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This thesis studies the salient features of Islamic Banking and Finance (IBF)

in comparison to Conventional Banking and Finance (CBF).The study explains
the balance sheet products used by Islamic banks as well as analyzes the
proposed tools for monetary policy in IBF. Next, the dissertation empirically
tests how the structure of Islamic banks is different from that of conventional
banks and whether or not Islamic banks are more stable than the conventional
ones. The importance of last question has been increased especially after the
financial crisis 2007-09.

The dissertation also examines how the capital market instruments in IBF,
called sukuk, are structured and, in case of defaults, restructured. The distress
resolution mechanism in IBF is also discussed in this regard. Finally, the study
provides an empirical analysis of whether the transmission of monetary policy
through the so-called bank lending channel will be altered in strength when the
Islamic segment of the banking sector becomes even more important.
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1 Introduction

According to an IMF study by Imam and Kpodar (2010), Islamic banking and finance
(IBF) has experienced double digit annual growth globally during the last decade and has
progressed from a niche to a large industry in many counties. Total volume of the Islamic
banking assets reached USDI trillion in 2010 (S&P (2010)). Although its share in global
banking assets is still minute, the future projections of IBF suggest that in many Muslim
counties IBF would become a competitive alternative to the conventional banking sector and
an important part of global financial sector. In their study Imam and Kpodar (2010) attribute
growth of IBF to per capita income, the proportion of the Muslim population in the
concerned countries, and the status of many countries as oil producers. They do not find any
importance of 9/11 event as an important determinant of Islamic banking diffusion, which
coincided with the rising oil prices. In the aftermath of recent financial crisis, the principles
of IBF have not only been reemphasized by Islamic scholars but also by some western
economists (see Rogoff (2011); Buiter (2009)). These principles broadly comprise ban on
interest and sale of debt (discounting), short selling, gambling and excessive uncertainty in
contracts. IBF endorses financing based on the profit and loss sharing contracts (equity
financing). Debt financing that is backed by real assets is also allowed in IBF.

In the wake of US financial crisis and subsequent turmoil in some European states
because of sovereign debt problems, suggestions have been made to tighten the regulatory
framework including stringent capital requirements, reinforce market discipline, introduce
financial reforms, restructure the banking system and promote financing based on equity and
risk-sharing principles.l Interestingly, in Cyprus the proposed solution for the largest bank,
Bank of Cyprus, would turn major depositors into shareholders of the bank. Thus 37.5
percent of uninsured deposits above 100,000 Euros would be transformed into bank shares.
This figure possibly would increase by an additional 22.5 percentage points if the bank

needed further injection of liquidity. The remaining 40 percent will get interest paid if the

! Basel III has been developed to strengthen the capital position both by increasing liquidity and decreasing
leverage in the banks. Regulations about the structure of the banking system are proposed in Volcker rule,
Vickers initiatives, and Liikanen proposals. These initiatives broadly try to end implicit too big to fail subsidies
by reducing economies of scope (Gambacorta and Rixtel (2013 )) as the diversification by the large global
banks has been intertwined with high concentration of financial services in few large and complex financial
conglomerates (Boot (2011 )).



2 Chapter 1

bank performs well.? This is congruent with the precepts of IBF as in Islamic banking the
deposits (except current accounts which pay no interest) are issued on profit and loss sharing
(equity) basis. Thus account holders share the risk with the bank in proportion to their saving
or investment deposits. Ban on short selling very after the financial crisis 2007-2009 in
several jurisdictions is also a manifestation of IBF principles as in shariah (Islamic law) one
cannot sell a thing unless one owns it. Similarly, at macro level, issuance of a GDP indexed
bond by Greece in crisis is also in accordance with IBF doctrines because returns on any
general government security should be corresponding to the performance of the overall
economy.

Although, Islamic banking came into limelight in recent years, the theoretical foundations
of banking on Islamic principles was laid down in 1940s when Muslims around the world
were striving for independence from the colonial system. Syed Abul A’la Maududi (1903-
1979) is considered to be the first who presented the theme of Islamic Economics as a part of
his reformation movement which aimed at transforming the whole political order according
to Islamic principles (Kuran (1996 )). Recently, the promising performance of the Islamic
banking during crisis (Hasan and Dridi (2010 )) has developed renewed interest among
academics as well as policymakers about this segment of the financial industry. Some
important questions arise about the structure and functions of the IBF vis-a-vis conventional
banking and finance. What are the salient features of the IBF and how it is different from that
of conventional banking and finance? Which modes are used by the Islamic banks for
financial intermediation? Are there any tools available for monetary policy in an interest-free
financial system? How stable is Islamic banking in comparison to the conventional banking
system? The importance of last question has been increased especially after the financial
crisis 2007-09. How capital market instruments are structured and, in case of defaults,
restructured. Last but not least, it is also important to analyze how the monetary policy would
be transmitted through Islamic banks to the real sector of the economy when Islamic banks
also co-exist with conventional banks.

Against this backdrop, focus of my PhD dissertation is to address these micro and macro

aspects of IBF and their implications in comparison with traditional banking and finance.

? http://www bbc.co.uk/news/world-europe-21992745
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Chapter 2 provides the theoretical and historical background of Islamic banking and finance,
its main features, and the current structure of Islamic banks followed in several jurisdictions.
Also, the aim of the study is to examine the main products used by Islamic banks on the asset
and the liability sides of their balance sheets. Islamic banks are allowed to use either equity
based instruments or asset-backed modes of financing such as operating lease (ijarah),3 hire
purchase (ijarah wa igtina) and sale of merchandise on credit basis (murabahah). In practice,
due to agency problem, Islamic banks prefer asset-backed modes of financing instead of
equity based products. The second purpose of this chapter is to review the monetary policy
tools suggested by Islamic economists in interest-free regime as well as the practice of
central banks of Muslim countries in this regard. The study show that the most important
issues to be addressed in IBF are difficulties in liquidity management and limited scope of
monetary policy tools mainly because of insufficient issues of sukuk (Islamic securities) and
absence of interest-free standing credit facility by the central banks. The chapter can also be
read as a preface to subsequent chapters.

IBF mainly emerged because of negative screening based on religious principles which
exclude interest-based transactions, gambling, short selling, sale of debt and excessive
uncertainty in contracts. It is, therefore, expected that IBF would have a different financial
structure from conventional banking. Chapter 3 which is joint work with Moazzam Farooq
empirically investigates how the structure of Islamic banking is different from that of
conventional banking using the quarterly data of conventional and Islamic banks in Pakistan
during 2002:1II to 2010:1. The outcomes suggest that Islamic banking institutions (IBIs) rely
less on non-deposit funding which indicates that they are more engaged in core banking
business. However, their asset portfolio reveals that they have lower loans to total asset ratio
than that of Conventional banking institutions (CBIs). This outcome specifies that IBIs are
less involved in financial intermediation than their conventional counterparts. Likewise, IBIs
are less cost efficient than CBIs. However, with increase in their size the differences between
IBIs and CBIs in terms of cost efficiency and business structure decline. Analysis at

disaggregated level of IBIs, show that both full-fledged Islamic banks (IBs) and Islamic

? International Accounting Standard (IAS) 17.4 differentiates operating and finance lease on the basis of
ownership of the leased assets. Finance lease considerably transfers the risks and rewards pertaining to the
ownership of the underlying asset to the lessee, otherwise is the case is an operating lease.
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banking branches (IBBs) of mixed banks with both Islamic and conventional operations rely
less on non-deposit funding, have lower loans to assets ratio, and are less efficient. However,
as both types of IBIs become larger their cost efficiency improves and the difference between
IBIs and CBIs fades away. Similarly, with the increase in size IBs rely more on non-deposit
funding and are engaged less in financing activities. But IBBs rely more on non-deposit
funding and financing activities as they grow bigger. The model with bank-time fixed effects
show that Islamic windows of both large and small mixed banks depend less on fee based
income. Moreover, contrary to Islamic windows of large mixed banks, Islamic windows of
small mixed banks are more involved in financial intermediation shown by their higher loans
to assets ratio. However, Islamic windows of both small and large of mixed banks are less
efficient than conventional banking branches (CBBs) of mixed banks as their cost indicators
are higher than those of CBBs.

Chapter 4 is based on joint work with Moazzam Farooq and Sweder van Wijnbergen. The
proponents of Islamic banking and finance argue that financial intermediation based on
Islamic principles would render better asset quality and bring greater stability not only in
domestic economy and financial markets but also in international economy. This chapter
tests this proposition through an empirical study using the data of conventional and Islamic
banks in Pakistan during 2002: II to 2010: I. Our results show that full-fledged IBs are more
stable than CBIs. These banks are also better capitalized than their conventional counterparts.
Moreover, full-fledged IBs also have less volatility in return on their assets, have lower non-
performing loans (NPLs) and, therefore, lower loan loss provisioning. Similarly, IBBs of
mixed banks, with both conventional and Islamic windows, have better asset quality as they
have lower NPLs and loan loss provisioning than that of CBIs. The model with bank-time
fixed effects show that Islamic windows of small mixed banks are better capitalized and
higher return on assets. However, due to higher volatility in returns of their assets, their
stability index is lower than that of CBBs of mixed banks. Conversely, NPLs and thus loan
loss provisioning by IBBs of both small and large mixed banks is lower in comparison to
conventional banking branches of mixed banks. This shows that Islamic windows of mixed
banks have better asset quality than their conventional windows.

Chapter 5 which is based on joint work with Sweder van Wijnbergen analyses the issues

in Islamic capital markets while studying four major sukuk defaults that occurred in recent
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past around the same time when global economy experienced financial crisis. Sukuk are
presented as an alternative to the interest based conventional bonds with a view that these are
asset-backed securities, free of interest and meet the other standards of IBF. However, while
structuring most of the sukuk, several clauses were put in the offering circulars which made
them equal to conventional bonds. For example, (i) undertaking by the originator/obligor to
repurchase the sukuk at face value on maturity of the sukuk and (ii) offering fixed returns for
equity-based sukuk (iii) credit enhancement through ascertaining return on capital with some
promissory notes or guarantees by the originators or third parties. Provisions of conventional
securities features in sukuk create a situation in which there is a possibility for sukuk to
default like a conventional bond. Further, most of the sukuk did not transfer the underlying
assets to the sukuk holders, and thus violated a basic condition for sukuk to be valid Islamic
law (shariah). So, in the event of default, sukuk holders have no recourse, as effectively there
were no underlying assets in their ownership. Therefore, sukuk are treated as subordinated
debt of the obligor/guarantor inferior to secured creditors on the occurrence of any default or
restructuring. The paper concludes that the default of the sukuk occurs mostly because of
incorporating the features of conventional bonds in sukuk, the imprudent business practices,
forgeries in the originating companies and week financial positions of originator, i.e.
liquidity mismatch and high leverage. However, even in a purely shariah compliant ijarah
(leasing) sukuk the defaults cannot be ruled out as the bad market conditions can also affect
the financial position of the originators and render them unable to pay the rentals and honor
their commitments regarding repurchase undertaking of sukuk.

Chapter 6 is based on combined work with Steven Ongena and Sweder van Wijnbergen
and has been accepted for publication in International Journal of Central Banking. The
chapter studies the implications of the Islamic banking at macro level. The fast growth of
Islamic banking and finance raises an important question: will the transmission of monetary
policy through the bank lending channel change when the Islamic banks co-exist with
conventional banks under a conventional monetary system. The bank lending channel
importantly depends on the ability of the central bank to affect bank loan supply. For that it
matters whether banks can or not attract time deposits perfectly elastically at interest rates
outside the control of the Central Bank and whether they consider the loans granted and

securities held in portfolio as perfect substitutes. Islamic banks may, on the one hand, be
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unable or unwilling to issue wholesale time deposits at a fixed rate and may not consider
their Islamic loans substitutable for any of the securities they would alternatively hold in their
portfolio. This may make the transmission of monetary policy shocks through the Islamic
segment of the banking sector more potent. On the other hand, Islamic banks that singularly
attract deposits and lend under interest free arrangements, likely to be approached by
depositors and borrowers for religious reasons. These contractual and motivational features
on both their liability and asset sides may allow Islamic banks to immune themselves from
monetary policy shocks. Thus in the end whether Islamic banks transmit monetary policy
differently than conventional banks is an empirical question, which is addressed in this
chapter. The aim of the study is to investigate the differences in banks’ responses to
monetary policy shocks across bank size, liquidity, and type, i.e., conventional versus
Islamic, in Pakistan between 2002: II to 2010: 1. The results show that following a monetary
contraction, small banks with liquid balance sheets cut their lending less than other small
banks. In contrast large banks maintain their lending irrespective of their liquidity positions.
Islamic banks, though similar in size to small banks, respond to monetary policy shocks as
large banks. Hence ceteris paribus the credit channel of monetary policy may weaken when
Islamic banking grows in relative importance.

Finally, Chapter 7 concludes the dissertation. The structure of IBF has different
implications from that of conventional banking and finance at micro and macro level. The
integration of IBF may bring ethics and stability in the traditional financial system. However,
to gauge the complete impact of IBF at micro and macro level more theoretical and empirical
research has to be done in this field. Especially a general equilibrium model needs to be

developed purely on the basis of IBF principles.



2 Islamic Banking and Finance: Principles and Practice

2.1 Introduction

Islamic banking and finance (IBF) has been integrating into the global financial system
with unprecedented growth in the last few decades. Its presence can also be observed in some
western states, with United Kingdom playing a leading role. In the immediate aftermath of
the current financial crisis, the importance of this segment of the financial industry has been
re-emphasized by Islamic economists, who also highlight some reasons for crisis (Chapra
(2008); Usmani (2010 )). The main purpose of this study is to review the theoretical
foundations of Islamic banking and the contemporary structure of Islamic banks. The chapter
also points out important issues currently faced by the Islamic banking industry. Moreover,
the study examines monetary policy in an interest-free system proposed by Islamic
economists in theory and how it is practically implemented by the central banks of some
Muslim countries.

Stylized theoretical basis of Islamic banking and the structure of Islamic banks in practice
render certain issues from the perspective of conventional banking theory. The interest-free
nature of Islamic banking requires distinguished products that can be employed both on the
asset and the liability sides of an Islamic bank (IB). Although the instruments used by Islamic
banks have a long historical perspective, typical contracts have been tailored to make these
products applicable to current banking practices. We show that these medieval era contracts
may have different implications when applied to the current Islamic banking industry. The
profit and loss sharing saving and investment accounts (PSIAs) entail more transparency and
prudential regulations. In addition, to comply with the directives of regulatory authorities and
central banks, Islamic Banks also accord to the tenets of shariah (Islamic jurisprudence), and
thus are exposed shariah compliance risk. Difficulties related to the financial structure,
standardization of products and supervisory laws may hinder the future prospects of IBF
globally.

Implementation of monetary policy under an interest-free financial system has not been
fully implemented in the countries that host Islamic banking, except Iran and Sudan. Direct
instruments of monetary policy, like credit controls and administered liquidity reserve

requirements, can be used in an Islamic system without any change. However, indirect
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instruments namely open market operations and discount rate policy under an interest-free
monetary policy, need to be altered. The current structure of IBF shows that a lack of
interest-free liquidity and monetary management instruments hampered implementation of
interest-free monetary policy, the growth of liquid and efficient interbank and money
markets. In this respect two main jobs need to be done. The first is to devise interest-free
monetary instruments, like government treasury bills that can be used for liquidity
management and open market operations. The second is to establish a framework in which
standing credit facilities could be provided to Islamic banks free of interest (see appendix 1).
The rest of this paper is organized as follows. Section 2.2 provides a basis for Islamic
banking. Section 2.3 discusses a brief history and evolution of contemporary Islamic banking
in Pakistan and in other countries, and section 2.4 describes the structure of Islamic banking.
Section 2.5 explains monetary policy instruments proposed by Islamic economists and
section 2.6 notes the practice of monetary policy under an Islamic framework in various

jurisdictions. Finally section 2.6 concludes the paper.

2.2 Origin of Islamic Banking
The word ‘Islam’ in Arabic means ‘submission’. In the context of religion it means

submission to God, the Creator, in all matters of life. Thus, Islam is a divine religion and its
principles encompass every aspect of human life. Shariah (Islamic jurisprudence), derived
from the Quran (the holy book) and Hadith (the sayings and actions of the Prophet
Muhammad), directs all matters of life, private, social and economic.

Islamic banking mainly originated from the prohibition of riba (usury and interest) in
various verdicts of the Quran.* Originally, interest was also opposed in some other religions,
namely Hinduism and the Abrahamic religions i.e., Judaism and Christianity (Lewis (2007 )).
Riba literally means any ‘growth’, ‘addition’ or an ‘increase’ to an object or value over and
above its original size or amount. In Quranic view, Asad (1980) notes that it signifies any
unlawful addition by way of interest to a sum of money or goods lent by one person to

3

another. He defines interest as any income ‘...obtained through interest-bearing loans
involving an exploitation of the economically weak by the strong and resourceful: an

exploitation characterized by the fact that the lender, while retaining full ownership of the

* For details see Appendix 2.
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capital loaned and having no legal concern with the purpose for which it is to be used or
with the manner of its use, remains contractually assured of gain irrespective of any losses
which the borrower may suffer in consequence of this transaction’. Quran declares charging
anything extra on a loan amount as unjust by saying ‘deal not unjustly’’ The holy book
describes charity, trade and interest in the context of simultaneous contrast. While trade is
allowed, interest is prohibited: ‘God has made buying and selling lawful and usury
unlawful '® Moreover, write-offs (charity) are encouraged if the borrower is in strained
circumstances: ‘if you waive it by way of charity that is better for you’. ” Maududi (1940 ))
contrasts characteristics of interest and trade with respect to the risks attached in both the
transactions. In his view, interest is exploitative as risks and rewards are not distributed
evenly between the borrower and the lender. Islamic economists also argue that interest has
undesirable behavioral effects on society because it instills selfishness and materialism in
human character and converts a person into a personality like 'Shylock', always asking for a
pound of flesh of his own fellow, no matter how distressed his friend may be (Kuran
(1989)).

While charging interest on consumer loans is considered unfair, demanding it on corporate
loans is also not allowed because the return on the amount lent for a project or business is not
known ex-ante. Therefore, charging predetermined interest against an uncertain profit is
considered as injustice to the borrower. It is thus, emphasized that risk should be borne by the
lender as well if (s)he wants to have a share in the profit (Kahf (2007); Maududi (1961 )).
This rule is generally referred as ‘gains should always be linked to the risk’ (al-kharaj-bid-
daman). In Islam money is treated a factor of production similar to entrepreneur, whereas in
capitalism it is considered at par with labor and land (Ahmad (2000 )). To see the results of
interest-based debt financing, assume that an entrepreneur takes a loan of USD100 from a
bank for commercial purpose at an annual interest rate of 10 percent. The borrower is
contractually bound to repay USD110 after one year. The banks’ return is then predetermined
and equals USD10 after one year. The return of the entrepreneur, however, is not certain.

(S)he can only expect some profit if the net income (before interest payment) exceeds

® Al-Quran verse 279 chapter 2.
® Al-Quran verse 275 chapter 2.
7 Al-Quran verse 276 chapter 2.
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USD110. However, if the net income (before interest expenses) is less than USD110 (s)he
would incur a loss. If we assume that there is 10 percent probability that the net income
(before interest expense) of the borrower remains less than USD110, then 10 out of 100 times
the business would face financial distress. On the other hand, equity financing firms are
immune to the aforesaid financial problem because the banks share the profit and loss of the
business and the interest expenses are zero. Interest-based transaction, therefore, places the
risk of uncertainty entirely on the borrower and the bank receives a fixed return irrespective
of the outcome. This unjust distribution of risk and return is declared as exploitation in
shariah, and therefore interest charging is not allowed (Maududi (1961 )). Some Islamic
economists explain advantages of equity financing over interest based debt financing. Zaman
and Zaman (2001) argue that in comparison with equity financing, ‘probability of bankruptcy
and financial distress are increased when debt-based financing is used’. The authors also
mention other advantages of a profit and loss sharing (PLS) financial system, such as
financing for superior investment projects, better utilization of information and more
opportunities for poor and better income distribution.

Besides banning riba, Quran also proscribes maisir (gambling) and gharar (excessive
uncertainty in a contract about the rights and responsibilities of the parties involved, the
subject matter and the price).8 Apart from no indulgence in haram (prohibited) industries
(such as pork products, alcoholic beverages, pornography etc.), practitioners and supervisors
must also follow other principles of Islamic jurisprudence (Solé¢ (2007 )), including best
market practices.

Importance of financial intermediation itself is not denied by Islamic Economists but due
to the involvement of interest, conventional banking is not permissible in Islam. Hence, as an
alternative to conventional banking, the idea of Islamic banking was presented during 1940s.
Maududi (1903-79) is considered to be the pioneer of presenting the idea of Islamic
Economics (Kuran (2004); Visser (2009 )). He presented Islamic banking as part of his

ideology of Islamic renaissance, i.e., to change the economic and political system according

® The instruments which are rendered void because of gharrar are forwards, futures, insurance, options, and
other derivative securities (El-Gamal (2001)).
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to the principles of Islam. Most of the Islamic economists are inspired by his writings on
Islamic economics (Kuran (2004 )). Sayyid Qutb (1906-66), from Egypt, and Muhammad
Bagqir al-Sadr (1935-80), from Iraq have also made seminal contributions to Islamic
Economics.

Opposite to conventional banking, the theory of Islamic banking distributes risks and
rewards equally between the borrower and the lender. The current model of Islamic banking
envisaged by Uzair (1955) is based on mudarabah (silent-partnership), a business technique
that was also practiced in the pre-Islamic Arab peninsula and also by the Prophet Muhammad
himself during the medieval period (Hassan and Lewis (2007 )). Mudarabah refers to a
contract between two parties for a commercial venture wherein one party (rabb-ul-maal),
invests capital in the business, and the other party (mudarib) exerts skills and efforts in the
business. It is the exclusive responsibility of mudarib to manage the business without any
involvement of the investor. The two parties share the profit according to a pre-agreed ratio.
In case of loss, all the financial loss is borne by the investor. The loss of mudarib is in terms
of sacrifice of the time and effort that he exerts. Uzair (1955) proposes two tiers of
mudarabah in Islamic Banking, one between depositors and bankers (liability side) and the
other between bankers and firms/entrepreneurs (asset side). Siddiqi (1983) and Chapra
(1987) also endorse the two tier mudarabah model for Islamic banking. Mutual fund banking
model presented by Cowen and Kroszner (1990) have similarities with this Islamic banking
model.

In practice, IBs follow mudarabah model mainly for funding purposes i.e. for the liability
side of their balance sheet. On the asset side, IBs employ murabahah (sale on credit with
declared markup), ijarah (leasing) and ijarah wa igtina (hire purchase) which resemble much
of the asset-structure of conventional banks. Humoud (1974) presented the idea of these
types of products (El-Gamal (2007 )). Currently, most of the financing of IBs are comprised
of ijarah and murabahah in Pakistan and throughout the world.

IBs are not charity organizations (Usmani (1998 )), but profit maximizing firms that are
meant to do banking in compliance with shariah (Imam and Kpodar (2010)). However, some
Islamic economists argue that since IBs mobilize transaction accounts from depositors as

interest-free loans (Qard) that generate revenues (seigniorage), a portion of these deposits
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should also be used for interest-free financing directly or through purchasing interest-free

government securities to achieve distributive justice (Chapra (1996 )).

2.3 History and Evolution of Contemporary Islamic Banking
The first financial institution was established in 1962, called the Pilgrimage Fund (Tabung

Haji), in Malaysia to accept saving deposits from the persons intending to make the Hajj
pilgrimage to Saudi Arabia. These savings were invested according to the basis of PLS
principles. The institution observed high growth and became one of the largest banks in
Malaysia. Another example is of Mitgamr from Egypt which started its operations in 1963,
and followed the German model of saving banks’. The bank employed PLS contracts both
for deposits and financing. The objective was to provide interest-free financing to the poor
people of rural Egypt (Akacem and Lynde (2002 )). It was closed by the government in 1968
due to suspicion of religion (Kuran (2004 )). Islamic commercial banking, however, started
in 1970's with the inception of Dubai Islamic Bank as the first Islamic commercial bank.
Later, Kuwait Finance house, Albaraka Bank and Faisal Islamic Banks in Egypt and Sudan
started their operations. Islamic banking in 1970s was initiated as an outcome of windfall
wealth after the significant increase in oil prices in 1973 (El-Gamal (2007 )). The
establishment of Islamic Development Bank in 1975 was the first official attempt towards
Islamic banking on the part of the governments of Muslim countries.

In Pakistan, the need for Islamic banking emerged as a result of constitutional and legal
obligations rather than as a financial and economic phenomenon (FSA, SBP 2004). The
Objective Resolution passed by the first constituent assembly in 1949 clearly states that no
law should be enacted that is contrary to the Islamic principles (Hussain (2004 )). However,
early efforts for Islamizing the entire banking system were made very late in 1979. The State
Bank of Pakistan (SBP), in collaboration with the Government of Pakistan, issued directives
for banks to transform the entire conventional banking system into an interest-free system.
This process of transformation continued till 1985 when all banking companies were asked to
provide finance only under 12 interest-free modes identified by the SBP.? These modes also

included buy-back agreement (repo backed by real assets), which refers to purchase of an

? See ‘BCD Circular No. 13 dated 30™ June 1984° of SBP.
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asset by a bank on cash basis from the customer and resale of the same asset to him on credit
basis with some mark-up (i.e., purchase price plus some markup). From July 1 1985, banks
were stopped to run any interest bearing deposits except foreign currency deposits and loans.
However, ‘buy-back with mark-up’ contracts were declared un-Islamic by the Federal Shariat
Court (FSC) in November 1991, because the nature of the contract is a two-in-one contract
which is not allowed in Islamic law. On December 23, 1999, the Supreme Court of Pakistan
(SCP) upheld the FSC ruling and issued directives that interest based operations would cease
to have effect by June 30, 2002 and that the financial system be changed accordingly. As the
last date was about to approach, the case was remanded to FSC for reconsideration by the
SCP (Lobo and Bonello (2005); Tahir (2007 )). In December 2001, on parallel basis, SBP
issued detailed criteria for the establishment of IBs in the private sector, following the
precedents of Bahrain and Malaysia. Later, a three-pronged strategy for the promotion of
Islamic Banking in Pakistan was devised on January 1, 2003, which gave the financial
industry three choices. It could establish either full-fledged IBs in the private sector, or
Islamic banking subsidiaries, or stand-alone Islamic banking branches of existing
commercial banks. This approach was contrary to the initial attempt, where all banks were
directed to Islamize their entire operations by the central bank within some timeframe.
Currently, Islamic banking is working on parallel lines with the conventional banks
according to this new strategy. So far, the approach has been successful and Islamic banking
at present is flourishing with a fast growth rate, reaching up to 7 percent in commercial
banking. Currently, there are 5 exclusive IBs and 12 conventional banks with Islamic

branches in Pakistan, with a market share of around 7 percent.

2.4 Regulatory Framework for Islamic Banking in Pakistan
To promote Islamic Banking in Pakistan, the SBP is following a three-pronged strategy as

under:

2.4.1 Establishment of a Full-Fledged Islamic bank
The proposed Islamic bank (IB) should be a public limited company, listed on the stock

exchange with a minimum of 50% of shares to be offered to the general public. All financial
transactions should be in accordance with the injunctions of shariah. 1Bs are required to
indicate the modes of finance to be used for raising funds and extending financing. The

human resources and expertise should be provided for ensuring compliance of banking
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business with shariah. Minimum paid up capital of PKR 1000 million is required along with
maintaining capital adequacy ratio (CAR) of 8% based on risk weighted assets.'’ At least
15% of the total paid up capital shall be subscribed personally by the sponsor directors. Fit
and proper tests are also applied to the directors. Sponsor directors need to keep their shares
for a minimum period of 3 years. Thereafter, central bank approval is required to dispose of
those shares. The IBs are subject to the banking and other laws, rules and directives issued by

the SBP.

24.2 Subsidiaries for Islamic Banking by Existing Commercial Banks
In order to promote Islamic banking in Pakistan, new clause was introduced in the

Banking Companies Ordinance (BCO) 1962, through an ordinance in November 2002 as
follows “the carrying on of banking business strictly in conformity with the Injunctions of
Islam as laid down in the Holy Quran and Sunnah”. Pursuant to this clause the existing
commercial banks are also permitted to open subsidiaries for Islamic Banking operations.
The broad criteria for establishing a subsidiary are following: i) the proposed subsidiary
should be a public limited company and listed on the stock exchange. A maximum of 49% of
shares can be offered to the general public and at least 51% of the total paid up capital shall
be subscribed by the parent banking company. The parent banking company is required to
keep its shares at least for 3 years and thereafter can dispose of its shares with a prior
approval of SBP; ii) The subsidiary then gets a license from SBP to conduct the banking
business strictly in accordance with Shariah and would be considered as an Islamic
Commercial Bank; iii) The requirements for minimum capital are same as required by
Islamic banks. Similarly human resources and expertise are also required by the subsidiaries
to conduct the business according to banking laws as well as shariah; iv) Fit and proper tests

are also applied to the sponsors and/or directors of the subsidiary.

2.4.3 Stand-Alone Branches for Islamic banking in the Existing Commercial
Banks
The bank willing to offer Islamic financial services through Islamic banking branches

(IBBs) is required to establish an Islamic banking division in its head office to supervise and

Ot is pertinent to note that the saving and investment deposits of Islamic banking institutions have equity-
like nature as neither the return nor the principle amount of these assets is guaranteed. However, these deposits
are not considered as capital of the bank while calculating CAR. Thus, IBIs follow the Basel accords for the
capital requirements as conventional banks do.
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regulate all matters relating to IBBs as well as to set up an Islamic banking fund (IBF) to
finance the operations of these IBBs. The applying bank is also required to, i) submit a
proposal about IBBs, including products and services to be offered by the IBBs, namely
deposits, financing, investment, etc. ii) put in place the infrastructure and logistic
requirements, including manpower and training programs; iii) provide the name, qualification
and experience of shariah adviser(s); iv) prepare accounting policies, including mechanisms
with respect to PLS with the saving and investment depositors, etc.

The bank is also required to maintain a minimum fund of PKR 50 million or 8% of the
risk weighted assets of IBB(s), whichever is higher. The IBF is funded by way of an
allocation of funds by the head/country office of the bank. The bank with both conventional
and Islamic operations has to ensure that proper systems and controls are put in place in order
to confirm separation of Islamic funds from others to protect the interest of depositors. The
bank is also required to keep separate books of accounts for Islamic banking operations and
ensure maintenance of separate records for all transactions. In order to maintain the minimum
requirement with respect to IBB operations, the bank will open a separate current account
with the SBP. For the weekly statement of position submitted to the SBP, the bank shall

submit separately the position of IBB operations.

2.5 Structure of the Islamic Banks
In contemporary practice, IBs are different from investment companies such as mutual

funds in that the latter generate funds from investors through selling stocks. Therefore,
shareholders in an investment company are the owners of the company and have rights to a
regular flow of information about the performance of the company. In addition, shareholders
also exercise their voting rights in proportion to their ownership in the company regarding
important policy and decision making. On the other hand, although mudarabah account
holders (MAHSs) share the profit and loss of the IB, they are not treated at par with
shareholders of the banks with respect to voting rights and corporate governance (Errico and
Farahbaksh (1998 )). IBs, in the current structure, also face regulatory problems in European
countries, such that these banks have to make changes in their main principles to get access
to these markets. For these reasons, some Islamic economists have suggested alternative
models of Islamic banking. Archer and Karim (2009) propose a universal banking model

instead of commercial banking to make Islamic banking acceptable by western banking
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regulations. An important distinction between IBs and ‘universal’ banks is that the latter
perform fund management activities through subsidiaries. Alternatively, for IBs, El-Gamal
(2007) suggests “a process of mutualization which puts investment account holders on par
with shareholders, and affords them the same corporate governance protections, through
internal representation on the board of directors and external market discipline”. The model
he suggests resembles mutual saving banks.

Currently, IBs depict a unique structure that is different from commercial banks and
investment companies (see Table 1). This can be better understood by looking at the sources

and uses of their funds.

2.5.1 The Liability Side of Islamic Banks’ Balance Sheet: Sources of Funds

The liability side of an Islamic bank mainly consists of current accounts (transaction
deposits), profit and loss sharing saving and investment accounts (PSIA), ''and equity.

Current accounts of IBs are the same as those of conventional banks that can be
withdrawn on demand at any time by the deposit holders. These accounts are mainly held for
transaction demand for money. IBs raise these deposits on the basis of interest-free debt
contract (Qard) and invest the amount in short term assets.

The main difference between Islamic and conventional banks on liability side is the
unique PSIAs. Since IBs cannot mobilize funds on the basis of interest, they primarily use
mudarabah contact to raise funds in the form of PSIAs. On the liability side an 1B,

Mudarabah is a contract between mudarabah account holders (MAHS)12 and the 1B, in
which MAHSs act as fund providers (rab-ul-mal) and share in the profit or loss of the bank.
There is no financial loss to the bank as a mudarib. However, if negligence, misconduct,
fraud or breach of contract can be proven, IB is responsible for the entire loss (IFSB (2011)).
Investment accounts are of two types, unrestricted investment accounts and restricted

investment accounts. In former case, a bank has discretion to invest the funds wherever it

' PSIA generally refer to Profit Sharing Investment Account, which does not include saving accounts. But,
since saving accounts are also mobilized on mudarabah basis by IBs, we refer PSIA to profit and loss sharing
saving and investment. In our view, since the saving deposits are demand deposits they are more sensitive to
any change in rate of return, especially when it becomes negative (i.e. loss).

2 IFSB names it as IAH (investment account holder), but due to change in our definition of PSIA we
introduce this terminology.
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Table 1. Simplified Version of Balance Sheet of a Hypothetical a Conventional bank and an Islamic
bank

Conventional Bank

Assets Liabilities

(i) Cash & Balances with other Banks (i) current accounts

(ii ) Investments (ii) Interest-based deposits
Government treasury bills a. saving accounts
Long term government bonds b. time deposits

(iii)Advances (iv)) Equity

Interest based loans of short term and long term maturities

Islamic Bank

Assets Liabilities
(i) Cash and Balances with other Banks (i) Qard (current accounts)
(ii) Investments (Sukuk) (ii) Profit and loss sharing deposits
(iii) Financing a. Saving Accounts
Debt instruments b. Investment accounts
Murabahah (sale of merchandise with markup) (iii) Equity

Salam (advance payment with deferred delivery)
Istisna (Manufacture/purchase order)
Qard al-Hasana (interest-free loan)
Quasi-debt instruments
[jarah (operating lease)
Profit-and-loss-sharing instruments

Musharakah ( an equity participation contract).

Mudarabah (a trustee-type finance contract).

wants to, whereas in latter case MAHs restrict the bank to invest the amount in some specific
project. Generally, IBs create an asset pool financed by PSIA, shareholders’ funds and other
sources including current accounts. Typically, IBs do not put a firewall between
shareholders’ equity and unrestricted PSIAs. MAHSs, like shareholders, are contractually
bound to share profit or loss, subject to the actual outcome of the banking operations in
proportion to their investments. Therefore, neither the return nor the principal amount of

PSIA is guaranteed.

25.1.1 Accounting treatment of PSIAs
There are certain issues regarding the accounting treatment of PSIAs which in turn have
implications for the minimum capital requirement calculations. Since PSIAs are not
mobilized through a debt contract, the same cannot be treated as a liability of the bank and,

hence, MAHs are not considered creditors and first claimants on the banks’ assets. To the
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contrary, these accounts are not normal equity as capital is invested for a fixed time period
and even premature withdrawals may be allowed from these accounts as prescribed in the
contract, with or without some penalty subject to the Islamic banks’ policies. In this sense,
these PSIAs are limited-duration equity investments (Archer, Abdel Karim and Al-Deehani
(1998 ))." According to the instructions of Accounting and Auditing Organization for
Islamic Financial Institutions (AAOIFI) and Islamic Financial Services Board (IFSB), PSIA
should not be treated as liabilities of the banks due to their equity-like nature.'* In practice,
however, IBs treat them as a liability of the bank in Pakistan and in other countries such as
Iran, Malaysia, Sudan, Turkey, UAE and Yemen, taking into account the economic substance

of the transaction rather than the legal form of the mudarabah contract (Karim (2001 )).

2512 Nature of the Mudarabah contract in Islamic banking

As mentioned before, in Islamic banking mudarabah is a contract between an IB and
MAHs." An IB plays the role of mudarib (fund manager) whereas MAHs act as investors.
Mudarabah contract in Islamic banking is not the classical contract discussed by early jurists
because the bank, acting as a mudarib, is not a physical person but a legal entity/person.
Therefore, it is important to determine that in case of a negative return to the mudarabah
business, who suffers the loss as a mudarib in the form of uncompensated efforts. Bank
management and board members cannot be considered as mudarib as they get fixed
compensation for their services. Similarly, shareholders are also not mudarib since they, like
MAHsS, get return on their investments. Conventionally an IB, as a legal entity, is considered
mudarib which provides the entire services infrastructure, including technology and
management (as well as employees). Therefore, an IB is considered to be responsible for
bearing the costs incurred in providing these services as a legal entity for its existence. That
is, all the cost incurred by the Islamic bank to perform its role as a mudarib should not be

deducted from the income of the Islamic bank. In this scenario, MAHs (rab-ul-mal) share in

3 PSIA can be regarded as puttable equity instrument that gives MAHs the right to put it back to the bank.
IAS 32 classifies any puttable instrument as a financial instrument. In Pakistan a portion of demand deposits
(saving deposits) are also mobilized on mudarabah basis, and can be withdrawn at any time.

In Financial Accounting Standard No.6, it is described that ‘equity of unrestricted investment account holders
shall be presented as an independent category in the statement of financial position of the Islamic bank
between liabilities and owners’ equity’ as on balance sheet item. Restricted PSIA should be treated as off
balance sheet item (AAOIFI 1998).

' All discussion here is with respect to liability side of the Islamic bank.



Islamic Banking and Finance: Principles and Practice 19

the gross income/revenue (not net profit) of the bank before deducting any administrative
costs. Gross income is defined as the income from banking operations. This is why one of the
main IB in Pakistan mentions about the investment account that ‘Gross income of the deposit
pool is shared between the Bank (mudarib) and customers (rab-ul-mal) on the basis of a
predetermined profit-sharing ratio announced at the beginning of the month.’'® Accounts
holders receive their shares in profits on the basis of predetermined weights, announced at
the beginning of each month. The Islamic Bank also receives its share proportional to the

shareholders’ capital into the deposit pool.

25.1.3 Agency Problem, Moral Hazard and PSIAs

Due to the typical nature of Islamic banking, it can be exposed to different problems
mentioned in financial intermediation literature. Since MAHs are subject to PLS
arrangement, like shareholders, they need disclosure of sufficient information about their
investments to protect their interests. Conversely, due to the nature of a mudarabah contract,
MAHSs not have any access to that information, which leads to an asymmetric information
problem between a principal (MAHs) and an agent (Islamic bank). In addition, MAHs are not
informed about the projects their funds will be used in. Likewise, they have no role in the
corporate governance of a bank since they do not have any voting rights to elect the board of
governors of the Islamic bank. Therefore, to discipline bank management MAHs have to rely
only on monitoring of the board on behalf of the shareholders. MAHs can gain some benefit
out of monitoring if interests of the shareholders and MAHs coincide. These issues may give
rise to complex agency problems (Archer, Abdel Karim and Al-Deehani (1998); El-Gamal
(2003 )) as well as it may lead to moral hazard on the part of bank management (Khan
(1986); Mudawi (1985); Sadr and Igbal (2001 )). Management of an IB may protect its own
interest or the interests of its shareholders instead of those of MAHs.

There are, however, two things which may protect MAHs from a moral hazard problem
despite asymmetric information and lack of voting rights. The first, and foremost, is that
PSIAs have a limited duration. Due to the redeemable nature of PSIAs an IB faces
commercial pressure to pay competitive return sufficient to retain the existing funds

(AAOIFT (19992a)). MAHs can withdraw funds and invest elsewhere if they feel that the

1 http://www.meezanbank.com/pages.aspx?iPageld=260
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return on their investment is lower than the market rate. This pressure of deposit withdrawal
may discipline IBs and make them more efficient and prudent. In addition, Al-Deehani,
Abdel Karim and Murinde (1999) show that ‘an increase in investment accounts financing
enables the IB to increase both its market value and its shareholders' rates of return at no
extra financial risk to the bank’. Similarly, Archer, Abdel Karim and Al-Deehani (1998)
demonstrates that both shareholders and MAHs are subject to the same portfolio investment
risk to the extent that the funds of both parties are commingled as done in almost all IBs. As
the interests of MAHs and shareholders are aligned agency cost, moral hazard problem and

corporate governance issues may be of less concern in IBs.

