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General Introduction

“...A question in the mind of regulators is how to treat Sharia’'a
compliant finance? (...) Some regulators try to fit it into the existing
regulatory framework and just work with exceptions (...) whereas others
try to create a separate regulatory framework that deals specifically and

explicitly with Sharia’a compliant finance. ..”

From the speech of Thorsten Beck, June 2014,
4™ Islamic Banking and Finance Conference,

Lancaster University Management School,

United Kingdom

General Introduction

haracterized as the worst financial crisis since the Great Depression in the late 1920s/eatly

1930s, the 2007—2008 subprime crisis caused a rapid meltdown and triggered worldwide

financial distress that threatened the existence of the financial system. It was often asked
whether 700 big to fail banks should be bailed out in cases of extreme financial instability. The severity
of the subprime crisis has shown for the first time in history that even o big fo fai/ banks may face
bankruptcy. In September 2008, Lehman Brothers, the fourth largest US bank went bankrupt, while
other banks such as Merrill Lynch, Morgan Stanley, and Goldman Sachs faced financial difficulties.
Not knowing the consequences of another large-scale bankruptcy on the financial strength of the
system, the US government decided to intervene, along with the Federal Reserve, the US Treasury
Department, and the Federal Deposit Insurance Corporation, to rescue the collapsing system and
restore confidence in the US banking sector. This resulted in the biggest bailout package in history.
A staggering $9.7 trillion were injected into the U.S market' by requiring taxpayers to bailout
financial institutions. UK and other European banks were also suffering from the financial crisis.
Bloomberg® (2009) reported a $1.4 trillion bailout plan for European banks and $0.9 trillion for UK
banks.

! For more details visit: http://www.bloomberg.com/apps/news?pid=washingtonstory&sid=aGq2B3XeGKok.

2 For more information visit: http://www.globalissues.org/article /768 /global-financial-crisis.
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Kayed and Hassan (2011) have described a financial crisis as an event that includes sovereign
default, stock markets crashes, and currencies crises. The two authors argued that in 2007—2008 the
banking and financial crisis resulted in the accumulation of excessive liquidity, irresponsible lending
policies, and the excessive use of complex financial products by banks, along with the quasi-absence
of regulatory and supervisory authorities. This so-called diversification of risk between different
financial parties did not minimize bank risk exposure as regulators believed that it encouraged
financial institutions to benefit from financial derivatives. This led to more risk exposure and

resulted in rapid contagion and the spread of losses when indications of financial distress started to

appear.

Meanwhile, far removed from the excessive use of financial derivatives, a relatively small but
promising financial system was flourishing. Notwithstanding the gravity of the 2007-2008 financial
crisis, it was noted that, unlike conventional banks, Islamic Financial Services Institutions (IFSIs)
were not affected. For instance, the Saudi based Al-Rajhi Islamic bank’ reported an impressive
return on average assets (ROAA) of 5.61%, compared to only 0.93% for the Bank of America in
2007 and 0.95% for Lehman Brothers in 2007. This rapid deterioration of the stability and
performance of conventional banks triggered new reservations about this so-called classical financial
system and drew greater attention to financial instruments that emphasize the profit and loss sharing

concept (Mohieldin, 2012).

Kayed and Hassan (2011) argued that conventional banks were vulnerable to the financial
crisis because they do not use profit and loss sharing principles; instead, they rely excessively on
financial derivatives, and they prefer to take a more highly leveraged position as Central Banks and
other financial authorities will intervene to rescue any defaulting %o big fo fail bank. However, this is

not the case for Islamic banks that endorse Sharia’a principles.

3'The Saudi Al-Rajhi bank was classified as the third major Islamic bank after Bank Melli and Bank Mellat in Iran,
according to the Banker, 2011.
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Motivations and choice of thesis subject

The motivation to choose Islamic finance as a thesis subject, and more precisely to study
Islamic banking regulations, is related to four important factors that show that this industry is very
important and can enhance the financial system’s stability and efficiency. These factors are: (i) the
rapid growth of the Islamic banking industry compared to the conventional banking industry; (i) the
remarkable development of Islamic bonds; (iii) the World Bank’s Financial Inclusion policy for
2014-2020, and the role of Islamic banking and finance in that; and (iv) the newly emerged literature

on Islamic banks that has started to appear in top-tier journals.

Islamic banks potentials

Although Sharia’a compliant banks account for only 1.5% of total assets of the worldwide
banking sector (Abedifar, Molyneux, and Tarazi, 2013; Beck, Demirgtic-Kunt, and Merrouche 2013),
they have experienced tremendous growth over the last 30 years (Mokhtar, Abdullah, and AlHabshi,
2007). According to the 2012 Ernst and Young report, the total amount of assets held by Islamic
banks has grown from $100 billion in 1996 to more than $1.1 trillion in 2012, and currently account
for § 1.7 trillion and expected to reach more than § 3.4 trillion in 2018 (Ernst and Young, 2013). The
first Islamic finance experience can be traced back to Malaysia in the 1940s, followed Pakistan in the
early 1950s, and Egypt in the 1960s while the first Islamic bank was not created until 1975. The
development of this sector was intensified by the 1975 oil price boom and still continues today
(Sufian, 20006; Viverita, Brown, and Skully, 2007). This can be explained by several factors including:
(1) the oil revenues of the Gulf countries, and (2) the desire of the Muslim world to extend Sharia’a
law to all economic activities. In fact, research has shown that between 2000 and 2012, Islamic
banks have had an active annual asset growth rate between 19% and 20% compared with only 10%
for conventional banks (Sufian, 2006, 2007; The New York Times, 2013). Not surprisingly, they are
considered as the fastest growing sector in the banking system (Sufian, 2008). For instance, Islamic
banks reported a staggering 17.6% assets growth in 2013 (Ernst and Young, 2013). In some
countries, Islamic banks have become systemically important and in many cases are considered as

“too big to be ignored” (Hassan and Dridi, 2010).
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Islamic banks are mainly concentrated’ in the Middle East and North Africa (MENA) region
(see Figure 1) and more precisely in the Gulf Cooperation Council (GCC) countries and Iran. There
are also a considerable number of Islamic banks in South East Asia, primarily Malaysia. Islamic
banks work either in a fully integrated Islamic financial system or in a dual banking system regime.
For instance, some countries such as Iran, Sudan and (unsuccessfully) Pakistan, have adopted the
vision of a fully Islamic banking regime, whereas countries like Indonesia, Malaysia, and Turkey

allow both Islamic and conventional banks to co-exist (Viverita, Brown, and Skully, 2007).

Figure 1. Total Islamic banking assets forecast in the MENA region for 2015
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Source: Ernst & Young, the world Islamic banking competitiveness report 2011-2012

The Islamic bonds market

The issuance of Islamic bonds or Sukuks” has never been so in demand as it is today, which is

an unprecedented development. This demand has become very clear over the last seven years (see

4 More details about the Islamic banking system’s history, concentration, growth, and business models are provided in
chapter 1.

> Sukuk is an Islamic financial certificate that complies with Islamic law. The main difference between a Sukuk and a
conventional bond is that a S#kuk does not pay interest to Sukuk holders; rather it distributes a return that corresponds

to a rent fee on a tangible asset. In fact, returns are called rental fees because Suku£ holders become partial owners in the
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Figure 2): the Sukuk market was worth slightly more than $20 billion in 2006 but is now expected to
be worth more than $120 billion at the end of 2013 (Malaysia International Islamic Financial Center,
2014). Several countries and financial institutions have expressed interest in Swkuk issuance. For
example, in 2014 Goldman Sachs announced a plan to issue $0.5 billion of Islamic bonds (Financial
Times, 2014a). South Africa also declared its intention to issue $0.5 billion of Sukuk in the fourth
quarter of 2014 and aims to become the second non-Muslim country to issue Islamic bonds after the
United Kingdom (Financial Times, 2014b). As for the Gulf Cooperation Council (GCC) countries,
Morgan Stanley® expects that Sukuk issuance will be between $27 and $30 billion for Saudi Arabia,
Qatar, and the United Arabs Emirates in 2014. These three countries represent more than 95% of
the GCC region’s total Sukuk issuance. South-East Asian countries are also respected key players in
the Sukuk market. For instance, Moody’s’ forecasts a staggering $30 billion of Swkuk issuance in
2014 for both of Malaysia and Indonesia. In addition, the Hong Kong Monetary Authority (HKMA)
raised over $1 billion in 2014%, making it with the United Kingdom one of the two AAA-rated
governments to issue Sukwuk. The latter also issued £2.3 billion of Sukuk in 2014 (Financial Times,
2014c). Finally, countries such as Luxembourg are expected to issue €200 million of Sukuk in 2014
(Financial Times, 2014c), while other countries such as France, the Netherlands, and Japan are still

working to benefit from this promising Islamic instrument.
Financial Inclusion and the Islamic banking industry

Another remarkable development that shows that Islamic banking and finance is now a high
profile topic is a working paper released about financial inclusion’, which is the new policy and
target for the World Bank for 2014—2020 (according to the Global Financial Development Report
[GFDR], 2014). In this paper, Demirgiic-Kunt, Klapper, and Randall (2013) explored whether

Islamic finance could serve as a way of improving financial inclusion in Muslim countries. The

investment project. At the Suknk’s maturity date, the Sukuk issuer buys back the bond and pays returns to Sukuk holders
(additional insight into the relationship between the S#kuk and Islamic banks is provided in chapter 3, note 80).

® For more details: http://blog.thomsonreuters.com/index.php/surge-2014-gcc-sukuk-will-growth-come/.

7 According to Moody's Investors Setvice. For additional information: http:/ /www.thesundaily.my/news/1160689.

8 For more details: http://www.reuters.com/article/2014/09/11/hongkong-sukuk-idUSL5NORC01S20140911.

° The Global Financial Development Report (GDFR) 2014 defines financial inclusion as the percentage of individuals
and firms that have access to financial services. According to this concept, having rapid access to financial services is an
important indicator that can be used to trace poverty, and it therefore works to ameliorate inequalities and improve

prosperity and sustainable economic development between counttries.
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authors’ findings show that this industry is still relatively too small to achieve the targets for financial
inclusion. This subject had already been elaborated by Mohieldin et al. (2011), who argued that
Islamic finance can benefit financial inclusion by the promotion of risk-sharing transactions and
mutual exchange in situations where profit is the result of liability, loss, and risk, and this can
endorse economic relations and equality between economic agents and financial intermediaries. The
Islamic banking industry could potentially improve financial inclusion by increasing the number of
bank account holders and also the use of financial products that are Sharia’a compliant (GFDR,
2014). Moreover, Mohieldin et al. (2011) and Demirgiic-Kunt, Klapper, and Randall (2013) agree
that in Muslim countries access to financial services such as a formal banking accounts is
significantly less than in non-Muslim countries (see Table A.I in Appendix A). Accordingly, the
Islamic banking sector should play a key role in inducing Muslims to access financial services

through financial inclusion.

Figure 2. Total Islamic bonds issuance by major players
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Islamic banking: areas of Interest for journals and international regulatory

organizations

The importance of the Islamic banking sector'” has also been the subject of several special
editions of journals such as that of the Journal of Economic Behavior and Organization JEBO) in 2014. In
its editorial introduction, JEBO said it was motivated to choose this topic because of three areas of
interest. First, there is a need to understand the practices that differentiate Islamic banks from
conventional banks, and to examine their impact on economic development. Second, regulators and
researchers often ask whether Islamic banks are more efficient than their conventional counterparts,
especially as the former are constrained in terms of religion, unlike the latter. Third, there is a
growing interest in whether Islamic banks charge more for their services as they deal with complex
and restrictive kinds of financial products. Finally, JEBO calls for researchers to give more attention

to this rapidly growing and promising financial industry.

