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Abstract

This diploma thesis is focused on comparison batweaventional (interest based)
and Islamic (profit-loss sharing based) bankingtesys. | examine historical and
institutional development of the Islamic bankingctee, from its very beginning up till
today. | am paying great attention to developmdrthe institutions related to stability of
banking system, mostly regulative ones and | fazuthe impact of these regulations on the
Islamic banking system in period of subprime magtgarisis. Main questions of the thesis
are; how differences between both banking systerflaence their performance during
financial crisis and what factors are the most irtgod ones in this divergence. Main
hypotheses stand as follow: Performed Islamic banlsiector better during period of the
financial crisis and if, then why? | verify this pgthesis both theoretically and empirically. |
study above mention problem from postmodern clifpant of view based on economic
history methodology.
Abstrakt

Tato diplomova prace se z&fuje na srovnani konveéniho (na uroku zaloZzeného) a
islamskeho (na sdileni ziska ztrat zaloZzeného) bankovniho systému. Ve sve&i pra
zkoumam historicky a institucionalni vyvoj islambkébankovnictvi od jeho prvopatka
az po sotasnost. ¥nuji pozornost pedevsim vyvoji instituci spojenych se stabilitou
bankovniho systémuievazrie pak regulativnich a sodstlim se na dopadahto regulaci
na islamsky bankovni systém v obdobi figr@inkrize zgisobené paddnymi hypotékami.
Hlavni otazky prace jsou; jak rozdily meziéoia bankovnimi systémy ovhwiji jejich
vykonnost Bhem finani krize a které faktory v tomto procesu hraji &&v roli. Hlavni
hypotéza prace je: Vedl si sektor islamského banibvi bkéhem obdobi finagni krize 1épe,
a pokud ano tak p¥@ Tuto hypotézu testuji jak teoreticky tak empiyck problému
pristupuji kriticky z postmoderniho Uhlu pohledu Zs@aému na metodologii hospdsléych
dgjin.
Kli ¢ova slova
Islamské bankovnictvi, urok, finani krize, sdileni ziska ztrat
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Introduction

My goal with this project is to research the Islabanking industry. It is an opinion
of the author, that such a vast topic cannot beeraul/ with a simple dissertation work,
because an extent is too small. Therefore onlyiqudat issue will be taken into account.
The western banking sector plays an irreplaceai¥ein our society. The banking services
play an important part in our daily life situatioMge can hardly imagine any other mean of
financial intermediation. It is also to assume tmast societies all around the world share
the same perception, and that such opinion is md¢ common in the western one.
Therefore Islamic society is not an exception. Dhaking system is considered necessary
to support commerce, capitalism and prosperityhef whole society. Therefore making
research about banking system is the most suitaldepport these aims is very important.
Generally, Islamic issues are current trend inndifie literature. With the increase of
importance of the oil industry over last five deesgld Arabic (and subsequently Islamic)
world has moved into center of interest. Durings thhift, Islamic banking did not stand
aside. Alternative and apparently viable systerbastking has to be examined in detail in
order to assess its possible application not anthe Islamic world, but globally. In the last
two decades, western world underwent several perdadecession followed by turmoil in
financial markets. These mostly hit in the bankssgtor. Especially one the last ones, so
called “subprime mortgage crisis” hit some of thggest players in the western banking

sector pretty hard.

My goal with this dissertation is to provide a r@sd on the Islamic banking sector
during particular crises. If there is an evidenoebé found, that Islamic banking is more
stable and outperforms a western banking systeenrethsons behind has to be found. So,

the thesis of the dissertation goes as follows:

Target of this work is to characterize the histafiand institutional development of
Islamic banking and to prove its better performadceing subprime mortgage crisis. It is
necessary to discover key breaking-points in susVeldpment and to find reasons why
Islamic banking developed as a synthesis of westemmercial banking and Islamic
culture (especially Shariah law), further to anayzurrent system of Islamic banking,

especially to find and define stabilizing factordamo determine its significance for

! Hassan, Lewis (2007) p.12



performance of Islamic banking in comparison to terescommercial banking as we know
it.

There are many work problems regarding main thegich has to be answered in
order to prove or disprove it. What is the Islamé@nking? When was the first Islamic bank
started? What are the basic principles? What westgutional grounds for Islamic banking?
Which institutions played most important role iraping it? What is the role of the Sharia
Law? What is the role of Islam as the religion auibsequently the Holy Quran in the
Islamic finance? Do religious elements make thetesysmore stable? What were the
incentives behind establishing Islamic banks? Wigyd were no Islamic banks prior to the
60s? What caused a rapid boom in the last fourdds@aWhich products are provided by
Islamic banking? Are they similar or different t@stern ones? What aspects of the sector
make it more stable? Do Islamic banks perform bdtézause they are better in terms of

efficiency or because of religiously based prineggihey apply?

Given quite a short history of Islamic banking secthe author decided to compare
the performance of banking systems during the lsigdately crisis — 2007 subprime
mortgage crisfs It will be proven that the Islamic finance indysaind subsequently its
banking part showed surprising resilience to ficstnd effectd of the crisis. Islamic
banking did not experience a series of bank ruaskiupts or governmental bail-outs as we
saw them in the USA and in Europe lately. Thisstesice of Islamic banks comes from
basic principles implemented into Islamic bankingprefit-loss sharing, prohibition of
interest and emphasis on the real economy. Appicaif this principle protected Islamic
financial sector from excessive lending, debt tigdand other practices which stood behind

the subprime mortgage crisis.

The work will be divided into four major parts. the first chapter, methodology,
current state of research and sources are discuSmetial attention is paid to the
methodology of Islamic economy, which creates aaten framework in which | will
operate in the course of research. Current statesafarch of Islamic finance is somewhat
problematic and sometimes contradictory. Theseesswill be further elaborated in the

section called Evaluation of sources. In the secohdpter, historical and institutional

? Hassan, Driddi (2010)

* We will divide effects of the crises into two rounds further on. First round effects are effects related to initial
downturns in financial sector, second round effects are related to real economy downturns which followed
problems in financial sector.



development of the Islamic banking will be examin@tiere are over 14 centurfesf
Islamic culture and some of the traditions regagdmsiness and banking matters could be
traced back to the very beginning. Especially siugiythe Holy Quran and hadithss
needed. We can divide the history of Islamic bagkimo three sub-chapters. In the pre-
colonial era, the basic institutional framework asfcient Islamic modes of trade will be
discussed in connection with present practice. 3d¢wond sub-chapter will cover probably
the most important era of development - after tteo®d World Watand this period will be
examined more thoroughly. Especially dissolutiontted colonial powers and creation of
new Islamic countries played a significant partthe later creation of Islamic banking.
Special attention will be paid to the very begirmnof the modern Islamic financial sector,
starting in the 60s and further on. In the third-shapter, we will discuss the very first
projects of the Islamic banking. They shaped the faf the whole industry and set up
several guidelines followed till today. In this et basic principles of the Islamic banking

were implemented on real financial institutions.

Third chapter will deal with the current statetloé Islamic finance industry. We will
discuss its global division, then its product diffietiation. We will pay attention to banking
sector mostly, but to provide a complete previewistdmic finance industry, insurance,
bonds and investment funds will be shortly discdsse well. Islamic banking is the main
interest of ours, so there it will be broadly exaed in the sub-chapter. We will describe the
basic principles of Islamic banking and assess twdmrespect to global financial markets.
Special attention will be paid to Islamic Moral eaomy — utopian system which creates a
theoretical base for Islamic economy. There willfin¢her research on products of Islamic
banking with respect to their importance for thelustry. In the final subchapter a
comparison of ideal versus real Islamic banking Wwé compiled, showing that reality

differs significantly from its theoretical framewaor

The fourth and the last chapter will consist oEamparison of the conventional
(interest based) and Islamic (non-interest) banlsegtor. There are two complete and
complex systems, based on different grounds, egogquite a performance in times of an
economic upswing. What differs both, is the perfance during turmoil in financial

markets and that's where, given the first-look ewick, Islamic banking highly overcomes

* Ahmed (2002)
> Prophetic narrations
® slahi (2008)



western banking. The major crisis will be takeroitihe account sub-prime mortgage US
crisis starting 2007. It hit global markets hardhefie is a lot of scientific evidence about
how hard hit these crisis western banks, but furbreader comparison with the Islamic
banking is missing. Therefore performance comparisdh Islamic banking during these

periods will be compiled in the last part.

1. Methodology

The Islamic banking is from a historical point aéw quite a new phenomenon. We
can date first theoretical works to fifties andaééishment of first true Islamic banks to the
beginning of the sixties. Therefore we can talkuliive or six decades of the history at the
best. If we considered the fact that conventioralking has over six hundred years of
history (starting in the 1% century North ltaly), there is definitely a lag the Islamic
banking methodology. Surely a couple of hundreds/edresearch are missing in the case
of Islamic economy and subsequently banking infigsld of methodological development.
In the last few years, we can observe an efforfoofmost economic experts (not only
Muslim ones) to conduct a research in the fieldnethodology connected to Islamic
economy. As long as there are significant sociatucal, religious and political differences
in the Islamic world, this task is not easy to céetgp and it is an opinion of the author, that
it will take probably more than a decade to reaome consensus on methodological
approach in this field of study. | would like torswp some of the most important ideas

made so far and add some of my own opinions albeutnethodology as well.

| would like to mention some of academicians whe active in the field of Islamic
economic methodology and from whose works | deritledmost. Mohamed Aslaf Haneef,
professor at the Department of Economics at therational Islamic University, Malaysia,
conduct an excellent research on the current tgyotd method in Islamic economy and
proposed several possible ways forwarMuhammad Yusuf Saleem, from Islamic
University of Malaysia, pointed at an inseparalelationship between Islamic economy and
Islamic jurisprudence. His work on the methodologyhe Figlf and its adoption by Islamic
economy provides a different viewpoint on the isS@ne of the most respected writers in

the field is Waleed Addas, Chief of programs andtfplio monitoring in the Islamic

’ Haneef, Furgani, (2011)

¥ Islamic jurisprudence — an expansion of the Quran, supplemented by tradition or interpretation of Islamic
jurists.

? Saleem (2010)
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Development bank. His book, Methodology of econ@n&ecular vs. Islamic provides and
extensive comparison between both approaches #irc&reek philosophéfsitill today*
There are also western scientists, who are cotitndpio the matter. They are bringing in
slightly different point of view. In the post-modespirit, cultural and religious background
is influencing viewpoint of every person involvdtl.is true that the majority of western
academics involved in Islamic economy researchiglamic roots as well, but the influence
of the different environment is significant. Mehm&sutay, Durham University, UK,
focuses on systemic issues in Islamic economy aptles a political economy approath.
Of course there are many more | could mentionasubng as this study does not focus on
methodology that much, but rather on empirical aese on the subject, there is no need to
do that.

The general methodological framework of this wimlset as post-modern study of
economic history. Economic history, whether recanpast, displays economic experiments
whose results and dimensions become known factdaaic history can be used in the
analytical process by reviewing the events and thejuence over the time to understand
their causes and effects. Even though economictedennot repeat themselves, yet to learn
their logic as to “why events happen” circumstantdest accompanied them and their
consequences can be very useful in explaining agkients of similar nature and making
some predictions on their possible effects. Thishis essence of the logic of economic
history!* The study of economic history reveals connectietween studying issues and
other phenomena and helps to connect economicsotiltr sciences, mainly political, but
social as well. There are over fourteenth centwfdsstory regarding the Islam. If we study
its rise and decline over time, we can obtain motln experience. Potentially there are
many lessons to learn through this experience whes studied in historical context.
Knowing successes or failures of historical finahaastitutions is very useful in assessment

of present and possible future of Islamic finankg.long as four decades are not “much of

" There are opinions suggesting that Islamic economic thoughts are filling the gap between Greek and
Scholastic thoughts. For more details please see A.A. Islahi (2007) (http://mpra.ub.uni-muenchen.de/18102/)
! Addas (2008)

'2 Durham has been a centre for research and education in Islamic economics and finance for over twenty-
five years. Islamic Finance programs at Durham University offer postgraduate research and taught degrees in
Islamic economics, banking and finance. Durham University program represents United Kingdom’s increasing
interest in Islamic finance. There is also quite amount of research on the topic going on.

B Asutay (2007)

“ Ahmed (2002), p.44
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the history” deeper historical research is needegrdvide such and experience as a source
of knowledge.

Postmodernism is a term used for evolution ofrgdie thinking which took place in
western society since 1970s. Postmodernism reptdassical modern approach and set up
a new intellectual framework to asses examinecesssin the case of history we are talking
about much more critical approach. History shou&l tkeated critically either through
critical methods or critical instruments. Postmaodn also abandons the assumption of
total positivism of historical science and declates every scientist’s personal preference is
mirrored in the research. The community createsatiaes about history from its specific
point of view. Therefore we will address one specifarrative in this work — narrative
created by community of Islamic scientist. We watinduct research on the story about
Islamic economy, alternative and better system thastern capitalism and its real
manifestation — Islamic banking. As the author cerfnem the western world, quite critical
approach will be implemented.

1.1Methodology of the Islamic economy’

The Islamic economy is a relatively new discipliitne methodological study plays a
role in developing the discipline itself. In additi if most of Islamic economists claim that
conventional economic theories are infused withonigor values that are not in-line with
Islamic vision and values, then, one main taskoiw ko develop economic theory that can
be, and is, infused by Islamic vision and valuesth@ddt a proper methodology of Islamic
economy this task could not be done propé&tlislamic economy and all its subsequent
parts should be based on Islamic values. Therefosthodological approach has to take
into account sources of these values and be basdldem in order to be compatible with
religious and cultural demands of the Islamic woillde Islamic economy aims at a world
order, where it's ontological and epistemologicalirces, namely the Qur'an and Sunnah,
determines the framework of the economic valueesysthe operational dimension of the

economy and the economic and financial behaviooains of the individual Muslim¥.

 |slamic economy is economical system based on Islamic values. It is also utopia, perfect system proposed
by scientists. The Islamic banking is an expression of the Islamic economy (and Islamic values) into a reality,
so a methodological approach holds for the both.

' Haneef, Furgani, (2011) p.2

7 Asutay (2007) p.5
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Therefore the Quran and Sunffaand all subsequent norms derived from them bathte

cornerstones for methodological approach.

We can set seven basic axioms of Islamic econoitly ispect to the Quran and

Sunnah®;

* First, the axiom of Tawhid (God’s unity and sovgrgy). The Islamic World
view is based on Tawhid, or the Oneness of God.

» Secondly, the axiom of Al-'adl wa’l-ihsan (Equiliom and Beneficence or
Socioeconomic Justice). Individuals are expecteestablish justice (‘adl)
and promote beneficence (ihsan).

* Third, the axiom of lkhtiyar (freewill). In the ksnic economic systemic
understanding, humans are believed to be endowadneewill.

* Fourth, the axiom of Fard (Responsibility). Thidcem states that although
‘responsibility’ is voluntary, individuals and sety must recognize their
mutual obligations for public good (masladah).

» Fifth, the axiom of Rububiyyah. This implies thecassity of sustainable
economic growth and development in terms of haviagmony between
various components of economic and social life.

» Sixth, the axiom of Tazkiyah. This axiom is coneatrwith growth towards
perfection through purification of attitudes andatenships. It directs the
individual towards self-development, which leadsetmonomic and social
development in harmony.

» Seventh, the axiom of Khilafah and human accoulityliiefore God. The
implications of the principle of Khilafah includdné notion of universal
solidarity, sustainable consumption of resourcdsclvare trusted from God,

pursuing a humble lifestyle and having human freeslto conduct daily life.

As you can notice, there is an emphasis on soclalasity, harmony, free will and
self — development. In the framework of the Quithiese are basics of Islamic economy.

The Quran serves as a foundation of the legal isystéhe Shariaf® Each person should

Bitis necessary to note that Shia Muslims are working with different set of source, not based on the Sunnah.
But as long as majority of research is based on the Sunnah, this work will be based on it as well.

' Asutay (2007) p.7

2 comparison with western legal system, the Shariah does not stand as a “human law”, but rather as
infallible Law of God — in opposition to human interpretation of law — Figh. It also varies between different

13



conduct its daily matters in compliance with theafdh. The objectives of Shariah
(Magasid al-Shariah) then constitute the frameworkaxioms stated above. All together
they serve as a guideline for everyday life in Nmassociety, financial and banking issues

including.

We can observe three types of approaches to mathgpd of Islamic economy
today. First is Usul-al-Ficfh Originally it covers only juridical issues, buitivthe rise of
Islamic banking, need for legalization raised ad.vi®amic economy is nothing more than
the result of applying the Islamic rules and injiimms, i.e., Islamic Figh, to the prevailing
secular theoretical structure of economics to sdpathe permissible from the non-
permissible, as well as to ascertain the positicth@ Shariah on economic acts, and current
business evenfd.Contemporary body of knowledge of Islamic econdmyominated by
Figh. There is a relevant critique of this issueetibds of Figh are designed to find out
whether something is permissible or prohibited,dsitong as economics is a social science,
proper unit to analyze such a science is socissifjtnot a set of rules based on ancient
principles. While in Figh, rules are permanennature and for all individuals; economic
descriptions may change from time to time and freatiety to anotheé® The Figh
reasoning creates one of the cornerstones of tlikoa@ogy however as society evolves
through time further research on the issue is retede

Second approach can be described as methodolqgioallity. We can observe
using both Islamic and western methodologies ieagsh. The conventional methodology is
developed in a secular worldview that excludegyi@t in the scientific realm. In Islamic
methodology, not only religion is linked to scidittiendeavor, but, it is its epistemological
basis and foundatioff. Such a plurality is in place considering the faoat Islamic
epistemology recognizes multiple sources of knogéed Therefore various theories could

be applied. There are also voices stating thatdlaenic economy has a much greater task

Muslim cultures which makes it decentralized and leads to various confusions with regards to international
affairs, finance including. (What is permissible in one culture is not necessarily permissible in another).
Therefore the Sharia creates rather framework than explicit legal system.

2 Legal methods of reasoning in Islamic jurisprudence

*2 Addas (2007) pp.5,97

> Saleem (2010) p.1

** Haneef, Furgani (2011) p.5

> The Quran, Sunnah, hadith (prophetic narrations), the Shariah and Figh.
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than conventional as it aims at promoting human-waing, rather than just explaining

each individual behavior in a scarce resource enuient:®

The third approach is the methodology in the Istation of economics (IOE)
project when the scholars attempt to interact amegrate the mainstream economics with
Islamic principles/heritage in economics and viezsa. The program is part of a bigger
project of Islamization of knowledgethat attempts to recast the whole legacy of thdybo
of knowledge from an Islamic perspective by adaptine best that mainstream economy
offers, then to imbue these with Islamic principésl to inform further developments with

Islamic value<®

The best way to understand the methodology ofigl@conomy is to compare it to
neo-classical framework to distinguisiit.

Neoclassical methodology:

* The starting point is methodological individualism.
* Behavioral postulate: self-interest oriented indibals who (a) seek their own
interests, (b) in a rational way, and (c) try toxmaze his/her own utility;

e Market exchange.

Hence, the conventional economic system is basedame-dimensional utility function,
which leads to homo-economicus - the economic iddad in a market system. On the other
side, the Islamic economy methodology goes asvslio

* Socio-tropic individual, for whom not only individlism but social concern is a
prerequisite.

* Behavioral postulates: socially concerned God-domsdndividuals who
A. In seeking their interests are concerning the sgoiad,

%% Chapra (1995) p.5

%7 |slamization of knowledge (loK) is a term which describes a variety of attempts and approaches to
synthesize the ethics of Islam with various fields of modern thought. Its end product would be a new ijma
("consensus") among Muslims on an appropriate Figh ("jurisprudence") and scientific methods that did not
violate Islamic ethical norms. However, there are modern issues which cannot be connected with Islamic
ethical principles (anti-globalism movement, terrorism). Therefore loK program is considered not suitable to
be applied generally, but it has been pretty successful especially in field of economics.

*® Haneef, Furgani (2011) p.6

% Asutay (2007) p.12
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B. Conducting economic activity in a rational way incardance with Islamic
constraints regarding the individual and socialiemment and the hereatfter;
and

C. In trying to maximize his/her utility, they seekntaximize social welfare as well
by taking into account the hereafter.

* Market exchange is the main feature of economicaima of the Islamic system;
however, this system is filtered through an Islaprocess that produces a socially
concerned environmentally friendly system. In thi®cess, socialist and welfare

state oriented frameworks are avoided not to aurbritives in the economy.

As you can see, methodology fully complies withesebasic axioms stated above. It is
an opinion of the author, that there is consistethodology concerning the Islamic
economy. The consistency does not necessarily rtiesinthis methodology is right and
proper. Especially Figh issues have to be addressed deeply? It is also necessary, for
the purpose of this work, to state that Islamicnexnoy is theoretical system. It was proposed
in the middle of the 2Bcentury by Islamic scientists as a theoreticarattive to Western
capitalism. By its definition, Islamic economy isnsehow perfect utopia to which Islamic
world should converg® In this sense, we can describe Islamic banking asanifested
aspect, real experiment of viability of Islamic romic theories. Within this, Islamic
financial institutions, in the form of modern banksave been established to function
according to the values, axioms and principlesheflslamic economy system. The growth
in the development of Islamic finance has been rkafde with over three hundred Islamic
banking and financial institutions operating notyom Muslim countries but also over

seventy countries in the worfd.

2. Current state of research

Islamic economy and its subsequent parts, like ibgnkare rising stars in the
academic field. It is promoted as an alternative better system to western capitalism. In
the light of the current crisis of the western wloH not only economical, but cultural as

well, possible alternatives are naturally attragtmuch attention. More and more experts,

%% For more details about Figh issues please see M. Y. Saleem (2010) (http://irep.iium.edu.my/450/)

itis very similar to perfect competition market in neoclassical theory. We will discussed this issue more in
detail below.

32 Asutay (2007) p.15
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professors, PhD. students and even graduates ageatong research in this area and we are
witnessing establishment of the whole educationadimms aimed at Islamic finante.

Given its history, Islamic world could not provideuch of the consistent full-scale
research on Islamic banking or finance. There amaynworks of ancient Muslim thinkers,
like Abu Yusuf (113-182AFf), Al-Ghazali (451-505AH), or later Abdulrahman lbn
Khaldun (1332-1466) and Aldin Al-Magreezi (1364-841but these mostly focus on
general issues related to the essence of Islaraitoary>® The evolution of Islamic thinking
was interrupted by decades of the colonial occopati the most of the Islamic world. We
can observe some kind of rebirth during the seqmart of the twentieth century. Economic
questions were at the center of interest of newdated countries and we can find works
regarding finance ever since. But still with nodhdata and only short statistical evidence,
scientific research till 80s was more or less thgoal and very dispense. Hand in hand
with the economic success, scientific research tedoss well. Several research institutions
had been established in the Islamic world. IslaReésearch and Training Institute (IR¥])
International Institute of Islamic Thought (IIFf) Islamic Educational, Scientific and

Cultural Organization (ISESC®) Islamic Research Institute (IR}) just to name a few.

33 , . .
For example Harward’s Islamic Legal studies program.

(http://www.law.harvard.edu/programs/ilsp/research/IFP.php)

i AH(anno hegirae) — years in Islamic calendar, it starts 622 AD by emigration of Mohammed to Medina
(hijra)

% Visser (2009) p.2

% Established in 1981, the Islamic Research and Training Institute is an affiliate of the Islamic Development
Bank Group responsible for leading the development and sustenance of a dynamic and comprehensive
Islamic Financial Services Industry that supports socio-economic development in Member countries. IRTI's
research activities aim at organizing and conducting basic and applied research with a view to developing
models and methods for the application of Shariah in the fields of economics, banking and
finance.(www.irti.org)

7 Private non-profit organization established in 1981 in USA. It is highly controversial because there are
connections to Muslim Brotherhood, organization often connected with terrorism. The Institute is an
intellectual forum working on educational, academic and societal issues from an Islamic perspective to
promote and support research projects, organize intellectual and cultural meetings, publish scholarly works,
and engage in teaching and training. (http://www.iiit.org)

% |slamic Educational, Scientific and Cultural Organization, established in 1981, within the framework of
Organization of Islamic Conference, aimed “at the traits of Islamic culture and education promoting them in
the Islamic world as well as throughout the world, stressing the need to coordinate activities of Islamic
scientific and educational institutions existing in various countries of the world, with a view to fostering full
integration among them and establishing understanding and cooperation among institutions and eminent
figures in the field of Islamic culture, on the one hand and other cultures, on the other hand, for the benefit
of humanity and world peace” (http://www.isesco.org.ma/)

% |slamic Research Institute is the Pakistan’s foremost institution for , organizing research on Islam, to give it
a rational and scientific interpretation in the context of modern age and to bring out the achievements of
Muslims in the fields of history, philosophy, science and culture", established 1960. (http://iri.iiu.edu.pk/)
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These institutions provide solid ground for themadtresearch on Islamic finance issues and
train scientist with most actual knowledge.

