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Abstract 
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author(s) and are published to elicit comments and to further debate. 

The provision and use of financial services and products that conform to Islamic religious 
principles pose special challenges for the identification, measurement, monitoring, and 
control of underlying risks. Effective and efficient risk management in Islamic financial 
institutions has assumed particular importance as they endeavor to cope with the challenges 
of globalization. This requires the development of not only a more suitable regulatory 
framework, but also new financial instruments and institutional arrangements to provide an 
enabling operational environment for Islamic finance. The recent establishment of the 
Islamic Financial Services Board, facilitated by the IMF, addresses these needs. 
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1. INTRODUCTION 

Islamic banking has grown in size and significance in a large number of countries throughout 
the world. In the Islamic Republic of Iran and Sudan all financial institutions have fiAly 
adopted Islamic banking-that is, the provision and use of financial services and products 
that conform to Islamic religious principles-outlined in the Qur’an and in Islamic Shariah 
laws. In Pakistan, the process of full transformation of the financial system to become 
compliant with Islamic principles is underway. Other countries, such as Malaysia, Indonesia, 
Bangladesh, Jordan, and Egypt, operate Islamic banking alongside conventional banking. 
This is done either through the opening of Islamic “windows” in conventional institutions or 
the establishment of separate banks, or branches and subsidiaries, that specialize in Islamic 
financial products. Global financial institutions, such as Citibank, have been offering 
instruments conforming to Islamic Shariah in several countries. Islamic banking is also an 
additional facet of the complex cross-border financial activities taking place in certain 
offshore financial centers, such as Bahrain and Labuan, Malaysia. 

The Islamic financial services industry comprises an increasingly diverse range of 
institutions, including commercial and investment banks, mutual insurance (takaful>, and 
investment companies. Banks, however, remain the core of the financial services industry in 
many countries and offshore financial centers since they account for the bulk of financial 
transactions and their soundness is of key concern for systemic stability. 

Effective risk management in Islamic banks,2 therefore, deserves priority attention. However, 
it entails many complex issues that need to be better understood to be successfully addressed. 
In particular, the nature of the specific risks facing Islamic banks, together with the vitially 
unlimited number of ways available to them to provide funds through the use of 
combinations of the permissible Islamic modes of financing-both profit-and-loss-sharing 
(PLS) and non-profit-and-loss-sharing (non-PLS)-raise a host of issues in risk 
measurement, income recognition, adequacy of collateral, and disclosure standards. Hence, 
innovative solutions and an appropriate adaptation of available risk-management frameworks 
are needed to reflect the special characteristics of Islamic financial products and services. 
The present paper examines this challenging subject. 

The paper is organized as follows. Section II underscores the special risks surrounding 
Islamic banking. Section III discusses how the bank-specific and general risk factors of 
Islamic banking may be addressed through the implementation of a two-pronged strategy 

’ The terms “Islamic banks” and “Islamic financial institutions” are used interchangeably to refer to financial 
institutions operating in counties where all financial transactions are conducted according to Islamic precepts, 
as well as specialized institutions and windows of conventional banks that offer Islamic products and 
instruments in countries where both conventional and Islamic banking coexist. 
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based on an appropriate regulatory framework and adequate institutional development. 
Finally, section IV highlights the key challenges lying ahead to foster further development of 
Islamic banking in the global financial system, including the role of the Islamic Financial 
Services Board, the recently established standard-setting body for the prudential regulation of 
the Islamic financial services industry. 

II. SPECWLRISKSSURROUNDINGISLAMICBANIUNG 

The features of Islamic banks and the intermediation models that they follow (for a 
discussion, see the Annex) entail special risks that need to be recognized to help make risk 
management in Islamic banking truly effective.3 First, the profit-and-loss-sharing modes of 
financing (see Annex Table 1) raise several important considerations. Specifically, while 
PLS modes may shift the direct credit risk of Islamic banks to their investment depositors, 
they may also increase the overall degree of risk of the asset side of banks’ balance sheets. In 
practice, PLS modes make Islamic banks vulnerable to risks normally borne by equity 
investors rather than holders of debt. There are a number of reasons for this, including: 

The administration of PLS modes is more complex than conventional financing. 
Indeed, these modes imply several activities that are not normally performed by 
conventional banks, including the determination of profit-and-loss-sharing ratios on 
investment projects in various sectors of the economy, as well as the ongoing auditing 
of financed projects to ensure proper governance and appropriate valuation; 

In principle, there is a virtually unlimited list of activities that Islamic banks can 
engage in, in addition to an unlimited number of ways they can provide funds through 
the use of combinations of the permissible PLS (and non-PLS) modes.4 In these 
circumstances, standardization of some Islamic financial products may become more 
difficult to achieve; 

When Islamic banks provide funds through their PLS facilities, there is no 
recognizable default on the part of the agent-entrepreneur until PLS contracts expire, 
barring proved negligence or mismanagement on the part of the agent-entrepreneur. 
In fact, a “default” of PLS contracts means that the investment project failed to 
deliver what was expected, that is, a lower-than-expected profit or none at all, or a 
loss. In this case, the lower profit or loss is shared between or among parties 

3 For a discussion of special risks in Islamic banking, see also Chapra and Khan (2000), and Hassan (2000). 

4 In practice, however, Islamic banks mainly use a defined set of modes of financing (see Annex Table 1). 
Moreover, they cannot be involved in certain prohibited activities, notably the production of goods and services 
which contradict Islamic values, such as alcohol, pork, gambling, and any transaction involving interest. 
Typically, Islamic banks a Shariah Board acting as a body approving the Shariah compliance of banks’ 
investments, financial instruments, and other transactions and activities.. 
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according to the stipulated PLS ratios. For example, in the case of a Mudaraba 
contract (see Annex Table l), the bank is entitled to receive from the entrepreneur the 
principal of a loan at the end of the period stipulated in the contract if, and only if, 
profits have accrued. If, on the contrary, the enterprise’s books showed a loss, the 
bank would not be able to recover its 1oan.5 Moreover, such a situation would not 
normally constitute default on the part of the entrepreneur, whose liability is limited 
to his time and efforts; 

Islamic banks have no legal means to control the agent-entrepreneur who manages the 
business financed through Mudaraba contracts. This individual has complete freedom 
to run the enterprise according to his best judgment. Banks are contractually entitled 
only to share with the entrepreneur the profits (or losses) stemming from the 
enterprise according to the contractually agreed-upon PLS ratio.6 In Musharaka and 
direct investment contracts, banks have better opportunities to monitor the business 
they invest in because, in these arrangements, partners may influence the 
management of the enterprise and exercise voting rights (see Annex Table 1); and 

PLS modes cannot systematically be made dependent on collateral or other 
guarantees to reduce credit risk. 