Other journals such as the Review of Finance and the Journal of Banking and Finance also show an
interest in Islamic banking. In the former, Abedifar, Molyneux, and Tarazi (2013) examined the
determinants of risk in the Islamic banking industry. In comparing the risk behaviors of Islamic and
conventional banks, the authors find that small Islamic banks have a lower credit risk and are more
stable than small conventional banks. In the latter, Beck, Demirgiic-Kunt, and Merrouche (2013)
compared Islamic and conventional banks’ business models, efficiency, and stability. The authors’
found few significant differences between either type of bank. The World Bank and the
International Monetary Fund have also shown an interest in studying Islamic banks. For instance,
Errico and Farahbaksh (1998) explored the regulatory framework of Islamic banks. Solé (2007)
defined and examined Islamic banks’ infrastructure and challenges, while Hassan and Dridi (2010)
studied the impact of the financial crisis on both banking systems. Cihak and Hesse (2010) found
that small Islamic banks are more stable than small conventional banks, and that large Islamic banks
face credit risk problems due to their complex profit and loss sharing transactions. Cevik and
Charap (2011) found that conventional banks’ deposit rates Granger cause the profit and loss
sharing returns of Islamic banks when investigating the Malaysian and the Turkish context. Krasicka

and Nowak (2012) asked about the reasons driving conventional investors to use Islamic

10 We only cite the most influential papers related to the Islamic banking industry. A complete literature survey is

provided in Chapter 2 (for bank characteristics), Chapter 3 (bank stability) and Chapter 4 (bank efficiency).
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instruments. However, what is interesting is that even though the Islamic banking literature is rapidly
growing, empirical papers are not yet showing an interest in studying Islamic banks’ regulatory
frameworks. While Abedifar, Molyneux, and Tarazi (2013) and Beck, Demirgiic-Kunt, and
Merrouche (2013) compared the risk, stability, and efficiency of Islamic and conventional banks, we
find no empirical study that examines the impact of banking regulations on Islamic banks’ stability
and efficiency, in comparison to conventional banks. This dissertation is the first attempt to fill this

gap in the literature.

Definition of Islamic banks

The institute of banking and Insurance'' defines an Islamic banking system as a system where
transactions and activities are consistent with Islamic law or Sharia’a. The institute argues that while
Islamic banks have the same purpose as conventional banks, they operate by emphasizing the moral
and the ethical values which encourage equality and the development of economies. The institute
also explains that Islamic banking principles have been essential for a flourishing economy in the
past, and today they have been revived again to provide an alternative to conventional banking

activities and services.

The Dubai Islamic bank, the oldest Islamic commercial bank, defines Islamic banks as follows:
Uslamic banking, enlightened with the guidance of Islamic Sharia principles, emerged as an alternative financial
system that neither gave nor took interest, thereby introducing a fair system of social justice and equality, while fulfilling
the financial needs of people and maintaining high standards of ethics, transparency and a sense of responsibility”."?

The basic principle is simple: Islamic banking relies on trade to make a profit rather than interest,

which is against Islamic religious law.

Consistent with Sharia’a principles and practices, Islamic banks adhere to the following five
concepts” (El-Hawary, Grais, and Igbal, 2007; Abedifar, Molyneux and Tarazi, 2013; Beck,
Demirgtic-Kunt, and Merrouche, 2013; Gheeraert, 2014): (i) the prohibition of interest, (ii) the risk-

sharing principle (transactions must reflect a symmetrical risk and return distribution arrangements),

11 See: http://www.islamic-banking.com/what is ibanking.aspx.

12 For more details, see: http://www.dib.ae/islamic-banking/what-is.

13 More details are provided in Chapter 1, section 3.2.
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(i) the materiality of transactions (i.e., Islamic banking products should be linked to the real
economy by asset-backed transactions), no exploitation of the other parties in transactions (i.e.,
prohibition of products that benefit from uncertainty or information asymmetries such as financial

derivatives), and (iv) no financing of sinful activities (arms, alcohol, smoking, etc.).

Research Question

Literature is void on whether Islamic banks should be regulated in the same fashion as
conventional banks. Islamic regulatory organizations such as the Islamic Financial Services Board
(IFSB) and the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFT)
have released several regulatory guidelines that fit the Basel I and Basel II frameworks to Islamic
banks’ specificities. At the 2014 Islamic Banking and Finance Conference, Thorsten Beck'* discussed
the challenges that face Islamic banking regulators. In his speech, he argued that Islamic banking
regulations are not yet conclusive on the treatment of Sharia’a-compliant finance. While regulatory
guidelines are set to regulate Islamic banks’ activities, no empirical research has examined whether
Islamic banks should be regulated in the same way as conventional banks. This ex ante theoretical
question is once again the subject of debate between regulators and bankers, especially after the
subprime crisis and the call to restrict some banking activities, spearheaded by Basel IIL
Accordingly, based on the Islamic bank business model, we ask about — whether fitting conventional
banks’ regulatory guidelines to Islamic banks have the same impact on their stability and efficiency.
Specifically, we take the Basel III new regulatory recommendations and compare the impact of
higher capital, liquidity, and leverage ratios on Islamic banks’ stability and efficiency compared to
conventional banks. This is the first empirical work to investigate this. In addition, we use several
methodologies (e.g., principal component analysis, quantile regressions, data envelopment analysis)
to obtain more insight and understanding of the relationship between the regulations and Islamic

banks’ stability and efficiency. Accordingly, this dissertation answers the following research question:

4 Thorsten Beck is a leading scholar in the banking and financial industry. He is also the author of a paper called:
“Islamic vs. conventional banking: Business model, efficiency and stability,” published in the Journal of Banking &

Finance in 2013.
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Do banking regulations have the same impact on Islamic banks’ stability and efficiency as

they do on conventional banks?

This research question incorporates three sub-questions that we use to clarify the relationship

between banking regulations and Islamic banks’ stability and efficiency:

1. What are the strengths and the weaknesses of Islamic banks’ financial
characteristics compared to conventional banks?

2. Do banking regulations — in the light of Basel III — improve or impede Islamic
banks’ stability compared to conventional banks?

3. Do banking regulations — in the light of Basel III — improve or impede Islamic

banks’ efficiency compared to conventional banks?

Contents of the dissertation

Chapter 1

The first chapter of this dissertation explores Islamic banking history, its growth, and its
specificities. First, we show that Islamic banks are undergoing rapid development compared to their
conventional counterparts, and that the origin of this newly emerged industry can actually be traced
back to the age of the prophet Mohammad. Second, Chapter 1 explores the reasons behind the
existence and the proliferation of Islamic banking activities. Third, Chapter 1 examines Islamic
banks’ business models and financial orientations. Islamic banks’ financial transactions can be
categorized as two main types: the mark-up financing techniques and the profit and loss sharing
techniques (PLS). The former includes Muraraba (trade with mark-up), ljara (Islamic leasing), Salam
(sales with immediate cash payment and deferred delivery), Is#isna (sales with deferred cash payment
and deleivery), Qard El-Hasan (free interest loan), and Jo'alah (trust services). The latter combines
Musharaka (joint venture) and Mudaraba (trustee finance). Along with PLS and non-PLS transactions,
Islamic banks can benefit from three types of business model: The two-tier Mudaraba model, the
Mudaraba on the liabilities side, and the Musharaka on the asset side; finally, the Mudaraba on the

liabilities side and the mark-up of financing transactions on the asset side, which is the commonly
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used business model. There is also the two windows business model which categorizes Islamic

banks’ liabilities side into demand and investment deposits.

Based on financial information from 115 Islamic banks" for the period between 2000 and
2011, the fourth section of Chapter 1 looks into Islamic banks’ business model and finds that, on
their asset side, Islamic banks tend to use mark-up financing techniques instead of profit and loss
sharing techniques. For instance, the Murabaha contract dominates Islamic banks’ mode of finance,
accounting for 79.85% of transactions, while PLS contracts (i.e., Mudaraba and Musharaka) only
constitute 5.39% of the total share of Islamic banks’ $haria’a compliant transactions. These findings
show that Islamic banks are not practicing what they are theoretically meant to do (Chong and Liu,
2009; Hassan and Dridi, 2010; Khan, 2010; Abedifar, Molyneux, and Tarazi, 2013; Beck, Demirgiic-
Kunt, and Merrouche, 2013; Bourkhis and Nabi, 2013) but this does not mean that there non-PLS

activities are not Sharia’a compliant. The results support the third business model mentioned above.

The last section of chapter one introduces the core subject of this dissertation. In this section,
we compare Islamic and conventional banks regulatory frameworks. We show that Islamic banks
responded positively to each of conventional banks’ regulatory guidelines. In fact, before 1999,
Islamic banks did not refer to any explicit or unified regulatory framework. However, in 1988 the
Basel Committee on Banking and supervision (BCBS) launched the first set of banking regulatory
guidelines, known as Basel 1. In response, the Accounting and Auditing Organization for Islamic
Financial Institutions issued the first regulatory framework for Islamic banks in 1999. Basel I
reflected an interest in creating a unique risk-based capital regulatory ratio for conventional banks;
then, the AAOIFI computed a similar capital ratio that was adapted to fit Islamic banks’ specificities,

but using the same methodology applied in Basel 1.

However, the Basel I capital regulatory ratio was insufficient to prevent financial distress. As a
result, the Basel Committee on Banking Supervision (BCBS) introduced a new set of regulatory
guidelines in 2004. Basel II included three pillars: (i) a new and advanced measure of capital
adequacy, (ii) a new framework that deals with bank risk assessment, and (iii) a more efficient way to
disclose banks’ financial situation. As for Islamic banks, in addition to the AAOIFI, the Islamic
Financial Services Board (IFSB) launched in 2005 a new set of capital guidelines in response to Basel

II. The new agreement proposed a new way to calculate capital adequacy ratio (CAR) for Islamic

15> We use data from the Islamic Banks and Financial Institutions database (IBIS).
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banks. In contrast to the AAOIFI’s CAR, the IFSB’s CAR excludes all assets financed by

investment accounts from the CAR’s denominator.

Unsurprisingly, the subprime crisis showed once again that banking regulations (i.e., Basel II)
were insufficient to avoid the financial crisis. Accordingly, the BCBS concluded a third set of
banking regulation in 2010 after a deep re-examination of Basel II. The new regulatory framework
considered for the first time that liquidity is equally important to a bank as capital requirements. In
this context, Basel III exhibited two explicit liquidity ratios: the Liquidity Coverage Ratio (LCR) and
the Net Stable Funding Ratio (NSFR). The former aims to determine whether a bank has a sufficient
amount of highly tradable liquid assets to cover its net cash outflows. Such requirements should
hold for a period of thirty days. The latter is set to ensure that a bank has sufficient funding
resources as a percentage of stable financing (long term assets). The NSFR is a long term ratio and

must hold for a period of one year.

In addition, Basel III required banks to improve the quality of their equity base. In contrast to
Basel II common equity, Basel III increased the tier 1 capital as percentage of the risk-weighted
assets from 4% to 6% (with a common equity tier 1 to risk-weighted assets ratio that equals 4.5%). It
also recommended banks create a capital conservation buffer (CCB) that equals 2.5% of risk-
weighted assets, and a countercyclical buffer (CB) that varies between 0% and 2.5% of the risk-
weighted assets according to the economic situation. The objective of the CCB is to ensure there is
sufficient bank capacity to resist financial distress, while the CB is used to ensure the continuation of

bank lending activities during bad economic conditions.

Finally, Basel III proposed an explicit ratio to control bank leverage. In this last section, we
adapt Basel III capital ratios to fit Islamic banks. As for liquidity, the challenge is more important,
especially since Islamic banks suffer from several liquidity problems due to the constraints imposed

by Sharia’a.
Chapter 2

The second chapter of this dissertation is an exploratory study that compares the financial
characteristics of Islamic and conventional banks. We perform principal component analysis (PCA)
on an array of 20 financial ratios to compare both bank types. In the literature there is an interest in

studying several financial aspects of banking institutions. For instance, the subprime crisis prompted
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a renewed interest in the regulatory stream of research in which Basel III is now considered to be
the main focus of academia. However, this does not necessarily mean that something has changed.
In fact, regulations and the risk literature have been concentrating on two contradictory hypotheses.
The first hypothesis calls for regulators to simplify regulatory requirements (Haldane, 2012), and it
argues that banking regulations encourage banks to engage more in risk (Altunbas et al., 2007). The
second hypothesis is that more banking regulations will create a shield against risk, and therefore
banks will be less vulnerable to financial distress (Vazquez and Federico, 2012; Lee and Hsieh, 2013;
Imbierowicz and Rauch, 2014). What is more interesting is that some authors are now calling for the
relationship between capital and risk to be extended to include profitability and efficiency. Yet, the
literature also shows divergence of the relationship between regulation and profitability. For
example, Barth et al. (2013) and Berger and Bouwman (2013) have shown that there is a positive
association between capital and bank efficiency and profitability while Berger and Di Patti (2000)
and Goddard (2010) found that higher capital ratios negatively affect bank efficiency and profit

rates.

