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ABSTRACT

Islamic banking is a growing worldwide phenomeniovolving a variety of institutions and
instruments. Previously, Islamic banks’ transadiomade up a small part of the total banking
industry. Recently, Islamic banks have significamtkpanded their network, and have been able
to mobilize a large amount of funds and upgrade ymeaonomic ventures. Given the unique
behavior of Islamic banks and their involvemenbath social and economic activities, there has
always been a question about their long run fir@nsustainability, particularly in adverse
market conditions. Thus, a reliable and unbiasdtnaton of Islamic banks’efficiency and
productivity performance is essential for the eatibn of Islamic banking operations within and

outside its traditional borders of Muslim economies

Due to the short history of Islamic banking iar&pe, and consequently the lack of sufficient
data, empirical researches on the financial permge of Islamic banking have concentrated
primarily in Muslim-majority countries and focusexh the theoretical issues and descriptive
statistics rather than rigorous statistical andneceetric estimation. The main purpose of our
analysis is to bridge this gap in the global anassfcountry literature and to contribute to the
ongoing debate regarding the performance of Isldraiiking. Therefore, the orientation of this

thesis is chiefly quantitative in nature.

The aim of this thesis is primarily to shed solgét on the emergence and the continual
global growth of Islamic banking all over the warltlalso tries to assess, for the first time, the
relative performance of Islamic commercial and staeent banks operating in Europe against
counterparties-conventional banks in Europe and algainst Islamic banks from Muslim-
majority countries. Our methodology in this academork clearly differs from the literature
researches. This thesis is, basically, divided tato main parts. In first part, we specifically
discuss the basic features and principles of tlanis banking and finance. We then reviewed
several in-depth market analysis results concerdgéhgmic banking and finance that were
performed by well-known specialized financial ingions. In the second part, we primarily
utilize different empirical approaches to examihe performance of our sample banks which
shows a great variety, ranging from large activenksato new and small banks. More
specifically, we use the Data Envelopment AnalyBiEA) method to calculate the commercial

banks’ efficiency scores and investment banks Je¢sfficiency levels; the DEA-basadalmag
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uist Productivity Index (MPIl}o estimate the banksroductivity indices; the common financial
ratios to measure the banks financial performatize;T-Test to determine the differences of
investment bank's performance pre- and post- tfandial crisis that hit the world’s economy in
2007; the Ordinary Least Squar@3LS)-regression to determine the impact of intemrad
external factors on bank's efficiency and also heck the robustness of the overall results
obtained from DEA scores; Spearman's rho corregldbanvestigate the association of the DEA-
efficiency scores with the traditional accountingtios; and eventually the efficiency—
profitability matrix in order to determine the characterizatwinthe banks' performance and the
factors that influence efficiency. Our analysisasried out, primarily, over the period from 2005
to 2008. This indeed helps to account for the irhpEcthe recent financial crisis on the

efficiency and productivity performance of the stdel banks.

The preliminary review of the market surveysdshgnalysis shows that the Islamic finance
and banking is one of the fastest growing sectorghe financial world. Islamic financial
products and services are increasingly being regbad a viable investment opportunity, making
them very attractive foMuslims and non-Muslims alikd.eading Islamic banksrom Muslim
countries are expanding their network. Several gemo banks have directly involved in
providing Islamic financial products in order taisty the special needs for Muslim customers
and the non-Muslims who seek ethical financial avéstment solutions. Eventually, European
governments have also started to amend their lé@al,and regulatory systems to allow the

establishment of Islamic banks.

Most importantly, from an empirical point of viewur presented results suggest that the
Islamic commercial banks in Europe are found todbatively technically inefficient. They have
also, on average, poor financial performance amttisperforming practices. Moreover, Islamic
banks in Europe actuallguffer from significantproductivity losses over the sample years
driven, to a large extent, by the regress in baméshnology innovations. By and large, the
bank’s inefficiency stems fronboth the sub-optimal size of operations and thek lat
management knowledge and skills. Findings sugdmdtthe optimal size for Islamic banks to
achieve better levels of performance is neithegdanor small rather medium. Therefore,
increasing banks size through mergers and acaunsitill substantially enhance their technical

efficiency and productivity progress.
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The period prior to the current financial crisims marked by the most stable economic
environment for generations. Our results illustridiat Islamic banks lag relatively, before the
emergence of the crisis, behind their conventiqgears in terms of estimated efficienagores
and productivity changes. Strikingly, conventiobainks gradually lose their superiority over
Islamic banks in subsequent years, but remain,venage, a head of Islamic banks. Islamic
banks are, indeed, less vulnerable to the effeictheocrisis as compared with counterparties-
conventional banks. They exhibit only slight ineiiincy and productivity regress during this
severe crisis and therefore, produce a consistedtramarkable positive trend in technical
efficiency, productivity performance, and financmbfitability. This might be because of the
beliefs in the power of petro-dollars in the Gudgion, the fact that the Islamic banks are
relatively small and young at present, and couwo &e due to the religious financial constraints.
Such factors might have played an important rolepiaventing Islamic banks from being
severely affected by the crisis. Overall, resultggest that the small and new Islamic banks in
Europe can be as efficient and productive as largeold Islamic and conventional banks. They
also have long run sustainability, substantial rdommprovements, and a great potential in the
banking industry to sustain their competitive edgée only in Muslim countries but also in the

European financial system.

The estimated findings pertaining to the perfanoe of Islamic investment banks in Europe
suggest that these banks experience low (costieiezfcy and poor allocative-efficiency
compared with counterparties-conventional banksikBainefficiency is caused largely by the
under-utilization of inputs, the bank's disecon®mi¢ scale, and also appears to be due to the
regulations not controlled by management due totdlations and instability in factor prices.
Islamic investment banks additionally show a clearadox between their high calculated
efficiency scores and low achieved profitabilityioa. They are also less risky, more solvent,
and operate with lower use of debt. Nevertheleslgmic investment banks suffer a gradual
deterioration in liquidity position. The banks' glyp of Murabaha(cost-plus loans) financing

appears to be most dominant and has increasedicagly in importance.