The above considerations underscore operational risk as crucial in Islamic banking, 
Operational risk may arise from various sources, including: (i) the unique activities that 
Islamic banks must perform internally (see first bullet point above). These highlight internal 
controls as key to ensuring that all phases of the investment process are monitored, comply 
with Islamic banks’ investment policies, and are properly accounted for (see also section B 
below); (ii) the non-standardized nature of some Islamic financial products; and (iii) the lack 
of an efficient and reliable Shariah litigation system to enforce financial contracts. 

While being less risky and more closely resembling conventional financing facilities than 
PLS modes, non-PLS modes of financing (see Annex Table 1) also carry special risks that 
need to be recognized. Specifically, Salam or Bai ’ Salaf (purchase with deferred delivery) 

’ Of course, in the typical case of a restrictedMudaraba (i.e., on the banks’ assets side), banks seek to stipulate 
in thehludaraba contract certain conditions that they consider essential for a successful outcome. However, this 
is done ex ante and the contract’s terms and conditions cannot be altered during the life of the contract except 
with the mutual consent of all parties. 

6 By contrast, Khan and Mirakhor, 1993, argue that banks have direct and indirect control over the agent- 
entrepreneur through both explicit and implicit contracts. This is the case because banks could refuse further 
credit or blacklist the agent-entrepreneur and also because the agent-entrepreneur puts at stake his credibility 
and respectability (an important consideration in the Islamic ethos). Therefore, a strong deterrent to 
irresponsible behavior would be put in place. This argument, however, does not change the fact that the bank 
has no legal means to intervene in the management of the current enterprise while it is being run by the agent- 
entrepreneur. 
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contracts expose Islamic banks to both credit risk and commodity price risk as banks agree to 
buy the commodity on a future date against current payment and also hold the commodity in 
question until it can be converted into cash. Similar risks are also involved in rjara (leasing) 
because, unlike conventional leasing contracts, fiara contracts do not provide Islamic banks 
with the ability to transfer substantial risks and rewards of ownership to the lessee as leased 
assets must be carried on the balance sheet of banks for the term of the lease. 

Another specific risk inherent in the operation of Islamic banks stems from the special nature 
of investment deposits, whose capital value and rate of return are not guaranteed. This 
feature, coupled with information asymmetry resulting from the unrestricted Mudaraba 
contract (i.e., on banks’ liabilities side) where banks manage depositors’ funds at their own 
discretion7 significantly increase the potential for moral hazard and create an incentive for 
risk taking and for operating financial institutions without adequate capital. Indeed, 
investment depositors in Islamic banks do not enjoy the same rights as equity investors in 
conventional investment companies, but do share the same risks. Afortiori, this applies to 
demand depositors in the Two-Tier A4udaraba model (see the Annex for a discussion). Under 
these circumstances, corporate governance is more difficult to exercise and the potential for 
undue risk-taking and moral hazard is increased. 

In addition to the specific risks delineated above, there are other more general factors that 
make the operation of Islamic banks riskier and/or less profitable than conventional banks. 
These factors include: 

Fewer risk-hedging instruments and techniques. The Shariah’s prohibition against 
riba (interest) and someJiqhi (Islamic jurisprudence) issues in the interpretation of 
gharar (excessive risk) mean that many risk-hedging instruments and techniques 
based on conventional tools, such as options, futures, and forwards, are not yet 
available to Islamic banks in the current state of development of Islamic finance; 

Underdeveloped or nonexistent interbank and money markets and government 
securities (owing to the difficulties in designing short-term general government 
funding instruments based on profit and loss-sharing). This circumstance complicates 
Islamic banks’ liquidity management and increases their exposure to liquidity shocks. 
Islamic banks’ probability of incurring in asset-liability mismatches is increased by 
the lack of Shariah-compliant short-term government securities, such as treasury 
bills, or high-quality privately issued commercial paper. While significant progress 
toward the development of government securities and short-term instruments has 
been made in Iran and Sudan, where Shariah-compatible instruments have been 
issued-namely: National Participation Certificates, central bank Musharaka 

7 According to the mrestrictedMudaraba contract, depositors agree that their funds be used by banks at their 
discretion to finance an open-ended list of (possibly) profitable investments and expect to share with banks the 
overall profits accruing to banks’ business. 
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Certificates, and government Musharaku and Mudaraba Certificates-their potential 
for effective government debt and monetary management remains to be further 
developed;’ and 

Limited availability of and access to lender-of-last-resort (LOLR) facilities operated 
by central banks. Again, the limited availability of Shariah-compatible LOLR 
facilities is linked to the prohibition against interest-based transactions. Nonetheless, 
a promising practical approach to help address this issue has been developed by Bank 
Negara Malaysia, which established an interbank investment facility where Islamic 
financial institutions may obtain short-term funds from one another on the basis of 
PLS arrangements. Operations in central bank and government paper, once 
developed, would greatly facilitate the use of LOLR arrangements. 

l Regulatory and supervisory practices concerning Islamic banking are highly diverse, 
ranging from frameworks that explicitly promote dual banking systems (Malaysia) to 
frameworks that only recognize Islamic banking (Sudan). Main differences include: 
(i) the legal recognition granted to Islamic financial institutions; (ii) risk weights for 
capital adequacy calculations; and (iii) access to any systemic liquidity arrangement 
operated by central banks. 

As a result of the specific as well as general risk factors facing them, Islamic banks have 
historically been forced to hold a comparatively larger proportion of their assets in reserve 
accounts with central banks or in correspondent accounts than conventional banks. This has 
significantly affected their profitability because central bank reserves and correspondent 
accounts typically yield no or minimal returns. This, in turn, has affected their 
competitiveness and increased their vulnerability to external shocks, with potential systemic 
consequences. 

III. RISKMANAGEMENTINISLAMICBANKING 

Based on the above considerations, effective and efficient risk management in Islamic 
banking should consider a two-pronged strategy based on a suitable regulatory and disclosure 
framework and adequate institutional development. 

8 These issues are beyond the scope of the present paper. For a discussion, see Sundararajan, Marston, and 
Shabsigh (1998). 
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A. Addressing the Special Risks of Islamic Banks: Strengthening the Regulatory and 
Disclosure Framework 

Adequate capital and loss-offsetting reserves, as well as appropriate pricing and control of 
risks are key to ensuring a sound operation of Islamic banks as ongoing concerns. The 
reasons for this include the following: 

To lessen the inherent greater potential for moral hazard in the operation of PLS 
modes, it is essential for bankers to have adequate amounts of their owy2 capital at 
risk; 

Owing to the information asymmetry in unrestricted Mudaraba contracts, adequate 
capital and reserves provide depositors with a “psychological reassurance” to help 
maintain their confidence against possible rumors on the performance of individual 
banks that may lead to runs and, in turn, reputational damage and loss of franchise 
value; 

To increase banks’ ability to attract demand deposits, which are never remunerated, 
but may well share the same risks as investment deposits; 

To avoid an excessive erosion of investment deposits in the event of losses, which 
may trigger flights to quality and lead to a liquidity crisis against which Islamic banks 
are perhaps less well equipped than conventional banks; and 

To take into account the fact that financing through PLS and non-PLS modes adds an 
element of operational complexity and several unique forms of risks that need to be 
monitored, depending upon the specific structures of the contracts and the overall 
environment. 

