see table 9.1.1 D). Some points should be made for the applied risk weights. Table 9.1 represents in which way the calculation of the CAR is completed for 2002
. The main items on this table are discussed respectively. 

The risk weight of counterparty in financing contracts can be reduced due to the underlying assets that are sold under Murabaha and Ijara. On retail basis, both for Murabaha and Ijara a risk weight of 75% is applied
. For a Ijara contract that involves real estate is for 75% allocated to residential property lending (risk weight of  35%)  and the rest is allocated commercial property lending(risk weight of 100%)
.  

With respect to the investing assets that consist of Musharaka Mudaraba Wakala, Sukuk and others the following can be mentioned. The minimum capital requirements for musharaka covers the risk of losing the invested capital  because in a musharaka contract the bank and the customer contribute capital to run a business,  or to own a real estate  whereby the profit and losses are shared either on a permanent basis or diminishing equity basis.  It is assumed that the musharaka in buildings contracts are signed on a permanent basis by the DIB. The total amount is split into 25% for commercial ad 75% to residential, with respectively the risk weights of 100% and 35%.

In a Mudaraba contract the bank contributes to capital in a business which is managed by the client. The profits are shared while the losses are borne by the bank if it is managed properly. For the calculation of the CAR it is assumed that the DIB signed contracts only with private commercial enterprises that undertake a business venture
. The risk weight is based on the slotting method
. The equity risk in the banking book of DIB is assigned a risk weight of 135%.

The wakala contracts are charged for counter party risk in which the individuals are supposed to be unrated and are assigned a risk weight of 100%
. 

Sukuk is dealt both in the banking book (credit risk) as well as in the trading book. (For market risk see note 45). The assumption is that all securities are held wit the UAE government and thus the risk weight for credit risk is based on the rating of the government
. 

Off -balance sheet items under the standardised approach are converted into credit exposure equivalents (CEE) based on credit conversion factors.  The items with a maturity up to one year have a conversion factor of 20% while commitments more than year receive a CEE of 50%.
  The commitments consist of letters of credit and letters of guarantee. Letters of credit guarantees that the seller will receive the amount timely. When it is the case that the buyer is unable to do the payment to the seller, the bank is required to pay the outstanding amount. Letter of guarantee is issued by the bank to guarantee the supplier that the financial obligation will be met in case of default of the buyer. Since the commitments may expire without a payment, they are excluded from the balance sheet. 

9.2.2 Market risk

In Islamic financial market, the market risks are limited to traded equities, commodities, foreign exchange positions and increasingly sukuk
. 

The bank is exposed to market risk through its trading portfolio, and plays a key role in determining regulatory capital. Market risk is generally split into a general and a specific part
. For an equity position, general market risk is the risk exposure against the equity market as a whole while the specific market risk denotes the risk of holding an individual security, which is not covered by general market risk. These could be rating migrations or the changes in earnings for the specific security. 

Traded equities in the trading book are charged separately for these two forms of risk
.

(1) The capital charge for specific risk is 8% but can be reduced to 4% if the portfolio is well diversified and liquid.  For the calculation the assumption is made that the securities are highly diversified and liquid. 

(2) The capital charge for general market risk is 8%.From the annual report the data is attained under ‘investments available for sale’ and the above risk weights are applied. 
It is assumed that all securities are held with the UAE government and that the maturity is the same for all securities.
The exposure under istisna contract involves credit risk (if the asset is billed to the client) and market risk (when the work is in process and thus not billed). The DIB does not enter into a parallel istisna contract with a third party, so constructs the asset itself which exposes the bank into price risk due to input materials and credit risk
. For Istisna work in process (WIP) is a capital charge of 8% applied
. 

A traditional indicator for commodity risk is the net open position in commodity. Note 55 of IFSB deals with setting minimum capital requirements for holding or taking positions in commodities and inventory risk. The simplified approach is applied to commodities (International murabaha, vehicles murabaha and commodities murabaha) and requires a capital charge of 15% for directional risk which reflects the exposure to the direction of movements in major market variables. International Murabaha caters an additional capital charge of 3% for basis risk
.  

Another traditional indicator of exposure to market risk is the net open position in foreign exchange
.To cater for foreign exchange risk, the data is derived from the annual report under currency risks in which the open position in US dollars and Saudi riyals is reported. The capital charge for the currency risk is 8%
. 

For both the murabaha and the Ijara contract only the exposure to credit risk is applied. In fact, Murabaha contract exposes the bank to price risk as the bank should acquire the asset before it can resale it to the client. But the murabaha contact is supposed to be binding, which implies that the customer has a binding obligation to take delivery of the asset at a pre-determined price
. Ijara contracts are also assumed to be taken over by the customer at the end of the contract, so there is no price risks applied
, but only credit risk.  If the Ijara is leased without transfer of ownership, all liabilities and risks are borne by the DIB according to the Shariah and it is exposed to price risk. 

9.2.3 Operational risk

The gross income is calculated as the average income for the previous three years. The total gross income is determined by summing up the ‘total of income from Financing and Investing assets and the collected fee’ less ‘the depositors share of profit’. The annual report of the year 1999 was not available, so the gross income for 1999 is determined by taking the average of the two years before and the average is charged with 15%. 
9.3 Results 

In paragraph 9.3.1 the results of the CAR calculations for 2002, 2003 and 2005 are presented which shows us whether the bank succeeds in meeting the proposed CAR of at least 8% by the Basel II Accord. In the following part the results of the extensive calculation will be compared with the published capital adequacy ratios in the Annual Reports and the possible deviations will be explained. The last part reviews the trend in the development of the CAR during the period 2002-2005 and the remarkable details in the trend will receive more attention.

9.3.1 How well is the bank capitalized?
In this section the results of the lengthy CAR- calculations will be considered. 

The Dubai Islamic bank meets the proposed level of 8% capital requirement and is well capitalized for the years 2002 until 2005
 (see table 9.1-9.4 ) in the light of the assumptions made. The Capital ratios following the IFSB guidelines exceed the minimum capital adequacy requirement of 8%. The CARs for the years 2002-2005 are respectively 13, 83%, 12, 71%, 12, 78% and 10, 81%. This means that the Dubai Islamic bank possess more than enough adequate capital to cover the incorporated credit, market and operational risks. What does this imply? Exceeding the required minimum level of capital provides more assurance concerning the financial capacity and soundness of the bank. The Dubai Islamic bank would like to minimize the probability of not being able to fulfil the capital needs of their clients. The rating agencies may assign such banks a higher rating which assures the customers for being repaid if they have capital needs. Furthermore, a well capitalized bank improves the reputation and will succeed in extending their customer base. Besides the capital requirement recommend by the Basel Committee, the Central bank of UAE imposes also requirements with respect to the capital adequacy. The required ratio of capital to total risk-weighted asset should be minimal 10% which is higher than the required minimum level by the Basel Committee. Once again, the Dubai Islamic Bank has adequate regulatory capital to fulfil the requests of its customers. The bank is overcapitalized with respectively ADD 410,631,000; 331,069,000; 584,015,000 and 243,085,000.However, the over-capitalization for the year 2005 is somewhat weaker than the previous years.
9.3.2 Comparison of the Ratio’s 

It may be interesting to look to which extent the published CARs are in line with the ratios calculated following the IFSB guidelines. Table 9.5 shows the results;
Table 9.5
	      CAR                                        2002            2003           2004         2005

	Published ratio                            10.4%a          10.1% b        13.5%c          ?d

	 Calculated ratio

13.83%
        12.71%       12.78%c       10.81%


A, b See annual Report 2003
C   See Ariss and Sariedienne (2007) published by the journal of bank regulation. 
D     No data; all efforts were fruitless 
 It is remarkable that the published ratios are approximately in line with  the calculated ratios. For 2002 and 2003 the CARs are slightly higher than the published ratios. The difference may lie in defining capital or the way in which the RWA is calculated. However there are significant limitations as both the size as the calculation of the RWA remains unclear in the published ratio. There is no disclosed information for the mentioned years. The available information is only the calculated and the published CARs and the definition of capital by DIB. 

It may be functional to start with the capital which is the component in the nominator of the CAR.  First of all it is striking that the definition of capital for DIB is different than the methodology used in this paper (see table below).  
Table 9.6, Comparing the definition of capital 

Published ratio                           Calculated ratio                           

	Tier 1

· Share capital

· Statuary reserves

· General reserves

· Retained earnings

· Minority interest

· Other reserves (donated land reserve and exchange translation reserve)

· Proposed shares

· (goodwill)


	Tier 1

· Share capital

· Statuary reserves

· General reserves

· Retained earnings

· Minority interest



	Tier 2

· Cumulative changes in fair value

· Deductions for associates
	Tier 2

· Donated land reserve


The difference may lie in the fact that Dubai Islamic bank includes additional items in Tier 1 consisting of other reserves (Donated land reserve + exchange translation reserve) and proposed bonus share minus goodwill. However, Tier 1 is the core capital of the bank which should be permanently and free available to absorb losses without being hurt. This is not in line with including proposed dividends, as this probably would be issued during the year. In this paper only the donated land reserve is included as Tier 2. Donated land reserve belongs to Tier 2 capital as it is a real estate which will be used in absorbing losses only if it is necessary after tier one capital has been totally used. 

 Due to the positive balance from the additional Tier 1 items, the total Tier 1 capital in CAR of the published ratio is larger, while on the other side the net Tier 2 capital of the published ratio is negative. So it is uncertain whether the definition of capital contributed to the difference. After correcting the definition of capital, we will look to which extent the definition of capital used by the DIB will change the size of the capital from the years 2002 until 2005.

Table 9.7   After correcting the capital according to the methodology used by DIB the capital, the size of Tier and Tier 2 looks as follows:

	 
	2002
	2003
	2004
	2005

	Cap 1A
	1,482,508
	1,552,448
	2,687,429
	3,232,531

	Cap 2b
	1,578,417
	1,743,081
	2,613,863
	3,411,064

	Difference 
	-95,909
	-190,633
	73,566
	-178,533

	
	
	
	
	


A Cap 1 is the total capital based on the methodology used in this paper. B Cap 2 is the capital defined as mentioned by DIB. 

Defining the capital according to the methodology of DIB, shows us that the total capital for the years 2002, 2003 and 2005 are slightly larger than the calculated capital. After knowing the size of the capital (nominator) and the published ratios the RWA represents the following divergence;

Table 9.8
	
	2002
	2003
	2004

	rwa1 
	10.719.508
	12.214.382
	21.028.395

	rwa2
	15.177.086
	17.258.227
	19.361.948

	difference
	-4.457.578
	-5.043.845
	1.666.447


Rwa1 is the denominator in the CAR used in this paper while raw 2 may be the denominator of DIB.

 For the years 2002 and 2003 the published ratios were below the CARs computed in this paper.  The contribution of another definition of capital was not significant while the divergence in the RWA is huge. For 2004 the calculated ratio was slightly less than the published ratio, in which the calculated RWA is higher than what may be used by the DIB. This implies that the divergence of the CARs result from the way in which the RWA is calculated and the assumptions made. It could be the case that DIB has included the RWA funded with PSIA. 

 9.3.3 CAR development 
Analyzing the trend of the CAR- ratio (see figure 9.9), it is notable that the ratio has decreased over the mentioned years.  