Overall, findings seem to reveal that the bathied are technically more efficient are larger in
size (total assets), financially more profitablayé greater loans intensity, acquire lower levels
of debt, invests more in appropriate human sHilésse a lower market share (total deposits), and
operate in countries with higher GDP-per capitahSesults reflect the strong and hagsciat-
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ion between the DEA-efficiency measures and thedstal accounting measures, suggesting that
the DEA approach can be adopted separately or camtly along with financial ratios to make

comparisons of Islamic banks performance more ftiobus
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ZUSAMMENFASSUNG DER DISSERTATION

Das Islamische Bankwesen ist ein weltweit wactlse Phanomen mit einer Vielzahl von
Institutionen und Instrumenten. In der Vergangeinbédeten die Islamischen Bankgeschéfte
einen kleinen Teil der gesamten Bankindustrie. éiztér Zeit haben Islamische Banken ihr
Netzwerk jedoch erheblich erweitert und konntere&firelzahl an Geldmitteln mobilisieren und
viele wirtschaftliche Vorhaben verbessern. Angdsiates aul3ergewdhnlichen Verhaltens der
islamischen Banken und ihrer Beteiligung an somialad wirtschaftlichen Aktivitdten wurde
ihre langfristige Wirtschaftlichkeit haufig in Fraggestellt, insbesondere bei unglnstigen
Marktbedingungen. Somit ist eine zuverlassige uedtnale Einschatzung der Effizienz und
Produktivitatsentwicklung der islamischen Bankerr fiie Bewertung ihrer Operationen
innerhalb und aufRerhalb traditioneller Grenzenmsdaher Volkswirtschaften erforderlich.
Aufgrund der noch jungen Geschichte des islamiscBankwesens in Europa und dem
einhergehenden Mangel an Daten haben sich empmrigdischungen tber die finanzielle
Leistungsfahigkeit des islamischen Bankwesens @teerlinie auf Lander mit muslimischer
Mehrheit und theoretische Fragen sowie deskripBtatistiken anstelle von dkonometrischen
Methoden konzentriert. Das Hauptziel unserer Arealigs es diese Liicke in der globalen und
landerlbergreifenden Literatur zu Uberbriicken und der laufenden Debatte Uber die
Leistungsfahigkeit islamischer Banken beizutragélglich ist die Ausrichtung dieser

Dissertation in erster Linie quantitiver Natur.

Das Ziel dieser Dissertation ist es etwas Liohtie Entstehung und in das kontinuierliche
globale Wachstum des islamischen Bankwesens zgdwirDie Dissertation versucht au3erdem,
zum ersten Mal Uberhaupt, die relative Leistunggk#it der in Europa tatigen islamischen
Geschafts- und Investmentbanken im Vergleich zwé&ntionellen Banken und zu islamischen
Banken in Landern mit muslimischer Mehrheit zu beilen. Die Methodik dieser
wissenschatftlichen Arbeit unterscheidet sich delutlion der Literaturrecherche. Im Grunde ist
diese Dissertation in zwei Hauptteile gegliedem érsten Teil werden die grundlegenden
Merkmale und Grundséatze des islamischen Bank- undnEwesens besprochen. Daraufhin
werden mehrere tiefgrindige Ergebnisse von Marktanalysemlche von nahmhaften
spezialisierten Finanzinstituten durchgefiihrt wardsind und das islamische Bank-und
Finanzwesen betreffen, tberprift. Im zweiten Teilvwenden wir in erster Linie verschiedene

empirische Ansatze, um die Leistung der von unsagpten Banken zu untersuchen. Diese sind
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sehr vielfaltig und reichen von Grol3banken bis fuinkleinen neuen Banken. Genauer gesagt
verwenden wir die Data Envelopment Analysis (DEAgthbde, um die Effizienz-Ergebnisse
der Geschaftsbanken und die (Kosten)-X- Effiziemeleder Investmentbanken zu berechnen;
den auf DEA-basierenden Malmquist Produktivitatex@P1) um die Produktivitatsindizes der
Banken zu schétzen; die gangigen Finanzkennzalmedie finanzielle Leistungsfahigkeit der
Banken zu messen; den T-Test, um die Unterschiege Ideistungsfahigkeit der
Investmentbanken vor und nach der Finanzkrise, heeldie Weltwirtschaft im Jahr 2007
getroffen hat, zu bestimmen; die Ordinary Least Squares (OLS)-é¥sgyn, um die
Auswirkungen von internen und externen FaktorendeeifEffizienz von Banken zu bestimmen,
aber auch um die Robustheit der generellen Ergebnder DEA-Ergebnisse zu testen;
Spearmans Rangkorrelationskoeffizient um die Vehong der DEA-Effizienz-Ergebnisse mit
den traditionellen Bilanzkennzahlen zu untersuchemd schliel3lich die Effizienz-
Rentabilitdtsmatrix, um die Performance von Bangewie die Faktoren, welche die Effizienz
beeinflussen, zu charakterisieren. Die Analyse winauptsachlich Gber den Zeitraum von 2005
bis 2008 durchgefihrt. Hierdurch kénnen die Auswirfien der jungsten Finanzkrise auf die

Effizienz und Produktivitat der ausgewéhlten Bankestimmt werden.

Die einleitenden Untersuchungen der auf Marktagén basierenden Analyse zeigen, dass das
islamische Finanzwesen einer der am schnellstemsgaden Sektoren der Finanzbranche ist.
Die islamischen Finanzprodukte und Dienstleistungarden zunehmend als eine rentable
Investitionsmaoglichkeit angesehen, was sie sehaldit fur Muslime und Nichtmuslime
gleichermalRen macht. Fiuhrende islamische Bankenmaussimischen Landern erweitern ihr
Netzwerk. Mehrere europaische Banken sind direkt dar Bereitstellung islamischer
Finanzprodukte beteiligt, um die speziellen Bedigga der muslimischen Kunden zu
befriedigen sowie die von nicht-Muslimen, die ethis Finanz- und Anlagelésungen suchen.
Schlielich haben auch die europaischen Regierurdgenit begonnen, ihre rechtlichen,
steuerlichen und regulatorischen Systeme zu andem,die Einrichtung von islamischen

Banken zu ermdglichen.

Am wichtigsten, aus empirischen Gesichtspunktgrdas vorgestellte Ergebndass islamische
Geschaftsbanken in Europa technisch relativ ingffizi sind. Sie haben aufRerdem, im

Durchschnitt, schlechte finanzielle Leistungen lgistungsschwache Aktivitaten. Des Weiteren
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leiden islamische Banken in Europa uber die beteaeh Jahre an einem signifikanten
Produktivitatsverlust, der zu einem grof3en Teil v@nem RuUckschritt bei den technischen
Innovationen der Banken getrieben wird. Im GroRed Ganzen beruht die Ineffizienz der
Banken auf einer suboptimalen Geschaftsgrof3e seiwean Mangel an Managementwissen und
—fertigkeiten. Die Ergebnisse weisen darauf hirgsddie optimale Groél3e islamischer Banken,
um bessere Leistungsniveaus zu erzielen, wederds mpch zu klein ist. Deshalb fuhrt eine
Erh6hung der Bankengrof3e durch Fusionen und Akguish zu einem wesentlichen Anstieg

der technischen Effizienz sowie des Produktivititsthrittes.