As for Islamic banks, despite the current focus on studying the reasons behind their survival
during the subprime crisis, Islamic banking literature is still in its infancy compared to conventional
banking literature. In addition, studies have shown contradictory results when comparing Islamic
and conventional banks. Some authors have argued that that there is no significant difference
between Islamic and conventional banks’ stability and risk (Abedifar, Molyneux and Tarazi, 2013;
Beck, Demirgtic-Kunt, and Merrouche, 2013), while others have demonstrated that the stability
comparison results change according to bank size (Cihak and Hesse, 2010) and region (Rajhi, 2013).
Accordingly, there is no general consensus regarding the question of whether Islamic banks are
different from their conventional counterparts in terms of stability and risk. The same logic applies
also to profitability (Srairi, 2008; Johnes, Izzeldin, and pappas, 2009; Beck, Demirgiic-Kunt, and
Merrouche, 2013) and efficiency (Belanes and Hassiki, 2012; Johnes, Izzeldin, and Pappas, 2013;
Beck, Demirgiic-Kunt, and Merrouche, 2013).

This is the first study that uses PCA to derive a new set of variables or components that we
use to examine the financial strength of both bank types. As we have seen above, literature examines
conventional banks and Islamic banks by studying bank risk, stability, performance and efficiency,
capital, liquidity, and leverage; however, the literature uses different measures as proxies for these.

This could be the reason behind the contradictory results. The purpose of the second chapter is thus
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to fill this gap in the literature by creating new measures that are adequate for comparing both bank
types. The objective is to retain the maximum necessary information without the loss of financial

information related to each of our initial set of financial ratios.

To do this, we use an unbalanced sample of 8615 commercial and Islamic banks incorporated
in 124 countries worldwide. The sample covers the period between 2006 and 2012. PCA shows that
capital requirements, stability, liquidity, and profitability are the most informative components in
explaining financial differences between Islamic and conventional banks. In addition, we use PCA
components to compare both bank types. We employ logit, probit, and OLS regressions to compare
Islamic and conventional banks’ capital, stability, liquidity, and profitability. Our results show that
Islamic banks are more capitalized, more liquid, and more profitable but less stable than their
conventional counterparts. Our findings persist when US banks are excluded from our sample and

when banks in countries where both banking systems co-exist are compared.
Chapter 3

The third chapter of this dissertation investigates the impact of banking regulation in light of
Basel IIT on the stability of the banking sector. It particularly focuses on the impact of capital,
liquidity, and leverage ratios on the stability and adjusted profits of Islamic banks compared to

conventional banks.

To do this we use several measures of bank stability and regulation. The measure for bank
stability incorporates the Z-score index (InZS) and the adjusted return on average assets (AROAA).
The measures for regulation comprise the following: four measures of capital requirements,
comprising two risk-based capital measures, which are total capital ratio (TCRP) and tier 1 capital
ratio (T1RP), and two non-risk-based capital ratios, which are total equity to customers and short
term funding (TECSTF) and total equity to total liabilities (TETLIP); two measures of liquidity,
namely, liquid assets to total deposits and short-term borrowing (LATDBP), and liquid assets to
total assets (LATAP); and two measures that are proxies for financial leverage, namely, the total

equity to assets (TETAP) and the total liabilities to assets (TLTAP).

The total studied sample consists of 639 banks (with 125 Islamic banks) for banks located in
29 countries over the period 2006-2012. An earlier version of this chapter employed a sample of

11633 banks located in 76 countries. However, because U.S, European, and Japanese banks
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dominated our bigger sample, we used only 29 countries. In addition, in this chapter we employ
quantile regressions instead of ordinary least squares regressions. This approach has several
advantages. First, quantile regressions allow for heterogeneous solutions to regulation by
conditioning on bank stability and adjusted profits. The reason this might help is because literature is
silent when studying the impact of banking regulation on different levels of bank stability. In other
words, Islamic and conventional banks with lower stability may have different responses to
regulation than high stability banks. Accordingly, we utilize quantile regressions to determine if
banking regulations (i.e., higher capital, higher liquidity, lower leverage ratios) have a homogeneous
effect on the successive quantiles of stability and adjusted profits. This provides a richer description
of the relationship between regulation and bank soundness. Second, the results of quantile
regressions are robust for outliers and distributions with heavy tails. Third, quantile regressions
avoid the assumption that the error terms are identically distributed at all points of the conditional

distribution.

We find that Islamic banks are less stable than conventional banks. This could be related to
the business model employed by Islamic banks whereby assets and liabilities are becoming similar to

those of conventional banks.

The liabilities side of Islamic banks benefit of profit and loss sharing (PLS) arrangements.
However, these banks tend to diverge from the main principles of PLS where losses should be
supported by investment account holders (IAH). In fact, where there is a high degree of competition
between Islamic and conventional banks, some Sharia’a scholars allow these banks to distribute
profits — using a smoothing mechanism — independently of the success or the failure of the
investment. This is not only considered to be a violation of the relationship between profit and risk
sharing but it might also encourage Islamic bank managers and shareholders to rely more on PSIA
(at the expense of bank capital) by boosting leverage. Such behavior could be reflected in a lower Z-

score and lower AROAA.

As we have seen in Chapter 1, Islamic banks privilege mark-up financing techniques over PLS
contracts (Chong and Liu, 2009; Hassan and Dridi, 2010; Khan, 2010; Abedifar, Molyneux, and
Tarazi, 2013; Bourkhis and Nabi, 2013; Beck, Demirglic-Kunt, and Merrouche, 2013). However,
mark-up financing techniques are sometimes considered non-Sharia’a compliant as some scholars

have argued that it could incorporate or benchmark interest rates. Accordingly, by relying more on
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commercial transactions, Islamic banks can become exposed to credit risk, market risk, and

operational risk, and this has a negative influence on their stability.

We also show that across the stability and risk quantiles, higher capital and lower leverage have
a more positive impact on Islamic bank stability than on conventional bank stability, while there is
no significant difference between Islamic and conventional banks concerning liquidity. Islamic banks
rely on a smoothing mechanism to attract investment account holders (IAHs). This might have a
negative influence on the banks’ equity base, therefore Islamic banks prefer to maintain higher
capital ratios than conventional banks. It appears that such a strategy has a positive impact on
Islamic banks” AROAA. As for leverage, Islamic banks are somewhat more constrained than
conventional banks regarding the excessive use of leverage. Accordingly, they are less leveraged than
conventional banks and are required to deal with asset-backed transactions instead of debt-backed
financial products, which hold firm against financial bubbles. However, this does not mean that
higher leverage will protect Islamic banks against financial distress. Our results show that excessive
leverage is negatively associated with Islamic banks” AROAA compared to conventional banks.
Finally, liquidity is considered to be a major challenge facing Islamic banks. These banks have
constrained liquidity access; they cannot use debt instruments and financial derivatives. Islamic
banks also suffer from a weak interbank money market, lack of expertise, and non-harmonized
regulatory standards. As a result, they prefer to hold higher liquidity buffers than conventional
banks, which could serve as protection against liquidity risk. However, our results indicate that there
is no significant difference between Islamic and conventional banks regarding the liquidity and the
stability relationship, which could reflect a changing pattern in the business model of these

institutions.

Finally, our sample shows that there was no significant difference between Islamic and
conventional bank stability and regulation during the subprime crisis. Regulatory solutions show

general consistency across quantiles.
Chapter 4

The last chapter of this dissertation examines the impact of banking regulations on the
efficiency of Islamic and conventional banks in light of Basel III. In this chapter we focus on the
impact of capital, liquidity, and leverage ratios on the efficiency of Islamic banks compared to

conventional banks.
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To do this, we employ several measures of bank efficiency and regulation. Bank efficiency
includes four proxies for efficiency scores. These scores are calculated by comparing both bank
types to a common efficiency frontier (EFF1 and EFF2) in the first step, and each bank type to its
own efficiency frontier (EFF3 and EFF4) in the second step. We also compute efficiency scores
with and without controlling for risk factors. For regulation, we use four measures of capital
requirements (TCRP, T1RP, TECSTF, TELIP), three measures of liquidity (LADSTFP, LATAP,
LATDBP), and one measure of financial leverage (TETAP).

In this chapter, we employ an unbalanced sample of 639 banks in 29 countries over the period
2006-2012 to investigate whether the Basel 111 regulatory framework is suitable for both Islamic and

conventional banks.

We use Data Envelopment Analysis (DEA) to calculate efficiency scores, and quantile
regressions to study the impact of different regulatory variables on the efficiency of Islamic banks.
We chose DEA instead of traditional measures of bank performance (e.g.,, ROAAP and ROAEP)
because it relies on the individual assessment of each banking unit rather than considering the entire
sample average. DEA compares each bank to the most efficient one by creating a best practice
efficiency frontier. In addition, DEA is a non-parametric technique and does not require any
distributional form of the error term, which makes it more flexible than traditional regression

analysis.

Our findings suggest that Islamic banks are significantly more efficient than conventional
banks when compared to their own efficiency frontier. However, the Basel III requirements for
higher capital and liquidity are negatively associated with the efficiency of Islamic banks, while the
opposite is true for financial leverage. Our results are driven by small and highly liquid Islamic
banks. In comparison with chapter 3 results, our findings reflect some kind of trade-off between
efficiency and stability regarding capital requirements. In other words, whenever higher capital ratios

have a positive impact on Islamic banks’ stability the opposite is true for efficiency.

Our study also sheds light on the capital, liquidity, and leverage position of Islamic and
conventional banks during the local and global financial crisis. We find little evidence that Islamic
banks were more capitalized than conventional banks during the local crisis, while no significant
difference is found during the subprime financial crisis. Furthermore, our findings show a negative

trend in the capital (linked to a positive trend in the leverage) of Islamic banks compared to
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conventional banks, which suggests a changing pattern in the capital position of this industry.
Finally, we find that higher capital and liquidity positions resulted in greater efficiency in

conventional than Islamic banks during the subprime crisis.
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Appendix A

Appendix A

Table A.1 Islamic banking and some indicators of financial inclusion

Economy Religiosity ~ Account at a Adults with no  Adults with no Number Islamic assets Number of Number
(%) formal financial ~account due account due to of IFls  per adult IFIs per of IFIs per
institution to religious religious reasons (US$) 10 million adults 10,000 km2
(%o, age 15+) reasons (thousands, age 15+)
(%o, age 15+)
Algeria 95 333 7.6 1,330 2 - 0.8 0.01
Bahrain 94 64.5 0.0 0 32 29,194 301.6 421.05
Bangladesh 99 39.6 4.5 2,840 12 14 1.2 0.92
Egypt 97 9.7 2.9 1,480 11 146 1.9 0.11
Indonesia 99 19.6 1.5 2,110 23 30 1.3 0.13
Iraq 84 10.6 25.6 4,310 14 98 7.4 0.32
Jordan - 25.5 11.3 329 6 1,583 15.4 0.68
Kuwait 91 86.8 2.6 7 18 28,102 87.2 10.10
Lebanon 87 37.0 7.6 155 4 - 12.4 3.91
Malaysia 96 66.2 0.1 8 34 4,949 16.8 1.03
Mauritania 98 17.5 17.7 312 1 76 4.7 0.01
Morocco 97 39.1 26.8 3.810 0 0 0.0 0.00
Oman - 73.6 14.2 78 3 - 14.4 0.10
Pakistan 92 10.3 7.2 7,400 29 40 2.5 0.38
Qatar 95 065.9 11.6 64 14 13,851 86.5 12.08
Saudi Arabia 93 46.4 24.1 2,540 18 1,685 9,2 0.08
Sudan 93 32.2 26.8 1,490 3 72 3.7 0.19
Syria 89 233 15.3 1,560 4 18 3.0 0.22
Tunisia 93 32.2 26.8 1.490 3 72 3.7 0.19
Turkey 82 57.6 7.9 1,820 5 538 0.9 0.06
UAE 91 59.7 3.2 84 22 9,298 33.5 2.63
West Bank and Gaza 93 19.4 26.7 502 9 0 38.5 14.95
Yemen 99 3.7 8.9 1.190 8 179 5.8 0.15

Source: Global financial development report (2014), The World Bank (p. 175)
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Abstract

This first chapter explores Islamic banks’ history, growth, and specificities. It defines Islamic banks
and their raison d’étre compared to conventional counterparts. Chapter one also examines Islamic
banks’ business models and shows that they tend to use mark-up financing techniques instead of
profit loss sharing techniques. Accordingly, Islamic banking practices show divergence from their
main theoretical principles. Such divergence poses several questions on whether they should be
regulated in the same way as conventional banks. Thus, chapter one focuses on comparing Basel
guidelines between both bank types with a special focus on Basel III capital, liquidity, and leverage
requirements. If anything, we show that Basel III regulatory framework does not fit Islamic banks as
it does for conventional counterparts. As a result, some issues should be addressed before requiring

Islamic banks to fully acknowledge Basel I11.
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1. Introduction

he development of Islamic finance has occurred at a time when the international financial
system is constrained by stricter and complex regulations (i.e. Basel III regulatory
framework) in response to the 2007—2008 financial crisis. Another explanation for Islamic
banks’ development can also be the fact that these banks are capable of finding some kind of
balance between the development of commercial activities with their customers and entrepreneurs,
and the management of risk facilitated by the profit loss sharing arrangement. Such balance could

eventually minimize bank failure risk.