Together with research institutions, many academagrams were established as
well. Contemporary whole study programs are opencémdidates. Foremost universities
focusing on the issue are International Islamicvigrsity in Islamabad, The University of
King Abdul-Aziz in Jeddah and the Internationalkisic University of Malaysia in Kuala
Lumpur.In December 1995, the Harvard Islamic Finance mfdron Program (HIFIP) was
opened. In the Europe, mostly Great Britain withl#&rge minority of Muslims is involved
in scientific research about the topic. If we sldonbme foremost contemporary authors —
Munawar Igbal, chief of research at IRTI, MahmoudtGamal, professor at Rice

University, Timur Kuran, professor at Duke UnivéysMosin S. Khan, IMF etc

There is no doubt that Islamic culture at its peas one of the most scientific
societies of these days. There is even seriouseod! that Islamic scholars were closing
the gap between antique and medieval science, sgonssues including. Therefore
institutions which originated in between 12™@entury has to be examined in detail
compared to European ones. We are talking espe@hlbut modes of trade, modes of
financing and inheritance law. There is a crugaéstion. Do these institutions support
commerce and the evolution of the banking systerarippled it? Also some research of
connections of Islamic society and religion is resegy to understand the importance of the
Quran in shaping of the finance and banking sysfEne. religion nowadays plays much
more important role in the Islamic world than inste¥n one. But it is a current trend, earlier
we can find an evidence of the similar approacteligion in both cultures. It is a fact, that
one the most important difference between the catmweal and Islamic banking — approach
to interest, is treated in the same way by theeBitand the Quraff Christianity considered

usury morally unacceptable and we can find notior@Id Testament supporting its demise.

* Hassan, Lewis (2007)

“n fact, the divergences between the two religions on their stance about usury (excessive interest) go a long
way to explaining why Christianity relaxed and eventually retreated from the ban on usury, while Islam has
not. One factor was the lack in the Christian creed of an overriding injunction on the subject like that in the
Holy Qur’an. That deficiency, along with ambiguities on related issues such as the acceptability of trade,
opened up Catholicism to the inroads of Protestant revisionist interpretations on usury. Another difference
came from the severity of the temporal penalties applied to usurers by the Christian ecclesiastical courts.
These inhibited much legitimate trade and at the same time raised the incentive to evade the prohibition in
the form of taking advantage of various legal loopholes, which brought the institution itself into disrepute
because of the transparency of some of the devices.
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Recently, there have been many researches padsirggabed to financial crises. As
the current one is slowly passing by, questionsngigg its origin, process and how to
prevent its recurrence are often asked. Major wesbtanking players were involved in
every financial crisis. Therefore, western sociggid greater attention to efforts in
clarifying the causes of every single crisis we $aW means that we can find plenty of
empirical and statistical data regarding these sve&adly from the Islamic scientist’s point
of view, there is not so much evidence and thorouggearch in statistical reviews of
Islamic financial institutions is needed to ass#ssr performance correctly. In order to
compare both banking systems, key statistical iagdeegarding banking industry will be
used (ROA, ROE, profit, return, capital adequaty.,)e

3. Evaluation of the sources

In the dissertation, the author will use mainlyrees regarding Islamic banking and
finance only. It is also necessary to study Islaetienomy as a whole, but for the purpose of
this work only simple research will suffice. As tst above, fragmentation of each topic
makes use of proper resources difficult. Given fdet that many Islamic scholars were
given western education, most of the sources argewrin English language. Therefore
grounds of the work will be based on several majonographs on the topic — Money and
Banking in Islaf’, Handbook of Islamic Bankirty Islamic finance: law, economics and
practicé®, Islamic finance in the global econofiyMethodology of economics: secular vs.
Islamic*®, Risk analysis for Islamic bariRsetc. These monographs will be supported by
research on scientific papers on topics closerht issue. There are several scientific
journals providing space to publish these papeiaternational Journal of Islamic and
Middle Eastern Finance and Managem&nthe Journal of Economic Histdry Islamic

Economic Studied, Banking and Financ& Arab Law Quarterly? etc. Important sources

*2 Addas (2008)

* T name just most recent ones: the Mexico's Tequila crises of 1994, the Asian /Russian crises in 1997-1998,
September 11™ attack in the United States in 2001, Iraq war in 2004, financial crisis in November 2005 and
the global financial crisis of 2007-2009.

* |gbal, Khan, Ahmed (1986)

*> Hassan, Lewis (2007)

* EI-EI-Gammal (2006)

* Warde (2000)

*® Addas (2008)

9 Greuning, Igbal (2008)

> (http://www.emeraldinsight.com/products/journals/journals.htm?id=IMEFM)

>! (http://journals.cambridge.org/action/displayJournal?jid=jeh)

>? Scientific journal of IRTI organization (www.irti.org)
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are official publications of international financiarganizations, mainly IMF research
papers®, IDB statistical reviews and yearly Global finankstamic report. Also internet
websites of organizations regarding Islamic finaace valuable research sources. Every
work in the historical field should be completediwihe work in the archives. The author
decided not to use this particular method becatsndhe short history of modern Islamic
banking; there are sufficient resources availaldevehere, mainly online.

4. History of the Islamic banking

History of the Islamic finance industry can be gbly divided into three periods.
There is something we called pre-colonial eraoiters “the golden age” of Islamic culture,
from its very beginning till approximately 161 Zentury. Then there is shorter but very
important era of colonialism, when majority of ctngs with an Islamic population was
under the rule of colonial powers. Finally we wabver the period since the sixties and up
till now, which was particularly important for Istac finance, till now. Dissolution of
colonial empires together with the increasing digance of Arabian countries played
important role in establishing of Islamic finand&/e will go through each period we
mentioned in next chapters. Our goal is to ideritiiportant events connected to evolution
of Islamic finance and to examine critical insiibuts, which evolved over time and are

somewhat connected to issues of Islamic banking.

4.1Pre-colonial era

History of Islamic banking cannot be treated seggeiyaEven though globalization
was an unknown term in ancient times; there wegnifgtant trade and cultural link
between different parts of the world — in this ¢aSerope and Middle Ea3t.If we would
like to understand the very basics of Islamic foernwe must not focus only on last three
decades, but we must dig deeper, to the very begjraf banking operations in the Middle
East area. There is evidence that first operatiasch can be considered as a primitive
banking, took place in the cultures encircling Medanean Sea. There were several

religions prior to " century covering vast areas so it is not surpgisinat temples were the

>3 (http://www.journals.elsevier.com/journal-of-banking-and-finance/)

>* (http://www.brill.com/arab-law-quarterly)

> African department and Middle East and Central Asia Department pay lot of attention to Islamic finance
sector.

*® For more details please see Greif (1989) (http://dx.doi.org/10.1017/S0022050700009475)
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first places of banking operation®artnership and profit-sharing financing structures
concepts that are integral to Islamic finance—cuard to flourish in areas of the
Mediterranean region as late as the 12th and ¥ttudes. And they exist today around the
world in the form of cooperatives (such as custeovemed retail or food stores), Mutual

Takaful (Islamic insurance) companies, and otffers.

From the eighth to the fifteenth century, the Istamivilization was the center of
global progress. In contrast, no one can serioogpose that today’s Muslim world is in a
state that could only with kindness be called sa#ign. It is militarily and economically
weak, scientifically comatose, technological livirgff infusions from the West, and
politically plagued by tyrannies. Many in both st and within the Muslim world have
come to ask whether Islam is compatible with modeeas®® Therefore there are important
questions to ask. What are the reasons behindasdekline? Are there external, internal or
both types of factors to be blamed? Economical pasvithe cornerstone of today's society.
We divide the world in between the rich North ah@ fpoor South. Therefore we will
conduct research on economical reasons behindHmait civilization’s decline. Banking is
an indivisible part of economical progress andgh#icantly supports the rise of economic
power. There is historical evidence that developgnoérbanking in Europe was one of the
most important factors behind the dominance of grestulture for many centuries. We can
then form a question considering Islamic world todastate — Why there were no Islamic
banks prior to 1970s? If there is a similar develept of European and Islamic culture
since the % till the 13" century, why we observe the development of theemothanking
system in Europe and none of that in the Middlg¢Eas

Islam dates back to thé'@&entury AD. If we would like to date it properlywe can

use date of first Hijra (Islamic calendar), 622 Ad3, a starting point. Islam and the Holy

>’ The first stable international currency, the gold bezant, emerged in the fourth Century and was coined by
the Byzantine Empire, which bridged the medieval European and Islamic cultures through its capital in
Constantinople. The availability of a widely recognized and cross-cultural currency enabled people to
undertake more ambitious commercial ventures and wider travel than in the past and provided increased
opportunities for private individuals to acquire wealth throughout Europe and the Middle East. Following the
emergence of stable coinage, banking activities quickly developed to accommodate international trade. Early
merchant banks began to deal in bills of exchange and credit-based transactions. These new financing
instruments eliminated the need for merchants to actually deliver the precious metals and coins to pay for
transactions in distant ports. In the 11th century, Western Europe, to finance the Crusades, revitalized its
credit-based banking system. Thus, the combined forces of Middle Eastern and Western European banking
practices were exported around the world as the nations of these regions undertook new global exploration
and international trading relationships.

>% Zahari, Shanmugan, (2009) p.2

> Ahmad (2004) p.1
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Book of Quran are based on traditions of Arab &ifsem the area of the Arabian Peninsula.

Also all notes about trade and finance came fraafitst era of Islamic cultur®.

Nowadays, there are 21 operational modes to peri@nking transactions. We will
discuss them in the detail later. However, all leérh are based on ancient transactions
methods and some of them are basically intact sime@" century. Most important and the
clearest connection throughout history represenigarabah — single venture partnership.

As Kuran (2003) states, there are two basic lancjpies regarding Islamic finance
in Sharia — Law of Partnership and Islamic inhed& systeftf. The following pages will
verify that these two institutions played a sigrafit role in the development of the Islamic
finance which dates back to ancient times andlupotay. Islamic civilization reached its
highlight around 15th century. But frequent tradgween Europe, Middle East and Asia
was common much earlier. Trade caravans, fleetso#mer ventures were most common
modes of trade. To take part in such a venturamil culture developed a unique tool —
Islamic partnership (single venture). Back thenwd#s a strong and powerful mode of
financing business, having its consequences inaka@aid political sphere as well. The
Mudarabaha, or single venture partnership, asdtab®ve, was most common kind of
business transactiSh. There were many regulations concerning Islamictngeship in
Islamic law. Basically it was the legitimization pfevailing commercial habits betweef 7
and 18" century®® Islamic partnership was poorly suited to produargé, long term trade
ventures. As an institution, we can mark the Istapartnership as “self-reinforcing” — its
position in society strengthens with time. Roughtgund the same time we can see similar
development of trade in the Europe. As Kabir andisg2007) discovered:

% We can find notes about trade and finance in the Quran and subsequent hadiths, for example: "Gold for
gold, silver for silver, wheat for wheat, barley for barley, dates for dates and salt for salt, like for like, payment
made hand by hand. If anyone gives more or asks for more, he has dealt in riba. The receiver and giver are
equally guilty". Above mentioned verse still serve as a base for decisions about riba in modern Islamic
banking (gold and silver are considering to be money).

®! Kuran (2003)

62 Typical partnership consisted of two people cooperating in a single trade mission. Profit shares were set up
before trade mission took place. Whole agreement was for one use only. If one of the partners died, whole
agreement had to be negotiated again. More partners meant higher likelihood to premature liquidation, so
partnership tended to be as small as possible, bigger ventures were more expensive because of risks.
Merchants were not responsible for losses, unless they made initial investment as well. Only capital owners
were entitled to losses.

® Kuran (2003) p.428
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“...finance-based partnerships involving merchamtd fmnention in Islamic sources
around 700 CE, but the origins in the West (tbenmendd) go back no further than the

tenth century®

If there was a very similar development in tradéitsaon both sides, what caused

stagnation on one side and unprecedented commbaomai on the other?

There were 233 distinct commercial occupationssiamic culture between 8-1'1
century. There was roughly the same number at ¢ginhing of the 20 century. On the
other way, all other sectors were evolving, soeheas inerti& only in the commercial
sector’” To find reasons behind such stagnation, we havéodl closely at Islamic
inheritance law. It is strictly defined by the Qurand the Quran, as the highest authority,
was used as a base for a legal system. We wikkxamine inheritance rules in details, but
we will choose few very important parts. Restrigtthe individual's testamentary privileges
to one-third of his or her estate, the Qur'an resethe bigger portion for male children,
female children, spouses, parents, brothers atetrsisnd possibly even distant relati¥®s.
On one hand a great degree of attention is parédard to the social status of women. In
order to ensure woman’s future after husbands’ iplessleath, rather bigger part of the
fortune is entitled to the wife - compared with theropean standards where her position is
equal with other persons mentioned in the Testan@mtthe other hand there were no laws
regarding possible business options for womenpsgarie inherited in such a way could be
only used to maintain social status over a shatibgeof time, not to invest it further. The
basic outcome of such strict law was fragmentatibfortune. Combined with the single-
use principle of Islamic partnership and need ehegotiation after the demise of one
partner, accumulation of wealth was almost impdssincreasing of transaction cost of the

mudarabah contract in case of death of one pantasralmost prohibitivé®

* Form of mudarabaha used in North italian cities

® Kabir, Lewis (2007) p.75

% Kuran (2003) p.425

* We can say that society’s commercial capabilities are depended on its legal structure. Society with more
commercial-open legal structure has competitive advantage over others and there is feedback between law
and economic structure (economic structure is influencing law environment as well).

®8 Kuran (2003) p.428

% To see tragedy of such legal organization we can compare it to European one. There were many legal
entities — city states, monarchies at the time in Europe and inheritance law were variable. They differ from
similarly rigid as Islamic ones on one side, to truly liberal on the other. Such a competition between legal
systems led to rapid changes in institution of inheritance. If we would choose from many, most successful
were system of primogeniture or ultimo geniture. The option of giving whole family fortune to one legal
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There is one more factor we need to consider ge ad accumulation of capital.
There was no corporatiGhlike identity in the Islamic world* In pre-modern Islamic world
corporations like business were comprised of famigmbers only” With a combination
with the above mentioned factors smaller enterpnigere set up. It prohibited economies of
scale and inhibited economic modernization. Islamald saw the creation of ethnically
based networks, whereas Europe saw the creatidargé financial conglomerates. In
Europe businesses started as family ones as welthby evolved into corporation forms of
many kinds. They were not ended by death of one@aso they could enjoy longevity and
prosperity of long term relationships, for exampedici family or later joint-stock
companies — East India Company, a Levant Company et

So, to sum up the conclusions, population growths pghheritance sharing rules
makes fragmentation of fortune very intensive ia slamic world. Further inhibition of the
economy was supported by non-existence of a caspoeatity in the Islamic legal
framework. Self — reinforcing institution of inh&mce, based on the highest legal authority
— the Quran, makes social and legal changes in atga almost impossible. In such
environment, the costs of restart of Islamic paghi were much higher than the costs of
restarting (prolonging) same business in case whqgeniture. Islamic world saw the
creation of ethnically based networks, whereas jirgaw the creation of large financial
conglomerates. Till 18 century Islamic countries faced mostly competgidm other than
European markets — Asia, Africa, which were evess ldeveloped, so there were no needs
for rapid innovations. By the 9century at the brink of colonization, Muslim meacits
already lost ground to Europeans or minorities.

4.2 History till the 1960s

Traditionally, we divide human history to sevebager periods — Antiquity, Middle
Age and Modern history. There was certain develognoé human cultures all over the

world till the end of the Middle Age. We can sayittwa certain amount of exaggeration,

successor led to vast accumulation of capital and rapid boost of commercial activities. The Commenda itself
was self-destruction institution — it created opportunities for evolution of more suitable ones. Problems of
new forms of partnership fuelled new innovations (accounting methods, stock markets, hierarchical
organization. There is no doubt, that from social point of view, European system was less equal, but from
economical point of view, it was very healthy for commerce.

7 Corporation members can make own rules within boundaries of corporation. It has legal status of its own,
can have responsibility for debts etc. It makes corporation flexible and very innovative unit on the market.
"n Europe corporations were originally for municipal and educational purposes and they later evolved into
business entities.

’Kuran (2003) p.417
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that such a development was more or less equaleltompare Middle Age realms of
Europe, Middle East and Asia, we will not find muech the difference in the sense of
economic and political power. We can rather say tha similarities would be found in
closer look. As we know there was a massive shiifiawer, starting at the end of the™5
century in the favor of European nati6hd he colonization caused massive world-spread of
European traditions, values and legal system, nitylénterrupting any possible evolution of
domestic cultures in sense of economical, politicdegal institutions. During this period of
a massive shift of wealth to a small corner of wweld, the Muslims have lost an immense
part of their past economic and political statube Tpolitical unity represented by the
Khalifate™, which granted Muslims a voice in world affairsswdevastate®. Then the First
and subsequently the Second World War led to tlssotiition of colonial powers and
restoration of domestic countries in colonizedaareMuslim world including. After the
independence of Muslim nations from their colowyakes, the later part of the 20th century
witnessed the revival of Islamic institutions amglify. On the economic front, this led to,
among others, the study of economic issues undebmner of Islamic economy. So
from, the beginning of the 3century, we are talking about modernism in Isldimis very

era gave birth to the idea of Islamic economy atahtic banking.

The Muslim world suffered during the"i9century and the first half of the 20
century from several events and strokes that tregheff modern Islamic movements - the
military, political and economic colonization of stoof the Muslim world in Asia and
Africa by the European Powers, first half of the2€entury the world witnessed two world
wars and a serious economic crisis (1929-33).s Ihat a surprise, that first large scale
financial operations were run by Europeans — Ingb&@itoman Bank, Anglo-Egyptian bank
etc. First Muslim owned bank emerged at the begimif the 28 century — Bank Misr in

Egypt and Is Banko in Turkey’

7 Starting with Spain and Portugal, France and Great Britain together with Nederland became major players.
" A unified federal Islamic government in the Muslim world ruled by an elected head of state, or caliph.
Regional position differed over time as political power shifted around Muslim world. We consider Ottoman
Empire as the last example of Khalifate.

7 Vadillo (2006) p.10

’® Ahmed (2002) p.22

7 Kuran (2003) p.425
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The earliest modern example of a bank establislet the principles of profit and
loss sharing was the Mit Ghamr Savings Bk Egypt in the early 1960s. The 1970s saw
the emergence of similar banks in Kuwait, the Whifgab Emirates, Jordan, Sudan, and
Pakistan. Two such banks were also establishedixerhbourg and Switzerland, and with
the active encouragement of the Kingdom of Saudibk, an international development
bank-The Islamic Development Bank-was set up imldedn 1975° However, setting up a
true Islamic bank at the beginning of the 60s, aasutcome of intellectual and political
process, which started more than half a century aBweidence exists, that interest-free
commercial financial transactions existed in vasiquarts of the Muslim world several
decades earlier. For instance, the institution juAman Mowodul Ikhwan of Hyderabad in
India provided interest-free loans to Muslims adyeas the 18908 Another institution in
Hyderabad, the Anjuman Imdad-e-Bahmi Qardh Bila,Swds established in 1923 by
employees of the Department of Land Development afttiin 20 years, had assets worth
US$2, 240 and was distributing loans of US$100 85185 per month. The bank had a
membership of 1,000, which included Muslims and-marslims®* An Indian subcontinent
proved to be fertile ground for modern Islamic #ing. Loan cooperatives, influenced by
European mutual loan experiments and infused witgious and ethical ideals, were started
from the 1940s there. At least one (short-lived)exinent took place in Pakistan in the late
1950s, when rural landlords created an interesee tredit network. In Malaysia, the
Muslim Pilgrims Savings Corporation (Tabung H&jivas set up in 1963 to help people

save for performing their religious pilgrimage (ha®

The earliest writings on the subject of Islamionkiag and finance date back to the

forties of the twentieth century. But it took a roen of political and economic

"®The founder was Ahmed al-Najjar (who would later become Secretary of the IAIB [International Association
of Islamic Banks]) and had been educated in West Germany and greatly influenced by the mutual savings
schemes he discovered there. It is one of the more examples, how western-educated Muslims influenced the
shape of Islamic banking.

7 Khan (1986) p.7

% Bank provided services not only to muslims, but non-muslims as well, providing only interest-free loans.

# Shanmugan, Zahari (2009) p.3

1t is the only institutions from the original projects which survived till today. It is because clearly defined
business orientation and government support. The Tabung Haji has been acting as a finance company that
invests the savings of would-be pilgrims in accordance with Shariah, but its role is rather limited, as it is a
non-bank financial institution. The success of the Tabung Haji, however, provided the main impetus for
establishing Bank Islam Malaysia Berhad (BIMB) which represents a full-fledged Islamic commercial bank in
Malaysia.

 Warde (2000) p.73
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developments more specifically the advent of pémisnf® and the rise in oil prices,
before such ideas were put in practice. What cachbeacterized as the ‘theory’ of Islamic
banking was, till the end of the nineteen-seveniimgely a plea for replacing interest in
bank lending by profit-sharing. This would change nature of financial intermediation,
making the fund owners as well as the financiaérnmiediaries share the risks of the
enterprise with the fund users. Early literatuneiain emphasis was about fairness. It was
also argued that most, though not all, the otheblems of capitalism were rooted in the
practice of lending on interest. Among these pnwoislewere, unemployment, inflation,
poverty amidst plenty, increasing inequality andureent business. These problems,
according to Muslim scholars, could be solved byglighing interest and replacing it by
profit sharing® Basic postulate which has guided all the theaaktigork on Islamic
banking was prohibition of the interest by the QurAs long as there was no prototype of
genuine “Islamic banking” through the history, #ewas necessity to develop new,
alternative system. The body of the first works wbilve matter is aimed at proving that
interest — free system could be viable and comyetio interest driven system. There exists
no example, ancient or modern, in a country that d@ne away with interest. Although
there have always been groups hostile to intesgstazally in economically primitive
communities, in no large community have an intebested financial deals ever become

uncommort?®

Muslim economists have pointed out that it is admisal accident that interest has
become the kingpin of modern banking. The praatiténterest has been condemned by
foremost thinkers in human history and by all Biblireligions. Aristotle dwelt on the
"barren” nature of money and vehemently condemhedirtstitution of interest which he
described as "birth of money from money". Underaisi, the Israelites were forbidden to
demand any increase in the principal amount of shen lent in transactions among
themselves, though interest could be charged ihngsabetween Israelites and Gentiles. In
the early history of Islam the injunction relatitmy the prohibition of interest was strictly
observed, but with the decline of the hold of rieligand spread of Western influence,

financial practices based on interest began to patenMuslim societies as well. In the

ltisa political movement advocating unity of Muslims under one central government (often a Khaliphate
we mentioned above). In comparison with pan-Arabism or pan-Slavism it is a religious nationalism, not ethnic
one.

% Siddigi (2009)p.4

% Kuran (1995) p.157
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period of colonial domination of Muslim countrieg WWestern powers, the interest based
system became solidly entrenched. It is this flolvh@storical circumstances, Muslim
scholars argue, which has led to the present-dayirdmcé’ of interest in financial

transactions all over the gloBe.

Beside the emphasis on fairness, there was ancthson behind the proposition of
Islamic economy. The ideas on the Islamic econoray hrave been developed as a reaction
to colonialism and capitalist and communist ecormosystems. There was and still is strong
discordance with western values in the Islamic doflhere is a deep-rooted idea among
large parts of the Muslim intelligentsia, in pauiar in the Middle East that the forces of the
globalizing world, in their view characterized bytarialism and sex, are incompatible with
the values cherished by MusliffsThere are foremost Muslim thinkers, such as penfies
Siddiqi, who “... takes his brethren (and sisterg,thay are less vociferous) to task for what
he sees as a ‘hostile-West syndrome’ that puthalMuslim countries’ woes down to the
pernicious influence of the West. He sees this sigja forward in the development of more
equitable economic and financial arrangements wttiehwhole world needs and in which
Muslim individuals and countries should participat® We can see that development of
ideas on Islamic economy and Islamic banking iongfty connected to negative
demarcation against the western world. It is natpissing then; these thoughts were
originated in Pakistani area. After partition oflia, Pakistan was founded expressly to be

the homeland for Muslims.