Figure 9.9
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Figure 9.9 represents the sharp decrease in the CAR between 2004-2005. As one can perceive in the tables above, the capital shows a relative small increase while the rise in RWA contributes directly to decline in the CAR due to the magnitude of its size. The components of the CAR for the mentioned years are shown in table 9.10. At first glance one can notice that both the capital as the share of the PSIA in the total equity and liability has not changed significantly.  On the other hand the RWA, has increased almost 1.5 times in a year with ADD 19mln .The next step is to explore the change in the risk-weighted asset in these years. 

Table 9.10
	 
	2004
	2005

	 
	
	 

	Tier 1
	2,402,728
	2,945,580

	Tier 2
	284,701
	286,951

	PSIA
	57%
	57%

	RWA 
	21.028.395


	39.903.154




	CAR formula =
	Tier 1+Tier 2
	
	 

	 
	Total RWA- (PSIA*(Total RWA- RWA opera.risk))


Table 9.11
 provides the relative changes in the RWA. During 2004 and 2005. It is remarkable that despite the relative unchanged size of capital, some RWA has at least doubled in one year. These items which has contributed to this increase are balances and deposits with banks, real estate murabaha and musharaka in buildings, Investment in Securities (Sukuk) and the off-balance sheet items (letters of guarantee and letters of credit). Those items contribute for ADD14 mln to the difference of 19mln.
 The fact that balances and deposits has increased with 267% reflects the limited availability of Shari’ah compliant money market instruments. As mentioned earlier, the IAH can withdraw their money at a short notice combined with the accrued profit, and this large share of deposits with other banks is a way to invest their funds in a liquid way.  

The huge increase in the real estate sector is to be expected in Dubai. To be Shari’ah complaint the financial transaction must be asset-backed, which exposes Islamic banks highly to real estate and construction projects. DIB has started taking a leading role in financing infrastructure projects and provides facilities to major local and regional construction companies. The total financing and investing assets has risen by 46% in 2005 compared to 2004
. 

The investments in Sukuk have increased further in 2005 because this market is a significant source of funding for regional development. For instance in 2005 DIB has acted as lead manager for Emirates and the first airline sukuk bond is issued
. Dubai Islamic bank has started an aggressive expansion strategy, both on local and international level. Besides entering new markets or forming partnerships with leading institutions, the aim was also contributing to the business development within the UAE and other regions. To this end they have expand their credit facilities, and enabled the importers to use trade instruments like  letters of credit  and bank guarantees which  may be a part of the strategy to achieve the aim.

A deeper look in the development of the components of the CAR, the capital and RWA provides interesting results. 

Figure 9.12
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Figure 9.13
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The remarkable result is that since 2003 both the capital and the RWA have increased enormously. But the CAR remains slightly the same, as the components should have augmented proportionally. What may be the cause of this surge?  

There may lay the several reasons behind the rapid growth since 2003. First of all the role of IFSB (Islamic financial services board) in the global Islamic finance industry may not be underestimated. The IFSB board, an international standards setting body established in Malaysia, is officially launched in November 2002, but started its operations in March 2003. The aim was to ensure the soundness and the stability of the Islamic finance industry which may promote the popularity and safety of Shari’ah compliant financial market. The indication for the increased customer confidence may be the recorded high growth of customer deposits with 26% in 2004 compared to 2003.
 A second rationale may be the fact that the investors are more aware of the Shari’ah compliant alternatives as there are much more than only Islamic saving accounts or Islamic mortgage. Raising this awareness is partly due to the successful marketing strategies of the Islamic banks. Besides Islamic banks also some Western banks increase the feasibility of the Islamic Financial products by providing at in their markets. Finally the international recognition from one of the prestigious magazines like “Euro money” has ranked Dubai Islamic Bank in 2004 as the world top Islamic lead manager which may has promoted its reputation. 

Third, OPEC has succeeded in raising the oil prices in the period 2000-2004 partly because the limitations set on the oil production
. Both the government which is the main investor in the DIB as the Muslim investors may have contributed to the asset growth thanks to the increase in oil prices.

Furthermore, after 11 September 2001 huge amounts of oil money that was previously deposited in United States, Britain and Switzerland, was later transferred closer to home. According to the article published in New York Times
, $800 billion of money has moved from US and Europe to other regions. These investments have spurred an economic revival in the Muslim world which may have expanded the demand for Shari’ah compliant financial products. 

Last but not least, the Sukuk market has increased enormously since it’s entrance. DIB started its operations in 2004 as lead manager of the largest Ijara Sukuk issue of $ 1billion at that time. While issuing a bond is a promise to repay the debt, the Ijara Sukuk issue represents partly ownership in the underlying asset. 

9.4 Implications of Pillar 1 for Islamic Banking

Now we have calculated and analysed the trend of the CAR for Dubai Islamic bank, some remarks can be made with respect to imposing Pillar 1 on Islamic banks in general. 

Both the level and the implication of capital adequacy for Islamic banks depend in which way one deals with the unrestricted profit sharing accounts. 
Before the several possibilities to treat the PSIAH will pass the revue, it is important to note that the size of profit sharing investment accounts may be benevolent for shareholders as they can increase their profit without increasing their equity level or incurring extra risk. Namely, Islamic banks invest unrestricted investment accounts on behalf of their owners, and for its role as asset manager it demands management fees, which is a main source of revenue for Islamic banks. The equity holders receive a part of these profits at no cost because these PSIAH bears their own risk. This implies that shareholders have the incentive to increase these deposits both in size and share and remain their equity level at a minimum level to run less risk of default. Ceteris paribus this means that investments funded with PSIA accounts increases the profit share for shareholders at no extra financial risk which results in risk shifting. However, the size of equity (common shares and any reserves) becomes a concern to Islamic banks. The degree of this concern depends in which way one deals with these PSIA in the CAR calculation. 

Following the IFSB guidelines, as it has done in the case study, the investments funded with PSIA should be deducted from RWA. This way of dealing, encourages Islamic banks to increase the investment accounts because more investments funded with PSIA decreases the total RWA and increases the CAR (ceteris paribus). This deduction also compensates the bank for assets that are assigned a higher risk weight
. The banks are encouraged to increase their PSIA instead of increasing their equity capital or trend toward less riskier asset, to meet their capital adequacy requirement. However, the concern about the level of equity may be less relevant because the Basel II stipulates the minimum level of the core capital which should be met. This is the most advantageous way for Islamic banks because the CAR measure is increased and the profit for shareholders is realized without exposure to financial risk.

Another treatment of the PSIA which has more or less the same implications as the IFSB guidelines is classifying the PSIA as core capital. This method also helps Islamic banks to comply with the Basel II Accord. Including PSIA deposits in the capital increases the CAR measure and reaps the benefits of PSIA financing.  However, the CAR becomes very high, and may give a false picture of the capacity of the bank to absorb losses because PSIA lies somewhere between equity and liability. Moreover, investment accounts cannot be classified as core capital because these deposits are immediately callable, are not guaranteed and have no voting rights.
 It is also possible to exclude PSIA from both the capital and RWA. Having in mind that PSIAs are of substantial size, its exclusion implies that the CAR of an Islamic bank may turn out to be lower than required. A possibility to meet the capital adequacy requirement may be increasing equity capital or allocate the assets in favour of lower risk weights. However, given the nature of the most prevalent investment, it is difficult to assign a low risk weight as it is often directed toward the private sector. For Islamic banks this means that they have no incentives to expand their PSIA’s. 
As it has become clear from the previous parts, a main advantage of Islamic banks over their conventional peers is that that IFI are in theory less exposed to ALM risk because of the ‘pass-through’ mechanism. So, any negative shock can be absorbed by the PSIAH while in the conventional banking the depositors have a fixed claim on the assets’ return irrespective of the profitability on the asset side. This means that Islamic banks have a comparative advantage in bad periods.
 

Moreover, taken into account other characteristics of Islamic banking, the adequate regulatory capital may be higher than their conventional peers. Nevertheless, my view is that Islamic banks should exceed the minimum CAR level. An explanation follows;

The Basel II Accord is developed to cater the risks for conventional banks and deals thus only with the credit, market and operational risk. The mentioned risks are highly present in Islamic banks (see table 5.1), but besides these risks, there are other exposures of high importance which are not dealt under the current regulations (e.g. displaced commercial risk, fiduciary risk). Islamic banks are also highly exposed to liquidity risk due to lack of Shari’ah compliant money markets and the lack of lender of last resort. The majority of the Islamic banks operate in less developed markets in which the money market and interbank market not exist and the lender of last resort modes is limited available
. While there is some improvement, Islamic banks should keep liquidity levels that are higher than conventional banks. Other concern which poses Islamic banks to high risk are the limited diversification, both in assets and in assets and in geographies (see chapter 4.2).
Under the current international regulation banks are able to reduce the regulatory capital if they use effective hedging techniques to mitigate the risk exposure. Islamic banks cannot take this advantage as the Shari’ah compliant hedging techniques are in their infancy. 
Another concern of Islamic banking is that it gives rise to moral hazard problem both on the asset and liability side. The PSIAH bear all the losses, while the profits are shared with the bank. This induces serious moral hazards problems as the bank may have the incentive to underreport the profits. Hence, Islamic banks need more stringent supervision than their counterparts. 

To recapitulate, due to risk exposures arising from the nature of Islamic banking, the monitoring and diversification problems, the CAR for Islamic banks should exceed the capital adequacy of their conventional peers. Higher capital will promote the confidence which is of high necessity for Islamic banks to be accepted within the International financial markets.
.  

X Conclusion and Recommendations 
The Shari’ah prohibits, among other things, the receipt and payment of interest and speculation in the financial system. With respect to the use of options there are some conservative scholars who strictly disapprove the use of it, while other scholars stretch the Islamic law in order to justify the use of the options. A simple example shows us that the stock, of which the applicability is unanimous agreed, can be replicated by a combination of call and put options. This paper shows that in a complete market the possibility exists to replicate a conventional zero-coupon bond with instruments which are in use in Islamic banking. One wonders the effectiveness of these prohibitions. However due to the fact that these prohibitions have ever been prevalent in Judaism and Christianity, there could be some mismatch in the translation of the religion into the economic practice. 

 
Unlike traditional banking, which is involved in the business of lending and borrowing money, Islamic banks mobilize funds on basis of profit sharing investment accounts.  

The rapid growth of Islamic banks, both in size and in number, shows the call for developing measures to regulate and control their operations. One of the main international regulations to safeguard the bank solvency and the overall economic stability is the development of the Basel II Accord. 

The Basel II Accord sets the minimum capital adequacy ratio to ensure that the bank holds sufficient capital reserves appropriate to the risks the bank is exposed to. The capital is related to total assets which are weighted by their risk exposure. 

Islamic banks have unique products and different balance sheet structure that bring different risks and require a unique risk measurement and capital adequacy measure. Compliance with the international standards is important for Islamic banks as a failure of one Islamic bank may trigger other failures and cause systemic risk, thereby damaging the Islamic banking sector which is in their infancy. Also in order to receive international recognition, compliance with Basel II Accord is one of the main criteria. 

However, the proposed CAR ratio does not cater for the unique risks the Islamic banks are exposed to and characteristics of their investment accounts through which Islamic banks mobilize their funds. Both the Islamic Financial Serviced Board (IFSB) and Accounting & Auditing Organization for Islamic Financial Institutions (AAOIFI) have developed a framework that complements the Basel II Accord. The challenging part is how to treat these profit sharing investment accounts in the CAR measure. It is important to note that the way in which the bank deals with these investment accounts impact both the level of the CAR measure as well as the implications for Islamic banks. 