Islamic banks are Sharia’a compliant financing firms. They rely on profit and loss sharing
transactions (PLS) and commercial transactions (also called mark-up financing or non-PLS
transactions) to finance their balance sheet growth. There are approximately 219 Islamic financial
institutions according to the Association of Islamic Banking Institutions of Malaysia (AIBIM, 2014)
and 149 according to the Bankscope database. Islamic banks are present in more than thirty
countries with rapid growth in the Persian Gulf (65 banks), Malaysia (17 banks), and the UK (5
banks)."” In 2014, the World Bank'" created a special link on its website to report some features
about Islamic banking institutions. This link includes a new platform that is still in progress.
According to this platform, there are about 395 Islamic financial institutions distributed in 57

countries around the globe.

16 We refer to the Bankscope database.

17 Please visit: http://econ.wotldbank.org/
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Chapter 1 — Fundamental features of the Islamic banking system

This chapter explores the theoretical concepts behind the existence of the Islamic banking
system. The subprime crisis has shown that Islamic banks were more resilient compared to their
conventional counterparts. Accordingly, a new stream of research is developed to examine the
reasons behind the prosperity, performance, stability, and efficiency of Islamic banks compared to
conventional counterparts. The main objective of this first chapter is to define Islamic banks and
their business model between theory and practice. Chapter one also examines similarities and
differences between Islamic and conventional banks’ regulatory guidelines. Section two divides
Islamic banking and finance history into two phases. The first phase goes back to the early stages of
Islam. It explains the reasons behind the need for an Islamic financial system. It also shows that
Islamic finance is not as young as some authors argue. The second phase reflects three events. The
first event created the foundation of Islamic banking institutions. The second event reports the
creation of the first Islamic bank in the sense of a financial intermediary. The third event sheds light
on the development of several Islamic international regulatory and supervisory organizations. This
section also examines the development of Islamic banks in the recent period. Section three defines
Islamic banks and explains the raison d’étre of such industry. Section four illustrates Islamic banks’
business models, while section five reports some empirical evidence and shows that Islamic banks
privilege a commercialized business model that relies more on mark-up financing techniques instead
of PLS financing techniques. Section six compares Islamic and conventional banks regulatory
frameworks. It sheds light on Basel I and Basel II guidelines with a special focus on Basel 111 capital,

liquidity, and leverage requirements. Finally, section seven concludes.

2. History of Islamic banking and finance

2.1. THE PRE WORLD WAR II ERA

The term Islamic finance can be traced back to the first days of Islam where the prophet
himself was a merchant. However, this earlier mode of Islamic finance was underdeveloped and only
conceived to settle trades between tribes in the Arabian Desert and other merchants mainly localized
in Damascus. One main feature that made Islamic finance an important issue in the past as well as in
the present is pointed out by Lieber (1968) who argues that it is related to “I'he plgrimage to the holy
places” (p. 230). In fact, Muslims need to fulfill their religious obligation by performing the
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pilgrimage'® or Hajj at least once in a life period. Accordingly, Lieber (1968) explains that those
pilgrims are also merchants and traders. Apart from the fact that the Hgj was mainly to fulfill
religious obligations, it was also an opportunity to sell local products along the trip, and at the same
time to buy foreign goods and sell them in other locations. As a consequence, the development of
banking operations such as lending, borrowing, transferring, guaranteeing, and safeguarding came as

a result of the development of these transactions over the years (see Figure 1.1).

Figure 1.1. Routes of trades in the early stage of Islam
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Nevertheless, the Islamic golden age has shown no evidence for the emergence of any banking
institution such as today. Also, in contrast to the statement of De Roover (1954) who mentions that
“there can be no banking where there are no banks” (p. 43), Chachi (2005) argues that bankers and banking
activities were already in proliferation without the existence of banks in the strict sense of financial

intermediaries as it is today. Moreover, by the end of the 8" century, the Muslim state recognized the

18 'The Hajj is one of the five main pillars in Islam. A faithful Muslim should fulfill his duties of visiting the great mosque
in Mecca at least once in a lifetime. In addition to Hajj, A faithful Muslim must declare his faith to god or Shabada, pray

five times a day, gives 2.5% of his money to poor people as a kind of charity or Zakat, and fast during Ramadan.

24



Chapter 1 — Fundamental features of the Islamic banking system

importance of banking activities by establishing financial institutions called dawawin al-jahabidhah to
organize and maintain all banking functions without any use of interest (Chapra and Khan, 2000;
Chapra and Ahmed, 2002). For instance, Chachi (2005) reports that Muslims by adapting the
concept of profit and loss sharing (PLS) are capable of mobilizing resources to finance their
investments and projects. Moisseron, Moschetto, and Teulon (2014) believe that the expansion of
the Islamic state around the Mediterranean basin in the 10" century and the prosperity of Islamic
merchants’ transactions inspired Italian traders who became very well known as merchants in the
medieval period (see Figure 1.2). This early Islamic financial system has a known end in the late 12"

1
century."”

Figure 1.2. Routes of trades in the golden age of Islam
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19 Chachi (2005) offers six main explanations for the deterioration of the golden age of the Islamic state and Islamic
financial system: (i) the deviation from Sharia’a, (i) the excessive and absurd expenditure, (i) the lack of organization,
(iv) the breakdown of the political authority of the Muslim state, (v) the rise of new Muslim confessions, and (vi) the un-

ending wars with the crusaders, the Mongols, the Tartars, and the Persians.
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2.2. THE POST WORLD WAR II ERA

Gafoor (1995) calls the post-World War II period as the interest free era. He splits this period
into two stages. The first one reports the period where the interest free banking system was only a
theoretical concept whereas the second one represents the application of this concept on a practical
basis where Islamic banks and other Islamic financial institutions (see Table 1.I for different

categories of Islamic financial institutions) became a tangible reality.

2.2.1. A Theoretical Framework for Islamic Banks

Gafoor (1995) argues that the interest free banking concept can be traced back to the late
forties with the work of Qureshi (1946), Siddigi (1948)*, and Ahmad (1952) who proposed an
Islamic banking system that uses the concept of Mudaraba to avoid interest. Still, this period21 was
described as the period where Islamic finance remained dormant (Bintawim, 2011; Moisseron,
Moschetto and Teulon, 2014). This period could also be also defined as the period of “Islamic
economies.” According to Moisseron, Moschetto and Teulon (2014), the 1950s is considered the time
where the concept of individualism started to replace Islamic socialism. This was followed by the
development of the concept of the “Islamic business man” that balances between materialism and
spirituality. However, the growing economic activities and the success of this concept in combining
both wotlds—Islamic and business—became a concern for Islamic scholars. In fact, such success
could unleash “%he force of human nature towards acquisitiveness” (Moisseron, Moschetto and Teulon, 2014,
p. 3). Therefore, the solution was the creation of an ethical code where all Islamic businessmen must
adhere and respect. This code was later known as Sharia’a law where all financial transactions should

be Sharia’a compliant.

20 Siddiqi’s eatliest work is only available in Arabic. In the references section, we cite the latest English version of this
work.

2l Greuning and Igbal (2008) refer to this period as the period where the first conceptual framework of Islamic banking
was established. It was based on two theoretical models: (i) two-tier Mudaraba model (profit loss sharing contracts) and

(ii) Amana model.

26



Chapter 1 — Fundamental features of the Islamic banking system

2.2.2. The Creation of the First Islamic Commercial Bank

The second period is mainly the realization of what was theoretically set for Islamic banking
and finance. This period started with three Islamic banking experiences. The first bank was located
in Malaysia and operating in the mid-forties. The second bank was located in Pakistan and was
operating in the late-fifties and the third one was established in Egypt in 1963.” However, these
three banking institutions were unsuccessful for many reasons. In addition, they cannot be
considered as real banks in the sense that includes all the complexity of a banking institution as they
are today. Yet, considering the growing demand by the Muslim population for Sharia’a compliant
products, the Organization of Islamic Cooperation (OIC)* established the Islamic Development
Bank (IDB) in 1974. Here forward several Islamic banks were created and the idea of a non-interest
banking system started to take place (Bintawim, 2011). Owing to the rapid development of the Gulf
region governmental infrastructure boosted by oil expenditure returns (Moisseron, Moschetto and
Teulon, 2014), the modern Islamic banking system emerged by the establishment of the first Islamic
commercial bank, the Dubai Islamic bank, in 1975, followed by the Sudanese Faisal Islamic bank in

1977 and the Bahrain Islamic Bank in 1979.

In February 1979, Pakistan announced its intentions to replace the interest banking system
with an Islamic banking system (Hassan and Zaher, 2001). In 1980, Pakistani legislators succeeded in
passing legislation to make the establishment of Mudaraba companies possible in the country. The
main purpose was to convert assets and liabilities of the traditional banking sector into profit and
loss sharing financing modes (Khan and Mirakhor, 1989). At the same time, Iran was working on
the Islamization of its own banking sector. Countries such as Sudan have also facilitated the
emergence of Islamic banking concepts and instruments. As for Malaysia and Bahrain, which are
considered the pioneer countries in Islamic finance, the establishment of Bank Islam Malaysia

Berhad (BIMB) in 1983 is considered the cornerstone for the development of the Islamic banking

22 For Example, the Mit Ghamr bank, in Egypt, was established as the first Interest-free Arabic banking institution.
According to the Institute of Islamic Banking and Insurance (IIBI) the bank flourished between 1963 and 1966. Despite
the success of the bank, the project was abandoned for political reasons.

2 The Otrganization of Islamic Cooperation or the Organization of the Islamic Conference is the second largest inter-
governmental organization after the United Nations. It includes 57 countries with an objective of promoting peace,
harmony, solidarity, and the development of the Muslim world (for more details about the OIC, please visit to the OIC

website: http://www.oic-oci.otg).
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industry in South East Asia. In addition, the establishment of the Accounting and Auditing
Organization for Islamic Financial Institutions (AAOIFI) in Bahrain in 1991—as an international
institution that works to make sure that Islamic financial practices and financial reports are Sharia’'a
compliant—is also considered as another development in Islamic banking infrastructure. AAOIFI is
a regulatory organism for Islamic banks that plays a key role in the development and standardization
of regulatory guidelines of this industry. This was followed by the establishment of the Dow Jones

Islamic Market Index, also in Bahrain in 1999.

2.2.3. Emergence of a Modern Islamic Banking System

In the last decade, Islamic banks continued to emerge in the Persian Gulf and the South East
Asia region. Although the modern Islamic banking system is still in its infancy, the last few years
have shown remarkable facts (see Figure 1.3). Nowadays, the Islamic financial system, once again,
regained its lost place but this time it became modernized and shares the market with a very
powerful Occidental financial system. What is more interesting is that western international
commercial banks such as HSBC, Standard Chartered, Citi, and UBS are starting to offer products
and contracts that are Sharia’a compliant through the establishment of Islamic branches (called Islamic

windows) thereby acknowledging the potential of such industry.