2.5.2 The Asset Side of The Balance Sheet: Uses of Funds
The approach adopted by IBs on assets is quite different from what they follow on the

liability side. They prefer instruments which are less risky and generate fixed streams of
income to the Islamic bank on a regular basis. The most popular products are murabahah and
ijarah, followed by Musharaka-wal-Igtina, Istasna and Salam (see below for details).
Mudarabah and musharakah which are PLS products, are least practiced on the asset side by
IBs, although these are considered the most preferred instruments in Islamic banking

literature. Below we briefly explain all of these products.

2521 Murabahah (Sale with deferred payments)

Literally, Arabic origin of this world is ‘rubh’ which means profit. In Islamic banking,
murabahah refers to a transaction in which a bank buys an asset and sells the same on credit
with an agreed markup on its purchase price. The banks declare the original cost and the
markup to the customer. Timelines of the transaction are generally as follows.

(i) A customer makes a promise to purchase a certain asset from the IB.

(ii) The IB buys that asset from a vendor in anticipation of selling it to the customer. 7

(iii) The IB sells the asset to the customer on credit basis for a specific time period,18 with

complete disclosure about cost and markup. The IB determines the markup using the

Y The 1B may already acquire the same asset in its warehouse and sell it to the customer, but it is not
practiced generally for certain reasons. The IB can also appoint the same customer as its agent to buy the asset
from the vender.

'8 The transaction can be on cash basis. However, most of the time it is on credit basis, as the reason for a
customer to buy it from bank on cash is that if the asset costs the customer less than the retail market price,
which is unlikely to happen.
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interbank rate as a benchmark (IBD, SBP (2008)). In Pakistan, Karachi Interbank Offer Rate
(KIBOR) is mostly used for asset pricing of IBs."”

(iv) The customer pays price of the underlying asset in periodic installments after taking
possession of the item.

According to the most Islamic economists, murabahah arrangement is not akin to
charging interest as it is considered a trading activities and not a lending one (Ariff (1988 )).
According to scholars, the risk which justifies the return on the transaction is that IBs possess
the asset and bear all the risk pertaining to that possession (wear, tear and maintenance)
between purchase and resale time, which is not present if a transaction is financed through
interest based financing (Usmani (1998 )). The services rendered by an IB are, therefore,
considered different from those of conventional banks that simply lend money to the client
for the purchase of an asset (Ariff 1988). However, the time of buying and selling of the asset
by the bank may be reduced to a minimum such that the risk to the bank for possessing the
asset becomes negligible. Several risk mitigation techniques are also adopted by the bank.
Promise to purchase the asset by the customer can also be made binding and legally
enforceable. Moreover, security deposit held as collateral (Hamesh Jadiah) may also be
required from the customer which can be resourced if the customer does not honor his/her
promise. A transaction is usually collateralized with the underlying asset and sometimes a
third party guarantee may also be taken (see IFSB 2005).

An IB can also penalize the customer on account of late payment of an installment.
However, the condition is that the penalty amount would not be taken to the income
statement of the bank because that would be considered as interest. The only use of that
amount is that it would be distributed as charity according to Islamic principles. On the other
hand, early payments by a customer would not reduce the price of the underlying asset as it is
considered as interest as well (similar to increase in price for a delayed payment).

During the different timelines, an IB is exposed to various risks. In timeline (ii) IBs are
exposed to market risk which is due to the change in the market price of an underlying item if

the bank holds equipment of sale in its warehouses (if prices go down). They are also

9 Though interest rate is prohibited, according to scholars, interbank market rate can be used to determine
the markup on murabahah sale (Usmani (1998 )).
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exposed to counter party risk which arises due to breaking the unilateral promise of the
customer. After (iv) IBs face credit risk because of the default by a customer on bank’s

receivables.

2522 ljarah and ljarah Muntahia Bittamleek (IMB)

Ijarah is akin to operating lease in conventional banking and finance. It refers to the sale
of usufruct of an asset. In IMB, the bank promises in a separate statement to transfer the
ownership of the leased asset to the customer at the end of the lease period as a sale or as a
gift. The transaction works along the following timeline:

(i) The customer (lessee) selects an asset (automobile, building, aircraft etc.) and
requests the IB for lease. The IB (lessor) buys that asset and transfers the right to use
(usufruct) the asset to the customer according to a lease contract. The customer uses that
asset during the lease and pays installments. The IB recovers the cost of the asset as well as
earns a markup from the installments paid by the lessee.

(ii) In IMB, the customer has a call option to acquire ownership of the asset (e.g. paying
the residual price) or banks give it as gift to the customer.

The bank remains the legal owner of the asset during lease period and ‘all liabilities and
risks pertaining to the leased asset are to be borne by the IIFS [IBs] including obligations to
restore any impairment and damage to the leased asset arising from wear and tear and
natural causes which are not due to the lessee’s misconduct or negligence’ (IFSB 2005).

Most of the risks and risk mitigation techniques are similar to those in murabahah.

2523 Musharakah and diminishing musharakah

The word musharakah is originated from sharikah, which means partnership. Musharakah
refers to a partnership between IB and a customer in a commercial venture, where both
parties invest capital in a business in various proportions. Profit of the venture is divided
according to a pre-agreed ratio, while loss is distributed among parties in proportion to their
investment. Return on investment, for both the parties, depends upon the actual performance
of the enterprise and is, therefore, not fixed.

In diminishing musharakah, one partner, typically the IB sells its shares in business or
asset to the customer over time and decreases its stake in the enterprise/asset. The customer

also provides an undertaking to purchase the shares of IBs in the underlying asset.
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Both types of instruments can be used to invest in real estate or moveable assets. IBs
typically prefer diminishing musharakah with the following mechanism.

(i) An IB buys an asset, normally a house, jointly with its customer, in various
proportions of capital.

(ii) In a separate agreement, they make a lease agreement of that asset which produces
rental income for the IB according to its share.

(iii) Along with lease clauses, the customer also buys the bank’s shares in the house on
monthly basis, and the rent for the house is adjusted accordingly.

(iv) Risks and rewards of the underlying asset are distributed according to the ownership
of the partners.

(v) The contract ends up with complete transfer of ownership to the customer.

IB is mainly exposed to the same risks which exist in ijarah. These risks are mitigated

through collateralization of the underlying asset.

2524 Mudarabah Financing

On the asset side of IBs, mudarabah is a joint venture between IB as a capital provider
and customer as manager/entrepreneur who uses his skills and efforts. The role of the IB is
changed from mudarib to investor on the asset side of the bank. Financing is usually
provided to some skilled worker who wants to start his/her enterprise. Profit made by the
enterprise is distributed between customer and the bank on pre-agreed ratio. On the other
hand, all the financial loss has to be borne by the bank exclusively if the loss is not due to the
negligence or misconduct or any violation of the contract. The bank is exposed to ‘capital
impairment risk’ which is the risk of losing the capital upon failure of the venture.

Contrary to the liabilities side, this product is practiced least by the IBs as they consider it
riskier than other modes because of asymmetric information, agency cost and moral hazard
problems related to this contract, discussed earlier. The stance of IBs seems reasonable in
developing countries as principal-agent problems are substantial in the unregulated small and
medium enterprises in comparison to banking sector which is regulated by the central banks.

2525 Salam (advance payment with deferred delivery) and Istisna
(order to manufacture)
For any Islamic transaction to be valid, the commodity being sold should exist at the time

of sale, be in the ownership and physical or constructive possession of the seller. There are
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only two exceptions to these conditions namely, Salam and Istisna. Salam is a specific
transaction allowed in Islamic law initially to provide liquidity to poor farmers who require
financing between harvesting and cultivating seasons (Usmani (1998 )). The sale products
include agriculture products and minerals (IFSB 2005). In salam contract, the sale item is not
present at the time of transaction. However, quantity, quality and delivery date is fixed at the
time of transaction.” Advance payment is made in full by the IB at the time (or within three
working days) of the transaction. Thus, salam is a sale contract at an agreed price with
immediate payment for a certain sale object, to be delivered in the future on a predetermined
date (Nawawi (1999 )). IBs buy the product in anticipation to sell it in future to get profit due
to the positive spread between future price and spot price. They also hedge their long position
in commodity through creating a short position in the same commodity with a parallel salam
in which banks sell the same commodity in forward to another client. But, the parallel salam
should not be conditional to the first one, that is, if original salam is not fulfilled due to
inability of the borrower to deliver the product, the parallel salam has to be honored by the
IB. So, in the original salam the 1B is exposed to a credit risk followed by a market risk if
there are worse movements in the price of the underlying commodity. Third party guarantees
can also be acquired by the bank to ensure the delivery and mitigate the risks of default by
the vender.

Istisna literally means ‘put an order for manufacturing a particular commodity’. In Islamic
banking it refers to a financial product whereby the client requests a bank to manufacture
some product (building, furniture etc.) for the client through a purchase order. Generally, the
timeline of transaction is the following. The customer approaches an IB and asks the bank,
for example, to construct a house on his/her land with certain specifications and at an agreed
upon price. The bank then make an agreement with some construction company for the
construction of the house. There is flexibility in paying the price of the house in the process
of manufacturing which varies from full advance payment to full payment at the time of
delivery of the house on both sides. Conventionally, the payments are made in installments

first from the bank to the constructor and then from the customer to the bank. However, both

?° Narrated Ibn 'Abbas: The Prophet came to Medina and the people used to pay in advance the price of
dates to be delivered within two or three years. He said (to them), ‘whoever pays in advance the price of a thing
to be delivered later should pay it for a specified measure at specified weight for a specified period.”” (Bukhari,
Sahih, Book #35, Hadith #443).
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transactions are independent of each other like in parallel salam. This instrument of financing

is very useful in manufacturing sector.

2526 Investments in Sukuk

Islamic banks also hold sukuk (Islamic bonds) on the asset side of their balance sheet.
Sukuk, a plural term, literally means certificates or legal instruments. In Islamic finance,
sukuk refers to interest-free securities backed by real assets. Sukuk are designed in
accordance with Islamic law. These securities are issued using various modes of financing
described earlier, namely murabahah, ijarah, istisna and musharakah or mudarabah. Sukuk
issuance based on these modes, shows proportionate ownership of the sukuk holders in debt,
underlying asset, project and business respectively. Since sale of the debt is not allowed
(except at par) in Islam murabahah sukuk cannot be traded in secondary markets. Therefore,
the most popular sukuk among investors is ijarah sukuk which pays rentals stream over the
sukuk maturity period and can be traded in the secondary market. There are few requisites
stipulated in Islamic finance for a security to be eligible for sukuk. These conditions,
according to Usmani (2007), are that:

1. Sukuk must show ownership in assets or commercial or industrial ventures that
generate profits or revenues;

2. Returns to Sukuk-holders should be the share of profits (or costs) of the enterprise or
return on the underlying assets in shape of rentals, for instance;

3. Existing market price of the assets or price of shares of enterprise should be paid to
the sukuk holders at maturity, instead of the principal amount invested in the beginning by
the sukuk-holders.

Sukuk are generally listed on stock exchanges, for instance London Stock exchange. The

return paid on sukuk is benchmarked against interbank market rate e.g. LIBOR.

2.5.3 Profit calculation of an Islamic bank
Most of the IBs comingle their current accounts, PSIAs and equity of shareholders in a

pool of funds. An IB is initially entitled to a profit from this pool in proportion to the amount
of current accounts plus shareholders equity. Moreover, the IB also takes its share, generally
fifty percent, as mudarib (fund manager) out of the return on PSIAs. IBs are not required to
give any return to current account holders. Profit distribution methodology can be understood

through a simple hypothetical example. Suppose that an IB invests USD100 in an asset using
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USDIS shareholders’ equity, USD35 current accounts and USD50 PSIAs. Further assume
that the asset gives payoff equal to USD30. Assuming that pre-agreed ratio in mudarabah
contract is 50:50; return on the PSIAs would be USD7.5 (=0.5*0.5*30). Total return of the
IB would be USD22.5 that is USD7.5 from IB’s role as mudarib, USD10.5 from return to
current accounts investments and USD4.5 as return proportion to equity.

IBs follow various practices to secure MAHs not only from losses and but also from lower
returns than contemporary market average rate. Firstly, an IB sets aside part of profits
attributable to MAHSs, as an investment risk reserve (IRR) and uses it to cover the losses
attributable to MAHs. In our example, IRR would be funded out of USD7.5. Secondly, some
amount is reserved as profit equalization reserve (PER), to smooth the profit payouts in all
time periods and to match it with market rate of return, from mudarabah profit attributable to
both MAHs and IB as mudarib (USD15 in aforesaid example). Finally, IB donates
unilaterally (known as hibah) part or the entire of its share as mudarib (USD7.5) to MAH to
enhance the profit on PSIAs. Case three is similar to treating PSIAs as a conventional time
deposit, case one is treating PSIA as pure investment and case two is in-between case of
both. In a situation where PSIAs are considered as substitute for conventional deposits (case
three), there will be some risk that is basically supposed to be borne by the MAHs, but is
transferred to shareholders because the IB needs to forgo some part of its share as mudarib
(USD7.5). This risk of transferring IB’s share in profit to MAH is called displaced
commercial risk (IFSB 2011).

2.6 Central Banking and Monetary Policy in an Islamic Financial System
The importance of the central banking and monetary policy can hardly be overlooked in

any financial system. Relatively little, however, has been written about the role of central
banks in an Islamic financial system (Khan (1982); Siddiqi (1982 )). Generally, more
emphasis has been given on Islamic commercial banking and product development for this
sector. But Islamic financial system, in absence of interest-free central banking, is
inconsistent with shariah due to the strong relationship between central and commercial
banking.

Monetary policy refers to ‘the actions undertaken by a central bank to influence the

availability and cost of money and credit to help promote national economic goals’ (Federal
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Reserve Board).”' In IBF context these goals are arguably described by the Islamic
economists as preservation of the value of money through ensuring price stability, economic
well-being with full employment and optimum rate of economic growth, and promotion of
distributive justice (Ahmad (2000); Ahmed, Igbal and Khan (1983); Al-Jarhi (1983 )). Al-
Jarhi (1983) emphasizes on saving the value of money and proposes expansion of money
supply only if it contributes to real growth. Chapra (1996) also points out that stability in the
value of currency should be maintained to avoid the harmful effects of inflation. Ariff (1982)
comments that the number of objectives should be equal to the number of policy tools
available (Meade-Tinbergen principle), and distributive justice should be addressed through
fiscal policy.

Most of Islamic economists agree that central banks in an Islamic framework need to
perform all the functions which are carried out in the conventional system (Ahmad (2000);
Ariff (1982 )). In this regard, the role of the central bank related to regulation and supervision
of financial sector in an Islamic financial system is performed mostly in the same way as it is
done in conventional banking (Khan and Mirakhor (1989 )). Central banks use various
monetary policy tools to achieve its goals. Direct tools include credit ceiling and moral
suasion, whereas indirect instrument consists of reserve requirement, open market operations
and discount rate policy. These tools are essential for the transmission of monetary impulses.
It is, therefore, important to have alternative tools in an interest-free system. Direct tools of
monetary policy can also be used effectively in an Islamic financial system in the manner
that it is done in the conventional system (Ahmad (2000); Ahmed, Igbal and Khan (1983 )).
Some modifications, however, are needed in the contemporary system of open market
operations and discount rate policy as these are incompatible with shariah due to the
involvement of interest.

Next, we discuss three main monetary policy tools.

2.6.1 Statutory Reserve Requirement
Commercial banks are required to hold a certain fraction of their deposit as reserves at the

central bank. Through this tool, a central bank ensures that banks have adequate liquidity to

meet short term obligations. Supply of money can be affected through changing these reserve

2 http://www federalreserve.gov/monetarypolicy/fomc.htm
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requirements. There is a difference of opinion among Islamic economists regarding types of
deposits that should be subject to the reserve requirement, and fraction of deposits that
should be held as reserves. Siddiqi (1983) requires some fraction of both demand deposits
and investment deposit to be kept as cash. This ratio can then be used by the central bank as a
monetary policy tool. Chapra (1983) suggests that only demand deposits should be made
subject to reserve requirement and investment deposits should be exempted from this
requirement due the equity nature of these deposits. He suggests that higher capital
requirement, liquidity ratios and other prudential regulations can be employed to ensure the
liquidity soundness of IBs. Chapra (1983) also proposes controlling money through high
powered money only. Ariff (1983) dissents with the argument because high powered money
(MO) constitutes only a small proportion of total money and thus may be ineffective. Some
Islamic economists, like the Chicago school of thought, also argue for a 100 percent reserve
requirement on all types of deposits of the commercial bank because this creates stability in
the economy and in the value of money due to the money multiplier effect (Al-Jarhi (1983 )).
Al-Jarhi (1983) opines that creation of additional money is only the prerogative of the central
bank (being the representative of the public) and not of commercial banks through
distributing credit. This stance is not appreciated by the majority because in such a case
commercial banking is reduced to safe keeping (Uzair (1982 )) which cripples the entire
system (Ariff (1982 )). Chapra (1983) proposes that a certain proportion (25 percent) of
commercial bank demand deposits should be given to the government free of cost to be used
in socially beneficial projects as it would benefit the whole society. Ariff (1983) also
supports the idea as it would shift the benefits of public money to the public in a broader
perspective. There are some reservations about this idea as the government may misuse these

funds and may not be able to even return it (Yalcintas (1983 )).

2.6.2 Open Market Operations
In interest based banking, open market operations by a central bank refers to the buying

and selling of interest bearing government securities to affect the money supply. In case the
market is liquid, a central bank sells the securities to absorb liquidity and in the event of a
liquidity crunch it buys back the securities from the market to inject liquidity. In an interest-
free framework, a central bank cannot use the option of open market operations as done in

conventional central banking since the institution of interest is banned in IBF (Al-Jarhi
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(1983); Chapra (1983 )). Uzair (1982), therefore, proposes that this monetary policy tool
needs to be transformed to be eligible for use in an interest-free central banking. He suggests
that ‘the central bank may resort to trading in the shares of public limited companies, state-
owned enterprises or government-sponsored corporations.” The idea is criticized on the
account that this action would cause instability in the prices of the shares of relevant
companies. Zangeneh and Salam (1993) present a similar idea with some modifications i.e.,
the central bank may use a ‘composite stock’ which represents its ownership in public
enterprises and shares in public banks instead of trading in shares of individual companies.
Trading in composite stock, in their view, does not affect the prices of individual enterprises
or banks. However, the volume of these stocks may not be sufficient to meet the demand in
open market operations. According to Uzair (1978) treasury bills may be continued only if
‘normal service charges’ or ‘administrative costs’ might be applied out of three components
of interest, namely basic rate of interest, risk premium and administrative expenses. But it
may be difficult to decompose the three elements and may render a time inconsistency
problem as the central bank can manipulate the said composition of interest to have some
discretion. The author also suggests weighted average of profitability of government
enterprises for the rate of return on public debt (government bonds/Treasury bills). Siddiqi
(1967) proposes the idea of issuing commercial shares (of public enterprises) by the
government, which can be used in OMO. The holder of the stocks can either share profit/loss
of the public enterprises or can sell the shares in secondary market. Chapra (1996) criticized
this idea because of the limited depth of the commercial shares and significant movements in
the prices of the commercial shares due to which holders of the shares may be affected. Haq
and Mirakhor (1998) presents the idea of issuing National Participation Paper (NPP) by the
government which can be used to finance government operations and to conduct open market
operations. The rate of return on NPP is the approximated payoff on underlying assets of the
government. Among others, it is also suggested to construct an index of return on NPP
according to past growth of GDP and its components.

The main problem with respect to funding instruments for general government
expenditure is the determination of an appropriate rate of return on securities. Some
proposals are made in this regards i.e. to use shadow pricing and social rates of return

(Choudry and Mirakhor (1997 )). Al-Jarhi (1983) proposes issuance of central deposit



30 Chapter 2

certificates by the central bank to attract savings from the public on a PLS basis. A central
bank then invests these proceeds by opening deposit on a PLS basis in all commercial banks.
Profits realized on these deposit would be shared with the holders of the certificates. Money
supply can be controlled through variations in these PLS accounts of the central bank in
commercial banks.

Sundararajan and Errico (2002) note that use of market based methods in primary
issuance, existence of liquid markets, efficient discounting, repos, active secondary market,
broad based distribution and redemption of securities at market prices could make Islamic

securities more successful.

2.6.3 Discount Rate Policy
The discount rate is an important indicator of monetary stance of the central bank.

Through the discount rate policy the central bank of a country performs its role as a lender of
last resort. At this rate commercial banks get collateralized borrowing from the central bank
on a relatively higher rate than the market. Developing an alternative to discount rate is a
challenging task in Islamic financial system as it cannot use the discount rate for the
aforesaid two objectives. Some alternatives are proposed by Islamic economists. Uzair
(1982) suggests that a central bank may regulate profit sharing ratios to affect money supply,
both between the IBs and the depositors (depositors’ share ratio) and between IBs and the
clients (investors’ share ratio). He elaborates that changes in the depositors’ share ratio would
affect the supply of money and adjustments in investors’ share ratio would affect economic
activity. Credit can be reduced by decreasing the share in profit accruing to the businessmen
and eased by increasing the share. Also, these ratios may differ across various sectors
according to social preferences. Siddiqi (1982) and Khan (1982) also support this idea. In the
current practice of Islamic banking, however, this suggestion is not practical as the share of
mudarabah (profit/loss sharing instrument) financing is very little in the overall financing of
Islamic banks. Chapra (1996) does not agree with the proposal as profit sharing ratios should
be set by the bank and business enterprises bilaterally according to market conditions. Ariff
(1983) favors the idea of employing profit sharing ratios if these are applied to only new
deposits that are opened after the policy announcement. Zangeneh and Salam (1993) suggest
charging a weighted average rate of return of various sectors of the economy with some

discretionary premium to discourage borrowing from the central bank if the economy is
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facing inflation. In case of easy monetary policy, they suggest, the central bank could provide
a subsidy (discretionary discount) to the banks to boost the economy in a recession. They
defend their argument for fixed policy rate as, ‘even though the central bank and the
borrowing commercial bank know exactly what the policy premium or discount is, since the
profit rate of the economy is not known at the time, the overall rate is uncertain, therefore
shari'ah is not violated.” However, charging a fixed premium above the GDP growth may not
be accepted by Islamic economists due to its similarity to interest rates. Also, since the
frequency of calculating the rate of return in different sectors is longer (quarterly) than the
period of borrowing, there must be some adjustments in the accounting treatments after every
quarter. On the other hand, Ahmad (2000) suggests that loans may be provided to
commercial banks to face a liquidity crises on Qard-e-Hasana (interest-free loans) basis with
or without a service charge.

Uzair (1982) also proposes that the central bank may hold some equity share (25 percent)
in commercial banks contrary to the Fed where ‘the entire capital of Federal Reserves of
Banks is subscribed to and owned by the commercial banks’. He mentions three advantages
of this proposal for a central bank, (i) it will have a permanent source of income to play its
role as lender of last resort effectively, (ii) it will have its representation on the board of the
commercial bank which increases their compliance to the regulations of a central bank, and
(iii) it will have a stake in the development of commercial banks. Although he does not
explain the link between this provision and central bank’s role as lender of last resort, he
might have a view that a central bank can provide interest-free loans with some service
charges or increase equity stake in the banks if they need liquidity. Zangeneh and Salam
(1993) criticize this idea because of the potential conflict of interest between a central banks
role as a regulator and as an owner of commercial banks. Moreover, they argue that it may
not be in the interest of the market economy as a central bank may exploit power of creating
reserve money and the ownership of larger share of the economy. However, in Muslim
countries, the problem of monetary expansion is more related to government budget deficit
rather than to central bank (Wilson (1997 )). Siddiqi (1982) proposes that the central bank
may refinance some ratio of the interest-free loans given by the IBs. This ratio, called
refinance ratio, can be used to affect the volume of short term loans. In case of expansionary

monetary policy, the refinance ratio may be increased and the opposite may be done in case
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of tight monetary policy. He further suggests that banks should be obliged to lend some ratio,
called a lending ratio, of their demand deposits as interest-free loans. This ratio can be
manipulated by the central bank to affect the credit supply in various circumstances. Similar
ideas are presented by Ariff (1982) and Khan (1982). Chapra (1996) recommends mobilizing
government deposits in banks to or from the banks to influence money supply and he quoted
the example of Saudi Arabia. Moreover, he also proposes to make a ‘common pool’ for the
commercial banks at the central bank level and using the same to meet the liquidity
requirement of the banks on ‘cooperative arrangements’. Net use of this facility by any bank

over a given period is zero.

2.7 Practice with Regard to Interest-Free Central Banking
Like Islamic commercial banking, central banking practice is also different from what is

suggested by Islamic economists.

Several changes are needed in the legal framework of a country to introduce IBF in their
financial system. Practically, various shariah-compliant monetary policy instruments need to
be developed by the central banks. IFSB (2012) and IIFM (2009) highlight that changes to
structure monetary policy according to shariah are not yet well-developed. In fact, central
banks could succeed only partially to modify their open market operations to account for
IBF, since only insufficient volume of the products congruent with shariah is available. This
may limit the monetary policy operations for the Islamic banking segment of the economies
offering IBF. Also, in many of these countries there is no clear mechanism for interest-free
standing credit facilities from the central bank. This situation creates difficulties regarding
the liquidity management for Islamic banks. Consequently, Islamic banks have to keep
excess reserves. Islamic banks in emerging economies, like their conventional counterparts,
are required to maintain non-remunerative minimum reserves at the central bank .

To solve liquidity management issue one popular method that is employed by Islamic
banks is commodity murabahah with tawarrug (monetization) in interbank transactions. This
mechanism can be understood through a simple hypothetical example. Bank A needs, say,

USDI100 million and approaches bank B which has ample liquidity. Bank B buys a

 In the past, Pakistan gave relaxations to Islamic banks in minimum liquidity requirements keeping in
view the difficulties these banks face in liquidity management. But once there are ample government sukuk
available of Islamic banks, there relaxation was removed.
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commodity, platinum for instance, of USD100 million from the broker and sells it to Bank A
with some profit (mark-up), at USD110 million on credit. The amount is generally paid by
Bank A to Bank B in periodic installments. To liquefy the commodity, Bank A sells it to the
broker at USD100. The net result is the creation of debt obligation of Bank A in favor of
Bank B. However, the complex structure of the transaction makes it more costly than simple
interest based lending in conventional banks. The practice has been condemned by various
scholars who believe that commodity murabahah is a mere circumvention of shariah and
that only the cash flows among the parties without any actual transfer of ownership of the
commodities.

IBs also use interbank placement of funds on mudarabah basis to meet liquidity
requirements. In this method, the liquidity abundant IB places its funds with the illiquid IB
on the basis of a mudarabah contract. The latter acts as a manager (mudarib) of the funds of
the investor (rab-ul-mal). Both the banks share in profit of the business of the latter bank
depending upon the ratios of the profit that are set ex-ante. The loss is borne by the investors.
The investing bank may ask for higher ratio in profit depending upon the credit rating of the
illiquid bank and interbank liquidity situation.”

In this respect, the emergence of sukuk in money markets has been an important
innovation. Fixed return instruments like ijarah, murabahah, and salam sukuk are mainly
issued by central banks and governments. In ijarah sukuk, government sells an identified
asset to financial institutions and in another agreement takes the same asset back on lease.
Rentals are paid to the sukuk holders periodically. On maturity of the sukuk, investors receive
the amount equal to the face value of the sukuk?* In salam the central bank buys some
commodity in forward (through advance payment and deferred delivery) and then sells the

same commodity in forward to the IBs. As the maturity date approaches, the central bank

 However, there are practical difficulties to calculate overnight profit rates of the Islamic bank. since
profits are generally not known when a short-term debt is repaid, some proxies for current returns would have to
be found or the lenders could be compensated retroactively (Karsten (1982 )).

*In principle, investors should get the market price of sukuk in accordance with the market price of the
underlying sukuk assets. However, there is no pricing mechanism for the underlying assets. In fact, no market
exists for the sukuk assets in which these assets are bought and sold. However, the value of the underlying
assets can be determined only through valuation by a third party, which is not practiced for sovereign sukuk in
which the underlying assets are public.
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sells the same commodity on behalf of the banks with a promise to pay higher price than
purchase price, which is an obligation on part of the central bank/ government.

Similarly, murabahah sukuk are also issued by few central banks. The mechanism is
the same as described before for interbank transactions. As the sale of debt is prohibited in
shariah murabahah and salam sukuk are not eligible for the secondary market as these sukuk
represent debt. [jarah sukuk, therefore, are gaining popularity. Since interbank borrowing
and lending generally depends on collaterals, inadequate supply of shariah compliant
products limit the efficient liquidity management by Islamic banks. This scenario also limits
the transmission mechanism of monetary policy as Islamic banks keep excess reserves to
avoid liquidity shortage in contractionary phase of monetary policy.

A distinction can be made among various countries on the base of approach they follow to
adopt IBF in their financial systems. Sudan and Iran are the two countries which transformed
their entire financial system according to Islamic principles, whereas South-East Asian and
GGC states facilitated IBF to co-exist with the conventional system. The countries mentioned
later opted a market based approach regarding IBF, i.e., they let the market forces to play a
role in determining the future prospects of IBF through demonstration of their preferences.

Central Bank of Sudan (CBOS), introduced interest-free overdraft facility for banks in
liquidity problems for 10 days, but after that period CBOS would share in the profit of the
banks. In November 1997, the first Islamic security was approved in Sudan called Central
Bank Musharakah Certificate (CMC) which is an equity instrument that is issued against
central bank ownership in 9 commercial banks and public sector enterprises (Elhiraika 2004).
Holders of the CMC share the profit of the central bank derived from its operations like
clearance fees, foreign exchange operations, dividend income from its share in commercial
banks, profits from credit to banks and public (Sundararajan and Marston (1998 )). For its
monetary operations CBOS currently uses Central Bank Ijarah Certificates (Shihab),
Government Musharaka Certificates (Shahama) and Government Investment Sukuk (GIS)
based on ijarah, musharakah, and mudarabah respectively. Shahama sukuk are based on
musharakah contract, issued to investors against a financial pool that consists of government
ownership in certain companies. These sukuk are also traded in Khartoum Stock Exchange.
The CBOS also provides financial support to IBs facing temporary liquidity difficulties

through purchasing of financial papers (sukuk). The holders of shahama are entitled to the
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share in profit of the underlying corporations. Suggestions were also made to raise funds for
the government through issuing sukuk that promise a return to the investor which is
associated with the (tax) revenue of the government against providing public goods such as
security, foreign relations, legal, and arbitration. (Sundararajan and Marston (1998 )). It can
also be stated that government securities in the conventional financial system also show
claims to the future revenues of the government. However, the key difference lies in how
claims are defined in the relevant documents of the instrument. GMC is currently not
practiced in Sudan.

Central Bank of Iran (CBI) developed Mudarabah Participation Papers to finance the state
expenditure to be used in open market operations (Sundararajan and Marston (1998 )). Also,
CBI controls the volume of money by issuing National Participation Paper (El-Gamal
(2001 )) backed by state funded projects. These papers are based on musharakah and their
return is tied to the performance of a composite of stock market securities. Moreover, CBI is
allowed to intervene in determining the profit rates of banks for investment projects or
partnerships. The provisional profit rate of CBI's participation papers would be determined
up to 2 percentage points higher than the provisional profit rate of other deposits. Regarding
discount rate policy, banks are allowed to open a special deposit account (ODA) with the
CBI, in which they deposit their excess liquidity for a specific profit determined by CBI.

In late 1983, Bank Negara Malaysia (BNM), Malaysia’s central bank, took the initiative
and issued the first sukuk called Government Investment Certificates (GIC). Holders of GIC
give interest-free benevolent loan (Qard-e-Hasana) to the government. However, the
government would give some return to them unilaterally as a gift or as an act of benevolence.
In 2001 GII was issued on the basis of a sell and buy back technique (Siddiqi (2006 )).
According to this contract, Malaysian government sells its specific asset as pre-agreed cash
price to the financial institutions and then buys back the same assets from them at a higher
price to be paid in future. The purchase price is securitized in the form of GII issued to
financial institutions. At maturity government pays the purchase price to GII holders in
exchange for securities.”> Further, to address the demand for Islamic instruments, BNM

issued first asset-backed ijarah sukuk in February 2006 using a securitization type structure

% The scholars from GCC region consider buy-back contract prohibited in Islam as it is two contracts in one
contract.
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for the amount of about USD110 million (BNM 2006) . Moreover, to meet the liquidity
requirements of IBs an Islamic Interbank Money Market (IIMM) was introduced in 1994.
Deficit banks can get funds from surplus banks on the basis of mudarabah. The Bahrain
Monetary Authority (BMA) is empowered to issue securities on behalf of the government
through a special law called CBB Law 2006. Mainly two types of sukuk are issued, salam
sukuk and ijarah sukuk. The former are issued on a monthly basis for a three month maturity
period, whereas the latter are issued for maturity of 6 months or longer on a fixed return
basis. In salam structure, the government of Bahrain, being a seller of the underlying
commodity (aluminum), undertakes to deliver the commodity to the investors at the maturity
of the sukuk period (three months). Since sukuk are issued on the basis of salam (advance
payment) contract, the investors pay the sukuk amount in advance. As the maturity date
arrives the government, being an agent of investors, sells the same commodity on behalf of
the banks to some brokers in the market. As an agent, the government guarantees a purchase
price plus some markup that is initially disclosed to the investors (Hassan and Lewis
(2007 )).

State Bank of Pakistan held first auction of long awaited government ijarah sukuk in 2008
to cater the demand for liquidity instrument by the Islamic banking sector. Sukuk was sold
through an auction to the primary dealers of SBP. To date, ijarah sukuk has been proven a
successful alternative to interest based government securities. During the first phase of
Islamic banking in 1980, SBP was allowed to buy and sell Partnership Term Certificates
(PTA) issued by Investment Corporation of Pakistan, a public enterprise, and Banker’s equity
limited. References are also made that a loan was provided to commercial banks facing
liquidity shortage at the rate of return that IBs pay to their investment account holders.
Although there is some sukuk issuance from private sector in Saudi Arabia and UAE, we
could not find any instance where central banks issue a sukuk for monetary management.
Alternative to discount rate policy has yet to be developed for Islamic banking.

The use of sukuk has its own limitations regarding liquidity and monetary management
and efficient interbank operations. Murabahah and salam sukuk are not eligible to be traded
in the secondary markets as the sale of debt is prohibited in shariah. Moreover, in case of
mudarabah and musharakah sukuk the moral hazard problem is high because of difficulties

in determination and verification of the actual rate of return of the underlying businesses.
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Therefore, the most common sukuk which pays fixed return and is also tradable in the
secondary market is ijarah sukuk. In this case too, the main problem is insufficient issuance
of the ijarah sukuk relative to the market appetite. It is, therefore, suggested to increase the
volume and frequency of issuance of ijarah sukuk. Interbank money markets would also
become efficient as the ijarah sukuk can also be used as reliable collateral. For this, the main
task is to identify certain assets by individual states which can be used for a leasing purpose.
Since every ijarah sukuk should be backed by specific underlying asset, there is a maximum
limit to the assets to be used for sukuk issuance.

In an IMF study on ‘Islam and financial intermediation’, Karsten (1982) proposed GDP-
indexed rate of return on government securities. The rate paid on government securities is
equal to the growth rate of nominal GDP. Thus, these securities would in fact be GDP-linked
mudarabah sukuk in which the government acts as a mudarib(manager) and investors are
rab-ul-mal (investor). The rate of return depends upon the performance of the overall
economy and thus is not fixed. The return on these bonds, which is a cost of financing for the
government, increases in the expansionary phase of the business cycle and decreases in
recession. GDP-indexed debt thus have a counter-cyclical impact through funding counter-
cyclical fiscal policy and automatic stabilizers such as unemployment benefit which increase
in the recession period (Hatchondo and Martinez (2012 )). Therefore, the probability of
financial distress in mudarabah sukuk is less than in that of conventional bond. The idea is
that the government has to pay less in case the economy performs poorly and debt as a
percentage of GDP remains in affordable limits. However, as is the case of mudarabah
financing, mudarabah sukuk may create a moral hazard problem on the part of the
government. The government may not be willing to give higher returns and thus, may under
report GDP growth. Therefore, a requisite for these sukuk is high level of accuracy and
transparency in determination of the GDP growth rate. Since mudarabah sukuk have equity-
like features the same can be traded in the secondary market and can be used for open market

operations and collateral purpose.

2.8 Conclusion
Despite rapid growth of Islamic banking and finance, the emerging industry faces several

challenges which are hampering its future prospects. These problems are related to liquidity

management, monetary policy instruments, standardization of financial products, supervisory
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and regulatory framework, cost efficiencies, shariah-compliance and development of
interbank and money markets.

The most important job to be done is the issuance of suitable interest-free government
securities (sukuk) in which IBs can invest their excess liquidity. Secondly, there is demand
for developing a mechanism for standing credit facilities by the central bank which can be
drawn upon in a distress situation. Absence of these facilities along with inefficient Islamic
interbank and money markets creates liquidity management problems for Islamic banks.
Thus, to meet any unforeseen liquidity shock these banks hold costly excess reserves
increasing their inefficiencies. IBs, in turn, include these costs while pricing their financing
products. Therefore, a higher markup rate on Islamic financing may render IBs less
competitive than other market players.

Standardization of products, differences in accounting treatment of various products,
issues in minimum capital requirement, difference in shariah ruling in various regions and
regulatory issues must be resolved for the future expansion of the Islamic banking.

Some countries like Malaysia and Bahrain have addressed the issue of liquidity
management of the bank by developing an Islamic interbank money market. However, their
main instruments are not accepted in other regions from the shariah viewpoint.
Establishments of Account and Auditing Organization for Islamic Financial Institutions
(AAOIFI), Islamic Financial Services Board (IFSB), and International Islamic Financial
Market (IIFM) are significant developments to address the issues about standardization of
accounting practices, issuance of prudential regulations and development of Islamic financial
markets.

The problems related to liquidity management and monetary instruments can be resolved
by issuance of ijarah sukuk in sufficient volume to match the demand for these instruments.
Since these sukuk are also eligible for trading in the secondary market, these would help in
the development of efficient interbank market and open market operation mechanism. We
suggest that GDP-linked mudarabah sukuk should also be used by the central bank to resolve
the liquidity and monetary management problems in IBF. To develop an alternative to

discount rate policy needs thorough deliberations of shariah scholars and economists alike.



Appendix 1. Salient Features, issues and implications in Islamic Banking and Monetary Policy.

Features

Challenges and Implications

Prohibition of interest charging, resale of debt
contracts, gambling and excessive speculation in
all operations of the bank;

Interest based transactions, bonds, discount sale of
debt instrument in secondary markets, and other
derivative securities are banned;

Introduction and loss

accounts;

of profit sharing

Need for standardized accounting treatment of quasi
equity nature of profit and loss investment PSIAs;

Implications for minimum capital requirements ;

Asymmetric information, agency and moral hazard
problems;

Lack of proper disclosures of information to
mudarabah account holders (MAHs);

Absence of corporate governance structure and
monitoring rights for MAHs;

Interest based government securities are not
allowed in primary and secondary markets;

Inefficient liquidity management; high excess
reserves costs to Islamic banks; high loan pricing;

Disintermediation due to inefficient liquidity
management;

Leasing and trade related modes of financing;

Complex product structure; increased number of
contracts, additional risks;

Profit and loss share financing;

Asymmetric information, agency problems and
moral hazard problems, lack of monitoring structure;

Monetary Policy under Interest-Free

Financial System

Challenges to monetary policy operations

Dominance of direct instruments of monetary
policy;

Disintermediation and inflationary pressures due to
applying direct instruments of monetary policy;

Lack of Islamic money market instrument like
government treasury bills;

Problems in monetary management; issues in
conducting open market operations due to limited
availability of Islamic instruments, collateralized
lending becomes limited;

Issues in developing market oriented interest-free
instruments for monetary management and government
deficit financing;

Challenges in setting appropriate rate of return for
general purpose profit and loss securities;

Weak monetary control due to limited liquidity
absorption choices;

Slow monetary transmission mechanism through
Islamic banks due to high liquidity in these banks;

Insufficient and Islamic

money markets;

underdeveloped

Liquidity management problems for the Islamic
banks;

Limited scope for efficient mechanism for monetary
policy;

Inefficient central bank lending facilities;

Liquidity management problems for the Islamic
banks; Weak monetary policy signals;

Equity-based securities;

Difficulties in setting appropriate rate of return;

Fixed return ijarah securities;

Transparent pricing mechanism, Limited volume
and depth for transmission of monetary policy
indications;
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Appendix 2

Prohibition of Riba in Quran

The prohibition of interest is found in four different revelations of the Qur’an. (30:39, 4:160-161, 3:130-131,
2:275,278-280) revealed below in chronological order of revelation

First: Verse 39, Surah 30

And [remember:] whatever you may give out in usury so that it might increase through [other] people’s
possessions will bring [you] no increase in the sight of God — whereas all that you give out in charity, seeking
God’s countenance, [will be blessed by Him:] for it is they, they [who thus seek His countenance] that shall

have their recompense multiplied!”

Second: Verses 160-161, Surah 4

O you who have attained to faith! Do not gorge yourself on usury, doubling and re-doubling it — but remain
conscious of God, so that you might attain to a happy state; and beware of the fire which awaits those who deny

the truth!”