In the case study, the implications of the IFSB guidelines are discussed for Dubai Islamic Bank in the GCC region. Due to the lack of information provided in the Annual reports of the DIB, assumptions have been made in order to assess the credit and market exposure. The result is that the bank is well capitalized for the years 2001-2005
 and exceeds the minimum level of capital adequacy stipulated in the Basel II Accord. The resulting capital adequacy ratios also exceed the required minimum level imposed by the Central Bank of UAE. 

 
However the results should be cautious interpreted. The IFSB guidelines deal with the unrestricted investment accounts by deducting it from the risk weighted asset. This way of dealing ensures that the bank can meet the CAR measure because investments funded with PSIA decreases the total RWA and increases the capital adequacy ratio. The way in which IFSB deals with the unrestricted profit sharing accounts is a profitable way for Islamic banks as both the CAR is easily met or increased and the profit for shareholders is realized without incurring any financial risk, which results in risk shifting. The shareholders earn besides the profit generated from their equity funds also a substantial amount due the banks role as asset manager by investing the profit sharing accounts. Ceteris paribus this means that investments funded with PSIA accounts increases the profit share for shareholders at no extra financial risk. This all implies that banks following the IFSB guidelines will pursue an aggressive strategy to expand their PSIA’s both in level and share. However a point of concern is the level of equity because shareholders can increase simply their profit without increasing their equity level or incurring extra risk as the PSIAH’s bear their own risk. This problem may be less severe because the Basel II Accord requires a certain level of capital by imposing restrictions on the Tiers which should exceed a certain percentage. 
The capital adequacy ratio may differ among banks if they treat the profit sharing investment accounts in another way than it is proposed under the IFSB guidelines. According to some scholars, including PSIA in the core capital is another possibility as these investment accounts bear risk in part comparable to equity capital. This method will cause a surge in CAR measure as these funds in general consist of a significant size. This may encourage the bank to expand the share and level of PSIA’s and reaps the benefits of PSIA financing. However, the resulting high capital ratio may mislead us because PSIA’s does not belong for 100% to equity, and is not permanent available to absorb losses. Excluding the unrestricted investment accounts both from the capital and the risk weighted asset cause problems in meeting the capital requirement. The banks are encouraged to either increase their equity level or invest the assets into lower risk weights. The latter may be problematic as the banks use often sale- and trade based contracts which are directed towards the private sector and attains a higher risk weight. 

It should be better for Islamic banks to exceed the stipulated minimum level of capital adequacy and have higher adequate regulatory capital than their conventional peers due to the following reasons.

Theoretically Islamic banks have a comparative advantage over their conventional peers as they provide more stability due to the pass through mechanism. Any shock in the returns on the asset side is absorbed by the investment depositors. However this advantage is neutralized because on the asset side there is a trend towards other modes of financing and due to the displaced commercial risk the banks pay the investment accountholders a competitive return, even in case of losses, at the expense of their equity. 

The absence of interest does not mean that Islamic banks have lower risk exposures than their conventional parts. Like conventional banks, IFI’s incur credit, market and operational risk.

The nature of the Islamic financial contracts as well as the poor enforceability of the contracts poses Islamic banks to serious levels of credit risks.  Islamic banks also face also substantial market exposure because Islamic financing activities are commonly backed by real assets. The market risk is measured both in the trading book and in the banking book which may increase the total market risk weighted assets. Furthermore, operational risk is one of the most important risk exposures’ for Islamic banks due the  poor development of the legal environment, monitoring issues and Shari’ah compliance risk. In contrary, banks also incur specific risks that are unique to Islamic banking which are not addressed under the current regulations. Fiduciary risk is related to the Mudaraba contract and makes the bank liable for losses in case of mismanagement of investor’s funds, negligence or breach of the contract due to the non-compliance with Shari’ah. Another type of risk is a form of business risk, known as displaced commercial risk. This can be defined as the risk of deteriorating of the shareholders’ return to prevent withdrawals. 

Furthermore, IFI are highly fragmented, concentrated and are relatively small compared with conventional banks which result in less opportunities to gain from diversification.

 Finally, Islamic banks have serious problems in maintaining liquidity because there is lack of Shari’ah compliant money market as well as lender of last resort facilities due to the underdeveloped markets in which most of them operate. 

In other words, higher capital adequacy is necessary due to substantial exposure to risks dealt under the Accord as well as the specific risks not addressed under the current regulations, the less diversified investment portfolios, monitoring and disciplining problems, weak enforceable contracts and significant liquidity concerns. 

The challenges the IFIs face are developing liquid money market instruments to reduce its exposure to liquidity risk. Another interesting area is the development of shariah compliant derivatives.  While Islamic banks are less exposed to hedging risk due to the lack of shariah compliant derivatives, they are not able to reduce the regulatory capital by using effectively hedging techniques. 

A common believe is that large banks will benefit from the Basel II Accord as they are able to introduce sophisticated risk management approaches which will reduce the level of the regulatory capital. Islamic banks are relatively small compared with their counterparts and may not be able to use these advanced techniques to mitigate their risk exposure. Besides the fact that Islamic banks can be classified as small, they also face a significant data problem which hinders these small sized banks to implement more advanced risk measurement techniques. This problem may be solved by pooling the national data to enhance the quantity of loss data. However, it is doubtful whether this action can be realized in practice as collecting and combining data on multinational level requires disclosure of sensitive information. A challenge is to adopt advanced risk measurement techniques to measure the CAR, which is also encouraged by the Basel II Accord.  
The following topics may be interesting for further research. One could take into account the use of hedging techniques, figuring out how to measure Shari’ah compliance risk as well as considering the impact of more advanced risk management techniques on the calculation of the adequate regulatory capital.  It is also challenging to apply Pillar 2 on Islamic banks and deal with the supervisory issue regarding the moral hazard problems. Another topic which may be fascinating is the replication of a conventional bond with Islamic financial products in the incomplete markets.
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	Annex Glossary of Arabic Terms

Amana

(Demand deposits)


	Deposits held at the bank for safekeeping

purpose. They are guaranteed in capital

value, and earn no return.



	Bay mu’ajal

(Pre-delivery, deferred payment)


	The seller can sell a product on the basis of

a deferred payment, in installments or in a

lump sum. The price of the product is

agreed upon between the buyer and the

seller at the time of the sale, and cannot

include any charges for deferring payment.



	Fiqh

(Islamic jurisprudence)


	It refers to Islamic jurisprudence that

covers all aspects of life: religious,

political, social and economic. Fiqh is

mainly based on interpretations of the

Qur’an and Sunna (sayings and deeds of

the prophet).



	Ijara

(Lease, lease purchase)


	A party leases a particular product for a

specific sum and a specific time period. In

the case of a lease purchase, each payment

includes a portion that goes toward the

final purchase and transfer of ownership of

the product.



	Istisna

(Deferred payment, deferred delivery)


	A manufacturer (contractor) agrees to

produce (build) and to deliver a certain

good (or premise) at a given price on a

given date in the future. The price does not

have to be paid in advance (in contrast to

bay salam). It may be paid in installments

or part may be paid in advance while the

balance to be paid later on, based on the

preferences of the parties.



	Mudaraba

(Trustee finance contract)


	Rabb -ul- mal (capital’ s owner) provides

the entire capital needed to finance a

project while the entrepreneur offers his

labor and expertise. Profits are shared

between them at a certain fixed ratio,

whereas financial losses are exclusively

borne by rabb -ul- mal. The liability of the

entrepreneur is limited only to his time and

effort.



	Murabaha

(Mark–up financing)


	The seller informs the buyer of his cost of

acquiring or producing a specified product.

The profit margin is then negotiated

between them. The total cost is usually

paid in installments.

	Musharaka

(Equity participation)

.


	The bank enters into an equity partnership

agreement with one or more partners to

jointly finance an investment project.

Profits (and losses) are shared strictly in

relation to the respective capital

contributions

	Qard Hassana

(Beneficence loans)


	These are zero – return loans that the

Qur’an encourages Muslims to make to the

needy. Banks are allowed to charge

borrowers a service fee to cover the

administrative expenses of handling the

loan. The fee should not be related to the

loan amount or maturity.



	Shariah

(Islamic Law)


	The Islamic Law extracted from the Qur’an

and Sunna (sayings & deeds of the

Prophet)



	Wikala 

	An Agency contract which may include in

its terms a fee for the agent. Same contract

can also be used to give a power of

attorney to someone to represent another’s

interests.



	Zakat 

	Religious tax to be deducted from wealth to

be paid to the needy.




Sources: Archer & Ahmed (2003), Chapra & Ahmed (2002) and Errico & Farrahbaksh
Appendix A Table 9.1 CAR 2002

	Credit Risk
	Amount 
	 
	 Risk weight
	Capital charge

	 
	
	 
	 
	 

	Cash and balances with Central Banks
	1.046.782
	 
	 
	 

	cash in hand
	
	125.280
	0%
	0

	balances with central banks 
	
	921.502
	20%
	184.300

	 
	
	 
	 
	 

	Balances and deposits with banks
	252.164
	 
	 
	 

	< three months deposits 
	
	86.512
	20%
	17.302

	> three months deposits
	
	165.652
	50%
	82826

	 
	
	 
	 
	 

	International murabahat, short term
	6.111.542
	 
	 
	 

	< three months deposits 
	
	6.111.542
	20%
	1222308,4

	> three months deposits
	
	0
	50%
	0

	 
	
	 
	 
	 

	Financing activities
	
	 
	 
	 

	 
	
	 
	 
	 

	(1) Commodities and Vehicles Murabahat
	3.277.956
	 
	 
	 

	     To goverment 
	
	476.320
	20%
	95.264

	     To corporate 
	
	1.518.001
	100%
	1.518.001

	     To retail 
	
	1.283.635
	75%
	962.726

	 
	
	 
	 
	 

	(2) International Murabahat
	
	 
	 
	 

	     To Goverment
	
	124.278
	20%
	24.856

	     To Corporate
	
	396.067
	100%
	396.067

	     To Financial institutions 
	
	334.918
	20%
	66.984

	 
	
	 
	 
	 

	(3) Real estate murabahat
	659.031
	 
	 
	 

	     Commercial Sector 50%
	
	329.516
	100%
	329.516

	     Residential sector 50%
	
	329.516
	35%
	115.330

	 
	
	 
	 
	 

	(4) IStisnaa
	
	21.001.096
	100%
	0

	 
	
	 
	 
	 

	(5) Ijara
	
	 
	 
	 

	      To real estate
	 
	 
	 
	 

	          Commercial sector  25%
	
	 
	100%
	0

	           Residential sector  75%
	 
	 
	35%
	0

	     To corporate
	449.394
	 
	100%
	449.394

	     To retail 
	173.144
	 
	75%
	129.858

	 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Investing activities
	 
	 
	 
	 

	 
	 
	 
	 
	 

	(1) Mudarabat
	639.473
	 
	135%
	863.289

	(2) Musharakat
	1.067.147
	 
	 
	 