Figure 1.3. The development of the Islamic banking industry between 1990 and 2008
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Furthermore, in 2001, the General Council for Islamic Banks and Financial Institution
(CIBAFI) was established in Bahrain. In 2002, the Islamic Financial Services Board (IFSB) was
established in Malaysia and considered as another international regulatory organism for Islamic
banks—after the establishment of the AAOIFI in Bahrain—followed by the launch of the
International Islamic Financial Market (IIFM) in Bahrain. In 2005, the Islamic International Rating
Agency (IIRA) was founded and started operating. In 2006, Bahrain succeeds in creating the
Liquidity Management Center (LMC). In 2007, the Arab Chamber of Commerce Industry launched
the Hong Kong Islamic Index. In the same year, the United Kingdom became the European hub of
Islamic financial industry (Ainley et al., 2007). In 2011, Thomson Reuters launched the first Islamic
Interbank Benchmark Rate (IIBR) followed by the establishment of the Bangladesh Islamic
Interbank Money market in 2012. Finally, recognizing the potential of this industry, the Ruler of
Dubai announced in 2013 his intention to make UAE an international hub of Islamic finance. This
arrives after a similar announcement by UK Prime Minister David Cameron (The New York Times,
2013) and France’s ex-minister of economy and head of the IMF Christine Lagarde (Le Parisien,
2008).

2.2.4. Growth of Islamic Banking System in the Recent Period

Using financial data collected from the Bankscope database, Figure 1.4 illustrates the
development of total assets held by Islamic banks for the period between 2006 and 2011. We
breakdown our sample of Islamic banks into six geographical regiorlsz4 where Islamic finance is

strongly present.

24 These regions are: MENAT region (Middle East and North Africa) and includes the Middle East and North
African countries excluding the Gulf Cooperation Council (GCC) and Iran, the South East Asian countries (SEA), the
Islamic Republic of Iran (IRAN), the European Union (UE), and the Gulf Cooperation Council (GCC). Finally, we use a
sixth sub-sample, MENA2 that consists of MENAT and Iran but excludes the GCC countries. Recent research on
Islamic banks shows that Iran is the largest hub of Islamic finance (Global Islamic Finance Report (GIFR), 2013).
However, other studies do not consider Iran in their sample of Islamic banks for reasons related to its financial system
completely Islamized or because of a lack of financial information. Accordingly, we consider separately Iran as an
independent sub-sample but also as part of the MENA region (i.e. MENAZ2) to study its regional weight in terms of
Islamic finance. To do this, we use three types of financial information: total assets, total equity, and total operating

income.
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We notice that assets held by these institutions have grown rapidly between 2005 and 2008.
However, in 2008 assets growth of Islamic banks become much lesser than before 2008. It also
shows a decreasing pattern in Iran. This could be explained by the fact that the financial crisis has
strongly affected the real economy. As a matter of fact, Islamic banks primarily use assets backed
transactions and thus the price of properties and other tangible assets fell sharply during and after
the crisis period.” This mechanically affects the valuation of Islamic banks’ assets and thus shrank
their balance sheets (Financial Times, 2009). Despite, the financial crisis, the amount of assets held

by the GCC countries and the SEA continued to grow rapidly compared to the rest of regions.

Figure 1.4. Assets of Islamic banks between 2005 and 2011
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Figure 1.5 shows that Iranian banks hold alone 28% of Islamic banks’ assets. In second place
are the GCC countries with 27% of total assets share. Third place is dominated by the SEA
countries with 6.75%, followed by MENAT1 countries with 4.71% and finally the EU with less than
1%.

% For instance, Dubai has witnessed a deep recession and real estate crash as a result of the subprime crisis. Banks such

as the Dubai Islamic bank was immediately impacted by the crisis as Sharia’a requires transactions to be asset backed.
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Figure 1.5. Assets breakdown by region 2005-2011
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Figure 1.6 shows that GCC countries come first in terms of capitalization ($50 billion).
Accordingly, the amount of their equity corresponds to almost 19.5% of their total assets. The
Iranian banks hold $9 billion of equity, which covers only 4.09% of their total assets while the rest
of the MENA countries (i.e. MENAT1) hold $7 billion, followed by SEA banks with $5 billion and
the EU with $1 billion, and this a considerable amount compared to the total assets held by EU

banks.

Figure 1.6. Total equity by region 2005-2011
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Finally, in term of operating income, the GCC region represents 64% of total operating
income of Islamic banks (see Figure 1.7). However, despite high leverage and balance sheet growth,
Iranian banks occupy the second position with only 8% of Islamic banks total operating income,
followed by SEA countries with 6%, the rest of MENA countries (i.e. MENAT) with 6%, and finally
the EU with almost 2%.

Figure 1.7. Operating income by region 2005-2011
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The results clearly show the superiority of GCC Islamic banks in terms of capitalization and
turnover. It also shows that Iranian banks are the most important in terms of assets growth. This
means that Iranian banks are more leveraged compared to GCC countries’ Islamic banks. This could
also explain why Iranian banks are undercapitalized (i.e. average equity to assets=4.09%) compared
to GCC Islamic banks (i.e. average equity to assets=19.5%). As for the rest of the countries, we
show that Islamic banks are developing in SEA countries as well as in the EU but at a very small

scale compared to GCC or Iranian banks.
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3. Why do Islamic banks exist?

The combination of the two words “bank” and “Islamic” appear to be somehow paradoxical (Bitar
and Madies, 2013). Therefore, it is necessary to clarify, on the one hand, why Islamic banks are
considered financial intermediaries in the strict definition of banking theory. On the other hand, how it is
possible for such institutions to be fully compliant with Sharia’a law while they deal with business

transactions and profit maximization activities?

3.1. ISLAMIC BANKS: DEFINITION AND RAISON D’ETRE

A banking institution is considered an Islamic banking institution if all of its operations are
consistent with Sharia’a law.”* Thus, every Islamic bank possesses a Sharia’a committee that examines
the compliance of its activities and banking products with Islamic law. In short, every financial
transaction must be in a lawful (Halal) position and completely excludes the use of interest (Maali,
Casson and Napier, 2006). According to the International Association of Islamic Banks (AIBI), the
Sharia’a committee is an independent organ that consists of three to seven specialized advisors in
Islamic finance and jurisprudence. Islamic banks must finance socially” useful projects and
participate in the development of the community by respecting the codes of ethical finance

conceived from Sharia’a law.*®

As explained by Toussi (2010), although Islamic banks are consistent with Sharia’a law, they
perform some similar functions to those of conventional banks. He defines a bank as Islamic “When
it works as an administrator of payment system and as a financial intermediary. Therefore, the need for an Islamic
banfking system is precisely for the same reason related to the existence of a traditional banking system. Accordingly,

Islamic banks exist as a response to financial market imperfections” (Toussi, 2010, p. 37).

26 Sharia’a is considered the main source of Islamic law (see Figure 1.8). It found its origins in the Qwur'an and the Sunna.
The Qur'an is the holy book of God. It contains general information related to every aspect of life of Muslims. The Sunna
is the second source of Islamic law. It is derived from the prophet’s speeches and some of his companions.

27 Conventional banks such as Crédit Foncier de France, la Caisse d’épargne and Crédit Mutuel (mutual and cooperative
banks) have also followed in the nineteenth century similar objectives to those maintained by Islamic banks today.

28 By relying on Qur'anic precepts, Islamic banks consider prohibited businesses or investments related to gambling,

pornography, alcohol, tobacco, and the porcine industry.
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The existence of these banks is thus explained from an economic point of view, in the same
way as conventional banks, even if the former have some distinctive characteristics from the latter.
Islamic banks as conventional banks possess information about customers, companies, and projects,
which can help a single client (or investment depositor) in minimizing information asymmetries and
also the transaction cost of any investment or engagement with other economic agents. An Islamic
bank plays a key role in channeling funds toward projects that are considered to be beneficial for its
clients and itself. Furthermore, according to the profit and loss sharing concept, any losses regarding
failed projects must be shared with clients. Accordingly, Islamic banks should be very prudent with
their investments compared to conventional banks, as they are afraid of losing confident clients if

severe losses occut.

Figure 1.8. Sharia’a and Islamic banking
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In addition, Diamond (1984) shows that according to microeconomic theory, conventional
banks collect the surplus of liquidity from small depositors to finance via bank loans investment
projects.” They are also more experienced and more informed compared to small depositors, which
reduces the latter’s transaction costs. Besides, banks can finance a large number of projects at the
same time, which can help in reducing risk compared to an individual investor’s risk. Hence, it is
easy to understand the reason behind choosing to work via financial intermediaries and the same
principle applies to Islamic banks. They perform the role of “deputy supervisor” between depositors
and investors. All in all, both bank types are more informed, experienced, and they minimize

transaction cost and risk of individual investors.
3.2. CORE CONCEPTS OF THE ISLAMIC BANKING SYSTEM

From a conceptual point of view, Islamic banks have a number of significant differences when
compared to conventional banks. These so-called “specificities” explain the reasons behind their

existence compared to conventional counterparts.

Toussi (2010) reports that Islamic banks perform differently financial intermediation. For
instance, Islamic banks’ depositors undergo true investors’ risk. Accordingly, depositors share losses
as well as profits related to each Sharia’a compliant investment project financed through their own
funds (i.e. Unrestricted Investment Accounts and Restricted Investment Accounts). In addition,
Islamic banks’ depositors are not aware of the exact rate of return related to the undertaking
transaction (Errico and Farahbaksh, 1998); they do not receive any guarantee on the principal and
neither on the returns because they are treated like the banks’ investors. In contrast, conventional
banks’ depositors receive a fixed rate of interest independently of the success or the failure of
projects; they do not receive any information about the destination of their funds and their principal
is insured by the deposit insurance scheme. For example, the European Union explicit deposit
insurance system has been compulsory since 1994. At the present time and in addition to the united
banking supervisory unit, the European Central Bank (ECB) is planning to create a united deposit
insurance system at the European Union level to replace different deposit insurance schemes of
every single country (Bitar and Madi¢s, 2013). Such arrangement does not exist and could not be

applied to Islamic banks.

2 Please refer to Allen and Santomero (1998) for an extensive literature review.
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Another feature of Islamic banks is the prohibition of an interest rate (Beck, Demirgli¢c-Kunt
and Merrouche, 2013) or riba,” which can also be defined as excessive interest. As noted by
Schaeffer (1984), the conventional banking system uses interest as a primary source of remuneration
of depositors’ savings. In contrast, Islamic banks use a return rate instead of an interest rate
(depositors are treated like investors; they receive returns on their investments). In this case, a
borrower (Mudarib) ensures the daily management of the financed project while the account holder
(Rab-E[-Mal) provides the needed funding (Mudaraba) or equally participates in the management of
the project (Musharaka). The outcome of such investment is shared between the bank and the
borrower, and between the bank and the depositor according to a predetermined ratio of profits and

losses (Bitar and Madies, 2013).

A third distinguishable characteristic of Islamic banks is the materiality aspect of every
financial transaction (El-Hawary et al., 2007). In other words, all transactions should be linked to the
real economy through a tangible asset. Therefore, Islamic banks’ products must be asset backed in

otder to fulfill Sharia’a requirements as part of Islamic financing tools.

Fourth, Islamic banks’ contracts, operations, and products must be clearly announced and
explained to different transaction parties. Thus, exploitation (gharar) of other party is prohibited and
speculation or uncertainty is not permitted. According to Sharia’a law each business transaction must
be written and explicitly examined by partners to avoid ambiguity and any future disagreements

(Ismail, 2001).

Finally, Islamic banks are prohibited from engaging in sinful transactions such as weapons,
alcohol, drugs, pornography, and the porcine industry. The Sharia’a board must verify the coherence
of projects with Islamic law. Accordingly, Islamic banks must use their funds in non-harmful sectors

as defined by the Qur'an (Lewis, 2001).