Die Zeit vor der heutigen Finanzkrise war duddes stabilste wirtschaftliche Umfeld seit
Generationen gekennzeichnet. Die Ergebnisse zeagéndass die islamischen Banken, vor
Ausbruch der Krise, im Hinblick auf die geschatzteBffizienz-Ergebnisse und
Produktivitatsveranderungen relativ zu ihren konieellen Peers zurlickgeblieben sind.
Auffallend ist, dass die konventionellen Banken den Folgejahren allmahlich ihre
Uberlegenheit gegeniiber islamischen Banken venljéne Durchschnitt jedoch vor islamischen
Banken bleiben. Die islamischen Banken sind, imgiéch mit konventionellen Banken, in der
Tat weniger anfallig fur die Auswirkungen der Krideiese weisen wahrend dieser schweren
Krise nur geringe Ineffizienzen und Produktivitéitdtgange auf und erbringen daher einen
konstanten und bemerkenswert positiven Trend Hitlgth technischer Effizienz,
Produktivitatsentwicklung und finanzieller Rentdtil. Dies konnte der Fall sein, da der Glaube
an die Macht des Petrodollar der Golfregion sehchhist, sowie die Tatsache, dass die
islamischen Banken derzeit relativ klein und jungdsEin weiterer Grund kénnten die religios
begrindeten finanziellen Zwange sein. Solche Faktdtonnten eine wichtige Rolle dabei
gespielt haben, dass islamische Banken kaum voimise getroffen wurden. Im Grof3en und
Ganzen weisen die Ergebnisse darauf hin, dassleiieek und neuen islamischen Banken in
Europa genauso effizient und produktiv wie grol3e aite islamische sowie konventionelle
Banken sein kdnnen. Sie weisen aul3erdem lang&idtigchhaltigkeit, erheblichen Spielraum
fur Verbesserungen sowie ein groBes Potenzial im @&eanzindustrie auf, ihre
Wettbewerbsfahigkeit nicht nur in muslimischen Lé&mj sondern auch im européischen

Finanzsystem aufrechtzuerhalten.

Die geschatzten Ergebnisse beziglich der Lagstslamischer Investmentbanken in Europa

weisen darauf hin, dass diese Banken lUber gerkgst€r)-X-Effizienz und eineschlechte allok-
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ative Effizienz im Vergleich zu konventionellen B@m verfigen. Die Ineffizienz der Banken
wird weitgehend durch die Unterauslastung der Impetursacht, durch die Gréfiennachteile der
Bank und, wie es scheint, auch aufgrund der vom dgeament nicht kontrollierten
Regulierungsvorschriften, die angesichts von Flaktmen und der Instabilitat von
Faktorpreisen existieren. Die islamischen Investiveatken offenbaren zusatzlich einen
deutlichen Widerspruch zwischen ihren hohen Effizi€rgebnissen und ihren niedrigen
Rentabilitdtskennzahlen. Sie sind aul3erdem wemigkant, zahlungsfahiger und arbeiten mit
geringerem Einsatz von Fremdkapital. Dennoch esleidslamische Investmentbanken eine
allmahliche Verschlechterung ihrer Liquiditatssttaa. Das Bankenangebot der Murabaha-
Finanzierung (Kostenaufschlag-Darlehen) scheint beherrschend zu sein und hat deutlich an
Bedeutung gewonnen.

Insgesamt scheinen die Ergebnisse zu zeigen,Biadsen, die technisch effizienter sind, zum
einen grol3er sind (Gesamtvermogen), profitabled,sene hohere Kreditintensitat aufweisen,
uber eine geringere Fremdkapitalaufnahme  verfigemehr in  zweckmé&Rige
Mitarbeiterfahigkeiten investieren, einen niedrggerMarktanteil besitzen (Gesamteinlagen),
sowie in Landern mit héherem Pro-Kopf-Einkommengt&ind. Diese Ergebnisse reflektieren
die starke Verbindung zwischen den DEA-Effizienz dda und den ublichen Mal3en des
Rechnungswesens. Dies weist darauf hin, dass dérANsatz getrennt oder auch zusammen
mit Finanzkennzahlen Gbernommen werden kann, um \tkegleiche der Performance

islamischer Banken robuster zu machen.
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GENERAL INTRODUCTION

Banking is considered one of the main componehtthe financial systems. It has a broad
impact on the entire financial market stability aheé real strength of the economy. Banking
system connects the fundamental economic unitpkays the role of financial intermediation. It
helps in the creation of wealth through the esshifient of a series of interconnected economic
relations. Consequently, any disturbance in theventional banking sector has significant
implications for the overall economic, primarilyelto the banks' heavy reliance on interest rates

which are either market forced or state governed.

While conventional banking uses the interest nagehanisms to perform its operational tasks,
Islamic banking, by contrast, neither charges rayspnterest but rather relies on the principle of
profit-and-loss sharing. Based on this concepansgt transactions are similar to equity-based
transactions in rewarding performance. Specificdiiamic law requirements ensure that more
emphasis is placed on reward for effort rather tleavard for merely owning capital. However,
given the special features and characteristicsslaimic finance, modern Islamic banking has
developed techniques that replace interest incoitte eash flows from productive sources. It
particularly attempts to find more socially accépeaand attainable substitute to the interest-
bearing modes of financing in the desire to proyiggified distribution of wealth and income.

Because of its moral values, Islamic finance haglgglly gaining universal acceptance and
attracted funds from Muslims and non-Muslims alikée clientele for Islamic banking is not
confined to just Muslim countries. It, by contraspread all over the world. In Europe, it is
unusual to make the financial system subject igioels prescriptions. Despite of that and given
its increasing popularity and high market growttesa Islamic finance is attracting European
market players and investors seeking to tap inte eghical and truly unique green investment
opportunities. The UK is considered the westerdéean offering Islamic financial products to
target the local Muslim minorities and also to attrnon-Muslims who are looking for ethical
values in their financial dealings. Currently, mia banking is thriving and growing fast in

many other western nations which are aiming to tmectslamic finance centers.

Facing the severe financial crisis experience20@7, fostered by th@ghly-leveragedinancial
markets, the banks’ clients call for more credipiind safdinancial doctrine thgpromise justice
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and moral behaviors. These values are, indeedranha the Islamic banking system and thus,
it is reasonable to encourage European financsitutions to offer financial products that are in
compliance with the Islamic law. The global econonorisis, therefore, presents a unique
opportunity for Islamic banking to show it is viabhklternative to conventional finance in

Europe, as it has the capacity and capability itogstability to the market.

In spite of the considerable spread of Islamiokiiay sector, there are still very limited
empirical studies focusing on the efficiency andductivity performance of Islamic financial
institutions. Most previous attempts focused pritpaon the conceptual issues underlying
interest-free financing and also concentrated inslMumajority countries. Similarly, the
empirical studies that have been carried out tosomeathe performance of Islamic banks in
Europe are very rare. This is due to the shortgmes of Islamic banking in this continent and
consequently the lack of sufficient data. It rensaihowever, questionable whether Islamic
banking has a long run sustainability and bear simm potential for more success in Europe,
where conventional and Islamic banking coexist géiaie each other. Therefore, in order to
examine the development likelihood of Islamic bagkoutside its traditional borders of Muslim
economies, this thesis offers the first comprehengmpirical analysis of the efficiency and
productivity performance of the European Islamioksaagainst conventional banks operating in
Europe, and also against Islamic banks from Muslmntries. Our analysis covers primarily the
period of 2005-2008. This time span helps to acttamthe impact of the world economic crisis

emerged in 2007 on the performance of the seldiziakis.