	         Commercial sector 25%
	 
	266.787
	100%
	266.787

	         Residential sector  75%
	 
	800.360
	35%
	280.126

	(3) Wakalat 
	616.297
	 
	100%
	616.297

	 
	 
	 
	 
	 

	Investment in securities 
	 
	 
	 
	 

	(1) held to maturity -sukuk-
	 
	 
	20%
	0

	(2) Investmnt in associates
	 
	 
	100%
	0

	OFF-Balance sheet Items
	
	Conv factor
	 
	 

	 
	
	 
	 
	 

	(1) Total Guarantees
	923.536
	 
	 
	 

	< 1 year
	461.768
	20%
	100%
	92.354

	> 1 year
	461.768
	50%
	100%
	230.884

	(2) Total letters of credit 
	714.827
	20%
	100%
	142.965

	 
	 
	 
	 
	 

	Total Credit risk weighted Asset
	 
	 
	 
	8.087.434

	 
	 
	 
	 
	 

	Market risk
	Amount 
	 
	 Risk weight
	Capital charge

	 
	
	 
	 
	 

	(1) Equity riks
	
	 
	 
	 

	     Specific riks
	
	 
	 
	 

	                        available for sale
	
	 
	 
	 

	                        (a) quoted securities
	121.496
	 
	4%
	4.860

	                        (b) unquoted securities
	113.219
	 
	4%
	4.529

	 
	
	 
	 
	 

	     general market riks
	
	 
	 
	 

	                        available for sale
	
	 
	 
	 

	                        (a) quoted securities
	121.496
	 
	8%
	9.720

	                        (b) unquoted securities
	113.219
	 
	8%
	9.058

	 
	
	 
	 
	 

	 (2) Price risk
	
	 
	 
	 

	                        Istisnaa price riks 
	1.746.753
	 
	8%
	139.740

	 
	
	 
	 
	 

	(3) Commodity riks
	
	 
	 
	 

	      International murabahat
	855.264
	 
	 
	 

	               price risk Int. Murabahat
	
	 
	15%
	128.290

	               basis riks and Forward gap risk
	
	 
	3%
	25.658

	     Commidties and Vehicles murabahat 
	3.277.956
	 
	 
	 

	              To goverment 
	
	476.320
	15%
	71.448

	              To corporate 
	
	1.518.001
	15%
	227.700

	              To retail 
	
	1.283.635
	15%
	192.545

	 
	
	 
	 
	 

	(4) Foreign exchange risk
	
	 
	 
	 

	open position in US dollars and Riyals
	8.258.000
	 
	8%
	660.640

	 
	
	 
	 
	 

	Total mark risk weighted assets
	 
	 
	 
	1.474.187

	market risk capital charge 12.5 
	 
	 
	 
	18.427.337

	 
	 
	 
	 
	 

	Operational risk
	 
	 
	 
	 

	average gross income of three years
	215.674
	 
	15%
	32.351

	 
	 
	 
	 
	 

	Operational risk capital charge 12.5 
	 
	 
	 
	404.389

	
	
	
	
	

	Total RWA ( credit+market+operational risk)
	 
	 
	 
	26.919.160

	Required capital 8%
	 
	 
	8%
	2.153.533

	
	
	
	
	

	capital calculation
	 
	 
	 
	 

	
	
	
	
	

	
	
	
	
	

	Tier 1
	
	
	
	

	share capital
	1.000.000
	
	
	

	statutory reserevs 
	56.017
	
	
	

	treasury shares
	0
	
	
	

	retained earnings
	3.268
	
	
	

	minority interest
	8.522
	
	
	

	general reserve 
	130.000
	
	
	

	Total tier 1
	1.197.807
	
	
	

	
	
	
	
	

	Tier 2
	
	
	
	

	donated land reserve
	284.701
	
	
	

	
	
	
	
	

	Total tier 2
	284.701
	
	
	

	
	
	
	
	

	Total capital (tier 1+tier2)
	1.482.508
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	Total liabilities and equity
	19.597.790
	
	
	

	Investment account
	11.974.146
	
	
	

	           customer investment deposits
	
	11.660.201
	
	

	           profit equalization deposit
	
	90.098
	
	

	           banks investment deposits 
	
	223.847
	
	

	current accounts and equity
	
	7.623.644
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	CAR RATIO:           
	
	
	
	

	 Tier 1+ Tier 2/( RWA- PSIA*RWA)
	13,83%
	
	
	

	required capital 0.1(RWA-PSIA*RWA)
	1.071.877
	
	
	

	excess capital
	410.631
	
	
	

	
	
	
	
	


Appendix A Table 9.1.1 Year 2002

	Financing and Investing activities
	
	
	
	

	
	
	
	
	
	

	Financing activities 
	 
	 
	 
	 

	
	 
	amount 
	% of total
	Deferred income
	Net Financing activities

	1
	Murabahat
	
	
	
	

	
	Commodities Murabahat
	2.509.509
	26,3%
	512.592
	1.996.917

	
	International Murabahat
	1.074.803
	11,3%
	219.539
	855.264

	
	Vehicles Murabahat
	1.609.871
	16,9%
	328.832
	1.281.039

	
	Real estate Murabahat
	828.199
	8,7%
	169.168
	659.031

	
	Total Murabahat 
	6.022.382
	
	
	4.792.251

	
	
	
	
	
	

	2
	Istisna
	2.639.189
	27,7%
	539.080
	2.100.109

	
	 less contracts +urbun
	
	
	353.356
	1.746.753

	
	
	
	
	
	

	3
	Ijara
	782.338
	8,2%
	159.800
	622.538

	4
	Others 
	80.932
	0,8%
	16.531
	64.401

	
	Total Financing assets
	9.524.841
	100%
	1.945.543
	7.225.942

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	Investing activities
	 
	 
	 
	 

	
	 
	amount 
	% of total
	Provisions
	Net Investing activities

	
	
	
	
	
	

	
	
	
	
	
	

	1
	Musharakat in buildings
	1.091.217
	46%
	24.070
	1.067.147

	2
	Mudarabat
	653.897
	28%
	14.424
	639.473

	3
	Wakalat
	630.198
	27%
	13.901
	616.297

	
	Total investing assets
	2.375.312
	100%
	52.395
	2.322.917

	
	
	
	
	
	

	
	Total Financing and Investing assets
	11.900.153
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	Total Financing and Investing by industry groups
	 
	 

	
	 
	amount 
	% of total
	Prov.+ deferred Inc
	Net Investing & Finaning activities

	1
	Financial insititutions
	171.925
	1%
	27.552
	144.373

	2
	Real estate
	5.347.175
	43%
	856.927
	4.490.248

	3
	Trade
	2.474.893
	20%
	396.621
	2.078.272

	4
	Goverment
	649.976
	5%
	104.164
	545.812

	5
	Manufacturing and services
	2.071.433
	17%
	331.963
	1.739.470

	6
	Personal Financing and others
	1.751.622
	14%
	280.711
	1.470.911

	
	Total Finan & Inv assets
	12.467.024
	100%
	1.997.938
	10.469.086

	
	
	
	
	
	

	
	
	
	
	
	

	
	Sector financing physical assets Murabahat
	 
	 

	
	 
	amount 
	% of total
	Pysical Murabahat sector share

	
	Sector financing
	
	
	
	

	
	Goverment
	649.976
	15%
	476.320
	

	
	Corporate (Manufacturing)
	2.071.433
	46%
	1.518.001
	

	
	Retail (Personal Financing)
	1.751.622
	39%
	1.283.635
	

	
	Total 
	4.473.031
	100%
	3.277.956
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	Sector Financing International murabahat 
	 
	 

	
	 
	amount 
	% of total
	Intern. Murabhat sector share

	
	Sector financing
	
	
	
	

	
	Goverment
	649.976
	15%
	124.278
	

	
	Corporate( Manufacturing)
	2.071.433
	46%
	396.067
	

	
	Financial institutions 
	1.751.622
	39%
	334.918
	

	
	Total
	4.473.031
	100%
	855.264
	

	
	
	
	
	
	

	
	Sector financing Ijara
	 
	 
	 
	 

	
	 
	amount 
	% of total
	Ijara sector share
	 

	
	Corporate(Trade+Manufacturing)
	4.546.326
	72%
	449.394
	

	
	Retail(Personal financing)
	1.751.622
	28%
	173.144
	

	
	Total
	6.297.948
	100%
	622.538
	


	Total Physical assets Murabahat

	Commodities Murabahat 
	1.996.917

	Vehicles Murabahat 
	 
	1.281.039

	
	
	
	3.277.956

	International Murabahat 
	 

	
	
	
	855.264

	
	
	
	

	Net Ijara Finaning
	 
	 

	Ijara
	
	
	622.538

	
	
	
	622.538


Appendix B Table 9.2 CAR 2003

	Credit Risk
	Amount 
	 
	 Risk weight
	Capital charge

	 
	
	 
	 
	 

	Cash and balances with Central Banks
	1.244.775
	 
	 
	 

	cash in hand
	
	183.968
	0%
	0

	balances with central banks 
	
	1.060.807
	20%
	212.161

	 
	
	 
	 
	 

	Balances and deposits with banks
	139.892
	 
	 
	 

	< three months deposits 
	
	38.319
	20%
	7.664

	> three months deposits
	
	101.573
	50%
	50786,5

	 
	
	 
	 
	 

	International murabahat, short term
	6.949.435
	 
	 
	 

	< three months deposits 
	
	6.949.435
	20%
	1389887

	> three months deposits
	
	0
	50%
	0

	 
	
	 
	 
	 

	Financing activities
	
	 
	 
	 

	 
	
	 
	 
	 

	(1) Commodities and Vehicles Murabahat
	3.772.967
	 
	 
	 

	     To goverment 
	
	465.551
	20%
	93.110

	     To corporate 
	
	1.882.252
	100%
	1.882.252

	     To retail 
	
	1.425.164
	75%
	1.068.873

	 
	
	 
	 
	 

	(2) International Murabahat
	993.604
	 
	 
	 

	     To Goverment
	
	182.703
	20%
	36.541

	     To Corporate
	
	738.677
	100%
	738.677

	     To Financial institutions 
	
	72.224
	20%
	14.445

	 
	
	 
	 
	 

	(3) Real estate murabahat
	722.077
	 
	 
	 

	     Commercial Sector 50%
	
	361.039
	100%
	361.039

	     Residential sector 50%
	
	361.039
	35%
	126.363

	 
	
	 
	 
	 

	(4) IStisnaa
	1.590.537
	
	100%
	1.590.537

	 
	
	 
	 
	 

	(5) Ijara
	1.619.859
	 
	 
	 

	      To real estate
	980.834
	 
	 
	 

	          Commercial sector  25%
	
	245.209
	100%
	245.209

	           Residential sector  75%
	 
	735.626
	35%
	257.469

	     To corporate
	452.239
	 
	100%
	452.239

	     To retail 
	186.786
	 
	75%
	140.090

	 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Investing activities
	 
	 
	 
	 

	 
	 
	 
	 
	 

	(1) Mudarabat
	926.964
	 
	135%
	1.251.401

	(2) Musharakat
	1.260.462
	 
	 
	 

	         Commercial sector 25%
	 
	315.116
	100%
	315.116

	         Residential sector  75%
	 
	945.347
	35%
	330.871

	(3) Wakalat 
	478.462
	 
	100%
	478.462

	 
	 
	 
	 
	 