Third: Verses 130-131, Surah 3

‘So, then, for the wickedness committed by those who followed the Jewish faith did We deny unto them
certain of the good things of life which [aforetime] had been allowed to them; and [We did this] for their having
so often turned away from the path of God, and [for] their taking usury although it had been forbidden to them,

and their wrongful devouring of other people’s possessions.’

Fourth: Verses 275, 278-280, Surah 2

Those who gorge themselves on usury behave but as he might behave whom Satan has confounded with this
touch; for they say, “Buying and selling is but a kind of usury” — the while God has made buying and selling
lawful and usury unlawful. Hence, whoever becomes aware of his Sustainer’s admonition, and thereupon
desists [from usury], may keep his past gains, and it will be for God to judge him; but as for those who return to
it — they are destined for the fire, therein to abide! O you who have attained to faith! Remain conscious of God,
and give up all outstanding gains from usury, if you are [truly] believers; for if you do it not, then know that you
are at war with God and his Apostle. But if you repent, then you shall be entitled to [the return of] your
principal: you will do no wrong, and neither will you be wronged. If, however, [the debtor] is in straitened
circumstances [grant him] a delay until a time of ease; and it should be of your own good — if you but knew it —

to remit [the debt entirely] by way of charity.’



3 On the Co-existence of Conventional and Islamic

Banks: Do They Differ in Business Structure®

3.1 Introduction

Islamic and conventional banking institutions co-exist in many Muslim countries as well
as in few western states. In some jurisdictions the share of Islamic banking and finance (IBF)
is substantial while in other it is still nascent. However, the growth of IBF suggest bright
future prospects of the industry, especially due to its relatively better performance in the
recent financial crisis (Hasan and Dridi (2010 )). The superior growth of IBF raises important
questions about the business structure of the Islamic banks and how it is different from that
of conventional commercial banks. Renewed interest has been emerged about the principles
of IBF itself. Various empirical studies have been conducted at individual and institutional
level, especially at Word Bank, IMF and ECB, on Islamic banking with respect to its
diffusion, efficiency, performance and stability. We hope to contribute in this emerging body
of literature through this empirical study by applying bank-time fixed effects which compares
the Islamic and conventional banking within same bank and a specific year-quarter.

IBF mainly emerged because Islamic jurisprudence (shariah) does not allow the
transactions that involve usury or interest. Moreover, gambling, discounted sale of debt and
excessive uncertainty in contracts are banned in Islam. Shariah also prohibits investments in
certain industries which are illegal based on its social values. Therefore, financial
intermediation in IBF expected to have starkly different structure of conventional banking.
Since financing based on profit and loss, and thus risk sharing contract comply with IBF
principles, the same has been used in banking system for raising funds and extending
finances. Therefore, the popular notion is that IBF is equity-based rather than debt-based.
However, asset-backed financing that generate fixed streams of returns is also consistent with

shariah injunctions as according to these rules every financial transaction should involve a

% The chapter is based on joint work with Moazzam Farooq. The authors acknowledge the data support
from State Bank of Pakistan. All views expressed here are those of authors and do not necessarily represent the
views of State Bank of Pakistan or its subsidiaries.
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real economic activity. Consequently, a priori, the business structure and related efficiencies
are presumably different in Islamic banking from that of conventional banking.

There has been a long debate that practice of Islamic banks is different from what is
proposed in theory of IBF. Accordingly, some academic studies argue that Islamic banks are
operating just like conventional banks (El Gamal (2006), Zaman, (2002)). Some other
support this argument by showing that non-participatory debt-based modes used by Islamic
banks are much higher than equity-based modes of financing mainly proposed in IBF. They
conclude that practice of Islamic banking is indistinguishable from conventional banking
(Khan (2010) , Chong and Liu (2009)). That is, Islamic banks use asset-backed debt
instruments such as murabahah (sale of merchandise on credit) and ijarah (operating lease)
instead of joint venture financing modes as musharakah and mudarabah*’ These studies
conclude that IBF is different from conventional banking in its form but not in substance. On
the other hand, some scholars advocate that it is inevitable to use debt financing (backed by
real assets) in transitional phase of IBF to avoid moral hazard problem that exists in equity
financing (Ahmad (1993), Yousef (2004)). Still the debt contracts used in IBF differ from the
interest based contracts as every product is backed by some real activity. Conversely, on the
liability side, Islamic banks invariably issue saving and investment deposits on the basis of
equity-like profit and loss contracts. Regardless of this debate, we instead test if the business
structure of IBF is different from conventional banking using income, funding and financing
indicators of Islamic and conventional banking.

Islamic banking products are also criticized because of their complex structures due to
techniques adopted by the bank to make the shariah compliant (El-Gamal (2007 )). EI-Gamal
(2006) notes a trade of between efficiency and the legitimacy (shariah-compliance) of
Islamic banking products. Extended contracts used to execute the transactions in IBF may
result in higher costs in Islamic banking. Accordingly, Islamic banks may turn out to be cost
inefficient. On the other hand, because of lower moral hazard problem, screening and
monitoring cost in IBF may be lower due to lower agency problem as there are more chances

of a bank run from PLS depositors (Beck, Demirgiic-Kunt and Merrouche (2013)) . This is

% Musharakah is a partnership in which both parties invest and profits and losses are shared proportional to
the investments. Whereas in Mudarabah, on party invests in some venture and other party manages the business
by exerting efforts and skills. The profit is shared according to pre-agreed ratio, while financial loss is borne by
the investors.
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because depositors of the Islamic banks face more uncertainty about the return and principle
amount of their deposits due to profit and loss sharing contract. Hence, whether or not
Islamic banks are efficient than conventional banks is an empirical question.

Using banking sector data in Pakistan, we therefore investigate how Islamic banking in
practice is different from conventional banking in terms of business structure and related cost
efficiencies. Pakistan is among those few countries which has been hosting both conventional
and Islamic banks for more than a decade. Currently, both the systems are well developed
and co-exist in a competitive atmosphere. Since the regulatory framework of the country has
the provision for conventional banks to open stand-alone Islamic braches, several
conventional banks have availed this opportunity and started Islamic banking operations.

For this paper, we generally follow the methodology in Beck, Demirgii¢c-Kunt and
Merrouche (2013). Our main contribution to the continuing research on this subject is that,

we apply bank-time fixed effects to decipher how Islamic and conventional operations within

the same bank differ in terms of their business structure and efficiency. To distinguish these
banks from others, we call them mixed banks. Thus, for this purpose we employ a subset of
the main data which we use in preliminary specification without any fixed effects. Further
distinctions of our paper from Beck, Demirgii¢-Kunt and Merrouche (2013) are in terms of
time coverage, data frequency, and bifurcation of Islamic banks and Islamic banking
branches of conventional banks.?® We employ quarterly dataset starting from 2002:1I to
2010:1 for full-fledged Islamic banks and Islamic banking branches of mixed banks.?’ Our
dataset is more precise, standardized and comprehensive than used in previous studies as it is
extracted from quarterly reports of all banks submitted to the State Bank of Pakistan (SBP),
the central bank, for regulatory purposes.

After controlling for an array of bank level characteristics, our findings suggest that there
is a significant difference in business orientation of Islamic and conventional banking

institutions, measured by non-deposit funding to total funding,30 and gross loans to total

*® The aggregate data of Islamic banking branches of a mixed bank represent the accounts of Islamic
segment of the total banking operations of that bank. Similar is the case for conventional banking branches.
Thus we use ‘segment’, ‘banking branches’ and ‘windows’ interchangeably.

?° We start with time period when full-fledged Islamic bank was established in Pakistan in 2002.

30 Non-deposit funding includes borrowing from financial institutions including central bank and bills
payable. Mainly borrowings are categories secure and unsecure borrowings. Secured borrowing also includes
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assets ratios. The results demonstrate that Islamic Banking Institutions (IBIs) rely less on
non-deposit funding which implies that they are more engaged in core banking business.
However, their asset portfolio reveals that they have lower loans to total asset ratio than that
of Conventional Banking Institutions (CBIs). This outcome indicates that IBIs are less
involved in financial intermediation than their conventional counterparts. On the other hand,
IBIs are less efficient than CBIs. However, with increase in their size the differences between
IBIs and CBIs in terms of cost efficiency and business structure decline. The results are
robust to changing the data and estimation technique. To analyze the data further, we
segregate Islamic Banks (IBs) and Islamic Banking Branches (IBBs) of mixed banks and
check how these are different from CBIs in aforementioned aspects. The estimates show that
both IBs and IBBs rely less on non-deposit funding, have less loans to assets ratio, and are
less efficient. However, as IBIs become larger their cost efficiency level also improves and
the difference between IBIs, which comprise IBs and IBBs, and CBIs fades away. Similarly,
with the increase in size IBs rely more on non-deposit funding and are engaged less financing
activities. But IBBs rely more on non-deposit funding and financing activities as they grow
bigger.

The model with bank-time fixed effects demonstrates that Islamic windows of both large
and small mixed banks rely less on fee based income. Further, contrary to Islamic windows
of large mixed banks, Islamic windows of small mixed banks are more involved in financial
intermediation shown by their higher loans to assets ratio. However, Islamic windows both
small and large of mixed banks are less efficient than CBBs as their cost indicators are higher
than those of CBBs.*!

The rest of the chapter is organized as follows. Section 3.2 reviews the literature on the
subject, section 3.3 discusses contemporary Islamic banking and its structure in Pakistan,
section 3.6 describes the data and main indicators used in the paper and section 3.7 explains
the econometric techniques employed for estimation. Finally, section 3.8 presents the results

and section 3.9 concludes the study.

repos that are zero in case of Islamic banking institutes due to its inhibition of interest in Islamic law. A priori,
therefore, funding from the money and capital market is expected to be lower in IBF.

¥ Since bank-quarter fixed effects account for all time varying observed and unobserved bank
heterogeneity, the specification does not need bank characteristics to be added in the specification.
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3.2 Review of Empirical Literature

In a broader study spanning 141 countries and covering period of 1995-2007, Beck,
Demirgiic-Kunt and Merrouche (2013) find few significant differences in business
orientation while comparing conventional and Islamic banks and controlling for time-variant
country-fixed effects. However, they do not find significant differences in the efficiency
between Islamic and conventional banks. In a recent study employing data from 10 countries
over the period 1996-2002, Abdul-Majid, Saal and Battisti (2010), find that Islamic banks are
technically inefficient as compared to their conventional counterparts. Furthermore, the
efficiency of Islamic banks varies significantly across countries. They find that the Islamic
banks in Sudan and Yemen to be least efficient and those in Bahrain and Bangladesh to be
the most efficient in 10 countries that they analyze. Contrary to the study of Abdul-Majid,
Saal and Battisti (2010), using data from 2001-2006 encompassing 21 countries, Bader,
Khaled, Mohamad, Ariff, and Hassan (2008) do not find any significant difference between
the overall efficiency of conventional and Islamic banks. They find Islamic banks to be more
efficient in the larger sample comprising all countries, but less efficient than conventional
banks in countries where Islamic and conventional banks co-exist.

The literature on efficiency does not provide any conclusive evidence of the absolute
superiority of Islamic or conventional banks in terms of their efficiency. The results are
overall mixed, with Islamic banks more efficient in some forms or countries and less in
others. This suggests that, banks both Islamic and conventional have the potential to gain

efficiency in different regions or employing certain structure.

3.3 Contemporary Islamic Banking and its Structure

The idea of Islamic banking presented by Uzair (1955) works under two-tier mudarabah
(agency/trustee) contract. In classical mudarabah agreement, the owner of the capital (Rabb-
ul-mal) transfers the capital to user of the capital (mudarib), to employ the funds in some
profitable venture. Both the parties to mudarabah share the profit and loss of the business.
The mudarib manages the funds and the capital owner acts as a sleeping partner. Financial
loss is exclusively borne by the capital owner, while loss of the mudarib is sacrifice of his
time and services. That is, the mudarib is not compensated for his management services.

When applying mudarabah to Islamic banking, the contract implies that depositors invest
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their money in profit and loss sharing (PLS) based saving and investment (S&I) deposits.
The Islamic Bank acts as a mudarib (fund manager) for the depositors. On their asset side,
Islamic banks act as an investor and their clients act as mudarib. Islamic banks are also
allowed to employ some asset-backed financing products. In practice, Islamic banks employ
mudarabah mostly for collection of deposits, but not for financing (Baele, Farooq and
Ongena (2012); Chong and Liu (2009); Zaheer, Ongena and Van Wijnbergen )). These banks
use asset-backed instruments for financing to avoid moral hazard problem (Aggarwal and
Yousef (2000); Usmani (1998 )). Main financing products of Islamic banks are murabahah
and ijarah, whereas former has some resemblance with financial lease and latter is equivalent
to operating lease in conventional banking (Beck, Demirgii¢c-Kunt and Merrouche (2013 )2

In Pakistan, the need for Islamic banking emerged more as a result of constitutional and
legal obligations than an economic and financial phenomenon. Early efforts were made to
Islamize the entire financial system during early 1980s. However, after going through
lengthy courts’ proceedings regarding Shariah compliance of banking products, ** in 1999
Shariat Appellate Bench (SAB) of the Supreme Court of Pakistan declared the banking
system as unlslamic due to some contracts which were against Islamic jurisprudence.
Subsequently, to reintroduce Islamic banking, SBP issued detailed criteria for the
establishment of Islamic banks in the private sector in 2001. This time, a three-pronged
strategy was introduced. This approach permitted financial industry to establish either full-
fledged Islamic banks in the private sector; or Islamic banking subsidiaries or standalone
Islamic banking branches of the existing commercial banks. The new strategy was
considerably different from initial one in which the banks were directed to Islamize their all
operations invariably within certain timeframe.** The approach to allow the co-existence of
both banking systems has been proved successful, and Islamic banking so far has been
growing in double digits. Currently, there are 5 full-fledged Islamic banks and 13

conventional banks having Islamic branches with a market share of about 7 percent.

21 murabahah, the bank purchases an asset, a machinery for instance, and sells it to its client on credit by
charging a higher price than the purchase price. The difference is called markup. The price is paid in periodic
installments. The ownership of the asset is transferred to the client, as in fiancial lease. For details of Islamic
financing products see El-Hawary, Dahlia, Wafik Grais, and Zamir Igbal, 2004.

% Shariah, also known as Islamic law, is a set of certain laws based on Quran and the traditions of Prophet
Muhammad, peace be upon him, called sunnah.

** State Bank of Pakistan, BCD Circular No. 13 dated October 12, 1984.
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Figure 1. Simplified Balance Sheet of a hypothetical Islamic bank

Assets Liabilities
Cash and Balances Current accounts (Qard
Investment Mudarabah S&I Accounts

Sukuk a. Saving
Financing b. Investment

Debt instruments Borrowing from Capital Market

Murabahah Sukuk

Tjarah Equity

Salam

Istisna

Qard(interest free loans)

Profit-and-loss-sharing instruments

Musharakah

Mudarabah

The structure of the Islamic banking institutions is presented in Figure 1. First item on the
liability side of IBIs is current accounts (deposits) based on loan contract called gard (loan).
Contractually, IBIs are not bound to pay any return on these accounts. The principal amount
of these accounts, however, remains intact. These accounts are similar to current accounts in
conventional banks. Second funding item is mudarabah S&I deposits based on the PLS
principle. It has two components mudarabah saving accounts and mudarabah investment
accounts. Saving accounts can be withdrawn anytime while investment accounts are time
specific investments. Accordingly, for calculating the return on both types of accounts, lower
weights are applied to saving accounts in comparison to investment accounts. In total profit,
therefore, saving account holders of Islamic banks get lower proportional return than what
investment accounts holders receive. The asset portfolio of the Islamic banking institutions
shows their reliance on trade and leasing based instruments so-called murabahah, and ijarah.
In March 2010, 83 percent of financing by the IBIs in Pakistan was concentrated in these
fixed income modes of financing, while financing under PLS modes was only 1.9 percent of
total financing, of which mudarabah was 0.2 percent only (Islamic Banking Bulletin, SBP,
March 2010). The asset portfolio of IBIs may lead to reputational risk, the risk that “there is
little difference between the two banking systems” or at extreme that Islamic banking is

‘unilslamic’.
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3.4 Data and Descriptive Statistics

We employ individual quarterly financial accounts of all commercial banks. The data
comprise very detailed information of the balance sheet and income statement items of all
commercial banks (both Islamic and conventional). We compute the indicators for business
model and cost efficiency to compare Islamic and conventional banking institutions. The data
covers 32 quarters starting from June 2002 to March 2010. There are 21 conventional banks
(CBs), 6 full-fledged Islamic banks (IBs) and 13 mixed banks with both Islamic as well as
conventional operations. Following the convention in Pakistan, we name the Islamic
branches of mixed banks as Islamic banking branches (IBBs) and their conventional branches
as conventional banking branches (CBBs). Both IBBs and full-fledged Islamic banks (IBs)
form the Islamic banking institutions (IBIs).

Table 1 shows descriptive statistics of main indicators for IBIs and CBIs. For business
model we compare funding and income structure and asset portfolio of Islamic and
conventional banking institutions using non-interest/markup income to total income,” non-
deposit funding to total funding and gross loans to total assets ratio.

For IBIs the word ‘loan’ refers to financing by IBIs using Islamic financing modes and
markup refers to the profit earned from this financing. Average of non-interest/markup
income to total income for IBIs is 9.84 percent against industry’s average of 17.73. The
outcome is possibly because of fewer avenues for fee and commission based activities owing
to lower clientele base and business network of Islamic banks. In our sample, gross loans to
assets on average is 52.61 percent with a standard deviation of 22.23, while IBIs have a bit
lower level of this ratio. Non-deposit funding scaled by total funding has an average of 22.46
percent in this panel setting.

As expected, IBIs rely less on non-deposit funding due to limited market based funding
options as the Islamic money and capital markets are not developed. Conventional
repurchase agreements (repos) are absent in Islamic finance due to prohibition of zero
coupon bond, discounting and ban on two-in-one contracts (Usmani (2007 )). The indicators

of efficiency show that on average cost-income ratio of IBIs is higher than that of the CBlIs,

35 . . P . P . . . . .
This comprise fees, commission & brokerage income, dividend income, income from dealing in foreign
currencies etc.



o 99ty woy €€'6 00001 €€°0¢ 9T 0¥ €o'ey €9 150D [BI0L, 150D SuneredQ
000 00 STy 00"1S¢ 0C0 08'0ce €SIy oL LOVvL 199 oney awWwoduy 380D
600 €9'v¢ 8C'CS 000 '8¢l oI'Ll 96'vS 69°¢S S99 19SSy [0 SueO] $SO1D
000 18l €0'0¢ 000 Y L8 LT8I 901 ¢SS 999 Surpuny [e30], Surpuny y1sodo-uoN
000 ¥1°0C 10°L 000 ¥6'€8 €0l LOS €L Lye awoouy [e30, dnoyprepy / a\&oﬂﬂ MMM
0 ! 0s°0 0s°0 0s0  ¢¢8 sayueIg SunjuRg JIWE[S]

anyea-d s1gD s1d1 U XBJN A PIS  UBIPI]N UBJN  'SQO Kq pazifewioN J[qeLIB A

AuQ syueq paxI|A g sjdureg

000 SL'T €e'e 000 06'cc €6'¢ oLl 86'c  €Ivl 19SSy [0 S19SSY paxi]
000 s ' vy 61'6 6566  66'81 £V 8y 61'CS €Tvl mEEmmm MHM $108SY SuTuIey ULOT-UON
000 19701 66'L €Sy 6v' €l 16'1 10°01 000l  €crl 9ZIS
S]OJUOD) [2427] yung
000 w99 €L'8Y 8C'T1 7666 80°0¢ 1SSy YI'LY  68¢l 30D [eI0L 380 unesedQ
1o 8¢€°¢C8 L9'06 LT'6 ov'e6e  C6'CS S9'SL €LL8 LIV Oy awWwoduy 3509
€00 €C1s 89'6Y 000 ovy'8cl  €Cce Sees 19°ce eyl 19SSy [0 SueOT $SO1D
000 ISve €091 000 88'96 L8VT Srel o'cc  €avl Surpuny [ejo], Surpuny y1sodo-uoN
| . . } . i i i Qwoouy
000 £€C0c ¥8'6 000 0L99  0gel 1€61 ELLT LIV woou] 1830, dnojrepy / 1521931 UON
0 1 €0 SC0 9691 sayoueIg Sunjueg OIWE[S]
0 1 w@o 110 9691 syued orue|sy
0 1 8¥°0 9¢'0 9691 suonmnsuy Sunyueq ey

anfea-d s1dD s1d1 N XRJN A PIS  URIPIN  UBJIN  'SQO Kq pazifeutioN JIqeLIB A
syueg v v djdweg

*SIQI[INO AOWAI O} [9AJ] %66 PUE %[ oY) I8
POZLIOSUIM dIe SA[qeLIBA [ "soSejusorad ur are sonel [[y “AJ[Iqels 10jea1s s)safSns 0100s-z o) JO Joquinu JOYSIH ‘SSQUISN( OIWE[S] Pue SUDJUEq [EUOIIUOAUOD
1oy} jo uostredwoo Yy syueq paxmu ATuo surejuod g ofdweg “(y o[dwes) ojdures ojoym Ioy siopenb z¢ ym syueq ¢ dIe 919y} 0 'sennuo ojeredos se
sg gy 259y} 18a1) om 9sodind uonewns 10, “Syupq paxiui se sueq sAY) [[ed AN “(sgd]) seyouerq Sunjueg orwe[s] pue (sgg)) soyouelq Suryueq [EUONUIAUOD
QAR YOIYM SUBQ [EUOTIUSAUOD ¢ PUE (SFD) SUBQ [BUOTIUIAUOD 7 (SC]) syueq omue[s] paSpafj-[[nJ 9 a1e 1oy, " 1O-010Z 03 TO-700Z WoIj porrad ay3 10400
pue A[ro)renb st uejsTyed Jo Yueq 9)e)S WOIJ BJep 199Us 9due[eq JUeq 9y} [[V “SUONMNSUI SUIYUEq [EUOTIUSATOD PUE SUOTIMIISUT SUrueq OIUE[S] U9oMIoq SUBaU
Ul QOUDIAJJIP JO 159} oY J0j sanfea-d 110do1 Os[e oA\ “SuoTEoIyIoads [[e Ul UOIBWISS IO Pasn SIOJEOIPUT oY) [[e JO sonsne)s dANdiosop oyl smoys 9[qe YL,

sansnels 2apdidsad 1 dlqeL

67

Syueg OIWE[S] PUE [BUOTIUSAUO)) JO ADUI)SIXI-0D) Y} UQ



I sx%C1°0" #3x%E€L°0  #%x87'0"  #xx10°0- %50°0" 00 sxx11°0 200 #%%5€°0" sayouerg Sunjueg STue[s|
[ #4%06°0  #%x80°0" #1170 #%%600°0 #x%L0°0 %S0°0- wxxL 107 100~ syueq Slue[s|

xSV 0" xxL0°0 00 %x90°0 %x90°0 sxx 10 #%x00°0" suonmnsuy Sunjueg dMue[s|

I 100~ ##%601°0" #3500 0" #%x00°0 ##%8C 0" sk [0 XN

1 #%x61°0 #%x5C0 %9070~ 200 #xx 170" S3OSSY pIXI]

I wxl0°0 w2910 #xL0'0 #2:ST 0 150D Suneredo

I #%%50°0 #xx€1°0 #%x91°0" oney dWodUI-)S0D)

I ##5EY°0 ##x81°0" SUBOT SSOID

I s L0 0 Surpuny y1sodo-uoN

1 SWOOU] 1SAINUI-UON

*SuOTMITSU] SuD[ueg [EUOTIUIAUOD) JO OB JR[IWUIS Y} Uey) Jomo] Juddrad g1 ST ST JO ONeI Sueo| [e10)

0} Sueo[ $S0I3 1Y) SMOUS SIYJ, "UonedIuSIS A[[eonsne]s pue 1°() dANESaU SI ‘sayouesq Sunjueg OTUE[S] pue syueq JTe[s] 9SLdwod yorym (STg]) suonmnsuy
Sunjueg orwe[s] pue (SULO[ [830) AQ PIZI[BUWLIOU) SUBO[ SSOIT U29MIIq UONR[a1I00 Y] ‘O[dwexd 10 *A[oA10adsaI [9AJ] 9% (] PUB %G ‘9| Ie so[qeLieA Sulkropun
U99M]0q UOTIR[OLIOD JUBDIJIUSIS © ST 910U} A[[EOTISTIRIS JBU) MOUS 4y PUR 4y ‘s <91 ‘SYSLIOISE O, “SIUSIONIJO0O UONR[OLIOD UosIedd 11odar om [oued siy) uf
SI[qeLIE A PIJIIPIS SuowWy XLIJBJA[ UON)E[ALI0)) T J[qR],

100 or'c €Ce 000 S6'1c 85S¢ 8L'1 69C S99 S19SSY [e10 L S19SSY paxig
. . . . . . . . S1ssY g
000 €81 8L'Ey 000 00001 €561 6'9¢ 9¢€'9¢ 199 Surueg [ejo], §108sY SultIey UEOT-UON
000 8811 9S'L SOy el we 8601 9C01 S99 azIg
$]0.4JU07) 12407 yupg
onpea-d sIgD et UTN XN A9 'PIS  UBIPO]N UBS[N  'SQO £q paziewIoN JIqere A

¢ 1dey)n

oS



On the Co-existence of Conventional and Islamic Banks 51

and their overheads, measured by operating cost to total cost, are lower than the same ratio of
CBIs

In sample B, we present the descriptive statistics of mixed banks used in our fixed effects
specifications. While comparing the IBBs with CBBs the results are mostly similar to those
of sample A. However, contrary to sample A, for sample B, IBBs rely more on non-deposit
funding and are more efficient than CBBs.

Table 2 presents the correlation between all indicators. Simple correlations support most
of the previous results of Table 1. These correlations suggest that IBIs have lower non-

interest/markup income to total income and non-deposit funding.

3.5 Econometric Specification

To evaluate difference in various banking indicators of business model and efficiency

across both bank types in our data, we estimate the following specification:
Mije = a; + BISLj + y1Byje + &j¢ (D

where M;;; is one of the measures corresponding to business model and efficiency of bank
i, branches type j, in quarter ¢. a; is coefficient for time fixed effects. ISL; is the dummy for
Islamic banking institutions, which includes both IBs, and IBBs of mixed banks. The dummy
is one when the IBIs are Islamic and zero otherwise. B;;. are the time-variant banking
characteristics as control variables. Specifically, we include log of assets, non-lending
operations and fixed assets of the banks to control size and asset structure of banks. We first
estimate (1) with only an intercept and a dummy for IBIs (in order to compare CBIs and
IBIs) without any covariates. Then we control the results for an array of bank/ segment level
time-changing features which might affect the differences across bank types.

We thus include log of assets as a proxy for size as larger banks may be more efficient due
economies of scale, could have more access to wholesale funding and might generate more
fee based income. Most of the Islamic banks in Pakistan are in small to medium size bank
categories, whereas to tap into the market few big conventional banks also introduced Islamic

banking operations through IBBs. We also include fixed assets to total assets ratio and non-
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loan earning assets to total assets ratio to control for the opportunity cost of having
unproductive assets and non-lending business respectively.36 Both the variables influence the
cost efficiency of the banks as shown by some previous studies (Aggarwal and Yousef
(2000); Beck, Demirgiic-Kunt and Merrouche (2013); Demirgiic-Kunt, Laeven and Levine
(2004); Demirgiic-Kunt and Huizinga ( 2010 )). To remove the outliers, the data is
winsorized for all variables at the 1% and 99" percentiles. That is we set all the observations
greater/lower than 99™ percentile/1* percentile value of a given series to 99" percentile/1%
percentile value.

Further, to see the corresponding difference from CBIs, we also split the dummy for IBIs
into dummy for Islamic banks (IBs) and Islamic banking branches (IBBs). We, therefore,

estimate specification (2)
Mijt = + ,BllSLb] + ﬁzISLbb] + YIBijt + eijt (2)

where ISLb; and ISLbb; are dummies for full-fledged Islamic banks and Islamic banking
branches of mixed banks respectively.

Our main contribution to the emerging research on the topic is that we apply bank-time
fixed effects to specification (1). That is, we measure how conventional banking branches of
a mixed bank are different from Islamic banking branches of the same bank across different
financial indicators of business structure and cost efficiency. Thus we estimate following
specification

M. = a; + BISL; + &;j; 3

where M;j, is one of the measures conforming to business structure and efficiency of
bank i, branches/operations type (Islamic or conventional) j ,in quarter ¢. Crucially for our
purposes we introduce a;; for bank-quarter fixed effects, to account for all observed and
unobserved time variant bank heterogeneity. So effectively we compare Islamic and
conventional operations within the same bank and in a specific quarter. Bank-quarter fixed
effects take out all the banks which have either only Islamic operation or only conventional

operations. So we are left only with mixed banks having both types of banking, Islamic and

* Fixed assets include operating fixed assets of the bank and non-loan earning assets comprise balances
with other banks, lending to financial institutions and investment in securities and bonds.
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conventional.”” Therefore, the estimates of bank-year-quarter fixed effects show the

difference is due to Islamic banking per se.

3.6 Results:

3.6.1 Conventional vs. Islamic Banking Institutions

Table 3, shows the main results of specification (1) for various indicators of business
model and cost efficiency of Islamic and conventional banking operations with and without
any control variables. In this specification ‘Islamic’ is a dummy for IBIs which includes both
IBs plus IBBs of mixed banks. Across all the specifications, standard errors are clustered at
bank segment level to allow for correlation within clusters across year quarters. The models
without control variables (1, 4, 7, 10 and 13) show that non-interest/markup income to total
income of IBIs is significantly lower than that of CBIs. This demonstrates a considerable
difference in business model of IBIs and CBIs. However, in this set of specifications there is
no significant difference between both type of banking institutions in terms of efficiency and
other indicators of business model namely non-deposit funding to total funding and gross
loans to total loans.

Once we control for the bank level characteristics of size, fixed assets and non-loan
earning assets, business model indicators namely non-deposit funding and gross loans to total
assets of the IBIs also indicate significant difference from similar indicators of CBIs (model
2,5, 8, 11 and 14). Specifically, we find a 24 percentage point’s difference in non-deposit
funding to total funding between IBIs and CBIs. The results are in line with the findings of
Beck, Demirgiic-Kunt and Merrouche (2013) who use cross country sample. Similarly, loan
portfolio of IBIs shows that they have lower loans to total asset ratio than conventional
banks. There is 11 percentage points difference in gross loans to total assets of IBIs and
CBIs. This is an expected result as at the initial stage of their growth IBIs operate at sub-
optimum level due to lack of opportunities for IBIs and limitations on the applicability of the

products they offer to the various sectors of the economy.

Tt is apparent that for IBBs (i.e. Islamic segment of mixed banks) the size and asset structure of the parent
company would matter. Thus, for example, IBBs of a big (mixed) bank probably have more access to capital
market than IBBs of a small (mixed) bank.
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Further details of Islamic banking finances suggest that Islamic banks are relying mainly
on two lending instruments murabahah (sale of merchandise items on credit with fixed mark-
up) and ijarah (operating lease) which have applications limited to only some sectors of the
economy. Both differences are large given the averages of 22 percent and 53 percent for non-
deposit funding and gross loans to total loans respectively. Still there is no difference in
efficiency of the Islamic and conventional banking institutions.

Some of the bank level control variables, which are also statistically significant, show
interesting results. Specifically, large banks demonstrate less dependence on non-deposit
funding. In an emerging economy where capital markets are less developed, large banks may
seek funding from core deposits. On the other hand, as the size of the banks increases they
become more cost efficient due to economies of scale. Coefficients of the banks with higher
fixed assets show standard signs as they have lower loans to total assets ratio, higher cost-
income ratio and operating cost to total cost ratio. The banks which have more non-loans
earning assets have, as anticipated, rely on higher non-interest (or non-markup) income to
total income and lower gross loans. These banks are also less efficient than other banks as
non-loan earning assets to total earning assets have positive sign for cost-income ratio and
operating cost to total cost ratio.

Since size of an Islamic bank may affect the business structure and efficiency of IBIs we
also interact dummy for IBIs with size (model 3, 6 ;9 12 and 15)). The coefficients show that
in comparison to the CBIs, small Islamic banks rely less on non-interest/markup income and
non-deposit funding and have lower gross loans to total assets ratio. Moreover, they are less
efficient than CBIs. However, as the size of IBIs increases they become more efficient and
the difference in between IBIs and CBIs in efficiency measures starts decreasing. Similar is

the case for indicators of non-deposit funding and loans to assets ratio.

3.6.2 Conventional Banking Institutions vs. Full-Fledged Islamic Banks and
Islamic Banking Branches of Mixed Banks

As mentioned earlier, Islamic banking operations in Pakistan are carried out by two
different kinds of entities, full-fledged Islamic banks and Islamic banking branches of mixed
banks. We, therefore, split IBIs into IBs and IBBs of mixed banks. We thus use a dummy for

each category separately. Table 4, presents the regression results for specification (2) with
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and without covariates. The results show that IBs rely less on non-deposit funding. The non-
deposit funding to total funding ratio of IBs is 14 percentage points less than that of CBIs.
Whereas IBBs of mixed banks depend less on non-interest/markup income. The non-markup
income, scaled by total income of IBBs is 12 percentage points less than counterpart measure
of CBIs.

After controlling for size, fixed assets and non-loan earning assets, the results suggest that
the difference in aforesaid indicators of IBIs and CBIs is not due to the size, fixed assets and
non-loan earning assets. Specifically, we find that non-deposit funding scaled by total
funding of IBs and IBBs is 22 percentage points and 27 percentage points lower than the
same ratio of CBIs respectively. The difference is significant considering the industry
average of 23 percent. Also, gross loans to total assets ratio of both IBs and IBBs are lower
than the conventional banking institutions showing relatively lower level of financial
intermediation through IBIs. Precisely, gross loans scaled by total loans of IBs and IBBs are
9 percentage points and 13 percentage points smaller than the same indicator of CBIs.
Moreover, IBBs depend less on non-interest/markup income than CBIs do.

To check how size affects the coefficients of IBs and IBBs for different variables, we yet
again interact dummies for these institutions with size separately. The results, shown in Table
4 (model 3, 6, 9, 12 and 15) indicate that in comparison to CBlIs, small IBs depend less on
non- deposit funding, have lower loan to asset ratio and are less efficient.

Specifically, the coefficient of small IBs for non-deposit funding and loan asset ratio is 74
and 26 percentage points lower than the matching indicators of CBIs. Operating cost of small
IBs is 68 percentage points higher than that of their conventional counterparts. With increase
in size, however, IBs and IBBs become more efficient. This is obvious from the fact that if
we compute coefficients of size of IBs and IBBs by adding (4) and (7), and (4) and (8). The
resultant coefficients are negative 6 and negative 8 for IBs and IBBs respectively. Also, due
to increase in the size differences between Islamic and their conventional counterparts
decreases as shown by the negative coefficients of the interaction term. Thus business model

of both banking systems represented by income, funding and financing structure, converges.
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3.6.3 Bank-Time Fixed Effects: Conventional vs. Islamic Windows of Mixed
banks

The data also provide us with the opportunity to use bank-time fixed effects, since we
have some banks that have been hosting both Islamic and conventional banking separately
through Islamic and conventional banking branches. Bank fixed effects permits us to control
for any time variant observed and unobserved heterogeneity. This specification thus shows
how Islamic banking operations of mixed banks are different from their conventional
operations within the same bank and in a particular year quarter. Since specification with
fixed effects takes into account only those banks which have both types of banking windows,
the sample observations decrease by about half.

Table 5, reports the results of the specification (3) that incorporates bank-time fixed
effects. The coefficients of dummy for IBBs suggest that there is a significant difference
between IBBs and CBBs in various indicators of business orientation and cost efficiency.
Specifically, Islamic operations of mixed banks demonstrate less reliance on fee based
income. Furthermore, IBBs are less efficient potentially due to the complex structure of
transaction in IBF which increase the transaction and monitoring cost. More precisely, non-
interest/markup income of IBBs is 11 percentage points less in comparison to CBBs, which
shows that IBBs rely more on markup income. Cost to income ratio and operating cost
normalized by total cost of IBBs are 22 and 8 percentage points larger than the same
indicators of CBBs.

In model 2, 4, 6 and 8 of both panels, we use separate dummy variables for IBBs of small
and large mixed banks to see if these behave differently from CBBs.

The results show that IBBs of both small and large mixed banks rely less on fee based
income. However, though IBBs of small mixed banks are more involved in financial
intermediation (high loans to assets ratio), loans to assets ratio of IBBs of large banks is
significantly lower than that of IBBs of small mixed banks. IBBs of both small and large
mixed banks are less efficient than CBBs as their cost indicators are significantly higher than
those of CBBs. Specifically, non-deposit funding, scaled by total funding and loans to assets
ratio of IBBs of small mixed banks are 11 percentage points and 8 percentage points higher

than those of CBBs respectively.
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Table 5 In this table we report the results of specification (3) for Sample B (only dual banks) using bank-time fixed effects. The table
reports the estimated coefficients for specifications with the various business structure and efficiency measures as dependent variable of
bank i in year: quarter t. The independent variable Islamic is a dummy variable which takes the value of 1 if the branches of a mixed
bank are Islamic and zero otherwise. For model 2, 4, 6, 8 and 10, Islamic take a value of 1 for small Islamic windows of mixed banks
and zero otherwise. Large Islamic is a dummy used for Islamic windows of big banks with assets more than around USD2 billion The
estimations use various numbers of banking institution— year: quarter observations. Standard errors (in parentheses) are clustered at the
bank-segment level. *** Significant at 1%, ** significant at 5%, * significant at 10%.

Coefficients | Non-interest/ markup g?;;ﬁegposn Loans-Assets Ratio Cost-income Ratio Operating cost

1 2 3 4 5 6 7 8 9 10

co@  -10.801FFF  -10.921%%F  7.644 4212 0.925 8.358%* 21.542%%%  10.424* 7.893%* 9.065%**

(1) Islamic

(0.833) (1.152) (5.380)  (4.238) (3.653) (3.385) 4.774) (5.564) (3.742) (3.447)
(2) Large -10.625%+ 12.741 9.730 37.886%+* 5761
Islamic (1.171) (11.327) (6.210) (3.586) (8.281)

C 12.904 %% 12.815%** 0.682 12.741%%  27.917##%%  31.506%#*  63.4%%** 55.228%%%  46.262%F*F 47 328%**

(1.309) (1.429) (6.468)  (0.000) 0.510) (2.134) (2.843) (4.598) (4.277) (6.188)
P value
(1)-(2)=0 0.857 0.000 0.011 0.000 0713
R-squared 0.814 0.814 0.507 0481 0516 0.560 0.557 0.577 0.709 0.710
Observations

661 661 666 666 666 666 661 612 632 661

@ For model 2, 4, 6, 8 and 10, Islamic represent ‘Islamic’is a dummy for small IBBs, which otherwise represent Islamic windows of mixed banks.

Cost-income ratio and operating cost, scaled by total cost, are 10 percentage points and 9

percentage points higher for IBBs of small mixed banks than the same ratios of conventional
windows of mixed banks respectively. For Islamic windows of large mixed banks, non-
markup income is 11 percentage points lower than that of conventional window of mixed
banks. Likewise, IBBs of large mixed banks have cost-income ratio 38 percentage points
higher than that of CBIs. All these coefficients are statistically significant and economically
important in comparison to industry averages.

Through applying coefficient restriction (Wald) test, we also check if the behavior of the
small and large IBBs is different from each other in terms of business and cost efficiencies.
The outcome show that, as expected, Islamic windows of large banks depend more on non-
deposit funding and are less involved in financial intermediation than Islamic windows of
small mixed banks. However, the results show a stylized fact that Islamic windows of large
mixed banks are less efficient than that of small mixed banks. Particularly, cost-income ratio

for IBBs of large mixed banks is 38 percentage points higher than the same ratio of IBBs of
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small mixed banks. This is perhaps because Islamic windows of large IBBs are involved in
more complex and costly transaction structures.*®

Robustness

We check the robustness of our estimations by using the original un-winsorized data for
all specifications. The unreported results are not different from the baseline results which
indicate insignificance of outliers in the estimation process.

Moreover, for specifications (1) and (2), using contemporaneous control variables of size
and asset structure, i.e. fixed assets and non-lending, of the bank may create endogeneity
problem in the estimation due to reverse causality. We, therefore, replace contemporaneous
control variables with lag values of the control variables in a robust estimation. The results of
the robust specification support our results of baseline estimation.