The thesis is primarily structured in seven-majbapters (Exhibifl). Chapter 1 presents and
discusses the main concepts, features, and teaobiriglamic finance and banking. The chapter
also attempts to give the reader some relevantnrdbon about Islamic finance modes of
operation in addition to the common Islamic finahg@roducts in the areas of banking, Takaful
and the Islamic capital market. Eventually, thepteaprovides an overview of the special risks

and challenges associated with Islamic finance.

Despite the general lack of the valuable Islammaricial data in the world at large, Chapter 2
provides an in-depth market analysis for Islamickdag and finance, and explores the evolution
dynamics in this novel concept. It takes ratheaow viewto focus more on the emergence and
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rapid growth of Islamic finance within and outsitdhe interes-based financii systems. Chapter
3, on the other han@pints out the various factothat have contributed to the m recent crisis.
It further looks at the naturand extent of the impact of tlmisis on th global conventional
financial market. The effects of the crisis the consistency, sustainability, and soli of
Islamic banks are alshortly outlinecin this chapter.

Chapter 1

Understanding Islamic
Economics, Finance, and
Banking: A Basic Guide

—

Chapter 2
Theoretical Background The Global Emergence
and Market Analysis- and Growth of 1slamic
Based Information Finance
r, ¥ DEA
! Chapter 3

I=lamic Finance and the
Global Economic Crisis

Chapter 7
=1 Conclusions and Further
Work

Thesis

Chapter 4

Islamic Commercial
Banking im Europe: A
BCG OLS Cross-Country and

e Inter-Bank anahysis of
T- &= L Efficiency Ferﬁ:lrmarluex

A,

Chapter 5
Comparison of Efficency
and Productivity of
Empirical-Based Islamic and
analysis of Islamic conventional Banks:
Banks Performance Evidence from Europe |
._and Muslim countries -

L

Chapter &
K-efficiency and
Financial Performance
of Islamic versus
Comventional Banks:

\ Evidence from Europe |

Exhibit 1: Full-width Framework of the thesis

The religious aspects of Islamic finance are imgow, but can distort the intention of tt
thesis. Consequentlythis thesis will sho, from a nonreligious perspectiy, how the West
should view Islamic finance without bringing in tfaibased commentary. To this enrom an
empirical point of view,we utilize different empirical approachin chapter 4, 5, and |
respectively, in afer to estimate thoverall performance of Islamic banks in EurofMore
specifically, Chapte4 utilizes i two-stageDEA model covering the pericfrom 2005 to 2008.
In the first stage of our analysis, we examine thdiveafficiencyperformance of the Islamic-
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ank of Britain (IBB), the first stand-alone fulleftiged Islamic commercial bank ihe West,
againstsmall and large conventional banks in the UK als¢ against small and large Islamic
banks from Turkey, Gulf Cooperation Coun@@CC)-States, and Malaysia. In the second stage,
we regress efficiency scores on a set of explapatariables to determinéheir potential
influence on the bias-corrected efficiency scorEs. further complement the results of the
efficiency measures, the consistency of the DEAetasfficiency scores were checked by
examining their statistical relationship (i.e. tB@earman's rho correlation coefficients) with
traditional non-frontier (financial) based perfomga indicators. We finally use the efficiency-
profitability matrix based on the efficiency scoasd the bank’s profitability ratios in order to
enable the characterization of the banks' perfoomgmnofile.

Additionally, in Chapter 5, we employ the DEA metlology to generate efficiency scores in
order to empirically examine and evaluate the weifiees in performance of Bosna Bank
International (BBI) in Bosnia and Herzegovina aBdB lin the UK. The comparative analysis of
both banks is carried out relative to small conweral banks in both countries on the one hand,
and also relative to small and large Islamic conumaébanks from GCC-States, Malaysia, Turkey,
and Azerbaijan, on the other hand. We then apphedEA-based Malmquist index approach in
order to calculate Islamic bank’s indices of change Total Factor Productivity (TFP),
technology, and technical and scale efficiency. &doer, to test the association of efficiency
estimates with variables that are not inputs opuist we perform a two-stage DEA method. To
this end, after solving for DEA in the first-stadke efficiency scores are then regressed upon the
environmental variables which could potentiallyluince the efficiency of a bank.

In chapter 6, we try to assess the financial quernce of the first-established Islamic
investment, wholesale, and private banks operatirigurope. We divided the chapter into two
main parts. In the first part, we use the DEA-apploto assess the (cost) X-efficiency of
Islamic banks operating in the UK and Switzerlaglative to conventional banks. In the second
part, we primarily uséhe most commoiaccounting ratios to examine the financial pertamoce
of the first European Islamic investment bank in the UKurtRermore, to determine the
differences of the bank’s performance in pre- aost{pthe economic crisis of 2007, we employ
the inter-temporal analysis of data using "t-testdquality of meansEventually, conclusions,
overall remarks, and the future extension of ourkvare presented in chapter 7.
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CHAPTER 1

UNDERSTANDING ISLAMIC ECONOMICS,
FINANCE AND BANKING: A BASIC GUIDE

1.1. Background

| slam is not merely a religion, but it is also a poeihensive socio-economic and politiegk-

tem for the Islamic society, where it is necesgargpply the ethical principles of the Holy Qu-
ranand the Sunnah’(Prophet Muhammad's statements and actions). iskeconomics refers to

a system which identifies and promotes economicfarahcial orders that are consistent with
the principles of Islamic lawthe Shariah. Set of principles substantially differentiatealsiic
economics from the conventional economics, asesdmeyond the pure economic and financial
issues. Specifically, Islamic law prohibits theleotion and payment of interest. Muslims earn-
ings must come from permissible means, and mustkasspent on Islamically acceptabbde-
gories of expenditure. Consequently, Islam prokibivesting in businesses that are considered
unlawful or contrary to the Islamic teachings amadbes. Moreover, the distribution of wealth is
considered to be the primary concern in Islamimeatics. Wealth in Islam should be shared,
not become concentrated in few hands (rich peopta)Muslims, concern for others, particular-
ly the poor and the needy, is deeply inscribedhengillars of Islam. Islam, therefore, encourages
Muslims to maximize their wealth as long as theyndbcreate a situation that is socially disrup-

tive or violate the norms of Islamic justice (DugWwO06).

In discussing Islamic economics, we take a ratlaeromv view and focus, to some extent, on
Islamic banking and finance. Islamic finance isols as the religion itself. It's practices have
been really used throughout the last 1500 odd yaensss the Muslim world. Islamic finance
has, however, moved from a mere old theoreticatepnto a practical reality. A natural conse-
guence of this progress is the opening up of nesmaes for its advancement. Islamic finance is,
indeed, a growing sector with its diversity in difént segments in various parts of the world.
Islamic finance has not taken root solely in Mustmajority countries but has also spread to
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non-Muslim countries. It specifically caters toiggdus Muslims in Muslim’s societies, as well

as in countries where Muslims are in minority.