	Investment in securities 
	 
	 
	 
	 

	(1) held to maturity -sukuk-
	0
	 
	20%
	0

	(2) Investmnt in associates
	40.633
	 
	100%
	40.633

	 
	 
	 
	 
	 

	 
	
	 
	 
	 

	OFF-Balance sheet Items
	
	Conv factor
	 
	 

	 
	
	 
	 
	 

	(1) Total Guarantees
	953.083
	 
	 
	 

	< 1 year
	476.541
	20%
	100%
	95.308

	> 1 year
	476.541
	50%
	100%
	238.271

	(2) Total letters of credit 
	607.751
	20%
	100%
	121.550

	 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Total Credit risk weighted Asset
	 
	 
	 
	11.538.953

	 
	
	 
	 
	 

	 
	 
	 
	 
	 

	Market risk
	Amount 
	 
	 Risk weight
	Capital charge

	 
	
	 
	 
	 

	(1) Equity riks
	
	 
	 
	 

	     Specific riks
	
	 
	 
	 

	                        available for sale
	
	 
	 
	 

	                        (a) quoted securities
	131.611
	 
	4%
	5.264

	                        (b) unquoted securities
	94.819
	 
	4%
	3.793

	 
	
	 
	 
	 

	     general market riks
	
	 
	 
	 

	                        available for sale
	
	 
	 
	 

	                        (a) quoted securities
	131.611
	 
	8%
	10.529

	                        (b) unquoted securities
	94.819
	 
	8%
	7.586

	 
	
	 
	 
	 

	 (2) Price risk
	
	 
	 
	 

	                        Istisnaa price riks 
	1.590.537
	 
	8%
	127.243

	 
	
	 
	 
	 

	(3) Commodity riks
	
	 
	 
	 

	      International murabahat
	993.604
	 
	 
	 

	               price risk Int. Murabahat
	
	 
	15%
	149.041

	               basis riks and Forward gap risk
	
	 
	3%
	29.808

	     Commidties and Vehicles murabahat 
	3.772.967
	 
	 
	 

	              To goverment 
	
	465.551
	15%
	69.833

	              To corporate 
	
	1.882.252
	15%
	282.338

	              To retail 
	
	1.425.164
	15%
	213.775

	 
	
	 
	 
	 

	(4) Foreign exchange risk
	
	 
	 
	 

	open position in US dollars and Riyals
	6.303.000
	 
	8%
	504240

	 
	
	 
	 
	 

	Total mark risk weighted assets
	 
	 
	 
	1.403.448

	market risk capital charge 12.5 
	 
	 
	 
	17.543.104

	
	
	
	
	

	 
	 
	 
	 
	 

	Operational risk
	 
	 
	 
	 

	average gross income of three years
	236.789
	 
	15%
	35.518

	 
	 
	 
	 
	 

	Operational risk capital charge 12.5 
	 
	 
	 
	443.979

	
	
	
	
	

	 
	 
	 
	 
	 

	Total RWA ( credit+market+operational risk)
	 
	 
	 
	29.526.037

	Required capital 8%
	 
	 
	8%
	2.362.083

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	capital calculation
	 
	 
	 
	 

	
	
	
	
	

	
	
	
	
	

	Tier 1
	
	
	
	

	share capital
	1.000.000
	
	
	

	statutory reserevs 
	79.463
	
	
	

	treasury shares
	0
	
	
	

	retained earnings
	4.016
	
	
	

	minority interest
	4.268
	
	
	

	general reserve 
	180.000
	
	
	

	Total tier 1
	1.267.747
	
	
	

	
	
	
	
	

	Tier 2
	
	
	
	

	donated land reserve
	284.701
	
	
	

	
	
	
	
	

	Total tier 2
	284.701
	
	
	

	
	
	
	
	

	Total capital (tier 1+tier2)
	1.552.448
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	Total liabilities and equity
	22.778.319
	
	
	

	Investment account
	13.559.700
	
	
	

	           customer investment deposits
	
	13.133.625
	
	

	           profit equalization deposit
	
	126.014
	
	

	           banks investment deposits 
	
	300.061
	
	

	current accounts and equity
	9.218.619
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	CAR RATIO:           
	
	
	
	

	 Tier 1+ Tier 2/( RWA- PSIA*RWA)
	12,71%
	
	
	

	required capital 0.1(RWA-PSIA-RWA)
	1.221.379
	
	
	

	excess capital
	331.069
	
	
	


Appendix B Table 9.2.1 Year 2003

	Financing and Investing activities
	
	
	
	

	
	
	
	
	
	

	Financing activities 
	 
	 
	 
	 

	
	 
	amount 
	% of total
	Deferred income
	Net Financing activities

	1
	Murabahat
	
	
	
	

	
	Commodities Murabahat
	3.076.266
	27,3%
	840.067
	2.236.199

	
	International Murabahat
	1.101.262
	9,8%
	107.658
	993.604

	
	Vehicles Murabahat
	1.836.003
	16,3%
	299.235
	1.536.768

	
	Real estate Murabahat
	775.457
	6,9%
	53.380
	722.077

	
	Total Murabahat 
	6.788.988
	
	
	5.488.647

	
	
	
	
	
	

	2
	Istisna
	2.492.734
	22,1%
	551.592
	1.941.142

	
	 less contracts +urbun
	
	
	350.605
	1.590.537

	
	
	
	
	
	

	3
	Ijara
	1.961.347
	17,4%
	341.488
	1.619.859

	4
	Others (Islamic credit cards
	22.000
	0,2%
	43
	21.957

	
	Total Financing assets
	11.265.069
	100%
	1.920.499
	8.721.000

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	Investing activities
	 
	 
	 
	 

	
	 
	amount 
	% of total
	Provisions
	Net Investing activities

	
	
	
	
	
	

	
	
	
	
	
	

	1
	Musharakat in buildings
	1.288.638
	47%
	28.176
	1.260.462

	2
	Mudarabat
	947.685
	35%
	20.721
	926.964

	3
	Wakalat
	489.157
	18%
	10.695
	478.462

	
	Total investing assets
	2.725.480
	100%
	59.592
	2.665.888

	
	
	
	
	
	

	
	Total Financing and Investing assets
	13.990.549
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	Total Financing and Investing by industry groups
	 
	 

	
	 
	amount 
	% of total
	Prov.+ deferred Inc
	Net Investing & Finaning activities

	1
	Financial insititutions
	307.354
	2%
	39.722
	267.632

	2
	Real estate
	5.632.446
	38%
	727.931
	4.904.515

	3
	Trade
	2.619.165
	18%
	338.498
	2.280.667

	4
	Goverment
	777.502
	5%
	100.484
	677.018

	5
	Manufacturing and services
	3.143.484
	21%
	406.260
	2.737.224

	6
	Personal Financing and others
	2.380.118
	16%
	307.604
	2.072.514

	
	Total Finan & Inv assets
	14.860.069
	100%
	1.920.499
	12.939.570

	
	
	
	
	
	

	
	
	
	
	
	

	
	Sector financing physical assets Murabahat
	 
	 

	
	 
	amount 
	% of total
	Pysical Murabahat sector share

	
	Sector financing
	
	
	
	

	
	Goverment
	677.018
	12%
	465.551
	

	
	Corporate (Manufacturing)
	2.737.224
	50%
	1.882.252
	

	
	Retail (Personal Financing)
	2.072.514
	38%
	1.425.164
	

	
	Total 
	5.486.756
	100%
	3.772.967
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	Sector Financing International murabahat 
	 
	 

	
	 
	amount 
	% of total
	Intern. Murabhat sector share

	
	Sector financing
	
	
	
	

	
	Goverment
	677.018
	18%
	182.703
	

	
	Corporate( Manufacturing)
	2.737.224
	74%
	738.677
	

	
	Financial institutions 
	267.632
	7%
	72.224
	

	
	Total
	3.681.874
	100%
	993.604
	

	
	
	
	
	
	

	
	Sector financing Ijara
	 
	 
	 
	 

	
	 
	amount 
	% of total
	Ijara sector share
	 

	
	Corporate(Trade+Manufacturing)
	5.017.891
	71%
	452.239
	

	
	Retail(Personal financing)
	2.072.514
	29%
	186.786
	

	
	Total
	7.090.405
	100,00%
	639.025
	


	Total Physical assets Murabahat

	Commodities Murabahat 
	2.236.199

	Vehicles Murabahat 
	 
	1.536.768

	
	
	
	3.772.967

	
	
	
	

	International Murabahat 
	 

	
	
	
	993.604

	
	
	
	

	Net Ijara Finaning
	 
	 

	Ijara
	
	
	1.619.859

	Real estate
	Ijara
	 
	-980.834

	
	
	
	639.025


Appendix C Table 9.3 CAR 2004   (See Ariss and Sarieddine,2007)
	Credit Risk 
	Amount
	Credit Risk Weight 
	 Capital Charge  

	Cash and balances with Central Banks 
	2.067.210
	 
	 
	

	          Cash on hand 
	
	233.218
	0%
	                         -   

	          Balances with Central banks 
	
	1.833.992
	20%
	                366.798 

	
	
	
	
	

	Balances and deposits with banks
	225.759
	
	
	

	         within 3 months deposits 
	
	189.029
	20%
	                  37.806 

	         greater than 3 months 
	
	36.730
	50%
	                  18.365 

	
	
	
	
	

	International Murabahat (Short term)
	7.502.571
	
	
	

	         within 3 months deposits 
	
	4.905.383
	20%
	                981.077 

	         greater than 3 months 
	
	2.597.188
	50%
	             1.298.594 

	
	
	
	
	

	Financing activities 
	
	
	
	

	    1) Commodoties and Vehicles Murabahat 
	        5.240.865 
	
	
	

	         To Government 
	
	     1.573.960 
	20%
	                314.792 

	         To Corporate 
	
	     2.038.430 
	100%
	             2.038.430 

	         To Retail Sector 
	
	     1.628.475 
	75%
	             1.221.356 

	
	
	
	
	

	     2) International Murabahat 
	   2.433.891,92 
	
	
	

	         To Government 
	
	        867.192 
	20%
	                173.438 

	         To Corporate 
	
	     1.123.097 
	100%
	             1.123.097 

	         To Financial Institutions
	
	        443.603 
	20%
	                  88.721 

	
	
	
	
	

	     3) Real Estate Murabahat
	      810.580,06 
	
	
	

	          Commercial sector (50%)
	
	        405.290 
	100%
	                405.290 

	          Residential sector (50%)
	
	        405.290 
	35%
	                141.852 

	     
	
	
	
	

	     4) Istisnaa 
	        1.598.078 
	
	100%
	             1.598.078 

	
	
	
	
	

	    5) Ijara 
	        4.127.958 
	
	
	

	          To Real Estate 
	        1.257.713 
	
	
	

	                Commercial sector (25%)
	
	        314.428 
	100%
	                314.428 

	                Residential sector (75%)
	
	        943.284 
	35%
	                330.150 

	         To Corporate Clients
	
	     1.979.574 
	100%
	             1.979.574 

	         To Retail Clients 
	
	        890.671 
	75%
	                668.003 

	
	
	
	
	

	Investing Activities
	
	
	
	

	   1) Mudarabat
	1.298.388
	
	135%
	             1.752.824 

	   2) Wakalat
	283.665
	
	100%
	                283.665 

	   3) Musharakat in buildings
	   1.677.192,56 
	
	
	