Therefore, Islamic economy has not only emergenh faodrive to correct economic
imbalances, injustices, or inequalities. The IndMuaslims who launched it in the 1940s
were motivated by a desire to defend Islamic @ailion against foreign cultural influences.
For Sayyid Abul A'la Maududi (1903-1979), the P#kis ideologist whose voluminous
writings popularized the term "Islamic economy" a&l the tone for later contributions to
the literature, this new approach to economics wake a vehicle for establishing, or
reestablishing, the Islamic authority in a domaineve Muslims were falling increasingly

under the influence of Western ideas. By repladgstern economic approaches with an

¥ We can see relaxation of strict anti-interest policies in Christian world with the start of Protestant
movement in 15" century, when usury was re-defined as an excessive interest in comparison with total
prohibition of interest before. One of the example of legal re-definition is 1571 maximum interest law from
Britain stating that interest rate over 10 percent is considered usurious and illegal then.

8 Ziauddin (1994) p.2

% Visser (2009) p.1

% visser (2009) p.7
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Islamic one, he hoped to restore the Islamic comtyianself-respect and improve its
cohesior’* Maududi was the most outspoken advocate of Islananomy. Sometimes,
evolutionary movement in Islamic economy is likepiwith Protestantis? It is just
Maududi’s work and ideas who support this pointiefv. Muslims, in his eyes, should not
only stay away from such things as wine and gargblat also from ‘music and dances and
other means of self-indulgence’ and are furthernfiorieidden to wear silken dresses, to use
golden ornaments and jewels (except in the caseoaien, parentheses Maududi’s), or to
decorate their house with pictures and jewels. Thjection of culture sounds not too
different from the views of some of the more puriteurrents within Protestantisth.
Maududi is considered to be “founding father” ofaimic economy. Basic principles of
Islamic banking are outlined in his work and mdjodf Islamic thinkers are referring to his
work as well. As we can see from short notion anitieas, fervent denial of western values

is one of the cornerstones of Islamic banking \pitbhibition of interest in a front.

Comparing modern Islamic thought movement with tRmtestantism is not
accidental. The two phenomena share the same moldh& same accomplishment with
regard to capitalism. At the center of this issueswa redefinition of the meaning of usury
that would allow banks to be accepted as part ®fréfigion. There was the adaptation of
the traditional prohibition of usury through a dateredefinition of the term. This
‘conversion’ to capitalism was completed in Chasity during the complex process of
Reform or Protestantism. The principal resultshaf tonversion were the ‘Christianization
of banking’ and the reduction of Canon Law to paedguritan morality’ We can see the
shift of term riba, from pure Quoranic view to a mmoflexible position. There was
significant intellectual movement in the Egypt la¢ second half of the T'e&entury, which
resulted to Fatwa on banking (1903), proposed by Grand Mufti of BJYp- Muhamad
Abduh (1849-1905), where he “denounces riba, blawaid banking®’ This legally-

*! Kuran (1995) p.156

%2 We can find similarities with Protestant movement in two ways. First it is redefinition of interest as and
totally illegal principle to something less restrictive in sense of trade second is an effort of Muslim thinkers of
“return to the roots” of Muslim culture, proposing austerity and self-denial as we can find in writings of
Protestant thinkers as well. (Calvin, Luther)

 Visser (2009) p.3

** vadillo (2006) p.20

% Learned opinion concerning Islamic law issued by an Islamic scholar.

% Grand Mufti was political position granted by British government, therefore we can assume that such a
person had to show at least compliance with colonial culture and western principles, interest banking
included, as well.

% Vadillo, p.24
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religious statement opened a way to Islamizatiothefmost capitalist institution — the bank.
Since the beginning of the 2entury, project of Islamization of the bankingokoan

incredible dimension. In a relatively short permidime, a large literature has come out on
the subject. While a few countries are trying tlarsze their economies, the growth of

Islamic financial institutions worldwide has bedmepomenaf®

4.3 History after the 1960s

The modern variant of Islamic economy is a develepitthat began in the 1970s
with an alternative system understanding of thesteng capitalist modes of production. In
this new discourse, the Islamic economy held ti& ¢apitalist economic order was
responsible for the failure of economic developreerd environmental issues in developing
countries. Therefore, it claimed to be an altes@gagconomic system that, also, owed its
development to the emergence of identity politicstie 197087 The seventies were a
period of a considerable turmoil in internationahrkets. There were significant events
influencing biggest economies of the world, shapthe global markets and political reality
of the Cold war as well. In 1971, dissolution ot tBretton Wood system took place,
followed by political events in the Middle East (MdKippur War) which led to the First Oil
crisis in 1973. A consequent increase in oil @ited to a huge influx of free capital to
OPEC countries. It continues further with the 18&@lution in Iran and another increase in
oil prices. These events had a huge impact on étidcpl and economical power of the
Arab world and subsequently the development ofmigtabanking. Although the 1970s
were particularly difficult for the U.S. economyhigh suffered from the war in Vietnam
and the unprecedented phenomenon of stagflatiahoate Muslim economies greatly
benefited. Countries such as Iraq, Saudi ArabiatedrArab Emirates, Bahrain, Qatar and

Kuwait experienced an influx of U.S. dollar denoated assets’

There were several attempts to start a truly Idab@nk at the beginning of the
seventies, yet none of them was very successfub. Hfpypt was a pioneer in Islamic
banking. Above mentioned experiment of Mit Ghamrbetween 1963 - 67 is officially
considered to be “first modern Islamic bank”, 19Efypt Nasser Social Bank was
established. The official goals were to ‘broadem lthse of social solidarity among citizens’

% Ahmed (2002) p.22
% Asutay (2007) p.3
1% karim (2010) p.53
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and ‘provide aid to needy citizen$™ In a broader context, Arabic countries of thatiquer
suffered a shortage of capital needed for banknogepts. Only a decade of freedom plus
ongoing Cold War left these countries with quitenament, but with no spare funds to
invest into the social and economic sphere. Theszafdlow of capital was needed to started
evolution of Islamic banking as we know it todayid inflow came in the increase of oil

prices.

A new impetus was given with the rise in oil weaftta number of Muslim countries
after the 1973-74 oil crises and the success oayda as a fast grower, both of which may
have contributed to a formerly unknown level off®einfidence that made it possible for
Muslim governments and firms to develop new finahaistruments®? Further increasing
of political and economic importance of the OPE@eatded to an unprecedented position of
the Gulf Countries. Arabian countries positioneduaid the Persian Gulf found themselves
with plenty of spare funds. An intellectual movermesich started at forties and produced
academic ideas could finally express in real w&itrelated wealth provided the capital
resources behind the establishment of many Isldrainks, and the Islamic Development
Bank (IDB)'** based in Jeddah, and created in 1974, was théntitution to benefit from
the inflow of oil money. Its formation with the sugrt of the Saudi Arabian government and
the Organization of Islamic Countries (OIC) as dtilatieral organization nevertheless gave
momentum to the Islamic banking movement genet&fi¥he institutional backbone of the
Islamic bank’s establishment was the Organizatibithe Islamic ConferencE® On the
Third Islamic Conference (1972), held in Jeddahlnglto establish IDB were ratified by the
members. In the subsequent OIC summit in Lahorg&4),9he intergovernmental character
of the IDB was ratified. IDB project was ready nff8 and there were desires that it will

become “the cornerstone of Islamic banking system”.

Y \Warde (2000) p. 74

Visser (2009) p.1

Establishment of IDB is considered to be starting point for an expansion of Islamic banking. IDB was the
first international organization shielding new industry and providing necessary standardization and support
for further international cooperation between countries supporting Islamic banking concept.

1% Hassan, Lewis (2010) p.12

Nowadays Organization of Islamic Cooperation, established 1969, consist of 57 members.

106 Organization was then largely dominated by Saudi Arabia, as well as the OPEC, so the shape of nascent

102
103

105

institution was much according their ideas. Forty-four countries were founding members of the bank, the
largest shareholders being Saudi Arabia (25%), Libya (16%), the United Arab Emirates (14%) and Kuwait
(13%).Saudi Arabia, as the richest from OPEC countries, promoted itself as leader of the Arabic World. For
more details about rising influence of Arabian countries please see: MACLAURY (1978). OPEC surpluses and
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There were many who believed that, the quadrupdingl prices in 1973—-4 marked
a watershed, the new era in North-South relatiomsler those circumstances, an Islamic
banking system held the promise of more controlr diie Islamic world’s political and
economic destiny®’ Establishment of IDB started slow, but steady tEment of Islamic
banking sector, which was gaining a speed over.tiEarly in the seventies came habai
Islamic Bank taking deposits in current as wellimgestment accounts and engaging in
profit-making activities directly as well as thrdugiorking partners. The IDB was designed
to serve Muslim countries and communities by anr@gndinance for trade and development
on non-interest basis. By the late nineteen-sesgrthere were about half a dozen more
banks in the private sector in Egypt, Jordan, Kiweid the Gult’® The Dubai Islamic

Bank is considered to be the first modern, non-gawental, Islamic bank.

Before the decade was over, similar banks sprabtedighout the Islamic world: the
Kuwait Finance House (1977), the Faisal IslamickBahEgypt (1977), the Islamic Bank of
Sudan (1977), the Jordan Islamic Bank for Finanoé kvestment (1978), the Bahrain
Islamic Bank (1978), and the International Isla®ank for Investment and Development in
Egypt (1980). In addition, a handful of internaibimvestment banks were created, such as
the Islamic Investment Company in Nassau (1978),Jdsfamic Investment Company of the
Gulf in Sharjah (1978), the Shariah Investment 8es/in Geneva (1980) and the Bahrain
Islamic Investment Bank in Manama (1980). There waig® a handful of pioneers, chief
among them Prince Mohammed al-Faisal al- Saud faoéd&ing Faisal) and Sheikh Saleh
Kamel, a self-made Saudi businessman and foundéreoDallah Al-Baraka groufy® The
oil fortune and the novelty of the concept allowpdte an amount of experiments. Funds
were plentiful for a few Islamic institutions artteyy had a monopoly on small, but growing

group of clients looking for Shariah compliant fivcéal operations.

Governmental support of newly created Islamic bagksector was expressed
through the creation of the international body -BlDThere were also countries that take a
step more and decided to re-orient its financiavises according to modern Islamic
thoughts on banking — in other words, they forlmitéiest by law. It is not a surprise, if we

consider the regional distribution of intellect@avance on Islamic Banking, that the first

world financial stability. JOURNAL OF FINANCIAL AND QUANTITATIVE ANALYSIS. November 1978,
Proceedings Issue, s. 737-743 (http://www.jstor.org/stable/2330478)

7 \Warde (2010) p.74

Siddigi (2009) p.3

Warde (2010) p.75
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country to start to implement full non-interestanctial sector was Pakistan. The seventies
also saw Pakistan officially committing to the mest-free Islamic banking, followed by
Iran and Sudan in the eighties. Meanwhile Malaydeveloped a new approach of
introducing Islamic banking and finance under ddfiqpatronage, while the main system
continued along conventional lines Indonesia fo#dwn the early nineties. This pattern
later became the model for certain countries inGh#, like Bahrain, Qatar and the UAE,

If we consider the fact, that in the human histibrgre was never national formation
working without interest based transaction, Pakispaoject is quite remarkable. It started
in 1977, when President Muhammad Zia al-Haq hadedepower-'* On February 1979
decided that interest-based transactions were fgthbhsed out. Banks were ordered to offer
interest-free alternatives to conventional saviagsounts and to completely switch to
interest-free banking within five years.The process of economy wide Islamization of the
banking system in Pakistan was initiated soon dlfterdeclaration in February 197.As
from 1st July 1985, no banking company is allowe@dcept any interest bearing deposits
except foreign currency deposits which continueaen interest'* Pakistan is one of the
few countries declaring that they are operatingtbtrwithin non-interest financial market.

It is true that transition, in case of Pakistansveased by almost a dictatorship — type of
government. Therefore needs and dispositions ofrthikket were neglected to some extent
and only political will was applied. Even under Bumnditions, a complete transition was

not achieved. Till today there are government taatisns based on the interest rate basis

and Karachi Stock Exchange is creating its KIB&Rhrough the benchmark with other

"0 siddigi (2009) p.5

Pakistan is well known for its long traditions of military coup d’états. It is semi-dictator type of government
in Pakistan which allowed transition of banking sector to non-interest one quite smoothly in sense of political
power. We can see similar development in Iran after 1979 revolution or in Sudan under the president Bashir.
2 visser (2009) p.5

'3 Government planned to remove interest from the economy and that a decision had been taken to make a
beginning in this direction with the elimination of interest from the operations of the House Building Finance
Corporation, National Investment Trust and mutual funds of the Investment Corporation of Pakistan. Within a
few months of this announcement, these specialized financial institutions took the necessary steps to re-
orientate their activities on a non-interest basis. The conversion of the operations of commercial banks to
non-interest basis was a much more complex task and took a longer time span. To begin with, steps were
taken in January 1981 to set up separate counters for accepting deposits on profit/loss sharing basis in all the
domestic branches of the five nationalized commercial banks. The parallel system, in which savers had the
option to keep their money with the banks either in interest bearing deposits or PLS deposits, continued to
operate till the end of June 1985

1 Ziauddin (1994) p.20

It is Karachi Inter Bank Offer Rate, given by on State bank of Pakistan daily, weekly, monthly and on 1, 2
and 3 yearly basis to all the commercial banks of Pakistan so that they charge feesto their customers on that
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interbank offer rates all over the world, which aa&turally based on interest rates. This

dichotomy of Islamic banking would be discussedrlat

The idea of an Islamic economy not only provedaative to Pakistanis, but also to
Non-Pakistanis in search of an Islamic answer @rr@htive to capitalism and communism.
It was embraced by the Muslim Brotherhood in Egi¢mbers of the Muslim Brotherhood
also played a prominent role in the establishmanfi977 of the first Islamic bank in
Sudan’® After Iran revolution, there was increasing uni@siong OPEC members, leading
to the breaking of cartel agreements and unilate@akase of oil production by the new
Islamic Republic of Iran. The price of oil peakead 1981 and after a steady decrease,
collapsed in 1986. Surprisingly these developmelidsnot hinder the growth of Islamic
financial institutions. In fact, countries that exignced financial difficulties welcomed the
major Islamic groups®’ Islamic financial houses exploited full scale naithg based on the
promotion of “alternative system” of banking. Manguntries blamed interest rate based
banking for economic decline and welcomed altemeatsolution. Together with the
religious aspect, Islamic banking further increagedmarket share. Religion was a strong
selling point. Vigorous marketing campaigns warageainst the ills of ‘usurious interest’,
and associated their success with their religiotsntation. The early eighties also saw
further “full Islamization” of banking systems (thudan and Iran in 1983). Another
interesting development was the decision by Daaighorities to authorize the creation of
the Islamic Bank Internationaf, which would operate according to the Islamic &thar

without any special concessions or exceptions gednt

Decision of Danish government has been just agfdtie broader acknowledgment
of Islamic banking by the Western world. Major bemgkgroups (Citicorp, Merill Lynch)
had longstanding ties with government of Persiaif &ates, but in 80s, as Islamic middle
class started to gain its part of oil fortune, trstgrted to aim at them as well. Citicorp’s
establishment of an Islamic subsidiary in Bahrairi®96 has been closely watched within
the international financial community. Kleinwort @®n, ANZ Grindlays, Goldman Sachs

basis. This rate is inflation adjusted rate and then banks by adding 2 or 3% in KIBOR rate charge their
customers for their profit.

11 Visser (2009) p.6

Warde (2010) p.79

The company was founded in 1982 as a subsidiary of Islamic Finance House (UAE).

% Warde (2010) p.78
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and ABN Amro are among those Western firms activdsiamic financé?° Since the
1980s, such institutions have been created in Eurdpe United States and Australia.
Today, Islamic banks exist in virtually all partistbe world. In 1997, Russia announced the
creation of its first Islamic bank - the Badr BaiKwith 51 per cent of the shares belonging
to Russian citizens but with most of the $20 millstart-up capital coming from Iran, Saudi
Arabia, Kuwait, Qatar, the Sudan and Egypf). Lately European banks such as HSBC,
Citigroup and Deutsche Bank have been in the fonéfof developing Islamic financial
instruments. Moreover, the International MonetamdF has built up cordial relationships
with the Islamic financial world and the Institugélslamic Banking and Insurance, set up in
London in 1991, calls it a good omen that majoernational financial organizations are
involved in Islamic finance and that there is artivac interaction between those

organizations and Islamic bodi&s.

5. Present state of art

In the last two decades Islamic banking underwelstively fast evolution. After
three decades of establishing basic principlesitim®ns and guidelines, more recent
history became a story of a successful and modeandial industry. Especially after World
financial crisis (2007-2009), during which Islamimanking sector showed surprising
resilience, the demand for Islamic financial segsics rising rapidly. We will examine the
current status of the Islamic financial sector le tfollowing pages. There will not be
dedicating much of an attention regarding the famancrisis itself, because it will be

covered in detail and in another context laters but necessary to say, that basic underline

2% \Warde (2010) p.86

2! Data varies, but there are approximately 20 millions of Muslims in Russia Federation. It suggests strong
market for Islamic banking products. However, reality looks different. In 1997, “Forte-Bank” started utilizing
Islamic financing tools in its operations. “Badr-Bank”, an Islamic unit established by “Forte-Bank” shortly
International Commercial Bank “Badr-Forte” used to be the only bank in Russia guided by Islamic business
rules. The history of the bank began in 1997, when “Forte Bank”, a Russian bank that had operated in Russia
since 1991, established a new bank — “Badr-Bank”. It was proposed that the new bank would provide Islamic
banking services. It should be noted that the bank’s popularity among Muslims was limited by the fact that it
had no branches in Islamic Russian regions. It faced serious financial problems in 2005, but it was supported
by Russian central bank. In the end of 2006, the story of Islamic banking in Russia came to an end. The Central
Bank of Russia was not so tolerant towards “Badr-Forte” any more and after and inspection, the banking
license was taken from bank. For more details please see: Bekkin (2009) Islamic finance in former Soviet
Union (http://www.ide.go.jp/Japanese/Publish/Download/Report/pdf/2008 04 07_shiryou.pdf)

22 \Warde (2010) p.86
123 Visser (2009) p.7
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is that Islamic banking industry withstand crisisetty well, which supported its

development even more.

When the subject matter first began to be writtbaut, it was usual to use the terms
‘Islamic banks’ and ‘Islamic banking’. Nowadayshas become more commonplace to talk
of Islamic finance and Islamic financial institui®) reflecting in part the shift — evident in
Western markets as well as Islamic ones — away faiat used to be banking activities to
financing activities more generaft§* Therefore Islamic finance industry consists ndyon
of banks, but also several other sectors, verylairto the conventional banking. These had
evolved over last two decades and are another pro¥eonverging Islamic finance to
something we should call full-fledged financial ®ys.

Today, there are more than 600 Islamic finanaiatiiutions that operate in more
than 75 countries. Islamic finance assets worldwids expanded from USD150 billion in
the mid-1990s to USD1.3 trillion in 20142 The Banker'$® latest 2011 Top 500 Islamic
Financial Institutions report presents an optimigtcenario of the global Islamic finance
industry continuing to experience double digit gtlowf 21%, with the Shariah compliant
assets crossing the US$ One trillion mark. The stguseems to have benefitted from a
search for an alternative financial paradigm indftermath of the global financial crisis, as
conventional solutions are increasingly found toitegppropriate and inadequate to deal
with the economic realitie€Islamic finance has evolved to become an integraiponent
of the global financial system transcending geogicg boundaries from Brunei, Indonesia,
GCC state¥® and Malaysia, into new and untapped jurisdictiofsAfrica (Mauritania,
Nigeria, Senegal), Asia (Australia, Kazakhstan, ileima), Europe (Ireland, France), North
America (USA, Canada) and greater MEN®A(Sudan). What was a local phenomenon in
the sixties became recently a world-wide issuehSuge system could not sustain growth
without proper institutional support, so there weeweral international bodies established
lately, to further promote Islamic finance growtbspecially within the meaning of
standardization and harmonization with the exisglupal market.

2% Hassan, Lewis (2007) p.1

GIFF (2012) p.1

The Banker is the Financial Times subsidy, providing consistent research on world banking industry since
1926. It is also one of the few institutions providing full-scale every-year research on top 500 Islamic banks,
creating a valuable source of genuine statistical data. (www.thebanker.com)

7 |RTI Annual report (2011) p.12

Gulf Cooperation Council countries - Bahrain, Kuwait, Oman, Qatar, Saudi Arabia and UAE. For more
details see: http://www.gcc-sg.org/eng/

% Middle East plus North Africa
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Picture 1: Global Islamic Finance: Industry Architecture
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In the early stages of development, Islamic finamees concentrated in countries
with large Muslim populations, such as Egypt, Malayand the Gulf countries (particularly
Saudi Arabia, Kuwait and the United Arab Emirate3yer the past decade, the Islamic
finance industry has evolved to become an incrgisiimportant component of the
international financial system, what make him muulre attractive for non-Muslim
investors as well. Increasing recognition of ittueapropositions has made Islamic finance
widely accepted in many western countries, stanity the ones with the biggest Muslim

minorities.

Picture 2:Global Islamic Finance Assets, 2011 (USBillion)
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Within the Muslim World, Islamic financial institions have become major
economic players. Five countries are dominatedhbylslamic banking: Iran with US$345
billion in Islamic assets; followed by Saudi AralldS$258 billion); Malaysia (US$142
billion); Kuwait (US$128 billion); and the UnitedrAb Emirates (US$112 billion). A few
non-Muslim countries, among them the United Kingd@mand Singapore, have announced

% United Kingdom stands for the foremost Islamic finance market in the Western world. For more details

see: FSA (2006) Islamic Banking in the UK (http://www.fsa.gov.uk/pages/About/Media/notes/bn016.shtml)
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their intention to become hubs of Islamic finanaeg others, such as Austrafia France
and South Korea, have altered their legislationd@écome more hospitable to Islamic
finance'®? Further involvement of Islamic finance in globakrkets sparked initiatives
regarding acceptance of Islamic finance in coustaieover the world. Emerging economies
of third world are looking towards alternatives mire capitalistic conventional banking
(which in their eyes failed in order to bring th@nosperity), on the other side, sophisticated
rich countries of the West are looking for investinalternatives to diversified risk. At the
end-2011, there are 363 full-fledged Islamic finahdnstitutions and a further 108

conventional financial institutions operating alafsic window!*

5.1 Global division of Islamic finance activities®
5.1.1. Asia

At present, Islamic banking business is availabl®lalaysia, Indonesia, Brunei, Sri
Lanka, Thailand, Singapore, Bangladesh, Chinajdpinles, Russia, Pakistan, Kazakhstan,
Azerbaijan and Afghanistan. In terms of Islamickiag assets in the region, Malaysia
constitutes 72.1% of the total followed by Indoaegi0.8%), Bangladesh (5.4%), Pakistan
(4.9%) and Brunei (3.4%) while other countries ¢ibate the remaining 3.4%. The newest
entrant in the list of markets for Islamic finaniselndonesia, with its vast population of
Muslim consumers and therefore potential for ragidwth. Since 2011, Kazakhstan has
become the first country in the Commonwealth of ejmehdent States to introduce

fundamental legislative amendments for purposslafic finance?°

5.1.2. Europe

The Islamic Bank of Britaiti° was the first full-fledged Shariah —compliant fleta
bank in the UK which marked the launch of the fidamic bank in the western world.

There are five full-fledged Islamic banks and 1haaws offering Islamic banking products

B Australia represents typical ready-market for Islamic finance. There is strong, fast growing Muslim minority
and there are already several Islamic finance institutions providing services (namely the Muslim Community
Cooperative Australia (MCCA), Iskan Finance and Islamic Co-operative Finance Australia Limited (ICFAL). As
the demand rises, the Australian government, both at state and federal levels, is working on the possibility of
removing regulatory obstacles and tax disincentives for Islamic financial institutions.

B2 |RTI Annual report (2011) p.17

GIFF (2012) p.15

All statistical data in this part are cited with respect to Global Islamic Finance Forum (GIFF) report, 2012
For more details see: http://www.ashurst.com/publication-item.aspx?id_Content=7559

IBB was established in September 2004 and was first standalone retail bank providing Islamic finance
products in western world (first Islamic finance institutions was established sooner in Luxembourg). For more
details see: http://www.islamic-bank.com/about-us/
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and services in the UK today. Meanwhile, Gernt&hig home to the Islamic banking unit
of Kuveyt Participation Bank of Turké¥, located in the Southern city of Mannhéih
while the French subsidiary of a conventional Maeot bank recently began offering

products through their Islamic window.