Adequate capital and loss-offsetting reserves for Islamic banks could usefully be viewed 
within a comprehensive risk-management framework, addressing all critical dimensions of 
banks’ operations in an Islamic environment supported by a suitable disclosure regime for 
Islamic banks. Such a framework could be designed along the lines of a CAMELS system for 
assessing bank soundness appropriately adapted to fit the needs and requirements of an 
Islamic environment.g Suitable information disclosure requirements would need to be an 
integral part of the regulatory framework for Islamic financial institutions as they, coupled 
with appropriate accounting standards (below), would help the market overcome the non- 
transparency inherent in some aspects of Islamic banking, such as inventory and collateral 

9 The acronym CAMELS stands for Capital, Assets, Management, Earnings, Liquidity, and Sensitivity to 
market risk corresponding to various aspects of financial soundness. The CAMELS model is a measure of the 
relative soundness of a barik and is often calculated by some supervisory authorities on a 1 to 5 scale, with 1 
representing the strongest performance. 
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issues, as noted previously. This, in turn, would help the market better price the special risks 
surrounding Islamic banking. 

The main elements of a suitable CAMELS framework and disclosure requirements for 
Islamic banks are briefly discussed in the following paragraphs.” 

Main elements of a suitable CANIELS framework 

Capital 

In the standard CAMELS framework, capital adequacy is assessed according to: (1) the 
volume of risk assets; (2) the volume of marginal and inferior assets; (3) bank growth 
experience, plans, and prospects; and (4) the strength of management in relation to all the 
above factors. In addition, consideration may be given to a bank’s capital ratios relative to its 
peer group. While most of these factors can usefully be applied in an Islamic framework 
without major changes from standard practices, the rating factor of the volume of risk assets 
or (l), warrants closer consideration in an Islamic framework. 

In principle, the bulk of the assets of Islamic banks should be made up of PLS modes, that is, 
mostly uncollateralized equity financing. These assets carry far more risk than those made up 
of non-PLS modes, which are collateralized commercial or retail financing operations. 
Hence, in principle, the ratio of riskier assets to total assets should typically be higher in an 
Islamic bank than in a conventional bank. Capital adequacy norms in an Islamic environment 
should therefore place more emphasis on this factor than is the case in conventional banking. 
Nonetheless, it should be noted that the potential losses that capital bears in an Islamic bank 
are lower inasmuch as PLS depositors themselves will absorb part of them, and this factor 
could well offset the special risks in PLS accounts.” In practice, however, PLS modes are 
but a small fraction of Islamic banks’ total assets. Aggregate data compiled by the 
International Association of Islamic Banks (IAIB) indicate that Musharaka and Mudaraba 
assets account for some 2.5 percent of Islamic banks’ total assets, the majority of which are 
made up of non-PLS modes, notably mark-up transactions.12 Therefore, it may be reasonable 
to conclude that the assessment of capital adequacy for Islamic banks should be based not 
only on a thorough evaluation of the degree of risk of each bank’s portfolio, but also an 
assessment of the mix of PLS and non-PLS assets. 

lo This discussion draws fiorn Errico and Farahbaksh (1998). 

l1 See AAOIFI (1999) for concrete proposals for the risk-weighting of assets funded by PLS deposits that take 
into account the loss absorption by the depositors, as well as special risks in managing PLS accounts. 

l2 MB, 1997. 
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This approach would be consistent with the rationale underpinning the first pillar of the 
proposed New Base1 Capital Accord (commonly referred to as Base1 II proposals), notably 
the proposed changes in the risk-weighting of assets, including through acceptance of 
internal-ratings-based systems for banking book credit risk and trading book market risk. The 
second and third pillars of the new Accord relate to the supervisory framework and market 
discipline, respectively. The latter is especially important in Islamic banking (see section 
1II.B and section IV below). 

Assets 

In the standard CAMELS framework, asset quality is assessed according to: (1) the level, 
distribution, and severity of classified assets; (2) the level and composition of nonaccrual and 
reduced rate assets; (3) the adequacy of valuation reserves; and (4) the demonstrated ability 
to administer and collect problem credits. 

With regard to factor (I), it should be borne in mind that in an Islamic environment assets 
represented by Mudaraba transactions cannot be classified until the underlying contracts 
expire. Until that moment, there is no recognizable default, with the exception of proved 
negligence or mismanagement on the part of the agent-entrepreneur. As noted previously, 
“default” of PLS contracts means that the investment project failed to deliver what was 
expected, that is, a lower or no profit, or a loss. Nonetheless, with regard to factor (2) it 
would be advisable to take a proactive and forward-looking stance and consider PLS assets 
that are estimated to yield a lower or no profit as reduced-rate assets even before the 
expiration of the relative contracts. With regard to factor (3), the ability of Islamic banks to 
reduce the capital value of investment deposits in case of losses should not be viewed as 
tantamount to an automatic setting aside of provisions against loan losses. Indeed, this 
situation should not be allowed to dilute sound loan-loss provisioning practices aimed at 
preserving the solvency and the viability of an Islamic bank as an ongoing concern. In fact, 
adequate loan-loss provisioning is needed to provide strong incentives to limit moral hazard. 
Hence, adequacy of loan-loss reserves remains a key factor in ensuring banking soundness in 
an Islamic environment, too. Finally, with regard to factor (4), the ability of an Islamic bank 
to administer and collect problem credits should be evaluated in those cases where PLS 
contracts do default before expiration because of negligence or mismanagement on the part 
of the entrepreneur, as well as in all cases of defaulted non-PLS transactions. Insofar as the 
legal environment poses obstacles to efficient loan recovery and enforcement of contracts, 
the provisioning rules should be tightened correspondingly. 

Management 

In the standard CAMELS framework, management is evaluated according to: (1) technical 
competence, leadership, and administrative ability; (2) compliance with banking regulations 
and statutes; (3) ability to plan and respond to changing circumstances; (4) adequacy of and 
compliance with internal policies; (5) tendencies toward self-dealing; and (6) demonstrated 
willingness to serve the legitimate needs of the community. All these factors are applicable in 
an Islamic banking environment, too. Of course, in this case, the management’s specific 
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competence in Islamic banking practices and procedures should be critical in such an 
evaluation. Given the complexity of many Islamic banks’ operations, involving the 
monitoring of investment projects, managing commodity inventories at times, legal 
uncertainties relating to Shariah litigation systems, and similar problems, establishing 
adequate internal systems and controls for managing risks and validation of transactions play 
a particularly crucial role in the effective management and containment of operational risks. 

Earnings 

In the standard CAMELS framework, earnings are assessed according to: (1) the ability to 
cover losses and provide for adequate capital; (2) earnings trends; (3) peer group 
comparisons; and (4) quality and composition of net income. Earnings are considered of high 
quality if they are sufficient to make full provision for the absorption of losses and the 
accumulation of capital when due consideration is given to asset quality and bank growth. 
Banks so assessed typically have earnings well above peer group averages. At the other 
extreme are banks that are experiencing losses. 