	          Commercial sector (25%)
	
	        419.298 
	100%
	                419.298 

	          Residential sector (75%)
	
	     1.257.894 
	35%
	                440.263 

	
	
	
	
	

	Investment in Securities
	
	
	
	

	        Held to Maturity (Sukuk with UAE gov.)
	50.103
	
	20%
	                  10.021 

	        Investment in Associates (Other Investments)
	73.566
	
	100%
	                  73.566 

	
	
	
	
	

	Off Balance Sheet Items 
	
	Credit Conversion Factor
	
	

	         Total Guarantees (Notes 26-2, p.6, IFSB)
	2.235.337
	
	
	

	                With maturities less than one year
	1.117.668
	20%
	100%
	                223.534 

	                With maturities over  one year
	1.117.669
	50%
	100%
	                558.835 

	         Total Letters of credit 
	549.924
	20%
	100%
	                109.985 

	 
	 
	 
	 
	 

	Total Credit Weigthed Assets
	 
	 
	 
	        16.971.839 

	
	
	
	
	

	Market Risk 
	Amount
	Market Risk Weight 
	 Capital charge  

	
	
	
	
	

	1) Equity Risk
	
	
	
	

	    a) Specific Risk 
	
	
	
	

	         Available for Sale 
	
	
	
	

	                 Quoted securities 
	
	330.123
	4%
	                  13.205 

	                 Unquoted escurities  
	
	931.326
	4%
	                  37.253 

	    b) General Market Risk 
	
	
	
	

	         Available for Sale 
	
	
	
	

	                 Quoted securities 
	
	330.123
	8%
	                  26.410 

	                 Unquoted escurities  
	
	931.326
	8%
	                  74.506 

	2) Price Risk 
	
	
	
	

	        Istisnaa Price Risk 
	1.598.078
	
	8%
	                127.846 

	
	
	
	
	

	3) Commodity Risk
	
	
	
	

	       International Murabahat
	2.433.892
	
	
	

	              Price Risk for International Murabahat
	
	
	15%
	                365.084 

	              Basis Risk & Forward Gap Risk 
	
	
	3%
	                  73.017 

	      Commodoties and Vehicles Murabahat 
	        5.240.865 
	
	
	

	             To Government 
	
	     1.573.960 
	15%
	                236.094 

	             To Corporate 
	
	     2.038.430 
	15%
	                305.765 

	             To Retail Sector 
	
	     1.628.475 
	15%
	                244.271 

	
	
	
	
	

	4) Foreign Exchange Risk
	
	
	
	

	             Open Position in US Dollars and Saudi Riyals 
	12.072.000
	8%
	                965.760 

	Total Market Risk Weighted Assets
	 
	 
	 
	          2.469.210 

	Market Risk Capital Charge (x12.5)
	 
	 
	 
	        30.865.130 

	
	
	
	
	

	Operational Risk 
	 
	 
	 
	 

	     Average Gross Income for 3 years 
	369.848
	 
	15%
	55.477,25

	Operational Risk Capital Charge (x12.5)
	 
	 
	 
	693.465,63

	 
	 
	 
	 
	

	Total  RWA (Credit+Market+Operational)
	 
	 
	 
	48.530.434,51

	 
	 
	 
	 
	 

	Tier 1 Capital 
	 
	 
	 
	2.402.728

	               Share Capital 
	
	
	1.500.000
	

	               Statutory Reserves
	
	
	625.566
	

	               Treasury shares 
	
	
	8.226-
	

	               Retained Earnings
	
	
	5.378
	

	                    Minority Interests 
	
	
	10
	

	               General Reserve 
	 
	 
	280.000
	 

	Tier 2 Capital 
	
	
	
	284.701

	               Donated Land Reserve 
	
	
	284.701
	

	Tier 1 + Tier 2 
	 
	 
	 
	2.687.429

	 
	
	
	 
	 

	Total Liabilities and Equity
	30.613.361
	 
	
	

	              Investment Accounts
	17.596.304
	
	
	

	Customers Investment Deposits
	
	16.100.128
	
	

	Profit Equalization Provision
	
	126.102
	
	

	Banks Investment Deposits
	
	1.370.074
	
	

	             Current Accounts & Equity 
	13.017.057
	 
	
	

	
	
	
	
	

	Ratio: (Tier 1+ Tier 2) / (RWA - PSIA RWA)   
	12,78%
	
	
	

	Required Capital: 10% * (RWA-PSIA RWA)
	2.103.414
	
	
	

	Excess Capital
	584.015
	
	
	


Appendix D Table 9.4 CAR 2005
	Credit Risk
	Amount 
	 
	 Risk weight
	Capital charge

	 
	
	 
	 
	 

	Cash and balances with Central Banks
	3.166.104
	 
	 
	 

	cash in hand
	
	505.096
	0%
	0

	balances with central banks 
	
	2.661.008
	20%
	532.202

	 
	
	 
	 
	 

	Balances and deposits with banks
	829.116
	 
	 
	 

	< three months deposits 
	
	829.116
	20%
	165.823

	> three months deposits
	
	0
	50%
	0

	 
	
	 
	 
	 

	International murabahat, short term
	5.657.841
	 
	 
	 

	< three months deposits 
	
	4.445.997
	20%
	889199,4

	> three months deposits
	
	1.211.844
	50%
	605922

	 
	
	 
	 
	 

	Financing activities
	
	 
	 
	 

	 
	
	 
	 
	 

	(1) Commodities and Vehicles Murabahat
	7.459.478
	 
	 
	 

	     To goverment 
	
	4.052.184
	20%
	810.437

	     To corporate 
	
	1.120.706
	100%
	1.120.706

	     To retail 
	
	2.286.588
	75%
	1.714.941

	 
	
	 
	 
	 

	(2) International Murabahat
	3.370.493
	 
	 
	 

	     To Goverment
	
	1.785.694
	20%
	357.139

	     To Corporate
	
	493.867
	100%
	493.867

	     To Financial institutions 
	
	1.090.932
	20%
	218.186

	 
	
	 
	 
	 

	(3) Real estate murabahat
	1.706.867
	 
	 
	 

	     Commercial Sector 50%
	
	853.434
	100%
	853.434

	     Residential sector 50%
	
	853.434
	35%
	298.702

	 
	
	 
	 
	 

	(4) IStisnaa
	1.885.693
	
	100%
	1.885.693

	 
	
	 
	 
	 

	(5) Ijara
	5.805.780
	 
	 
	 

	      To real estate
	2.136.267
	 
	 
	 

	          Commercial sector  25%
	
	534.067
	100%
	534.067

	           Residential sector  75%
	 
	1.602.200
	35%
	560.770

	     To corporate
	 
	1.834.471
	100%
	1.834.471

	     To retail 
	 
	1.835.042
	75%
	1.376.282

	 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Investing activities
	 
	 
	 
	 

	 
	 
	 
	 
	 

	(1) Mudarabat
	2.166.051
	 
	135%
	2.924.169

	(2) Musharakat
	5.759.599
	 
	 
	 

	         Commercial sector 25%
	 
	1.439.900
	100%
	1.439.900

	         Residential sector  75%
	 
	4.319.699
	35%
	1.511.895

	(3) Wakalat 
	151.951
	 
	100%
	151.951

	 
	 
	 
	 
	 

	Investment in securities 
	 
	 
	 
	 

	(1) held to maturity -sukuk-
	106.893
	 
	20%
	21.379

	(2) Investmnt in associates
	86.644
	 
	100%
	86.644

	 
	 
	 
	 
	 

	 
	
	 
	 
	 

	OFF-Balance sheet Items
	
	Conv factor
	 
	 

	 
	
	 
	 
	 

	(1) Total Guarantees
	6.230.996
	 
	 
	 

	< 1 year
	3115498
	20%
	100%
	623.100

	> 1 year
	3115498
	50%
	100%
	1.557.749

	(2) Total letters of credit 
	1.850.465
	20%
	100%
	370.093

	 
	
	 
	 
	 

	 
	 
	 
	 
	 

	Total Credit risk weighted Asset
	 
	 
	 
	22.938.718

	 
	
	 
	 
	 

	 
	 
	 
	 
	 

	Market risk
	Amount 
	 
	 Risk weight
	Capital charge

	 
	
	 
	 
	 

	(1) Equity riks
	
	 
	 
	 

	     Specific riks
	
	 
	 
	 

	                        available for sale
	
	 
	 
	 

	                        (a) quoted securities
	706.904
	 
	4%
	28.276

	                        (b) unquoted securities
	1.121.240
	 
	4%
	44.850

	 
	
	 
	 
	 

	     general market riks
	
	 
	 
	 

	                        available for sale
	
	 
	 
	 

	                        (a) quoted securities
	706.904
	 
	8%
	56.552

	                        (b) unquoted securities
	1.121.240
	 
	8%
	89.699

	 
	
	 
	 
	 

	 (2) Price risk
	
	 
	 
	 

	                        Istisnaa price riks 
	1.885.693
	 
	8%
	150.855

	 
	
	 
	 
	 

	(3) Commodity riks
	
	 
	 
	 

	      International murabahat
	3.370.493
	 
	 
	 

	               price risk Int. Murabahat
	
	 
	15%
	505.574

	               basis riks and Forward gap risk
	
	 
	3%
	101.115

	     Commidties and Vehicles murabahat 
	7.459.478
	 
	 
	 

	              To goverment 
	
	4.052.184
	15%
	607.828

	              To corporate 
	
	1.120.706
	15%
	168.106

	              To retail 
	
	2.286.588
	15%
	342.988

	 
	
	 
	 
	 

	(4) Foreign exchange risk
	
	 
	 
	 

	open position in US dollars and Riyals
	16.968.000
	 
	8%
	1357440

	 
	 
	 
	 
	 

	Total mark risk weighted assets
	 
	 
	 
	3.453.283

	market risk capital charge 12.5 
	 
	 
	 
	43.166.040

	
	
	
	
	

	 
	 
	 
	 
	 

	Operational risk
	 
	 
	 
	 

	average gross income of three years
	683.768
	 
	15%
	102.565

	 
	 
	 
	 
	 

	Operational risk capital charge 12.5 
	 
	 
	 
	1.282.065

	
	
	
	
	

	 
	 
	 
	 
	 

	Total RWA ( credit+market+operational risk)
	 
	 
	 
	67.386.823

	Required capital 8%
	 
	 
	8%
	5.390.946

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	capital calculation
	 
	 
	 
	 

	
	
	
	
	

	
	
	
	
	

	Tier 1
	
	
	
	

	share capital
	1.500.000
	
	
	

	statutory reserevs 
	731.700
	
	
	

	treasury shares
	-8.226
	
	
	

	retained earnings
	5.460
	
	
	

	minority interest
	121.646
	
	
	

	general reserve 
	595.000
	
	
	

	Total tier 1
	2.945.580
	
	
	

	
	
	
	
	

	Tier 2
	
	
	
	

	donated land reserve
	286.951
	
	
	

	
	
	
	
	

	Total tier 2
	286.951
	
	
	

	
	
	
	
	

	Total capital (tier 1+tier2)
	3.232.531
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	Total liabilities and equity
	42.998.279
	
	
	