Age and experience of a bank may influence the differences between Islamic and
conventional banking across all indicators of business structure, financial stability, asset
quality and efficiency. Thus it may be the case that efficiency of the CBIs turns out to be
better than that of IBIs because IBIs are newly established. Therefore, the difference in
behavior of IBIs from CBIs may not be because of Islamic characteristics per se, but may be
merely an outcome of the recency of their operations. In robust estimation we therefore
control for this fact and add number of years a bank has been doing the business as a proxy
for age and experience of a bank. To disentangle this effect, we re-estimate the
specifications with additional control for age and experience of a bank that we proxy by the
number of years a bank has been in the business. The results confirm that the differences
between Islamic and conventional banking for baseline specifications are not due to age and
experience. Thus, our baseline results still stay valid. Finally, we also use number of bank
branches (outlets) as a proxy for a bank’s experience as it is generally expected that older
banks will have larger numbers of branches. Our results are also robust to this alternative

treatment.

38 Another theoretical reason might be that monitoring of sharing-modes by IBBs become more costly
as the mixed bank grow larger. Moreover, anticipating larger operations in future they might have setup larger
(and more expensive) structures since infancy.
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3.7 Conclusion

In this paper, using Pakistan as a case in point, we investigate how Islamic banking
institutions are different from conventional banking institutions in terms of business structure
and cost efficiency. The results suggest that, once we control for bank level characteristics,
there is significant difference in business model of Islamic and conventional banking
institutions. The coefficients show that small IBIs depend less on non-interest/markup
income and non-deposit funding and have lower gross loans to total assets ratio in
comparison to the CBIs. Moreover, they are less efficient than CBIs. However, as the size of
IBIs increases they become more efficient and the difference in between IBIs and CBIs in
efficiency measures starts decreasing. Similarly, as the size of IBIs increases, the differences
between IBIs and CBIs also decrease in terms of non-deposit funding and loans to assets
ratio.

Further analysis of the data suggest that in comparison to CBIs, small IBs depend less on
non-deposit funding, have lower loan to asset ratio and are less efficient. With increase in
size, however, IBs and IBBs become more efficient. Also, due to increase in the size
differences between Islamic and their conventional counterparts decreases. Thus business
model of both banking systems represented by income, funding and financing structure,
converges.

Results for applying bank-quarter fixed effects suggest that Islamic operations of mixed
banks have less reliance on fee based income. Further, contrary to large mixed banks’ Islamic
windows, Islamic windows of small mixed banks are more involved in financial
intermediation as their loans to assets ratio is higher than that of CBBs. However, both
Islamic operations of small and large mixed banks are less efficient than CBBs as their cost
indicators are higher than those of CBBs. The fact that IBBs are less efficient may be
because of complex contracts and higher monitoring costs and transaction costs in IBF (EI-
Gamal (2007 )).

The results have important implications for the co-existence of conventional and Islamic
banking systems. These results imply that there is an inherent difference in the business
orientation of IBIs and CBIs. Moreover, within mixed banks there are additional differences

in efficiency indicators as well.






4 Capital Structure, Risk Shifting and Stability:
Conventional and Islamic Banking™

4.1 Introduction

Risk shifting and capitalization premise postulates that due to the limited liability, equity
holders of a bank get a put option on the assets of the banks from the creditors and value of
their put option becomes higher, more volatile is the value of bank’s assets. Thus, thinly
capitalized banks are expected to take more risk due to higher debt equity ratio (higher
leverage). From regulatory point of view generally Islamic banking institutions (IBIs) need to
fulfill the same minimum capital requirements as the conventional banking institutions
(CBIs) do. However, IBIs have an extra line of protection in the form of mudarabah saving
and investment (S&I) deposits based on profit and loss sharing (PLS) contract.*’ IBIs share
their profits or loss with these account holders. Because of this quasi equity, a priori, IBIs are
expected to take lower risks in comparison to their peer counterparts. These banking
institutions thus have less incentive for risk shifting in distress. Therefore, these banks
expected to be more stable and have better quality.

However, the structure of the IBIs may have unique impact on the performance, risk
exposure and financial stability of the total financial sector and overall economy. Specific
risks are attached to the structure of IBIs. On the liability side, if the Islamic banks pay lower
return to the S&I account holders than the rate paid by other banks or pass some losses to
these depositors, they may withdraw their deposits from the Islamic banks. Thus there may
be a greater risk of deposit withdrawal for Islamic banks than for conventional banks
(Sundararajan and Errico (2002 )). Especially, for small Islamic banks this risk is higher and
thus more problematic. To manage this risk Islamic banks forgo part of their profit share as a
mudarib to pay competitive returns to the S&I mudarabah account holders. In case IBIs

incur some loss, all that loss may be taken to the income accounts of IBIs, which otherwise

¥ The chapter is based on joint work with Moazzam Farooq and Sweder van Wijnbergen. The authors
acknowledge the data support from State Bank of Pakistan. All views expressed here are those of authors and
do not necessarily represent the views of State Bank of Pakistan or its subsidiaries.

* Mudarabah is a partnership in which one party invests its capital (rab-ul-mal) and the other party exerts
its skills and services in the business. The profit is distributed between parties according to a pre-agreed ratio.
All the financial loss is borne by the investors. The loss of mudarib is in kind of sacrifice of time and efforts.
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has be shared with S&I account holders. This activity exposes the equity holders of Islamic

bank to a peculiar risk, called displaced commercial risk. Islamic Financial Services Board"'
(2011) defines this risk as additional risk borne by shareholders of Islamic financial
institutions due to volatility of returns over and above the normal risks when S&I account
holders were to share the loss in accordance with mudarabah contract.

In other words, shareholders of an Islamic bank are exposed to additional losses which
actually pertain to the S&I depositors. To mitigate this risk Islamic banks create reserve
pools by paying lower return to S&I account holders than the actual profit when IBIs returns
are higher than the market average return. One the other hand, in recession the Islamic banks
try to smooth the returns through these reserves by paying higher than the actual returns. On
the asset side, the risks of IBIs are generally similar to that of leasing in conventional finance.
Apart from that Islamic banks also have shariah compliance risk which may also affect the
goodwill of these banks.

The proponents of Islamic finance argue that financial intermediation based on Islamic
principles would bring in greater stability in the domestic economy, financial markets and
even in the international economy (Chapra (2008); El-Gamal (2000); Nigel (1998); Siddiqi
(2006); Zaher and Hassan (2001 )). In a theoretical model of interest-free banking system,
Khan (1986) treats deposits of an Islamic bank as equity in the banks and replaces interest
rate with expected rate of return on deposits. The author shows that Islamic banking system
may better resist to the shocks to the asset side of balance sheet as these shocks can be
instantaneously absorbed by the liability side. Whereas in the conventional banking system
these types of adjustments take more time and can cause instability. After the current
financial crisis, renewed importance has been given to the riskiness and stability of Islamic
banking in comparison to conventional banking. Various empirical studies have been
conducted at individual and institutional level, especially the Word Bank and the IMF, level
on Islamic banking performance and stability. We hope to contribute in this emerging

literature through an empirical study using bank-time fixed effect model.

“slamic Financial Services Board is an international standard-setting organization that issues global prudential
standards and guiding principles for the Islamic financial industry, broadly defined to include banking, capital markets and
insurance sectors.
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Our results show that full-fledged Islamic banks (IBs) are more stable than conventional
banking institutions (CBIs). These banks are also better capitalized than their conventional
counterparts. Moreover, full-fledged IBs also have less volatility in return on their assets,
have lower non-performing loans (NPLs) and, therefore, lower loan loss provisioning.
Similarly, Islamic banking branches (IBBs) of mixed banks, with both conventional and
Islamic windows, have better asset quality as they have lower NPLs and loan loss
provisioning than that of conventional banking institutions (CBIs). The model with bank-
time fixed effects show that Islamic windows of small mixed banks are better capitalized and
higher return on assets. However, due to higher volatility in returns of their assets, their
stability index is lower than that of conventional banking branches (CBBs) of mixed banks.
Conversely, NPLs and thus loan loss provisioning by IBBs of both small and large mixed
banks is lower in comparison to conventional banking branches of mixed banks. This shows
that Islamic windows of mixed banks have better asset quality than their conventional
windows.

The rest of the chapter is organized as follows. Section 1.2 reviews the literature on the
subject, section 1.3 analyzes the hypothesis about the risks, asset quality and stability of
Islamic banks, section 1.4 highlights the issues in PLS based S&I accounts of Islamic banks
with reference to their accounting treatments, section 1.5 describes the data and main
indicators used in the paper and section 1.6 explains the econometric techniques employed
for the estimation. Finally, section 1.7 presents the results and section 1.8 concludes the
study.

4.2 Review of Empirical Literature on Islamic Banking

Initial study on the stability of Islamic banks is made by Bashir (1999) at a small scale
using the data of only two Islamic banks in Sudan. The author evaluates the impact of size on
various bank indicators and finds that size has a positive influence on profitability and
riskiness,* but negative effect on capital-asset ratio of Islamic banks. Employing z-scores to
test the relative strength of banks in 18 countries from 1993-2004, Cihak and Hesse (2010)
find that small Islamic banks are financially stronger than small and large commercial banks,

whereas, large Islamic banks are weaker than large commercial banks (See Figure 1 for

> The author uses the risk index (so-called z-score) to measure the riskiness of the banks.
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summary of empirical studies on Islamic banking). They attribute their findings to the issues
of credit risk management, in large Islamic banks, related to financing based on Profit and
Loss Sharing (PLS) arrangements. However, Islamic banks prefer trade and leasing for
financing instead of PLS products (Aggarwal and Yousef (2000); Beck, Demirgii¢-Kunt and
Merrouche (2013 )) and the share of PLS in Islamic banks’ total portfolio is relatively small
(Baele, Farooq and Ongena (2012); Chong and Liu (2009); Zaheer, Ongena and Van
Wijnbergen (2013 )).

In a broader study covering 141 countries over the period 1995-2007, Beck, Demirgiic-
Kunt and Merrouche (2013) compare the business model, efficiency, asset quality and
stability of the Islamic banks and conventional banks employing a group of indicators from
their balance sheets and income statements. They note that Islamic banks are better
capitalized but they do not find significant differences between the business model,*
efficiency, asset quality or stability of Islamic and conventional banks. Using loan level data
of Pakistani banking sector from 2006 to 2008, Baele, Farooq and Ongena (2012) find that
compared to conventional loans, on average Islamic loans are less likely to default. Using a
sample of 553 banks from 24 countries between 1999 and 2009, Abedifar, Tarazi and
Molyneux (2010) gauge the risk and stability characteristics of Islamic banking. Their study
finds that small Islamic banks that are more leveraged and based in countries with
predominantly Muslim population, have lower credit risk than conventional banks, and are
more stable than similarly sized conventional banks. On the other hand, they did not find any
significant difference between large Islamic and conventional banks. These papers suggest
that the structure of banking sector, demographics of its location and the size and
organization of Islamic banks may influence the health of Islamic banks. In another study,
Hasan and Dridi (2010) evaluates the performance of IBs and CBs during the recent
financial crisis by looking at the profitability of 120 Islamic and conventional banks across
eight countries during the period 2007-09. Their finding show that during financial crisis
profitability of IBs declines more than that of CBs, owing to week risk management

practices.

* See section 3.4 for capital structure of IBIs.
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It is a long held idea that profit and loss sharing system will perform better than an
interest-based system. Using Bahrain Islamic Bank as a case, Turen (1996) shows that
during the period of analysis this bank offered a higher risk adjusted return as compared
to commercial banks operating in Bahrain and argues that the profit sharing concept of
Islamic banking can achieve a higher profitability and lower risk than conventional
commercial banks. Al-Deehani, Karim, and Murinde (1999) argue that because of the
profit sharing provisions with the depositors, Islamic bank can increase their market value
and return on equity without incurring any additional financial risk. Using a sample of 12
Islamic banks they provide empirical evidence in support of their theoretical argument.

4.3 Conjectures about Risks Shifting Incentives, Financial Stability and Asset Quality of
Conventional and Islamic Banking

IBIs are considered more stable as generally they don't have the features of
conventional banks which led those banks to recent financial crisis. Main causes of
financial crisis 2007-2009 are described as heavy reliance on interest based debt
financing, high leverage, lack of adequate market discipline, excessive and imprudent
credit growth, investments in toxic assets and speculative short selling (Bank For
International Settlements (2008); Bernanke (2008 )). Most of the causes are either absent
or at lower level in Islamic banks than in conventional banks. Islamic banking, therefore,
is less susceptible to financial crises at least in the first round of the financial crisis when
it does not hit the real sector of the economy. Chapra (2008) proposes that financial
instability can be avoided through “risk-sharing along with the availability of credit for
primarily the purchase of real goods and services and restrictions on the sale of debt,
short sales, excessive uncertainty (gharar), and gambling (gimar).” These are the very
features of Islamic banking contracts which put greater market discipline and thus
financial stability. For instance, asset-backed financing of Islamic banks ensures the
direct link between financial transaction and real sector activities (Mohieldin (2012 )). In
Islamic banking since S&I depositors share in profit and loss of the Islamic banks, they
are exposed to risk of capital loss. Therefore, S&I account holders of Islamic banks may
have more incentives to monitor their banks than those of conventional banks (Beck,
Demirgii¢-Kunt and Merrouche (2013 )). Thus liability structure of Islamic banks may

impose the required market discipline.44

**On the other hand, Islamic banks may not exploit the equity-like nature of saving and investment
accounts as they face displaced commercial risk.
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On the asset side, conventional banks mainly see the credibility of the borrower which
depends on the net-worth and collateral of the borrower. Generally, conventional banks
do not appraise the project for which they lend money, and extend financing even for
speculation, especially when the risk of default can be transferred to other persons by
selling the debt (Chapra (2008 )). Moreover, these banks, especially big ones, may remain
less prudent in lending because of the bailout assurance by the central banks and
governments according to “’too big to fail’”’ axiom (Boyd and Gertler (1993); Mishkin
(2000 )). Currently, this problem does not exist in Islamic banking because of their small
market share. Moral hazard problem cannot be ruled out in Islamic banks, especially if
the management of the banks believes that losses can easily be passed on to S&I account
holders. This problem may, however, be less potent because of deposit withdrawal risk
faced by Islamic banks.

Loans of Islamic banking institutions are presumably less likely to default due to
religious motivations of the borrowers, if they are predominately Muslims, and if the
decision of preferring an Islamic bank over conventional is religiously motivated.
Consequently, asset quality of IBIs may show, if not superior, similar position to that of
conventional banks especially in jurisdictions where Muslims are in majority. The basic
hypothesis is that delay in repayment of the loans by the rich Muslims, is considered as
unjust and, therefore, a major sin.* Thus, devout Muslims who only do business with
IBIs are ostensibly less likely to default on their obligations. Even the Muslims who take
loans both from IBIs and CBIs, in financial distress would prefer to default on
conventional loans, instead of Islamic loans, considering it a lesser evil. Consequently, if
business cycles affect both the borrowers of IBIs and CBIs homogeneously, the NPLs of
IBIs would likely to be lower than that of CBIs. Even if IBIs operate in Muslim minority
country, the ban on short selling, debt sale and excessive speculation accompanied by
asset-backed nature of Islamic banks can prevent the Islamic bank from losses.

Islamic deposits have two characteristics that make them different from regular
deposits. First, their return is profit dependent, with a limited upswing, so they are also
different from equity claims in that respect. Their principal value is senior to equity

however. A second difference is less rule based and more grounded in practice: Islamic

®It is reported that Allah's Messenger (may peace be upon him) said, “Delay (in the payment of debt) on
the part of a rich man is injustice. Sahih Muslim, The Book of Transactions, Hadith 3796,
http://sunnah.com/urn/237960.
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banks in Pakistan have part of their assets in a reserve account that is used as collateral
for the deposits only: equity holders have no access to that pool of assets, also not in
“going concern” distress situations. Due to the profit and loss sharing nature of Islamic
deposits risk shifting incentives in Islamic banks are weaker than in regular banks with
similar capital structure. That is the prediction we will test in the following empirical

sections.

4.4 Treatment of S&I deposits and Capital of Islamic Banking Institutions

There are some issues about treatment of S&I deposits of Islamic banks for the
calculation of equity capital of Islamic banks. Since Islamic banks issue S&I deposits on
the PLS basis, these are considered as quasi equity, a category between time deposits and
pure equity. These accounts are not deposits in true spirit as the return on these deposits is
attached to the Islamic bank’s performance. Even the principal amount is not guaranteed
to S&I depositors contractually. On the other hand, S&I deposits may not be given the
status of equity as unlike equity these accounts are redeemable in nature i.e. the
investment account holders can withdraw them on maturity of these accounts. Even
investment accounts can be withdrawn prematurely if an advance notice of one month is
given (Cihak and Hesse (2010 )) with or without some cost, depending upon the each
Islamic bank’s policy. Whereas saving accounts are callable deposits and thus can be
withdrawn anytime. Therefore, according to Financial Accounting Standard No.6 of
Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) these
accounts should be treated “as an independent category between liabilities and owners’
equity.46 The S&I accounts provide an extra line of protection for the Islamic banks
besides equity when loss occurs to the Islamic bank.

Therefore, in principle these S&I accounts of IBIs should not be considered as liability
of these banking institutions. However, in reality, Islamic banks treat these accounts as
liabilities as competitive return are paid thereon regardless of the actual returns of the
Islamic banks. This may even happen when the actual return of an Islamic bank is lower
than the market return or, in extreme case, when the actual return is negative. This is done
through the technique in which Islamic bank institutions forgo part of their share in profit

as mudarabah, and give the same as a gift (hibah) to the S&I account holders.

46Accounting and Auditing Organization for Islamic Financial Institutions, 1998. Accounting and
Auditing Standards for Islamic Financial Institutions, Bahrain.
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Generally, Islamic banking institutions do not include S&I accounts in capital while
calculating minimum capital requirement for Basel II and Basel III according to the
instructions of the central bank. For our estimation purpose first we treat these accounts
as liabilities to make the indicators of stability comparable for IBIs and CBIs.*” This
approach renders the stability indicators of Islamic banks lower than if we consider S&I
deposits as part of equity. However, we also check the results by treating these accounts
as equity of the IBIs and compute the capitalization and stability index of IBIs.
Obviously, this treatment would make stability indicators of IBIs starkly different from

the same indicators of CBIs.

4.5 Data and Descriptive Statistics

We use individual quarterly financial accounts of all commercial banks submitted to
the SBP at the end of each quarter. The data contains very detailed information of all the
balance sheet and income statement items of all commercial banks (both Islamic and
conventional). We construct the indicators for asset quality and stability to evaluate the
performance of Islamic and conventional banking institutions. The data covers 32
quarters starting from June 2002 to March 2010. There are 21 conventional banks (CBs),
6 full-fledged Islamic banks (IBs) and 13 mixed banks with both Islamic as well as
conventional operations. Following the convention in Pakistan, we name the Islamic
branches of mixed banks as Islamic banking branches (IBBs) and their conventional
branches as conventional banking branches (CBBs). Both IBBs and full-fledged Islamic
banks (IBs) form the Islamic banking institutions (IBIs).

Table 1 shows descriptive statistics of main indicators for IBIs and CBIs. We use z-
score to compare the riskiness and insolvency of the Islamic and conventional banking
institutions. The z-score has been increasingly used to check the bank’s soundness. Bank
insolvency is defined as a state where (CAR + ROA) < 0 or CAR < -ROA, with CAR
being the bank’s capital to asset ratio and ROA its return on assets, or equally when
losses exceed the bank capital (Beck, Demirgii¢-Kunt and Merrouche (2013); Boyd and
Runkle (1993); Cihak and Hesse (2010 )). Z-score is constructed as the sum of the mean

rate of return on assets (x#) and the mean equity-to-assets ratio (k) divided by the standard

. . +k
deviation of the return on assets (o), i.e., z-score = uT

“Thus the capital of both the banking institutions comprise share capital, reserves, un-appropriated
profit and surplus or deficit on revaluation of assets.
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Table 1. Descriptive Statistics

The table shows the descriptive statistics of all the indicators used for estimation in all specifications. We also report p-values for the test
of difference in means between Islamic banking Institutions and conventional banking institutions. All the bank balance sheet data from
State Bank of Pakistan is quarterly and cover the period from 2002-Q2 to 2010-Q1. There are 6 full-fledged Islamic banks (IBs) 21
Conventional banks (CBs) and 13 Conventional Banks which also host Islamic banking through their Islamic Banking Branches (IBBs). We
call these banks as dual banks . For estimation purpose we treat these IBBs as separate entities. So there are 53 banks with 32 quarters for
whole sample (Sample A). Sample B contains only dual banks with comparison of their conventional and Islamic business. Higher number
of the z-score suggests greater stability. All ratios are in percentage. All variables are winsorized at the 1% and 99% level to remove

outliers.
Sample A All Banks
Islamic ~ Conventional
Variable Normalized by Obs. Mean Median Std.Dev.  Max Min Ba-nkh?g Ba.nkivg p-value
Institutions Institutions
;;I;T:t i'z ‘l‘]“sk'"g 1696  0.36 048 1 0
Islamic Banks 1696 0.11 032 1 0
Islamic Banking Branches 1696 025 043 1 0
z-score 1423 1555 1239 1894 8887  -60.26 33.63 14.15 0.00
Return on Assets 1423 053 0.64 158 460 -6.33 0.32 0.32 0.96
Capital-Asset Ratio 1423 988 1056 4547 8328 -32130 1947 585 0.00
Non-Performing Loans Gross Loans 1367 13.89 4.77 2224 9690 0.00 1.61 2352 0.00
Loan Loss Provisioning Gross Loans 1369 992 331 1834 9321 0.00 0.78 8.04 0.00
Bank Level Controls
Size 1423 1000 10.01 191 1349 453 799 10.61 0.00
Non-Loan Earning Assets ;‘:fellfﬁm“‘g 1423 5219 4843 1899 9955  9.19 44.16 5442 000
Fixed Assets Total Assets 1423 298 1.70 393 2290 0.00 343 275 0.00
Table 1. Sample B Dual Banks
Islamic Conventional
Variable Normalized by Mean . Std.Dev. Max Min Banking Banking p-value
Obs. Median Institutions Institutions

Islamic Banking Branches 832 05 0.5 05 1 0
Gross Loans Total Assets 665 5369 5496 17.16 12837 0.00 5228 54.63 0.09
ZSCORE 665 1398  13.08 859 7219 367 2524 1505 0.00
Return on Assets 665 1.18 0.90 101 4.60 -1.23 049 092 0.00
Capital-Asset Ratio 665 1209 8.10 1384 9208 3.36 1842 8.30 0.00
Non-Performing Loans Gross Loans 613 639 274 8.62 4594 0.00 101 9.26 0.00
Loan Loss Provisioning Gross Loans 612 437 2.14 515 27770 0.00 0.57 378 0.00
Bank Level Controls
Size 665 10.26 1098 242 13.62 405 7.56 11.88 0.00
Non-Loan Earning Assets zzlsaell]:‘“m“‘g 661 3636 3692 1953 10000 000 4378 4831 000
Fixed Assets Total Assets 665  2.69 1.78 358 2195 0.00 323 240 0.01

It measures the risk of insolvency or distance to default. While combining accounting

measures of profitability, leverage and volatility, it exhibits the probability of loss

surmounting the equity capital. The sample data shows that average z-score of Islamic

banks is significantly higher than that of conventional banks, portraying that IBIs are

more stable than their conventional peers. Specifically, the average z-score for IBIs

is 33.63, whereas for conventional banks it is 14.15. Similarly, IBIs are better capitalized

than CBIs which leads to higher stability of IBIs than conventional banks. Specifically,

the CAR of IBIs is 19.47 percent in comparison to CBI’s 5.85 percent. We use NPLs to



Capital Structure, Risk Shifting and Stability: Conventional and Islamic Banking 73

Table 2 Correlation Matrix Among Selected Variables

In this panel we report Pearson correlation coefficients. The asterisks,ie., ***, ** and ** show that
statistically there is a significant correlation between underlying variables at 1%, 5% and 10% level respectively.
For example, the correlation between z-score and Islamic Banking Institutions (IBIs), which comprise Islamic
banks and Islamic Banking Branches, is 19 percent and statistically signification. This shows that IBI are more
stable than conventional banking instituions.

Z-score 1

Return on 0.19%%% |

Assets

Cap.lta] to asset 075555 024kk% |

Ratio

Non-

Performing -046%*% 29k H%k () kx|
Loans

Loan Loss QASHEE L0268 % 0 51HRE 0 94kEE ]
Provisioning

Non-Loan

_0.09% %% () ]1%%* ok w3k
Earning Assets 0.04 0.09 0.11 0.37 041 1

Fixed Assets  0.04 S0.27#%% 0.1%**  0.08%** 001 0.06%* 1

Size -0.19%** 0.17*%** -0.03 -0.15%*% -0.16%** -0.24*%** 0,01 1

Islamic

Banking 0.19%** 001 0.09%**  029%** 026%** 025%** 0.07**  -045%** |
Institutions

Islamic Banks ~ 021%** -0.05%  0.1%** -0.16%** -0.14*%** -005*  0.11%** -008*** 0.59%** ]
Islamic

Banking 0.06%* 0.2 0.03 -0.22%%% (. 19F** 020%FF -0.01%*F* Q48F** (. 73k** () [2%**
Branches

gross loans and provisioning to gross loans to compare the asset quality of both banking
systems. Lower NPLs and provisioning indicates better quality of assets of a bank. NPLs
and provisioning of IBIs are significantly lower than those of CBIs, representing superior
asset quality of IBIs. Precisely, average NPLs and provisioning, both normalized by gross
loans, for IBIs are 1.61 and 0.78 percent respectively. Whereas the same ratios for CBIs
are 23.52 percent and 8.04 percent.

The industry average of these two indicators is 13.89 percent and 9.92 percent
respectively. In sample B, we present the descriptive statistics of mixed banks used in our
fixed effects specifications. While comparing the IBBs with CBBs the results is mostly
similar to those of sample A. IBBs are less profitable than CBBs. The potential reason
could be at initial stage for their operations, IBBs need to generate their own business and
profits as all their activities have to be shariah compliant and for which IBBs have to

market their products, which are distinct from those of their head offices.
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Table 2 presents the correlation between all indicators. Simple correlations support
most of the previous results of Table 1. IBIs have better asset quality i.e. lower hazard

rates than the same indicator of conventional banks.

4.6 Econometric Specification

To evaluate difference in various banking indicators of riskiness and asset quality
across both bank types in our data, we estimate the following regressions:

M = ay + BISL; + v1Byje + &t (D

where Mj;; is one of the measures corresponding to asset quality and stability of bank i,
branches/operations type j, in quarter z. a; is coefficient for time fixed effects. ISL; is the
dummy for Islamic banking institutions, which includes both IBBs and IBs. The dummy
is one when the IBI is Islamic and zero otherwise. B;j; are the time-variant banking
characteristics as control variables. Specifically, we include log of assets, non-lending
operations and fixed assets of the banks to control for size and asset structure of banks.
We first estimate (1) with an intercept and a dummy for IBIs only (in order to compare
CBIs and IBIs) without any covariates. Then we control the results for an array of bank/
segment-level time-changing features which might affect the differences across bank
types.

We thus include log of assets as a proxy for size. There is, however, no definite
relationship between bank size and stability (Beck, Demirgiic-Kunt and Merrouche
(2013)). Most of the Islamic banks in Pakistan are in small to medium size bank
categories, whereas to tap into the market a few big conventional banks also introduced
Islamic banking operations through IBBs. We also include fixed assets to total assets ratio
and non-loan earning assets to total assets ratio to control for the opportunity cost of
having unproductive assets and non-lending business respectively.48 Both the variables
influence the stability of the banks as shown by some previous studies (Aggarwal and
Yousef (2000); Beck, Demirgiic-Kunt and Merrouche (2013); Demirgiic-Kunt, Laeven
and Levine (2004); Demirgii¢c-Kunt and Huizinga ( 2010 )). To remove the outliers, the
data is winsorized for all variables at the 1*' and 99™ percentiles. That is, we set all the
observations greater/lower than 99" percentile/1™ percentile value of a given series to

99th percentile/1st percentile value.

“® Fixed assets include operating fixed assets of the bank and non-loan earning assets comprise balances
with other banks, lending to financial institutions and investment in securities and bonds.
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Further, to see the corresponding difference from CBIs, we also split the dummy for
IBIs into dummy for Islamic banks (IBs) and Islamic banking branches (IBBs). We,
therefore, estimate equation (2)

M;je = ay + B1ISLbj + B,ISLbb; + v, B;j: + &j¢ 2)

where ISLb; and ISLbb; are dummies for full-fledged Islamic banks and Islamic
banking branches of mixed banks respectively.

Our main contribution to the emerging research on the topic is that we apply bank-
quarter fixed effects to specification (1). That is, we measure how conventional banking
branches of a mixed bank are different from Islamic banking branches of the same bank
across different financial indicators of riskiness and asset quality. Thus we estimate
following model

M;je = i + BISL; + & 3)

where M;j; is one of the measures conforming to asset quality and financial stability of
bank i, branches/operations type (Islamic or conventional) j, in quarter . Crucially for our
purposes we introduce «;; for bank-quarter fixed effects, to account for all observe and
unobserved time variant bank heterogeneity. So in effect we compare Islamic and
conventional operations within the same bank and in a specific quarter. Therefore, bank-
quarter fixed effects specification disentangle the Islamic banking from conventional
banking and the difference between the two systems is then due to Islamic banking per se.
We also introduce a dummy for Islamic banking branches of large mixed banks to
decipher how these entities differ from CBBs and small IBBs. Bank-quarter fixed effects
take out all the banks which have either only Islamic operation or only conventional
operations. So we are left only with mixed banks having both types of banking, Islamic

and conventional *

4.7 Results:

We first present the results by comparing IBIs and CBIs according to specification
(1). Then we estimate specification (2) in which coefficients for IBs and IBBs are
estimated separately. Finally, we use bank-time fixed effects through estimating (3).

Across all the specifications, standard errors are clustered at bank segment level to allow

It is apparent that for IBBs (i.e. Islamic segment of mixed banks) the size and asset structure of the
parent company would matter. Thus, for example, IBBs of a big (mixed) bank probably have more access
to capital market than IBBs of a small (mixed) bank. Therefore, we do not use any controls as the
comparison is within bank and at each year quarter.
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for correlation within clusters (branches type of each banking entity) across quarters. Z-
score, is computed by treating PLS saving and investment accounts as liabilities of IBIs
according to general practice of IBIs. Whereas, in Z-scoreg we consider PLS accounts as
equity of the IBIs in accordance with AAOIFI standards. Likewise, CARA and CARp are
computed by treating PLS accounts as equity and liabilities respectively. Models 1.4, 7
and 10 in each Panel A and Panel B of table 4 and 5 reports the estimates of various
specifications without using any control variables. In models 2, 5, 8 and 11 we control for
size, and fixed assets and non-loan earning assets both normalized by total assets and total
earning assets respectively. Lastly, in models 3, 6,9 and 12 in both panels of tables 4 and
5, we interact size with dummy for IBIs to disentangle the stability and asset quality of
small and large IBIs. In Table 5, model 1, 3, 5 and 7 report the results of specification (3)
that uses bank-quarter fixed effects. In model 2, 4 ,6 and 8 we use dummies for Islamic

windows of large and small mixed banks separately.

4.7.1 Conventional vs. Islamic Banking Institutions

Table 3, Panel A and B, shows the main results of specification (1) for various
indicators of financial stability and asset quality of Islamic and conventional banking with
and without control variables. In Table 3, ‘Islamic’ is a dummy for IBIs which includes
both full-fledged IBs and IBBs of mixed banks. The estimation without covariates
indicates that IBIs fare better than CBIs in financial stability as their z-score is higher
than that of CBIs. In Panel A, both the z-scores, i.e. z-score, and z-scoreg, of the IBIs are
significantly higher than that of CBIs. Also, the magnitude of the coefficients is
economically meaningful keeping in view the industry average. Specifically, Z-score, is
19 points higher than the same index of CBIs whereas Z-scoreg of IBIs is understandably
much higher than that of CBIs (69 points). However, CAR4 of IBIs is not significantly
different from that of CBI. Whereas, CARg 50 points higher than that of CBIs, which is
expected because for this measure we treat PLS savings and investment of deposits of
IBIs as equity of these institutions.

Once we control for the bank/segment level characteristics of size, fixed assets and
non-loan earning assets (models 2, 5, 8 and 11), z-scorep of IBIs still remain higher than
the same indicator of CBIs showing sound financial stability. Also, IBIs are more
capitalized than CBIs in terms of higher CARg. However, z-score, and CARy of IBIs are

though positive but statistically insignificant.
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Panel B of Table 3 show that there is a significant difference between asset quality of
the IBIs and CBIs (Models 1, 4, 7, 10). IBIs have better asset quality than that of CBIs,
i.e., NPLs and loan loss provisioning to gross loans of IBIs are lower in comparison to
same indicators of CBIs. Findings about asset quality of the banks are consistent with the
results of Baele, Farooq and Ongena (2012) who use individual loan level data of banking
sector in Pakistan from 2006 to 2008. They find that, when compared to conventional
loans, on average Islamic loans are less likely to default. Loan loss provisioning
normalized by gross loans is significantly lower for IBIs owing to the lower level of
NPLs. Although, profitability, i.e., return on assets (ROA) of the IBBs show higher
values, but are statistically insignificant.

After controlling for size and asset structure of the banking institutions, the outcome

shows that IBIs are more profitable and have less volatility in ROAs in comparison to
CBIs. This fact reveals that assets of IBIs are not only more profitable but also are less
risky. In particular, ROA of IBIs is 69 basis points higher than the same indicator of
CBIs. The coefficients are economically meaningful given the industry average of 0.53
percent. Similarly, the superior asset quality of IBI is also clear from the lower level of
NPLs, and thus the loan loss provisioning, of IBIs in relation to CBIs. After addition of
control variables the results show that NPLs and loan loss provisioning of IBIs are 18 and
13 percentage points lower than the same indicator of CBIs. Both these differences are
large considering the industry means of both the indicators i.e. 14 percent and 10 percent
respectively.
Some of the bank level control variables, which are also statistically significant, show
stylized facts. Specifically, larger banks carry less NPLs to gross loans and thus required
to make less provisioning as well . Thus, the asset quality of the banks improves as they
become larger. In emerging economies where firms are mostly dependent on bank loans
and loan demand is high the bigger banks are better placed to pick better quality firms to
finance. However, as expected, large banks have higher profitability (ROA) due to the
economies of scale. Though statistically insignificant, larger banks have lower z-score
mainly due to lower capitalization. Regarding correlation of size and stability, theoretical
and empirical literature is inconclusive (Beck, Demirgiic-Kunt and Merrouche (2013 )).

Since size of an Islamic bank may affect the stability (Cihak and Hesse (2010 )) and
asset quality (Beck, Demirgilic-Kunt and Merrouche (2013 )) of IBIs, we also interact
dummy for IBIs with size (see models 3, 6 ,9 and 12 of Panel A and Panel B). The results

indicate that relative to the CBIs, small IBIs show lower level of NPLs and, therefore,
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loan loss provisioning, and are more profitable. As size of IBIs increases, the difference
between IBIs and CBIs decreases for asset quality as NPLs of CBIs decrease with the size
which is not the case for IBIs. Size affects profitability of both conventional and Islamic
banks positively. Volatility of the returns of both IBIs and CBIs also decreases as their
size increases. This shows that large IBIs and CBIs have stable returns on their assets in
comparison with small IBIs and CBIs respectively. On the other hand, z-scoreg of IBIs
increases with their size, whereas size does not affect the same indicator of CBIs. Large

IBIs, therefore, are significantly more stable than large CBIs.

4.7.2 Conventional Banking Institutions vs. full-fledged Islamic Banks and
Islamic Banking Branches of Mixed Banks

As mentioned before, Islamic banking operations in Pakistan are carried out by two
different kinds of entities, full-fledged Islamic banks and Islamic banking branches of
mixed banks. So next we split the sample of IBIs into IBs and IBBs of mixed banks by
using a dummy for each category separately to see whether they differ from CBIs. We
thus estimate specification (2).

Panel A of Table 4 reports the results of specification (2) for financial stability of all
the banking institutions. We first present the results of specification without any
covariates shown in models 1, 4,7 and 10. Z-scoreA, a stability and solvency indicator, of
full-fledged IBs is 16 points higher than that of CBIs showing that these institutions are
more stable than conventional ones. Not surprisingly given the definition, Z-scoreg and
CARg also demonstrate better stability position of both IBs and IBBs. After controlling
for size, fixed assets and non-loan earning assets, the results, in general, show
improvements in terms of their statistical significance and economic relevance. The
outcome suggests that the difference in stability indicator of IBIs and CBIs is not due to
the size, fixed assets and non-loan earning assets. Specifically, Z-score, shows that for
IBs this index is significantly higher than the same indicator of CBIs. Similarly, Z-scoreg
and CARgp of IBs and CBIs are greater than the counterpart indicators of CBIs.

Table 4, Panel B (without covariates) shows that volatility of ROA given by standard
deviation of ROA is significantly lower for Islamic banks than for CBIs. However, we do
not find any significant difference in volatility of ROAs of CBIs and IBBs which is a
surprise. The results also suggest that IBs have better asset quality because they have

lower NPLs and loan loss provisioning on their balances sheets.
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To check whether or not the difference between IBIs and CBIs is derived from some other
banking characteristics, we control for the size and asset structure of the banking institutions
(model 2, 5, 8 and 11). The specification improves the results and the difference in terms of
asset quality between IBs and IBBs from CBIs goes up. Specifically, loan loss provisioning
and NPLs, of full-fledged IBs are 12 percentage points and 17 percentage points lower than
those of CBIs.

IBs also have lower volatility in returns than CBIs. On the other hand, ROA of IBBs is 1.2
percentage points higher than that of CBIs. Islamic operations of mixed banks are slightly
more profitable than conventional business of CBIs. Also IBBs depict better asset quality as
their provisioning and NPLs are 15 percentage points and 20 percentage points respectively
lower than the same measures of CBIs.

We interact dummies for IBs and IBBs with size separately to check how size affects the
coefficients of these institutions for different variables. The results, shown in Table 4 Panel A
and B (models 3, 6, 9 and 12), signify that in comparison to conventional peers, small IBs are
more stable as they have higher z-scores and better capitalization. IBIs also have superior
asset quality because of the lower NPLs. Specifically, the coefficient of z-score and capital
asset ratio of small full-fledged IBs is 2.6 times and 1.6 times greater than that of CBIs
respectively. This suggests that IBs are less risky than CBIs. The results also indicate that
standard deviation of ROA of IBs is significantly lower than that of CBIs, though for larger
IBs this difference declines. Similarly, NPLs and loan loss provisioning is 92 percentage
points and 57 percentage points lower than the same measures of CBIs respectively.
However as the size of Islamic banks becomes larger the asset quality of the IBIs becomes
relatively weaker.

This is obvious from the fact that if we calculate coefficient of size of IBs for loan loss
provisioning and NPLs by separately adding coefficient (4) and (7) for the relevant
indicators, these turns out to be 1.6 and 3.5 respectively. The fact that size impacts Islamic
banks’ asset quality negatively is also revealed by Cihak and Hesse (2010). However, this is
not the case for IBBs of the mixed banks as their NPLs and provisioning go down with
increase in their size. Volatility of returns of small and large IBIs is less than that of CBIs,

showing that their assets are less risky as size of IBIs does not impact the riskiness of their
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returns. Due to increase in size, the differences between IBBs and CBIs decrease for the asset

quality.
4.7.3 Bank-quarter Fixed Effects: Conventional vs. Islamic Windows of Mixed
Banks

The data also provide us with the opportunity to use bank-quarter fixed effects, since we
have some banks that host both Islamic and conventional banking separately through Islamic
and conventional banking branches. Bank-quarter fixed effects permit us to control for any
time variant observed and unobserved heterogeneity. This specification thus shows how
Islamic banking operations of mixed banks are different from their conventional operations

within the same bank and quarter in terms of financial stability and asset quality. Since

specification with fixed effects takes into account only those banks which have both types of
banking windows, the sample observations decrease by about half.

Table 5, Panel A and B reports the estimation results of the specification (3). The
estimation outcome indicates that IBBs have 10 percentage points higher capitalization than
CBBs while we consider CARA. However, there is no difference between z-scores of IBBs
and CBBs. On the other hand, if we consider Z-scoreg and CARg for comparison, IBBs are
more stable and better capitalized than CBBs. Models 1, 3, 5 and 7 in Panel B indicate that
IBBs have higher ROA than that of CBBs. Specifically, IBBs ROA is 0.7 percentage point
higher than return on assets of CBBs. This suggests that offering Islamic banking by a
conventional bank yields higher returns to the conventional bank. However, there is higher
level of volatility in the returns on their assets than those of CBBs. In contrast, NPLs of IBBs
are 7 percentage points lower than the same ratio of CBBs. Loan loss provisioning of IBBs,
therefore, is also lower than that of CBBs. This shows a better asset quality of IBBs as the
coefficients are highly significant and economically meaningful. In model 2, 4, 6 and 8 of
both panels, we use separate dummy variables for IBBs of small and large mixed banks to
see if they behave differently from CBBs. The results show that IBBs of small mixed banks
are less stable than CBBs as these have lower z-scores. The main reason for this outcome is
that Islamic window of small mixed banks have greater volatility in returns of their assets

than that of CBBs. However, z-scoreg of IBBs of both small and large mixed banks is greater
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Table 5 In this table we report the results of specification (3) for Sample B (only dual banks) using bank-time fixed effects.
The table reports the estimated coefficients for specifications with the various stability (Panel A) and asset quality (Panel B)
measures as dependent variable of bank i in year: quarter t. The independent variables Islamic is a dummy variable which
takes the value of 1 if the branches of a mixed bank are Islamic and zero otherwise. Similarly, large Islamic is a dummy
variable for the mixed banks with assets more the around USD2 billion. Size is natural log of the assets. Fixed assets are
normalized by the total assets and non-loan earning assets are normalized by the total earning assets of the each banking
intuition. Z-score, and CAR, is computed by treating profit and loss saving and investment (PLS) accounts of IBIs as
liabilities, whereas Z-scoreg and Capital-Asset Ratiog is calculated by treating these PLS accounts as equity of the IBIs.
Each model use various banking institution— year: quarter observations. Standard errors (in parentheses) are clustered at the

bank-segment level. *** Significant at 1%, ** significant at 5%, * significant at 10%.