The above criteria are generally applicable to Islamic banks as well. Nonetheless, in an 
Islamic bank, economic losses would first result in a depreciation of the value of the 
depositors’ wealth and then affect the bank’s equity position in the event that it had also used 
its own resources to finance the loss-making investment project (e.g., through a Musharaka 
arrangement). Also, such risks to deposits, if they materialize, might result in reputational 
damage and loss of depositor base, leading to liquidity and, possibly, solvency problems. 

Liquidity 

In the standard CAMELS framework, liquidity is assessed according to: volatility of 
deposits; reliance on interest-sensitive funds; technical competence relative to structure of 
liabilities; availability of assets readily convertible into cash; and access to interbank markets 
or other sources of cash, including lender-of-last resort (LOLR) facilities at the central bank. 

As discussed in section II, compared with conventional banks, Islamic banks have fewer 
opportunities to obtain funds through LOLR facilities, such as Lombard or overdraft facilities 
operated by central banks or through access to interbank and money markets, which are 
typically underdeveloped or nonexistent in an Islamic environment. However, Islamic banks 
have obligations only toward demand deposit holders, while conventional banks have 
obligations toward all depositors. Therefore, it may be reasonable to conclude that the 
adequacy of liquidity in an Islamic environment should be assessed on a bank-by-bank basis, 
taking into account the state of development of the broader systemic liquidity arrangements. 

Sensitivity to market risk 

In the standard CAMELS framework, sensitivity to market risk is assessed by the degree to 
which changes in market prices, notably interest rates, exchange rates, commodity prices, and 
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equity values adversely affect a financial institution. While the same approach is also 
applicable to Islamic banks, several differences are worthy of note. 

Owing to the Shariah’s prohibition against interest-based instruments; interest rate risk (one 
of the most important market risks) affects Islamic banks only indirectly through the mark-up 
price of deferred sale and lease-based transactions. As pointed out by Chapra and Khan 
(2000), an Islamic bank has to share with investment depositors any increase in new earnings 
(owing, for example, to an increase in the LIBOR rate13 that automatically leads to a rise in 
the mark-up), but it cannot, at the same time, re-price its receivables on the assets side at 
higher rates. This pricing mismatch makes the net Murabaha (see Annex Table 1) income of 
the Islamic bank vulnerable to mark-up price risk. 

Islamic banks are directly exposed to commodity price risk because, unlike conventional 
banks, they typically carry inventory items, as noted in section II. They are also directly 
exposed-perhaps to a greater extent than many conventional banks-to equity price risk as 
the very nature of Islamic banking is equity financing through the PLS modes. In principle, 
Islamic banks are exposed to exchange rate risk in the same way as conventional banks are. 

Perhaps more important, however, is to recognize that Islamic banks can rely on fewer risk- 
hedging opportunities than conventional banks because Shariah-compliant substitutes for 
conventional market risk hedging instruments, such as futures, forwards, options, and swaps 
contracts, are not yet available to Islamic banks at the current state of development of Islamic 
finance, as noted previously. 

Main elements of suitable information disclosure requirements 

Information disclosure is more important in an Islamic environment than it is in a 
conventional system because the profit-and-loss-sharing principle and the implied lack of 
protection for investment depositors is at the core of Islamic banking-l4 The more depositors 
are left unprotected, the more public disclosure of information about banks’ policy objectives 
and operational strategies becomes necessary to enable depositors (and other lenders alike) to 
monitor banks’ performance. Further, in an Islamic banking framework, depositors have 
more incentives to monitor bank performance than conventional depositors because neither 
capital value of nor returns on investment deposits are fixed and guaranteed by banks, but 
depend on bank performance in investing depositors’ funds. Such monitoring should not only 
seek to protect the capital value of depositors’ funds, but also help ensure that the rates of 
return paid to them reflect a fair application of the PLS principle on banks’ net profit. 
Therefore, by reducing information asymmetry inherent in unrestricted Mudaraba contracts, 

l3 Most Islamic banks use LIBOR as the benchmark rate for their financing operations. 

l4 In principle, a deposit insurance arrangement for investment depositors would be possible in an Islamic 
banking framework as well. 
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a clear and concise disclosure of key data and information is likely to allow depositors more 
flexibility in choosing a specitic bank in which they can allocate their funds according to 
their risk preferences. 

Moreover, appropriate information disclosure can provide the public, as well as the 
supervisory authorities, with a better understanding of banks’ strategies and their relevant 
risks. This places the public and the supervisors in a better position to exercise informed 
market discipline and effective prudential supervision, respectively, thus helping reduce 
systemic risks in an Islamic financial environment. 

Given the operational similarity between Islamic banks and investment companies (see the 
Annex for a discussion); it may prove useful to consider information disclosure requirements 
established for investment companies in conventional systems (e.g., by the United States 
Securities and Exchange Commission), and adapt them to the specific needs of an Islamic 
environment. In this vein, information disclosure requirements for Islamic banks could 
usefully cover at least the following interrelated areas: investment objectives and policies, 
including concentration; types of securities; risk factors; internal controls; performance data; 
and professional qualifications and experience of management and senior staff. The content 
of the proposed disclosure requirements is briefly reviewed below. ‘j 

l Investment objectives and policies, including concentration. This section should 
provide the public with sufficient information to assess the appropriateness of policies 
with regard to portfolio diversification (see also next bullet point). It should provide 
an accurate description of the investment objectives and policies, including with 
respect to concentration-investment of more than 25 percent of total assets may 
define concentration in any one industry. In addition, any economic, business, or 
political developments or changes that may affect that industry or group of industries 
should be briefly discussed, Such disclosure may include proposed national or 
regional legislation involving the financing of the concerned investment projects; 
pending civil and/or religious courts decisions relating to the validity of the projects 
or the means of financing them; predictable or foreseeable shortages or price 
increases of materials needed for the projects, and the like. 

0 Types of securitiesi This section should provide the public with an indication of an 
Islamic bank’s degree of exposure to any type of securities or other assets, 
particularly those for which there is no established market, that is illiquid assets. This 

l5 See also AAOIFI (2001). 