	Investment account
	24.386.978
	
	
	

	           customer investment deposits
	
	20.403.363
	
	

	           profit equalization deposit
	
	135.455
	
	

	           banks investment deposits 
	
	3.848.160
	
	

	current accounts and equity
	18.611.301
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	CAR RATIO:           
	
	
	
	

	 Tier 1+ Tier 2/( RWA- PSIA*RWA)
	10,81%
	
	
	

	required capital 0.1(RWA-PSIA-RWA)
	2.989.473
	
	
	

	excess capital
	243.058
	
	
	


Appendix D Table 9.4.1 Year 2005

	Financing and Investing activities
	
	
	
	

	
	
	
	
	
	

	Financing activities 
	 
	 
	 
	 

	
	 
	amount 
	% of total
	Deferred income
	Net Financing activities

	1
	Murabahat
	
	
	
	

	
	Commodities Murabahat
	5.322.281
	23,0%
	555.704
	4.766.577

	
	International Murabahat
	3.763.437
	16%
	392.944
	3.370.493

	
	Vehicles Murabahat
	3.006.849
	13%
	313.948
	2.692.901

	
	Real estate Murabahat
	1.905.860
	8%
	198.993
	1.706.867

	
	Total Murabahat 
	13.998.427
	
	
	12.536.839

	
	
	
	
	
	

	2
	Istisna
	2.636.913
	11%
	275.322
	2.361.591

	
	 less contracts 
	
	
	-475.898
	1.885.693

	
	
	
	
	
	

	3
	Ijara
	6.482.638
	28%
	676.858
	5.805.780

	4
	Others (Islamic credit cards
	0
	0%
	0
	0

	
	Total Financing assets
	23.117.978
	100%
	2.413.769
	20.228.311

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	Investing activities
	 
	 
	 
	 

	
	 
	amount 
	% of total
	Provisions
	Net Investing activities

	
	
	
	
	
	

	
	
	
	
	
	

	1
	Musharakat in buildings
	5.827.754
	71%
	68.155
	5.759.599

	2
	Mudarabat
	2.191.682
	27%
	25.631
	2.166.051

	3
	Wakalat
	153.749
	2%
	1.798
	151.951

	
	Total investing assets
	8.173.185
	100%
	95.584
	8.077.601

	
	
	
	
	
	

	
	Total Financing and Investing assets
	31.291.163
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	Total Financing and Investing by industry groups
	 
	 

	
	 
	amount 
	% of total
	Prov.+ deferred Inc
	Net Investing & Finaning activities

	1
	Financial insititutions
	5.113.612
	16%
	410.079
	4.703.533

	2
	Real estate
	8.362.402
	27%
	670.612
	7.691.790

	3
	Trade
	2.406.786
	8%
	193.009
	2.213.777

	4
	Goverment
	8.370.227
	27%
	671.239
	7.698.988

	5
	Manufacturing and services
	2.314.940
	7%
	185.644
	2.129.296

	6
	Personal Financing and others
	4.723.195
	15%
	378.770
	4.344.425

	
	Total Finan & Inv assets
	31.291.163
	100%
	2.509.353
	28.781.809

	
	
	
	
	
	

	
	
	
	
	
	

	
	Sector financing physical assets Murabahat
	 
	 

	
	 
	amount 
	% of total
	Pysical Murabahat sector share

	
	Sector financing
	
	
	
	

	
	Goverment
	7.698.988
	54%
	4.052.184
	

	
	Corporate (Manufacturing)
	2.129.296
	15%
	1.120.706
	

	
	Retail (Personal Financing)
	4.344.425
	31%
	2.286.588
	

	
	Total 
	14.172.709
	100%
	7.459.478
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	Sector Financing International murabahat 
	 
	 

	
	 
	amount 
	% of total
	Intern. Murabhat sector share

	
	Sector financing
	
	
	
	

	
	Goverment
	7.698.988
	53%
	1.785.694
	

	
	Corporate( Manufacturing)
	2.129.296
	15%
	493.867
	

	
	Financial institutions 
	4.703.533
	32%
	1.090.932
	

	
	Total
	14.531.817
	100%
	3.370.493
	

	
	
	
	
	
	

	
	Sector financing Ijara
	 
	 
	 
	 

	
	 
	amount 
	% of total
	Ijara sector share
	 

	
	Corporate(Trade+Manufacturing)
	4.343.073
	50%
	1.834.471
	

	
	Retail(Personal financing)
	4.344.425
	50%
	1.835.042
	

	
	Total
	8.687.498
	100%
	3.669.513
	


	Total Physical assets Murabahat

	Commodities Murabahat 
	4.766.577

	Vehicles Murabahat 
	 
	2.692.901

	
	
	
	7.459.478

	
	
	
	

	International Murabahat 
	 

	
	
	
	3.370.493

	
	
	
	

	Net Ijara Finaning
	 
	 

	Ijara
	
	
	5.805.780

	Real estate
	Ijara
	 
	2.136.267

	
	
	
	3.669.513


Appendix E Table 9.11

	 
	2.004
	 
	 
	2005
	 
	in %
	Sum Changes

	credit risk
	
	 
	
	
	 
	 
	 

	Cash and balances with Central Banks 
	2.067.210
	 
	
	3.166.104
	 
	53%
	 

	          Cash on hand 
	
	233.218
	
	
	505.096
	 
	 

	          Balances with Central banks 
	
	1.833.992
	
	
	2.661.008
	 
	 

	 
	
	 
	
	
	 
	 
	 

	Balances and deposits with banks
	225.759
	 
	
	829.116
	 
	267%
	603.357

	         within 3 months deposits 
	
	189.029
	
	
	829.116
	 
	 

	         greater than 3 months 
	
	36.730
	
	
	0
	 
	 

	 
	
	 
	
	
	 
	 
	 

	International Murabahat (Short term)
	7.502.571
	 
	
	5.657.841
	 
	-25%
	 

	         within 3 months deposits 
	
	4.905.383
	
	
	4.445.997
	 
	 

	         greater than 3 months 
	
	2.597.188
	
	
	1.211.844
	 
	 

	 
	
	 
	
	
	 
	 
	 

	Financing activities 
	
	 
	
	
	 
	 
	 

	    1) Commodoties and Vehicles Murabahat 
	       5.240.865 
	 
	
	7.459.478
	 
	42%
	 

	         To Government 
	
	  1.573.960 
	
	
	4.052.184
	 
	 

	         To Corporate 
	
	  2.038.430 
	
	
	1.120.706
	 
	 

	         To Retail Sector 
	
	  1.628.475 
	
	
	2.286.588
	 
	 

	 
	
	 
	
	
	 
	 
	 

	     2) International Murabahat 
	  2.433.891,92 
	 
	
	3.370.493
	 
	38%
	 

	         To Government 
	
	     867.192 
	
	
	1.785.694
	 
	 

	         To Corporate 
	
	  1.123.097 
	
	
	493.867
	 
	 

	         To Financial Institutions
	
	     443.603 
	
	
	1.090.932
	 
	 

	 
	
	 
	
	
	 
	 
	 

	     3) Real Estate Murabahat
	     810.580,06 
	 
	
	1.706.867
	 
	111%
	896.287

	          Commercial sector (50%)
	 
	     405.290 
	
	
	853.434
	 
	 

	          Residential sector (50%)
	
	     405.290 
	
	
	853.434
	 
	 

	     
	
	 
	
	
	 
	 
	 

	     4) Istisnaa 
	       1.598.078 
	 
	
	1.885.693
	 
	18%
	 

	 
	
	 
	
	
	 
	 
	 

	    5) Ijara 
	       4.127.958 
	 
	
	5.805.780
	 
	41%
	 

	          To Real Estate 
	       1.257.713 
	 
	
	2.136.267
	 
	70%
	 

	                Commercial sector (25%)
	
	     314.428 
	
	
	534.067
	 
	 

	                Residential sector (75%)
	
	     943.284 
	
	
	1.602.200
	 
	 

	         To Corporate Clients
	
	  1.979.574 
	
	
	1.834.471
	 
	 

	         To Retail Clients 
	
	     890.671 
	
	
	1.835.042
	 
	 

	 
	
	 
	
	
	 
	 
	 

	Investing Activities
	
	 
	
	
	 
	 
	 

	   1) Mudarabat
	1.298.388
	 
	
	2.166.051
	 
	67%
	 

	   2) Wakalat
	283.665
	 
	
	151.951
	 
	-46%
	 

	   3) Musharakat in buildings
	  1.677.192,56 
	 
	
	5.759.599
	 
	243%
	4.082.406

	          Commercial sector (25%)
	
	     419.298 
	
	
	1.439.900
	 
	 

	          Residential sector (75%)
	
	  1.257.894 
	
	
	4.319.699
	 
	 

	 
	
	 
	
	
	 
	 
	 

	Investment in Securities
	
	 
	
	
	 
	 
	 

	        Held to Maturity (Sukuk with UAE gov.)
	50.103
	 
	
	106.893
	 
	113%
	56.790

	        Investment in Associates (Other Investments)
	73.566
	 
	
	86.644
	 
	18%
	 

	 
	
	 
	
	
	 
	 
	 

	Off Balance Sheet Items 
	
	 
	
	
	 
	 
	 

	         Total Guarantees (Notes 26-2, p.6, IFSB)
	2.235.337
	 
	
	6.230.996
	 
	179%
	3.995.659

	                With maturities less than one year
	1.117.668
	 
	
	3115498
	 
	179%
	 

	                With maturities over  one year
	1.117.669
	 
	
	3115498
	 
	179%
	 

	         Total Letters of credit 
	549.924
	 
	
	1.850.465
	 
	236%
	1.300.541

	 
	
	 
	
	
	 
	 
	 

	 
	
	 
	
	
	 
	 

	 
	
	 
	
	
	 
	 
	 

	Market Risk 
	Amount
	
	
	 
	 
	 

	 
	
	 
	
	
	 
	 
	 

	1) Equity Risk
	
	 
	
	
	 
	 
	 

	    a) Specific Risk 
	
	 
	
	
	 
	 
	 

	         Available for Sale 
	
	 
	
	
	 
	 
	 

	                 Quoted securities 
	
	330.123
	
	706.904
	 
	114%
	376.781

	                 Unquoted escurities  
	
	931.326
	
	1.121.240
	 
	20%
	 

	    b) General Market Risk 
	
	 
	
	
	 
	 
	 

	         Available for Sale 
	
	 
	
	
	 
	 
	 

	                 Quoted securities 
	
	330.123
	
	706.904
	 
	114%
	376.781

	                 Unquoted escurities  
	
	931.326
	
	1.121.240
	 
	20%
	 

	2) Price Risk 
	
	 
	
	
	 
	 
	 

	        Istisnaa Price Risk 
	1.598.078
	 
	
	1.885.693
	 
	18%
	 

	 
	
	 
	
	
	 
	 
	 

	3) Commodity Risk
	
	 
	
	
	 
	 
	 

	       International Murabahat
	2.433.892
	 
	
	3.370.493
	 
	38%
	 

	              Price Risk for International Murabahat
	
	 
	
	
	 
	 
	 

	              Basis Risk & Forward Gap Risk 
	
	 
	
	
	 
	 
	 

	      Commodoties and Vehicles Murabahat 
	       5.240.865 
	 
	
	7.459.478
	 
	42%
	 

	             To Government 
	
	  1.573.960 
	
	
	4.052.184
	157%
	    2.478.224 

	             To Corporate 
	
	  2.038.430 
	
	
	1.120.706
	-45%
	 

	             To Retail Sector 
	
	  1.628.475 
	
	
	2.286.588
	40%
	 

	 
	
	 
	
	
	 
	 
	 

	4) Foreign Exchange Risk
	
	 
	
	
	 
	 
	 

	             Open Position in US Dollars and Saudi Riyals 
	
	12.072.000
	
	
	16.968.000
	41%
	 

	 
	
	 
	
	
	 
	 
	 

	opartional riks
	
	 
	
	
	 
	 
	 

	average gross income
	
	369.848
	
	683.768
	 
	85%
	 

	 
	
	 
	
	
	 
	 
	 

	 
	
	 
	
	
	 
	 
	 

	Sum of the changes
	 
	 
	 
	 
	 
	 
	     14.166.827 
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� See ‘Ten Trends to Watch in 2006’, the McKinsey Quarterly and Hassan (2004).