Panel A Stability
Coefficients Z-score A Z-score B Capital-Asset Ratio A Capital-Asset Ratio B
1 2 3 4 5 6 7 8
Islamic® -0.796 -2.555%% 64.994%% 68501 9 536%** 5.201%%% 39967 *kk 43 036%**
(1.265) (122) (10.227) (12.8) (2.712) (1.453) (2.549) (2.138)
Large 1.801 59.821%*** 15.93%s%:* 35.439%#:%
Islamic
(2.116) (16.883) (5.844) (5.115)
C 13.588%#%  12.29%* -7.456 -4.869 8.386%#* 5.189 548 7744
(4.969) (5.942) (20.719) (20.107) (1.934) (4.668) (3.663) (3.146)
p value
0.076 0.682 0.076 0.172
H=(2)
R-squared 0.542 0.55 0.730 0.732 0.575 0.60 0.849 0.854
. 665 665 665 665 665 665 665 665
Observations
Panel B Asset Quality
Coefficients ROA SD(ROA) Loan Loss Provisioning Non-Performing Loans
1 2 3 4 5 6 7 8
Islamic® 0.725%%% 0.699%#* (0] ** 0.008#* S5.201 %% 5 @@k 7 D3k B ] ek
(0.251) (0.201) (0.002) (0.001) (1.046) (1.509) (2.033) (3.029)
Large 0.763 0.013%* -4 333 -5.647%**
Islamic
(0.547) (0.006) (0.767) (1.014)
C 1.512%%* 1.493* 0.014%* 0.013%* 8.421 %% 8.42] % 11.497#%%  11.497%%*
0.77) (0.795) (0.007) (0.006) (0.000003)  (0.000) (0.000006)  (0.000)
p value (1)-
(2)=0 0912 0.387 0.381 0.441
R-squared 0.622 0.622 0.657 0.672 0.835 0.838 0.822 0.825
. 665 665 666 666 611 611 612 612
Observations

@ For column 2,4, 6, 8 and 10, ‘Islamic’ is a dummy for small IBBs, which otherwise represent all Islamic windows of mixed banks
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than the same indicator of CBBs, which shows that treatment of risk sharing S&I deposits of
IBBs depicts that there is less risk shifting in these institutes. On the other hand, though
Islamic windows of large banks also have higher volatility in returns they have also much
better capitalization. Therefore, their z-score, is 2 points greater than that of CBBs, albeit
insignificant statistically. We also check if IBBs large mixed banks behave differently from
those of small IBBs. For that we test if the coefficients of Islamic windows of large banks are
equal to the coefficients of Islamic windows of small ones. The results show that IBBs of
large mixed banks are significantly more stable than that of small mixed banks. However if
we consider z-scoreg and CARg, we note that IBBs of small mixed banks are more stable and
better capitalized than those of large mixed banks.

Panel B of Table 5 (model 2, 4, 6 and 8) show that IBBs of small mixed banks are more
profitable but have more volatility in returns on their assets than CBBs. ROA of these entities
is 0.7 percentage points higher than ROA of CBIs. Moreover, these Islamic windows have
better asset quality as NPLs, and thus loan loss provisioning is 8 percentage points and 6
percentage points lower than that of CBBs. By the same token, IBBs of large mixed banks
have NPLs and provisioning 4 percentage points and 5 percentage points lower than same
indicators of CBBs respectively. In this respect, there is no difference between IBBs of small
and large mixed banks.

Robustness

We check the robustness of our estimations by using the original un-winsorized data. The
unreported results are not different from the baseline results which indicate insignificance of
outliers in the estimation process. Next, using contemporaneous control variables of size and
asset structure, i.e. fixed assets and non-lending, of the banks may create endogeneity
problem in the estimation due to reverse causality. We, therefore, replace contemporaneous
control variables with lag values of the control variables in a robust estimation. The robust
specification results support our findings of baseline estimation. Similarly, following Beck,
Demirgiig- Kunt and Merrouche (2013) we also estimate the specifications using an
alternative method of median least squares which minimizes the median squares of residual
and is, therefore, robust to outliers (Clarke and Fuchs (2007 )). However, we cannot cluster
standard errors at bank level in this method. The findings do not change using to this method

either.
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Age and experience of a bank may influence the differences between Islamic and
conventional banking across all indicators of stability and asset quality. Thus it may be the
case that asset quality of the IBIs turns out to be better than that of CBIs because age
differences between IBIs and CBIs. Therefore, the difference in behavior of IBIs from CBIs
may not be because of Islamic characteristics per se. To disentangle this effect, we re-
estimate the specifications with an additional control for age and experience of a bank that
we proxy by the number of years a bank has been in the business. The results confirm that
the differences between Islamic and conventional banking for baseline specifications are not
due to age and experience. Thus, our baseline results still stay valid. Finally, we also use
number of bank branches (outlets) as a proxy for a bank’s experience as it is generally
expected that older banks will have larger numbers of branches. Our results are also robust to

this alternative specification.

4.8 Conclusion

In this paper, using Pakistan as a case in point, we investigate how Islamic banking
institutions are different from conventional banking institutions in terms of asset quality and
stability this developing economy which has been hosting both the banking systems since
2002. Islamic banking institutions (IBIs) performed better than conventional banks in
profitability and asset quality during last decade. Specifically, NPLs and provisioning to
gross loans ratios of IBIs are lower than the same indicators of conventional banks. Thorough
analysis shows that IBs have not only better asset quality but also are more stable than CBIs
whereas IBBs though have higher z-score, do not differ significantly from conventional
banking institutions. However, IBBs are more profitable, have less volatility in ROAs and
have lower NPLs and resulting loan loss provisioning than CBIs. If we treat S&I accounts of
IBIs, issued on the basis of PLS risk sharing basis, IBIs are more stable, and have better asset
quality than CBIs.

Results for applying bank-quarter fixed effects suggest on the contrary that Islamic
operations of small mixed banks have higher capital to asset ratio and are more profitable,
but have higher volatility of returns on their assets. As a consequence, stability index of these
IBBs is lower than that of conventional part of mixed banks. This is if we treat risk sharing

S&I deposits of IBBs as their liabilities. IBBs, of both small and large mixed banks, also
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exhibit superior asset quality due to lower NPLs and thus provisioning than CBBs. Also
IBBs of small mixed banks are more profitable than CBBs and, IBBs of large mixed banks
are not significantly different from that of small ones in this regard.

The results have important implications for the co-existence of conventional and Islamic
banking systems. These results imply that there is an inherent difference in the stability (z-
score) and asset quality of IBIs and CBIs. Therefore, introducing principles of Islamic
banking and finance in conventional banking may result in greater financial stability and
better asset quality.

Due to profit and loss sharing deposits, Islamic banking institutions have less incentive for
risk shifting in distress. These institutions have better asset quality and are more stable than

their conventional counterparts.



5 Sukuk Defaults: On Distress Resolution in Islamic

Finance™

5.1 Introduction

In the last few years, some major sukuk defaults raised several questions about the
underlying structures and viability of the sukuk as an alternative source of funding. One
notion about the sukuk is that these instruments, like equity, are profit and loss sharing
(PLS), so there should be no question of default in what was intended as a (limited
liability) equity-like instrument. Moreover, sukuk are publicized as securities backed by
real assets. In that case, the investors should only be exposed to risk of capital loss, the
risk that arises due to fluctuations in the market value of underlying assets, and of the
periodic returns (rentals) generated by these assets. But normally there would be no
default of the entire principal sukuk amount, as sukuk holders are presumed to have
recourse to the sukuk assets, being the legal owner of those assets. Thirdly, the sukuk,
advertised with a religious notion, are assumed to follow more transparent processes and
contain unambiguous clauses in their main contract. Accordingly, all the documentations
in sukuk issuance are supposed to contain no inconsistencies and loopholes which can
deprive the sukuk investors of the rights promised in the offering circulars.

Yet, defaults did happen, and not all were resolved in line with the expectations raised
by these new capital market instruments. So what went wrong? If these principles were
properly followed, then why did sukuk default in first place? Or are there any structures in
which sukuk may default in spite of their equity-like characteristics? What were the main
reasons for sukuk defaults? And how were the distress situations resolved? Did investors
have any recourse to sukuk assets and if not, why not? Why did the originators issue the
sukuk instead of conventional bonds? How have sukuk been restructured after default
events? Does the analysis of these distress situations and their resolution offer insights on
the future of Islamic Finance? Did the defaults happen because of flaws in the basic
Islamic Finance approach or on the contrary because of imperfect compliance with the
principles of Islamic Finance? Can the variety of distress experiences shed light on design

improvements?

% The chapter is based on joint work with Sweder van Wijnbergen.
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The core focus in this paper is on the resolution process following default, not on the
reasons why the default was triggered to begin with. We analyze the recent sukuk (near)
defaults from an Islamic finance perspective. Specifically, after providing basic
information on each sukuk (issuer, arranger, SPV, term period, rate of return etc.), we
present an exposition of the underlying contracts of each sukuk, their structure, reasons
for defaults and restructuring process thereafter. Finally, we provide a discussion on the
critical issues related to sukuk structures namely ownership of underlying sukuk assets,
rights of the investors including recourse, if any, to core assets in case of distress, risk
factors including legal and shariah risks regarding sukuk structures, purchase
undertakings and credit enhancements. These clarifications are crucial if access to the
capital markets is to be continued through sukuk. The recent turmoil in the conventional
financial sector adds to the relevance of the topic.

The remainder of the paper is structured as follows. We first give a brief overview of
the emergence of Islamic capital market instruments (Section 2). We then more sharply
define the precise structure of the various instruments traded (Section 3). In Section 4 we
present four case studies of major recent sukuk defaults and the ensuing resolution of the
distress situation. Section 5 discusses the critical issues that emerge from this overview of
major defaults. Section 6 concludes the paper. Basic information about four problem
sukuk is provided in Table 1 in the Tables Annex. Most of the information about sukuk
are acquired from the offering circular (OC) of the relevant sukuk, financial reports of the

sukuk originators, related stock exchanges & central banks, IMF reports and newspapers.

5.2 The Emergence of Islamic Finance Capital Market Instruments: a Short
History

Sukuk issuance grew from zero to a cumulative USD350 billion from 1996 to mid-
2012 and is expected to surge with cumulative annual growth rate of 25% over 2012-2015
(Standard & Poor’s 2012). The sukuk market is still in its infancy, but global issuance of
Islamic capital market instruments (so-called sukuk) surged 55 percent during the first
quarter of 2012 to reach USD43.5 billion (Halawi and Atamech (2012 )). In February
2013, Dubai Electricity & Water Authority sukuk issuance was subscribed by more than
$5 billion of bids for the $1 billion sukuk amount.” Similarly, in last week of May 2013,

*http://www.bloomberg.com/news/2013-06-05/goldman-breaks-drought-with-saudi-property-bond-
islamic-finance.html
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sukuk issued by Islamic Development Bank for a period of five years got $1.5 billion in
bids for $1 billion of securities and it offers a return as low as 1.535 percent.52 Currently,
sukuk are issued by both Islamic and conventional corporate entities, financial
institutions, and even sovereigns across the world.

Interestingly, the first corporate sukuk totaling USD30 million was issued by Shell, a
conventional company, in 1990 after sukuk structure was approved in 1988 by the
Organization of the Islamic Conference (IIFM(2009). German Saxony-Anhalt was the
first non-Muslim state to tap into this market: it issued 5-year sukuk to raise EUR100
million in 2004 with AAA rating by Fitch> (Stimpfle (2011 )). Similarly, The World
Bank issued its first sukuk in 2005 to raise 760 million Malaysian ringgit (RM),>* while
its private sector arm, the International Finance Corporation, issued sukuk of RM500
million in 2005 and USD100 million in 2009 (Igbal and Tsubota (2006 )). Currently,
some big sukuk have been announced such as a sovereign sukuk by Ireland and Saxony-
Anhalt and a corporate sukuk of USD2 billion by Goldman Sachs.” Malaysia and Gulf
Co-operation Council (GCC) countries played a leading role in sukuk issuance in the
wake of economic expansion and booming oil and property prices (Boustany, Roula and
Sayegh (2005 )).

Sukuk were basically designed to facilitate the liquidity management of the Islamic
banking sector (Usmani (2010 )) which otherwise needed to keep excess reserves to
mitigate liquidity risk. Sukuk also emerged as an alternative investment opportunity for
those desiring to capitalize their funds according to their religious beliefs. Since pious
Muslims avoid investment in interest based securities, sukuk intend to tap into their funds
through a kind of debt financing that is Shariah-compliant. These instruments attracted
conventional investment banks and hedge funds as well because of the asset-backed
structure of sukuk and promising returns offered by these securities. From the issuers’
perspective too, sukuk appeared as an innovation in the capital market instruments
through which borrower can raise funds from a wider range of investors.

For sovereign issuers there can also be a cost of capital advantage in sukuk issuance
because of the higher credit rating owing to their asset-backed structure and because they

offer a broader and diversified global investors base (Jobst, Kunzel, Mills and Sy

52 http://www reuters.com/article/2013/05/29/saudi-isdb-sukuk-idUSLSNOEA28620130529
** The corresponding SPV was established in Netherlands to get tax benefits.

** Around USD200 million.

> Source: Bloomberg, Reuters, Zawya.
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(2008 )). The Saxony-Anhalt ijarah sukuk, for instance, exhibits obvious price benefits of
shariah-compliant sukuk issuance over conventional bonds. In 2004, the German state
borrowed USD1.2 billion through interest based covered bonds at EURIBOR plus 17
basis points on average, whereas its primary sukuk were priced at a spread of only 1 basis
point, that saved USD192,000 per year for the State’s Treasury (Jobst, Kunzel, Mills and
Sy (2008 )).

5.3 The Nature and Structure of Sukuk
What are” Sukuk”?

Sukuk is plural of the Arabic term sakk which means certificate, legal instrument or
deed. In Islamic finance, the term sukuk refers to securities backed by real assets. We
outline in what follows the general sukuk structure as suggested in the theory of Islamic
finance. The contemporary practice regarding sukuk issuance often strays from these
principles however, as we will highlight in the four case studies presented in the next

section.

5.3.1 Stylized Sukuk Structure

Sukuk are based on specific contracts borrowed from Islamic modes of financing.
Article 2 of the Accounting and Auditing Organization for Islamic Financial Institutions
(AAOIFI(2008))*® defines sukuk as “certificates of equal value representing undivided
shares in ownership of tangible assets, usufruct and services or (in the ownership of) the

assets of particular projects or special investment activity.”

The main difference between sukuk and conventional bonds is that sukuk do not
involve any interest based transactions because of their prohibition in shariah. Like
conventional asset-backed securities (ABS), sukuk are also backed by assets. However,
the difference between sukuk and conventional ABS is that in the latter the underlying
assets can be financial assets like loans or other receivables but in sukuk only real assets
can be used as collateral. The sale of debt is not permissible in Islamic finance, except

when it is traded at par.5 7

*The AAOIFI is an Islamic international standard issuing institution that prepares accounting, auditing,
governance, and shariah standards for Islamic financial industry.

% This is the viewpoint of majority of scholars. However, in Malaysia and some other countries
discounted sale of debt is considered permissible.
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Although initially various structures were employed for sukuk, ijarah (similar to a
conventional operating lease contract) and musharakah (joint venture/ co-ownership)
have become the most popular and commonly used sukuk because of their eligibility for
trading in the secondary market according to Islamic jurisprudence. Ijarah sukuk
(securities based on an operating lease contract), adopt the following process. The
originator company, seeking financing, establishes a special purpose vehicle (SPV),
generally a trust,” incorporated as an offshore company. Subsequently, the SPV
purchases certain assets (e.g. real estate, land parcels and/or building, leasehold rights)
from the originator through a transaction, and funds this transaction with the proceedings
raised through issuing trust certificates (sukuk). Pursuant to the transaction deed, assets of
the originator are transferred to the SPV (the issuer) which holds these assets as a trustee
for sukuk investors following a declaration of trust. Next, through a lease agreement, the
same assets are leased back to the originator, being the lessee, on which periodic rent is
paid by the lessee to the sukuk holders through the SPV. There is generally a separate
repurchase undertaking by the originator according to which the originator is obliged to
buy the assets back from the SPV on maturity of sukuk or upon an event of insolvency, at
the market/fair price or at a price on which both parties agree at the time of purchase.59
The repurchase agreement is independent of the main sukuk agreement. The process
enables sukuk redemption and reimbursement of the amount to the sukuk holders.
Subsequently, the trust is dissolved. Thus the residual asset value risk is borne by the
originator who undertakes to buy the asset on market price. An important restriction on
ijarah sukuk is that the return (rent) should be commensurate with value of the underlying
sukuk (assets). This was an issue in the case of East Cameron Partners, to be discussed
below.

Another popular sukuk structure is musharakah (joint venture/co-ownership) 0 In this
structure, the originator transfers the ownership of some of its assets, 50 percent for

instance, to the SPV against the sukuk proceedings. A musharakah is established between

¥ An SPV is created for bankruptcy remoteness by isolating the underlying assets of the transaction, for
benefit of investors, from other liabilities of the originator. Thus in case of default of the originator, the
investors are the sole claimants on the assets of the SPV. Some jurisdictions support SPVs by especial law.
For instance, in the Cayman Islands, newly established SPV may be exempted from the taxes for 20 years
(Khnifer (2010 ))

*This is what AAIOFI standard 12 suggests. However, market practice may be different in which
originator/manager of the sukuk undertakes to buy the sukuk at their face value at the time of sukuk
maturity. This strategy is declared un-Islamic by AAIOFI because this practice makes the structure of the
sukuk similar to an interest bearing conventional bond.

 See (El-Hawary, Grais and Igbal (2004 )).
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the SPV and the originator in which the originator also contributes through investing
funds/assets into musharakah. Accordingly musharakah assets, jointly owned by the SPV
and the originator, are invested in some business and the periodic streams of income
generated by these assets are shared between the sukuk holders and the originator
according to a pre-specified ratio. The loss is borne by the partners proportional to their
investments.

The difference between musharakah and ijarah sukuk is that in the former the sukuk
holders also share the ownership of the underlying musharakah assets with the originator
if the assets are used for a business whereas in ijarah, sukuk holders are the sole owner of
the underlying assets. The originator acts as manager of the assets on behalf of the SPV
and sukuk holders, pursuant to a management contract. Like ijarah, an undertaking to
repurchase the sukuk at the market price is also made by the originator. In this way sukuk
are redeemed and the trust is dissolved. Clearly in musharakah the returns may fluctuate
more than in an ijarah contract when market conditions change, unless there too the
musharakah assets are leased out. For this reason, the return requirement are less
stringent for mushakarah sukuk than they are for ijarah: for ijarah, returns on the
collateral and on the sukuk should be commensurate, but for Musharakah the returns paid
out should offer the expected return, which may be different from the ex post return. This
gives more flexibility in designing the instrument. For example, in musharakah (joint
venture) the return can be lower than the expected return offered to the investors, in
which case the issuer can forgo some of its share in profit and transfer it to the investors
as a gift to make the mushakarah return equal to promised 'expected return' (cf. the
discussion of the ECP sukuk below). Both of the aforesaid sukuk types are backed by
assets and are therefore called asset-backed sukuk.

There also exists another class of sukuk, the so called asset-based sukuk, where the
initial sale of the original assets by the originator to the SPV does not take place, so the
ownership (title) of assets remains with the originator of the sukuk. The sukuk holders are
entitled to periodic cash flows from the underlying assets. An undertaking is also made by
the originator to buy back the sukuk at their face value on the maturity date of sukuk.
Further security can be given by providing collateral such as claims on shares of the
originator, mortgages on structures owned by the originator or third party guarantees. But

according to AAIOFI (2008) standards, such asset-based sukuk are not shariah compliant
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because there is no transfer of assets to the sukuk holders which effectively makes asset
based sukuk look more like conventional bonds. ®! Investors in asset-based sukuk typically
rely on the creditworthiness of the originator as indicated by a credit rating given by the
rating agencies. Obviously, the different ownership structure may create problems
regarding execution of the collateral.

33 Shariah compliance: the theory

In February 2008, the Board of AAOIFI attempted to bring order in the wide variety of
products in the sukuk industry claiming to be shariah-compliant, and issued the

following precise guidelines for sukuk to be in accordance with shariah principles:

1. Sukuk holders must own the real assets whether tangible, usufructs or services,
capable of being owned and sold legally, with all rights and obligations of
ownership, in those assets. Transfer of the assets from manager/originator is
ensured by writing them (sukuk) off its books.

2. Sukuk, to be tradable, must not represent receivables or debts.

3. It is not permissible for the manager of sukuk to undertake to offer loans to the
sukuk holders, when actual earnings fall short of expected earnings.

4. While issuing sukuk, it is also not permissible that the manager of sukuk
undertakes to repurchase the assets from the sukuk holders at initial value (face
value), at the end of sukuk. However, it is permissible to repurchase the same at
their market value, fair value or a price to be agreed, at the time of their actual
purchase.

5. It is permissible for a lessee in an ijarah sukuk to undertake to purchase the leased
assets when the sukuk are extinguished for its nominal value, provided the lessee
is not also a partner or investment agent.

6. Besides issuing fatwa (shariah rulings) about the validity of sukuk structures,
shariah boards should also carefully review all the relevant contracts and
documents related to the sukuk transaction and make sure that the actual means of

implementation, operations and investments comply with shariah standards.

®" In November 2008, AAOIFI announced that for this reason 85 percent of the sukuk issued in GCC
countries did not comply to shariah rules. http://www.gulf-daily-
news.com/NewsDetails.aspx?storyid=200624.
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5.3.2 Shariah Compliance: Practice

Since the underlying idea of sukuk is religiously motivated, it has been argued that it
will lead to more prudent, ethical and responsible financing (Howladar (2009 )).
However, the pursuit of profit and moral hazard problems cannot be ruled out in Islamic
finance either. For example, one may exploit the shariah differences among various
scholars/jurisdictions by claiming that a contract is against shariah, only to avoid one’s
obligations as a borrower. In some cases, debtors in distress have questioned the shariah
compliance of the underlying contract and challenged contractual obligations on that
basis. In two such instances, lawsuits about murabahah transactions were filed by
Symphony Gems NV and Beximco Pharmaceuticals. In both cases however, English
courts passed judgments against debtors of Islamic banks who claimed that their contracts
effectively implied charging interest which is prohibited in Islam and thus should be
cancelled. In both cases however, the courts allowed Islamic banks to collect accumulated
interest (El-Gamal (2007 )).

However there are also verdicts that seem to go in a different direction. In one case,
Blom Bank of Lebanon placed its funds with TID as the bank’s agent (wakeel), to invest
the funds in some profitable venture. The wakalah (agency) agreement had an equity-like
nature for investors, but since TID issued a promissory note ensuring principal amount
and return (interest) on the investment, the contract de facto became an interest based
conventional loan contract. When TID defaulted, it appealed in the English court to the
consider promissory note as void because it was against the wakalah contract and thus not
allowed under shariah. The court delayed the case for detailed deliberation regarding the
payment of return. However, the principal amount had to be paid by TID (see Hasan and

Asutay (2011) for details on courts’ decisions in Islamic finance).

5.3.3 Performance in Distress Situations: Investor Rights and Legal Risks

From the point of view of Islamic law, if a debtor defaults due to “natural factors”
(s)he should be given the opportunity to pay the debt when possible. Also if the debtor is
not able to repay at all, the lender is encouraged to write off (discharge) the debt. But if
the loan is backed by assets as security, the debt can be liquidated to recover the principal

amount.

In the case of asset-backed ijarah and musharakah sukuk, the certificate holders have

recourse to the underlying assets in the event of default provided that all the legal
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arrangements required to become a genuine owner of the assets are put in place. Thus the
risk faced by the investors is at most the risk of capital loss due to a decline in the prices
of underlying assets and/or default of the lessee on rental payments. There are other risks
involved in acquiring complete recourse to the sukuk assets namely, legal risks and risks
related to the enforceability of the court ruling. Generally, sukuk are governed by the
English law, but final recourse to the underlying asset unavoidably will depend on the law
of the jurisdiction in which assets are located. The local courts may not allow recourse to
the sukuk assets pursuant to any judgment of the English courts, thereby exposing
investors to legal risk. Also, even if the law allows for the recourse, it may nevertheless
not be applied because of the public policy of the concerned state about ownership of the
assets (Ryan and Elmalki (2010 )).

On the other hand, if the sukuk are asset-based, in which case sukuk assets are not
transferred to the sukuk investors, there can be no question of recourse to any assets.
Therefore, in the event of default of the originator, sukuk are given the status of unsecured
debt subordinated to the originator’s other obligations. Usually, in the event of default,
sukuk holders can use their rights they acquire through repurchase undertaking by the
issuer and ask the issuer to repurchase the sukuk. Moreover, if any other collateral has
been given to the sukuk holders, for example in the form of a mortgage, claim on shares
or lien, those can be called in to recover the sukuk investment. Furthermore, if there is any
third party guarantee in the sukuk issuance, the guarantor can be approached, if necessary,
through litigation. In practice however, and against the shariah principles, when sukuk
defaulted, the investors were unable to have recourse to the issuers’ (sukuk) assets as the

assets were not transferred to the investors ( IIFM (2009)).

5.3.4 Performance in Distress Situations: Restructuring

Although sukuk holders can go for litigation, they may instead prefer to enter into
some sort of settlement through restructuring of the sukuk instead. Shariah also
recognizes the concept in case the borrower/obligor is financial distress. Restructuring
can be implemented in various ways: through extending the time period for repayment of
sukuk investment, through recovering partial payments from the originators, thus
incurring some loss (McMillen (2011 )) or by actually writing off the entire loan. The
bargaining power of the parties depends upon the validity of their claims recognized in
transaction documents, recourse to sukuk assets, undertakings, securities and enforcement

of the court’s judgment. The regulatory authorities of the jurisdiction in which the
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originator is based also play active role as the default event can have a contagion effect
due to financial sector exposure to the sukuk. Therefore, for instance, the central bank
may intervene into restructuring and resolution processes, as was done by the Saudi
Monetary Authority (SAMA) in the case of Saad sukuk. Also, there is an instance in
which the issuer (Dubai Islamic Bank), called back a portion of its sukuk offering at
88percent of the face value. However the offer was not well received: less than 50 percent

was eventually bought back (IIFM (2009)).

5.4 Prime Sukuk Defaults: 4 Case Studies

In developing the structure of sukuk, most attention was paid to enable the financial
instrument interest-free. Investors’ expectations about possible sukuk defaults were rare,
particularly when they were issued by state-owned companies. Although several risk
factors were described in most of the sukuk offering letters, possible consequences in the
event of default were given less consideration by the investors and even by scholars of
shariah (Islamic law) who initially approved the product (Warde (2011 )). But then the
global financial crisis hit the economy in the regions where sukuk issuers operated, and
some very visible sukuk defaulted on periodic payments in 2009. In 2008-2009, Islamic
banking and capital markets were also affected adversely. There were some major events
of sukuk defaults in the US and Gulf Cooperation Council (GCC) states. The first sukuk
default occurred on October 16, 2008 when East Cameron Partners (ECP), a US oil and
gas company, filed for bankruptcy protection under chapter 11,2 claiming its inability to
pay the periodic returns on its USD166 million sukuk issued in June 2006. Subsequently,
the first sukuk default in the Gulf region occurred on May 12, 2009 when Investment Dar,
a Kuwaiti Islamic investment company, declared its failure to pay biannual return on its
USD100 million sukuk (Anwar and Patterson (2009 )). Just few weeks after, Saad Group,
a Saudi conglomerate failed to pay periodic rental payments on its USD650 million
sukuk, issued 2007. Next, in the last week of November 2009, the Government of Dubai
announced a standstill for 6 months for all its debts, including the largest Nahkeel sukuk
of USD3.5 billion just few weeks before sukuk maturity. The default was prevented
eleventh hour by the Abu Dhabi state through a USD10 billion bailout package. In what

2 Chapter 11 of the United States’ Bankruptcy Code allows restructuring of the problem entity under
the bankruptcy laws of the US. http://en.wikipedia.org/wiki/Chapter_11,_Title_11,_United_States_Code



Sukuk Defaults: On Distress Resolution in Islamic Finance 99

follows, we discuss these four cases in detail and the issues that emerged following the

defaults.

54.1 East Cameron Partners’ Sukuk Al-Musharakah

East Cameron Partners (ECP) issued sukuk of USD165.67 million in July 2006 with
maturity period of 13 years. This was the first sukuk issued by a company based in United
States and rated by Standard & Poor’s. The underlying contract was musharakah (co-
ownership/joint venture) in which sukuk investors own so called Overriding Royalty
Interest (ORRD® in two gas properties located in the shallow waters offshore the State of
Louisiana through an SPV acting as a trustee of sukuk holders. The SPV was called East
Cameron Gas Company (ECGP) and incorporated in the Cayman Islands. The originator
also contributed its funds into the musharakah. The assets of the musharakah were co-
owned by the sukuk holders and the originator company ECP. The sukuk were secured by
a mortgage on the assets of the issuer, which included the ORRI and secured accounts.**
The sukuk were rated CCC+ by Standard & Poor’s.

54.1.1 The Originator’s Details and Purpose of Sukuk Issuance

ECP was incorporated in Houston, Texas as a private oil and gas exploration company
in 2002 and acquired leasehold interests in oil and gas production, in federal oil and gas
leases administered by Minerals and Management Services of the US Department of
Interior (MMS)(Boustany (2006 )). The purpose of the originator was not shariah
compliant financing per se. ECP simply saw this as an affordable and flexible finance
opportunity through which it could raise the funds needed to purchase of shares from its
non-operating partner, Macquarie Bank who wished to sell its share in the business.
Finding limited opportunities in conventional finance, the owner of the company judged

issuing sukuk a better choice.
54.1.2 ECP’s Sukuk Structure

The original plan was to issue an ijarah (leasing) sukuk, but the return on the assets to
be financed through the sukuk issue were not commensurate with the sukuk return deemed

necessary for a successful placement of the sukuk. Therefore, the sukuk was structured as

e According to Louisiana law, de facto the law governing oil and gas leases, ORRI are considered ‘real
property’. http://www.zawya.com/blogs/blakegoud/090215215223/
® Source: East Cameron Gas Co. Past-Closing Presentation
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musharakah, which allowed ECP to pay a higher return on the sukuk than the return on
the shares whose purchase was to be financed through the sukuk. The difference between
equity shareholding and musharakah sukuk is that the sukuk are redeemable within some
time period as well as have limited recourse to underlying musharakah assets. ECP
presumably was willing to pay a premium return to its financiers because through this
transaction it would get complete control of the shares after expiration of the sukuk.

Ijarah sukuk would not have allowed such a financial structure.
The structure of the sukuk works as follows (see Figure 1):

1. The issuer SPV, East Cameron Gas Company (ECGP), incorporated in Cayman
Islands issued USD165.7 million of sukuk whose proceeds would be used to buy
the ORRI from the Purchaser SPV following a Funding Agreement for USD$
113.8 million. The remaining amount was appropriated for development plan, a
reserve account and the purchase of put options for natural gas to hedge against
the risk of fall in gas prices.

2. The originator contributed his share of the capital in the form of a transfer of
ORRI into the purchaser SPV.

3. Next, the purchaser SPV, holding ORRI in the properties, would be entitled to
around 90 percent of ECP’s net revenue generated though gas production.

4. The production would be sold to two off-takers with Merill Lynch as a backup
off-taker.

5. Proceedings of the oil and gas sale would be transferred to an allocation account.
After paying around 20 percent to government and private ORRI, the remaining
amount would be transferred to the Purchaser SPV. Next, the purchaser SPV
would allocate 10 percent for the originator and the remainder for payment of
expenses, periodic sukuk returns and redemption amount. Any excess amount
would go to originator and early redemption of the sukuk equally.

6. Upon maturity of sukuk, the issuer SPV would redeem all the sukuk against the

amount left to be transferred to the sukuk holders.

The repayment of the sukuk was scheduled quarterly depending upon the production
and sale of the hydrocarbons to the buyers. An expected return of 11.25 percent was
offered to the sukuk investors, to be paid quarterly too. A reserve account was also

maintained as a credit enhancement, dedicated to meet any shortfall in return with the
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money reserved in the account. Furthermore, put options were bought to acquire the right
to sell the oil and gas at the strike price, thereby providing a hedge against a falloff gas

prices below the strike price.
54.1.3 Shariah compliance of the ECP Sukuk

Of the four cases discussed in this section, only the ECP sukuk can be considered as
an asset backed sukuk and only that structure fulfills (most of) the requirements of

shariah principles described by AAOIFI (2008).

54131 Ownership of the Musharakah Assets

The sukuk holders were declared as the owners of underlying assets which are claims
on oil and gas reserves through registered ownership of ORRI and which are deemed as

real property in the related jurisdiction.

54132 Credit Enhancements

Credit Enhancement was provided through an USD9.5 million reserve account which

is in accordance with the shariah principles mentioned by AAOIFI 2008.

54133 Put Option

Although sukuk structure use conservative commodity price projections there could be
fluctuations in the oil and gas market price. To mitigate downside price risk, commodity
price
hedges are often put in place. Moreover, a backup offtake agreement was made with

Merril Lynch to hedge the risks related to demand for gas production.

54.14 Restructuring the ECP Sukuk

ECP, the originator company, defaulted on periodic payments to the sukuk holders not
because of low prices but due to financial problems arising from the shortfall in oil and
gas production triggered by damage after a Hurricane in the area in September 2008.%.

On 16 October 2008,

 The United States Securities and Exchange Commission report (Form 10-K) annual report 2008
http://www.wikinvest.com/stock/TEL_Offshore_Trust_(TELOZ)/Filing/10-K/2009/F3243816
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Figure 1, Panel A: Transaction Schematic

(USA) (Cayman Islands)
ECP : Purchaser Issuer L Sukuk
SPV SPV Holders
Reserve Earnout Put
_______ Account _ _ Account _ _ Options |

1 — Sukuk Subscription $165.67 million

2 — Funding $165.67 million

3 — Purchase of ORRI $113.84 million

4 — Funding of Earnout Account $38.28 million

5 — Funding of the Reserve Account $9.50 million
6 — Purchase of Additional Puts $4.05 million

Panel B
(UsA) (Cayman Islands)
ECP
Operator o 0
Issuer
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o \Acgount e Account
US Gov.
Allocation e Sukuk
Off-Taker o > |and ORRI
E— Account Holders
Holders
1. Delivery of Hydrocarbons 5. Payment of ORRI
2. Payment of Purchase of Hydrocarbons 6. Payment of Funding Return and Repayment
3. Payment of Royalty Holders 7. Payment of Return and Redemption on Sukuk

4. Payment to Originator

Source: East Cameron Gas Co. Past-Closing Presentation; IFR 2006

East Cameron Partners, the originator, filed a petition for bankruptcy protection under
chapter 11 of the United States Bankruptcy Code in the United States Bankruptcy Court
in Louisiana to reorganize their debts and operations.

Also, ECP filed ‘adversary proceedings’ and requested the court to consider the
primary sukuk transaction with the purchaser SPV as ‘secured loans’ and not as ‘true
sale’ of assets (McMillen (2011 )). This would imply that sukuk holders were to share the
assets with other creditors of the originator in liquidation process if the transaction is

considered secured loan. The bankruptcy court apparently rejected East Cameron’s
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argument saying that “ [sukuk] holders invested in the sukuk certificates in reliance on
the characterisation of the transfer of the royalty interest as a true sale” (Fidler (2009 )).
This was a very important precedent about protection of sukuk holders’ rights and would
subsequently have a positive impact on sukuk growth in US since it set the precedent that
asset backed sukuk are in fact bankruptcy proof, the transfer of assets to the sukuk SPV
was shown to be safe from bankruptcy of the originator company.

Then, East Cameron Partners filed a revised lawsuit but, subsequently the stakeholders
preferred to resolve the case through negotiations. Finally, the underlying sukuk assets
were transferred to the issuer for the benefit of sukuk investors. According to the terms of
the sale the assets of East Cameron Partners were sold to the Sukuk investors (Latham and
Watkins (2011 )). But the originator was given a subordinated ORRI on future
production, which would contain some value once the principal amount of sukuk holders
have been repaid.

Thus in the US, sukuk holders’ rights are protected due to a well-developed legal
system of collateral and recognition of all the contracts by the courts of law. Then
situation in the GCC countries turned out to be very different, as will become clear from

some of the other case studies.

54.2 Musharakah Sukuk of Investment Dar Company (TID)

The first sukuk default in the Gulf region occurred on May 12, 2009, when
Investment Dar (TID), a Kuwaiti Holding Company, failed to make the periodic
payments on a USD100 million sukuk. Subsequently, the holding company went through
a restructuring process because of its inability to service its debt of around USD3.5
billion, including two Sukuk for a total of USD250 million sukuk.’® The first Musharakah
sukuk of USD100 million was issued October 27, 2005 for 5 years. This sukuk was
registered on Bahraini and London stock exchanges. In 2006 TID issued another five-year
Musharakah sukuk for an amount of $150 million. The company effectively defaulted on
the second sukuk as well: shortly after the default on the first sukuk, the company entered
into a restructuring process and demanded a standstill on all its debt for a temporary

period.

% The two sukuk issues were made in 2005 and 2006, for amounts of USD100 million and USD150
million respectively, both based on Musharakah (co-ownership/joint venture) contract.
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54.2.1 Originator Details

TID was established as an Islamic investment company in 1994 with KD 22.8 million
(USD83.3 million) capital and started its activities in accordance with the Shariah. The
company was registered with the Central Bank of Kuwait in August 1995 as an
investment company and its shares were listed on the Kuwait Stock Exchange in April
1999. Within ten years, the company became a large lucrative holding company, offering
Islamic services in consumer financing, portfolio- and funds management, Islamic
banking and insurance, corporate and residential property development and logistics. In
2005 it made a profit, of KD80.5 million, more than a threefold increase over the previous
financial year, whilst total assets and equity were KD669.6 million and KD177 million,
respectively. About 50 percent of its income is coming from investment activities while
some 32 percent came from real estate; the rest was generated by financing activities. TID

acquired a 50 percent stake in Aston Martin Lagonda Ltd, a luxury car company, in 2007.

5422 The structure of the TID Sukuk

The first 5-year musharakah (co-ownership) sukuk was issued by TID with the
collaboration of ABC Islamic Bank (Bahrain) in 2005. It offered 6-month LIBOR plus
2% annual, whereas the 2006 sukuk issue promised LIBOR plus 1.25 percent for the first
3 years and LIBOR plus 1.75 percent for the rest of the time period, distributed semi-
annually. The sukuk issued in 2005 was registered on the Bahraini Stock Exchange while
the 2006 sukuk issue was registered in Dubai International Financial Exchanges. Both
the sukuk issues were structured as musharakah.

‘We have been unable to obtain the details of the first Sukuk emission, the one that took
place in 2005. The details of the sukuk structure issued in 2006 are provided in Figure 2.
Initially, an SPV, TID Global Sukuk I Limited, was established in the Cayman Islands.
Next, sukuk are issued by the SPV to sukuk investors, initially against the proceeds of the
sukuk. In step 2, pursuant to a Trust Agreement with sukuk holders, the SPV entered into
a musharakah/joint venture through Musharakah Agreement, in which the SPV invested
the proceeds of the sukuk to hold 48.78 of musharakah capital. Simultaneously, the
originator, TID, contributed its share by transferring ‘all rights, benefits and entitlements
to the TID vehicles and property’ to musharakah, valued at $157.5 million valuation as

indicated by a third party and agreed by the partners, thereby acquiring the remaining
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52.22 percent of capital in musharakah. The total amount of capital, USD305.7 million,
was invested in the motor vehicles and in property assets.

The musharakah assets were converted into 150 units, in which TID acquired 76.83
units and the issuer held 73.17 units. In step three, returns on the underlying assets were
to be shared between the SPV and TID. SPV’s share was to be transferred to the sukuk
holders every six months. As additional security for the investment, the originator also
provided an undertaking to repurchase the SPV share in the underlying assets at the end
of sukuk period or upon any earlier insolvency event. Pursuant to a Management
Agreement between the originator and the SPV, management of the musharakah would
be carried out by the originator, charging a management fee and an ‘incentive fee’, if the
musharakah accounts would show a net profit during a given period. The structure of the

sukuk was approved by the shariah boards of both the partners.