16 For Islamic banks the term “securities” defines any note, stock, certificate of interest or participation in any 
profit-sharing arrangement. 
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section should also illustrate the “filtration” process followed by the Islamic bank to 
select securities to invest in.17 

0 Disclosure and monitoring of risk factors. This section should provide information on 
the main risk factors associated with the investment portfolio. It should also describe 
the internal procedures, organization, and infrastructure for the monitoring and 
handling of risk factors. Because of the unlimited list of activities that an Islamic 
bank can engage in, and the number of ways to provide funds through the use of 
combinations of the permissible Islamic modes of financing, each Islamic bank 
should be allowed some degree of freedom in engineering how best to monitor and 
handle the risks inherent to its specific activities. 

l Good governance and internal controls. An Islamic bank performs internally several 
complex activities that are not normally performed by conventional banks, including 
the determination of profit-and-loss-sharing ratios on the projects it finances and the 
ongoing auditing of these projects to ensure that its shares of profit are fairly 
calculated. These specific activities highlight good governance and internal controls 
as key to ensuring that all phases of the investment process are monitored, comply 
with the Islamic bank’s investment policies, and are properly accounted for. 
Moreover, good governance and adequate internal controls are also crucial to the 
depositors’ interests, too, because, as noted previously, an Islamic bank’s net profits 
are, in turn, shared with its (investment) depositors. Hence, particularly in an Islamic 
environment, good governance and adequate internal controls serve two goals: (i) to 
reduce mismanagement risk (typically the most important factor of weak internal 
governance); and (ii) to strengthen market confidence by enhancing governance 
related disclosures and correspondingly reducing moral hazard. 

0 Performance data. Particularly in an Islamic environment, the expected rate of return 
on investment deposits is an important consideration in the depositors0 choice of a 
particular bank because what it can indicate to prospective investment depositors is 
the expected rate of return only. The actual rate depends on the Islamic bank’s ability 
to finance successful investment projects, thus accruing profits to be shared with its 
investment depositors. Ill-conceived, unsound institutions might seek to attract 
depositors by promising unrealistic rates of return, thus crowding out serious and 
well-managed institutions. Hence, this section should provide a brief explanation on 
how an Islamic institution calculates its historical performance in order to advertise 
this data. This should be done in a concise description of the essential features of the 
data and how it has been computed. A statement should also be included that 
advertised yields are based on historical earnings and are not intended to indicate 

future performance. 

l7 The “filtration” process ensures that the operation, and capital structure of each business an Islamic bank 
invests in is compatible with Islamic law. 
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l Management and senior staff. This section should provide information on the 
education and professional background of an Islamic bank’s management, including 
the Board of Directors, and senior staff (at least at the level of director of 
department). Particular attention should be paid to the assessment of staffs 
competence and skills in Islamic banking. This section should also clarify the role of 
the Shariah Boards, particularly whether their role is limited to approving financial 
products and services or is extended to the approval of individual credit decisions. 

It is worth noting that the growing emergence of institutional investors, such as Islamic 
mutual funds, will more than likely make the market-enforced discipline mechanism inherent 
in the process of information disclosure more effective and binding on banks’ strategies and 
risk-taking decisions. As has already happened in conventional systems, it can be reasonably 
expected that institutional investors in an Islamic environment will play a crucial role in 
collecting, interpreting, and evaluating the flow of information disclosed by Islamic financial 
institutions. These investors will act as these institutions’ major private monitors while such 
skills are being developed by smaller private depositors and other investors. Such a 
development will more than likely help facilitate risk management in an Islamic framework. 

B. Addressing Other General Risk Factors in an Islamic Environment: 
An Institutional Development Approach 

In addition to the establishment of a suitable regulatory and disclosure framework, effective 
risk management in an Islamic environment requires the development of adequate 
instruments, markets, and market infrastructure that can provide an enabling environment. As 
discussed in section II, several general factors currently make the operation of Islamic banks 
riskier and/or less profitable than conventional banks, including: (1) underdeveloped or 
nonexistent interbank and money markets, as well as government funding instruments; (2) 
limited availability of and access to LOLR facilities; and (3) legal uncertainties and limited 
market infrastructure, which limit contract enforceability and the availability of hedging 
instruments and techniques. 

There is an urgent need, therefore, to strengthen systemic liquidity arrangements and 
enabling infrastructure for Islamic financial institutions by further developing liquid markets 
in Shariah-compatible government borrowing instruments and central bank instruments, as 
well as related central bank operations. In this context, the recent approval of an agreement 
for establishing the International Islamic Financial Market (IIFM) is a welcome 
development.” The IIFM is envisaged to play a facilitating role for the design and issuance 
of Islamic instruments by governments and large corporations based on guidelines approved 
by a global Shariah Supervisory Committee to be established by the IIFM’s Board for the 
purpose of ensuring that all instruments traded at the IIFM are compliant with Islamic 
principles. 

I* The establishment of the IIFM was discussed and agreed upon during the seventh meeting of the Working 
Group for the International Islamic Financial Market project held in Bahrain November 74,200 1. 
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The critical importance of a strong disclosure regime in Islamic banking has to be backed by 
high-quality and internationally acceptable accounting standards for Islamic banks. Adequate 
transparency requires that financial information disclosed by Islamic banks be reliable, 
consistent, and comparable across time and similar organizations. To protect the public 
confidence, annual financial statements should be audited by independent reputable 
professionals. These characteristics are exactly the same as those prescribed in the conceptual 
framework of the International Accounting Standards (IAS). In this regard, the continuing 
progress made by the Accounting and Auditing Organization for Islamic Financial 
Institutions (AAOIFI) to develop accounting standards aimed at rendering the financial 
statements of Islamic financial institutions more comparable, for example with regard to the 
timeliness of income/loss recognition, and transparent has been a significant achievement. 

AAOIFI has thus far issued a range of accounting standards for key Islamic financial 
instruments and related provisioning and disclosure practices. The organization has also 
issued standards for auditing and governance of Islamic financial institutions. These 
standards are gradually gaining wider acceptance: they are currently mandatory in Bahrain, 
Sudan, and Jordan. They are also being implemented as guidelines by the Monetary Agency 
of Saudi Arabia. Finally, these standards are the ultimate goal of a convergence process 
initiated by Malaysia; plus they underpin accounting standards in Indonesia and Qatar. 

A lack of adequate legal framework, including with regard to insolvency regimes, as well as 
a relatively weak legal infrastructure supporting financial transactions, can raise operational 
risk and undermine market development. Further development of the legal framework and 
the associated reduction in legal uncertainties will very possibly contribute to reducing 
operational risk, while enhancing risk-management capabilities of Islamic financial 
institutions. In particular, it is especially important to step up efforts aimed at overcoming 
unresolvedfiqhi (Islamic jurisprudence) issues that have so far delayed or even impeded 
adequate institutional development in many countries. The most important unresolved$qhi 
issues include the following questions of (i) late settlement of financial obligations; (ii) the 
nature of a PLS partners’ liability, limited or unlimited, with respect to third parties; (iii) the 
permissibility of different types of lease contracts; (iv) the permissibility of the sale of debt 
through securitization; and (v) hedging and financial engineering.lg 

IV. KEYCHALLENGESAHEAD 

To help ensure sound and sustainable development of Islamic banking in the future, on 
April 21,2002, in a meeting held in Washington, DC, at the sidelines of the IMF/World Bank 
Spring Meetings, the central bank governors of Bahrain, Indonesia, the Islamic Republic of 
Iran, Kuwait, Lebanon, Malaysia, Pakistan, Saudi Arabia, Sudan, and the United Arab 
Emirates and senior officials from the Islamic Development Bank and the AAOIFI agreed to 
establish a new organization-the Islamic Financial Services Board (IFSB)- to promote 

lg These issues are beyond the scope of the present paper. For a discussion, see Chapra and Khan (2000). 
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good regulatory and supervisory practices and uniform prudential standards for Islamic 
financial institutions. That decision followed extensive consultation coordinated by the IMF 
with the collaboration of the Islamic Development Bank and the AAOIFL2* 

The IFSB will be based in Kuala Lumpur, Malaysia, and will complement the efforts of the 
AAOIFI while maintaining close ties with other bodies being set up to promote Islamic 
financial instruments and markets.21 To help strengthen and harmonize prudential standards, 
it is envisaged that the IFSB will also: 

Set and disseminate standards and core principles-as well as adapt existing 
international standards-for regulation and supervision, consistent with Shariah 
principles, for voluntary adoption by member countries; 

Serve as liaison for and promote cooperation with other standard setters in the area of 
monetary and financial stability; and 

Promote good practices in risk management in the industry through research, training, 
and technical assistance. 