It is also worth mentioning that Islamic banks suffer from the absence or the quasi-absence of

an Islamic interbank money market, where banks can refinance between themselves. This important

30 According to Kettell (2011), there are four revelations in the Qur'an that prohibit dealing with interest. The first
revelation argues that dealing with interest rates deprives wealth from God’s blessings. The second revelation explains
that interest puts properties in the hands of wrong owners. The third revelation demands of Muslims to avoid interest
for the sake of their own welfare. The last revelation distinguishes between interest and trade, and declares war with

those who deal with interest.
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fact has an ambivalent role in the three main themes that we are going to discuss in this dissertation,
namely the stability, efficiency, and regulation of the Islamic banking sector. Indeed, the fact that
such market does not exist prevents the propagation of failures between banks and thus limits the
systemic risk as observed with conventional banks during the financial crisis (Bitar and Madies,
2013). Moreover, Islamic banks cannot borrow liquidity from other banks. In addition, the Central
Bank plays only a marginal role in controlling Islamic banks and it cannot act as a lender of last
resort. This is understandable insofar as Islamic banks do not have the power to create money,
because according to Sharia’a money does not create money by itself without investments (Ariff,
1988). However, they do perform maturity transformation activities, which make them, on the one
hand, vulnerable to liquidity problems, and on the other hand, possibly face a counterparty risk

related to the projects that they are investing in.

4. Islamic banks’ business model

Theoretically, the rules under which Islamic banks operate are different from those of
conventional banks. As we have seen in section 3.2, Sharia’a law imposes constraints on Islamic
banking activities. These constraints are not of the same nature of the banking guidelines imposed
by the Basel Committee on Banking and Supervision. This appears very normal as Islamic banks
tend to maximize ethical value, solidarity, and equality between society members while conventional
banks seek to maximize profits and gains. In practice, however, Islamic banks operations are
somehow similar to conventional banks. One would expect that under Sharia'a law PLS
instrtuments—as a core of Islamic banking and finance—dominate Islamic banks’ activities. Yet,
unsurprisingly, non-PLS mode of finance such as Murabaha and ljara predominate (Chong and Liu,
2009; Hassan and Dridi, 2010; Khan, 2010; Abedifar, Molyneux and Tarazi, 2013; Beck, Demirgiic-
Kunt and Merrouche et al,, 2013; Bourkhis and Nabi, 2013). In this section, we present four
business models that reflect this divergence between theory and practice (see Appendix B for

definitions and different types of mark-up and PLS transaction techniques).

4.1. TWO-TIER MUDARABA

Adapted to suit Islamic banks, the two-tier Mudaraba model is a Mudaraba contract extended to
include three parties (see Figure 1.9): the depositors, the Islamic bank, and the entrepreneur. On the

liabilities side, a bank’s funds—which are provided by special depositors called investment account
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holders—are used in unrestricted Mudaraba. According to this arrangement, a bank can invest funds
in all types of Halal investments. On the asset side, an Islamic bank applies the restricted form of
Mudaraba. In this case, the Islamic bank has the right to determine the duration of the project, the
location and also the supervision (Kettler, 2011). However, Islamic banks cannot directly interfere in
the management of the project. Hence, the role of bank is to act as Mudarib with depositors and Rab-
E/-Mal with investors. This is the concept of Mudarib youdarib whereby the bank acts as a financial
intermediary through special two-tier Mudaraba operations. Firstly, depositors provide the bank with
funds. They are treated as Rab-E/-Mal whereas the bank plays the role of Mudarib. Secondly, the bank
invests these funds in investment projects that are Sharia’a compliant. Thus, it performs the role of
Rab-E[-Mal while the entrepreneur is considered as Mudarib. As a consequence, Islamic banks that
are considered as the agent of investment accounts holders cannot guarantee depositors funds or
returns because they cannot interfere directly in the entrepreneur’s work. In addition, the rate of
profit is assigned according to a ratio and not to a pre-fixed amount. Furthermore, the entrepreneur
shares the profits with the Islamic bank that distributes the profit between shareholders, reserves,
and investment accounts holders. In cases where losses occur, the entrepreneur is only responsible

for his effort and time except when providing evidence of negligence.

Figure 1.9. Two-Tier Mudaraba

Islamic bank
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4.2. MUDARABA LIABILITIES SIDE AND MUSHARAKA ASSET SIDE

Similar to the previous operation, the bank plays the role of Mudarib with depositors but it
jointly participates with the entrepreneur in combining both effort and capital to finish the project

(see Figure 1.10).

Figure 1.70. Mudaraba liabilities side and Musharaka asset side
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4.3. MUDARABA LIABILITIES SIDE AND MARK-UP FINANCING ASSET SIDE

Unlike the first and the second business models, the third model incorporates mark-up
financing techniques instead of PLS instruments on the Islamic banks’ asset side (Figure 1.11).
Accordingly, this model uses Murabaha, ljara, Istisna, and Salam transactions on the Islamic banks’
asset side while it operates under Mwudaraba on the liabilities side. This model is considered less
compatible with Sharia’a law because it privileges non-PLS Islamic financing tools. Yet, this model is

the most commonly practiced by Islamic banks.
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Figure 1.71. Mudaraba liabilities side and mark-up financing asset side
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4.4. TWO WINDOWS

According to the two windows model (see Table 1.1I), Islamic banks’ liabilities side is divided
into two main categories: (1) demand or current deposits and (ii) investment deposits (i.e. equity
investments rather than liabilities in the sense of conventional banks). As a result, the choice of the

right category is left to the customers of Islamic banks.

Under this structure, demand deposits—which are almost identical to current deposits of
conventional banks—are placed under Amana or Wadiah (safekeeping) and Qard E/l-Hasan (Abedifar,
Molyneux and Tarazi, 2013; Beck, Demirgiic-Kunt and Merrouche, 2013). These accounts are risky
because they are demanded and fully repayable at any time (Errico and Farahbaksh, 1998). Thus,
Islamic banks apply a 100% reserve requirement on these accounts (El-Hawary et al., 2007). Islamic
banks charge, however, service fees for safekeeping and administrative fees if funds are used as
interest-free loans or Qard El-Hasan for charitable purposes. The current account holders do not
receive any remuneration on their invested funds. However, Hassan and Dicle (2005) argue that
current account holders should receive compensation if their funds are mixed with other types of

risky investments.

In addition to demand deposits, Islamic banks also offer savings deposits (Turk-Ariss and
Sarieddine, 2007; Beck, Demirgiic-Kunt and Merrouche, 2013; Bitar and Madies, 2013). These
accounts give the right for Islamic banks to use resources without depositors’ authorization

regarding the nature of the investment decisions. Accordingly, the initial value of deposits is
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guaranteed. In addition, savings deposits do not give any right to a fixed income and account
holders can withdraw their funds after notifying the bank. Savings accounts are rarely demanded in
Islamic banks because they are close in structure to conventional banks’ savings accounts, even if the
latter do offer a fixed rate of interest. In addition, Islamic banks encourage the use of investment
accounts instead of savings accounts (Gafoor, 1995). This is because Islamic banks can channel
losses to investment account holders, which it is not the case when working under savings accounts

(Gafoor, 1995).

Finally, Islamic banks offer investment accounts by establishing a business partnership with
their customers. These accounts are divided into two types: 1) Restricted Investment Accounts
(RIA) where: (i) funds are invested according to investment account holders’ indications, (ii) initial
deposits are not guaranteed, and (iif) there is no fixed rate of return. As a result, AAOIFI considers
RIA as off-balance sheet items (Turk-Ariss and Sarieddine, 2007); 2) Unrestricted Investment
Accounts (UIA) where account holders (IAH) leave the choice to the Islamic bank on how and
where funds should be invested. In addition, Islamic banks do not guarantee capital or returns. In
contrast to RIA, UIA funds can be combined with those of the bank to build an investment pool.

These accounts are normally used to finance PLS transactions.

In sum, Table 1.II and Table 1.III report a maturity profile and a stylized balance sheet of an
Islamic bank. The liabilities side includes three categories of resources: 1) current accounts where the
principal is guaranteed by the bank, and savings accounts where the depositors participate in bank
profits (Beck, Demirgtic-Kunt and Merrouche et al., 2013); 2) the investment accounts (Restricted
and Unrestricted) where the principal is not guaranteed and profits are usually reinforced by two
smoothing reserves (Profit Equalization Reserve (PER) and Investment Risk Reserve (IRR)); and 3)
the equity base. On the asset side, ceteris paribus, Islamic banks operate under two financing modes:

asset backed transactions and profit and loss sharing transactions.

5. Which business model for Islamic banks? An empirical treatment

In this section, we provide some statistics about Islamic banks’ balance sheets. Accordingly,
we examine the assets and liabilities side and show that Islamic banks use Mudaraba transactions with
depositors (i.e. investment account holders) and non-PLS transactions such as Murabaha and Ijara

with customers and entreprencurs. Therefore, their assets side does not really reflect their liabilities
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side where Islamic banks PLS resources (i.e. RIA and UIA) should be mirrored by PLS transactions

such as Mudaraba and Musharaka transactions.

Table 1.IV reports Islamic banks’ assets side transactions. It includes information about PLS
(Mudaraba and Musharaka) and non-PLS arrangements® (Murabaha, ljara, Istisna, and Salam).

Accordingly, we compare Table 1.1V results with the three business models presented above.

Khan (2010) argues that Islamic bank advocate refers to “Islamic banks as predominately risk-
taking institutions committed to long-term productive investment on a partnership or equity basis” (p. 808). Table
1.IV clearly shows that this is not the case. PLS-arrangements only account for 5.39% of Islamic
banks’ assets side total operations. The results show that PLS-transactions vary between 4.69% and
7.12% of total Islamic banks’ transactions for the period between 2000 and 2011. This means that
Islamic banks have a marginal use of PLS transactions. Table 1.IV also shows that non-PLS
transactions are predominant. Murabaha transactions account for 79.85% of Islamic banks total
transactions on average for the entire period. Other non-PLS financial transactions such as ljara,
Istisna, and Salam account for 6.8%, 2.03%, and 0.89% of Islamic financing techniques respectively.
It worth noting that Ijara contracts account for more than the total of both Mudaraba and Musharaka

financing techniques.

The literature shows that the choice of PLS and non-PLS financing is yet still a subject of
debate. For instance, Sundarajan and Errico (2002) explain that non-PLS transactions are acceptable
only in cases where PLS contracts are unsuitable. Khan (2010) suggests that non-participatory
Islamic financing modes are permissible as long as they include some level of risk sharing. Yet,
Sharia’a law shows no justification for the superiority of one financing technique compared to the
other (El-Gamal, 2000). Therefore, theoretically speaking there is no explanation for why the Islamic
bank business model privileges mark-up financing over PLS-financing. At a practical level, Islamic
banks compete with conventional banks. Therefore, they are somehow required to provide a
minimum level of profits to their account holders compared to interest rates proposed by
conventional banks. Furthermore, Khan (2010) quotes from (Financial Times, 2009) that ‘G you /let

banks share losses right and left, the whole system will collapse in any downturn” (p. 812). This shows again the

31 We also report the percentage of PLS and non-PLS transactions for each available Islamic bank in Table BI in the

Appendix.
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paradox between the theoretical background of Islamic banks and their practices as it is between the

word “Bank’ and the word “Islamic™.

These figures invite us to ask several questions about the business model of Islamic banks. A
bank that uses non-PLS transactions to serve the expansion of its balance sheet can be considered as
“non-practicing” bank that does not consider PLS principles, the prohibition of interest and
especially the spread of human and ethical values instead of maximizing earnings and profits. This

could harm the reputation and confidence in the bank vis-a-vis its customers and investors.

For a general assessment, we present in Table 1.V the proportion of Islamic financing modes
(i.e. mark-up and PLS transactions already presented in Table 1.IV) on the Islamic banks’ assets side.
Islamic financing modes represent on average 50% of the total activities of Islamic banks for the
period of 2000-2011 and that 80% of these activities represents Murabaha contracts. In addition,
cash, and investment operations (financial and real estate) represent 27% and 19% of total assets,
respectively. Accordingly, the results show that Islamic banks have a high amount of liquid assets.
This can be explained by the fact that these institutions do not enjoy the same facilities to refinance
their balance sheet as do conventional banks. In fact, Islamic banks have a weak interbank money
market. In addition, they cannot sell their debts (Beck, Demirglic-Kunt, and Merrouche, 2013), they
do not have relations with conventional banks, or with Central Banks as lender of last resort because

of the constraints imposed by Sharia’a law.