5.1.3. MENA

The majorities of Islamic banks in the MENA regiare part of the private sector,
existing along with the conventional financial itgions, with the exception of Iran which
classifies all as Islamic while the majority of theare state owned. Among the MENA
countries, most developed Islamic banking sectoesfaund in Bahrain, Kuwait, Qatar,
Saudi Arabia and United Arab Emirates which are é&ddmsome of the industry’s largest
Islamic banks. Oman is the latest GCC member thatdmbarked on introducing Islamic
banking through the issuing of two full-fledgedalsiic banking licenses. Morocco is
another merging country, with 99.0% of its populatcomprising Muslims, and represents
a potentially right market for Islamic finance. Baml-Maghrib, the central bank of
Morocco, has recently examined possible optionegalate and develop Islamic banking in
its jurisdiction. Back in March 2007 Bank Al- Magiirapproved the offering of Islamic

financing products.

5.1.4. North America

The development of Islamic finance in the Unitedt& of America (US) started in
1999 when Dow Jones launched its first Islamic ragitdice$*®, which act as benchmarks
for Shariah-compliant equity managers. At presdmrd are no less than 15 financial

institutions that operate in the US offering a wrdage of Shariah-compliant products and

Y7 with a population of 4 million Muslims in Germany, holding an estimated wealth of 25 billion €, Germany

potentially is a big market for Islamic Finance. Not only are net incomes of Muslim households estimated to
rise further in the future, Muslims also having a remarkable savings rate (18 %). There is also significant trend
of decreasing foreign money transfers as original season workers from Turkey are more and more established
in Germany.

38 Eor more details see: http://www.reuters.com/article/2012/11/28/kuveytturk-germany-
idUSL5E8MS8Q920121128

% n 2013, there is expected an expansion of Kuvert bank into Berlin and Frankfurt. For more details see:
Sandkuhler (2012)

% The Dow Jones Islamic Market Index (DJIM), launched in 1999 in Bahrain, was the first index created for
investors seeking investments in compliance with Muslim Sharia law. The DJIM has an independent Shariah
(Islamic Law) Supervisory Board. The DJIM screens have been adopted by the Auditing & Accounting
Organization of Islamic Financial Institutions (“AAOQIFI”). The DJIM measure the performance of a global
universe of investable equities that have been screened for Shariah compliance consistent with Dow Jones
Indexes’ methodology, which makes it fully comparable with other Dow Jones Indexes. For more details see:
http://www.djindexes.com/islamicmarket/
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services ranging from home financing, personalrianag, mutual funds, business financing
and investment services. Elsewhere in Canada, Trenio Financial Services Alliance
(TFSA) has made submissions to the federal andimmi@ governments, calling for

changes to Canadian laws and regulations to faelitslamic banking and finance in
Canadd™

5.1.5. Africa (except MENA countries)

The banking industry in Africa can be divided irflur main regional markets,
namely, Kenya, Nigeria, Sudan and South Africa.réntty there are 38 Islamic financial
institutions operating in Africa. Among the fourgrenal markets, Sudan is taking the lead
in the Shariah-compliant banking services with 84'4> Measures have been undertaken
by some of the African governments to review arfdrre their respective banking laws to
allow Islamic financial institutions to be set updato prosper. The Central Bank of Nigeria
has recently issued guidelines for non-intereskipgnand has approved a banking license

to launch the country’s first Islamic bafik.

Y Eor more details see: http://www.blg.com/en/NewsAndPublications/Documents/publication_2067.pdf

The process of the economy wide Islamization of the banking system in Sudan has not been smooth and
steady. The first attempt to Islamize the entire banking system was made in 1984 when a presidential decree
was issued directing all commercial banks to stop interest based dealings with immediate effect and to
negotiate the conversion of their then existing interest bearing deposits and advances into Islamically
acceptable forms. Foreign transactions were allowed to be continued on the basis of interest for the time
being. It is reported that this sudden change forced the banks to adopt the nearest Islamic alternative
available that is murabahah, which soon constituted 90 percent of their financial operations. It is also
reported that conventional banks applied Islamic financing techniques only formally in their ledger books and
in the reports submitted to the central bank of the country. Policy makers in the central bank were also
discontented with the procedure of transforming the banking system. They considered it as a mere political
decision imposed by the government without being preceded by adequate detailed studies. This experiment
with economy wide Islamization of banking system came to an end in 1985 with the change in government
.The government which is presently in power has decided on the economy wide Islamization of the banking
system once again, and that the effort is much more earnest and much better organized this time.

3 For details about guidelines see: http://www.cenbank.org/Out/2011/pressrelease/gvd/Non-
Interest%20Banking%20Guidelines%20June%2020%202011.pdf
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If we compare starting a regional division of tis¢ainic finance industry with the
current state, we can clearly see that there angtglobalization going on. Yet we can, with
respect to the current regional division of Islamgset say that this trend is just at the

beginning.

Graph 1 — Muslim population, Islamic assets, reveres and profit pool breakdown by region, 2007
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Regional breakdown as follows:

Levant : Israel, Jordan, Lebanon, Palestine, Syria

GCC: Qatar, Bahrain, Kuwait, UAE, Saudi Arabia, Oman

North Africa: Algena, Egypt, Libya, Mauritania, Morocco Tunisia, Sudan

Southeast Asia: Cambedia, Laos, Thailand, Vietnam, Philippines, Brunei, East Timor, Indonesia, Malaysia, Singapore
Subcontinent: India, Pakistan, Bangladesh, Bhutan, Nepal

Source 2: Islamic finance and global financial staibity, 2010

As the popularity of Islamic finance services siseve can expect further
redistribution of from the Muslim population towar@igger institutional investors all over
the world. The global growth of Islamic finance toned its healthy trajectory in 2011
despite the uncertainty elsewhere in the worldiariicial markets. According to Standard &
Poor's** research, worldwide, Shariah-compliant assetstial$d.4 trillion at year-end
2011--are likely to continue double-digit growth time coming two to three years. As the
industry matures, Shariah-compliant instrumentsbaeming specific asset classes in their
own right. The coming to the market of new entraatswell as the growing sophistication
of existing players, is likely to further suppontogith. On the other, the Islamic finance

industry is to continue suffering from a classidatance between supply and demand. It

' Standard & Poor’s has been leading credit research and analysis in Islamic finance for half a decade. It

provides ratings to all significant institutions providing Shariah-compliant products all over the world. It also
publishes yearbooks on Islamic finance regarding specific sectors of Islamic finance industry — takaful, sukuk,
banking, year competitiveness report etc. For more details see: http://www.standardandpoors.com/about-

sp/gcc/en/eu
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remains indeed a demand-driven segment, with langepply, hampered by a lack of a
widely recognized consensus about how to finaneeShariah-compliant way. The two
current heavyweights of the industry—Asia (most abbt Malaysia) and the Gulf

Cooperation Council (comprising Bahrain, Kuwait, &m Qatar, Saudi Arabia, and the
United Arab Emirates) are set to spearhead thecoweng of these obstacles. They are
building on the momentum created by companies asdhregions to resort increasingly to

Shariah-compliant means to finance their huge stfteture-related projects®

Graph 2: Share of global Islamic assets, 2011
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Source 3: According to GIFF, 2012

The overall growth of Islamic finance uses synezffgcts for creating new products.
On the one side, there is growing demand for nesdymts as industry flourish, on the other
side; new products are helping industry to flourithe system became more diversified and
comprehensive with a wider spectrum of financiaduwrcts and services, such as the Islamic
Inter-bank Benchmark Rate, Shariah compliant hegdgioducts etc. The Islamic financial
services sector also withessed the developmergwftypes of intermediaries in the form of
specialized banking institutions, Takaful, capitaarket intermediaries and microfinance

institutions. Financial markets, including the fela money and Sukdf® markets witnessed

%> Standard&Poor, Islamic finance outlook (2012) p.2

Sukuk (legal instrument, deed, check) is the Arabic name for financial certificates, but commonly refers to
the Islamic equivalent of bonds. Since fixed income, interest bearing bonds are not permissible in Islam,
Sukuk securities are structured to comply with the Islamic law and its investment principles, which prohibits
the charging, or paying of interest. Financial assets that comply with the Islamic law can be classified in
accordance with their tradability and non-tradability in the secondary markets. Sukuk can be structured
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the expansion and played a significant role in anguthe flow of funds in the Islamic
financial systent?’

Picture 3: Islamic Finance Industry: Developement bProducts and Services
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Source 4: GIFF, 2012

Further demand for financial products is driverskyeral aspecté?

¢ Ready market of growing Muslim population

e Growing demand for ethical investment

e Abundant liquidity

e Growth of the halal industry

e Increasing awareness of investors

e Governments introducing tax and legal incentivesetwourage Islamic
finance business

e Above mentioned product innovation

e Searching for alternatives to conventional banking

e Sukuk market

6. Division of Islamic finance industry

As we noted above, the Islamic finance industryw meaches further than simple
banking services. What was started in the sixtsea eegional banking project now covers a

full scale of investment, leasing, insurance andding options.Islamic finance assets

alongside different techniques. While a conventional bond is a promise to repay a loan, Sukuk constitute
partial ownership in a debt, asset, project, business, or investment. Most commonly used Sukuk structures
replicate the cash flows of conventional bonds. Such structures are listed on exchanges, commonly
Luxembourg Stock Exchange and London Stock Exchange in Europe, and made tradable through conventional
organizations like Euroclear or Clearstream.

“7IRTI Annual report (2011) p.12

8 GIFF (2012) p.11
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worldwide has expanded from USD150 billion in thel+h990s to USD1.3 trillion as at
end-2011*°, yet this growth was not equally divided in betwe®ovided products. In the
further we will examine every single sector of msla finance with regards to its
importance. There are four most important servigewided by Islamic finance industry
today. First there is Islamic banking, original astill the biggest part of the industry.
Secondly there is Sukuk sector, rapidly increasieaghare of the market since the global
financial crisis. Islamic investment funds arereatly on the third place in the overall
summary. On the last, the fourth spot, there islisina very significant sector — Islamic
insurance, called Takaful. As long as this work sito the Islamic banking, we will
examine it in much more detail than others. Howeseteast short notice about all sectors

is necessary to deeper understating of Islamim@ieandustry development.

Graph 3: Global Islamic finance assets (2012)

Total: USD 1,6 trillion

3,9%

1,1%

B Funds
H Islamic Banking
Sukuk

M Takaful

Source 5:According to GIFF, 2012

6.1 Islamic insurance — Takaful

Takaful represents the smallest part of the Igtaimiance. It was started a bit later
than first Islamic banks, in 1979 in Sudan, yet lbiggest boom come in last five years. In
2008, they were 133 Takaful companies (TCs) regadten 2010 we are talking about 195
TCs. Between 2007 and 2011, global Takaful contidios expanded at a CAGR of 19.1%

to reach an USD15.2 billion in 2013 Today Takaful market spreads across more than 30

9 GIFF (2012) p.4

0 GIFF (2012) p.1
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countries; however it is highly concentrated in ktieldle East, especially in GCC countries,
with an exception of traditional proponent of Islarffinance — Malaysia.

Graph 4: Regional division of Takaful companies
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Source 6: According to World Islamic Insurance Diretory, 2012

We can find several aspects behind the presend igqowth of Takaful industry.
There are several common with Islamic finance itrguas a whole — growing demand for
Shariah-compliant products, increasing awarenesscustomers worldwide, abundant
liquidity and government support. There also somdustry-specific factors behind the
growth, especially synergy effects from Sukuk megkend real economy. Issuance of high
quality Sukuk papers further increasing investmeptions for Takaful companies.
Increasing amount of banking products provides shdsr further development in the
insurance sector. Furthermore, Growth of real espnoespecially huge infrastructure
projects need to be the backboned by the insurandedevelopment of the real estate
market create further opportunities as well. Aldeersgthening of cooperation between
individual Takaful companies creates more efficiengtribution channels and supports
spread of Islamic insurance products. All of thésseors support outstanding efficiency of
Takaful industry, which is expressed in double tdigowth in post crisis years.
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Graph 5: Global Takaful contribution 2005-2010
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Source 7: Ernst&Young’s World Takaful report, 2012

It is clear, that Takaful industry operates predwntly in Muslim markets, but even
if we consider only Muslim countries as relevantrke#s, Takaful is far from reaching its
potential. Share of Islamic Finance in GCC andayisila is 25% and 22% whereas Takaful
market share is 15% and 10% respectively. It mélaats Takaful has at least 10% of the
known Shariah inclined market that they have ndttgpped. The GCC Takaful market
predominantly comprises of general Takaful busivesis family Takaful accounting for as
little as 5% in certain markets. With a high dispble income average and low market
penetration, the GCC presents potential for faffidkaful>* If we would turn to potential
market, we will discover even more space for imprgv There are approximately 1,6
billion Muslims all over the globe. From severahsons (religious, educational, monetary
etc.), conventional insurance penetration amonglimysopulation is really low. There are
ready-markets for Takaful opening just now — Lib¥agypt, Bangladesh, Indonesia, and
Tunisia. Also there is significant Muslim minorigpread over the GlobB&? These people
are already aware of Islamic banking products avah ghey will turn to other options of
Islamic finance, Takaful including. Therefore wencsay, that, regardless its minority
position among Islamic finance services, Takafudgma huge potential to further increase

its extent.

! Ernst&Young’s World Takaful report (2012) p.22

If we consider only the most economically developed countries — USA (3,75 %), UK (2,7 %), Canada (1,48
%), Germany (3,4 %), France (7 %), Japan (1 %), Russia (18%), China (11%) . For more statistical data about
Muslim population please see: https://www.cia.gov/library/publications/the-world-factbook/
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6.2 Islamic funds

The Islamic fund industry has developed rapidlyrahe last decade to become one
of the key components of the Islamic finance indusEhariah-compliant funds have a
relatively short history. They first appeared i tlate 1960s in Malaysia and in the mid-
1970s in the Middle Eadt® Since then, the Islamic fund industry has beera @rowth
momentum in recent years, spanning over 36 cowsntitiés true, that Islamic fund industry
accounted only for approximately 4.5% of the glolsémic finance asset, with total assets
under management of the industry stood at USD60iOrbin 2011.***In regards to Islamic
asset management, product development and the atammd of Islamic funds has been
commendable. The Islamic fund universe has growa sirong pace. As an example, in
1996, there were approximately 40 Islamic equityd&iwhereas in 2010 the total universe
has grown to more than 800 across various asssedaThis suggests substantial growth in
the number of organizations involved in Islamicetsaanagement in a space of less than 10
years'>® Positive prospects are expected for the Islamia findustry to improve moving
forward, supported by sustained economic growthe@afly from oil and commodity-
producing economies as well as high-savings anglsircountries, thereby driving the
demand for Shariah-compliant investmehifs.

In terms of asset allocation, equities are thennaaiset class for Shariah-compliant
funds worldwide, accounting for almost half of alisets. Malaysia is the largest Islamic
equity market for Islamic funds with Saudi Arabibe US, Ireland and Kuwait being the

other major markets.

53 GIFR (2010) p.67

GIFF (2012) p.1
GIFR (2011) p.81
For more details see: Standard & Poor’s Islamic Finance Outlook 2012
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Graph 6: Islamic funds by domicile, 2011
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The rising wealth in Muslim nations, especiallytire emerging economies and oil-
rich countries, has helped drive investible ass&ispecially sovereign funds of oil-
producing countri¢s’ are well accepted in the global investment comiyunDespite the
global economic struggles and the sovereign debtscm Europe, Islamic funds have
managed to grow their assets on the back of desoanket performance, as well as
experiencing a number of new funds raised. Withglbbal equity indices underperforming,
investors continue to search for alternative astadses. In particular, commodity funds

have been an attractive safe haven for a wide rahgeestors during the turbulent times.

7 A sovereign wealth fund (SWF) is a fund owned by a state (or a political subdivision of a federal state)

composed of financial assets such as stocks, bonds, property or other financial instruments. Sovereign wealth
funds are entities that manage the national savings for the purposes of investment. We are talking about
billions of USD in oil-producing countries which are ready to be situated in various form of investment,
Shariah-compliant including. (UAE — 861,6; Saudi Arabia — 538,1; Kuwait 342; Qatar — 115, Brunei — 30).
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Graph 7: Islamic Funds by Asset class, 2011
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It is necessary to note, that the Islamic fund erse is indeed very small; with
Shariah-compliant funds numbering only 1.3% of ithenventional cousins, and only
0.36% in assets under management compared to abaldglind universé>® However, the
reality of global market beneficial for Islamic fis1 As the Europe struggles with debt
crisis, new safe havens for institutional investare demanded. Together with newly
emerged Sukuk markets, as an alternative to coiovahtequity market, Islamic funds are
attracting a lot of free capital. Also domestic @ has to be mentioned. As we mentioned
above, there are 1,3 billion Muslims all over therld. Especially in GCE® and Western
countries, there is strong potential among wealthgividuals to invest. Also the
demographics of Muslim countries are heavily towdtte under-40 age group. This would
suggest that what underpins the growth expectatainghe Islamic asset management

industry is a booming younger Muslim generatiopatential investors.
6.3 Sukuk market

Sukuk is the Arabic name for financial certificatésit it is commonly used as an
Islamic equivalent of bonds. It represents an egua undivided share of ownership of

tangible assets, usufruct and services or ownershipvestment activity. The first private-

% GIFR (2011) p.75

There are 45,9 million inhabitants in GCC, bearing together 1,37 trillion USD GDP, which makes it 29,9 GDP
per capita.
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sector sukuk issues were launched in Mald§5itn the 1990s, but over time, also
governments played a key role in sponsoring theseeldpments. The Malaysian

government issued the first global sovereign sukuk002 and this encouraged other
Muslims countries to follow suff' After its presentation in Malaysia, sukuk market
developed rapidly across the globe in the GCC regiad in other parts of Asia. As at end-
2011, global Sukuk outstanding topped USD178.20billas 2011 witnessed record high
new sukuk issuances of USD85.1 billion. Over thargethe sukuk market has grown by a
compound annual growth rate (CAGR) of 28.3% betw&@d6 and in the first half of 2012

to reach USD210.8 billion and contributed 13.4%tleé global Islamic finance assets in
2011

Graph 8: Global sukuk issuance, 1996-2011
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Source 9: Standard&Poor’s Islamic finance outlook2012

Lastly, since sukuk are the flagship product oérsic finance and banks are the
biggest players in that market, these financiatruments are likely to herald wider
international recognition of Islamic banking on tjlebal financial scene, and contribute to
its expansion outside Asia and the GCC. Sukuk, kvgrew from zero issuance before 1996

to a cumulative $350 billion by mid-2012, are reyaetative of the strengths of the Islamic

10 The Malaysian government introduced somewhat special approach to Islamic finance. As we said before,

there is mixed banking system in Malaysia — commercial and Islamic banking exist next to each other.
However, commercial banking is subject to market forces, while Islamic finance industry enjoys consistent
and long-term support from government. It is one of the reasons while Malaysian Islamic finance sector
produce so many innovations in field of Islamic finance, sukuk including.

'*1 GIFR (2011) p.66

182 GIFF (2012) pp.19-21
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finance industry as a whot& The growth in the sukuk market has fueled the geveze of
the Islamic asset management industry, particulerlsaudi Arabia where the regulator
decided to separate investment banking activities)fasset management (very similar to
Glass-Steagall Act, 19335

The original position of Malaysia as a leader okuk markets is still unchallenged;
however there is an increase of sukuk issuancevalt the Muslim, especially in GCC
countries. The GCC’s combined economic resiliest®ng project pipeline, and regional
refinancing needs could cause issuance from the @Q@atch that from Malaysia in the
medium- to long-term. Sovereign issues are needddel huge infrastructure projects of
the Gulf countries (e.g. there was currently mdnmant USD276.2 billion in planned

transportation projects in the GCC countries in20%

Graph 9: Geographical distribution of primary Sukuk Issuance in 2011
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Nowadays we can find full scale of Sukuk principl8garting with ljarah (lease) and
Murabaha (cost-plus contract) Sukuk in the 90s,u8ukarket now covers sectors of all

13 STANDARD&POOR Islamic finance outlook (2012) p.22

The term Glass—Steagall Act is most often used to refer to four provisions of the United States Banking Act
of 1933 that limited commercial bank securities activities and affiliations between commercial banks and
securities firms. For the full version of the Act see: Federal reserve archive
(http://fraser.stlouisfed.org/publication-issue/?id=10671)

1% GIFF (2012) p.20
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Islamic banking products - Musharakah (equity parétion), Wakalah (insurance agency),
Salam (forward sale), Mudarabah (trustee finarm@)yertible and exchangeable trusts, etc.

Graph 10: Sukuk Issuance by structure, 2011
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With such a broad scale of an option Sukuk ha®rbeca viable alternative to
conventional bonds evidenced by the large numbdurads raised by both corporate and
sovereign issuers. The huge growth of sukuk wiegeds 2011 was driven by the declining
yields for both corporate and sovereign issuanog$i® back of the Middle Eastern political
tensions, which in turn led to a record year fodtde Eastern sukuk issuances, and the
uncertainty in the global economy due to both tlneofean sovereign debt crisis, and the
fears of another recession in the US and otherlolped markets. It is true that growth has
been mainly driven by the South East Asia; howed@mand from European investors
picked up markedly towards the end of 2011 as fdledisto safety. Until the global credit
crises in 2008 we saw mainly corporate sukuks ssoew mostly come from government
subjects. Sovereign issuers maintain the bulk sbagrimary market issuances over the
past few years as governments increase their logalency programs, which makes
sovereign sukuks safe havens for capital fleeiognfunstable western markets.
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Graph 11: Sukuk issuance by issuer type
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Source 12: Standard&Poor’s Islamic finance outlook2012

Sukuk market is definitely very popular these daysere are growth drivers similar
with Islamic finance sector, however, we can fiedter specific as well. Governments have
strong incentives and initiatives to support sulasuances. High liquidity levels in GE&€
and others countries are creating strong demandHort term sukuk investment. This
demand means that cost associated with rating fuhdsugh sukuk has declined
significantly. Also there are existing funding gagrsd infrastructure requirements in key
Islamic markets, where sukuk already penetratéds Hecessary to note, that there are also
aspects slowing the growth of the industry. Furtsandardization is need€dto attract
more international capital. Right now, sukuks asued mainly privately to preselected
investors. We can witness listing of sukuk on exgastocks, yet this phenomenon is just

gaining speed and it will take some time.

1%8 Total liquidity levels in GCC has more than doubled between 2005 and 2012, boosted by high oil prices and

inward FDI (foreign direct investment) flows due to improved economic outlook. The ratio of total GCC
money supply (M3) to total GCC population above the age of 15 rose from USD 14,722 in 2005, to 27,908 in
2012. The financial crisis of 2008 pushed GCC investors to hold more liquid assets and the trend continued
after the crisis. For more details see: http://www.gic.com.kw/site_media/GIC/GCCMonthly2013.pdf

1%7 standardization of Islamic finance sector is actual ongoing issue. The Accounting and Auditing Organization
for Islamic Financial Institutions (AAOIFI), established in 1990, is an Islamic international autonomous non-for-
profit corporate body that prepares accounting, auditing, governance, ethics and Shari'a standards for Islamic
financial institutions and the industry. It has 200 members from 45 countries and stands as the foremost
institution in field of standardization of Islamic finance sector. For more details see: www.aaoifi.com
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The overall sukuk market is a rising star of Idlarfinance. Both primary and
secondary markets are drawing attention of the ajlatvestment public. With still an
unresolved European debt crisis and never endadgtguarrel between China and USA,
sukuk represents a viable alternative to conveatibonds. It is still very exotic, attracting
more risk oriented players of the investment marketvever, with further standardization,

and sukuk market bears huge potential.