The establishment of the IFSB is a milestone in the recognition of the growing significance 
of Islamic financial institutions and products globally. The achievement of its ultimate 
objectives crucially depends on further progress in addressing some of the technical issues 
outlined in the previous discussion; the harmonization of the legal and regulatory frameworks 
(in addition to accounting standards) governing Islamic financial institutions and their 
governance; and the development of adequate instruments, markets, and market 
infrastructure to support their operations, as noted previously. In fact, these may be viewed as 
the key challenges lying ahead. 

This harmonization, while supportive of global financial stability, should also be conducive 
to effective prudential supervision of Islamic financial institutions in their home countries, 
and facilitate a sustained international expansion of Islamic banking. The development of 
adequate instruments, markets, and market infrastructure are also factors essential to 
facilitate risk management and enable Islamic banks to successfully compete with 
conventional banks in the global financial system. 

‘* “IMF Facilitates Establishment of Islamic Financial Services Board,” IMF News Brief 
No. 0214 1, May 1,2002. http ://www. imf.or~extemal/np/sec/nb/2002/nb024 1. htm 

21 Dr. Zeti Akhtar Aziz, Governor, Bank Negara Malaysia was asked by participating governors and senior 
officials to head a steering committee that would oversee the establishment and inauguration of the IFSB. See 
also MF Survey, May 13,2002. The Malaysian Parliament passed the IFSB Bill on June 27,2002 (Lower 
House) and July 9,2002 (Upper House), respectively, to enable the establishment of the IFSB in Malaysia with 
certain powers, immunities, and privileges conferred on the Board of the IFSB and its constituent organs and for 
matters connected to it. The IFSB was inaugurated in Kuala Lumpur on November 3,2002. 
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Therefore, it is crucial for the IFSB to play a strategic role as the catalyst for promoting 
discussion at the international level on a wide array of Islamic banking, financial, and legal 
matters, encompassing not only technical and regulatory issues, but also broader policy and 
market development issues. The IFSB should become the center of competence for designing 
appropriate solutions to the many challenges that the global capital markets pose to 
institutions operating in an Islamic environment, as well as for promoting wider acceptance 
of the standards and good practices necessary to implement these solutions. In carrying out 
these tasks, the IFSB should establish a close partnership with concerned national 
supervisory authorities and central banks, the AAOIFI, the International Financial 
Institutions, and relevant market participants. 

The New Base1 Capital Accord is a welcome development for Islamic banking. Indeed, it 
offers a timely and important opportunity for the IFSB to play its part in the ongoing efforts 
to strengthen the international financial architecture. That is because the new Capital Accord 
is expected, inter alia, to: 

l Better reflect banks’ true risk. The proposed changes to the risk-weighting 
methodologies, especially the acceptance of internal rating systems and the focus on 
operational risk, would go a long way toward making the new Accord more 
compatible with and meaningful for Islamic banks. As argued in section II, Islamic 
banks themselves are best poised to evaluate the degree of risk of their own portfolios 
and operations on the basis of their thorough knowledge of own business structures, 
including the mix of PLS and non-PLS assets, and to ensure the adequacy of capital 
and loss-offsetting reserves to cushion against operational risk. 

l Adapt the supervisory regime. Supervisory guidance should remain essential, and its 
scope and content should be influenced by the quality of internal governance and risk 
management by banks themselves. Several countries have begun strengthening 
supervisory regimes for Islamic banking through a separate legal framework in some 
cases and a special regulatory focus in others. The core element of these efforts 
should include clear identification of risks; treatment of similar risks in a similar 
manner across all institutions and business units; and adequate supervisory guidance 
and oversight to ensure effective internal monitoring and control. These efforts could 
be further strengthened, and practices harmonized, based on international cooperation 
through the IFSB. 

l Enhance market discipline by encouraging sound disclosure of policies: As argued in 
section III, this aspect is crucially important for a sustained growth of Islamic 
banking, especially with regard to the riskier (but more truly Islamic) PLS modes of 
financing. In addition, the heightened focus on market discipline should fit well in the 
Islamic approach to the sharing of financial risks between banks and borrowers on the 
one hand and depositors and banks on the other. 

In sum, the IFSB could become a key instrument of financial stability and market 
development for Islamic banking. In this connection, the IMF, in collaboration with other 
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International Financial Institutions, could continue to play a facilitating role by helping 
promote the IFSB’s goals through the provision of technical assistance, as well as through 
the dissemination of standards and good practices in the context of its financial sector 
surveillance work and other relevant activities. 
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ANNEX I: ISLAMIC BANKING VIS-A-VIS CONVENTIONAL BANKING 

The lack of uniformity in the interpretation of some Islamic banking principles makes it 
possible that similar operations carried out by Islamic financial institutions may be accepted 
in one country and rejected in another. It may be useful, therefore, to form a common view 
on a set of key features characterizing financial institutions operating according to Islamic 
banking principles to be used as a benchmark against which they may be compared and 
contrasted with institutions operating in a conventional or interest-based system. This, in 
turn, may facilitate a better understanding and management of the special risks surrounding 
Islamic banking. 

Key Features of Islamic Banking 

Islamic financial institutions are characterized by: 

l A prohibition against the payment and receipt of a fixed or predetermined rate of 
interest, which is replaced by profit-and-loss-sharing (PLS) arrangements where the rate 
of return on financial assets held in financial institutions is not known and not fixed 
prior to the undertaking of the transaction. The actual rate of return can be determined 
only ex post, on the basis of actual profits accrued from real sector activities that are 
made possible through the productive use of financial assets. 

l A requirement to operate through Islamic modes of financing, which affect both the 
assets and liabilities sides of bank balance sheets. These modes can be divided into two 
groups: those that are based on the PLS principle (which should, in principle, be viewed 
as core modes), and those that are not (which should, in principle, be viewed as 
marginal modes). PLS modes include: Mudaruba (trustee finance), Musharaka (equity 
participation), and direct investment. Non-PLS modes include: Qard al Hasanah 
(beneficence loans), Bai ‘Mua jjal (deferred payments sales), Bai ’ Salam or Bai ’ Salaf 
(purchase with deferred delivery), Ijara and Ijara wa iqtina ’ (leasing and lease- 
purchase), Murabaha (mark-up), and Jo ‘alah (service charge). 