Figure 2: Structure of Musharakah Sukuk (TID Global Sukuk I)

| Sukuk Holders |

Biannual
Issue Profit Principal
c Proceeds ukuk Payments |Payments Purchase Undertakin
Yy |Fay S u g

Investment
TID Global Sukuk I Limited (SPV) Dar
Management (Originator)
Agreegment
e Biannual ‘| Principal e Assets (Motor
Issue Profit Payments Vehicles +
Proceeds Payments | (48.78 %) Properties)

Musharakah JV (Unincorporated) (Managed by TID) |

54.2.3 Shariah compliance of the TID Sukuk

54231 profit distribution rules

The very first page of the preliminary OC of the sukuk states that the issuer would
make a payment of periodic distribution profit amounts to sukuk holders equal to LIBOR
plus 1.25 percent annually for the first three years and LIBOR plus 1.75percent per
annum (called generally LIBOR plus margin) for the rest of the sukuk period. Further, the
same document (p. 3) mentions that in return for the management services, TID is entitled

to ‘incentive fees’ if at the end of an accounting period musharakah accounts show a net
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cash profit payable to the issuer greater than the periodic distribution profit (LIBOR plus
‘margin’) amount. This is contrary to the shariah injunctions as the musharakah contract
always offers a return subject to the actual performance of the musharakah proportional
to the investors shareholding (El-Hawary, Grais and Igbal (2004 )). According to
aforesaid statement, TID is entitled to two returns, a fixed LIBOR plus margin and the
amount over and above the periodic distribution profit amount as an incentive fee.
Conversely, section 2.9 of Musharakah Agreement states (p. 3) that, “Each Partner shall
be entitled to share in the profits of the Muskahara, and bear losses in respect of the
Musharaka” proportional to their investments in total musharakah assets. This specifies

that sukuk holders have to share profit or loss with the originator/obligor company.

Musharakah sukuk cannot guarantee a fix return on sukuk ex-ante. However, only an
expected, return can be offered to the investors, as was done in the ECP sukuk.

Musharakah assets may generate a fixed return if the same assets are leased out.

54232 Accounting treatment of the sukuk amount.

The total sukuk amount of the two issuance was KD 250 million.®” When calculating
the total debt of the company in the consolidated balance sheet of 2008, TID sukuk were
treated as debt in the annual accounts. The consolidated income statement and its details
of revenues do not show the management fees expected from the musharakah
management and the profits of the musharakah separately. According to musharakah
sukuk (2006), TID is majority owner of the total assets of musharakah. Therefore, it can
be argued that the musharakah accounts should be consolidated in the balance sheet of

TID associates, like its other associates in which it has majority stakes.

5424 Reasons for Default

Until 2007, business conditions for TID, the originator of the musharakah sukuk,
remained good; the holding company earned a KD132 million net profit in that year, with
total assets touching KD 1.27 billion assets against KD 387 million owners’ equity. But in
(financial year) 2008, TID reported a net loss of KD 80.3 million, for the first time since
its inception. The company’s consolidated income statement shows that the loss was

because of two reasons. First, there were unrealized losses of KD 88.14 million owing to

& However, the amount due to the sukuk holders was KD 10.7 million and 39.9 million for the first
(2005) and the second (2006) sukuk issue respectively.
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impairment in the value of investments in associates ( KD 61.6 million) 58 funds placed in
financial institutions (KD 12.1 million), receivables (KD 8.2 million) and impairment in
goodwill. And second, there were actually realized losses of about KD 9.3 million on

investments, which in the end caused the downfall of the company.

And so in October 2008, TID defaulted on its debt obligations because of acute
liquidity problems; its short term liabilities significantly exceeded its liquid assets. In
January 2009, the TID engaged a financial advisor to execute a debt restructuring plan.
Total assets of TID and its owners’ equity had decreased to KD 1.2 billion and KD 168.5
million respectively.

The company in the end went under crisis because of the high concentration of
investments in related parties, clearly exceeding * the credit concentration limit stipulated
by the Central Bank of Kuwait.”® Auditors showed their apprehension about the ability of
one of TID’s associates, The Investment Dar Bank Bahrain BSC, to continue as a going
concern due to the “difficulties in recovering significant balances placed with the Parent
Company [TID] and its related entities and court cases filed by investors.” The bank
placed a large amount, KD 253 million, in its parent company on an unsecured basis,
leading to a further increase in concentration risk. Further, the report shows that the
ability of another associate of TID, involved in property development in the UK, to meet
capital commitments, was contingent on its ability to get enough external
finances/liquidity. All the debts as of 31 December 2008 of that associate were secured
through pledging its assets to the banks as collateral.

In 2009, the company observed a second year of net losses, equal to KD 15 million,
due to further as yet unrealized losses on the value of the company’s assets. The assets of
the company declined further to KD 971 million against total liabilities KD 766 million.

The company had to make further provisions in 2009 for another KD 118 million.

% These are Boubyan Bank K.S.C., Bahrain Islamic Bank B.S.C., Al Dar National Real Estate
K.S.C.C., Safwan General Trading Company K.S.C.C. Some loss in one associate was occurred due to the a
disputed repurchase transaction by TID with a Commercial Bank of Kuwait (CBK) in which TID
transferred its shares in Bouyan Bank (BB), its associate, to CBK for its advisory services to TID. However,
due to termination of advisory services by CBK, TID revoked the repo agreement but CBK settled the
shares of KD 94 million against its debts payable by TID of KD 74.6 million. Accordingly, TID filed a
lawsuit against CBK in 2009 but still the «case is in the Kuwaiti court.
http://www.reuters.com/article/2012/06/20/boubyan-nbk-idUSL5E8HK4XU20120620

% Auditors’ report of consolidated Financial Statements of 2008.
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Trading in Dar’s shares was suspended on Kuwait Stock Exchange in April 2009, when

the company could not submit its financial statements on time.

5425 Restructuring

In January 2009, the TID hired Credit Suisse Group AG as a financial advisor for
restructuring TID’s debt obligations. In September 2009, TID made an agreement with its
creditors and investors to freeze claims temporarily till the end of the year which was
subsequently extended by TID till 31 March 2010. Meanwhile, in September 2009, the
Central Bank of Kuwait appointed a supervisor to monitor the debt restructuring and
more in general the company’s financial accounts. TID needed to borrow around USD1
billion to refinance its debt obligations. In March 2010, a Kuwaiti court granted
protection to TID from creditors under the Financial Stability Law (FSL).”° This FSL
stipulates that no lawsuit or execution of any court judgment against TID from minority
banks and investors would proceed until the court has approved it. In January 2011, an
enhanced restructuring plan was approved both by the creditors’ coordinating committee
and also approved by the shareholders. The plan, effective from June 2011, included
repayment of the debt in tranches of senior facility (KD 405 million payable in 3-4 years)
and junior facility (KD 600 million payable in 6 years). Also some part of the debt was
converted into equity in the company. Besides, injection of fresh liquidity up to KD 20

million had to be made by shareholders in a year.
54.2.6 Payments

The first payment of KD 82 million was made to the creditors two months ahead

of the scheduled time of end year 2011.

54.3 Golden Belt 1(Saad) Ijarah Sukuk "’

The third sukuk default happened on June 2, 2009 when a Saudi business conglomerate
defaulted on periodic payments. Subsequently, Moody’s downgraded the rating of the

company to junk status. Some Gulf banks were affected severely by the Saad sukuk

7 Kuwait’s FSL was approved in 2009 to support to investment sector of the country during the global
economic crisis by offering liquidity and resources to restructure strong companies in the business.

7' Main source for the sukuk details is the official circular of sukuk, available at
http://ae.zawya.com/researchreports/p_2006_10_19_10_26_01/20080226_p_2006_10_19 10 26 01 1138
05.pdf
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default because of their exposure to the heavily indebted Saudi conglomerates Saad
Group and Ahmad Hamad Al-Gosaibi and Brothers 7

The USD650 million ijarah (leasing) sukuk was issued on May 15, 2007 for five years
maturing on May 15,2012 and offered an annual return of LIBOR plus 0.85 percent. The
corporation issued sukuk to finance investments and property purchases in London and

Saudi Arabia.

54.3.1 Saad Sukuk Structure:

The sukuk structure is based on lease and sublease contracts (figure 3). The transaction

worked as follows:

1. Pursuant to a Head Lease Agreement, Golden Belt 1 Sukuk Company, an SPV
registered in the Kingdom of Bahrain, entered into a long Head Lease Agreement
with the chairman of Saad (Saad Trading Contracting & Financial Services
Company), in which the SPV, as head lessee, acquires certain land parcels on
lease from the Head Lessor, Mr. Al-Sanea, for 25 years. The net proceeds of the
sukuk would be used to pay the total rental amount in advance by the issuer/head
lessee due to the head lessor.

2. Golden Belt 1 issues sukuk of USD650 million against the leasehold rights on the
land parcels and pays full rental payment upfront to owner of Saad Group (Figure
3).

3. Subsequently, pursuant to a Sub-Lease Agreement, Golden Belt 1 sub-leases the
land parcels to Saad for five years against semi-annual rental payments at LIBOR
plus 0.85 percent margin, the same return as paid out on the sukuk, since this was
an ijarah contract.

4. Saad transfers semi-annual rental amounts to the SPV at the promised rate.

5. SPV transfers the periodic rental amount to the sukuk holders.

6. Upon maturity when sukuk are redeemed by the sukuk holders and Saad transfers
the sukuk amount to the SPV.

7. The SPV pays out the sukuk amount to the investors.

72 Abu Dhabi Commercial Bank (ADCB) had around USD600 million exposure on two Saudi
conglomerates, for which extra provisions had to be made. The Central banks of Saudi Arabia and
UAE directed banks to make provisions on their exposure to Saad and Algosabi companies (Reuters).
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Figure 3: Golden Belt 1 Sukuk Structure
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Also, initially, Saad entered into a service agreement with the owner of the Saad and
the SPV in which Saad provides certain services regarding land parcels. The service fee
charged from the SPV was deducted from the rental payments paid to the SPV by the
Saad. Whereas, fee paid by the chairman of Saad to Saad was equal to the initial amount
raised from sukuk holders .i.e., USD650. With this technique Saad becomes able to pay
the sukuk amount to the SPV at redemption of the sukuk.

5432 Shariah compliance of the Saad Sukuk

54321 Promissory Notes

To secure the sukuk holders investment and return, Saad also provides promissory
notes for each payable rental promissory note and for sukuk principle amount. This
feature of the sukuk treats sukuk holders equal to the general creditors in case of Saad’s

default as the promissory notes are governed by the Saudi law.

54322 Dissolution Event

If the sub-lessee, Saad, defaults on any of its periodic rental payments or, inter alia,
some violation of contracts, the trust can be dissolved on the issuers request provided that

sukuk holders of at least 25 percent of total sukuk amount approved the dissolution event.
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Upon such event, sukuk become due and repayable at face value by the sub-lessee on
requested date. However, the repayment of the sukuk depends upon the financial capacity

of the obligor.

54323 Risk Related to Sukuk Returns.

Return on sukuk is offered at LIBOR plus a margin of 0.85 percent earned from the trust

»73 Primarily, the return on the

assets as “the sole source of payments on the Certificates.
sukuk is coming from rental amounts of the sub-lessee Saad, pursuant to the sublease
agreement.74 However, according to sukuk OC, the determination of the rental amount is
not related to the actual value of properties and thus can be challenged by the sub-lessee
in Saudi Islamic courts on the equity and fairness principles. This risk is mitigated

through issuance of a payable rental promissory note in favor of sub-lessor by Saad.

5433 Reasons for Default

The Saad company defaulted on USD15.7 billion, including its Islamic bonds. The
company faced a severe liquidity crisis in early 2008 and could not meet its debt service
obligations on time. The originator company was singularly not transparent; proper
information was not even provided to the regulators (S&P (2009)). Because of that, the
Saudi Arabian Monetary Authority (SAMA) froze the assets of the Saad group in May
2009. Also, corruption and fraud charges of USD10 billion were filed against a Maan al-
Sanea, the head lessor and owner of Saad, for misusing the funds of Algosaibi Investment
Holding company, the formal owner of the SPV.”> Accordingly, accounts of the Saad in
Cayman Islands, valued at around USD9.2 billion, were frozen by the local courts in

November 2009.7

5434 Restructuring

On May 18 2010, the sukuk holders exercised their right to dissolve the trust and

7 For instance, six month LIBOR rate in December 2007 was 4.91 percent (Fannie Mae). So for that
period total sukuk return amount USDO0.187 million for the six months.

" Payable Rental Amount= Sukuk Return (LIBOR+ Margin) + fixed service charges (called Supplement
Return)

» Algosaibi Investment Holding company, formal owner of the issuer SPV with nominal capital of
Bahraini Dinar 1000.

7 http://www.bloomberg.com/news/2011-11-09/saudi-arabia-s-algosaibi-wins-cayman-judgment-
against-al-sanea.html
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voted for dissolution.”” However, there were legal issues which needed to be resolved

before the sukuk investors were even given the status of unsecured creditors of the Saad.
Upon dissolution of the trust, Saad, the guarantor of the repayment of the sukuk would
have to repay the sukuk amount of USD650 million, but its assets were frozen. The
litigation has dragged on for three years but the case is still in Saudi Courts. In April
2012, of Citicorp Trustee Company Limited, the agent of the issuer of the sukuk,
communicated that legal proceeding were still in progress and there were issues that still
needed to be resolved. On May 28, 2012, the agent informed the sukuk holders about the
hearing before the Commission for the Settlement of Negotiable Instruments Disputes
(CSNID) in the Kingdom of Saudi Arabia on 28 May 2012 in which the defendant (Saad)
demanded that the original promissory note be submitted to the CSNID, and that
previously provided promissory note was not genuine as the signature on the copy was

not of MR Al-Sanea.”® Clearly, this structure was not bankruptcy proof.

54.4 The Nahkeel Sukuk

The Nahkeel sukuk was Dubai-based, high profile and the largest ever. It was
issued on December, 14 2006 for a period of 3 years maturing on 15 December 2009 to
raise USD3.5 billion. The sukuk were listed on the Dubai International Financial
Exchange. The main objective of the sukuk was to finance a property development project
of one of the public sector enterprises of Dubai, Nahkeel Co. PISC. For this purpose, a
special purpose vehicle (SPV), Nahkeel Development Limited, was incorporated with
limited liability in the Jebel Ali Free Zone. The originator, Nahkeel Holdings 1, was a
subsidiary of Nahkeel World, which, in turn, was owned by another public sector
company, Dubai World. Nahkeel Holdings 1, Nahkeel Holdings 2 and Nahkeel Holdings
3 hold cumulative shares of 100 percent in Nahkeel Co. PSIS. Therefore, since they were
issued by a public sector enterprise, the sukuk were given the status of a sovereign bond
by the rating agency: investors assumed an implicit government guarantee for the sukuk.
This is also clear by the high ratings given to the sukuk by Moody’s (A1) and Standard &
Poor’s (A+).

77http://www.Zawya.com/story/Golden_Belt_sukuk_holt;lers_approve_dissolution—
ZAWYA20100518100453/
7® http://static. mubasher.info/File.Story_File/SUKUK_20120603_PR.pdf
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Figure 4: Structure of Nakheel Sukuk
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544.1 The Structure of the Nakheel sukuk

The Nahkeel sukuk were issued as asset based ijarah manfaa (Salah (2010 )) in which

sukuk holders, via an SPV, buy the leasehold interest of the primary assets without

transferring the title of the assets to them. Therefore, Sukuk holders only had rights on the

stream of income generate by the assets and not on the assets themselves.

In Nahkeel Sukuk the structure was as follows (see Figure 4)

1. Nahkeel Development, an SPV, issues Nahkeel sukuk to raise USD3.5 billion to

purchase the leasehold interest/rights in certain land, building and other property

at the Dubai Waterfront, valued at AED 15.5 billion dated October 31, 2006 by

Jone Lang Lassalle.

2. The SPV transfers the proceeds of the sukuk to Nahkeel holding 1 and purchases

leasehold rights of the underlying properties from Nahkeel Holding 1, for 50

years.

3. Further, the SPV, as a trustee of sukuk holders, leases the underlying sukuk assets

to
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Nahkeel Holding 2 for a period of 3 years. Half of the lease amount is paid to

sukuk holders via the SPV and the other half is deferred till maturity of the sukuk.
4. The lessee, Nahkeel Holding 2, also makes a unilateral undertaking to purchase

the leasehold rights from the SPV upon maturing of the lease period at certain

price and with payment of the other half of the rental payments.

5442 Shariah compliance of the Nahkeel Sukuk

The misperceptions about the Nahkeel Sukuk were related to government guarantees
for the originator. The investors wrongly perceived that the sukuk had a guarantee of the
Dubai government (Warde 2011) as the deal was guaranteed by Dubai World, a state-
owned company. This implied that sukuk investors expected that the government of
Dubai would bail out the sukuk if the obligor, Nahkeel Holding 1, and then Dubai World,
would default on their payment obligations. The perceptions about the Nahkeel sukuk was
not justified according to the extensive 237- page OC of Nahkeel sukuk.” The document
explicitly comments on these aspects. While disclosing the risk factors related to Dubai
World (the guarantor) and co-obligors, the OC says ‘that the Government of Dubai does
not guarantee any indebtedness or any other liability of Dubai World’. Also, it mentions
that Dubai world is a holding company and it is dependent on the performance of its
subsidiaries and, therefore, claims of the Dubai World creditors are subordinate to direct
creditors of its subsidiaries ( p. 36). However, the rating agency, Standard & Poor's, gave
an A+ rating to sukuk with a view ‘that the purchase undertaking provided to DP World
Sukuk from its parent [Dubai World] also benefited from strong implicit government
support’(S&P 2007). Considering the clear disclaimer about the government guarantee
and absence of any other indication that government of Dubai would pay to the investors
in case of insolvency, ‘A+’ rating appears to be ‘exaggerated’ and ‘unwise’ to some
Islamic Finance experts.80 This became evident when the government of Dubai requested

the creditors of Dubai World for a 6-month standstill, on November 25, 2009.

5443 Reasons for Insolvency/default

In the aftermath of the global financial crisis 2007-09, the macroeconomic situation led

the Dubai government to seek a standstill for USD59 billion debt owed by one of the

 The document is available at http://www.kantakji.com/figh/Files/Markets/m135.pdf
8 For details see http://www.islamicfinance.de/?g=node/719.
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state-owned companies Dubai World, including Islamic sukuk of 3.5 billion (Smith and
Kiwan (2009 )). There were various factors which caused Dubai World to default
effectively. Huge short term borrowings, falling oil prices, the bursting of the real estate
price bubble due to excessive supply of residential and commercial properties, and a
liquidity mismatch owing to short term liabilities and long term receivables from the
property development, all contributed to the failure of Dubai World, the guarantor of the
Nahkeel sukuk, and its daughter companies (International Monetary Fund (2010 )).

There were ambiguities about the actual worth of Nahkeel properties used for
execution of the transaction. Dubai Waterfront was valued around USD4.2 billion in
2006, more than the sukuk amount, based on proposed development on 2 idle strips of
land as yet generating no income (Sukuk Focus 2010). Moreover, the guarantee of Dubai
World became troublesome as the holding company itself was also negatively affected by
the financial crisis. Also, being a holding company, Dubai World may have superior
creditors than sukuk holders. Nahkeel holding 2 actually used liquidity from other
resources to pay the return on sukuk instead of the return on the underlying assets of the
sukuk which were negligible.

In the end the sukuk default was triggered by the specific financial condition of the
obligor. The financial account of the Nahkeel PJSC, show that for the first half of year
2009, the company had a net exposure of AED 12.8 billion to the parent company Dubai
World. The amount is more or less equal to the payment due on 14 December 2009 for
the sukuk final payment (AED 12.9).*" 1t is more than likely that, if the concentration of
funds in related parties had been managed prudently, the standstill request for at least the

Nahkeel sukuk, could have been prevented.
Bailout

Outright default was eventually prevented through the bailout by Abu Dhabi at the
eleventh hour and all the sukuk holders were paid out accordingly (International

Monetary Fund (2010 )).

5.5 Discussion and Overview

In the previous section we sketched the details of the originator, underlying sukuk

structure, reasons for sukuk failure and discussed the restructuring process, if any, of the

# For more information see http://suqalmal.blogspot.nl/2009/12/nakheel-intercompany-funding.html
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four sukuk defaults. In this section we discuss the general issues that arise out of the
analysis of these four default episodes, issues that are clearly related to the structure of the
sukuk , the extent to which these structures deviated from shariah standards as provided
by the AAOIFI and best market practices, and we ask the question whether imperfect
compliance to shariah standards played a role in the way the restructuring process

evolved and the eventual outcome.

5.5.1 Governing Law and the Enforceability of Foreign Courts’ Ruling in
Cross-border Contracts

While sukuk were essentially designed to comply with shariah, they were in practice
governed by the English law, because some concepts, like SPVs, commonly used in
conventional financing, do not give the same rights to investors in some GCC
jurisdictions following civil law. This has created problems for sukuk issuance in
jurisdictions like Bahrain and UAE (Nazar (2011 )). In some states non-recognition of a
SPV may render various contracts void.** Especially the investors’ right of recourse to
underlying sukuk assets in the event of default proposed in the offering circulars then
becomes ambiguous. There may be conflicts in some clauses of contracts governed by
the English law with Islamic law (shariah). Several recent rulings of English courts
clarify that in case of any contradiction between Islamic law and English law, the latter
would prevail.83

The sukuk issued in GCC countries have some common characteristics and associated
issues owing to the specific laws of jurisdictions and provisions made in the offering
letters that exposed investors to legal and credit (sukuk) default risk. Moreover, sukuk
issued from various countries may have similar underlying contracts, but the implications
of the contracts regarding investors’ rights may be different because of the differences
among the legal systems of the concerned jurisdictions. For instance, though both
Kuwait-based TID and US-based ECP sukuk follow musharakah structure, but only in the

latter case the sukuk holders could have recourse to the underlying sukuk asset thanks to

8 In Saudi Arabia declaration of trust is not recognized and therefore the contract in which trust (SPV)
is a party may not be considered valid in the relevant courts (source: Saad sukuk OC).

8 For instance, in one such case, the two parties involved were Beximco Pharmaceuticals Ltd vs.
Shamil Bank of Bahrain. The client defaulted on repayments of Murabahah loan, but it took stance that the
transaction was not shariah compliant and thus should be cancelled by the court. However, court ruling
rejected the argument of the Beximco declaring that English law is the governing law of the contract (Yean
(2009))
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US court ruling under common law system. Also, these sukuk have peculiar features
which differentiate them from each other due to distinctive business nature of originators
and clauses embedded in the sukuk contracts. Both the common and individual issues in
the sukuk structures need to be addressed to avoid the anomalies in the sukuk industry and
to protect the rights of the sukuk investors. Table 2 in tables Annex summarizes all the
features and issues related to the four sukuk being studied.

The best business practices require the contracts to be transparent and enforceable in
order to protect the interests of the parties involved. Similarly, shariah endorses only
those contracts which are free from gharrar (excessive uncertainty and speculations in the
contract or transaction).** On the contrary, there were some gray areas in the sukuk OCs
issued in GCC region, which are the cause of gharrar. These sukuk are governed by the
English laws as the main sukuk documents like lease contracts, transaction documents and
trust agreements are prepared under that law. The concepts in the English law may not
exist in the relevant jurisdiction due to different legal system, causing legal risks to the
investors. Moreover, any judgment under English law by a foreign court may not be
implemented fully in GCC countries. Courts of the relevant jurisdictions may review the
judgments in accordance with public policies of the state. For instances, in case of TID
sukuk governed by English law, the English courts have jurisdiction to resolve the
conflicts arising from the sukuk but the their judgments may not be vetted by the Kuwaiti
courts in the absence of any agreement between Kuwait and UK for enforcement of
courts’ ruling reciprocally. (El-Gamal (2007 ))

Likewise, in Golden Belt I (Saad) sukuk, the OC points out that Saudi Arabian law
does not recognize the concept of trust as common law jurisdictions do (p. 30). Therefore,
any agreement made in the capacity of the trust may not be legally recognized in Saudi
law. It means that in the case of default sukuk investors may not claim their rights
ordained in sukuk documents. However, authenticity of the trust would eventually depend
on the discretion of the Saudi courts as there are some related concepts which do exist in
Saudi Arabian law like wakalah (Agency Agreement). Though, under the wakalah all the
assets are registered in the name of agent/attorney and there is no exclusive entity for the
trust. Moreover, English law governs the documents of head lease, sub lease, sukuk

purchase agreement and service agreement in which Saad needs to pay for maintenance

8 The instruments which are rendered void because of Gharar are forwards, futures, insurance, options,
and other derivative securities ((Mohieldin (2012 )))
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of the sukuk properties. In Saudi Arabia, similar to Kuwait, enforcement of the English
courts’ judgments has its limitations as the Saudi courts applying Islamic law may not
recognize these rulings, especially in the absence of any precedent as well as bilateral
treaty between Saudi Arabia and United Kingdom about these matters. Consequently, in
the event of default if for example Saad fails to fulfill its obligations, sukuk holders may
have insufficient assets of the obligor on which they have legal claims, since most of the
assets of Saad are located in Saudi Arabia.

Similarly, concerning Nahkeel sukuk, UAE law does not recognize the concept of trust
or beneficial interests and, therefore, terms of the Declaration of Trust may not be
enforced by the courts of Dubai, though the agency concept does exist in UAE law (OC
p.137). Also, the official circular noticeably mentions the uncertainties related to the UAE
bankruptcy law in the wake of sukuk default and states that “There is little precedent to

predict how claims by or on behalf of the Certificate holders would be resolved, and

therefore there can be no assurance that Certificate holders would receive repayment of

their claims in full or at all.” Moreover, although English law is considered as the

governing law of the Nahkeel sukuk, yet its enforceability in Dubai faces the same
challenges as in Saudi Arabia and Kuwait, especially if government properties are
involved in the dispute: no debt or other obligations owed by the government or rulers
may be recovered through confiscating the properties of the government regardless of any

foreign judgments.

5.5.2 Ownership of the Sukuk Trust Assets: are the Contracts Bankruptcy
Proof?

For sukuk to be shariah compliant, sukuk holders must have the ownership of the
underlying real assets implying “fangible, usufruct rights or services, capable of being
owned and sold legally” (AAOIFI(2008). However, the GCC origin sukuk do not fulfill
this requirement as the ownership of the underlying assets was not transferred to the
sukuk holders properly from a legal point of view.

In the TID sukuk, however, the originator did contribute to musharakah (joint venture)
through transferring “all rights, benefits and entitlements to the TID vehicles and
property”. However, section 2.5 (¢ ) of musharakah agreement mentioned that
“registered title to the TID vehicles and property [musharakah assets] is held in the name

of ‘Investment Dar Company™ (p. 4) and the registration of the vehicles and property
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would remain in the name of TID with ‘Traffic Department’ and with ‘Registration of
Property Department in the Ministry of Justice.” So in the event of sukuk default, the
investors did not have any direct recourse to the underlying assets of musharakah.
Furthermore, section 2.5 (d) explained the status of this title retention, stating that TID
“shall hold and maintain such registered title as agent for the Musharaka.” Similarly, OC
states (p. 11) “The certificates represent entitlements solely to the trust assets [in
musharakah proportionally].” These last two points go in favor of the property rights of
the sukuk investors in the underlying trust assets, but the final position can be determined
through Kuwaiti court’s ruling.

Similarly, in the Saad sukuk, the sukuk documents stipulated that following a
dissolution or default event the sukuk holders would have recourse to so called trust
assets only. These assets were defined as issuer’s rights, interest and benefits under the
Head Lease Agreement, the Sub-Lease Agreement and the Promissory Notes. Thus Sukuk
holders had a leasehold interest in the land parcels, but title of the land parcels remained
in the name of chairman of Saad. Likewise, it was mentioned in the OC that being the
head lessee the SPV has obtained only “limited representations”, i.e. leasehold interest, in
land parcels. 8 Ownership of the assets was also clear under the head lease agreement as
the chairman of Saad, being the owner, is responsible for all “all obligations, liabilities,
rights and remedies, [...], including for loss of use, revenue or profit (as applicable) with
respect to each of the Land Parcels,[...]. The Chairman of Saad will be responsible for
the performance of all Major Maintenance.”

There was thus an incorrect perception that Nakheel sukuk were backed by real assets
(Warde 2011). In practice, sukuk holders had rights only to the cash flows generated by
the underlying assets and not to the assets itself as the title of the assets was not
transferred to the buyer in the registers of the concerned departments of the government
(e.g. Land Department). Further, leasehold rights were not considered as property right
under Dubai law which restricts investors’ claims and prosecution of law (Hassan and
Kholid (2010 )). Therefore, in case of default there was no recourse for the creditors to
the original assets, the transfer of rights turned out not to be bankruptcy proof. So these
sukuk essentially had the status of uncollateralized debt. Furthermore, though the

prospectus declared a purchase agreement between originator and the SPV about sukuk

¥ On the other hand, it is also mentioned (p. 26) that “The Issuer will have no material assets other than
the Land Parcels which will be sub-let to the Sub-Lessee pursuant to the Sub-Lease Agreement.”
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assets (i.e. leasehold interest) against the price equivalent to the total amount of the sukuk,
there are no regulations in UAE regarding the registration of these rights with Dubai
Lands Department (OC-p 130). Thus the original contract was a lease and lease back
contract instead of a sale and lease back contract. Logically therefore, the sukuk were
considered asset-based by the Moody’s (Howladar (2009 )), and not asset backed.

The only instance in which the ownership of the sukuk was in fact transferred to
the sukuk investors in a bankruptcy proof manner, was in the case of the US based ECP
sukuk. In that case too, while applying for the chapter 11 bankruptcy protection, the
originator asked the court to consider the primary transaction of ORRI in the contract as a
secured loans and not as true sale, but the court did not accept the stance of the originator
and considered the transaction as ‘true sale’. Eventually, sukuk investors were considered

the owner of ORRI.

5.5.3 Residual Risk and Repurchase Undertakings as Part of Sukuk

Shariah principles do not allow an agreement to repurchase the sukuk at face value
(repo) upon maturity as this arrangement renders sukuk identical to conventional bonds
which are not permissible under Islamic law (AAOIFI (2008)) . Because of this, credit
risk became an issue for all of the sukuk amount plus outstanding rentals in case of an
ijarah sukuk while it would otherwise have been limited to outstanding rentals and a risk
of capital losses once the underlying assets are repurchased by the originator at the market
price. Similarly, in musharakah sukuk equity of sukuk is transformed into debt and
residual risk remains for the full amounts issued because of this stricture against
repurchase agreements at fixed prices.

The three GCC based sukuk cases violated the abovementioned AAOIFI criterion. In
the case of the TID musharkah sukuk, the originator company TID provides an
undertaking in preliminary OC of to purchase the musharakah share of the issuer
pursuant to:

(a) An ‘Exercise Notice’ by the issuer to purchase the issuer’s units at ‘Dissolution
Distribution Amount” which was equivalent to the face value of sukuk plus any unpaid

periodic distribution amount.

(b) Redemption notice to purchase the issuer’s units at ‘Early Redemption Amount’
that was also equivalent to the face value of sukuk plus any unpaid periodic distribution

amount.
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(c) Occurrence of Dissolution Event, to purchase the issuer’s units at ‘Dissolution

Distribution Amount’.

The purchase undertaking thus provided a put option to sukuk holders at the face value
plus any unpaid periodic payment on sukuk. In practice, the credibility of this undertaking
in Kuwait depends on the recognition of the ‘trust agreement’ by Kuwaiti courts and
whether these courts consider a repurchase agreement as a guarantee. If so, the value of
the implicit put depended on the financial position of TID. If the TID would be unable to
meet the obligations under the repo, then sukuk would be ranked pari passu with other
unsecured debts of the obligor since no ownership rights existed on the underlying assets.

Likewise, in the Saad sukuk, there was a repurchase undertaking by the Saad according
to Sub Lease Agreement maturity date of the sukuk. There was also an early redemption
option pursuant to which sukuk holders could ask the issuer to terminate the sublease
contract if they would hold more than 25 percent of sukuk amount. Accordingly, the
sukuk holders can ask Saad to pay the sukuk amount plus accrued rental payment using
its rights under various promissory notes by Saad. The sukuk would be redeemed at face
value plus any unpaid Periodic Distribution Amounts on the maturity of the sukuk. For
further security Saad also issued a promissory note of USD650 million to support this

repo.

5.5.4 Credit Enhancement

Credit enhancement is a technique through which the borrower increases its credit
worthiness or at least the credit standing of the debt issued, in order to achieve better
subscription, credit rating and pricing of the loan. Credit enhancement usually takes place
through external guarantees, insurance and/or provision of collateral. In musharakah
sukuk, it is not permissible for the manager of Sukuk acting as partner in musharakah to
undertake to offer loan contracts with guaranteed returns when actual earnings fall short
of expected earnings (AAOIFI(2008)), as the investors are obliged to share in profit and
loss with the originator. However, a reserve account can be established to cover any
shortfall in expected earnings.

Though in the TID musharakah sukuk, there is no explicit statement in OC stating that
if the return on the sukuk are less than the offered rate ‘LIBOR plus margin’, the short fall
would be covered by TID or any third party. However, it is mentioned generally in OC (

p- 11) that “The Issuer [...] would have direct recourse against TID to recover payments
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due to the Issuer from TID pursuant to the Transaction Documents to which it is a
party.”” This indicates that if the actual return of the sukuk holders is short of the LIBOR

plus margin, issuer would have direct recourse to the TID. However, since the return of

on the sukuk is ambiguous (see TID, Profit Distribution), sukuk may not have credit
enhancements other than preferred access to a reserve account.

The US based ECP sukuk did establish a reserve account to cover any shortfall in the
expected earnings in accordance with (AAOIFI(2008)) instructions.

Also, in the Saad ijarah sukuk, there was an explicit credit enhancement through
payable rental promissory notes and promissory notes against (re)purchase

undertakings.86

A promissory note about rental payments ensures the payment of
promised sukuk returns if the sub-lessee fails to pay the rental payment. These promissory
notes make sukuk holders' claim pari passu to general creditors as these are governed by
the Saudi laws. Similarly, Nahkeel sukuk had credit enhancement as the co-obligor
guarantees the obligations of each co-obligor under the transaction documents (which
also include lease documents) in which one of the obligation of co-obligors was to pay
rental amount equal to payments to 6.345 percent per annum of the sukuk amount. 87

Moreover, the Dubai World, the parent company, also guaranteed all of the co-obligors'

payment obligations under the Transaction Documents.

5.5.5 Limited Recourse

There is thus only limited recourse to the sukuk’s underlying assets in all GCC region
sukuk. This means that sukuk represent beneficial ownership rights only in the trust assets
and the sukuk investors have no recourse to the originator’s assets nor the creditors of the
originators have rights on the sukuk assets. However, as mentioned before, to have a
recourse to the trust assets the ownership of the assets needs to be transferred to the SPV,
acting as trustee of the sukuk holders. This was not done in the sukuk issued in GCC
region.

TID musharakah sukuk mentions that proceeds of the trust are the only source of
payments to the investors (p.7) in case of sukuk default. Thus, sukuk investors would not

be treated pari passu with general creditors if the originator does not fulfill its obligations

& Payable rental promissory notes are permissible under Islamic law but promissory notes against
purchase undertaking to by the sukuk at face value are not.

¥ It is mentioned in the OC that 50 percent of the six-month rental payment would be at the end of
sukuk period. So the amount to be paid to the sukuk holders at the end of every six periods is equal to
USD55,836,000 ( i.e. 3,520,000,000%0.5%0.06345/2)



Sukuk Defaults: On Distress Resolution in Islamic Finance 123

and thus defaults. In principle, a musharakah sukuk cannot default as the sukuk holder
shares profit and loss with the originator. However as the originator promised a fixed
return in TID sukuk contrary to musharakah principles, it can default on its obligations. In
Saad’s case, the only remedy was that sukuk holders can invoke their rights under sub-
lease agreement and ask Saad (the sub-lessee) to pay the sukuk amount USD650 million
plus accrued payable rental amounts. On the other hand, pursuant to transaction
documents to which Saad was a party directly to the issuer, the issuer had a direct
recourse against Saad to recover the accrued payments from Saad. However, getting an
order for enforcement of Saad’s obligations depended upon the courts’ discretion. Also,
because of the Promissory notes, recourse of the sukuk holders would not be confined to
the SPV assets only abut would include the obligor’s assets as well.

Similarly in Nahkeel sukuk it is disclosed in the OC that rights of the sukuk holders
are limited to the trust /SPV assets, however due to the presence of various guarantees the
investors did get claims on the assets of the obligors. But in case of an actual default,

sukuk holders could not have recourse to the underlying assets.

5.5.6 Role of the Shariah Boards

Apparently, while deciding about the Shariah compliance of underlying sukuk
structures, the administrative and procedural issues were generally overlooked by the
shariah boards, especially in GCC originated sukuk. For instance, lawful transfer of the
ownership of sukuk assets to sukuk holders, the status of the trust entity in concerned
jurisdiction and earning capacity of the underlying sukuk assets to generate returns
offered in sukuk documents was apparently ignored by the shariah board, with adverse
implications when the sukuk issuers defaulted. In practice, the transfer of the ownership
of the underlying sukuk assets was not accomplished legally in any of the three GCC
based cases. In Nahkeel sukuk the property was overvalued and did not generate the
proceeds in accordance with the returned offered on sukuk (Sukuk Focus 2010). Clearly,
the potential capacity of the assets to generate the offered sukuk return was not checked
adequately ex-ante. Also, in the TID musharakah sukuk, the transaction was backed by a
credit enhancement mechanism in which the originator/manager of musharakah sukuk
ensured the return by providing guarantees, against shariah strictures. Shariah
compliance of the sukuk is the responsibility of the Shariah board, as is rightly
emphasized by the AAOIFI ((2008 )), but the board’s performance seems to have been

deficient in many cases. Hayat, Butter and Koch (2012), show that around twenty shariah
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scholars hold more than half of the market, and the top 3 receive about USD4.5 million as
fees annually. The authors conclude that this market is beset by the same sort of incentive
conflicts that we have seen in the case of regular rating agencies in Western finance: a
strong incentive to be excessively lenient in certification i.e. a conflict of interest
problem, sub-standard governance practices, lack of consensus regarding certification
standards, and added to that in the case of the shariah boards, limited knowledge of

finance.

5.6 Conclusions

Islamic finance instruments occupy a rapidly growing niche in world capital markets.
Sukuk in particular have been presented as an alternative to interest based conventional
bonds. They are often seen as asset backed securities free of interest and meeting the
criteria of Islamic finance. Issued by Islamic and non-Islamic entities alike, sukuk
promised access to a large pool of capital in the Islamic world while eliminating some of
the high risk taking incentives characteristic of more conventional financial instruments.
Islamic strictures require investors to share risks with the entrepreneurs they finance.
Thus, Islamic debt instruments are more equity-like than traditional debt instruments:
Islamic debt instruments have loss absorption capacity and are thus more like hybrids,
debt with equity characteristics. In the end sukuk investors are supposed to share profit
and loss in the underlying venture to a considerable extent. Sukuk come mostly in two
varieties, musharakah (basically a joint venture agreement) and ijarah (more like an
operating lease agreement). In particular for musharakah (joint venture) sukuk, there
should not have been any defaults, since all payments are contingent on profits and none
are due if there are no profits. In the case of ijarah sukuk, the risks of sukuk investors are
limited to default on periodic rental payments by the lessee and residual risk. These risks
can be potentially mitigated through creating a reserve account and managing it
prudently. Yet defaults did happen, even in the case of musharakah (joint venture) sukuk
like the TID and ECP sukuk discussed in this study. So is Islamic finance failing to
deliver on its promises?

To answer that question, we analyze four major defaults on Sukuk that have happened
recently in the aftermath of the worldwide credit crisis that has engulfed the world since
2007. These case studies make clear that most of the problems that triggered defaults or
blocked smooth resolution of distress afterwards, arose from ill-defined property rights

and conceptual mismatches between relevant jurisdictions and the legal structures chosen.
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In most cases, the problems can be traced back to clauses and structures that made the
sukuk more like conventional bonds. For example, (i) in some cases, return on capital was
ascertained with some promissory notes or guarantees by the originators or third parties
(ii) repurchase undertaking by the originator/obligor to purchase the sukuk at face value
on sukuk maturity date and (iii) credit enhancement.

Such features rendered sukuk almost identical to conventional bonds which pay
periodic interest and face value on redemption of the securities at the end. But
introduction of conventional characteristics in sukuk created a situation in which there
was a possibility for sukuk to default, like is the case with a conventional bond.