7. Islamic Banking

Banks account for the lion’s share of total assetke global Islamic finance market.
That's natural, given that Islamic finance startsgdbanks, before spreading its wings to
insurance and wealth and fund management. And theréot of room for continued growth
since this market is relatively smai compared to the global financial industfy.The
expansion of Islamic banking in the past few yemgselerated. The industry matured in
traditional territories and started to spread omtother potential markets. Especially
countries with significant Muslim minorities, likine United Kingdom and Africa (more
than 400 millions of Muslim population spread otlee continent) bear huge potential for
expansion of Islamic banking. In order to assesscilrrent state of Islamic industry it is
necessary to note one fact. It is difficult to assthe size of Islamic banking accurately.
Although most of the world’s leading financial itstions have windows for Islamic
banking, they rarely disclose the importance drfst banking in their business. Moreover,
small rural cooperatives run on Islamic principdes not accounted for. Also, the definition
of Islamic banking varies across countries, withlglamic bank in Iran conducting its
business differently from an Islamic bank in, skglaysia. Thus current databases almost

certainly underestimate the importance of Islanasioking®"®

There are well over 200 Islamic banks operatingwer 70 countries comprising
most of the Muslim world and many Western countt/éghe industry is growing at a rate
of 10-15 percent per annum compared to 7 percenbrded by global finance
Industry*"4slamic banking has been the major driving forcethef global Islamic finance
industry, with an estimated asset size of USD1llibtr as at end-2011 contributed to 80.9%

' The Islamic banking industry currently constitutes only 1.6% of the total assets of the top 50 largest banks

in the world (totaling USD66.2 trillion at the end-2011).
1% STANDARD&POOR Islamic finance outlook (2012) p.21
Imam, Kpodar (2010) p.8

Hassan, Lewis (2007) p.1

Anwar (2003) p.64
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of Islamic finance assets worldwid€. Although there is significant evidence of susthiea
growth in Islamic banking, industry itself still p@s no real competition to conventional
banking in sense of assets managed. The whole itsfamance industry represents only
approximately 1% of global assét$ and we should have in mind that banking represents
not the whole industry. Therefore we can say tlwanhef Islamic banking will grow at a
steady pace of two digit growth, it will take a saferable amount of time to catch up with
conventional banking. In this sense | would likestoess regional importance of Islamic
banking. Islamic banking plays significant rolesieveral Muslim countries, especially GCC

and we must have it in mind during further research

Even in countries, who are proponents of Islanaoking and stand in front of its
progress, Islamic banks have to face competitioim@fconventional banking system. There
is not a single country in the world without somievpders of conventional banking services
(with exception of Islamic republic of Iran as weemtioned above)”> However, Islamic
banking proves as a viable alternative.

73 GIFF (2012) p.15

Islamic finance and Global financial stability, 2010, p. 28

We also mentioned Pakistan and Sudan together with Iran. However in these two countries, transition to
full Islamic banking system is not finished. It was either halted or slowed down from various political and
economical obstacles.
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Graph 12: Share of Islamic Banks in Total Banking Sgtem in Selected Countries, 2006 (in percents)
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As we can see from the graph no. 12, the share dibldlamic banking on the
banking industry of several countries is relativligh. This suggests that with certain
institutional background and some degree of govental support, Islamic banking could
surpass its conventional older brother. Howeves niiimber of banking institutions does not
prove effectiveness or attractiveness of the prsdac services. We need to turn to more

predictive factors and subject them to further aese.

Graph 13: Comparing Investment by Islamic Banks wih Credit by Conventional Banks in Selected Countrie
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Source 14: Imam, Kpodar, 2010

If we compare credit by Islamic banks to converdlobanks, even in countries like
Malaysia where Islamic banking is well-developéds idwarfed by conventional banks. We can
see that in almost all countries, except Iran,réti® of credit of conventional banks to GDP is
substantially higher than the investment to GDkrat Islamic banks, which accounts for less
than 20 percent of GDP in most countries. Therefibre importance of Islamic banking varies,
being relatively high in the Gulf and East Asiaaibsolute numbers though relatively small in
comparison with how much investment they finance aashare of GDP compared to

conventional banks. In other regions, the impomtawfcislamic banking is even lower.

The relative importance of the Islamic banking hathing to do with the fact that it

exhibits an unprecedented growth rate. Therefosugigests that we will see increase of
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importance of Islamic banking industry in the fietur starting in well-covered regions like
Bahrain or Kuwait, expanding further into potentizrkets we mentioned above. There are

several aspects supporting growth of Islamic bapkidustry*’®

- Proven performance over the financial crisis peribde Islamic banking industry
remained resilient despite the recent financiaisnvith a CAGR of 28.2% between
2007 and 2009

- Growth in supply of banking products and servicéew jurisdictions are
introducing Islamic banking operations with a widage of competitive products
and services offered as a viable alternative ta@tmentional product range

- Increased trade between Muslin countries createsadé for Shariah-compliant
trade financing solutions. Nowadays especially eotions between Asia and
Middle East trade centers are strengthened.

- Growth in micro financing products for lower sogiatlasses’’ The offering of
Islamic micro financing products opens up oppottasifor rural, under-banked and
low income groups to surplus funds for financingeas economic activities.

- Significant Muslim communities in the UK, US, Gemyaand France provides
opportunities for the Islamic banks in offering 8ah-compliant products and
services.

- Huge funding gap in GCC from the retreat of Eusop®anks, due to the recent
European debt crisis.

Given that the Islamic banking industry is onlyfteatentury old and represents a young
market segment in the global financial system, as la huge market potential to grow
further. Thus, it is important for Islamic bankadkethe market in product innovation in order
to distinguish themselves from their conventioregns as a viable alternative solution.

¢ GIFF (2012) p.16

Islamic microfinance represents the confluence of two rapidly growing industries: microfinance and Islamic
finance. It has the potential to not only respond to unmet demand but also to combine the Islamic social
principle of caring for the less fortunate with microfinance’s power to provide financial access to the poor.
Unlocking this potential could be the key to providing financial access to millions of Muslim poor who
currently reject microfinance products that do not comply with Islamic law. As a result, Islamic microfinance
is becoming an ever more important instrument to fight rural poverty in Muslim countries, and effectively
diversify strategies improving access to finance in other parts of the world. Islamic microfinance is current
phenomena and it is increasing its importance every year. For more details see:
http://www.ifad.org/operations/projects/regions/pn/factsheets/nena_islamic.pdf
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It is true, that product innovation should standhesmain goal of the industry in order
to further increase its glamour for potential costos. However geographical expansion
should be emphasized as well. Major Islamic bankshe already started to push forward
into potential markets. There is a significant amtoaf new countries accepting Islamic

finance, either as a viable alternative to conwera system or its complement.

Recently Oman has taken steps to establish alédgéd banking company. Nigeria is
going to launch its first Islamic financial hous#aig bank) soon. Also Islamic Bank of
Maldives opened its doors for business along wigh Amana Bank in Sri Lank& The
Islamic banking industry is expected to witnessoemaging developments in emerging
economies such as Turkey, Indonesia, India and &Cpmomote the alternative form of
financial intermediation, underpinned by the insieg demand for alternative banking
products and services. Other jurisdictions in Gdrisia such as Kazakhstan, Turkmenistan
and Tajikistan are also identified as high potéstia the Islamic banking radar given the
demographics and support from government agentied/e can also find promising
political movement towards Islamic banking in westeountries. France is another new
entrant to the IFCCR (The Islamic Finance Centemnfketitive Review) list this year and is
included as one of the emerging markets for Isladm@&nce. The initiatives pursued by the
French government have turned its fledgling Islafimence market into a promising and
attractive proposition for investors. In Australibe government is working hard to be part
of the Islamic finance industry and to positioreitdo attract a greater number of Shariah-

compliant fundg®°

Opposite to the historical development of Islamanking, when private companies
were pioneers of the industry, currently strong egomental suppoft’ usually starts
penetration of the potential markets. Changes ahadgaphic structures of western

countries are creating political pressure as maré more citizens demands Shariah-

78 |slamic development bank Annual report, 2011, p.58

GIFF (2012) p.17

GIFF (2012) p.42

We can see strong governmental support in new markets, however there are some countries with fully
developed Islamic banks, where government support either does not exist or is limited at the best. For
example, there is lack of government support for Islamic finance in Oman, while officials in Bahrain and
Kuwait have been very supportive. Ironically, on a comparative level, Saudi Arabia's government has been
very reluctant to promote Islamic banking in the Kingdom. Whereas the central banks in Bahrain and Kuwait
have been active in integrating Islamic banks to the broader domestic financial system, the SAMA (Saudi
Arabia's central bank) has yet to formally recognize the presence of Islamic finance in the Kingdom.
(http://gulfnews.com/business/banking/islamic-finance-lacks-government-support-in-some-gcc-countries-
1.499863)
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compliant modes of financing (this is true espdgia European countries like UK, France,
Luxembourg, Germany and others). There are alselyunarket pressures coming from

increased demand for Islamic banking products (U$@ng Kong, Australia).

There are no doubts, that Islamic banking indubtgrs significant potential. With
its growth rate and current penetration of potémharkets, we can say that there is a future
for this specific segment of global finance. Whettines future will be long or short lasting
depends primarily on the ability of Islamic bankiiegfurther attract not only Muslim clients
but also global players in financial markets. Wd @xamine the characteristics of Islamic
banking in detail further, especially with respetits viability as a separate and alternative

banking system to conventional baking.

8. Introduction of Islamic Banking

We discussed and examined historical and ingiitati development of Islamic
banking above. However, if we want to properly cangpconventional and Islamic banking
system, there is a second part to be examinedritigt development and current state of art
show us what was achieved in the field of Islammarice, but we must examine the
operational framework and processes behind thisldpment. Only so we can fully
understand why Islamic banking is so successfusuocessful in comparison to its
conventional version. Therefore we will go througfe principles of Islamic moral
economy. These creates theoretical basis for tleeatpnal framework in Islamic finance.
We will identify the basic principles and guidelinef Islamic banking today, highlighting
prohibition of riba and profit-loss sharing. Thgs@aciples and guidelines set framework in
which particular modes of financing and bankingducis are operating. Then we will go
shortly through products offered by Islamic banksorder to identify possible stabilizing
factors for the banking system in comparison toveotional banking. Attention will be
paid also to schism in between the ideal modelsti#niic banking presented in Islamic

Moral economy and reality on international markets.

8.1Islamic moral economy

Islamic Moral economy (IME), in its modern formnea into use in the 1970s. It
comes out of the critique of capitalist and commtseystems which failed to provide newly
created post-colonial states desired wealth andperdy. In the eyes of Muslim scholars

more emphasis should be given to societal wellgeather than market performance.
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In the opinion of the founding fathé?§ the failure of economic development in the
1960s and 1970s was attributed to capitalist ecanatevelopment strategies, which
ignored the importance of the human being and ##i-being. Their objective was, to
develop an economic system understanding, whichldcalevelop a human-centric
development strategy. The Islamic Moral economagigm aimed at the creation of the
Islamic system of economics with its distinct vauenorm, rules and institutions in
accordance with historical Islamic values derivemif the Quran and hadith€ Then, the
Islamic Moral Economy, is an approach to, and mscef, interpreting and solving the
economic problems of human beings based on thesahorms, laws and institutions found
in, and derived from the sources of Islam. Theme sgveral basic principles creating a
framework for IME®* and these principles are creating the basis afmisl economy (we

mentioned these principles in the first chaptewsowill not go into details in here)

« Tawhid (God’s unity and sovereighty)

e Al-adl wa’l-ihsan (socioeconomic justice and eduilum)
* Ikhtiyar (free will)

* Fard (responsibility)

Rububiyyah (Divine arrangements to perfection

Tazkiyah.

» Khilafah

There is one more axiom supporting above mentierMdqasid al-Shariah (objective of
Shariah). We also discussed it in methodology parthere is no need to go through in
detail. Together with respecting Shariah law afiséh axioms create the framework of the
Islamic moral economy, which, in consequence stasda foundation for Islamic finance.
The universal ethical system, based on these axisnielieved to produce policies aimed
at enhancing motivation to seek knowledge and wernance productivity, and enhance
transparency in government. They should also inapdlt enhance intra-and

intergenerational equit®

182 According to Visser(2010), founding fathers of Islamic economy are: A. Maududi (1903-1979), M. Igbal

(1950 - ), N. Siddigi (1931 - ) and M. al-Sadr (1935-1980)

'8 Asutay (2010) p.1

Asutay (2008)p.1, for comparison see Karim (2010)

The Islamic worldview is based on tawhid (the Oneness of God), risalah (God’s prophets as the source of
Divine Guidance) and akhirah (life-after death, that is the continuity of life beyond death and a system of
accountability based on Divine Law)

188 Naqui (1994)
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As you can see, what Muslims proudly call Islamatues and Westerners boast of as
Western values are in reality universal values!sLiégin with the big three: life, liberty,
and property®’ It is true that axioms presented above are somehwowmarizing basic
liberties as we know them even from our cultureweeer, there is strong evidence from
reality that these liberties and rights are notegivn full extent to the whole population,
western or Islamic world including. Therefore thes@ne important fact to recognize. IME
is a utopian concept and as such, it should gwedbty towards itself. It is definitely not a

description of reality of Muslim countries.

The Islamic Moral economy espouses economic valmespractices that embrace
utopian ideals of absolute financial and socialaditpy It is a utopian riba-free universe
where all unfairness and injustice are removed freality; it promotes a reality that
incorporates elements of the free market economsrawiis the price function of supply and
demand, as well as socialist elements of mutuakosttip and car€® The role of buyer and
seller, and thus supply and demand, is imbued oatiain moral and ethical expectations
rooted in Islamic ideas equity, responsibility dre will. Therefore, market participants are
not allowed to engage in activities prohibited blyaBah. In the Muslim paradigm all
relationships are contractual. The divine law 8 duter limit within which human beings
create their own relationships and interactionghét space there is vast room for a variety
of arrangements. It is for this reason that onenkes such differences in Muslims societies
from those of the Berbers of Africa, the Arabs loé {Gulf, to the villagers of Indonesia.
Morally, theft, fraud, and injustice have been pbdkd by the Shariah. Islam does not
merely respect the right of contract in the abstrbat holds contracts to be of such

importance that some specifics of Islamic conttastare found in the Qurd itself*%°

These restrictions have consequences on Islam@&nda The Islamic Moral
economy is free from riba, maysir and gharar, whacd generally defined as "financial

interest" or "usury," "gambling,” and "excessivekli respectively. The elimination of riba,
maysir and gharar form the foundational basis fodenn attempts at establishing an Islamic

Moral Economy. In modern Islamic economy, riba, siagnd gharar are superficially and

187

Ahmad, Shabbir (2008)p.5

Karim (2010) p.125

The holy Quran provides provisions for making contracts when a loan is given or when any business
agreement is made. Allah exhorts the people to write down the terms of business or loan given free of
interest so that they do not forget the terms of the business or loan agreement later. For more details see:
http://www.ijbssnet.com/journals/Vol._1_No._2_November_2010/14.pdf

% Ahmad, Shabbir (2008) p.6
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legally omitted from contracts, or are holisticafigplaced by true profit-and-loss sharing

models that embrace risk and reward reciprocity.

It naturally follows that the constraints placedemonomic activity by Islam appear
to be Utopian in nature. It is not practically pbgsto ensure that all market participants are
honest, generous and considerate. Neither is ittipgh to assume that all market
participants have equal knowledge about priceeemtarketplace. Indeed, thelslamic moral
economy, like Marx's communism, has a great deabhmgeal: elimination of hunger,
poverty, mutual care, and so forth. However, thabl@am is that the Islamic Moral economy
and Islamic economic doctrines in general assummeeich market participant will exercise
the basic principles and values expected of Muslidmvever, what is expected (i.e., the

ideal) and what actually occurs (i.e., reality) afeen very different®

| would like to use simile in this case. If you dyueconomics anywhere in the
Western world, since the first year you are cornfdnwith idea of perfectly competitive
markets. Something unreachable but still close gnda keep trying. The idea of perfect
competitive markets has a long tradition in wesezanomic thinking and it is never being
fully discarded, or reached. It is very similartheeory of Islamic moral economics. As a
paradigm started in the 70s, it serves as a pdrfege of what should be Islamic economy
and subsequently finance in its perfect state. viadshould accept it as that — benchmark to
reality which should lead contemporary scientisttioa right way. It is then target of this
work to assess how far present Islamic finance rtiveeom this Utopia and how this
departure affects its market performance, but firethave to identify basic principles of

Islamic finance as it stands today.

9. Basic principles of Islamic banking

Islamic culture is characterized by strict guidesrin most aspects of life, including
financial sphere. Therefore there are severaltsules which have to be followed in order
to ensure islamicity of banking transactions. E&elmking product is examined through
correspondent institutions to assess if it comphgth these basic principles. Six basic

principles are taken into consideration while exiecuany Islamic banking transactiof:

1 Karim (2010) p.5

Ibidem p.129
% Ahmad, Shabbir (2008) p.14
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Sanctity of contract

Risk sharing

Prohibition of Riba/interest
Economic purpose/activity

Fairness

o a0k 0w N PE

No invalid subject matter

We will go through every single principle to defibase for Islamic banking transaction and

asses their impact on the real market.

9.1Sanctity of contract

Before executing any Islamic banking transacttbe,counter parties have to satisfy
whether the transaction is hdf4l(valid) in the eyes of Islamic Shariah. This me#met
Islamic bank’s transaction must not be invalid oidable. An invalid contract is a contract,
which by virtue of its nature is invalid accorditm Shariah rulings. Whereas a contract is
voidable contract, which by nature is valid, butnsoinvalid components are inserted in the
valid contract. Unless these invalid componentsetirainated from the valid contract, the
contract will remain voidabl&” Islamic finance upholds contractual obligationsl dahe
disclosure of information as a sacred duty. Thetuee is intended to reduce the risk of

asymmetric information and moral hazarg.

Each contract is judged according to Shariah gsliThere is not positive definition
but rather negative one. In reverse to halal (Yaf@hsactions, there are hardf(invalid)
transactions. There is strict definition provided law, what is haram. Rest of actions
(financial transactions included) are halal theardtn actions are applied to actions, such as
murder, getting tattooed etc, policies, such ashipiion of riba or food and drinks
prohibited to Muslims. There are several haramviigs connected to the financial sector.
We will go through riba prohibition, because welwkamine that in detail later. The most

important restrictions considering Islamic finanaee in field of investment. As we

¥ Halal (permissible, valid) is a term designating any object or an action which is permissible to use or

engage in, according to Islamic law. The term was originally used to designate food seen as permissible
according to Islamic law. Nowadays the term not only covers food and drink, but also all matters of daily life.
1% Ahmad, Shabbir (2008) p.15

Islamic finance and Global financial stability, 2010, p.16

Literaly translated as ,,sinful”, haram is used to refer to any act prohibited by God. Acts that are haraam
are typically prohibited in the religious texts of the Quran and the Sunnah. The category of haram is the
highest status of prohibition. Actions that are haram result in punishment, and is therefore considered a sin if
carried out by a Muslim.
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mentioned above, financial contracts are invalilafam object is a matter of contract (in
other word, it breaks Shariah rulings). In realitymeans, that there are no investments
going on to follow industries — pork producing gmcessing industry, alcohol beverages
producing and consuming sector, there are restnstin the entertainment industry — Porn
is highly illegal according to Shariah. Furthermatkeforms of gambling are prohibited as
well so we can rule out casinos or betting shops &lso necessary to mention that these
Shariah ruling are not generally accepted. Thingaations defined as haram/halal can
differ under different jurisdiction. For exampless forbidden for Islamic banks to invest in

the tobacco industry in Malaysia yet it is allowadahrain®®®

As you can see there are severe investment lifoitsislamic finance houses,
however, there is another aspect as well. Thesislidefinitely restrict the potential of
Islamic banking, but, they also restrict its presem somehow specific industries. We can
witness every day struggle over tobacco industrythe western countries, there are
significant funds issued in order to “fight” gamigi, alcohol and porn industry. Also, as
certain social groups are fighting these industresruption is often an issue in these
industries in order to retain its position. Therefdimits or absolute restrictions of these
investments could possibly contribute to the siigbdf the banking system in the sense of

redirecting funds to more productive (or socialkgeptable) use.

9.2Risk sharing

Islamic banking is based on sharing the profiween borrower and lender on
predefined rule$®® Islamic jurists have drawn two principles from tkaying of the

prophet

Muhammad (SAW§*YThese are “Alkhiraj Biddamaaff* and “Alghunun Bilghurum?®?
Both the principles have similar meanings that nafipcan be earned from an asset or a
capital unless ownership risks have been takerhéyearner of that profit. Thus in every

Islamic banking transaction, the Islamic finanamtitution and/or its deposit holder take(s)

1% Krasicka, Nowak (2012) p.8

1% Khan (1986) p.6

SAW - sall Allahu “alay-hi wa-sallam - Peace be upon him. It is custom to say or write this phrase after
naming the Prophet Muhammad

! Gain accompanies liability for loss. Expression of the principle — no risk, no gain.

Earning profit is legitimized only by risk-sharing and engaging in economic activity
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the risk of ownership of the tangible asset, reavises or capital before earning any profit

there from 2%

In the pre-Islamic period, all financial resoureesre mobilized on the basis of either
interest or some sort of profit/loss sharing areangnts. Islam prohibited all dealings based
on interest but allowed the continuance of theesysdf profit/loss sharing Profit-and-loss
(PLS) sharing and risk sharing is officially prefst ever since as it is believed it alongside
creates more value addition to the economy. PL®cipie is also one of the few
unanimously accepted in the Islamic legal and esopaditeratures as the cornerstone of
financial transactions. According to the PLS pnohej the bank may earn a return on
invested funds provided that the bank shares imisheof the investment and bears a loss if
the project fail€*®Muslim economists expect PLS based banking to éer favorable
effect on the level of investment. It has been fanout that both the demand for
investment funds and the supply of investment fuads likely to show an increase
consequent on replacement of interest-based batkirgLS based banking. The demand
for investment funds is likely to increase as &dixost of capital is no longer required to be

met as a part of the firm's profit calculaticfis.

Charging a fixed interest rate on the loans exd¢dnglould raise several questions, as
the results of the operations of a certain produacéinterprise, in which such loans are to be
invested, are by no means certain. Therefore, gtegng, in advance, a fixed return on a
loan without taking into consideration the actugdults of the operations of the borrowing
enterprise would put all business risk on the @néneeur. However the arrangement would
be fair if the financier were to participate in thetual profit or loss of the enterprise, as the
case may b&’ This is, in short, PLS theory applied in the Isiamanking. No profit should
be made without bearing a risk. Riskless profits against the spirits and the principles of
Islamic Moral economy and therefore are forbiddeislamic banking as well and replaced

by PLS principles.

There has been extensive discussion about thetef®¢ the PLS system of

the real economy. It has been argued that a switeh from interest based banking to PLS

2% Ahmad, Shabbir (2008) p.15

Ziauddin (1994) .p.4
Aggarwal, Yousef (2000) p.96
Ziauddin (1994) p.14

Igbal (2001) p.36
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base banking would impart greater stability to bla@king system. The argument proceeds
on the following lines. In the interest based systthe nominal value of deposit liabilities is
fixed. However, there is no assurance on the asg#gsthat all the loans and advances will
be recovered. Shocks on the assets side, therddawk to divergence between assets and
liabilities, and the banking system can suffer gslof confidence in the process, leading to
banking crises. In the PLS based system, the ndmalae of investment deposits is not
guaranteed, and shocks to the asset positions rarapfly absorbed in the values of
investment deposits. This minimizes the risk ofkb&ailures and enhances the stability of
the banking systerf?® Therefore introducing PLS modes of financing itbe banking
system has almost the same effect as direct inesstmhich brings a return to economic

development.

There are also other arguments supporting not bidger stability of the PLS
banking system but also synergy effects in econdsigmic banking could complement
conventional banks and thereby help diversify sygteaisk. In conventional banks, when a
bank gives out a loan, the borrower bears all riglksept in the case of bankruptcy. In
Islamic banking, both bank and entrepreneurs skia@erewards and failure. In many
developing countries risk sharing might allow eptemeurs with little savings to undertake
projects they could not contemplate in an enviramnwvehere all the risk lies on them. In
conventional banking, the creditworthiness of tloerdwer is the main determinant of the
lending decision, and banks are interested inrttez@st and principal on the loan. In Islamic
banking, because profits and losses are sharels malh receive a return only if a project is
successful. Therefore, Islamic banks are more ptorfenance sound projects, even if the

entrepreneur has no credit histé?.

PLS is one of the most important principles ofisl@abanking, so for further analysis, |

would like to sum up the biggest advantages &f it:

» The allocation of financial resources on the badiprofit-and-loss sharing gives
maximum weight to the profitability of the investnig whereas an interest-based
allocation gives it to credit worthiness. We campest the allocation made on the

basis of profitability to be more efficient tharathmade on the basis of interest.

2% Ziauddin (1994) p.16

Imam, Kpodar (2010) p.6
Igbal (2001) p.36-37
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* A system based on profit sharing would be morelstabmpared to one based on a
fixed interest rate on capital. In the first, thenk is obliged to pay a fixed return on
its obligations regardless of their performancepudth the economic conditions
deteriorate. In the latter, the return paid onlthek’s obligations depends directly on
the returns of its portfolio of assets. Conseqyertkie cost of capital would adjust
itself automatically to adapt to changes in productand in other business
conditions.