Annex Table 1 provides a synoptic analysis of PLS and non-PLS modes of financing. 
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TYPE 
PLS Modes 
Mudaraba 

Musharaka 

Muzar’ah 

Musaqat 

Direct 
investment 

Annex Table 1. A Synoptic Analysis of Islamic Modes of Financing 

DESCRIPTION 
Profit-and-loss-sharing modes 
Trustee finance contract 
Under this kind of contract, the bank provides the 
entire capital needed for financing a project, while 
the entrepreneur offers his labor and expertise. The 
profits (or losses) from the project are shared 
between the bank and the entrepreneur at a certain 
fixed ratio. Financial losses are borne exclusively 
by the bank. The liability of the entrepreneur is 
limited only to his time and efforts. However, if 
the negligence or mismanagement of the 
entrepreneur can be proven he may be held 
responsible for the financial losses incurred. 

Mudaraba is usually employed in investment 
projects with short gestation periods and in trade 
and commerce. 

It affects both assets and liabilities sides of banks= 
balance sheet. On the liabilities side, the contract 
between the bank and depositors is known as 
unrestricted Mudaraba because depositors agree 
that their funds be used by the bank, at its 
discretion, to finance an open-ended list of 
profitable investment and expect to share with the 
bank the overall profits accruing to the bank’s 
business. On the assets side, the contract between 
the bank and the agent-entrepreneur is known as 
restricted Mudaraba because the bank agrees to 
finance a specific project carried out by a specific 
agent-entrepreneur and to share the relative profits 
according to a certain percentage. 
Equity participation contract 
The bank is not the sole provider of funds to 
finance a project. Two or more partners contribute 
to the joint capital of an investment. 

Profits (and losses) are shared strictly in relation to 
the respective capital contributions. 

This kind of contract is usually employed to 
finance long-term investment nroiects. 
This is the traditional counteroart of the Mudaraba 

1 

contract in farming. 
The harvest is shared between the bank and the 
entrepreneur. The bank may provide funds or land. 
This is the traditional counterpart of the 
Musharaka contract in orchard keeping. 
The harvest is shared among the partners based on 
their respective contributions. 

This represents the same concept as in 
conventional banking. The bank cannot invest in 
the production of goods and services which 
contradict the value pattern of Islam, such as 
gambling. 

COMMENTS 
At the core of Islamic banking 
Three conditions need to be met: 
1. The bank should not reduce credit risk by 

requesting a collateral to this purpose: it 
bears entirely and exclusively the financial 
risk. Collateral may be requested to help 
reduce moral hazard, for example, to 
prevent the entrepreneur from vanishing. 

2. The rate of profit has to be determined 
strictly as a percentage and not as a lump 
sum. 

3. The entrepreneur has the absolute freedom 
to manage the business. 

The bank is entitled to receive from the 
entrepreneur the principal of the loan at the end 
of the period stipulated in the contract only if a 
surplus exists. If the enterprise books show a 
loss, this will not constitute default on the part 
of the entrepreneur, except for negligence or 
mismanagement. 

Banks can exercise the voting rights 
corresponding to their share of the fnm’s equity 
capital. Their representatives can sit on the 
firm’s board of directors. 

All parties invest in varying proportions, and 
have the right to participate in the management 
of the enterprise. 

Banks can exercise the voting rights 
corresponding to their share of the firm’s equity 
capital. Their representatives can sit on the 
firm’s board of directors. 
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TYPE 
Non-PLS 
Modes 

Qard al- 
Hasanah 

Bai’Mua’jjal 

Bai’Salam or 
Bai’Salaf 

Ijara 
Ijara wa 
iqtina’ 

Murabaha 

Jo’alah 

Annex Table 1. A Synoptic Analysis of Islamic Modes of Financing 

DESCRIPTION COMMENTS 
Non-profit-and-loss-sharing modes 

The seller informs the buyer of his cost of acquiring 
or producing a specified product; then the profit 
margin (or mark-up) is negotiated between the 
buyer and the seller. The total cost is usually paid 
in installments. 
Service Charge 
A party undertakes to pay another party a specified 
amount of money as a fee for rendering a specified 
service in accordance to the terms of the contract 
stipulated between the two parties. This mode 
usually applies to transactions such as consultations 
and professional services, f%nd placements, and 
I 

trust services. 
Sources: Kazarian, 1993; Iqbal and Mirakhor, 1987. 

Beneficence loans 
These are zero-return loans that the Qur’an exhorts 
Muslims to make to “those who need them.” Banks 
are allowed to charge the borrowers a service fee to 
cover the administrative expenses of handling the 
loan, provided that the fee is not related to the 
amount or maturity of the loan. 
Deferred payment sales 
The seller can sell a product on the basis of a 
deferred payment in installments or in a lump sum 
payment. The price of the product is agreed upon 
between the buyer and the seller at the time of the 
sale and cannot include any charge for deferring 
payments. 

Purchase with deferred delivery 
The buyer pays the seller the full negotiated price 
of a product that the seller promises to deliver at a 
future date. This mode only applies to products 
whose quality and quantity can be fully specified at 
the time the contract is made. Usually, it applies to 
agricultural or manufactured products. 

Leasing 
Lease purchase 
A party leases a particular product for a specific 
sum and a specific period of time. In the case of a 
lease-purchase, each payment includes a portion 
that goes toward the final purchase and transfer of 
ownership of the product. 
Mark-up 

They are used in cases where PLS modes cannot 
be implemented, for example, in cases of small- 
scale borrowers or for consumption loans. 

Contrarv to contracts based on the PLS 
principle, modes such as markup, leasing, and 
lease purchase have a predetermined and fixed 
rate of return and are associated with collateral. 

In fact, banks add a certain percentage to the 
purchase price and/or additional costs 
associated with these transactions as a profit 
margin, and the purchased assets serve as a 
guarantee. Moreover, banks may require the 
client to offer a collateral. 
These instruments can be considered to be more 
closely associated with risk aversion and they 
do not substantially differ from those used in a 
conventional banking system, other than in their 
terminology and in some legal technicalities. 

They are considered to conform to Islamic 
principles because the rate of return is meant to 
be tied to each transaction, rather than to a time 
dimension. However, some Muslim scholars 
advocate a stricter utilization of such a modes. 
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A limited ability to require collateral. As a general rule, when financing customers 
through PLS modes, Islamic financial institutions are not expected to require collateral 
to reduce credit risk. Some authors, however, argue that, by way of exception to this 
general rule, banks may occasionally require collateral to lessen moral hazard in PLS 
financing, for instance, to help prevent the entrepreneur (that is, the user of funds) from 
excessive risk-taking or fraudulent behavior. Islamic financial institutions, on the other 
hand, have the ability to request customers to pledge collateral for accessing non-PLS 
financing.22 

Investment deposits are not guaranteed in capital value and do not yield any fixed or 
guaranteed rate of return. In the event banks record losses as a result of bad investment 
decisions, depositors may lose part or all of their investment deposits. The only 
contractual agreement between investment depositors and banks is the proportion (ratio) 
according to which profits or losses are to be distributed between the parties of the 
deposit contract. 