Furthermore, once default happened, most of the sukuk discussed did not transfer the
underlying assets to the sukuk holders. So, in the event of default, due to limited recourse
provisions, sukuk holders often had nothing to resort to, as effectively there were no
underlying assets in their ownership. As a consequence, sukuk were treated as
subordinated debt from the obligor/guarantor in distress situations. The case studies
highlighted the importance of the legal institutions of the country where the collateral is
likely to be contested. In the case of the US based ECP sukuk, underlying assets were in
fact assigned to the sukuk holders. This was a very important precedent about protection
of sukuk holders’ rights and would subsequently have a positive impact on sukuk growth
in US since it set the precedent that asset backed sukuk are in fact bankruptcy proof: the
transfer of assets to the sukuk SPV was shown to be safe from bankruptcy of the
originator company. Thus in the US, sukuk holders’ rights are protected due to a well-
developed legal system of collateral and recognition of all the contracts by the courts of
law. But the situation was very different for the Sukuk issued under the jurisdiction of the
Gulf countries. In the GCC countries, there is no historical precedent regarding sukuk
holders claims which might protect the interest of the investors (Ryan and Elmalki
(2010 )). Interestingly enough, strict adherence to shariah principles would have
considerably simplified restructuring because shariah compliance implies a clear
allocation of property rights: in shariah compliant instruments, investors will receive full
title to the collateral in distress situations.

So the answer to the question we asked, is Islamic Finance failing to deliver on its
promises, is a qualified no. Mishaps have happened and resolutions have been more
mired in controversy than expected. But strict compliance to shariah principles of
ownership and risk sharing would have reduced incidence of defaults and facilitated

restructuring, as in particular the history of the ECP Sukuk demonstrates. The asset-
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backed structure of sukuk accompanied with a ban on derivatives and sale of debt, can
thus potentially make the world a less risky place. However, the experience of the four
default episodes shows clearly that benefits from the sukuk in accessing a wider investor
base can only be achieved if the sukuk strictly follow the rules prescribed by the Islamic
jurisprudence called shariah. These principles need sukuk to be asset-backed and free of
interest, gharrar (excessive uncertainty/ambiguities) and gambling (Jobst (2007 )). Also
sukuk and all the legal constructs that form part of the arrangement should be recognized
in the law of the jurisdiction concerned. Eligibility of Sukuk for secondary market trading
would make then more liquid and so increase their attractiveness.*® An additional point
that emerges from the case studies is the damaging impact of ambiguity concerning the
shariah compliance status. In that respect, both the transparency of sukuk and the
resolution of distress situations would doubtlessly profit from further standardization.
Increased codification of the requirements shariah compliance implies, and a further
professionalization of the Boards that decide on compliance are thus developments that
would most likely increase acceptance of Islamic Finance in global capital markets and

unlock the growing pool of capital in Islamic countries.

® Debt based sukuk, like murabahah, are not eli gible for secondary market trading according to most of
the Islamic scholars except in East Asian countries as Malaysia and Indonesia.
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6 The Transmission of Monetary Policy Through

Conventional and Islamic Banks®

6.1 Introduction

Islamic banking is one of the fastest growing segments of the global financial sector. It
is currently expanding at a rate of approximately 20 percent annually. In some countries
the share of the Islamic financial sector has now reached a size and a level of
development such that the financial arrangements it offers are a full-fledged alternative to
those in the conventional financial sector. The countries where this has happened includes
Malaysia, Iran and the Gulf Cooperation Countries, i.e., Bahrain, Kuwait, Oman, Qatar,
Saudi Arabia and United Arab Emirates. Some Asian countries like Bangladesh, Pakistan
and Indonesia are also experiencing a phenomenal increase in Islamic finance. Moreover,
a number of western countries are now facilitating Islamic banking. To tap into this
growing market, large conventional banks that have opened Islamic windows include
Barclays, BNP Paribus, Citi Group, Deutsche Bank, Standard Chartered and the Royal
Bank of Scotland.

The total volume of Islamic finance was estimated to roughly equal $1 trillion in 2010
(Standard & Poor’s 2010). Commercial banking comprised the largest share, i.e., 74
percent (International Financial Services London 2010). Investment banking accounted
for 10 percent. The remaining part consists of Sukuk (Islamic bonds) and Takaful (Islamic
Insurance). Assets of the largest 500 Islamic banks increased by 29 percent to $822
billion in 2009. Around the same time, the rest of the world’s financial system contracted,
and many of the financial institutions deleveraged their positions. The reason for this
starkly different development resides in the fact that Islamic banking tenets do not allow
the banks to charge interest and to be involved in the sales of debt instruments. Therefore,
Islamic banks did not invest in the kind of instruments that were badly affected during the
financial crises, namely derivatives, conventional securities and toxic assets. Banning
short selling of shares after the crisis is a further reflection of Islamic finance as it stops
dealers selling the assets which they do not own. A key question this brisk growth poses
to academics and policymakers alike is whether the transmission of monetary policy

through the so-called bank lending channel will be altered in strength when the Islamic

% The chapter is joint work with Steven Ongena and Sweder van Wijnbergen.
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segment of the banking sector becomes even more important.% Indeed, the potency of the
bank lending channel crucially depends on the ability of the central bank to affect bank
loan supply, i.e., whether banks cannot attract (time) deposits perfectly elastically or they
do not consider the loans granted and securities held in portfolio as perfect substitutes.

Islamic banks maybe, on the one hand, unable or unwilling to “buy” wholesale time

deposits at a fixed rate and — a la socially responsible investors — may not consider their

Islamic loans substitutable for any securities they would hold in their portfolio. This may
make the transmission of monetary policy shocks through the Islamic segment of the
banking sector more potent. On the other hand, Islamic banks that uniquely attract
deposits and lend under interest-free arrangements, are likely to be approached by
depositors and borrowers for religious incentives ((Khan and Khanna (2012 )); (Baele,
Farooq and Ongena (2012 ))). These contractual and motivational features, on both their
liability and asset sides, may allow Islamic banks to shield themselves from monetary
policy shocks (see Section 3). Consequently, whether Islamic banks transmit monetary
policy differently from conventional banks is an empirical question, which we aim to
address in this paper.

Following (Bernanke and Blinder (1992 )), who find that a monetary contraction is
followed by a significant decline in aggregate bank lending, (Kashyap and Stein (2000 ))
analyze if there are important cross-sectional differences in the way that banks respond to
monetary policy shocks. In this way, controlling for loan demand, they find that following
a monetary contraction, small banks with liquid balance sheets cut their lending less than
other small banks. (Brissimis, Kamberoglou and Simigiannis (2003 )), (de Haan (2003 )),
(Kaufmann (2003 )), (Loupias, Savignac and Sevestre (2003 )), (Worms (2003 )), and
(Gambacorta (2005 )), for example, also find that liquidity positions of banks play a

significant role in banks’ response to a monetary shock in various European countries.

 This bank balance sheet channel may be operational because of agency problems between banks and
their providers of funds, depositors, other debt-holders and equity holders ((Bernanke (2007 ))). (Gertler
and Kiyotaki (2011 )) formalize this channel modeling financial intermediation as in (Gertler and Karadi
(2011 )) but including liquidity risk as in (Kiyotaki and Moore (2012 )). Similarly, the agency problems
between banks and their borrowers (firms and households) give rise to the firm balance-sheet channel
((Lang and Nakamura (1995 )); (Bernanke, Gertler and Gilchrist (1996 )); (Bernanke, Gertler and Gilchrist
(1999 ))). (Gertler and Gilchrist (1993 )) and (Oliner and Rudebusch (1996 )) for example find that,
following the dates of monetary contractions identified in (Romer and Romer (1989 )), the ratio of bank
loans to small versus large manufacturing firms falls. (Gertler and Gilchrist (1994 )) show that, even after
controlling for differences in sales between these firms, the differences in the behavior of small and large
firm debt remain there. If, bank loans are imperfectly substitutable with public financing for firms, and
prices adjust imperfectly, monetary policy affects real activity through the so-called credit channel.
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(Kishan and Opiela (2000 )), (Jayaratne and Morgan (2000 )), (Ashcraft (2006 )) and
(Black, Hancock and Passmore (2009 )) similarly examine the differentiation across bank
capitalization, core deposits, bank holding company status and bank business strategies.

We follow the seminal paper by (Kashyap and Stein (2000 )) and investigate the cross-
sectional differences in the way that banks respond to monetary policy shocks not only
across bank size and liquidity, but also across bank type, i.e., conventional versus Islamic,
in Pakistan between 2002:1I to 2010:1.°" The country and sample period provide a unique
setting to analyze this differential response. Pakistan may be one of the few countries
where both well-developed conventional and Islamic banking sectors have co-existed for
a considerable period, formally since 2002 when Islamic Banking was re-introduced in
Pakistan. Out of 40 banks that grant business loans, six banks are licensed by the Banking
Policy and Regulation Department of the State Bank of Pakistan as Shariah-compliant
full-fledged Islamic banks.

As in (Kashyap and Stein (2000 )) we find that following a monetary contraction,
small banks with liquid balance sheets cut their lending less than other small banks, and
that large banks maintain their lending irrespective of their liquidity positions. The main
contribution of our paper is to show that Islamic banks, though similar in size to small
banks, respond to monetary policy shocks much like large banks. Hence, ceteris paribus,
the expected growth in the Islamic segment of the banking sector in many countries may
lead to a weakening in the potency of the credit channel of monetary policy.

In this respect, our paper contributes to the rapidly growing literature on socially
responsible investment that shows that fund portfolio allocation and the resultant firms’
cost of capital, and ultimately their performance, may be affected by the pursuit of social
or ethical objectives by decision-makers, in particular by investors ((Renneboog, Ter
Horst and Zhang (2008 )), (Hong and Kacperczyk (2009 )), (Hong and Kostovetsky
(2012))). Our results show that even the transmission of monetary policy may be affected

by the religion-inspired objectives pursued by a set of bank managers and their clients.

°! (Khwaja and Mian (2008 )) also analyze lending by banks in Pakistan. They examine the drop in
lending by different banks to similar firms following shocks to banks’ liquidity induced by unanticipated
nuclear tests that took place in 1998 in Pakistan. They find that banks pass their liquidity shortages to firms,
but firms with strong business or political ties can turn to alternative sources in the credit market. In
contrast, we focus on the monetary policy shocks responding to foreign capital inflows that followed this
period and assess the differential transmission through the conventional and Islamic segments of the
banking sector. Other studies that focus on the banking sector in Pakistan include (Khwaja and Mian
(2005 )), (Mian (2006 )), (Zia (2008 )), and (Baele, Farooq and Ongena (2012 )), for example.
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The remainder of this paper is organized as follows. Section 2 discusses the
institutional framework in Pakistan after 2001 and its relevance for the lending channel.
Section 3 describes the data and introduces the econometric specification and Section 4

discusses the results. Section 5 concludes.
6.2 Pakistan After 2001

6.2.1 Monetary Conditions

Following 9/11 there was a substantial inflow of capital in Pakistan. Workers’
remittances, especially from the US, UK, UAE and Saudi Arabia, increased
tremendously. Spurred by the privatization of major public sector corporations by the
Government of Pakistan foreign direct investment (FDI) also boomed.

The growing inflow of remittances and FDI caused an appreciation in the local
currency, the Pakistan rupee (PKR), against most other currencies. Prior to 2001, Pakistan
had faced severe shortages in foreign reserves because of the nuclear tests in 1998
((Khwaja and Mian (2008 ))). The inflow of foreign capital was therefore welcomed
initially. The State Bank of Pakistan (SBP), the nation’s central bank, reacted to the
inflow of foreign funds by purchasing US dollars and by increasingly accumulating these
and other foreign reserves. Its aim was also to curb the appreciation of the rupee against
most other currencies to safeguard the competitiveness of Pakistan’s exports. The
purchase of dollars by the central bank almost inevitably caused the money supply to
expand, despite the attempts to sterilize the increase in money supply through open
market sales of government securities.

As a result, the financial markets in Pakistan became saturated with excess liquidity
and in August 2003 the interest rate on government securities dropped to as low as 1.27
percent. It is only after 2005 that monetary policy started to tighten in response to
inflation, inexorably following the relentless monetary expansion during the preceding
years.

Since monetary policy during most of the analyzed time-period simply responded to
this unique and large external shock, i.e., the concurrent inflow of remittances and FDI,
our analysis will rely on the changes in the three-month Treasury bill rate as a most
straightforward indicator of monetary policy. The use of variations in the short-term

interest rate as a measure that proxies the change in the stance of monetary policy is fully
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in line with the literature analyzing the credit channel at the micro level.”* The use of a
three-month interest rate was followed by many articles in (Angeloni, Kashyap and
Mojon (2003 )) for example that analyze European data. Replacing the changes in the
three-month interest rate with the changes in the overnight interbank interest rate or with
the changes in the six-month Treasury bill rate yields very similar results, maybe not

surprisingly as the correlation between all interest rate series is very high.

6.2.2 Islamic Banks

In principle, Islamic banking is equity-, rather than fixed-interest-, based on profit and
loss sharing on both the liability and asset sides of a bank’s balance sheet. Depositors in
Islamic banks are for all practical purposes shareholders that receive no guarantee with
respect to the face value of their “deposits”. In principle, they fully share in the profits
and losses of the bank in which they have their deposits. Similarly, on their asset side
Islamic banks deploy an array of deferred sales, operating leases and profit and loss
sharing arrangements to finance household consumption or firm investment. In many
respects, Islamic banks are not unlike conventional mutual fund banks (e.g., (Cowen and
Kroszner (1990 ))).

Islamic banks seek funding through transaction deposits and investment accounts.
Transaction deposits are similar to conventional banks’ demand deposits, i.e., cash can be
withdrawn at any time by writing a check or by accessing an automatic teller machine
(ATM), and the bank guarantees the nominal value of the deposit. However, Islamic
banks cannot lend the funds to projects that are Haram, i.e., not permissible under Islamic
jurisprudence (Shariah) and related to alcohol, pork, sex, etc., or that deal with interest
payments (Riba), gambling (Maysar), or excessive uncertainty (Garrar). In general,
Islamic banks aspire to be more conservative in lending.

Investment accounts are the equivalent of the conventional savings accounts plus time
deposits. However, these accounts do not offer a fixed interest rate, but rather involve

profit and loss sharing between bank and depositors. Although consequently the face

2 See (Jayaratne and Morgan (2000 )), (Kashyap and Stein (2000 )), (Kishan and Opiela (2000 )),
(Ashcraft (2006 )) and (Black, Hancock and Passmore (2009 )) among others. On the other hand, (Bernanke
and Blinder (1992 )) and (Christiano, Eichenbaum and Evans (1996 )) use vector auto regressions to
identify monetary policy shocks. However, (Kashyap and Stein (2000 )) find very similar results using
either the variation in the federal funds rate, the (Boschen and Mills (1995 )) index or the (Bernanke and
Mihov (1998 )) measure.
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value of the investment deposits is not ensured, Islamic banks invariably observe due
diligence in financing various projects.

Joint venture financing arrangements constitute the most principled form of financing
households and firms. However, in the early stages of their development, Islamic banks
often adopt asset-backed fixed return arrangements, mainly deferred payment sales
(Murabahah) and operating leases (ljarah), to finance household consumption, car
purchases and real estate. In Pakistan these two types cover approximately 80 percent of
the total financing provided by Islamic banks (as of December 2004), which has

decreased to about 60 percent over time (as of December 2009).93

6.2.3 Monetary Conditions and Islamic Banks

The first Islamic bank in Pakistan was established in 2002 as a response to the — until

then — unmet market demand for Islamic financial products (Source: Financial Sector

Assessment, SBP, 2004). Islamic banking quickly observed a sharp growth, as new and
established banks entered the market by designing and offering suitable contracts to
collect deposits from and extend credit to households and enterprises.

The main problem immediately faced by the Islamic banks was the absence of a
government security designed in accordance with Islamic principles, for use as a safe
investment or to fulfill the liquidity requirements set by SBP. In the absence of such an
Islamic government security, Islamic banks had no immediate base rate to price their
Murabahah and [jarah contracts. Instead, they use the Karachi Interbank Offer Rate
(KIBOR) (Source: Handbook of Islamic Products, SBP, 2009). However, the KIBOR is
largely determined by the rate on short-term government securities such as the three-
month Treasury bill, which is set in fortnightly auctions. Because fixed return modes
cover a large part of the total financing that is provided by Islamic banks, for the
estimation of the strength of a lending channel the three-month Treasury bill rate can also
be used as an indicator of the monetary policy stance.

The balance sheet data in Table 1 provide a first glimpse of the crucial differences
between small and large conventional banks and Islamic banks in terms of liquidity. large

bank is defined as a bank with more than two hundred billion PKR (around 2.5 billion US

% These two products are mainly replaced by another fixed-return scheme called diminishing

Musharikah (i.e., “diminishing partnership”), in which the partner in an asset (a house for example) not
only pays rental payments to the bank but over time also buys the share owned by the bank.
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dollar; 80 PKR = 1 USD) in assets. According to this definition there are six large banks,
representing around sixty percent of all banking assets. We label the remaining banks as
small banks. By assets, all Islamic banks are small banks.

Liquidity is defined as the sum of cash, balances with Treasury banks and balances
with other banks (as in (Loupias, Savignac and Sevestre (2003 )) for example). Although
the cash reserve requirement for both conventional and Islamic banks remained the same
throughout the entire sample period, liquidity varies noticeably across bank type. On
average small conventional banks were more liquid than large conventional banks during
the period of easy monetary policy in 2003. However, the situation is reversed during the
period of tight monetary policy after 2005. Hence, contractionary monetary policy creates
more liquidity problems for small banks than for large banks. This is due to the fact that
the large banks have relatively more options for nonreversible financing like debt or
equity instruments.

In comparison to conventional banks Islamic banks have the higher fraction of their
assets in cash and balances with Treasury and other banks. This is also the case in many
other countries where Islamic banks are present ((Beck, Demirgiic-Kunt and Merrouche
(2013 ))). The explanation may be straightforward: In the early stages of their existence,
Islamic banks had fewer immediate investment opportunities in comparison with their
conventional counterparts. Most of their liquidity remained in the form of cash and
balances with other financial institutions. This is mainly due to the absence of a Shariah-
compliant instrument called Sukuk (Islamic bond). Islamic banks initially did not have
any alternative investment The first shariah-compliant instrument was issued by a public
sector enterprise only in 2005, but it could not fulfill the large investment appetite of
Islamic banks. So until 2008, in the absence of any Islamic government security, Islamic
banks held cash to fulfill the statutory liquidity requirement (SLR) and cash reserve
requirements (CRR).

Holding only cash resulted in higher opportunity costs for Islamic banks than for
conventional banks. Realizing that Islamic banks were at a cost disadvantage compared to
conventional banks in meeting the SLR, the SBP relaxed it for Islamic banks. While their
CRR are the same, Islamic banks, on average, have been required to hold ten percent less
in SLR than the conventional banks. During the period under study, Islamic banks need to
hold nine percent of the total demand and time deposits for SLR purpose, whereas
conventional banks are liable to maintain nineteen percent of demand and time deposits

(Table 2).
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A Table 1: Balance Sheet Items for Conventional Banks and Islamic Banks
Balance sheet items for conventional banks and Islamic banks as a percentage of assets

and liabilities, and indicated items.

Islamic

Conventional Banks Banks

Small Banks ~ Large Banks
2003 2009 2003 2009 2003 2009

Assets

Cash and Balances With Treasury Banks 9 6 10 10 12 8
Balances With Other Banks 4 2 4 3 12 7
Lending To Financial Institutions 11 4 7 3 0 16
Call Money 14 13 8 11 0 0
Repurchase Agreements 75 66 86 84 0 2
Other 11 21 6 6 0 98
Investments — Net 22 31 36 25 7 16
Market Treasury Bills 49 67 69 51 0 5
Pakistan Investment Bonds 43 14 19 9 0 2
Other 8 19 12 40 100 93
Advances — Net 50 45 37 52 64 44
Other Assets 5 12 6 8 4 9

Liabilities
Borrowing From Financial Institutions 22 17 5 6 12 4
Deposits and Other Accounts 66 64 84 78 69 80
Time Deposits 23 38 18 28 42 42
Saving Deposits 54 33 50 36 46 31
Current Accounts 23 28 31 36 12 26
Subordinated Loans 1 1 0 1 0 0
Other Liabilities 6 7 5 4 4 5
Equity 6 10 5 10 15 10

Source: Annual audited bank accounts.
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Therefore, and in order to make our analysis comparable across bank type, we take the
liquidity variable equal to the first two liquidity items, i.e., cash and balances with
Treasury and other banks, for which the requirements and the opportunities are most
likely similar for conventional and Islamic banks.

In the absence of a risk-free Islamic instrument, Islamic banks also benchmarked their
fixed-return contracts, Murabahah and Ijarah, to the conventional interest rate charged in
the interbank market, which is usually based on the Treasury-bill rate. However, the loan
supply of Islamic banks is less likely to react to changes in monetary policy because as
mentioned earlier, they have fewer investment opportunities and are more likely to sit on
a lot of spare liquidity. In addition, since Islamic banks assets are only indirectly linked to

the policy rate, Islamic banks may be less affected by the changes in monetary policy.

Table 2: Statutory Cash and Liquidity Reserve Requirements

Statutory cash and liquidity reserve requirements as a percentage of time and
demand deposits.

Cash Requirements Liquidity Requirements
Dates All Banks Convention Islamic Banks
al Banks
Until 2006 5 15 6
Feb 15,2006 5 15 8
July 18,2006 5 15 8
July 18,2006 7 18 8
June 31, 2008 8 18 8
May 22,2008 9 19 9
Oct 17,2008 6 19 9
Nov 1, 2008 5 19 9
Source: SBP

6.3 Bank Lending Channel in Pakistan

The structure of a country’s banking system is likely to determine the strength of the
banks’ lending response to monetary policy shocks. The size of the banking sector and its
market concentration, the fraction of banking assets that are liquid and the banks’
capitalization could be crucial in establishing the potency of the bank lending channel.

State and foreign ownership of domestically operating banks will also be important in
determining the impact of domestic monetary policy on the banks’ loan supply. State

owned banks, that are mostly publicly guaranteed, likely attract new funds elastically to
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offset the impact of monetary contractions for example ((Ehrmann, Gambacorta,
Martinez-Pagés, Sevestre and Worms (2003 ))). Similarly, foreign banks with close links
to their parent institutions and global bank networks are likely to absorb the impact of
domestic monetary policy without altering their domestic loan supply (foreign banks with
most of their funding in their home country may contract lending relatively more
following contractionary monetary policy in their home country).

This section presents salient features of the banking system in Pakistan, such as the
importance of banks within the financial system and corporate finance, the market
structure, the heterogeneity of the banks, their overall performance and the role of the
state in the banking system. Each of these features may determine the potency of the bank
lending channel. Tables 3 and 4 provide, by conventional and Islamic banks, many of the
statistics we now discuss. While Table 5 summarizes how the various characteristics, we
discuss, determine the potency of the bank lending channel in Pakistan through the

conventional and Islamic segment of the banking sector, respectively.

6.3.1 Importance of Banks within the Financial System

Banks play a central and still expanding role in the financial system of Pakistan. In the
wake of reforms that started during 1990s, such as bank privatizations and interest rate
liberalization for example, the total assets of the banking system increased during the last
decade, both in absolute value and as a share of the total assets of the financial system,
from 65 percent in 2002 to 74 percent in 2009 et

In contrast, the share of nonbank financial institutions and the Central Directorate of
National Savings decreased from 6.2 to 5.6 and from 25 to 17 percent, respectively. The
latter category of financial institutions comprises various national saving schemes through
which the government mobilizes household savings by offering various debt instruments
at varying maturities and constitutes a major source of nonbank borrowing for the
government. The minute share of microfinance and insurance institutions increased
slightly.

In general, global macroeconomic and political developments remain favorable to the
Pakistani banking sector. Yet, total private sector credit granted by banks over gross

domestic product (GDP) expanded briskly until 2005, but then leveled off, and for the

4 The banks also own shares in nonbank financial institutions, insurance companies, brokerage houses,
and financial advisory services further underlining their central role in the financial system (Source:
Financial Stability Review 2007-08, SBP).
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first time dropped in 2007, corresponding to the tightening of monetary conditions. This
fact is suggestive of the existence of a lending channel in Pakistan. The share of Islamic
banks’ assets in total assets of the banking sector is still small, though increasing

overtime.

6.3.1 Importance of Banks for the Financing of Corporations

Banks around the world are very important in fulfilling the financing needs of the
corporate sector. Public debt and equity play, for most firms and even in financially well
developed countries, only a minor role in financing corporate activities.

Debt and equity markets are often found to be less developed and subject to more
intense market imperfections in emerging economies. This is also the case in Pakistan.
The issuance of public debt is very limited, and especially small firms rely heavily on
bank debt. Bond market capitalization has even decreased over time in nominal terms.
Stock markets continue to play a modest role in corporate sector funding. Stock market
capitalization has shown an upward trend, but still the market is relatively thin, dominated
by a handful of commercial banks’ stocks, and mainly driven by the demand from foreign
investors.

In sum, banks play a dominant role as financial intermediaries in Pakistan. If the
supply of bank loans to firms changes following changes in monetary policy, firms will

likely be affected as for most firms financing alternatives are not readily available.

6.3.2 Performance of the Banking Sector

The transmission of monetary policy also depends on the performance of the banks.
Stronger banking sector results in a weaker effect of monetary policy on the loan supply

((Cecchetti (1999 ))). The financial strength of the banking system can be measured
through asset quality, capital adequacy, liquidity and the earnings of the banking system.
The first half of the sample period is characterized by an increase in the stability and
expansion of banking system. Banking business remained profitable and return on equity
(ROE), for example, grew until 2006. Similarly, the cost-income ratio dropped until the
same year. However, after the tightening of monetary policy started in 2005, performance
of the banking sector weakened and in subsequent years there was a rise in non-
performing loans and a resultant erosion of capital. The banking sector in Pakistan is
clearly not immune to contractionary monetary policy shocks, as bank balance sheets are

affected by the increasing interest rates.
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6.3.3 Relationship Lending

A strong relationship with a bank may insulate an individual firm to some extent from
the cut in bank lending that follows a contractionary monetary policy. This shielding may
not only be cross-sectional, i.e., vis-d-vis other firms that have no relationship, but also
across time if banks would intertemporally “subsidize.”

If firms engage multiple banks, firms can switch if one bank is affected more by
contractionary monetary policy than the others ((Detragiache, Garella and Guiso
(2000 ))). Large firms are mostly immune from any type of financing shortage by
switching among banks when needed ((Khwaja and Mian (2008 ))). Small firms however
are often unable to substitute between banks, or between bank and other types of

financing.

6.34 Market Concentration and Size Structure

Informational frictions in the banking sector are important for the lending channel to
operate. If market players in the interbank markets are facing significant informational
asymmetries, then distributional effects are likely to occur between banks that are
confronted with informational issues to various degrees. Size criterion is used as standard
in literature as a proxy to measure the opaque informational situation of the banks. Small
banks, in general, are considered to be more exposed to informational frictions than large
banks. Therefore, the external finance premium for the former category is probably higher
than for the latter group.

The banking market in Pakistan is characterized by a steadily decreasing concentration
during the sample period. The Herfindahl-Hirschman Index (i.e., the sum of market
shares squared) decreased from 973 in 2002 to 736 in 2008, while the group of the largest
banks (with total assets more than 200 billion PKR) slipped from 65 percent in 2004 to 52
percent in 2008. As concentration dropped, competition may have intensified, possibly

making the bank lending channel more potent, particularly for small banks.

6.3.5 State Influence in the Banking Sector
Before the financial reforms in 1990s, the Pakistani financial system was mainly
characterized by high government borrowing, bank-level credit ceilings, directly
controlled interest rates, and directed and subsidized loan supply.
Public ownership of banks was introduced in the 1970s and lasted until the early

1990s, making the state dominant in the banking sector. In 1990 there was not a single
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domestic private bank. However, due to additional privatization of state-owned banks
during the sample period studied, the influence of the state remained waning. The fraction
of assets of state-owned banks over total assets of the banking system halved from 52
percent in 2002 to 26 percent in 2009 potentially strengthening the bank lending channel

of monetary policy transmission.

6.3.6 Deposit Insurance

There is no deposit insurance in Pakistan. Rather, deposits are in principle indirectly
insured only by the continuous supervision by the regulatory authority. Detailed
prudential regulations have been issued to avoid different types of risks a bank could be
exposed to. Moreover, stringent liquidity requirements are in place to restrain banks from
taking excess leverage.

Therefore, in absence of explicit deposit insurance the lending channel may be more
potent, because the lack of certainty about the nominal value of deposits makes depositors
feel unsafe about their money. Consequently, following a tightening of monetary policy,

deposits may be withdrawn and banks compelled to cut lending.

6.3.7 Bank Failures

There were few bank failures in Pakistan during the 1990s. Some institutions became
involved in scandals and failed due to imprudent banking. The Mehran Bank scandal is
well-known, for example. Some banks were involved in a few scandals causing
depositors to feel insecure. Furthermore, some cooperative societies also collected
deposits from the people with a promise of higher returns than the ongoing market rates.
These societies inevitably failed and caused a loss to their depositors.

Due to these incidents in the past, there may be a higher occurrence of rumors and an
abrupt contraction in deposits following a tighter monetary policy. Furthermore, fraud
and forgeries independently affect deposits, which in turn affect lending of the banks.
Data related to such cases indicate a significant increase in such cases during the last few

years (Source: Financial Stability Review 2008-09, SBP).

6.3.8 Foreign Banks and Bank Networks
In case any liquidity problem arises, due to a decrease in demandable deposits, foreign
banks and banks in networks can resort to their head office or holding company to cover
the liquidity shortage. Under this scenario, the potency of the bank lending channel of

domestic monetary policy transmission becomes weaker. The role of foreign banks has
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been limited in Pakistan, as they account for only ten percent of total banking sector
assets. There are some implicit bank networks in Pakistan in that ownership of some
banks is common. There is also foreign ownership in some large banks. However,
evidence strongly suggests that the banks in Pakistan do pass shocks to their borrowers
subject to their liquidity position ((Khwaja and Mian (2008 ))). This evidence, combined
with the weak role of foreign banks and bank networks, makes it more likely that tight
monetary policy eventually leads to the loss of deposits by all the banks and a contraction

in lending.

6.4 Data and Econometric Specification

The main source of data is the Quarterly Report of Conditions (QRCs) of all banks
submitted to the State Bank of Pakistan (SBP). The data set covers the whole population
of banking institutions that are operational in the financial system and incorporates their
QRCs’ figures. The time period is from 2002:11 to 2010:1 at a quarterly basis. There are
40 banks, of which six are Islamic Banks (see Table 6).
We lose observations because: (1) some banks start operating after 2002:1I; (2) we
employ up to four lags of quarterly growth rates; (3) some banks merge and following
(Kashyap and Stein (2000 )) we remove banks’ observations in any quarter in which they
are involved in a merger; (4) we remove observations for which the loan growth rate is

more than three standard deviations from its sample mean; (5) there are missing values in
the dataset. We are left with 756 bank — year: quarter observations that can be used in the

estimations.

For our analysis of the bank lending channel, we use the theoretical model of
Ehrmann, Gambacorta, Martinez-Pagés, Sevestre and Worms (2001), which is a for our
purposes relevant version of the Bernanke and Blinder (1988) model. There is no
fundamental change in the model when it is applied to Islamic banks. We explain the
model with respect to conventional banks compared to Islamic banks. The money market
equilibrium can be described as follows:

M=D=—Yr+y, @))]
where deposits (D), considered as money (M), depend negatively on the risk-free
government bonds’ interest rate, being the opportunity cost of holding money. Due to the
religious motivations, P is expected to be much lower for Islamic banks than for

conventional banks ((Khan and Khanna (2012 ))).



s 2 + saIn[rej yueg

P P - 2oupansu1 j1sodaq

» 2 - Loonbapp (pjdn)
sjuowarnbar A101enSoy

2 2 - sydomau yunq puv diys.ioumo us12.10,]

2 2 - ouanyfur 211§

2 2 - Y18ua.1s [D1OUDULY

s A2 - 218 pUD UOUDLJUIIUOY)
wo)sAs Sunjueq 9y} Jo 2INIONNS
2 P + Qoudpuadop yueg

N s - S12)40UU NGN.:NBU pup ﬁQ.ﬁUNqua\ s.ojsoauy

2 2 + Surouvuif yunq Jo aouvioduf
103095 Sunjueq dy} jo souelrodury

SuruayeIp Suruay3uang Surudseapp Suruay3uang
S STER] YUY [EHONIATO)
Puuey)
ue)SpieJ Ul WdISAS Sunjueg snjejs J10j AOUBAI[IY Surpud yueg jo I0jeq

Adudjod uo ypedury

*("p "7 UONOAs 935) SYUBQ JTWE[S] YINOIY) [oUURYD Y} SUIYBIM J0JOB) AU} OS “IO[[BWIS YONUI ST dIBYS ) syueq
OTWIE[S] 10} SLAIAUM ‘S)Ueq 9SAY) YSNOoIy) [ouueyd SUIpud| o) Jueq SusySuamns I1 0s ‘uelsryed ul YSIy AIoA SI syUeq [BUOTIUSAUOD WOy Suroueury/Suimorioq ‘orduexa
10, "UB)STEd UI SYUBQ OIWE[S] PUE SYUBQ [BUONIUSAUOD AU} [10q JO Smyels 0] 10dsal [)im SI0Joe) 9SOU) JO 9OUBAJ[AI OUJ J)e)S SUWN[OD INOJ ISe[ YL, "oAnesou sI usis
Q) JI ps.4a4 2014 Pue ‘JouURYd SUIPUS[ JYueq Jo Aoudjod uo I0joey eyl Jo joedwr aanrsod e SI QIoy) Jey) SUBSW USIS SANISO] "UBISIE] UI SyUBq OIWE[S] PUE [EUOTIUSAUOD
Jo snye)s orj1oads oy 03 Joadsar Yy pue [exeudS ur Joedwr JIOY) JO UONOAIP dY) Pue [duueyd SUIpud| Jyueq oy} Jo Koudjod oY) duUMIIAP Jey) s10joey oy} sopiaoxd o[qes siy [,

[Puuey) SuIpud ] jjueg 3y} Jo LU0 Y} SUIUIULIINI( SI0Jde] S dqe],

6¥1 Syueq OIWE[S] PUB [BUONIUAUOD) YFNOIY], A0 ATEJOUOIA] JO UOISSIWSUBL], Y.L,



8c€l 0 $0'€ €c'l syueq 9 POXIW 29Ik ¢ PUE [RUOTJUSAUOD aInd ST | syung 28407
001 0 L6'LE 6181 syueq ¢ POXIW A1k ¢] pue [BUONUAAU0D aInd 916 G[ ‘ONWR[S[ I8 9  SYUDY JDULS
Jueq POXIW e ST yueq ay) J1 (d1eys J9sse £q) 00 pue
() U99M]2q SILIBA PUE ‘YuBq [BUOTIUSAUO0D o1nd  SE ST syueq
Y3 JI 0 = “Yurq JIUB[S] UB SB PIYISSBID ST JUBq Y3 JI 00[= STeyg dIwre[s|
I 0 9¢'0 ST'0 syueq 9 ISIMIAYIO () = “Yurg JNUB[S] UL SB PIYISSL]D SI JUrq oY) JI [= Jued dIe[s|
. . ASIMIAYIO () = ‘YUBQ [RUOTIUSAUOD E ST pue Y3Id
! 0 9¢0 sT0 syueq 9 "u[q 007 SUIPaaoX Sjosse [810) AFeI0AL Sey Jueq oy} JI [= Jueg oSre]
. . ASIMIAYIO () = ‘YUBQ [EUOIIUSAUOD B SI pUe
I 0 90 0L0 syueq 8¢ WM "UIq 00T MO[aq SI9sSe [e)0) 95eIoAL SeY Jueq o) JI [= JYueq [rewrs
uoneIAd(q
WNWIXe  WNWTUTA PIEPUEIS UBOA[ syueq Jo JoquinN uonIuIjo  SWEN d[qELIEA

"dsn 1 = Id 08 '9S/ renba suonealasqo 1oyrenb 1eak — yueq Jo Joquunu Y], “Juddied ur passaidxo are
SO[qeLIBA [V "SUOTIBTUNIS? d) Ul Pasn SI[qELILA [[e JO WNWIXLW PUL WNUTUIW ‘SUOT)EIASD PIEPUR)S ‘SUBIW ‘SUOTITUTIOP ) Sopraoid o[qe) Iy,

sansne)s aAndLosa( 19 dqeL

9 1ydey)

0c1



] i ] ) siaenb  (_, 7
00y gl el 611 INOJ ISB[ JO WNS ‘Xapur JuLIMOBNULL S[BIS-33Ie[ 3y} Ul dFuey)) WSV
¥
9¢e L 0¢- €Cl 0¢ XOpUI SULINIORINURW J[BIS-93.I8[ 9Y) UI 93ULY)) TWSTV
o=/
) . . . s1911enb (=3
§¢ vy 0c Ll INOJ ISB[ JO WNS ‘S)el [[Iq AINSLIL], IUOW 1Y} Ur dFUeY)) TV
¥
IS L0 L0 +0 el [[1q AINSBAIL], IUOW 321y} Ul dFuey)) =y
0 8% 0L 901 [Sy«4 syueq JIWe[S]
ssC 8s te vl Sjueg 8] S108SR [2101 01 $19sse pinbr -y
026 0¢ L91 191 syueq [[eWS
[y 0¢ 8Vl 091 syued [V
0'¢€9 Vel L 01 66 syued Srwe[s| 1=/
e Lol L'L '€ syueg o810 sienb gy yg, N
9'08C L'S6 08¢ S8l syuegq [[ewS INoj Ise[ JO wWns ‘suro] 10309s ayearid Jo Sof oy ur auey) v
9°08¢ L'S6- 0'9¢ 0T syued [V v
Cqal UL g€l 0F SyuBg oruels|
0'st 0L 901 st syueg S5
sueo[ 10309s ayearid jo 3of oy ur a3ue 8o
(Y'Y 9¢C (4! VLT syueq [[eWS ! Hed e 2 ("Dsorv
8ol LLS 9CI (4% syued [V
WnWIxep — WOWIUIA uoneiAq RS odK 1, yueg uonIuId(  SWRN J[qRLIBA
. ~% prepumg

5!

Syueq OIWE[S] PUB [BUONIUAUOD) YFNOIY], A0 ATEJOUOIA] JO UOISSIWSUBL], Y.L,



152 Chapter 6

The demand for loans (L‘l-i) which a bank faces is assumed to depend on the interest
rate on loans (17):

L = —pimi 2

Equation (2) can also apply to Islamic banks as Islamic banks indirectly use the
government Treasury bill rate as a bench mark for their products for financing (Source:
Handbook of Islamic Products, State Bank of Pakistan, 2009).”>

The supply of bank loans (L) depends on the amount of money (or deposits) available
and interest rate on loans. L} also depends (negatively) on the monetary policy rate
directly, as the same is considered to be the opportunity cost of bank loans on their assets
side as well as the cost of interbank financing on the liability side of the banks’ balance
sheet. The function remains the same as Islamic banks are expected to behave like the
conventional banks, i.e., there loans are positively related to the markup/profit rate and
negatively related to conventional policy rate:

L = wD; + @a1 — @3 (3)

It is also assumed that the impact of change of monetary policy through deposits is
lower, the higher the bank liquidity (x;) is:

Hi = o — HaX; )

In comparison with conventional banks, Islamic banks are more liquid because of the
limited financing avenues in the initial stage of their operations.

Inserting (1) and (2) into (3) we get:

L = (o — tax) (Y1 + X ) + @11 — @37 (3a)

Also from (2) we get r;:

—L
n= (p_ll (2a)

We substitute (2a) into (3a) to get:

L§ = (so — 1) (— ¢r+x)+"’2‘ — a7 (3b)

Since in equilibrium: L = L§ = L;, we replace the values accordingly and solve for
LiZ

Li
Li = (o — p1x;) (— ¢T+x)+"’2( ) _ o7 (3c)

L= —(koP+93) 1T+ @1 PXT—P1 1 XX+ P10 X (3d)
P1t+@2

% Tn our specifications and to control for demand-side effects, we also include the large-scale
manufacturing index as a proxy for GDP.
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Hence:

L; = constant + cyr + c1rx; + dx; Be)

Where ¢; = % is the coefficient on the interaction term of liquidity and the policy
1 2

rate, and it captures the banks’ response to a monetary shock depending upon their
liquidity position. A statistically significant and economically relevant c; implies that
monetary policy does affect the loan supply.96 The identification requires that the interest
rate sensitivity of loan demand observed by a bank is uncorrelated with its liquidity (x;),
i.e., ¢, is the same for all banks. However, in our robust estimation we control for the
demand side impact as well by including large-scale manufacturing index (LSM) and
interacting the same with liquidity. This is equivalent to allowing for different values of
¢ across various bank size and type with different liquidity. A priori, large banks are less
likely to react to a monetary impulse as these banks face less informational problems and
resultant market frictions. Therefore, due to easier access to capital market and the
issuance of wholesale deposits, large banks are /ess likely to cut their lending, irrespective
of their liquidity position. Similarly, Islamic banks will not be responsive to monetary
policy conditions because of: (i) the religiosity of their depositors, and (ii) their strong
liquidity position. For estimation, we introduce some dynamics in the final equation and
closely follow (Kashyap and Stein (2000 )). The methodology, in general, is based on an
assessment of the differences in the response of individual banks to a monetary policy
shock according to their liquidity positions.