* Any shock, which might befall the obligations’ sidéthe balance sheet, would be
automatically absorbed. This flexibility not onlyrepents the failure of the
enterprises seeking funding, but also ensuresxisteace of a necessary harmony
between the firm’s cash flow and its repayment gdilons, that element which
enables the financial system to work smoothly.

» Since bank assets are created in response to nmeestopportunities in the real
sector of the economy, the real factors relatedh® production of goods and
services (in contrast with the financial factorsgbme the prime movers of the rates
of return to the financial sector.

« The transformation of an interest-based systemanbased on profit-sharing helps
achieve economic growth as this results in increpsine supply of venture or risk
capital and, consequently, encourages new projecies to enter the realm of

production as a result of more participation in ttis&-taking.

9.3No Riba/interest

Islamic banks cannot involve in riba/interest rethtransactions. Prohibition of Riba
comes from many references in the Quran and ihgguiestionable to a Muslim population.
There are several references defining what it isaRand how to deal with those who

practice business including riba elements.

Those who take interest will not stand but as stawmtiom the demon has driven
crazy by his touch. That is because they have Shidding is but like riba'. And Allah has
permitted trading and prohibited riba. So, whoeveceives an advice from his Lord and
stops, he is allowed what has passed, and his mattg to Allah. And the ones who revert
back, those are the people of the Fire. There teayain forever. Allah destroys riba and
nourishes charities. And Allah does not like amfudidisbeliever. Surely those who believe
and do good deeds, establish Salah and pay Zakate, their reward with their Lord, and
there is no fear for them, nor shall they grieveth@se who believe, fear Allah and give up
what still remains of the riba if you are believeBut if you do not, then listen to the
declaration of war from Allah and His Messenger.dA you repent, yours is your
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principal. Neither you wrong, nor are wronged. Aifdthere is one in misery, then
deferment till ease. And that you leave it as alnar better for you, if you really know.
And be fearful of a day when you shall be returtzedllah, then everybody shall be paid, in
full, what he has earned. And they shall not bengeal." [Surah Al-Bagarah 2:275-2&1}

Those who practice riba will not rise from the geaxcept as someone driven mad
by Shaytan's touch. That is because they say, éTmdhe same as riba." But Allah has
permitted trade and He has forbidden riba. Anyorm weceives a warning from his Lord
and then desists can keep what he received ingbegnd his affair is up to Allah. But any
who return to it will be the Companions of the Fireemaining in it timelessly,
forever.[Surah Al-Bagarah 2:274Y

There are also many Hadiths referring to the piitibib of riba and are quoting
Prophet Muhammad’s (SAW) followers?

Riba is equal to seventy different kinds of sins,least grave being equivalent to a
man marrying (i.e. having sexual intercourse) with own mother.

A Dirham of Riba, which a man receives knowing$/,wiorse than committing
adultery thirty-six times.

This night | dreamt that two men came and took mea tholy land whence we
proceeded on till we reached a river of blood, véharman was standing, and on its bank
was standing another man with stones in this hdine. man in the middle of the river tried
to come out, but the other threw a stone at histmaumd forced him to go back to his
original place. Whenever he tried to come out thigeothrew a stone at his mouth and
forced him to go back. | asked: “Who is this?” | sveold: “The person in the river was one
who consumed Riba.

As you can see, the Islamic restriction againrast is quite explicit and has to be
taken as axiomatic. Transactions based on ribataily prohibited in the Quraft’ The
hostility to interest is based on the belief tHa Quran bans all interest, regardless of its
rate or form?* Nevertheless, for the past half-century, oppasitio interest has been
treated as the sine qua non of being an "“Islamiohemist*® On an individual level, there
is no real room for differences in interpretatidroat whether interest can or cannot be paid

in an Islamic economy. It is the general view tltais considerations of equity and

1 saheeh International (2010) p.62

Ibidem p.61

Vadillo (2006) p.4

Khan (1986) p.5

In fact, what the Quran bans is ribdi, the pre-Islamic Arabian practice of doubling the debt of a borrower
unable to make restitution on schedule, including both the principal and the accumulated interest. Riba
tended to push defaulters into enslavement, so it was an acute source of social friction. From the earliest
days of Islam to the present, various interpreters of the Quran have held, accordingly, that the purpose of the
ban on ribdi was simply to block socially harmful financial practices.

2% kuran (1995) p.157
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protection of the poor that lie behind the strongndemnation of interest-based
transactiorf=’

There is an extensive discussion among Islamiolach whether definition of riba
really equals with definition of interest. Riba iis literal sense means excess and in the
technical sense (in the Shariah), riba is the Etpd excess without any counter-value in
bay (salef® It is not target of this work to discuss possithiations in between riba and
interest. It is the author’s opinion, in complianegh today common practice in Islamic
banking, that riba means interest in all its forfAsr detailed discussion about the matter
please see Farook (2007), Siddigi (2006), VadR@0g) or Karim (2010).

9.4Economic purpose/activity

Every Islamic banking transaction has certain entoopurpose/activity. Each
financial transaction must refer to a tangible nitfeable underlying asset or real service.
This restriction is closely connected with defioiti of riba in the Quran. It refers to
possessions gyn) and non-possessiodgyn of the object of exchange. "Ayn is tangible
merchandise. Dayn is a promise of payment or a, dmb@nything whose delivery or
payment is delayed. To exchange dayn for “ayn efsdime genus is Riba. To exchange
dayn for dayn is also forbidden. In an exchanges ibnly allowed to exchange ‘ayn for
‘ayn.?'® Definitions of possession and non-possession ks@rpus consequence about the
fiat money as we know them. In Islamic finance, eyns not allowed to be used as
“potential” capital. Money itself bears no prodwdly so there has to be no refund for
holding them without further use. Money is not anooodity, but a medium of exchange, a
stored value and a unit of measurement. Money septs purchasing power and cannot be
utilized to increase the purchasing power withawg productive activity. Islamic finance
advocates the creation of wealth through trade emmmerce not through lending or

borrowing?*°

Prohibition of debt-financing and debt-trading het restricts Islamic bank’s
investment and hedging options. However it alsoe@sakem less vulnerable to the effects
of abundant trading with debt-obligations. It alsmtects them from the effect of over-
complicated financial engineering involving deldnsfers. Prohibition of debt instruments

7 Khan (1986) p.5

Farooq (2007) p.8
Vadillo (2006) p.14
Islamic finance global stability report, 2010, p.16
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like CDO, mortgage backed securities and other ApRfved to be the right decision in light
of subprime mortgage crisis and recent Europeahatedis. We will discuss real impacts of

such a prohibition on Islamic banks later.

9.5Fairness

Islamic banking inculcates fairness through iperations. Transactions based on
dubious terms and conditions cannot become pafslaimic banking. All the terms and
conditions embedded in the transactions are prppistlosed in the contract/agreem&it.
Fairness is closely connected to prohibition ofayibbecause all transactions including
aspects of riba are deemed as unfair by the Ql@nexample, when a borrower knows
what would be the total amount to repay the bomgwhe can assess the contract and make
the decision voluntarily whether to enter into sactontract. In the absence of a stipulation
of predetermined excess (rate or lump-sum), theola@r doesn't know what kind of excess
would have to be faced, if the debt is not setfiethe end of the contract period. It means if
I don’t know how much interest | will pay, it is far. Knowing and accepting the terms of
a contract are not sufficient to ensure fairness,they are necessary conditioR%: Fair

contracts should include full disclosure of all thextinent terms.

There are two other aspects of fairness in tters finance — extreme uncertainty
(gharar) and game of chance (gamblinghdysir). Islamic finance prohibits transactions
featuring these two aspects. Uncertainty and ganmbh contractual terms and conditions
are forbidden. However, risk taking is allowed wlradhthe terms and conditions are clear
and known to all partie<?

Gharar and Maysir concept are overlapping. Makiogtract extremely uncertain is
in fact making it a gamble. Gharar is the sale ofbpble items whose existence or
characteristics are not certain, due to the risayure which makes the trade similar to
gambling®®* There are the ancient roots of such a restrictidrere original cause was to
prevent fraud and deception and decrease informatiasymmetry. The Prophet itself
(SAW) has forbidden the purchase of the unborn ahimits mother's womb, the sale of

the milk in the udder without measurement, the Ipase of spoils of war prior to their

22! Ahmad, Shabbir (2008) p.15

Farooq (2007) p.10
Standard&Poor’s Islamic finance outlook (2012) p.96
El-Gammal (2000)p.7
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distribution, the purchase of charities prior teitlreceipt, and the purchase of the catch of a

diver??®

From today's viewpoint, gharar and maysir concapsin fact prohibitive in sense
of speculation on the financial markets. Theredfferent views on the speculation among
Western scholars, yet there are many claiming #peculation in fact increases the
amplitude of recessions and crisis through markaatiity. There is also a factual
prohibition of option instruments in Islamic bangjnwhich make prices in some markets,
for example commodity market, more connected téityeand therefore stable. Gharar and
maysir concepts are ancient tools and as suche thatiscussion about their interpretation
similar to the one we mentioned in case of riba. faother details | would suggest Al-
Suwailem (2010) or Karim (2010).

9.6No invalid subject matter

The last principle of the Islamic banking is baBjcgust a framework for above
stated. While executing an Islamic banking traneacit is ensured that no invalid subject
matter or activity is financed by the Islamic fi#ad transaction. Some subject matter or
activities may be allowed by the law of the respecttountry but if the same are not
allowed by Shariah, these cannot be provided agugts by an Islamic bank. As you can
see, there are several levels of control beforepitoeluct is declared as approved for
business. There are overlapping jurisdictions cimgc&very single product and service from
Islamic point of view. The Sharia law creates framaek under which every institution
deemed as Islamic operates. Below the Sharia, #rerénternational institutions covering
Islamic banking like IDB or AAIFF?® Then there are national jurisdictions creatingrthe
own law framework. At last there are Shariah bo&fds every Islamic financial institution.
The set of these institutions ensures that eveodymt labeled as Islamic is truly in
compliance with today’s Islamic principles.

> siddigi (2009) p.21

Accounting and Auditing organization for Islamic Financial Institutions

A Sharia Board certifies the Islamic financial products as being Sharia-compliant. It thereby reviews the
related contracts and provides an opinion about whether those agreements would be permissible under
Islamic law.
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10. Basic products

Islamic banks all over the world are providingaintial services according above
stated principles. There is a significant partled Muslim population demanding Shariah
compliant products from various reasons. It coutdpersonal, religious or simply public
relations incentive to use purely Islamic financeams. It is not target of this work to assess
the incentives behind this demand in detail. Howesgce most Muslims lack sufficient
knowledge regarding the various conditions for la $a be valid, contemporary jurists and
financial practitioners have limited Islamic bankiand finance to a few “named” contracts.
These are contracts that have been studied exédndiy jurists over the centuries, and
whose validity is well established through the Petfs (SAW) own actions (Sunnah), or
consensus of the early Muslim communities and tgiri$o further add credibility to the
industry, the Arabic names for those contracts @ften used instead of their English
counterparts (e.g. the term ljarah is often usstead of its English counterpart “lease”). In
what follows, we shall review the most commonly dissontracts in Islamic finance,
utilizing both their Arabic and English nant&é.

We can divide Islamic financial products (or contsdinto three subcategori&s:

1. Profit and loss sharing modes — mudarabah, mushlarak
2. Debt creating modes (financing the purchase of codities on credit with a mark-

up) — murabahah, Salam, istisina, ijarah

3. Non-profit products — gardhul-hasan, awqgah, Zakat

There are 21 operational modes to perform bankengstictions used today: mudarabah,
musharakah, mutnagisah, ijarah, ijarah wa iktinaralnahah, bail Salam, mau mu“ajjal, bai
Istisna, bai eenah, muzara'a, musagah, gardhufthaskala, finacing through aquaf and
etc>*° These operational modes differ in sense of impogaand amounts of financing
utilize. Therefore we will go just through the masiportant for them to describe the actual
practice of Islamic banks. We will not discuss hemest lately phenomena of Islamic

finance — various sukuk issues, tawaruq practicesd Islamic funds. As they appeared or

*?% El-Gammal (2000)p.10

Ahmad, Shabbir (2008) p.41

Anwar (2003) p.63

Tawarugq is a transaction where one party buys some goods on credit at a marked-up price and sells the
same at a lesser value for the purpose of getting cash (i.e. the spot value of the goods). The purpose of this
transaction is not the possession of the goods, but the obtainment of liquidity. However this practice is
considered debt-like financing and it is denied by majority of Islamic banks, while it is legally permissible.
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are broadly in use just lately, there is no connacbetween examining stability during
former crisis and these recent products.

As we said above Islamic banks provide financinggisvo basic methods. The first
depends on profit-and-loss sharing and includesamalichh and mushakah. In this case the
return is not fixed in advance and depends on ttimate outcome of the business. The
second involves the sale of goods and servicesaaht@nd leads to the indebtedness of the
party purchasing those goods and services. It porates a number of modes including
murabahah, grah, Salam and isti8nThe return to the financier in these modes isa qf
the price. These modes of finance are unique formain reasons. First, the debt associated
with financing by way of markup results from thdegpurchase of real goods and services
rather than the lending and borrowing of money 8dho the introduction into a banking of
modes that depend on profit and loss sharing binmgortant advantages. It brings the
financial system closer to reality and providesumetbased on actual performance of the

economy’*?

10.1 Mudarabah (passive partnership)

The earliest Islamic financial product to appearttos scene was investment deposit
with an Islamic bank or investment certificate sdlby an Islamic investment company.
Both were based on profit-sharing partnership - &fadah, between the

depositor/certificate holder (rabb-al-mal) and bla@k/investment company (mudarfty.

Mudarabah represent contract between two partiesap&al owner (rabb-al-mail)
and an investment manager (mudarib). The capitaleosvare responsible for supplying the
mudarabah partnership with capital and maintain ldgal right to the profits of the
enterprise in proportion to capital invested; Iessee borne by the rabb-al-mail and are

limited to the capital invested. The mudarib orepteneur is not liable for the losses of the

Whatever the legal opinion, the economic role of the transaction can hardly be different from that of lending
and borrowing money. As the credit price on which the client buys the asset is invariably higher than the cash
price on which the asset is sold, tawarugq is functionally identical to interest based. For further details see
Siddiqi (2009)

>?|gbal, Al-Jarhi (2001) p.21

> siddiqi (2009)p.8
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enterprise unless such losses are due to negligenftaud?** There are two sub forms of
mudarabah contraét®

As a mode of finance applied by Islamic banksthanliabilities side, the depositors
serve as rabb-al-mal and the bank as the mudaudakbah deposits can be either general,
which enter into a common pool, or restricted teeain project or line of business. On the
assets side, the bank serves as the rabb-al-maltrendusinessman as the mudarib
(manager). However; the manager is often allowenhito the mudarabah capital with his
own funds. In this case profit may be distributecaccordance with the ratios agreed upon
between the two parties, but the loss must be barpeoportion to the capital provided by
each of then?**The hard core of almost all Islamic banking modigseloped so far is a
two-tier mudarabah contract, the first among thpodéors and the bank, and the second

between the bank and the parties to whom finanpeoded237

The mudarabah type of partnership represents thie baodel of capital acquisition
for banks. Two-tier variant of partnership servesaamean to collect the savings of the
common populous in compliance with Islamic prinegpl Therefore mudarabah is a

cornerstone of today’s Islamic banking in the serfisequiring funds.

10.2 Musharakah (active partnership, equity partnership)

The musharakah contract is seen as the most inwevand religiously viable
financial contract within today's Islamic bankingguct repertoiré The contract involves
two or more equity partners engaged in the purcloaseperation of a good, service or
business enterprise respectively. A musharakahaxns similar to that of the mudarabah,
with the difference that in the case of musharak#ihpartners can participate in the
management and provision of capital and also sharhe profit and loss. Profits are

distributed between partners in accordance withagreed ratios, but the loss must be

3% Karim (2010) p.86

Al-Mudarabah Al-Mugayyada: Rabb-al-mal who, in case of Islamic bank, is depositor specifies a particular
business or a particular place for the mudarib (bank), in which case he shall invest the money. This is called
Al-Mudarabah Al- Mugayyadah (restricted Mudarabah).

Al-Mudarabah Al-Mutlagah: In case where rabb-al-mal (depositor) gives full freedom to the mudarib (bank)
to undertake whatever business he deems fit, this is called Al-Mudarabah Al-Mutlagah (unrestricted
Mudarabah).

3% |gbal, Al-Jarhi (2001) p.22

Ziauddin (1994) p.5

% Karim (2010) p.68
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distributed in proportion to the share of eachhia total capitaf>® It is an agreement under
which the Islamic bank provides funds which are edixvith the funds of the business
enterprise and others. All providers of capital @anéitled to participate in management but
not necessarily required to do so. The profit @ridbuted among the partners in pre-agreed
ratios, while the loss is borne by each partnactbtrin proportion to respective capital
contributions**® The typical musharakah contract can be seen eethifferent kinds —
permanent, temporary and diminishing. Diminishingsimarakah is broadly used in housing

markets so we will pay bigger attention to it.

Diminishing musharakah is a contract between anfia (the bank) and a
beneficiary in which the two agree to enter intpaatnership to own an asset, as described
above, but on the condition that the financier @grthdually sell his share to the beneficiary
at an agreed price and in accordance with an agsekedulé’* Necessary part of the
diminishing partnership is a lease agreement ompthduct (rental agreement in case of a
house), where one party agrees to lease produbeteecond one till the time that gradual

selling is doné*?

10.3 Murabahah (Sales contract at a profit mark — up)

Contracts based on sales were next to appearamitsfinance. Murabahah is a sale
with a mark-up on purchase price, payment beingrded®*® Under this contract, the client
orders an Islamic bank to purchase for him a agertammodity at a specific cash price,
promising to purchase such commodity from the banke it has been bought, but at a

deferred price, which includes an agreed upon pnoéirgin called markup in favor of the

239

Igbal, Al-Jarhi (2001) p.23

Ahmad, Shabbir (2008) p.20

El-Gammal (2000) p.23

To illustrate the musharakah partnership more clearly, the following is a hypothetical scenario: Assume
that A has $20,000 and wishes to purchase a home for $100,000, instead of borrowing the remaining $80,000
from a bank and paying interest, A approaches B for the purposes of forming a diminishing musharakah
partnership. After B conducts its due diligence, B concludes that the home purchase may be a profitable
investment. A and B enter into a musharakah partnership agreement where A contributes $20,000 and B
contributes $80,000; the ownership ratio of the home and all the income and expenses it may generate shall
be distributed in the 20:80 ratio for A and B respectively. Additionally, A enters into a separate and
independent agreement to rent the newly acquired home from the musharakah partnership in the form of an
ijarah lease agreement at a hypothetical market rent of $ 1,000. Because A owns 20 percent of the
partnership and B owns the remaining 80 percent, $200 of the gross rent belongs to A and $800 belongs to B.
With the $200 rental income, A then purchases $200 of additional equity interest in the musharakah
partnership in the form of units or shares from B thereby increasing A's ownership interest to $20,200 and
decreasing B's ownership interest to $79,800. Therefore any increase or decrease in ownership by A or B
respectively is similar to the declining loan balance of a conventional interest-based mortgage.

2 siddigi (2009) p.9
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bank. Thus, the transaction consists of an ordesrapanied by a promise to purchase and
two sales contracts. The first contract is conaluldetween the Islamic bank and the supply
of the commodity. The second is concluded betwherbank and the client who placed the
order, after the bank has possessed the commddityat a deferred price, that includes a
markup. The deferred price may be paid as a lump guin installments. In the contract

between the Islamic bank and the supplier, the lmdtdn appoints the person placing the

order (the ultimate purchaser) as its agent toivedbe goods purchased by the B&h.

Today murabahah contracts represent the majoritallotontracts concluded in
Islamic banks. The murabahah contract has beentadethnce myriad goods and services
including smaller consumer transactions that wowddmally be purchased through credit
cards, to larger transactions involving more céapitéensive assets (e.g., automobiles,
aircraft, real estate, equipment, etc.) The murabahontract may also be used for
commercial revolving credit facilities that typibafinance working capital requirements of

for-profit and non-profit enterprisé&>

Murabahah practice creates a controversial phenomentoday’s Islamic finance.
Even that it is legally in order and it is approy®dShariah experts; controversial aspects of
this practice are still discussed. A question maydised that selling goods for profit (under
murabahah) and charging interest on the loan (ashgepractice of conventional banks)
appears to be one of the same things and also ggedbe same results. In addition to the
problem of marginal ownership risk for lenders imarabahah contract, most Islamic banks
also utilize an interest-rate benchmark (e.g., LB®FR or the Wall Street Journal Prime
Rate) for pricing the gross "profit-margin” on mbahah transactions. Thus, the murabahah
not only eliminates the fundamental principle obfirand-loss sharing vis-a-vis ownership
risk for the "lending” institution, but the pricingpechanism is also explicitly tied to the
time-value function of a usurious financial mef&0n the other hand, murabahah is a sale
contract whereas the conventional finance overdeddility is an interest based lending
agreement and transaction. In case of murabahalhahk sells an asset and charges profit
which is a trade activity declared halal (valid)tire Islamic Shariah. Whereas giving loan
and charging interest thereupon is pure intereseédbatransaction declared haram

(prohibited) by Islamic Shariah.

% |gbal, Al-Jarhi (2001) p.23

Karim (2010) p. 59
%% |bidem p.60
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Therefore for the purposes of this work we will ggcmurabahah as a valid Islamic
finance mode. | would suggest Karim (2010), Ahm&dabbir (2008) or Al-Jarhi, Igbal
(2001) for further details about the validity oétmark — up sales practices.

10.4 ljarah (leasing)

The subject matter in a leasing contract is therustigenerated over time by an
asset, such as machinery, airplanes, ships osfraio. This usufruct is sold to the lessee at a
predetermined price. The lessor retains the ownerdtthe asset with all the rights as well
as the responsibilities that go with ownership. a&$orm of financing used by Islamic
banks, the contract takes the form of an order biyeat to the bank, requesting the bank to
purchase a piece of equipment, promising, at theedame, to lease it from the bank after it
has been purchased. Thus, this mode of financiclgdes a purchase order, a promise to
lease, and a leasing contr&tt.An ijarah lease, with compliance with the generiticiples
of Islamic banking, must be asset-based, and nuzeifgcally, an asset that is considered

durable; additionally, both parties must be expdse®@ciprocal risk.

Legally, the lease contract is not a sale of theatpbut rather a sale of the usufruct
(the right to use the object) for a specified pegwd time. The sale of usufruct is permissible

in Islam, as evidenced by the verses in the Quran:

And if they suckle your offspring, give them theicompense. [Surah al-Talaqg,
65:6]%*°

The most important financial difference betweemnscally permitted leasing and
conventional financial leasing is that the leasaggncy must own the leased object for the
duration of the lease. Recently, Muslim jurists énaso provided an Islamic alternative to
conventional lease-purchase agreements. In thigamina lease is written as discussed
above, with an additional promise by the lessot tigawill agree to sell the leased object at
the end of the lease at a pre-determined resicilaévThis promise is binding on the lessor
only, and the lessee has the option of purchasiegiém at the end of the lease, or returning

it to the owner-lessdi*®

7 |gbal, Al-Jarhi (2001) p.21

Saheeh International (2010) p.832
** El-Gammal (2000)p.14
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However there is also discussion about the ap@t@mess of ljarah agreements as
well. From an Islamic Moral economy perspectives tdapital lease contract is considered
an unfair and unjust financial arrangement becdlusdessor maintains legal ownership of
the asset. Yet, the lessee is responsible for Weeship risk of the leased asset. Any
contingent costs arising from the ownership riskhef leased asset are borne by the lessee
and not the lessor. Moreover, a capital lease nadye cancelled before the lease contract
maturity; this provision implicitly eliminates argossibility of reciprocal risk for the lessor

and thus violates a requirement for a valid confXc

10.5 Al- Istisna (Contract of manufacturer)

Al-Istisna is a contract in which a party ordersther to manufacture and provide a
commodity, the description of which, delivery dgtéce and payment date are all set in the
contract. According to a decision of the OIC Fighademy, this type of contract is of a
binding nature, and the payment of a price couldiéferred.?** This form of financing is

very rarely used so we will mention it just briefly

It is a specific kind of a Bai (sale) where theesaf the commodity is transacted
before the commodity comes into existence. Thelilggaf Istisna is accepted by the
Shariah scholars because it does not contain amytption. As far as the financing mode, it
has been legalized on the basis of the principldstinsan (public interesty? Istisna is an
agreement culminating in a sale at an agreed pieeby the purchaser places an order to
manufacture, assemble or construct (or cause do)tanything to be delivered at a future
date. It becomes an obligation of the manufactarethe builder (as the case may be) to
deliver the asset of agreed specifications at tjeetl period of time. As the sale was
executed at the time of entering into the Istisoati@act, the contracting parties need not
renew an exchange of offer and acceptance aftesubgct matter is prepared. Istisna can
be used for providing the facility of financing tiheanufacture or construction of houses,

plants, projects and building of bridges, roads kigtiways eté>?