Muslims need financing services as much as anyoogler to finance their business ventures,
to facilitate capital investment, and/or to undkgtdrading activities, etc. Muslims attempt to
restructure their financial lives on the basis siilic law, and consequently to find out the
means to fulfill their financial requirements irew of prohibition of interest in a world where
the entire financial system is based on interestyuslheir intent is to create a just, ethical and
socially inclusive financial and business systemos&the broad spectrum of society. It is, there-
fore, the biggest challenge and the formidable taskhem to reform their financial institutions,
products and services, instruments and contracenanterest-free basis in order to bring them

in harmony with the dictates of Islamic law andhaitthe constraints of Islamic regulations.

This chapter aims at showing the contours andackeristics of the Islamic economic system.
It is mainly theoretical rather than empirical sfiecifically attempts to give the reader a better
understanding of the fundamental principles antufea of Islam that underpin Islamic econom-
ics and finance. This chapter discusses also tamis financial contracts (modes of operation)
in addition to the most used Islamic financial prod in the areas of banking, insurance and
capital market. It eventually highlights the mogngicant challenges and risks particularly as-

sociate with Islamic finance.

1.2. Basic principles, features and characteristics ofslamic economics and finance

Shari’ah principles are widely utilized in Islasrfinance. As Islamic financial institutions seek
to structure more innovative products for customieris, therefore, important to understand the
principles of Islamic finance and the specific teas of each principle (Exhibit. 1.1). Conven-
tional investors also need to understand theselatds in order to be able to provide the services
demanded by consumers who want to comply with Iglagnidelines, as well as to know the

potential implications of the interaction betweslaimic and conventional financial institutions.

1.2.1. Prohibition of the interest (Riba)Rationality and economic wisdom

According to Shari’ah, "riba technically refecsthe premium that must be paid by the borrow-

er to the lender along withe principleamount as a condition feaiking the loah (Chapra, 1984).
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Owerarching principles founded in Shari‘ah objectives aiming at the protection of individuals' personal
and religious rights, upholding of high ethical standards and higher equality of wealth distribution

Transaction requirements

= Underlying activities ba=d in
real economy

* Actuzl trade or business
activities [not pro-forma)

= Mo speculative trensactions
= Mo interest-baseddeals

= Mo business involving illegal
or unethicd activities not
complying with Shari'ah.

= Earning of legtimate profits
requires sharing of risks as
well [eg in Mudarsba or
Musharaka structures)

= Mot only form, but substance
of contract hawve to be
hanoured at all times.

= Joint  mature of contracts

makes careful due dilizence of
opportunities, disclosure of
information, transparency and
tight customer relationships
essential,

Risk sharing require men ‘ Additional requirements

= 5har‘zsh laws do not allow
the detachment of the
financia sector from
productive  activities, thus
Islamic zssets can be expected
to grow in line with red
economy  and  ussse of
excessive leversge is avoided .

= Speculation is forbidden and
excessve  nsk  taking s
discouraged by the risk
sharing nature of many
contracts.

=additional layer of governance = Upholding of Shari‘ah

through owersight by Shari'ah prindples rmeduces sk of

board financid unrest and promotes
stability

Exhibit 1.1: Overarchingneiples of the interest prohibition-driven financ
Source: Booz & Company, (2011)

Some later Muslim scholars define riba as the ekphcrease imposed on the debtor at the ma-
turity of the debt in case he/she fails to repayghncipal amount plus any interest and wants to
roll it over (Siddiqi, 2004). By and large, the sensus (ljma’) among Muslim scholars and juri-
sprudents is that riba is generally seen as ufipgtearning, where a person could receive a

monetary advantage without giving an equitableigd) jcounter-value (Chapra, 1986).

The prohibition of riba clearly means that momay be, in practice, lent lawfully merely for
either charitable purposes or for doing lawful bess on the basis of profit-and-loss sharing
(PLS) (Khan, 2008). Islam, however, made a clestirdition between trade and riba (Chapra,
1986). The business risk is allocated evenly anahthe parties involved in a trading, whereas
in riba, it often lies heavily and directly on therrower. "In itswidest general implication, riba

signifies any increase of capital not justifiedabgisk taken" (Igbal, 2009).

The Muslim jurists have generally classifietenest"Riba" into two broad types, namel:
"Riba al-Fadl', which is described as the "unlawful" excessha exchange of two "counter-
values" (i.e., inequality of quantity or weight adidsimilarity of quality) (Chapra, 1984; Shahid,
2007). In order to be lawful, the exchange of id=dtcommodities must occur immediately (on
spot) and there must be no disparity in amolint!Riba al-nasi‘ah’, which is related to the ar-

tificial extension of the repayment period of arldar additional payment of money. This im-



CHAPTER 1: UNDERSTANDING ISLAMIC ECONOMICS, FINANCE, AND BANKING: ABASIC GUIDE

plies that fixing beforehand a positive return €neist) on a loan, as a reward for waiting, is not
allowed in Islam (Chapra, 1984). "In this senskaas the same meaning as interest. It makes
no difference whether the loan is for consumptambhusiness purposes, or whether the return is
a fixed or a variable percentage of the princifiadlso makes no difference whether an absolute
amount to be paid in advance or on maturity, oeikesxl in the form of a gift or a service if sti-
pulated as a condition in the loan contract ondaresion in its maturity” (Jarhi and Igbal, 2001).

1.2.1.1. Profit-rate in Islamic banking: The use of interesate as a benchmark.

It is not prohibited to make profit in Islam, ls$am encourages people to use moneyHal-'
al" (Islamically permissible) investments. Making @fit, as against to interest, is based on tak-
ing risks either on the assets, which are solddtigrs or on the capital invested by an investor to
earn profit (AMIS, 2005). The current concern ifaisic financial industry is thacceptability
of the profit rate used by Islamic banks as amnrradieve to the interest rate. Table 1.1 summariz-

es briefly the main difference between "riba" apwbfit” from an Islamic point of view.

Table 1.1
The difference betweemR{ba) and Profit) from an Islamic perspective*

RIBA PROFIT

Riba is pre-fixed (guaranteed in advance) and talwgys positive. Profit is post-determined, and thus its amount i$ no

It is always tied to the time period and the amafrthe loan. Riba, known until the activity is done. Profit, howevean

however, can at best be very low or zero. be zero, positive, or possibly negative.

By definition, Riba is an increment in a loan or dgksying money Profit, by definition, is the recognized reward foapi-

for the use (rent) of money", whether this appliesconsumption tal when capital employed only in permissible produ

loans or production loans. tive business. It represents the effort and thiesrim-
dertaken by the supplier of capital in an entegpris

Riba means effortless profit or "surplus value withgounterpart”, Profit can only be claimed in the instance wherbesit

and thus, lending on interest does not add vdtueansfers only the risk of loss has been assumed or effort has been ex

use of funds temporarily from one person to another pended.