Demand deposits are guaranteed in capital value, but no returns are paid on them. The 
reason to justify the capital value guarantee is the assumption that demand deposits are 
placed in banks as Amanat, that is, for safekeeping. 

Consistency with one of the following two intermediation models:23 

0 Two-Tier Mudaraba. According to this model, the assets and liabilities sides of a 
banks balance sheet are fully integrated. On the liabilities side, depositors enter 
into an unrestricted Mudaraba contract (a trustee finance contract, see Annex 
Table 1) with the bank to share the overall profits accruing to the banks business. 
Thus, depositors act as financiers by providing funds, and the bank acts as an 
entrepreneur by accepting them. On the assets side, the bank, in turn, enters into 
restricted Mudaraba contracts (see Annex Table 1 for details) with agent- 
entrepreneurs who search for funds to invest and who agree to share profits with 
the bank according to a certain percentage stipulated in the contract. In addition to 
investment deposits, banks are allowed to accept demand deposits that yield no 
returns and may be subject to a service charge. These deposits are repayable on 
demand at par value. Depositors, however, are aware that banks will use demand 
deposits for financing risk-bearing projects. Banks may also grant short-term 
interest-free loans (Qard al-Hasanah, see Annex Table 1) up to a certain fraction 
of total demand deposits. Although the concept of reserve requirements is a 

22 For a fuller discussion, see Annex Table 1. 

23 These two intermediation models are considered to be fully consistent with Islamic 
banking principles. For a fuller discussion, see Khan and Mirakhor (1993). 
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recognized one in Islamic banking, the Two-Tier Mudaraba model does not 
mandate specific reserve requirements on either type of deposits.24 

0 “Two-Windows.” According to this model, bank liabilities are divided into two 
windows: one for demand deposits and the other for investment deposits. The 
choice of the window is left to depositors. Demand deposits are assumed to be 
placed as Amanat (for safekeeping), thus they are considered to belong to 
depositors at all times. They cannot, therefore, be used by banks as the basis to 
create money through fractional reserves. Consequently, banks operating 
according to this model must apply a 100 percent reserve requirement on demand 
deposits. By contrast, investment deposits are used to finance risk-bearing 
investment projects with depositors 0 full awareness. Therefore, these deposits 
not only are not guaranteed by the bank, but also no reserve requirement is 
applied to them. The bank may charge a service fee for its safekeeping services. 
Interest-free loans may only be granted from funds specifically deposited for that 
purpose. 

Annex Table 2 summarizes the above characteristics and provides a synoptic comparison 
between Islamic and conventional banks. 

Annex Table 2. A Comparison Between Islamic and Conventional Banking 

Features 
Guarantee of the capital value of: 

Demand deposits 
Investment deposits 

Rate of return on deposits 

Islamic Banking 

Yes 
No 
Uncertain, not guaranteed for 

Conventional Banking 

Yes 
Yes 
Certain and guaranteed. 

Mechanism to regulate final 
returns on deposits 
Profit-and-loss (PLS) principle 
applies 
Use of Islamic modes of 
financing: 
PLS and non-PLS modes 
Use of discretion by banks with 
regard to collateral 

investment deposits. Demand 
deposits are never remunerated. 
Depending on bank 
performance/profits from investment. 
Yes 

Yes 

Generally not allowed to reduce 
credit risk in PLS modes. By way of 
exception, may be allowed to lessen 
moral hazard in PLS modes. 
Allowed in non-PLS modes. 

Irrespective of bank performance/ 
profits from investment. 
No 

Non-applicable 

Yes, always. 

24 Traditionally, banks operating according to the Two-Tier Mudaraba model have kept substantial reserves 
against demand deposits (even if they were not considered as Amanat) and little (sometimes none) on 
investment deposits. 
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Based on the above, the following points are worthy of note: 

0 Owing to the structure of their balance sheet and the use of profit-and-loss-sharing 
arrangements, Islamic banks are better poised than conventional banks to absorb 
external shocks. In the event of operational losses, unlike conventional banks, Islamic 
banks have the ability to reduce the nominal value of investment deposits, that is, 
reduce the nominal value of a portion of their liabilities. As a result, solvency risks that 
may arise from an asset-liability mismatch are typically lower in Islamic banks than in 
conventional banks. 

l Islamic banks operating according to the Two-Windows model (a typical case of 
“narrow bank,” which is very rare in practice) are virtually insolvency-proof. Islamic 
banks operating according to the Two-Tier Mudaraba model (the norm in practice) are 
still subject to the risk of an asset-liability mismatch because: (1) demand deposits are 
guaranteed in capital value and are redeemable by depositors at par and on demand; 
(2) demand deposits can be used to finance longer-term risk-bearing investment 
projects; and (3) there is no mandated specific reserve requirements on demand and 
investment deposits (vis-a-vis the 100 percent and zero percent reserve requirements on 
demand and investment deposits, respectively, mandated in the Two-Windows model). 

0 Islamic banks show an operational similarity with conventional investment companies, 
including mutual funds owing to the fact that they do not guarantee either the capital 
value of or the return on investment deposits and that they basically pool depositors’ 
funds to provide depositors with professional investment management. There is, 
however, a fundamental conceptual difference between the two that also needs to be 
recognized. It lies in the fact that investment companies sell their capital to the public, 
while Islamic banks accept deposits from the public. This implies that shareholders of 
an investment company own a proportionate part of the company’s equity capital and 
are entitled to a number of rights, including receiving a regular flow of information on 
developments of the company’s business and exerting voting rights corresponding to 
their shares on important matters, such as changes in investment policy.25 Hence, they 
are in a position to take informed investment decisions, monitor the company’s 
performance, and influence strategic decisions. By contrast, (investment) depositors in 
an Islamic bank are only entitled to share the banks net profit (or loss) according to the 
PLS ratio stipulated in their contracts. Investment deposits cannot be withdrawn at any 
time, but only on maturity and, in the best case, at par value.26 Moreover, depositors 
have no voting rights because they do not own any portion of the banks equity capital. 

25 See Sally Buxton and Mark St. Giles, “Governance Issues and the Capital Market,” in Financial Sector 
Governance-The Roles of the Public and Private Sectors, ed. by Robert E. Litan, Michael Pomerleano, and 
V. Sundararajan (Washington, DC: Brookings, 2002), pp 303-326. 

26 Although investment deposits cannot, by contract design, be withdrawn before maturity, in many instances 
banks do not object should depositors ask for them. 
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Hence, they cannot influence the bank’s investment policy. In fact, their relationship 
with the bank is regulated according to an unrestricted Mudaraba contract, as noted 
previously. 
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