Finally, Table 1.VI examines the nature of Islamic banks’ resources and their compliance with
Sharia’a law. According to the three models of Islamic banks outlined above, we find that restricted
and unrestricted investment accounts represent on average 52% of Islamic banks’ resources.
Investment accounts are based on Mwudaraba contracts between depositors and the bank. Still, one
must note that current accounts (i.e. Wadiah or Amana deposits) and savings accounts constitute
neatly one third of Islamic banks’ liabilities side over the period 2000-2011. However, these

accounts are very much like current accounts of conventional banks.
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6. Islamic banks and the Basel framework

Banking regulation and supervision has always been a subject of debate between bankers and
policy makers. The literature shows no general consensus regarding the relationship between
banking regulation, stability, and efficiency. In fact, the literature reports contradictory results.
Theoretical and empirical research defines regulation as a necessity for the development of the
banking sector. Accordingly, prudential regulation and supervision is a prescription to ameliorate the
stability and efficiency of banking institutions and the financial system in general. The main
advocates of this approach are: the Basel Committee on Banking and Supervision (BCBS), the
Islamic Financial Services Board (IFSB), and the Accounting and Auditing Organization of Islamic
Financial Institutions (AAOIFI). For instance, Depuis (20006) explains that the development of
lending and other commercial activities give rise to different types of bank risk exposures and this
could explain the need for prudential banking regulation. In contrast, a sizeable body of research
also reports that such explanation is inadequate and that the occurrence of financial crisis is a good

example of financial authorities’ shortness and misguidance regarding regulatory guidelines.

Moreover, Haldane™ (2012) contends that achieving what regulation was meant to achieve is
closely associated with the degree of complexity of banking regulatory frameworks. The author’s
paper called “The Dog and the Frisbee” emphasizes the fact that after a decade of complex and
costly banking regulation, the financial system has become even more fragile to financial crisis.
Investigating the impact of capital, liquidity, and leverage requirements on the banking sector’s
probability of default, the authot’s findings show no conclusive evidence that complex and
prudential banking measures impede banks’ probability of default. Hence, he criticizes the “Base/
tower” approach where more stability requires more regulation and calls for simplicity when

supervising the banking sector.

Therefore, in this section, we review the history of banking sector regulation. We also discuss
concerns about the validity and accuracy of such regulatory frameworks on Islamic banks compared

to conventional counterparts.

% Andrew Haldane is an economist at the Bank of England. Here we refer to the authot’s paper “The Dog and the

Frisbee” that was presented at the 36th Economic Policy Symposium at the Federal Reserve Bank of Kansas City.

44



Chapter 1 — Fundamental features of the Islamic banking system

6.1. BASEL I: ISLAMIC VS. CONVENTIONAL BANKS

Since the conclusion of the first Basel accord in 1988, several important considerations have
been set to regulate conventional banks. This first agreement concentrates on conventional banks’
capital requirements.” It requires banks to hold a minimum of 8% of capital to risk weighted
assets.” Accordingly, this so-called Cooke” ratio combines, on the one hand, bank capital to its
appropriate level of risk exposure and, on the other hand, it standardizes conventional banks’ risk
into four categories (0%, 20%, 50%, and 100%), which represent credit and counterparty risk (Turk-

Ariss and Sarieddine, 2007).

According to Basel I, bank capital consists of shareholders’ equity, retained earnings, reserves,
and hybrid items (that include debt and equity). The Basel I agreement was originally set for banks
of G-10 countries. Yet, it was adopted by Central Banks of more than 100 countries around the
globe. This reflects a desire of banking institutions to adopt a unique and recognizable measure of
capital adequacy (BCBS, 2013, p. 1-2). Basel I is the first complex agreement that was released ‘%o
enconrage leading banks around the world to retain strong capital positions and to promote fair competition by reducing

inequalities in capital requirements among different countries” (Turk-Ariss and Sarieddine, 2007, p. 48).

As for Islamic banks, El-Hawary et al. (2007) refer to the early 1990s as the period where
Islamic banking regulators started to pay attention to regulatory aspects of Islamic banks. Yet, no
explicit or conclusive reference was made before 1999. Here we refer to the AAOIFI who issued the
first capital adequacy framework for Islamic banks and was based on the same methodology used in

Basel I. This was considered a milestone step for Islamic banking institutions.

In this context, Errico and Farahbaksh (1998) acknowledge that Islamic banks must have a

regulatory framework and that regulators of conventional banks should recognize with an open

33 Dupuis (2004) argues that the erosion of banking capital is one of the reasons behind requiring banks to hold a
minimum capital ratio. For example, Hazel (2000, p. 328) reports that the average ratio of capital to assets of all US
insured banks fell from 12% to 6.5% for the period between 1935 and 1990.

3 It is true that the minimum level of capital requirements is set to 8%. However, some countries prefer to hold a higher
ratio to avoid any banking sector unexpected losses and to ameliorate investors’ confidence. For instance, Bahraini banks
ate requited to hold a minimum capital rato of 12% according to Basel II (http://www.cbb.gov.bh/page-p-
supetvision.htm), while Canadian banks need to hold a minimum amount of 10% (http://www.cbb.gov.bh/page-p-
supervision.htm).

% It refers to Peter Cooke, the president of the BCBS between 1988 and 1991.
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mind the Islamic banking approach. Islamic banks use RIA and UIA where a PLS arrangement is
applied. Funds are mainly channeled toward operations that are asset-backed and thereby closely
related to the real economy. Islamic banks prohibit speculation, selling of debt, and usage of
derivatives. Nevertheless, the two authors explain that Islamic banks should be regulated because
under the two-tier Mudaraba model, insolvency risk is not avoided. For instance, IAHs are fully
responsible if losses occur. This could trigger a massive withdrawal of depositors’ money and lead to
crisis of confidence between depositors, investors, and Islamic banks. To avoid this problem,
Islamic banks distribute profits to investment account holders from IRR and PER even if losses
occur. In addition, Islamic banks might adjust their equity base in cases where IRR and PER are not
enough to avoid withdrawal risk. This could explain why Islamic banks maintain higher levels of

capital ratios compared to conventional banks.

Table 1.VII documents the minimum capital requirements as recommended by BCBS for
conventional banks and AAOIFI for Islamic banks. As we have explained in section 4.4 and Tables
1.1I, 1.III and 1.VI, Islamic banks use RIA and UIA and this is reflected in the AAOIFI’s

denominator of capital ratio compared to the BCBS’s denominator in the same table.

All in all, the Basel I agreement is the first international recognition of the importance of
creating a transparent and harmonized regulatory framework for banks around the world. Yet, due
to the rapid development of the banking sector, the Cooke ratio was found to be insufficient.”
Dupuis (2006) argues that relying on credit risk as a sole determinant of banks’ risk exposure does
not reflect banks’ actual risk. Hence, in the period between 1999 and 2004, BCBS launched a new

modified and more complex version of banking guidelines known as Basel I1.

6.2. BASEL II: ISLAMIC VS. CONVENTIONAL BANKS

Basel II accord was introduced in 2004 and updated several times between 2005 and 2009.
Acknowledging the weaknesses in Basel I, Basel 11 includes three pillars. Accordingly, it combines a
more complex measure of capital requirements, a new framework for banking supervision, and new

tools to improve market discipline.

3% For example, the Basel 1 agreement considers short-term instruments less tisky than long-term instruments and
thereby it encourages banks to invest more in short-term instruments which could harm financial stability (Turk-Ariss

and Sarieddine, 2007).

46



Chapter 1 — Fundamental features of the Islamic banking system

The first pillar—capital requirements—defines three types of risk that the banking industry
faces. First, the credit risk reports the failure of a bank borrower to repay its loan and therefore
incapacity of meeting its contractual obligations. Second, market risk refers to the fact that banking
institutions could bear losses due to wrong positioning in the financial markets (e.g., interest rate
risk, currency risk, commodity risk, etc.). Finally, operational risk is described as the risk “of /oss
resulting from inadequate or failed internal processes, people and systems or from external events” (BCBS, 2000, p.
144). Operational risk mainly reflects a human error, a system failure and other administrative issues.
The second pillar—supervision of capital—deals with different techniques and procedures that
could be used to determine a comprehensive and soundly based capital measure. The third pillar—
market discipline—focuses on the importance of disclosing key financial information about the
soundness of the financial position and risk exposure of each banking institution. The Basel II
implementation period differs from one country to another. For instance, the Federal Reserve Board
(FRB, 2005) planned to implement Basel II in the period between 2008 and 2011 while the
European Union preferred the end of 2007 as a final date to put the agreement into action (Depuis,

2006).

As for Islamic banks, the establishment of the Islamic Financial Services Board (IFSB) in
November 2002 was another milestone in the development of Islamic banking regulation. The new
organism was founded in Kuala Lumpur, Malaysia, following the decision of the governors of
Central Banks and financial authorities of several Islamic countries’ with the help and support of
the IDB, the International Monetary Fund (IMF) and AAOIFI. According to Foot (2004) and Turk-
Ariss and Sarieddine (2007), the IFSB serves in ‘promoting, spreading and harmonizing best practices in the
regulation and supervision of Islamic financial services industry” (Turk-Ariss and Sarieddine, 2007, p. 51). In
this context, the IFSB launched in 2005 a new set of capital guidelines in response to the Basel 11

regulatory framework. It mainly adapted Basel II pillar 1 to Islamic banking institutions.

The main difference between the AAOIFI capital standards and the IFSB new capital
guidelines is that the former computes capital adequacy ratio by focusing mainly on Islamic banks’
sources of funds; whereas, the IFSB capital adequacy standards reflect, on the one hand, Islamic
banks’ sources of funds and, on the other hand, it assigns, by following the same methodology

proposed by Basel 11, the appropriate weights of risk exposure for Islamic banks’ assets.

37 It mainly consisted of countries where Islamic banks’ operate and compete with conventional banks in a dual banking

system.

47



Chapter 1 — Fundamental features of the Islamic banking system

Tables 1.VIII and 1.IX exhibit the main differences between Basel II and IFSB capital
guidelines. Moreover, and in contrast to what AAOIFI considers regarding the exclusion of RIA as
well as the 50% of weights assigned for all assets funded by UIA, IFSB capital standards exclude all
assets funded by RIA and UIA together from the calculation of the capital ratio’s denominator. This
is because the IAH agrees to bear losses—under the PLS arrangement—which does not require any
protection of customers’ funds compared to conventional bank deposits. Accordingly, there is no
need for additional capital requirements. As for the three risk categories mentioned in Basel II, IFSB
(2005b) defines credit risk as “?he risk of a counterparty’s failure to meet their obligations in term of receiving
deferred payment and making or taking delivery of an asset” (p. 6). It also defines market risk as the risk of
loss due to wrong positions or unexpected movements in market prices. IFSB considers losses that

could result from wrong internal procedure or unqualified human resources as operational risk.

6.3. BASEL III: ISLAMIC VS. CONVENTIONAL BANKS

After the 2007-2009 financial crisis, which turned out to be a systemic and contagious crisis,
the BCBS introduced in 2010 a third set of banking regulation (after being reviewed by members of
G-20 countries). This new agreement seeks to render regulatory frictions and to evolve Basel 11
guidelines for better stability and efficiency of the banking sector. Accordingly, the Basel III
framework introduces new liquidity and leverage standards. It also requires banks to hold more

capital of good quality.

As for Islamic banks, in this section we present what Basel III identifies as a new set of
regulation for conventional banks in terms of capital, liquidity, and leverage. In addition, we identify
what should be kept as it is and what should be subject to special treatment as a response to Islamic
banks’ business model. Accordingly, we examine the following features that were set for
conventional banks and that should also be applied to their Islamic counterparts™ (Bitar and Madiés,

2013):

- Redefinition of banks’ equity base (especially common equity);

- The implementation of a Capital Conservation Buffer (CCB) and a Countercyclical Buffer

(CB);

3 In this section we do not report how Basel III deals with systemic banks as no Islamic bank is yet considered as a

systemic one.
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- The introduction of two new liquidity ratios: the Liquidity Coverage Ratio (LLCR) and the Net
Stable Funding Ratio (NSFR); and

- The introduction of an explicit ratio to deal with banks’ leverage.