* Based on Igbal and Mirakhor, (2007), and atkeurces.

In practice, despite that the Muslim jurists tre Islamic institutions continue to proclaim
all forms of interest as riba, which is ®dbj to the most severe Qur'anic prohibittbe,
bulk of Islamic financial operations formalase their rates of return or costs of capital
a benchmark interest rate such as the Londder-bank Offer Rate (LIBOR) (El-Gamal,
2003). However, benchmarking against LIBOR is p#adiin Islam primarily because of the
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absence of an internationally accepted Islamicipb&ihchmark, and also due to the apprehen-
sion in the bank's customers’ mind that they may @m paying higher mark-up if it is fixed as
compared to the fluctuating benchmark-based intea¢s charged by traditional banks. As there
are relatively few Islamic banks as compared toléinge number of conventional banks, it be-
comes more important for Islamic banks to remamgarative and, as such, adjust their "profit"
earnings close to the market. In light of the acpuactices of Islamic financial providers, using
LIBOR as a benchmark is only acceptable if it upadicularly for determining the amount of
periodic mark-up (Kettell, 2011).

From another point of view, the argument thaartst banks must calculate their mark-up
based on interest refers to a situation where tbétg of all projects offered to the bank for fi-
nancing are "known with certainty in advance". Hiere, it remains hard to distinct between
interest and profit. Specifically, the banks reeedeposits from depositors who do not want to
deal in interest and keep their money in a sepa@teunt to invest them in an Islamic way and
share the resulting profit with them. Thus, thefipgeearned are likely to be almost the same as
interest. Even though if profit sharing basis ratin the mark up basis is used, the banks have
no alternative but to determine a profit that woassure that the banks profit is almost the same
as the interest on the interest-based operatidms.i3 because it is almost impossible to calcu-
late the actual profit earned on the interest-fieposits. It is also impossible to determine the

amount of cost has been incurred on the deploywofatigposits (Khan, 1984; Zarqga, 1981).

Khan (1984) further argued that the need ofmgtabanks arises "only" when the profits are
really uncertain. Thus, Islamic banks attract, amtcast to conventional banks, only the (more)
risky projects. Islamic bank's revenues from prafitl-loss sharing financing would not, in his
opinion, exceed the revenues of average convemtimarks out of their interest loan business.
However, Islamic banks will accept earning on agimel project a rate of return on their funds
which equal at least to the expected rate of retuthe overall economy. The rate of return on
investment in the economy should be higher thanrttezest rate by definition because it con-
sists of both the premium of risk and the costayital. The return on all the projects therefore
will be higher than the interest charged by conesatl banks. This factor is, indeed, considered
to be the most important factor leading customersefrain from taking funds from Islamic

banks.
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1.2.1.2. Zero interest-rates : An economic point of view

A zero nominal interest rate occurs when therésterates match the inflation rates. Some
economists argue that a zero interest rate is assaty condition for optimal allocation of re-
sources (Friedman, 1969); while others show thigtnibt only necessary but also sufficient con-
dition (Cole & Kocherlakota 1998). According to frhi, this is because "after switching from
metallic to fiat money, adding one marginal unitreél balances costs no real resources to the
community. Thus, imposing a positive price on tise of money would lead traders to econo-
mies on the use of money, in their pursuit to minertheir transactions costs. They would then
use some real resources instead of money". Howedemn the rate of interest equal zero, traders
will have no incentive to substitute real resourfl@smoney. Thus, more real resources can be
addressed to consumption and investment, whichfitetiee society as a whole (Wilson, 1979;
Al-Jarhi and Igbal, 2001).

Taking into account the economic cycle, duringession time, central banks tend to lower no-
minal interest rates. If they cut interest rateyast, they then can start to approach the lefel
inflation. Inflation often rises when interest mt&e cut too quickly, since these cuts have a si-
mulative effect on the economy. Additionally, inder to reach an optimal allocation of re-
sources, economists would be expected to sear¢hdaet of monetary policies that could bring
the rate of interest to zero. Thus, it appearsdeéiiting the economy at a rate equal to the real
rate of interest would set the rate of interestém. This would be the optimal monetary policy

that insures that financial resources are allocetgciently (Al-Jarhi, 2009).

At the country level, the only ways to contrag ttheficit, according to most governments, are to
raise taxes or to cut government spending. Conegié¢hnat the deficit continues to grow simply
because of the exorbitant amounts of compoundéasteadded to the original debt, one of the
most effective ways to reduce the deficit woulddeeduce interest rates. As a matter of fact, at
zero-interest, the debt would not grow and thedaaghounts of money spent in servicing the
debt could be used to pay it ¢Bleher, 2008).

By and large, there is still ongoing debate amengnomists regarding the notion of zero-
interest rat. While there are many economists wippart zero-level of interest rates, others are
worry about the existence of a liquidity trap whba rate of interest is zero (Uhlig, 2000). They
may also worry that when the rate of interest bezowery low, monetary authorities have less

leeway with adjusting it downwards in the face efassion.
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1.2.2. Commitment on paying Al-Zakah:'The social duty to benefit society"

Zakah is the religious tax to be deducted fromaltieand to be paid to the poor people. Zakah
means purificatiomnd growth, and is considered as a major mechdiaisthe allocation of re-
sources and the redistribution of income and wedlkhs tax is a compulsory levy, one of the
five basic tenets of Islam. Zakah is payable orugesly owned, productive and surplus assets
that have been possessed for a full year. This snézat casual acquisitions and perishable
goods are not subject to Zakah (Clarke, Craig, ldachid, 1996). More specifically, genuine
ownership means that the asset is free of clain@hmrs. Productive assets are regarded to cash
in hand and/or at bank, stocks, shares, bondsnioxes of finished goods intended for sale,
earnings from rented fixed industrial assets artdremeivables. Assets which are being used or

consumed are exempt from paying Zakah.

Islamic regulations outline that the generallgegted amount of the Zakah is 2.5% of Muslim's

annual wealth in cash or kind from all forms of

d wealth reached or exceedingald,
the minimum amount one have to possess. This itedidhat if the sum of the property owned

by Muslims is below thénisab" at the time Zakah falls due, Muslims do not havpdy.

1.2.3. Prohibition of uncertainty or speculation (Gharar and Maysir)

Gharar is defined as the uncertainty, hazardganage of chance (gambling) (AL-saati, 2003). It
technically refers to the sale of probable item®seénexistence or characteristics are not certain,
or a sale involvingexcessiveisk or moral hazard (Ayub, 2007). This, to som&ert, makes this
way of trade similar to gambling. The reason ofhbdion is that speculators generate their pri-
vate gains at the expense of society at large (Einaed Ben Arab, 2009). Gharar does not
create additional wealth. "It only transfers weditbm its (losing) owners to new (winning)
ones" (Siddigi, 2009). Transactions containing as& supposed to enhance uncertainty and de-
ceptive behaviors. However, in practice, as inwlved in every economic activity, minor un-

certainties and certain degree of risk are Islaltyiggermitted (Siddigi, 2008).