>% Karim (2010) p.84

Igbal, Al-Jarhi (2001) p.23

Istihsan (In its literal sense it means "to consider something good) serves as a base principle for legal
exceptions from basic principles of the Islamic banking. It is one of the principles of legal thought underlying
personal interpretation of law (ljtihad). For more details see: Interpretation in Islamic Law: The Theory of
ljtihad, Bernard Weiss, The American Journal of Comparative Law Vol. 26, No. 2, (Spring, 1978), pp. 199-212
Published by: American Society of Comparative Law Article Stable URL: http://www.jstor.org/stable/839668.
>3 Ahmad, Shabbir (2008) p.31
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In general, the sale of non-existent objects ibiflten due to Gharar. However, to
facilitate certain types of business, exceptiongewgiven through this contract. As a
conclusion, there are many conditions which musneé for an Istisna contract to be valid.

It makes it expensive, bureaucratic and therefotesa used mode of finané¥'.

10.6 Salam

Salam contract has many similar aspects likenatiis legitimacy in Shariah law is
based on public interest as well; therefore we sanit is an exception. It is also used to
finance non-existent objects at the time of thd,dehich is generally considered as gharar.
Therefore it is not broadly used in comparison tbeo modes of finance like ljarah or

murabahah, but it has its place among the finangpigns on Islamic markets.

Salam is a sales contract in which the price wad paadvance at the time of
contracting, against delivery of the purchased g(smivices at a specified future date. Not
every commodity is suitable for a Salam contratcts lusually applied only to fungible
commodities. For example, the bank could buy a codity by making an advance
payment to the supplier and fixing the date ofwdely as the date desired by its client. It can

then sell the commodity to a third party eithereoBalam or an installment sale b&sfs.

It looks like that Salam and Istisna are two vemyilar contracts but there are

several important distinctiorfs®

* In case of Istisna, the subject on which transadsobased is always a thing which
needs manufacturing/assembling/processing etc.reakein case of Salam, the
subject matter can be a thing that does not nedlysseed manufacturing etc.

* The price in Istisna does not necessarily neecetpaid in full in advance. It is not
even necessary to pay the full price at delivetycdn be deferred to any time
according to the agreement of the parties. The paynmay also be made in
installments. In case of Salam, the price has tpae in full in advance.

* The time of delivery does not have to be necegstxid in Istisna whereas in case

of Salam the time of delivery is an essential pathe sale.

% El-Gammal (2000) p.17

Igbal, Al-Jahri (2001) p. 25
% Ahmad, Shabbir (2008) p. 33
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* |stisna contract can be cancelled before the mahufax starts the work. Salam

contract cannot be cancelled unilaterally.

10.7 Non profit products

Non-profit products of Islamic banking could bentiéed as a charity. It is basically
a form of social help, some kind of social insuenin theory, each financial institution
should cherish these instruments to help to achingets of the Islamic Moral economy —
social equality, abolishment of the poverty, etom® of these instruments, for example
Zakat, have a long tradition in Islamic culture,is@ not possible for Islamic banks don't
follow rules including these charitable tools. Tdnes evidence, that these instruments are
either not used properly or at such a scale theyldhbe. We will discuss this problem
briefly in the next section. As long as these unsients do not play any major role in
Islamic banking, we will mention them only brieflyst to demonstrate its existence and to

describe its ideal use.

While the non-profit domain in Islamic finance hbsen in operation for many
centuries, it is not so publicly known. This domaomprises institutions such as Zakat,
Sadagah, Awgaf and similar philanthropic and soabonsibilitie®’, which, in theory,
are considered just as essential as the for piofitain within Islamic finance. They also
perform beneficial economic support in serving ‘#adety net’ arrangemefit?

» Zakat may be compared to a type of ‘wealth taxinpean obligation related to
defined types of assets from which a part is tqpbiel by the owner of the assets
when the assets reach a certain amount. For exadighkat on savings requires,
inter alia, a holder of idle funds to contributeaatate of 2.5% per annum to the
eligible beneficiaries. It becomes payable if tledder's monetary funds have been
idle for one year. This negates the incentive foarding, which the Holy Qur'an
takes a strong position against.

* Awaqaf represents the creation of an endowment vidyeaa asset or pool of assets is
dedicated in perpetuity, primarily for charitablarposes. Historically, Awgaf has

proven to be a useful institution in mobilizingadhssets for addressing poverty, as

>7 There is a discussion about social responsibility in Islamic banking. In theory, social injustice is mitigated

through finance practices which are in compliance with Islamic principles, however, there is not such
evidence nowadays. For more details see: Asutay (2008) or Aggarval, Yousef (2000).
>% GIFR (2010) p.23
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the beneficiaries of Awgaf can enjoy the benefiteducation, health care, basic
infrastructure and entrepreneurial assistance.

* The economic empowerment of the less fortunateanfied out in a systematic and
structured manner, may elevate them from the “remkbble” to the “bankable”
segment, thereby benefiting the individuals theresgelthe financial system, and the
community at large, as well as increasing finanicielusion.

* Qard al-hasanah is social or benevolent loan. Thesss are made at no charge,
with no interest due, and with no mark-up. It ismi¢ar to charitable or gift, rather
than a loan because according to the rules, tmeipal amount should be forgiven

to those who are not able to repay.

11. Ideal vs. reality of the Islamic banking.

We described the Islamic banking thoroughly in ttteapters above. We also
described the theoretical concept called Islamicrdfileeconomy, which served as a
framework for the creation of Islamic banking. $tnow, after three decades of existence,
when we have enough empirical evidence to assdhbs ilslamic banking really fulfills its

targets, as was proposed and plan decades ago.

There are more and more voit@salling for revision of Islamic banking statingath
it turn away from its original concept and shoutrebuilt that way. | would like to briefly
summarize Islamic banking and provide evidenceh diversion by comparison of ideal

versus real status of the industry.

Probably the most highlighted aspects of Islamamking are its stability and
responsibility to lower social classes through poss sharing contracts. There are many
reasons for the possible instability of the trawhtil banking system. The basic flaw in the
traditional system is that, as a crisis developed aarnings fell, banks would seek to
contract loans to increase reserves. Each bankl ctmuko, however, only at the expense of
other banks, and in the process some banks woulahi®insolvent and be forced to close.
Alternatively banks tend to switch from the techugg of asset management to those of
liability management in the face of a crisis, ahdttthis practice has increased in the U.S.
banking system. In other words, if banks raiserederates to attract or retain de-posits in
problem situations, and if the total stock of defsos fixed in the short run, the process

S Kuran, M.lgbal, M. Al-Jahri, etc.
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would clearly be unstable and would eventually lEatankruptcies. In such circumstances
any system that guaranteed the transaction-balarmeaponent of deposits and eliminated

the need or incentives for liability management lddikely stabilize the proce<8?

In standard banking systems the individual is a&$wf the nominal value of his
deposit on the other hand, in Islamic banking, ®adfi the deposit is strictly connected to
profit, positive profit is increasing nominal valugegative decreasing. It means that during
the crisis bank would not bankrupt, because it wadgt have to pay predetermined levels of
deposit but an actual one, given its financial theah most countries there exists some form
of official insurance scheme that backs the guarmaptovided by banks; even if there is not,
it is normally assumed that the government woudp $h should the need ari€e,how we
have seen during huge bail outs lately. This isldynpg negative impacts on people, even
if bank would repay them, during crisis, the futh@unt of deposits, they will lose money on

future tax increase to cover budget deficits cibaiedeposit insurance.

The result of such an operation would be what veeiise¢he Islamic banking model.
The fall in real profits of the banks will be magéchwith a real decline of wealth of common
citizens, with the government intervening in thegass. However, in conventional banking
the whole process is much longer and much morduhultt suggests that there is rigidity in
traditional banking system which can be overcomeirbglementing basic principles of

Islamic banking, profit-loss sharing contracts tity.

If, in theory, PLS contracts bring such enduramcthe shocks of the economy, they
should be promoted in Islamic banking in realitynadl. However, we will see that this is
not the case.

%% Khan (1986) p.9

We are referring to “too big too fail” concept. The "too big to fail" theory asserts that certain financial
institutions are so large and so interconnected that their failure would be disastrous to the economy, and
they therefore must be supported by government when they face difficulty. The colloquial term "too big to
fail" was popularized in a 1984 Congressional hearing, discussing the Federal Deposit Insurance Corporation's
intervention with Continental lllinois. The term had previously been used occasionally in the press and it is
used ever since.

261

84



Picture 4: General balance sheet of an Islamic bank
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What we see on the picture no. 4 is a balance sliemt average Islamic bank. On
the liability side, mobilizing funds on a profitating basis means that in principle the value
of liabilities adjust accordingly in response to/amange in the price of assets. Even if the
price of the financed assets remains unchangedgxpected returns for the partners may
fall (for example, because of weak demand), whidhsubsequently reduce the profit to be
shared. On the asset side, Islamic banks entediffevent financing modes we described

above?®?

While, on the liabilities side, Islamic banks hawade significant progress in using
profit sharing, this is not the case on the assidts The share of profit-sharing modes in the
total financing provided by Islamic banks is venyadl. Most of the financing is provided on
a murabahah basis. This is evident from the siigfiven in the table-score below. The

weighted average of the use of murabahah mode pe@@nt*®

%82 |slamic finance and Global financial stability, 2010, p.18

283 |gbal, Al-Jahri, 2001, p.29
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Distribution of Financing Provided by Islamic Ban#d994-1996) in percentage
Other
Total Financing (Million US$) | Mur abahah | Musharakah | Mudarabah | Leasing | Modes
Institution
Al Baraka Islamic Bank for Investment 119 82 7 6 2 3
Bahrain Islamic Bank 320 93 5 2 0 1
Faisal Islamic Bank, Bahrain 945 69 9 6 11 5
Bangladesh Islamic Bank Ltd. 309 52 4 17 14 14
Dubai Islamic Bank 13 88 1 6 0 6
Faisal Islamic Bank, Egypt 1,364 73 13 11 3 0
Jordan Islamic Bank 574 62 4 0 5 30
Kuwait Finance House 2,454 45 20 11 1 23
Islam Malaysia Bank Berhad 580 66 1 1 7 24
Qatar Islamic Bank 598 73 1 13 5 8
Simple Average 8,563 70 7 7 5 11
Weighted Average 66 10 8 4 12

Source: According to Igbal, Al-Jahri, 2001.

The popularity of murabahah mode of financing is ecmncidental or short-termed.
Since the beginning of the Islamic banking industhere were projects, which cannot be
financed through profit-sharing from various reasdn these cases, ‘returns’ to the finance
would accrue over many decades in the future wtolsts had to be met in the present.
Recourse to trade based modes of finance becanessaey. This happened to privately
established Islamic banks in the Gulf area as alvith the Islamic Development Bank.
By the early nineteen-eighties, murabahah had bectim dominant mode of Islamic
finance everywher®* An early theory had failed to pay due attentiontrémle based modes
of finance and to the issue of capital protectMnrabahah seemed to fill the g&B.Islamic
banks operating in different countries are usingombination of the different financing

technigues permissible in Shariah. As we saw, rabgtem lean heavily on murabahah in

264 Regarding preference towards equity-based PLS and risk-sharing financing over debt financing, data

analysis, for instance, in the Malaysian IBF case depicts that the percentage share of musharakah declined
from 1.4 per cent in 2000 to 0.2 per cent 2006, while major modes of Islamic financing remain to be sale of
goods on a deferred payment basis with 55.9 per cent and 25.2 per cent respectively in 2006. In addition,
from 1984 to 2006, murabahah constituted 88.1 per cent of the mode of financing for Bank Islam Malaysia
Berhad, and 67.3 per cent for Dubai Islamic Bank, while mudarabah and musharakah was about 1.7 per cent
and 9.3 per cent respectively. For more details see Asutay(2008).

*%> Siddiqi (2009) p.6
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their operations. This is for two main reasons.ifbgentation mainly is towards short term
financing of trade transactions for which murabahpbear to be more convenient device
compared to the system of profit/loss sharing. Bélgothey are in competition with
conventional banks and they want to earn at Ié&ssame. Mark-up methods make it easier

as long as you can benchmark mark-up with actuetest rate&®®

There has been a critical voice arguing that malmah serves only as another tool to
cover what is actually interest — based practicarddahah is formally equivalent to the
resale contracting used in various parts of thddyewven in places where interest avoidance
IS not an issue, to take advantage of differencesax rates. Let us say a cash-poor
industrialist needs a new computer. His Islamickbaumys the computer, marks up its price,
and then transfers to him the computer's ownershigeturn, our industrialist agrees to pay
the bank the marked-up price in a year's time.h# predetermined markup rate were
identical to the prevailing interest rate, this ahahah contract would be essentially
equivalent to an interest-based contract. But thveoeld still be one difference, which
Islamic economy considers critical: during the penwvhen the computer was owned by the
bank, the bank would carry all the risks of ownersincluding those of theft, fire, and
breakage. In practice, however, the bank's ownergénerally lasts just a few seconds, so
its exposure risk is negligible. Ordinarily, theyed, murabahah serves as a covered form of

interest?®’

Critics of murabahah practice generalized the leratof disguising of the interest to
whole Islamic banking industry saying that: Islamic bankers have devised various
legalistic means of avoiding terminology that refeio interest or any time-value of
borrowed capital through the concept of Salam adg; the murabahah cost-plus contract
is one example of how Islamic banking superficia@iyoids interest. and that ...The
financial instruments in use today by Islamic baaksl insurers are not fundamentally
different from their conventional non- Islamic ctenparts. Instead, the contract language
is changed superficially to incorporate various Biaterms that purport to adhere to some

sort of Islamic authenticit§®

It is necessary to realize, that nowadays finarnostitutions generally operate in

global markets. There is no way how to avoid intBoa with interest-based tools from the

2% Ziauddin (1994) p.19

Kuran (1995) p.162
Karim (2010) pp.30, 126
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side of Islamic banking. Besides that, generatmhislamic bankers are western-educated.
All together with tough competition from the sidé @onventional banking, there was
significant pressure to provide competitive produdthile theory aspired to prove Islamic
finance was different from the conventional on@gcgitioners were busy searching for ways
to make it similar to it. Convergence rather thamedyence was the order of the day.
Starting sometime during the nineteen eighties,ri8haadvisors focused mainly on
designing ‘Shariah-compliant’ substitutes for fingh products with which the market was

familiar.2%°

There is one more aspect supporting convergeneeryth While Islamic banks
respond to the needs of Muslim customers, theyareacting as religious institutions. Like
other banks they are profit-maximizing entitieseytact as intermediaries between savers
and investors and offer custodial and other sesvioand in traditional banking systeAi8.

It had also has to do with the reality that manyhef leading financial patrons of the Islamic
financial institutions are interested in Shariamptiance only in a legalistic sense - without
really any concern for injustice or exploitation.rhost respects, the investment behavior of
the estimated 200,000 high net worth individuatsrirSaudi Arabia and the Gulf is little
different from that of their counterparts elsewhereir aim is to generate income and
wealth of their assets which benefits their farsilend themselves, where the funds are
invested being a less important considered. Howldware invested is for many more crucial
than where, as most Saudi Arabian and Gulf citizdesMuslims elsewhere, are concerned
about deriving income from interest, even thoughtfee majority this concern does not
translate into positive action. Some cleanse oifypumnterest income by donating it to
charitable causes; others invest part of their $uimda Shariah —compliant manner to ease
their conscience, while investing the remaindervenionally. In this respect, Islamic
investors are little different to Western ethicalvestors, who tend to adopt a partial

approach rather than deploying all their fundscetihy.>"*

Therefore we can say that reality of internatiamarkets, which prioritize economic
incentives rather than religious behavioral norhas forced the Islamic banking industry to
become part of the global financial market by aohmpta system very similar to

conventional one. There is evidence that Arabigl@age used in Islamic banking represents

*%% siddigi (2009) p. 7

Imam, Kpodar (2010) p.3
Farooq (2007) p.15
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the only legal side of the industry. The originaaning of the Islamic banking, as proposed
in Islamic morale Economy was definitely not acleiéwet and probably would not in this
course. Islamic banks are fulfilling the legal terwf being “Islamic” yet in reality they

converge to conventional banking system.

12. Comparative part

Nowadays, most of the global financial world is ddhson what we called
conventional banking. Interest rates driven tratigaavhich is based on lender — borrower
relationship are a cornerstone of this systemslaiwell known system, practiced for
centuries now. However, in light of current eventglobal markets, there are voices calling
for either reform or alternative options how to gov financial flows properly, without

possible “troubles” which we are currently expecieg.

Conventional financial system has played an aatble in the development of the
world economy; the system is now affected by sewdses and now according to estimation
during the last four decades this financial sysiemaffected by more over 100 financial
cruncheg” Not a single geographical area or major counsty been spared the effect of
these crises. Even some of the countries that ganerally followed sound fiscal and
monetary policies have become engulfed in these<sriThe subprime mortgage financial
crisis, which started in the summer of 2007, wasensevere than any in the past and shows
no sign of abating despite a coordinated bail duhee to four trillion dollars by the US,
the UK, Europe and a number of other countffésToday we are experiencing and
aftermath of something called “European credit chiinfeven so aftermath is probably not
the proper word to use, as we can see in the d¢aSgpous, some crisis connected issues are
very actual). This credit crunch is but anothemfrthe series of financial crisis. In the
twentieth century occurred a number of financisdes, just to note the few; the electricity
crisis (1900-1903), Copper crisis (1907), 1929awifGreat Depression), (oil price crisis) of
1973, (the Wall Street crisis) of 1987, the (Asfarancial crisis) of 1997 which affected
many Asian countries and the most recently curcésis in the world since 2008? As the
world markets become more global, these crisebargg more severe impacts on the level

of Production, GDP, Level of Employment, Per Capiteomes, Inflation, Net of Trading,

%72 Shafiq, Faheem, Abdullah (2008) p.125

Chapra (2008) p.1
Al-Smadi, Almsafir (2012) p.425

273
274

89



Exchange Rate, Public Debt, éfé. Those impacts urged many researchers to findhsut t
main causes of those crises. This has createchaasy feeling that there is something

basically wrong with the system. There is, henamlbfor a new architecture.

As we are experiencing further turmoil in finanaiarkets, there are more and more
researchers trying to find a common denominatortif@mse events. The severity of the
current crisis has led to the evaluation of thenftations of the capitalist financial system
and the search for ideas and solutions. Clearhgs® mistakes have been made and lessons
need to be learned. But to whom should governmeeggilators and financial bosses turn
for inspiration? One area of the banking sectat tias consistently outperformed most
other banks since the onset of the crisis is Istdmnking. Though still a very small part of
the global financial system, Islamic banking hagssistently enjoyed double-digit annual

growth, even during the worst years of the glotmalaturn?’®

The current global financial crisis has accentuditedurgent need to embark on one
of the most radical reshape of the internationaéricial system. The attitudes and the
approaches articulated by the advocates and thenepps of both government intervention
versus free market economies schools of thoughd thu have failed to deliver a viable
long-term solution to the crisis or to prescribgractical mechanism on how to deal with its
consequences and implicatiddi§éSo, has the time come to seek out alternatives?

Because the traditional financing led to the coratf financial bubbles in the many
of capitalist economies, this has led to the attetopfind solutions to get out of these
financial bubbles. Therefore, some researchersatel that, Islamic economy has a vision
and a different attitude in terms of the causesamnomic shocks. Data indicates that, the
Islamic banks have been affected less than theerdional banks in the last global financial
crisis in the terms of performant@As the World has not yet recovered from the global
recession, Islamic banking is gaining popularityemerging economies as it bolstered

financial institutions avoid the worst of the ecamno meltdown. With irresponsible banking

For example, the International Monetary Fund (IMF) estimates that, from 2006 to projected year-end

2012, total debt in the Eurozone will increase by EUR2.8 trillion (USD3.5 trillion) from EUR5.9 trillion (USD7.3
trillion) to EURS.7 trillion (USD10.8 trillion). By comparison, GDP is expected to grow by EUR1.1 trillion
(USD1.4 trillion) from EURS.6 trillion (USD10.6 trillion) in 2006 to an estimated EUR9.7 trillion (USD12.0
trillion) in 2012. With such projections, the absolute debt level in the EU is expected to grow 2.5 times faster
than its GDP. (www.imf.org)

7% Alberto, Weit, Wackerberg (2011) p.53

Hassan, Kayed (2011) p.12

Al-Smadi, Almsafir (2012) p.421
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practices taking the blame for bringing about thabgl economic crisis, there has been a
surge of interest in Islamic finané€.

Therefore we will examine these questions in feitg part:

* Have Islamic banks fared differently than convemiiobanks during the financial
crisis?
e If so, why?

* What can conventional system learned from Islame?o

12.1 Theoretical resilience to crisis

As we noted above, there has been numerous falasr@es during the 20th century.
If we would like to assess performance of Islamaoking in periods of turmoil we need to
be cautious about which period we will choose. Wseuksed the historical development of
Islamic banking in the chapters above. It origidaie the 70s and there are only several
decades of development. In order to capture thqeance of Islamic banking properly,
we would like to choose subprime mortgage crisi2Q@@7 as a model. There are several
reasons for such a choice. First, if we can talkuadkany maturity in sense of Islamic
banking system at all, the most recent date mearss mature state of the industry. Second,
we can say that this crisis is definitely over. \Wiee it caused most recent credit issues in
the European banking system is not an issue héma, There has been extensive theoretical
and empirical research on subprime mortgage cngisch allows us to identify basic
problems and assess them in comparison with thee sasues within Islamic banking.
Therefore the period of subprime mortgage cris@722009) will be examined in detail.
First, theoretical analyses, second empirical d§ yadthough empirical analyses proved to

be quite puzzled in this case).

What began as a limited subprime mortgage impassbhel US real estate market
grew to be the world’s biggest financial crisiscgrthe 1930s. The impact of the crisis was
felt worldwide. Individuals, regardless of their @kabouts, have been directly or indirectly
affected by the crisis as it has hit almost evestar of the world’s econonf? Therefore we

will identify basic sources of the crisis and wdlwixamine them from the viewpoint of Islamic

finance.

* Alzalabanin, Nair (2013) p.16

%% Hassan, Kayed (2011) p.11
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The financial crisis started in the summer of 20@7ggered initially by the
implosion of the USA’s housing bubble. It gainedmemtum and then sharply intensified in
September 2008. The crisis was triggered by thiagst of the subprime mortgage market.
In 2006, lenders made $640 billion in subprime wamich amounted to about 20 percent
of all mortgage lending and about 17 percent of éigpurchases in the same year. Many
believe that the prolonged period of low intereses combined with lax regulation and
supervision encouraged rapid and substantial grofvidnedit and, as a result, pushed house
prices up. The Federal Reserve lowered the inteagstin 2001 from 6.5 percent to 1.75
percent and then to 1 percent in 2003, a 45-yeafibGenerally crises which happened in
the last 20th centuries were caused by imprudeding transaction. Financial bubbles are
generally linked to easy credit, excessive debgcsjation, greed, fraud, and corruption.
Easy credit leads to lack of adequate market diseipwhich in turn instigates excessive

and imprudent lendintf?

The subprime financial crisis was also caused bgruglent lending transaction
which was then worsen by the excessive derivativespeculative transaction on the capital
market. When default could not be further avoidbe, crash of capital market led to the
banking crisis®® which later brought to crisis on the financial teecand harm the real
economy sector. There are undoubtedly a numbeaudas. Widely recognized, the most
important cause is, however, excessive and imptudading by banks. One cannot blame
the banks for this because, like everyone elsg, alsd wish to maximize their profits in a
materialist cultural environment where maximizatiohincome and wealth is the highest
measure of human achievement. The more creditekind, the higher will be their profit.