In sum, we estimate the following Equation (5):

m m 3
Alog(Ly) = ¢; + Z ajAlog(Ly—j) + Z uj AR, + OT, + Z prQuartery,
j=1 j=0 k=1

m
+ Xiia|n+ ‘PjARt—j + &t

j=0
Where,

¢; = bank i specific fixed effect,”’

% We also replace the large bank dummy with ‘size’ (total assets) and interact it with liquidity and the
monetary policy measure, as robustness of the baseline specification (in which small and large bank
dummies are interacted with liquidity and the monetary policy measure). The premise is that large banks,
regardless of their liquidity position, can insulate themselves from a monetary shock through funding from
capital markets and issuance of wholesale deposits.

7 Our main results are unaffected if we exclude the set of bank fixed effects.
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Alog(Lit-;) = the quarterly change in the logarithm of the total amount of the loans
granted to the private sector by bank i in year: quarter #-j,

AR;_; = the quarterly change in the three-month Treasury bill rate in year: quarter #-j,

T;=time trend,

Quartery, = dummy for quarter k in year: quarter ¢, and

Xit—1 = liquid assets (i.e., cash and balances with the banks) over total assets of bank i
in year: quarter ¢.

m is set to equal four, i.e., one calendar year. This corresponds to the number of lags
used in other papers assessing the potency of the credit channel in other countries.

The cross-sectional and time-series derivatives of Equation (5) explain the

. . L dL;
correspondence we assess in the data. The cross-sectional derivative, ox i

, determines
it-1

the sensitivity of bank i’s lending to its liquidity position in the last quarter. The time-
. U 7 L . . .
series derivative, %, captures the sensitivity of lending of bank i to monetary impulses.
t
This derivative establishes the direct responsiveness of bank lending to monetary policy
on average, irrespective of individual bank characteristics.
We want to test how the sensitivity of bank lending to monetary policy of an
individual bank depends on its liquidity position which can be capture through second

OR:,0Xit—1’

cross partial derivative, ————
p ’ 0Xit—1,0R:

. Instead, the second cross partial derivative,

measures the sensitivity of bank credit to monetary policy and the hypothesis is that this
sensitivity is higher for banks with weak liquidity positions. Both these derivatives use
the cross-sectional and the time-series properties of the data.

The main hypothesis is that contractionary monetary policy affects the small illiquid
banks more than the liquid banks, as the latter can offset any decrease in deposits by
reducing their liquid assets. Consequently, our main coefficient of interest is the sum of
interaction terms of liquidity Xj.; with the monetary policy measure 4R,.;, i.e., 2@ The
correctness of the aforementioned hypothesis requires this coefficient to be positive and
statistically significant, i.e., lending by small liquid banks is less sensitive to a monetary

shock than lending by other small banks.”®

%Ly
0Xi¢t_10Ry 8Sizejp_q <0,
i.e., the impact that more liquid banks decrease their lending less than other banks decreases as the size of
the banks increases. This means that the liquidity constraint is not effective for the largest banks, as they

% For large banks the interaction term is equivalent to evaluating the hypothesis
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Equation (5) is first estimated for the entire banking sector to evaluate the potency of
the aggregate bank lending channel. Large banks are possibly less influenced than small
banks by monetary shocks because of their ability to raise funds from capital markets and
issue wholesale deposits, which — irrespective of their internal liquidity positions — would
make their lending less dependent on monetary policy shocks. Islamic banks may also be
less affected. Therefore, we also estimate Equation (5) including dummies both for large
banks and Islamic banks. Both dummies are interacted then with all coefficients, except
the trend, quarter, and province shares. We also replace the bank-specific effects with
these province shares which are constructed by calculating for each bank the relative
number of branches it has in each province.

In robustness, and to further control for the business cycle and loan demand, we also

include change in the large-scale manufacturing index (LSM). Equation (6) equals:

m m m
AlOg(Lit) =C; +Z ajAlog(Lit_j) + Z Hj ARL-_]' + ZHJLSMf—] + @Tt
j=1 j=0 j=0

3 m m
+ Z prQuartery, + X1 | n + Z @jAR;_j + Z ViLSM;_; |+ &;
k=1 j=0 j=0

6.5 Results

6.5.1 All Banks

Table 7 presents the results of the Preliminary regression, i.e., Equation (5), estimated
using the observations for all banks. The purpose is to assess the potency of the bank
lending channel for the overall banking sector. The table shows the sum of the estimated
coefficients. The coefficients for provinces, quarter dummies, individual liquidity and
time trend are not shown. All estimates are in percentage terms and we report (White
(1980 )) heteroscedasticity-consistent standard errors that are clustered at the year: quarter
level (we also check estimates when standard errors are clustered at the bank level but the
significance levels are mostly unaffected).The estimated coefficients confirm that the
bank lending channel is operational in Pakistan. The sum of the estimated coefficients on

the changes in the three-month Treasury bill rate equal -5.83%%% *°

can easily raise funds from capital markets and issue wholesale deposits. Therefore, these banks are more
likely to maintain their lending after a monetary shock, regardless of their liquidity positions.

* As in the Tables we star (the sum of) the estimated coefficients according to their significance levels.
*#%* Significant at 1%, ** significant at 5%, * significant at 10%.
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Hence, an increase in the interest rate by one percentage point decreases loan growth
by 5.83 percentage points.

To identify that this decrease in loan growth actually represents a contraction in the
supply of credit and not a reduction in the demand for credit, we interact the measure for
bank specific liquidity with the interest rate (as in (Kashyap and Stein (2000 ))).100 The
sum of the estimated coefficients on this interaction term equals 20.71%. Consequently,
banks with a higher level of liquidity contract lending less following a monetary shock
(we discuss the economic relevancy of similar estimates in the next table).A fixed effects
model may create a correlation between lagged dependent variable, AL;;_4 and the error
term, causing the ‘“Nickel bias” as described for example in (Verbeek (2008 )). However,
this bias is expected to be negligible if the time period is substantial ((Judson and Owen
(1999 ))). In our case it is 32 quarters, which is sufficiently large. Nevertheless, to ensure
the validity of our results we also estimate Equation (5) using a two-stage least square
method (first-stage GMM). Specifically, we employ in Model (2) the (Arellano and Bover
(1995 )) approach (with the second lag of the dependent variable in level as an
instrument; which is valid according to a (Sargan (1958 ))-test). There is only a very
small change in results.

To further check the robustness of these estimates we replace the three-month
Treasury bill rate with the KIBOR in Model (3) and the six-month Treasury bill (results
not shown). The sum of the estimated coefficients on the changes in the interest rates
equal -3.69%** and -5.12*%* respectively, while the sum of the estimated coefficients on
the interaction term with liquidity equal 20.71 and 15.42. Individual liquidity coefficients
are insignificant for all specifications.

To control better for regional effects Model (4) replaces the bank fixed effects with
bank province shares, i.e., for each bank the number of branches it has in each province
divided by the total number of branches it has. To control better for business cycle and

loan demand Model (5) includes the change in LSM. Estimates are mostly unaffected.

6.5.2 Large and Islamic Banks
We now assess the role played by large and small (conventional) banks, and Islamic

banks in the bank lending channel. We interact dummies for Large and Islamic banks

19 We also use liquid assets to deposits as a liquidity measure instead of liquid assets to total assets.
This measure incorporates the changes in the deposits as a result of monetary policy impulses. The new
estimates corroborate the earlier findings.
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with all independent variables (except with for the trend, season and province shares).
Table 8 exhibits the results for various specifications. Panel A provides the sum of the
estimated coefficients, while Panel B provides for the Baseline Model (1) the estimated
individual coefficients for the included lags (which are as in (Kashyap and Stein (2000 ))
broadly in line with the sums).

The Baseline Model (1) indicates especially the small banks make the bank lending
channel operational, a finding also present in (Kashyap and Stein (2000 )). An increase in
the three-month Treasury bill rate of one percentage point decreases the loan growth of
small banks by 7.17*** percentage points in a year. The sum of the estimated coefficients
on the interaction terms of liquidity and interest rates equal 25.06%*.

To assess if the estimated coefficients also have economically relevant implications,
we need to calculate the response in lending by similar sized banks, but with different
liquidity positions, to a monetary policy shock. Using the liquidity distribution of small
banks in 2010:1, we consider a bank at the 9" decile as a ‘liquid’ bank and at the 1* decile
as an ‘illiquid’ bank. The liquidity ratios according to this criterion are 24 and 5 percent,
respectively. Under this scenario, a one percentage point increase in the interest rate
reduces the lending by an illiquid bank 4.5 percentage points more than the lending by a
liquid bank over one year time period. This is calculated through multiplying >.¢ by
liquidity differential of the liquid and illiquid banks, i.e. 25.06 x (0.24 — 0.05).

The estimated results for the large banks are different. The sum of the estimated
coefficients on the change in interest rate is positive, i.e., 7.06*, but only marginally
significant. Hence, large banks are not sensitive to changes in monetary policy due to
their ability to fund their lending from the capital market (other than from demand
deposits). The sum of the interaction terms of liquidity and the interest rate is now
negative, as in (Kashyap and Stein (2000 )), but insignificant. Using the difference
between small banks and large banks coefficients there is 12.2 percent gap in the level of
lending across liquid and illiquid small banks one year after a monetary shock.

All in all, these findings are very similar to those in (Kashyap and Stein (1995)), ie.,
tight monetary policy decreases the loan growth of small banks but may actually increase
credit granted by large banks in the short run. (Romer and Romer (1990 )), (Bernanke and
Blinder (1992 )), and (Christiano, Eichenbaum and Evans (1996 )) also show that credit
reacts sluggishly or initially even expands following a monetary tightening. In Pakistan

this effect is also present due to the response of the large banks.
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Islamic banks are equivalent to small banks in terms of asset size and as Islamic banks
use the conventional interest rate as a key benchmark, one can expect that the bank
lending channel will also operate through Islamic banks. However, since Islamic banks
were expanding during the sample period, their deposit growth may have been less
affected by tight monetary policy. Also, their share of fixed deposits to total deposits is
higher than that of conventional banks. Using panel data of bank deposits across all
commercial banks in Pakistan, (Khan (2010 )) also found that Islamic banks enjoy
substantially higher deposit growth rates than other banks including the crises period of
2008. Moreover, the liquidity position of the Islamic bank makes them less susceptible to
a change in the interest rate.

The results indeed show that the loan growth of Islamic banks is not affected by
changes in the interest rate. The sum of the estimated coefficients equals, 2.05, positive
but not statistically significant. Similarly, the sum of the estimated coefficients on the
interaction terms of bank liquidity and changes in the interest rate equal -31.83, negative
and insignificant. In both cases Islamic banks are statistically different from small banks
with an estimated difference that equals 9.22* for the changes in the interest rate and
56.90*** for the interaction term, but similar to the large banks.

As before, and to check the robustness of these estimates, we use (Arellano and Bover
(1995)) in Model (2), replace the three-month Treasury bill rate with the KIBOR in
Model (3) and the six-month Treasury bill rate (results not shown), and introduce bank
province shares and the change in large-scale manufacturing in Models (4) and (5).
Results are mostly unaffected and show that even though Islamic banks are small (in
terms of asset size), their response in lending to a monetary policy shock is similar to that
of the large banks in the sample. We further test whether there is any significant
difference in lending response of banks to contractionary and expansionary monetary
policy. The unreported results show that the difference in banks’ lending response to both

phases of monetary policy is insignificant.

6.5.3 Robustness
Clienteles and their demand could still differ between bank types, i.e., small and large
conventional and Islamic, in a way that is not identifiable by the strategy in (Kashyap and
Stein (2000 )). In Table 9 we therefore “horserace” other bank characteristics capturing
specific clientele demand with bank type. In particular the following bank characteristics

are introduced “side-by-side” with bank type dummies in all relevant terms in the
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Baseline Model (i.e., Model (1) from Table 8): (1) Non-Performing Loans (non-
performing loans over total assets), (2) Non-Lending Business (non-lending based earning
assets over total earning assets), (3) Non-deposit Funding (funding by other than deposits
over total funding), (4) Lending Rate (interest income on loans granted to the private
sector over average loans granted to the private sector), (5) ROA (return on assets), and
(6) Fixed Assets (fixed assets over total assets). Results are mostly unaffected suggesting
that is bank type per se and not clientele and/or other bank characteristics that determine
our findings.

In addition to the 6 banks (out of 40) that are licensed by the Banking Policy and
Regulation Department of the State Bank of Pakistan as (Shariah-compliant) full-fledged
Islamic banks, 5 large and 8 small banks are licensed to operate Islamic branches as well
as conventional ones. These so-called “mixed” banks actually keep two separate balance
sheets for their conventional and Islamic branches respectively. In Table 10 we therefore
also study the impact through the Islamic Share (by assets) of the banks in Panel A and
through the Islamic branches of the large and small mixed banks (adding their
conventional branches to the set of small and large conventional banks) in Panel B. We
again turn to the Baseline Model (i.e., Model (1) from Table 8) augmented by the
respective additional variables.

In Table 10 Panel A the results confirm our findings so far. Indeed, take the interaction
terms of bank liquidity and changes in the interest rate for the pure conventional small
banks. The estimated coefficient equals 25.16%*. For the (pure) Islamic small banks the
estimated coefficient then equals: 25.16%* + (100 x -0.61***) =-35.84, which is not
different from the estimated coefficient for the pure conventional large banks which
equals -55.84%%%,

In Panel B the estimates on the coefficients for Islamic banks remain similar, even
though now the benchmark category is somewhat altered (i.e., it no longer comprises the
Islamic branches of the small mixed banks). The estimates on the coefficients of the
Islamic branches of large mixed banks and the Islamic branches of small mixed banks,
and their difference from the benchmark category of small conventional banks and
conventional branches of small mixed banks are also very interesting. The estimates
suggest a similar though more muted reaction from Islamic branches (of mixed banks)
than from Islamic banks, even though the estimates (and their differences from the

benchmark category) are not always statistically significant. There is one mixed bank that
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Table 10: Loan Growth, Across Bank Branch Type: Augmented Baseline

The table reports the sum of the estimated coefficients for a Baseline specification with
the dependent variable Alog(L;,) which is the quarterly change in the logarithm of the total
amount of the loans granted to the private sector by bank i in year: quarter t. The
independent variables are: Alog(L;.;) which are j lags of the dependent variable, AR, is
the quarterly change in the three-month Treasury bill rate in year: quarter #-j and Xj.; is
the liquid assets (i.e., cash and balances with the banks) over total assets of bank i in year:
quarter . In Panel A, we also perform an exercise where we use a continuous measure of
Islamic share. For pure Islamic banks the value ‘Islamic share’ is 100, for pure
conventional banks this is O and for mixed banks, the measure varies between 0 and 100.
In Panel B, we split the balance sheet of the 13 mixed banks, 5 of which are large and 8
are small, into their conventional and Islamic branches. The estimations therefore use 982
bank (branch type) — year: quarter observations. Standard errors are heteroscedasticity-
consistent and clustered at the year: quarter level. *** Significant at 1%, ** significant at

5%, * significant at 10%.

Panel A
(Sum of) Estimated Bank Type Augmented Baseline

Coefficients

Conventional Islamic share

4 Small Banks 0.36%** 0.003**%*
D alog(Lic-)
j=1 Large Banks -0.06%** -0.03
Difference from Small
Large Banks -0.42%%*
Conventional Banks
4 Small Banks -7 .23 %% 0.10%*
S ar,,
j=0 Large Banks 11.73%%* =17 42%%%
Difference from Small
Conventional Banks Large Banks 18.96%**
4 Small Banks 25.16%* -0.61%%*
Xig—1 * Z AR;_;
=0 Large Banks -55.84%#%* 113.60%**
Difference from Small

Conventional Banks Large Banks -81.00%*%*
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Panel B

(Sum of) Estimated

Coefficients

Bank Type

Augmented Baseline

Small Large

4
> tlog(L-)
=1

Conventional Banks and

Conventional Branches of Mixed Banks

Islamic Branches of Mixed Banks

0.35%** 0.08

-0.22 0.71%**

Islamic Banks 0.06
Difference from Small Conventional Banks and 008%*
Conventional Banks Conventional Branches of Mixed Banks '
and Conventional Islamic Branches of Mixed Banks -0.58%*** 0.36*
Branches of Small
Mixed Banks Islamic Banks -0.29%
Conventional Banks and )
-6.43%%* 3.40%*
Conventional Branches of Mixed Banks
4
. Islamic Branches of Mixed Banks -391 0.11
AR;_;
j=0 Islamic Banks 1.54
Difference from Small Conventional Banks and 0.83%#¥
Conventional Banks Conventional Branches of Mixed Banks
and Conventional Islamic Branches of Mixed Banks 2.52 6.54%*
Branches of Small
Mixed Banks Islamic Banks 7.96*
Conventional Banks and
24 .27* -18.34
Conventional Branches of Mixed Banks
4
Xiroq * Z AR,_; Islamic Branches of Mixed Banks 1.82 21.38
J=0 Islamic Banks -29.56
Difference from Small Conventional Banks and
. -42.61%*
Conventional Banks Conventional Branches of Mixed Banks
and Conventional
Branches of Mixed Banks -22.45 -2.89
Branches of Small
Mixed Banks Islamic Banks -53 .83%**

Quarter dummies,
Trend
Bank Fixed Effects

Yes

Yes
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172 Chapter 6

is public; it is also small. So in unreported regressions we further split the Islamic
branches of the small mixed banks into private and public but find no further differences.

Next we investigate the results for different levels of interest rates, i.e., to assess across
bank type the existence of any non-linearity in the impact of monetary conditions (e.g.,
(Thoma (1994 )), (Weise (1999 ))).

In Table 11 we show the estimates for the Baseline Model ((1) in Table 8) that also
includes dummies for high and low Treasury bill rates (above and below median). The
table reports the sum of the estimated coefficients from this one specification in the first
two adjacent columns while the third column reports the difference and its statistical
significance based on a Wald test of the High-Low=0 equality restriction. The estimates
suggest that there are statistically no differences in the reaction to monetary conditions for
small banks between periods with high and low Treasury bill rates. However, the
differential impact of liquidity is stronger for these banks during the time of low interest
rates than in the period of high interest rates. The potential explanation for this difference
is that when the interest rates are low, the changes (increase) in interest rates are more
consistent and higher than when interest rates are high. Also, reactions of the large
Islamic banks, in times of low interest rates are stronger than when interest rates are high.

Finally, we investigate the impact of monetary conditions on the interest rate charged
by banks (lending rate). We calculate the lending rate as the interest income on loans
granted to the private sector over average loans granted to the private sector. In Table 12
we introduce (the quarterly change of) this new dependent variable in the Baseline Model
(i.e., Model (1) from Table 8). Recall that in principle Islamic banks do not charge any
interest, so for these banks the interest income is a mark-up which has to be calculated on
the basis of all outstanding contracts (that may often have equity-like features). Despite
the difficulties of the comparison involved the estimates (though not always statistically

significant) are consistent with those on the quantity side.

6.6 Conclusion

The fast growth of Islamic banking and finance across the world raises an important
question to academics and policy makers alike: will the transmission of monetary policy
through the bank lending channel be altered when the Islamic segment of the banking
sector becomes significantly larger. The bank lending channel importantly depends on the
ability of the central bank to affect bank loan supply. For that it matters whether banks

can or not attract (time) deposits perfectly elastically at interest rates outside the control
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of the central bank and whether they consider the loans granted and securities held in
portfolio as perfect substitutes.

Islamic banks may, on the one hand, be unable or unwilling to issue wholesale time
deposits at a fixed rate and may not consider their Islamic loans substitutable for any of
the securities they would alternatively hold in their portfolio. This may make the
transmission of monetary policy shocks through the Islamic segment of the banking
sector more potent. On the other hand, Islamic banks singularly attract deposits and lend
under interest-free arrangements, likely entered for religious reasons by depositors and
borrowers ((Khan and Khanna (2012 )); (Baele, Farooq and Ongena (2012 ))). These
contractual and motivational features on both their liability and asset sides may allow
Islamic banks to shield themselves from monetary policy shocks. Thus in the end whether
Islamic banks transmit monetary policy differently than conventional banks is an
empirical question, which we address in this paper.

We investigate the differences in banks’ responses to monetary policy shocks across
bank size, liquidity, and type, i.e., conventional versus Islamic, in Pakistan between
2002:1I to 2010:1. We find that following a monetary contraction, small banks with liquid
balance sheets cut their lending less than other small banks. In contrast large banks
maintain their lending irrespective of their liquidity positions. Islamic banks, though
similar in size to small banks, respond to monetary policy shocks like large banks. Hence
the credit channel of monetary policy is likely to weaken when Islamic banking grows in
relative importance assuming of course that the characteristics of Islamic banks will not

change as the sector grows larger.






7 Conclusion

The impressive performance of Islamic banking and finance (IBF) during last several
years and during the financial crisis 2007-09 especially, IBF received great attention
worldwide. Especial studies have been conducted not only at academic institutes such as
Harvard University and London School of Economics but also at global and regional
financial institutes like IMF, World Bank, BIS and ECB. Recently, ECB, coordinated a
research on “Islamic finance in Europe” to analyze the prospects of IBF in European
countries.'"’

This thesis has studied basic features of IBF and its implications at micro and macro
level using theoretical and empirical analysis. The aim of the thesis has been to analyze
the theoretical foundations of this growing financial sector and to study the structure of
the Islamic banks in practice in comparison to the conventional financial system. Also,
the objective of the study has been to review the critical issues in IBF, and the gaps
between principles and practice of IBF that could harm the reputation of the industry.
Through application of bank-time fixed effects the thesis has contributed to fill the gap in
contemporary research on IBF and investigated whether Islamic banking institutions are
different from conventional ones in terms of structure, efficiency, stability and asset
quality. Lastly, the dissertation has examined, at macro level, how monetary policy is
transmitted through Islamic banks and conventional banks.

Chapter 2 has reviewed the academic and historical foundations of IBF, its main
characteristics, and the contemporary structure of Islamic banks adopted in different
countries. Although equity financing is considered ideal according to principles of IBF,
due to agency problem, however, Islamic banks prefer trade and leasing based modes of
financing which are backed by some real assets. The study has shown that the most
important issues to be addressed in IBF pertain to liquidity management and lack of
interest-free monetary policy instruments. Inadequate sukuk (Islamic securities) issuance
and absence of standing credit facility in many states are impeding the development of
efficient money markets and monetary transmission. Standardization of products,
differences in accounting treatment of various products, issues in minimum capital

requirement, difference in shariah ruling in various regions and regulatory issues must be

%' have also contributed in this paper. The study is available on ECB website in the following link
http://www .ecb.europa.eu/pub/pdf/scpops/ecbocp146.pdf. The study include six chapters.
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resolved for the future expansion of the Islamic banking. The chapter has served as a
preamble to the succeeding chapters.

IBF mainly emerged because of negative screening based on religious principles which
exclude interest-based transactions, gambling, short selling, sale of debt and excessive
uncertainty in contracts. It is, therefore, expected that IBF would have a unique financial
structure. Chapter 3, therefore, has tested this hypothesis empirically using the quarterly
data of conventional and Islamic banks in Pakistan during 2002:1I to 2010:1. The results
show that Islamic banking institutions (IBIs), that comprise full-fledged Islamic Banks
(IBs) and Islamic banking branches (IBBs) of mixed banks, depends less on non-deposit
funding which implies that they are more engaged in core banking business. However,
their asset portfolio reveals that they have lower loans to total asset ratio than that of
Conventional banking institutions (CBIs) that included exclusive conventional banks
(CBs) and conventional banking branches (CBBs) of mixed banks. This outcome
indicates that IBIs are less involved in financial intermediation than their conventional
counterparts. On the other hand, IBIs are less cost efficient than CBIs. However, with
increase in their size the differences between IBIs and CBIs in terms of cost efficiency
and business structure decline. Analysis on disaggregate level of IBIs, show that both IBs
and IBBs of mixed banks with both Islamic and conventional operations rely less on non-
deposit funding, have less loans to assets ratio, and are less efficient. However, as 1BIs
become larger their cost efficiency level also improves and the difference between IBIs,
and CBIs fades away. Similarly, with the increase in size IBs rely more on non-deposit
funding and are engaged less financing activities. But IBBs rely more on non-deposit
funding and financing activities as they grow bigger. The model with bank-time fixed
effects show that Islamic windows of both large and small mixed banks depend less on
fee based income. Moreover, contrary to Islamic windows of large mixed banks, Islamic
windows of small mixed banks are more involved in financial intermediation shown by
their higher loans to assets ratio. However, Islamic windows of both small and large of
mixed banks are less efficient than CBBs as their cost indicators are higher than those of
CBBs.

After the current financial crisis, there has been a renewed discussion about the
potential contribution that ethical based IBF can make in stabilizing the global financial
system. The proponents of IBF argue that financial intermediation based on Islamic
principles would provide better asset quality and greater stability in domestic economy,

financial markets and even in international economy. Chapter 4 tests this conjecture
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empirically using the data of traditional and Islamic banks in Pakistan during 2002:1I to
2010:1. Our results indicate that full-fledged IBs have higher stability index and thus are
more stable than CBIs. Also, these banks are better capitalized than their conventional
counterparts. Moreover, full-fledged IBs also have less volatility in return on their assets,
have lower non-performing loans (NPLs) and, therefore, lower loan loss provisioning.
Similarly, IBBs of mixed banks, with both conventional and Islamic windows, have better
asset quality as they have lower NPLs and loan loss provisioning than that of CBIs. The
model with bank-time fixed effects show that Islamic windows of small mixed banks are
better capitalized and higher return on assets. However, due to higher volatility in returns
of their assets, their stability index is lower than that of CBBs of mixed banks.
Conversely, NPLs and thus loan loss provisioning by IBBs of both small and large mixed
banks is lower in comparison to conventional banking branches of mixed banks. This
shows that Islamic windows of mixed banks have better asset quality than their
conventional windows.

Chapter 5 has examined recent defaults Islamic capital market due to the gaps between
the principles of IBF and practice of the market players. The chapter is essentially case
studies of four major sukuk (Islamic bonds) defaults that occurred in recent past around
the same time when global economy experienced financial crisis 2007-09. Sukuk are
presented as an alternative to the interest based conventional bonds with a view that these
are asset-backed securities, free of interest and are more transparent. However, while
structuring most of the sukuk, several clauses were put in the offering circulars which
made them equal to conventional bonds. For example, (i) undertaking by the
originator/obligor to repurchase the sukuk at face value on maturity of the sukuk (iii)
offering a fixed return to musharakah (joint venture) sukuk and (iii) credit enhancement
through some promissory notes or guarantees for the principle amount in equity-based
sukuk by the originators or third parties. Further, most of the sukuk did not transfer the
underlying assets to the sukuk holders, and thus violated a basic condition for sukuk to be
valid according to Islamic shariah (Islamic law). So, in the event of default, sukuk holders
have no recourse to any asset, as effectively there were no underlying assets in their
ownership. The paper concludes that the default of the sukuk occurs mostly because of
incorporating the features of conventional bonds in sukuk, the imprudent business
practices, forgeries in the originating companies and week financial positions of
originator, i.e. liquidity mismatch and high leverage. However, even in a purely shariah

compliant ijarah (leasing) sukuk the defaults cannot be ruled out as the bad market
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conditions can also affect the financial position of the originators and render them unable
to pay the rentals and honor their commitments regarding repurchase undertaking of
sukuk.

Lastly, Chapter 6 has checked the implications of the Islamic banking at macro level.
The chapter has addressed the question if Islamic banks transmit the monetary policy
shocks differently from conventional banks in an economy where both types of banks co-
exist under conventional monetary policy regime. The bank lending channel essentially
depends on the ability of the central bank to affect bank loan supply. For that it matters
whether banks can or not attract time deposits perfectly elastically at interest rates outside
the control of the Central Bank and whether they consider the loans granted and securities
held in portfolio as perfect substitutes. It is also a requisite for this channel that firms are
mainly bank dependent and cannot substitute bank lending through issuing bonds. Islamic
banks may, on the one hand, be unable or unwilling to issue wholesale time deposits at a
fixed rate and may not consider their Islamic loans substitutable for any of the securities
they would alternatively hold in their portfolio. This may make Islamic banks to transmit
monetary policy shocks more strongly. On the other hand, Islamic banks that uniquely
attract deposits and lend under interest-free arrangements, are likely to be approached by
depositors and borrowers for religious incentives. These contractual and motivational
features on both their liability and asset sides may allow Islamic banks to protect
themselves from monetary policy shocks. Consequently, whether the transmission of
monetary policy through the bank lending channel would change when the Islamic banks
also have some market share in the economy is an empirical question. Thus the aim
chapter 6 has been to is to investigate the differences in banks’ responses to monetary
policy shocks across bank size, liquidity, and type, i.e., conventional versus Islamic, in
Pakistan between 2002:II to 2010:I. The results show that following a monetary
contraction, small banks with liquid balance sheets cut their lending less than other small
banks. In contrast large banks maintain their lending irrespective of their liquidity
positions. Islamic banks, though similar in size to small banks, respond to monetary
policy shocks as large banks. Hence ceteris paribus the credit channel of monetary policy
may weaken when Islamic banking grows in relative importance.

The thesis concludes that the implications of introducing IBF principles in
conventional financial system would bring positive changes in terms of structure of the
banks and capital market, stability in financial system and overall economy. Also,

monetary policy transmission through bank lending channel may be different in IBF from
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conventional banking sector. Last but not least, allowing IBF to co-exist with the
conventional system would result in financial inclusion of the segment of the society that
does not channel their investment through interest-based banking system.

More research is needed in this field. Regulatory framework of IBF needs to be more
standardized across all the jurisdictions. In this regard, to avoid conflict of interest some
check and balance has to be put in place for the role of shariah scholars. At macro level a
general equilibrium model should be developed based on the principles of IBF to gauge
the implications of these doctrines on macro variables of an economy.

In near future, I would work on liquidity crisis and lending behavior of Conventional
vs. Islamic banks, a study sponsored by IMF. Further, I am intending to work on
analyzing the value of saving and investment deposits of Islamic banks relative to their
assets’ value of the Islamic banks, and impact of tight monetary policy on sectoral

financing by the Islamic banks.






Samenvatting (Summary in Dutch)

Vanwege de indrukwekkende prestaties van islamitisch bankieren en financieren (IBF)
gedurende de laatste jaren en met name tijdens de financiéle crisis 2007-2009, kreeg IBF
wereldwijd veel aandacht. Speciale studies zijn uitgevoerd, niet alleen op academische
instituten zoals Harvard University en London School of Economics, maar ook op
mondiale en regionale financiéle instellingen zoals het IMF, de Wereldbank, BIS en ECB.
De ECB heeft recentelijk een onderzoek gecoordineerd over ‘islamitisch financieren in
Europa’ met als doel de vooruitzichten van IBF te analyseren in de Europese landen. 102

Dit proefschrift bestudeert de basisfuncties van IBF en de gevolgen op micro-en
macroniveau met behulp van een theoretische en empirische analyse. Hoofdstuk 2
beschrijft de academische en historische fundamenten van IBF, de belangrijkste
kenmerken, en de hedendaagse structuur van het islamitische bankwezen in verschillende
landen. Ook al wordt financiering met eigen vermogen als ideaal beschouwt volgens de
principes van het IBF, vanwege het principaal-agentprobleem geven islamitische banken
de voorkeur aan handel en vormen van financiering gebaseerd op verhuur die worden
ondersteund door re€le activa. Het onderzoek heeft aangetoond dat de belangrijkste
kwesties in het IBF betrekking hebben tot liquiditeitsbeheer en gebrek aan rentevrije
monetaire-beleidsinstrumenten.  De ontwikkeling van efficiénte geldmarkten en
monetaire transmissie wordt belemmerd door inadequate sukuk (islamitische obligaties)
uitgifte en het ontbreken van permanente kredietfaciliteiten in vele vormen. Diverse
kwesties moeten worden opgelost voor de toekomstige uitbreiding van het islamitische
bankwezen: standaardisatie van producten, de verschillen in het boekhouden van
producten, problemen in minimumkapitaalvoorschriften, verschil in shariah uitspraak in
verschillende regio's en problemen omtrent regelgeving. Dit hoofdstuk fungeert als een
inleiding van het proefschrift.

IBF is hoofdzakelijk ontstaan als gevolg van negatieve controle gebaseerd op
religieuze principes, die op rente gebaseerde transacties, gokken, short selling, verkoop
van schulden en overmatige onzekerheid in contracten uitsluiten. Er wordt daarom
verwacht dat IBF een unieke financiéle structuur zou hebben. Hoofdstuk 3 heeft deze

hypothese empirisch getest met behulp van de kwartaalgegevens van conventionele en

192 Auteur heeft ook een bijdrage geleverd aan dit onderzoek, welke beschikbaar is op de ECB website

achter de volgende link: http://www.ecb.europa.eu/pub/pdf/scpops/ecbocp146.pdf. Deze studie bevat zes
hoofdstukken.
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islamitische banken in Pakistan van 2002:1I tot en met 2010:1. De resultaten tonen aan dat
islamitische ~ bankinstellingen  (IBI’s) minder afhankelijk zijn van non-
depositofinanciering, wat impliceert dat ze meer verbonden zijn met de kern van
bankwezen. Echter, uit hun activa portefeuille blijkt dat zij lagere ratio’s van leningen ten
opzichte van de totale activa hebben dan conventionele bankinstellingen (CBI’s). Dit
resultaat geeft aan dat IBI’s minder betrokken zijn bij de financiéle bemiddeling dan hun
conventionele tegenhangers. Aan de andere kant, IBI’s zijn minder kosteneffectief dan
CBI’s. De verschillen tussen IBI’s en CBI’s qua kostenefficiéntie dalen naar mate de
omvang toeneemt. Het model met ‘bank-time fixed effects’ laat zien dat islamitische
branches van zowel grote als kleine gemengde banken minder afhankelijk zijn van
inkomen op basis van vergoeding. Bovendien, in tegenstelling tot de islamitische
branches van grote gemengde banken, zijn de islamitische branches van kleine gemengde
banken meer betrokken bij financiéle bemiddeling, zoals aangetoond door hun hogere
ratio’s van leningen ten opzichte van activa. Alhoewel, islamitische branches van zowel
kleine als grote gemengde banken zijn minder efficiént dan de conventionele branches
van de gemengde bankinstellingen (CBB's), aangezien hun kostprijsindicatoren hoger
zijn. .

De voorstanders van de IBF betogen dat de financi€le bemiddeling gebaseerd op
islamitische principes zou zorgen voor een betere kwaliteit van de activa en een grotere
stabiliteit in de binnenlandse economie, financi€éle markten en zelfs in de internationale
economie. Hoofdstuk 4 test dit vermoeden empirisch met behulp van de gegevens van
traditionele en islamitische banken in Pakistan van 2002:II tot en met 2010:I. Onze
resultaten geven aan dat volwaardige islamitische bankinstellingen (IB’s) een hogere
stabiliteitsindex hebben en dus stabieler zijn dan CBI’s. Ook zijn deze banken beter
gekapitaliseerd dan hun conventionele tegenhangers. Bovendien, volwaardige IB's
hebben minder volatiliteit in het rendement op hun vermogen, lagere non-performing
loans (NPL's) en daarom lagere kredietvoorzieningen. Evenzo hebben islamitische
branches van gemengde banken (IBB’s), derhalve banken met zowel conventionele als
islamitische branches, een betere kwaliteit van activa, aangezien ze lagere NPL's en
kredietvoorzieningen hebben dan CBI’s. Het model met ‘bank-time fixed effects’ laat
zien dat islamitische branches van kleine gemengde banken beter gekapitaliseerd zijn en
hogere rendementen op activa hebben. Echter, als gevolg van hogere volatiliteit in het
rendement van hun activa is hun stabiliteitsindex lager dan CBB's van gemengde banken.

Omgekeerd, NPL's en dus kredietvoorzieningen door IBB’s van zowel kleine als grote



Samenvatting (Summary in Dutch) 183

gemengde banken zijn lager in vergelijking met de conventionele takken van gemengde
banken. Dit toont aan dat de islamitische branches van de gemengde banken een betere
kwaliteit van activa hebben dan de conventionele branches.

Hoofdstuk 5 onderzoekt recente wanbetalingen van de islamitische kapitaalmarkt als
gevolg van de kloof tussen de principes van het IBF en de praktijk van de marktspelers.
Het hoofdstuk bestaat in wezen uit casestudies van vier grote sukuk wanbetalingen, die
zich in het recente verleden plaatsvonden, rond de tijd dat de wereldeconomie in de
financi€le crisis 2007-09 was. Sukuks worden gepresenteerd als een alternatief voor
traditionele obligaties die op rente zijn gebaseerd met het doel dat deze zijn gedekt door
activa, renteloos zijn en transparanter. Echter, tijdens het structureren van de meeste
sukuk, zijn verscheidene clausules in gang gezet, waardoor ze gelijk werden aan
conventionele obligaties. Bijvoorbeeld, (i) het trachten om de sukuk terug te kopen tegen
de nominale waarde op de vervaldag van de sukuk door de opdrachtgever/debiteur (ii) het
aanbieden van een vast rendement op musharakah (gezamenlijke onderneming) sukuk en
(iii) kredietstimulering door promessen of garanties van de opdrachtgevers of van derden
voor het grondbedrag in sukuk, gebaseerd op aandelen. Verder hebben de meeste sukuks
geen onderliggende activa overgedragen aan de sukukhouders en is er dus niet voldaan
aan een fundamentele voorwaarde om geldig te zijn als sukuk, volgens de sharia
(islamitische wet). Dus in het geval van een wanbetaling kunnen sukukhouders zich niet
beroepen op activa, aangezien ze effectief geen onderliggende activa in hun bezit hebben.
Het onderzoek concludeert dat een sukukwanbetaling meestal plaatsvindt vanwege de
integratie van functies van conventionele obligaties in sukuk, de onvoorzichtige zakelijke
praktijken, vervalsingen in de oorsprong van bedrijven en de zwakke financiéle posities
van opdrachtgevers, dat wil zeggen een liquiditeitsmismatch en een hoog hefboomeffect.

Tot slot heeft Hoofdstuk 6 de gevolgen van het islamitisch bankieren op macroniveau
gecontroleerd. Het hoofdstuk is ingegaan op de vraag of islamitische banken schokken in
het monetaire beleid anders sturen dan conventionele banken in een economie waar beide
soorten banken naast elkaar bestaan onder het conventionele monetaire regime. Enerzijds
zouden Islamitische banken mogelijk niet in staat zijn of niet bereid zijn om grootschalige
termijndeposito's tegen een vaste rente uit te geven en zouden hun islamitische leningen
niet als vervangbaar beschouwd kunnen worden voor alternatieve obligaties die in hun
portfolio worden gehouden. Dit kan ervoor zorgen dat islamitische banken monetaire
beleidsschokken sterker overbrengen. Anderzijds worden islamitische banken

waarschijnlijk door spaarders en leners benaderd vanwege religieuze prikkels, aangezien
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de unieke deposito’s en rentevrije leningen worden aangeboden. Deze contractuele en
motiverende eigenschappen aan zowel de passiva als de activa kant zorgen ervoor dat
islamitische banken zichzelf beschermen tegen monetaire beleidsschokken. Bijgevolg, of
de transmissie van het monetaire beleid door het bankleenkanaal zou veranderen wanneer
de islamitische banken ook een marktaandeel in de economie hebben, is een empirische
vraag die we hebben onderzocht voor grootte, liquiditeit en type (conventioneel versus
islamitisch) van banken in Pakistan van 2002:1I tot en met 2010:1. De resultaten tonen aan
dat kleine banken met een liquide balans minder leningen stopzetten dan andere kleine
banken bij het naleven van een monetaire verbintenis. Grote banken, daarentegen,
behouden hun kredietverlening ongeacht hun liquiditeitspositie. Islamitische banken,
hoewel vergelijkbaar in grootte met kleine banken, reageren op het monetaire
beleidsschokken zoals grote banken dat doen. Vandaar dat, ceteris paribus, het
kredietkanaal van het monetaire beleid kan verzwakken wanneer het belang van het
islamitische bankwezen relatief groeit.

Het proefschrift concludeert dat de gevolgen van de invoering van IBF principes in het
conventionele financi€le systeem positieve veranderingen zou brengen in de structuur van
de banken en de kapitaalmarkt, de stabiliteit in het financi€le stelsel en in de economie als
geheel. Ook kan de monetaire-beleidstransmissie via het bankleenkanaal anders zijn in
het IBF dan in de conventionele banksector. Ten slotte, als het IBF naast het
conventionele systeem bestaat, zal dit leiden tot financiéle incorporatie van het
samenlevingssegment dat investeringen niet kanaliseert via het op rente-gebaseerde

bankwezen.
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