"The unjustified enrichment through games ofepeinance™ in order to amplify wealth without
making effort is calledMaysir (Algaoud and Lewis, 2007). Maysir is involved ontracts where
the ownership of a good depends on the occurreénag@redetermined but uncertain event in the
future (Gassner and Wackerbeck 2007). This meatgftthe business contract is signed, there
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will be a gain for one party and a loss for theeotparty, but it is not sure beforehand who will

be the winner or the looser.

Overall, the ban of Gharar and Maysir has padrctelevance for financial markets, notably
the derivatives market (for more information onidatives, see Table 1.4-part (C) in the appen-
dix) and the insurance business (Algaoud, and LeX@67). Therefore, the trade of all conven-

tional derivates instruments is unacceptable emnist finance.

1.2.4. Islam discourages heavy debt and support a poliayf bad debt cancellation

Islam discourages accruing heavy debt, excepases of real necessity, because it can lead to
harmful consequences. Islam permits and encouggsning debt within reasonable limits. If
debts are incurred, a full repayment is then imgoartlf the borrower defaults on his/her pay-
ments, then Islam encourages lenders to either wndiit such time as the existing loan can be

repaid or to re-schedule the loan repayments bilitwa penalties (Hassan and Kayed, 2009).

1.2.5. Prohibition of financing certain economic sectorsdr companies)

Investment is forbidden in socially and ethicallgtrimental activities. These include, for ex-
ample, gambling, pornography, alcohol...etc. HIg not permissible to acquire the shares of the
companies providing financial services on inteldst conventional banks and insurance com-

panies whose business are not acceptable by Islam.

Islam encourages Muslims to avoid investing impanies for which Total Debt divided by
Trailing 12-Month Average Market Capitalization>s33%. Muslims also should exclude the
following companies from their investment portfaid) Companies for which the sum of Cash
and Interest Bearing Securities divided byilihg 12-Month Average Market Capitalization
is> 33%.11' ) Companies for which Accounts Receivables dividgd otal Assets is greater than
or equal to 45% where the Accounts Receivables re@tiReceivables + Long-Term Recei-
vables.lll ) Companies for which non-operating interest incaimnaded by revenue is 5%
(DJl1, 2005). However, "if a company has non-opaginterest income but the net income is
negative, it is then excluded. A company with neganet income while there is no non-

operating interest income may still be includedb&@ullah, 2009).
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1.2.6. Profit-Loss Sharing (PLS) No pain, no gain principle

There is a substantial difference between proémilting from entrepreneurial activities and
profits generated by granting loans. The lattededined as receiving a monetary advantage
without giving a counter value, and is, therefdogbidden on ethical grounds. Islam is not op-
posed to profit or financial gain, as long as: #oreis performed, (partial) liability is accepted
for the financial result of a venture, the ventiggroductive (led to an increase of value), and
the profit is made in line with the Shari’ah (Schad964).

The Islamic solution, commonly referred to asfidlass Sharing (PLS), suggests an equitable
sharing of risks and profits between the partie®Ilved in a financial transaction. Under PLS,
“"the lender and the borrower assume the investseisk based on a pre-agreed formula”. PLS
acquires several forms depending upon the typeoofract e.g. Mudaraba (Joint venture) and
Musharaka (partnership and collaboration). In laftthese forms, the financier makes the funds
available, not as a lender, but rather as an iovgBenjelloun, 2010). The financier shares the
profit (loss) and is not assured, in advance, pbsitive rate of return. Losses must be shared by
the financier in proportion to his share in theatdinancing while profits may be shared in any
mutually agreed ratio. However, the financier lidpiremains limited to the extent of financing

provided by him and no more (Luca and Vasudevaf2p0

1.2.7. Tangible Asset-backing principle (TAB)

Money in Islam is not considered an asset clags thus, may not necessarily earn a positive
return (NBR, 2008). Money, therefore, should alwhgdied to and underpinned by an identifia-
ble and tangible underlying asset. This suggesiisath financial transactions should "collatera-

lized by a reference portfolio of on-balance-shassiets of the originator” (Zainal, 2009).

1.2.8. Money as a “Potential” capital Characteristics of money and commodities

Based on Islamic economic principles, money issatered as “potential” capital. That is, it
becomes actual capital only when it is invested iproductive activity. Islam recognizes the
time value of money, but only when it acts as @pitot when it is “potential” capital (Igbal,
1997). Taking into consideration that the modenarfice are based on the concept of money’s

time value, Islamic finance does not revoke theetinmonetary valuation. "Shari’ah does not
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prohibit increment in loan in the price of a comntpdh any sale contract to be paid at a future
date. It does prohibit making money’s time valueslement of a lending relationship where it is
claimed as a predetermined value (Khan, 1991 hitndase, Shari’ah requires that a loan be paid

back in the same currency by which it was giverfirfad and Hassan, 2007).

"According to the capitalist theory, there isdifierence between money and commaodity in so
far as commercial transactions are concerned. Batlreated at par and can be sold at whatever
price parties agree upon. For them selling 100r 8 19$ is the same as selling a bag of rice cost-
ing 100$ for 110$" (AIMS, 2010). Money and commgdiiowever, have different characteris-
tics under the Islamic law, as compared with thaitalst theory. Islam, for example, does not
recognize money as a commodity, such that thereldh® a price for its use. Money is used for
buying and/or selling of other goods not buying/andelling of money per se. The later action
could make money not perform its original functmimeasure of value, store of value and me-
dium of exchange in asset-oriented economy, prignbeacause such transaction will become the

person's main goal (Ghazanfar & Islahi, 1990).

In other words, "while money is recognized ilais as a means of exchange, it may not law-
fully be regarded as a commodity for exchange"dlgB009). Money has no intrinsic value in
itself but is only a measure of value and/or a medof exchange therefore, should not used to
generate more money. "Money, by itself, is not béaf fulfilling human needs unless con-
verted into a commodity. A commodity can, on thieeothand, fulfill human needs directly, and
can be of different quality while money has noaliéintial quality in the sense that a new note is
exactly equal in value and quality to an old nétlso, commodities are transacted (or sold) by
pinpointing the commodity in question or at leagigiving certain specifications. Money cannot
be pinpointed in a transaction of exchange. Evénisf it would be of no use since the different

denominations of money summing into equal amouneaactly the same" (AIMS, 2010).