� The term ‘Islamic financial institutions’ has appeared in the mid eighties. The term does not cover only banking but also the capital market and all types of financial intermediation�. In this thesis we will limit the Islamic financial system to only banking activities.








� See ‘A primer on Islamic finance; definitions, sources, principles and methods’, Gait and Worthington (2007). These scholars are Wilson 2006; Metwally 2006; Iqbal and Molyneux 2005; Siddiqi 2004;Akacem and Gilliam 2002; Zaher and Hassan 2001; Lewis and Algaoud 2001; Al-Jarhi and Iqbal 2001; Warde 2000; El-Gamal 2000; Dar and Presley 1999; Dumale and Sapcanin 1999;Abdul-Gafoor 1999; Moore 1997; Iqbal 1997; Haron 1995; Kahf and Khan 1993; Metwally1993


� For the Hindu view on interest, see Bokare,1993; for the Islamic view, see Chapra, 1985 and Siddiqi, 2004; For Judaic and Christian views see Noonan (1957)


� Deuteronomy is the fifth book of the Hebrew Bible and of the Old Testament.


� For more first-hand information see  Blaxton (1974), Culpepper (1974), Fenton (1975), Smith (1975) and Wilson (1925).








� See ‘ A  Short Review of the Historical Critique of Usury ‘ by Wayne A.M. Visser and Alastair McIntosh, Published in accounting, business & Financial history, July 1998 pp 175-189








� See al-Sanhuri, 1953-4, Vol. 3, pp241-2 & Al- Qaradawi, 1994,pp.129-42. Metwally (2006) translates the evidence of the prohibition of riba from the Holy Quran and the Sunna and concludes that riba (usury or interest) is strictly forbidden


� The subject has been discussed in greater detail by the author in Chapra, 1985, pp.19-29 and 107-145; 1992, pp.327-34; and 2000 a and b.





� For more information see Moore (1997), Lewis and Algaoud (2001) Siddiqi (2004) and Iqbal and Molyneux (2005).





� Chapra (2000) defines needs as  ‘goods and services that fulfil a need or reduce a hardship, thus makes a real difference in the consumer’s well-being while luxuries are defined as  goods and services that may be desired  for snob appeal and their absence does not make a real difference in the well-being of consumers. 





� Zakat is one of the Five Pillars of the Islam. It is obliged to Muslims to pay 2.5% of their income to some categories in the society  when their annual wealth exceeds a certain minimum level.


� See  Chapra (2000) ; Simons, 1984, p.320; Minsky, 1975; see also the summary of Minsky’s argument cited by Joan Robinson, December 1977, p.1331; Kindleberger, 1978, p.16; Bach, 1977, p.182; and Rogoff, fall 1999, pp.211-46.


� One of the four established Sunni schools of legal thought of Islam.


� A simple example to make clear how the profit rate is determined in a diminishing equity contract. The buyer is interested in a house worth 400.000. The buyer approaches a bank for the purchase and puts 20 % of the price (80.000) as down payment  The banks pays 80% of the price, 320 000.  The contract stipulates that 80 % of the home ownership belongs to the bank and the remaining 20 % to the buyer. The bank rents out the part of its ownership and receives compensation in the form of rental payments. The fair value of the rental payment is determined by the market value of the property and is negotiated among the parties. The rental value remains constant during the maturity of the contract. Any payment above the rental value increases the share of the client in the ownership. Based on the rental payment and maturity, the bank determines the monthly fixed amount the client should have paid to own the house. If we assume that the monthly rental payment is 1000, the monthly fixed amount is 500 and the maturity is 20 years (240 months), the profit of the banks is 400.000 (720.000-320.000).This is way of financing is much more expensive than conventional financing. This way of financing may have negative effect on the welfare of the society. This expensive way of financing will reduce the demand and the construction of houses, the profits in the mortgage market will be under pressure whereby the quality of housing may deteriorate and persons at margin may be pushed to live in rented houses. Improving the social welfare of the society is at risk. 


� See  ‘A primer on Islamic finance; Definitions, Sources, Principles, and Methods’,  by Gait and Worthington (2007)








� One of the four established Sunni schools of legal thought of Islam


� See ‘Basel II and capital requirements for Islamic banks’, Hassan and Dicle(2005)


� In the conventional system the deposit insurance is a powerful technique for financial institutions to maintain public confidence. The same applies also for Islamic banks.In most of the countries in which Islamic banks operate, there is a lack of such explicit deposit insurace. Some of these countries  involve the depostors of Islamic banks into the general deposit insurance, altough the funds of these deposit insurance may be used for interst bearing activities. The first example of explicit depost insurance was in Turkey, a pioneer on this part of the story, which introduced in 2003 the Islamic deposit takaful, i.e. shariah compatible deposit insurance. 


� Greuning and Iqbal , 2008


� Errico and Farahbaksh, 1998


� Lewis and Algaoud, 2002


� See Baldwin (2002) and Khan and Ahmed(2001)


� Manoun (2002)


� See � HYPERLINK "http://www.international.ucla.edu/article.asp?parentid=15056" ��http://www.international.ucla.edu/article.asp?parentid=15056�, 


�  Introducing Islamic banks into Conventional banking system by Juan Sole ( 2007)


� Khan and Ahmed (2001)


� Warde (2000)


� Ahmed and Khan(2001)


� The economics of  Islamic finance and securitization by Jobst, A (2007)


� Principles of corporate finance by Brealey Myers 


� The economics of Islamic Finance and securitization by Jobst,A (2007)


� Finance and Growth: Schumpeter might be right by King and Levine (1993)


� The role of financial institution in the economy is not ranked according to their importance.


� Bank capital regulation in contemporary banking theory: a review of the literature by Santos, J (2000)


� Financial institutions management; A risk management approach  by Saunders and Cornett (2006)


� Bank capital regulation in contemporary banking theory: a review of the literature by Santos, J (2000)


� Capital Structure and Risk in Islamic Financial Services by Grais and Kulathunga (n.d)





� The New Basel Capital Accord and Questions for research by Saidenberg and Schuermann (2003)


� The New Basel Capital Accord: an explanatory note, Basel Committee on Banking


Supervision , Basel January 2001





� The New Basel Capital Accord and Questions for research by Saidenberg and Schuermann (2003)





� Basel II: operationele risico benaderingen onder de loep by Menno Dobber(2002)


� Consultative Document: Overview of the New Basel Capital Accord, Basel Committee on


Banking Supervision , Basel January 2001.





�  See Basel II: operationele risico benaderingen onder de loep by Menno Dobber (2002)


� IFSB December 2005.


� See ‘a capital adequacy framework for Islamic banks: The Need to Reconcile Depositors’ Risk Aversion with Managers’ Risk Taking’. by Muljawan, Dar and Hall, (2004)


� In this paper the terms saving accounts and demand deposits are used interchangeably and refer to the same.  


� Except in the case of negligence or bad behaviour by the bank.


� Another implication of displaced commercial risk that it induces risk sharing between shareholders and investment account holders. The asset risk faced by profit sharing account holders is absorbed by the shareholders due to the competitive pressure to pay the accountholders a market conform return at the expense of  shareholders equity. On the other hand in case of pooled assets, the shareholders and depositors are exposed to the same asset risk while shareholders receive a higher return in the form of management fees for the banks role as asset manager. 





� See also Arrifin (2005).


� Ariss and Sariedienne (2007)


� See Abdel and KArim (2007)


� IFSB Capital Adequacy Standard for Institutions (other than Insurance Institutions) offering only Islamic Financial Services (IIFS), 2005. 





� Ariss and Sariedienne (2007)


� ) International Convergence of Capital measurement and Capital standards: A Revised Framework, June 2004 and Amendment to the Capital Accord to incorporate market risks, 1996.


� Capital Adequacy Standard for institutions (other than insurance institutions)  offering only Islamic services by IFSB (2005) 


� See � HYPERLINK "http://www.zawya.com/cm/profile.cfm/cid5515" ��http://www.zawya.com/cm/profile.cfm/cid5515�, 


� Calculation of the CAR of 2004 for DIB in the article ’Challenges in implementing capital adequacy guidelines to Islamic banks’ by Saridienne and Ariss (2007).


� See Capital Adequacy Standard for institutions (other than insurance institutions) offering only Islamic services by IFSB (2005).


� See IFSB note 22.


� See IFSB note 192.


� Year 2002 is used as an example to explain the methodology, for other years see appendix.


� The same methodology is applied for the years 2003 and 2005, which can be found in the Appendix. 


� See IFSB note 42.


� See IFSB note 42.


� See IFSB note 188.


� See IFSB note 190b.


� See IFSB note 22.


� See IFSB note 22 and 192.


� See IFSB note 25 and 26.


� See IFSB note 44.


� See ‘A structure for general and specific market risk’ by  Platen and Stahl (2003)


� See IFSB note 44 and 45ab page 13.	


� See IFSB note 132.


� See IFSB note 61


� See IFSB note 61.


� See ‘Risk analyses for  Islamic Banks’ by  Van Greuning and Iqbal (2008)


� See IFSB note 53. 


� See IFSB note 89.


� See IFSB note 148 and 150.





� Saridienne and Ariss (2007) show the CAR calculation for 2004.


� See Appendix E


� See � HYPERLINK "http://www.ameinfo.com/104739.html" ��http://www.ameinfo.com/104739.html�, 


� See � HYPERLINK "http://www.ameinfo.com/62743.html" ��http://www.ameinfo.com/62743.html�, 


� See � HYPERLINK "http://www.iea.org/Textbase/Papers/2004/High_Oil_Prices.pdf" ��http://www.iea.org/Textbase/Papers/2004/High_Oil_Prices.pdf�, 


� Oil Wealth lifts Islamic Banking by Wayne Arnold (2007) published in New York Times. 


� Karim,R.A. ‘Impact of the Basle capital adequacy  ratio regulation on the financial and marketing strategies of Islamic banks’. Published in International journal of Bank Marketing. 


� However, in practice this is neutralized. There is often a trend towards sale and trade related investments which induces fixed scheduled payments and the pressure to pay competitive returns even in case of losses. 


� IMF, see � HYPERLINK "http://www.imf.org/external/pubs/ft/survey/so/2008/RES051908A.htm" ��http://www.imf.org/external/pubs/ft/survey/so/2008/RES051908A.htm�, 


� The CAR level for 2004 is measured by Ariss and Sarieddine (2007).
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