6.3.1. More Stringent Capital Guidelines

6.3.1.a. Redefinition of capital adequacy ratio (CAR)

Basel III aims to improve and increase the quality of the bank equity base (see Table 1.X).
Accordingly, this new agreement considers three inter-correlated measures of capital requirements

(Rizwan, Khan and Khan, 2012):

Tier 1 + Tier2
RWA

Capital adequacy ratio = > 8% (6% for tierl and 2% for tier2)

Tierl
Tierl capital = > 6% (4% under Basel II)

Tierl common equity

Tierl common equity = RWA > 4.5%

The main feature of Islamic banks is the existence of investment accounts (i.e. RIA and UIA).
At a theoretical level, these accounts should be used to finance profit sharing and loss bearing
projects (i.e. Mudaraba and Musharaka) that are fully compliant with Sharia’a law. Yet, considering the
fact that IAHs are treated like investors, therefore, they are fully aware and acknowledge the risk
related to each project financed using their deposits. Given these particularities, assets financed by

Islamic banks’ investment accounts should be treated differently in terms of risk weighting.

In addition, Islamic banks compete with conventional banks under a dual banking system. In
this context, the rate of return on investment accounts (especially UIA) must be at least equal or
very close to the interest rates proposed by conventional banks. Otherwise, investors can easily
withdraw their funds from Islamic banks™ to benefit from higher interest rates of conventional
banks. However, this argument is still very relative. In other words, Islamic banks’ clients may prefer

Islamic banks to conventional banks—even if conventional banks are more profitable—due to many

% In this case, depositors should notify their banks of their intention to withdraw money according to a one-month

notice period.
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factors such as religiosity. For instance, Abedifar, Molyneux and Tarazi (2013) indicate that
religiosity is an important determinant of individuals’ risk aversion. Indeed, religiosity beliefs can
play a disciplinary role at the depositors’ side of Islamic banks’ balance sheet and can encourage
banks’ borrowers (i.e. investors or entrepreneurs) to respect their contractual obligations with

Islamic banks.

However, Islamic banks can use three types of profit smoothing techniques to ameliorate
IAHS’ returns. The objective is to improve the performance of UIA by making them more attractive
compared to conventional banks’ interest rates (see Figure B1 in Appendix B). By doing so, Islamic
banks can avoid withdrawal risk and solvency problems. We define the three smoothing mechanisms

as follows (Bitar and Madies, 2013):

- Profit Equalization Reserves (PER): this reserve collects a proportion of profits that generate
projects financed by investment accounts. The rest of the profits are distributed between IAHs
(i.e. UIA) and banks’ shareholders (IFSB, 2010). As a result, this reserve improves the return
rate of these accounts and helps, according to Islamic bankers, in reducing the fluctuation of
return rates that could arise from the flux of income, provisioning, and total deposits (see
Figure B2 in Appendix B). The Islamic bank manages this reserve.

- Investment Risk Reserve (IRR): is used to cover losses that generate projects funded by
investment accounts but cannot be used to smooth profits. This reserve, by deducting returns
from past operations, grants a minimum level of return for the holders of UIA in stress or bad
situations (see Figure B3 in Appendix B). The Islamic bank also manages it.

- The hiba or donation: is the amount of money that corresponds to all or part of Islamic banks’
profits (i.e. the share of the bank for its role as a mudarib). The concept is to donate part or all
of the bank shareholders’ profits to UIA holders to improve their returns when compared to

high interest rates of conventional banks.

Nevertheless, according to Sharia'a law, Islamic banks should not guarantee the initial capital
and returns of the UIA and that profit smoothing should normally be prohibited (especially if there
is no competition between Islamic banks and conventional banks and thus there is no need for

Displaced Commercial Risk (DCR). Accordingly, losses should be fully supported by the IAH.

In this case, assets financed by investment accounts (RIA and UIA) do not give rise to any

regulatory capital requirements because IAHs bear all the risk. Thus, these assets should be excluded
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from the calculation of the capital adequacy ratio denominator, as they do not generate any risk
exposure for Islamic banks (Harzi, 2011). As a result, the Capital adequacy ratio (CAR) of Islamic
banks takes the following form (IFSB, 2005a):

_ Tierl + Tier2
~ RWA — RWAga — RWAya

CAR

In some other cases, Islamic banks compete with conventional banks. Owing to the fact that
conventional banks are much more experimental and more developed compared to Islamic banks,
the latter seeks to increase investment accounts’ rates of return using smoothing techniques to
ensure the same level of competition with conventional banks. The main objective is to avoid
withdrawal risk. By doing so, the UIAs are treated as a Sharia’a compliant substitute of conventional
banks deposits (IFSB, 2011), and Islamic banks create some kind of illusion of stable returns on
investment accounts even in the worthiest scenario.” Consequently, in a competitive environment
and to avoid withdrawal risk, the supervisory authorities such as IFSB and AAOIFI may require
Islamic banks to support investment account holders by using PER, IRR or donation as mentioned
above. Therefore, the capital adequacy ratio of Islamic banks should be calculated according to the

following ratio (IFSB, 2005a):

_ Tierl + Tier2
- RWA — RWARIA - (1 - (X) X RWAUIA
—a x RWAy;, (PER and IRR)

CAR

a is a parameter that represents the share of the added value on the real amount of returns on
assets financed by the UIA. In other words, « is defined as the risk transferred to bank shareholders
in case of DCR (IFSB, 2011). Therefore, it aims to improve the rate of profits on investment
accounts since, in the case of DCR, a part of mudarib or shareholders’ returns is transferred to

investment account holders to avoid withdrawal risk.

40 Accordingly, the IFSB illustrated that, “By maintaining stable returns to (unrestricted investment acconnt holders) regardless of
whether it rains or shines (an Islamic bank) antomatically sends a signal that (it) has a sustainable and low-risk earnings stream for (those

account holders), while the reality may be quite different” (IFSB, 2010, p. 9).
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6.3.1.b. A new capital conservation buffer (CCB)

In addition to the capital adequacy ratio, BCBS recommends banking institutions to create a
capital conservation buffer (CCB) that equals 2.5% of RWA and consists of common equity tier]
(CET1) to ensure bank capacity to resist and absorb losses during stressful situations. As a result,
Basel III will require banks to hold a minimum ratio of CET1 that equals 7% (4.5% +2.5%).
However, if a bank fails to maintain the minimum required, it might find itself subject to penalties
such as constraints on the payments of dividends and distribution of bonuses (Boumediene, 2011;

Harzi, 2011).

Likewise, Islamic banks should maintain 2.5% of RWA composed of CET1 (Bitar and Madies,
2013). Nevertheless, due to Islamic banks specificities, assets financed by profit sharing investment
accounts (PSIA) should be excluded from the calculation of the 2.5% of risk-weighted assets. Harzi
(2011) and Boumediene (2011) argue that the reason behind not considering assets financed by
PSIA in the calculation of the CCB of Islamic banks is due to the fact that IAHs agreed to bear the
risk themselves. Moreover, profits generated from operations financed by investment accounts
should not be tretained in the construction of the CCB as well. However, in cases of DCR, a
proportion of profits of IAHs should be retained in the building of the CCB (Boumediene, 2011;
Harzi, 2011; Bitar and Madies, 2013). Hence, the CCB should be computed using the following

formula:
CCB = [RWA — RWARIA — (1 — (X) X RWAUIA —a X RWAPER&IRR] X 25%

6.3.1.c. A new countercyclical buffer (CB)

Basel III also requires banking institutions to hold a countercyclical buffer (CB). A CB is
calibrated between 0% and 2.5% of risk-weighted assets and combines items of a bank’s core capital.
However, a CB varies according to economic conditions—periods of excessive economic growth—
and requires banks to hold more CET1. The supervisory authorities can decide, in a stress situation,
to decrease the CB amount by channeling funds to ensure lending activities and thereby supporting
economic growth in bad economic conditions. In general, Islamic banks do not need to create a CB
because their business model does not generate a counterparty risk and therefore, there is no need

for this type of regulatory capital.
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However, Islamic banks’ business model relies on a heterogeneous number of activities and
instruments such as Mudaraba, Musharaka, Murabaha, ljara, Salam, and Istisna. Boumediene (2011)
argues that the first two tools (Mudaraba and Musharaka) are based on the principle of PLS. As a
result, banks’ customers will bear the risk and not the Islamic bank. In this case, these accounts do
not require any regulatory capital. As for the remaining contracts, the calculation of the CB varies
according to the nature of the contract and the type of risk. For instance, the author argues that only
Murabaha contracts could lead to credit risk exposure. In this contract, the bank purchases a given
product on behalf of its client (i.e. entrepreneur or investor). In a second step, the Islamic bank sells
the product in installments to a customer at a predetermined price concluded at the beginning of the
contract between the two parties. Therefore, the product is considered a part of an Islamic bank’s
assets for the entire period of the contract (from the first day of purchasing until the payment of the
last installment). This could generate a credit risk if the borrower does not pay on time. Hence, the
calculation of Islamic banks’ CB takes the following shape (Boumediene, 2011; Bitar and Madics,

2013):

CB = RWAp,r — RWARIA — (1 — o) x RWAYA — a x RWARER &IRR

6.3.2. New Liquidity Reforms

One of the challenges that Islamic banks face is the management of liquidity risk (Abdullah,
2010; Harzi, 2011; Ali, 2012; Rizwan, Khan and Khan, 2012). Liquidity is the capacity of a bank to
meet its immediate commitments and thus to control its cash obligations. The subprime crisis has
shown the vulnerability of the financial system and the need for strict and prudential regulatory
requirements. Moreover, Basel I and Basel II capital requirements are found to be insufficient to
strengthen the stability of the banking sector. Thus, the Basel III framework introduces for the first
time two explicit liquidity ratios, namely the LCR and NSFR, as recognition of the importance of
liquidity risk (see Table 1.XI). The two liquidity ratios are now following a preparatory period and

they will be put into action between 2016 and 2019, respectively.

As for Islamic banks, there are an important number of factors that are at the origin of the

liquidity challenge that faces this industry. Bitar and Madies (2013) illustrate them as follows:
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- There is a large mass of liquid assets on Islamic banks’ balance sheets. The reason behind
holding such amount of liquidity is that Islamic banks cannot sell their own debt (bai'a al dayn)
or benefit from conventional derivatives as they are prohibited by Sharia'a law.

- Islamic banks cannot borrow money from other banks due to constraints on borrowing and
dealing with conventional banks even in stress situations.

- The existence of a weak Islamic interbank money market where Islamic banks can refinance
followed by a quasi-absence of appropriate Sharia’a compliant financial instruments.

- In contrast to conventional banks, Islamic banks cannot benefit from Central Banks as lenders
of last resort; a function traditionally exercised by the Central Bank. Nevertheless, the
Malaysian dual financial system allows Islamic banks to refinance from conventional banks and

from the Central Bank.

For these reasons, Islamic financial institutions need to work on adapting some of Basel 111
liquidity standards to their own management of liquidity risk given the limited number of

instruments they possess.

6.3.2.a. Liquidity Coverage Ratio (LCR)

The Liquidity Coverage Ratio (LCR) aims to determine whether banking intermediaries have
sufficient amount of high quality liquid assets (i.e. risk-free and very tradable assets) to deal with
cumulative net cash outflows for a thirty-day period. Risk-free assets include high quality
governmental and corporate bonds. However, the calculation of LCR is still very complicated and
very far from being set. Bankers and regulators are still arguing about the advantages of applying
LCR and its consequences on economic growth. We also note that in the following chapters we do
not compute LCR for conventional banks or for Islamic banks because it incorporates so many
details in which it is impossible to collect. Accordingly, we use several liquidity ratios employed in
the banking literature. Yet, as a response for this constraint, Vazquez and Federico (2012) propose

calculating LCR (or short-term funding ratio, STFR) as follows:

Liabilities with maturity < lyear
STFR = —
Total Liab