It is high leverage which enables excessive lendfihg

Securitization or the originate-to-distribute mafebf financing has played a crucial

role in this crisis. Mortgage originators collaiezed the debt by mixing prime and

%1 Smolo, Mirakhor (2010) p.73

Hassan, Kayed (2009) p.36

A banking crisis is a financial crisis that affects banking activity. Banking crises include bank runs, which
affect single banks; banking panics, which affect many banks; and systemic banking crises, in which a country
experiences a large number of defaults and financial institutions and corporations face great difficulties
repaying contracts. For details see: Laeven, Luc A. and Valencia, Fabian V. (2008), Systemic Banking Crises: A
New Database. IMF Working Papers, Vol., pp. 1-78, . Available at SSRN: http://ssrn.com/abstract=1278435
284 Chapra (2008) p.2

An originate-to-distribute (OTD) model of lending, when lenders make loans with the intention of selling

282
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them to other institutions and/or investors, as opposed to holding the loans through maturity was a popular
method of mortgage lending before the onset of the subprime mortgage crisis. For details see: Purnanandam,
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subprime debt. By selling the collateralized ddfigations (CDOs) where they passed the
entire risk of default to the ultimate purchasberefore, having less incentive to undertake
careful underwriting. Consequently, a number ofksamave either failed or have had to be
bailed out or nationalized by governments in theAUie UK, Europe, and a number of

other countrieg®®

This raises the question of why the market disecg@has not been able to exercise a
restraint on excessive lending. Is it possible tharket discipline is not adequate in the
financial system? If this is the case, then whif ®? The market can impose a discipline
primarily through incentives and deterrents. Ifentives and deterrents do not exist or
become weak, market discipline will also becomekw@&he incentives and deterrents come
through the prospect of making a profit or loss.e Tlmajor source of profit in the
conventional system is the interest that the baaks through their lending operations. The
loss comes through the inability to recover thesm$ with interest. One would, therefore,
expect that banks would carefully analyze theidieg operations so as nti undertake
those that would lead to a loss. There would bkeglc over excessive lending if the banks
were afraid of suffering losses that would reduwartnet profit. This happens in a system

where the repayment of loans with interest is motegally guaranteed.

There are two factors that enable banks to assthatetiiey will not suffer losses.
The first of these is the collateral, which is sgknsable and unavoidable in any financial
system for managing the risk of default. The celal can, of course, do this only if it is of
good quality. Collateral is, however, exposed twahkuation risk. Its value can be impaired
by the same factors that diminish the borrower'sitalto repay. The collateral, cannot,
therefore, be a substitute for a more careful eatadn of the project financedhe second is

too big to fail concept®’

Overall research discovered main reasons behingdriso® mortgage crises. As we
noted imprudent lending is the key to the financiais. There are three factors that make
this possible. One of these is an inadequate matisgipline in the financial system
resulting from the absence of PLS. The secondeisrimd-boggling expansion in the size of

derivatives, particularly credit default swaps (&pSand the third is the “too big to fail”

Amiyatosh K.,(2010) Originate-to-Distribute Model and the Subprime Mortgage Crisis. AFA 2010 Atlanta
Meetings Paper. Available at SSRN: http://ssrn.com/abstract=1167786

%% Ahmed (2010) p. 307
Chapra (2008) p.3
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concept, which tends to give an assurance to haggbthat the central bank will definitely
come to their rescue and not allow them to¥%il.

If we want to examine Islamic finance performanaegirty the financial crisis,
subprime mortgage in this case, we need to takeonsabehind and look at them in the

framework of Islamic finance. We will therefore ty prove that follow reasons;

1) Inadequate market discipline in the financiateyn resulting from the absence of

profit and loss sharing (PLS)
2) Expansion in the size of derivatives
3) The “too big to fail” concept.

are incompatible with Islamic finance framework mwtly in theoretical level, but also in
reality and therefore this incompatibility shieldéide Islamic finance sector from the

severity of subprime mortgage crisis.

12.2 Resilience of Islamic finance

As one of the fastest growing segments in glob@rfcial services, Islamic finance
has become systemically important in many marketstao big to ignore in others. While
conventional intermediation is largely debt-based allows for risk transfer, Islamic
intermediation, in contrast, is asset-based, andec® on risk sharing. In addition to
providing Islamic banks with additional bufferse#ie features make their activities more
closely related to the real economy and tend tagedheir contribution to excesses and
bubbles. The views supporting Islamic finance sthtg Islamic financial institutions are
more resilient to external shocks. Profit and Igkaring feature of the transactions in
Islamic finance provides a protection to theseitumsbns, apart from the capital. This
feature of the Islamic financial institutions coutdnsfer a negative shock on the asset side
to the liability side?®

During the recent financial crisis, Islamic finaalcinstitutions have demonstrated
significant resilience. They have been less aftectampared to the conventional financial

institutions thanks to prohibitions on the excesdeverage. The transfer of risks related

%% Ahmed (2010) p.315

*% Yilmaz (2009) p.2
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with the debt is prohibited in the Islamic finan@éerefore speculative transactions such as
derivative, options and futures, everything what sesv behind the crises in the USA is
forbidden in the Islamic finance framewd. Transferring the risk related to the debt and
speculative financial activities could cause unssagy booming of the financial transaction
volume well above the size of the real economy.oféigcally, it would be impossible for a
crisis resulting from subprime mortgages, inadegj@atsessment of risk, complex financial
instruments to shift risk, speculation and shotlirgg excessive leverage, lax regulatory
framework and excessive lending among others,kie pdace in the Islamic capital markets

sectorr®?

We can find support for such a claim in the chaptdove. We went through basic
principles of Islamic banking which are the keyp&rformance of the industry. So what are

the principles related to stability of the finaréredustry?

First, it is prohibited by Shariah law, to sell dalyainst debt. Second Islamic finance
is based on the concept of assets backing. Delmdf gharar situations ensures that these
assets have higher quality plus they have to btamgible character. Third, Islam has a
particular interest in fostering close relationshgtween the parties involved in contracts.
Full contract specification and transparency are ofithe basic cornerstones of Islamic
contracts. Fourth, it is not allowed to trade wdebt or shift default risk?4n other words,
financing provided by means of Islamic institutiare be used only with the real economic
activity, and thereby, help restricts excessivalitdreoom. Credit is mainly extended for the
purchasing of the real goods and services. In lsldimance, Islamic financial institutions
should own and possess the real goods and seackeshe buyers of the real goods and
services should want to take delivery. Therefotakeholders share profits in good times

and losses in bad timé¥.

Therefore we suggest that all three reasons whiele ieading to the subprime
mortgage crisis would not occur in the Islamic fina framework, (or not at least in such a

scale). Those three above problems actually canbeipated by ways of implementing the

% Hackensberger (2009) p.1

Hassan, Kayed (2011) p.18

The principle “no pain no gain” is embedded in Islamic financial structure and entails that no one has the
right to profit without risk of incurring loss. Moreover, linking credit supply to growth rate of the economic
activity, Islamic finance acts as a natural hedging scheme.

% Yilmaz (2009) p.3
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Islamic finance principles, which, besides provgdifinancial intermediation, aimed to

realize greater justice in human society as well.

By implementing PLS-based transactions, the riskheftransaction is not entirely
shifted from financier to financed party. This mipple, basically, acts as a control toward
higher market discipline. This is because the fonrens are really encouraged to be more
careful in assessing the risk of the financed parbefore giving any funding to them.
Furthermore, to ensure the financiers that theY gat appropriate profit sharing, they are
needed to monitor the use of funds by the finarmadies. These mechanisms will later
establish higher market discipline and even mosblst economy. Moreover, for any
transaction that cannot be accomplished by meaRL&, Islam also suggests the way.
However, rather than using direct borrowing-lendimgchanism, Islam commands that the
transaction shall be based on the sale or leaseaf not imaginary, assets by means of
Islamic schemes such asurabahah, ijarah, Salamgandlstisna.For applying the schemes,
the real assets involved in the transaction mustutlg owned and possessed by the

seller/lessor, which makes these transactions owtain sense of risk?

Second problem we mentioned was extensive userivbtige tools and re-selling of
the debt. Islam does not allow securitization ofeah asset, as well as debt, as done by its
conventional counterpart. This ruling can inhilbie tdebt from rising far above the size of
the real economy. From the Islamic finance perspecshort sales, futures, options and
swaps are all cases of speculation resulting frishk shifting. The use of these complex
derivatives was partly the genesis of the currestsc From the Islamic finance perspective,
they are gharar-stricken transactions and shoulztdteibited®®

Too big to fail concept was never the issue inntstafinance. During and after the
crisis period we saw no defaults among Islamic baankd definitely no bail out from the
government sidé”® We are not trying to say that there is no charfcgimilar problems in
the Islamic banking system as in conventional &w.due to the nature of their liabilities
(equity capital, sight deposits and deposits inegtinent accounts) and the principle of
sharing profit and losses, Islamic banks shouldeHsatter immunity to external shocks than
conventional banks. For example, they are immung¢héorisk of a difference in value

between assets and liabilities. If the value oirtlssets is affected by a shock, they can

%% Al-Bakri (2009) P.84
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adjust this difference by lowering the value ofestment deposits on the liability side of the
balance sheét’ Basic principles of profit-loss sharing partnepskinsure prompt reaction
on both sides of balance sheets. In other wordsyrizentional banks raise interest rates to
attract or retain deposits in problem situatiomsg] & the total stock of deposits is fixed in
the short run, the process would clearly be unstadohd would eventually lead to
bankruptcies. In such circumstances any system ghatanteed the transaction-balances
component of deposits and eliminated the needaaniives for liability management would

likely stabilize the process®

What we did in the chapter above was one of thearstones for confirmation of
our thesis, that Islamic banking system is morélstéhan conventional one. We tried to
connect basic principles of Islamic finance witle fbarticular case of subprime mortgage
crises. The real world implications of conductiamnsactions in the Islamic finance
framework would most likely either impair the cagr never let it happen in the first place.
We confirm that, at least in theoretical cases. Nwavwill try to prove our conclusions
empirically, which should be more problematic thexpected. Empirical analyses of non-

mature industries are somewhat troubling, as ydiuseg in the next chapter.

13. Empirical evidence of the Islamic banking performance

Empirical evidence supporting our conclusions is ohthe most important parts of this
work. However we found it hard to discover somethiis chapter we will discuss problems
of empirical research on Islamic finance. Then wi& sum up the little evidence we found
out in order to assess performance of Islamic man#uring financial crisis. Finally we will
pay attention to so-called second round effectthefcrisis which showed up to be pretty

important in our comparison.

Comparing the impact of the crisis on the two atiéht groups of banks is a
challenging task, for two main reasons. First, itldladata on the performance of banks in
countries where Islamic banks represent a sigmifipartion of the banking system are not
readily available. Second, the impact of the ciigpends largely on the pre-crisis industrial
and market structures, vulnerabilities in the baglgystem, and the policy response in each

country, which really complicates cross-country panisons>>® Third anecdotal evidence

7 Boumediene, Caby (2009) p.4

Khan (1986) p.9
Hassan, Dridi (2010) p.11
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suggests that there are significant differencegsasccountries in terms of how Shariah-
compliant products are exactly structured, with soof the banks basically offering
conventional products repackaged as Shariah-comtgdr@ducts. This implies that we need
to exercise caution when interpreting Islamic bagkin the context of traditional models of
financial intermediation. In addition, there ar&etiences across different Muslim countries
in what is considered Shariah-compliant and whatdg which makes it difficult to do

cross-country comparisons as well. Second, givendifierent nature of conventional and
Shariah-compliant products balance sheet and incetagement items might not be

completely comparable across bank types even witieisame country?

Also maturity of the industry plays its role. lase of Islamic finance we found
ourselves in a situation, where there are no len tstatistical data, either because they do
not exist, or because no one really started teecbthem. However, this situation is rapidly
changing at the moment. With the unraveling @f global financial crisis, the differences
between both commercial and Islamic banks in firdnstability have become more
important. A number of papers discuss risks inngtafinancial institutions, but do so in
theoretical terms instead of through analysis dhdahile empirical papers on Islamic
banks focus on issues related to efficiency arece¢® There is relatively little empirical
analysis of the role of Islamic banks in finan@tbility than.

There is only a handful of researches regarditemis banks financial stability.
However, we would like to present their outcomesstpport our conclusions. Besides
papers and studies there are several privateutistis performing data collections about
Islamic finance industry? Also credit ranking agencies and audit compartiesvsquite an

interest in Islamic finance, S&P, McKinsey and E&oung especially.

According to the Banker research, as an indusiry, Shariah-compliant assets of
financial institutions rose by 28.6% in 2009, to28Bn from $639bn in 2008. Islamic
finance as an industry has a compound annual gratehof 27.86% (2006 to 2009). As the
world’s conventional financial systems recast thelres into new regulatory regimes and

banks reconsider their positions, Islamic finan@mtimued on a double-digit growth

3% Back, Kunt, Merrouche (2010) p.5

Cihak, Hesee (2010) p.1
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trajectory. The rate of growth in 2009 (28.6%) veéightly more than 2008 (27.7%) and it
was slightly less than 2007 (29.6%5.

In 2007-2009 we witnessed situations where conwealt banking sector found itself
in big problems. There were several bankrupts amarid-scale players like Bearn Sterns,
Freddie Mac, Fannie May, countless closer bankimgsas were shut down as well. In a
contrast, an analysis of the data indicates tHamis finance fared relatively well when
compared with its conventional counterparts. Dutimg year 2009, 28 new banks offering
Shariah-compliant finance entered the market. Hawewe rate of new market entrants has
slowed from previous years (51 banks in 2008 andaféks in 2007) as the second round
crisis effects hit Islamic finance industi%/. Islamic research and training institute (IRTI)
found that, the combined market capitalization @ L0 conventional banks suffered a
decline of 42.8% vs. A 8.5 % decline in market ta@ation of Islamic banks for the period
between December 2006 and May 2010, the Aggregaterafits of conventional banks fell
from USD2116 billion in 2006 to a net loss of USD@lion in 2008. In contrast, Islamic
banks’ net profit increased 9% during the sameopefrom USD4.2 billion to USDA4.6
billion.3°® There are other studies supporting our data fgsifor more details please see
Smolo, Mirakhor (2010), Willson (2011), Islamic Bimce and Global Financial Stability
report (2010) etc.

To our knowledge, there are only two articles tigplicitly (and empirically) deal
with the issue of the financial stability of Islarthanks — Cihak, Hesse (2010) and Hassan,
Dridi, (2010), so we would like to present themdings which support our theory, that the
Islamic finance industry fared better than convamdl during period of subprime mortgage

crisis.

%% The Banker (2009) p.8

The Banker (2009) p.3
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Graph 14: Return on equity and return on assets 202007
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Source 16: Hassan, Dridi, 2010

The graph no. 15 shows that the average profitalof Islamic banks measured
either by ROA or ROE was clearly higher than inecag conventional banks in pre-crises
period. There is more evidence showing that thesels continued onward even during the

crises.
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Graph 15: Changes in profitability (in percent) inchosen countries
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Despite higher profitability during the pre-globaiisis period (2005-07), Islamic
bank's average profitability for 2008-09 was simita that of CBs, indicating better
cumulative (pre- and post-crisis) profitability anmsliggesting that higher pre-crisis
profitability was not driven by a strategy of greatisk taking. Large Islamic banks have
fared better than small ones. Better diversificgtieconomies of scale, and stronger
reputation might have contributed to this bettefgrenance. This suggests that developing
the industry and increasing competition should ti@eved through establishing large and
well managed Islamic banks that can compete wiiktiag banks. Islamic bank’s credit
and asset growth were at least twice higher thanahconventional banks during the crisis,
suggesting a growing market share going forward lamnger supervisory responsibility.
External rating agencies re-assessment of Islaam&g) risk was generally more favorable
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or similar to that of conventional banks. Highedveacy has facilitated meeting the
relatively more robust demand for Islamic bankingahce and maintaining stable external
ratings. Lending to the less affected consumerosdwis helped support strong credit and
asset growtfi® This suggests that Islamic banks have been affatiféerently during the
crisis. The initial impact of the crisis on Islam@ank’s profitability in 2008 was limited.
However, with the impact of the crisis moving i@ real economy, Islamic banks in some

countries faced larger losses compared to theverttional peers.

According to Cihak, Hesse (2010), the researchmmsd that (1) small Islamic banks
(with assets under US$ 1 billion) were financiatipre solid than conventional banks of the
same size; (2) large Islamic banks were less $loéid conventional banks of the same size;
and (3) small Islamic banks are financially morkdsthan large Islamic banks. The contrast
between the high stability in small Islamic bankel dhe relatively low stability in large
Islamic banks is particularly interesting. It sugtgethat Islamic banks while relatively more
stable when operating on a small scale, are lessestvhen operating on a large scalelt
supports an outcome of previously mentioned art@dewell. If we consider the fact that
bigger part of Islamic banking industry consist sialler financial institution (in
comparison to capitalization of conventional banksg can see that both conclusions
strengthen each other. It means that Islamic bankggenerally smaller, which according
Cihak, Hesse (2010) means more financial stabiihd it leads to better financial

performance as proved by Hassan, Dridi (2010).

Considering the performance of Islamic and conweewi banks during the recent
crisis, we find differences in liquidity matterssldmic banks increased their liquidity
holdings in the run up to and during the crisisatige to conventional banks. This also
explains why Islamic banks’ stocks performed bettieiring the crisis compared to
conventional banks’ stocks. Finally the good penance of Islamic banks during the
recent crisis appears to be driven by higher ptemauin liquidity holdings and
capitalization, but no inherent difference in asgeslity between the two bank typ&8.
Also the results of the Boumediene, Caby (2009)ysshows that conventional bank returns
were highly volatile during the crisis period, whilslamic banks saw their volatility —

initially low — increase during the crisis, though a much more moderate extent. These

%% Hassan, Dridi (2010) p.34
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results corroborate both the hypothesis that Isidmnks were at least partially immune to
the subprime crisis and the underlying hypothdsid tslamic banks are not subject to the
same risks as conventional banks — although, dtleeiolinks with the real economy, they

do eventually suffer the consequences of the smrigperisis®®®

Proving that Islamic banks performed better duthgcrises does not mean that they
were not hit by the crises as well. On the othde sthey are far from it. Global recessions
are connected with oil-prices fluctuations whickvitably hit Gulf oil-producing countries
where most of the Islamic finance industry is giédd'°Although Islamic finance has not
felt “the full impact” of the global credit crisighe immediate fallout from the crisis is
evidenced by the fall in equity valuations and phenge in the real estate market across the
Gulf States with all that that entails for the mia banking sector—bearing in mind the

intense engagement of the Islamic banking secttrdmeal estate indust?y*

We stressed many times that one of the basic pteiof Islamic finance is its
connection to the real economy. The crisis has shthat the stronger link to the real
economy has not necessarily made Islamic financee mosis proof in sense of second
round effects. As the crisis spilled over from fioal markets, Islamic bank's significant
exposure to real estate turned out to be highlyplpmatic. The evidence shows that, in
terms of profitability, Islamic banks fared bettean conventional banks in 2008. However,
this was reversed in 2009 as the crisis hit thé @eanomy, especially Gulf countries' real

estate market¥?

Therefore we can conclude that the Islamic bankigtor showed resilience to the
first-round effect of the crisis. This conclusiansupported by scarce empirical evidence we
found. However, as the spillover effects from westénancial sector hit global economy,
closer connection of Islamic banking with econoramneled second round effects of the

crisis straight to the Islamic finance industry.

Conclusion

The subprime mortgage crisis was one the most sevresis hitting global financial

markets we have ever seen. After it resolved, ntargstions regarding the stability of the

3% Boumediene, Caby (2009) p.1
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conventional banking system arise. There was needtlier find solutions to apparent flaws

(recurrent financial bubbles) or suggest a vialilermative to the current banking system.
This development attracted attention to Islamiarice and subsequently banking. Islamic
banking developed in the late 60s and it reporigaifecant growth ever since. Nowadays it

moved from being on the edge of the interest irba@lanarkets to its very center. Its

apparent resilience to the crisis opened a poggibdf finding alternative to the

conventional banking system.

Islamic banking was developed in the second hiathe twentieth century. There
were several reasons behind the lag of the deveopof financial services in the Muslim
world in comparison to Western one. Medieval insitin of Islamic partnership proved
itself a suitable mode of trade; however its teprahibited the creation of bigger ventures.
Together with strict heritage laws, anchored in @y Quran itself, supporting further
fragmentation of fortune after the demise of oneh&f business partners. Muslim world
never saw the creation of large individual fortumdsch later evolved into banking houses
(like European ones). Together with unfavorableitigal development represented by
colonial era, Islamic banking never been even ctosés emergence till second half of the

twentieth century.

After dissolution of colonial empires, newly credtlslamic countries of Africa and
Asia sought tools to control its economies in oreachieve prosperity and development.
This search led to theoretical research on thirssipde approach (beside capitalism and
communism) — purely Islamic way of economy and egbently banking. This theory
combined with the influx of petrodollars, comingorin increased revenues from oil
production, led to creation of first Islamic finaalcinstitutions, based on different principles
than capitalist banking system. These principles @osely connected with Islam and are
based on religious sources of the Holy Quran anmth&u | am talking about the sanctity of
contracts, profit-loss sharing in business, prdiubiof riba (interest), and emphasis of real
economic activity behind business actions, fairnasd exclusion of haram activities. |
discovered that, there are similar principles afvamtional banking system, however there
are also completely opposite ones. This unique auatibn of religious principles and

banking services led to creation of the Islamiafice industry.

There are several basic products of Islamic bankdespite its emphasis on profit-

loss sharing principles, mark-up products are plgynajor role in today Islamic banking.
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There is also a significant shift towards convemtiobanking practices, however these are
either disguised or modified according to Islamimgiples. This convergence of Islamic
banking has serious conclusions. | can say thatemotslamic banking is rather closer to
the conventional ones, diverting it from its thema basis. It is caused by several reasons.
First is severe competition in the global finanawrkets, where Islamic banks bear the
higher cost because of its religious limitation&c@&d is that practitioners of Islamic
banking are mostly western-educated, which inelyitidad to a certain degree of influence

on their professional actions.

In order to confirm my hypothesis | discussed tagpects of Islamic finance.
Primarily | focused at the theoretical resilienoethie crisis. There is an extensive research
done on the subject. | discussed each principléslaimic banking with regards to the
subprime mortgage crisis. | discovered three mmgtortant reasons behind the subprime
mortgage crisis — excessive lending, debt trad®ig@s, CDSs) and banks certitude about
not being subject to losses (collateral, depossuiance and too big to fail concept).
Excessive lending is mitigated in Islamic bankihgotigh profit-loss sharing principle. If
there is no option of shifting the whole risk ore tbreditor, lender (bank) is more careful
about providing its funds. Trading with debt is bgtany means real economic activity and
as such is strictly forbidden in Islamic financeefrises conventional banks were almost
sure that in case of losses, they would shift ciwstee third party. The first reason behind is
collateral, which showed in the case of mortgagessifficient. As long as Islamic banks
operate on a profit-loss sharing they are much noargious about collateral than their
conventional peers. Second is deposit insurandere tis nothing like that in the Islamic
finance framework as it operates on the princigleisk sharing, there cannot be riskless
deposit. Third is too big to fail concept and itsneever an issue in Islamic banking. Too big
to fail concept suggests that bankruptcy of finahmistitution is not an option because of
economic side-effects. In case of Islamic bankgatiee external shocks are smoothly
transferred from liability to asset side througloffirloss sharing principle, so side effects
are minimal. Therefore | proved that theoretically hypothesis holds, as Islamic banking
perform better during the subprime mortgage ciiargd it would probably never occur in

the Islamic banking sector itself)

However, | also discovered divergence betweenrétieal and real shape of Islamic

banking. | collected some empirical data in orderptove my point. The outcome of
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empirical studies supports my hypothesis as welydver reasons were slightly different
that in theoretical cases. Islamic banks reallgdabetter than conventional one during a
crisis. However as long as profit-loss sharing patsl create minority of Islamic bank's

assets, favorable arguments based on it are nedoadjd. | discovered that Islamic banks
fared better for this reasons — behind mention iprobn of debt trading and emphasis on
the real economic purpose of business plus see#nalrs. Major Islamic banks are much
smaller compared to conventional ones which makentimore stable. Also, from various

reasons, Islamic banks hold much more liquiditynbikes them more resilient to sudden
external shocks. There is also no such a thingamsplete standardization of Islamic

banking which make them less connected on an @tierral scale. The most important

empirical finding is, that Islamic banks were ndit Ity the crisis so hard in comparing to

conventional ones, however as second round effictie crisis spilled over to the real

economy, Islamic banks witnessed decreased in teegnues as well. It means that as
much as Islamic banking look like a viable altew&tto the conventional ones, further

research is needed to assess if it is truly warth iry to implement some of its features on
the global scale.
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