1.3. Islamic financing contracts (modes of operations)

There are many contracts and institutional foused within the Islamic finance industry. Fi-
nancing tools that have been widely exercised layriie banks are primarily based on two gen-
eral principles: the PLS principle and the mark@MiJP) principle. The first principle states that
the bank (financer) is allowed to profit from a givloan under the condition that the bank is

willing to share the investment risk. Contracts @ based on this principle (e.g. Mudaraba and

10
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Musharaka financing) can possibly be seen as equigstments. Under the MUP principle, the
bank may purchase a good/service or lease an iasbatter for a margin. Contracts that are
based on this principle include debt-based finajnonodes such as: Murabaha, Salam, Istisnaa
and Leasing (i.e, pure ljarah and ljarah & Iqtinay referred to as “fixed return financing based
on the “mark-up” or “cost-plus” concept. For morgormation and details regarding the most
common Islamic financing contracts see Table 1®2Fg. 1.6-1.11 (appendix).

Specifically, the permissibility of risky capitalvestment without explicit interest earning ge-
nerates 3 forms of Islamic financing for both invesnt and trade (Hesse, Jobst and Sol€, 2008):
I) synthetic loans (debt-based) through a sale-obase agreement or back-to-back sale of bor-
rower or third party-held assetH.) Lease contracts (asset-based) through a saleblacis
agreement (operating lease) or the lease of tlardt@cquired assets with purchase obligation
components (financing leasd)l ) Profit-sharing contracts (equity-based) of futassets. As
opposed to equity-based contracts, both debt- sset-dbased contracts are initiated by a tempo-
rary (permanent) transfer of existing (future) é&s$®m the borrower to the lender, or the acqui-

sition of third-party assets by the lender on biebiithe borrower (Jobst, 2005)

In reality, Islamic finance industry relies orbtiddased structures instead of equity-based ones.
This might be due to the fact that the capital adeg requirements for equity-based products, in
order to maintain high capital ratios and prevehition of banks ownership rights, are higher
than debt-based ones. Also, the taxation treatmiedebt makes it more attractive than equity.
However, if Islamic banks use equity-based strestutheir operations will be riskier. Specifi-
cally, while the larger payouts to depositors ie #hort term may increase deposits and thus,
could provide some comfort in the present econmuoénario, the rate of return to depositors at
Islamic banks will be low in the long term whichutd, in turn, encourage deposit withdrawals
leading to a potential liquidity and solvency pmls, particularly due to the compliance with
regulatory and taxation rules (Brownlow and Shaicg009; Abedifar, et al., 2012).

1.4. Islamic financial services
The most well established forms of Islamic finarare: banking and Sukuk (Islamic bonds).

Takaful (the Islamic insurance) and funds are alsalving. Islamic private equity and Islamic

private wealth management still need an innovafiog. 1.1).
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Table 1.2

A Brief Definition of the Main Islamic Modes of Financing

Mudaraba (Passive Partnership-PLS): Musharaka (Active Partnership "joint venture"-PLS):

It is a special kind of partnership (two tierednsaction for an Islamic A contract similar to that of the Mudaraba, witte ttifference
bank) where one partner gives money (the capitalesMinancer) to that in the case of Musharaka both partners ppétieiin the
another (the investment manager-mudarib) for inwgst in an enter- management and provision of capital. They alsoeslrarthe
prise. The Profit is distributed between the twatipa in accordance profit and loss of the investments. More specificgbrofit is

with the ratio that they agree upon at the timéhef contract. Financial distributed between partners in accordance witleejratios,
loss is borne by the capital owner. The managéregs the "opportuni- but loss must be distributed in proportion to thare of each
ty cost" of his own labour, which failed to generany positive income. partner in the total capital.

Murabaha * Diminishing Musharaka (Co-ownership) :

Murabaha is considered a sale contract betweelstdmaic bank and his A contract between the bank and beneficiary. The parties
client. The client orders the bank to purchasénfor a certain commodi- agree to enter into a partnership to own an assdthe condi-
ty from a third party at a specific price, promgito purchase this tion that the financier will gradually sell his shao the bene-
commodity, from the bank, once it has been boubht, at deferred ficiary at an agreed price and in accordance withagreed
price. The deferred price includes an agreed upofitpnargin "mar- schedule. As a result, the withdrawing partnersestaninish-
kup" in the favor of the bank as a return forsisvices. es gradually along with the share of the profitsJine with

their declining equity stake.
liarah (Leasing) *
ljarah wa igtina’: A lease ending in the purchase b the

The term 'ljarah' is used particulalry in two diffat situations. On the leased asset

one hand, it means to employ the services of aopeya wages given to

him as a reward for his hired services. On therdtlaed, 'ljarah’ means "ljarah wa igtina’ is simply a financing contract which the
to transfer the usufruct of a particular propemyanother person in ownership of the leased asset is to be transféordide lessee
exchange for a rent claimed from him. In this cé§arah' is analogous at the end of the lease agreement. This transféneobwner-
to the term 'leasing’, as used in modern busiressiriology. Here the ship is made through a contract, in which the ldassset is
lessor is called 'Mu’jir', the lessee is called stadjir' and the rent paya- either given to the lessee as a gift or is soldino at a nominal
ble to the lessor is called 'ujrah'. price at the end of the lease agreement".

Qard hasan (beneficence loans Istisna*

This is the zero return type of loan that the Islanges Muslims to make A contract in which a party orders another to mantufre and
available to those who need them. The borrowebliiged to repay only provide a commodity. The description of, deliveata) price
the principal amount of the loan, but is permittecadd a margin at his and payment rate are all set in the contract. Hahéz a kind

own choice. of sale where a commodity is transacted befor@ntes into
existence. However, it is necessary for the validit istisna’
Tawarruq that the price is fixed with the consent of thetigarand the

necessary specification of the commodity is fulgttied be-
Tawarruq is a sale of an asset to a purchaserdgfgrred payment. The tween them. "The price may be paid in installmemisstep
purchaser then sells the asset to the third pargash with a price lesserwith the progress of the work, or partly at thenfrend and the
than the deferred price, for the purpose of gettiagh. However, every rest at the time of delivery". However, after thanufacturer
tawarrug transaction creates a debt. This deborsistently larger than starts the work, the contract cannot be cancelddterally.
the cash it transfers to the client.

It is considered lawful in figh (jurisprudence) to miga higher price for Sources: AIMS, IIBI, Ayub (2007), El-Gamal (2006yisser
a good if payments are to be made at a later 8aterfiuajjal). Accord- (2009), Al- Jarhi & Igbal (2001), Ariff & Igbal (20L), Usmani
ing to figh, this does not amount to charging ies¢r because it is not(2000), and Siddigi(2007).

considered as a lending transaction but ratherading one. Bai’

Mu'ajjal is valid; however, if the due date of pagmt is fixed in an *all are considered as a debt instruments (ljarussi-debt in-
unambiguous manner. The deferred price may be thane the cash Strument)

price, but it must be fixed at the time of salec®the price is fixed, it

cannot be decreased in case of earlier paymentamoit be increased in

case of default

Salant(or Bay' As-salam: the Islamic alternative to conentional
derivatives)

Salam is a sale contract whereby the seller urkistt supply a specif-
ic good to the buyer at a definite future datexahange of an "advanced
price fully paid at spot". The price is cash, b supply of the pur-
chased goods is deferred. "It is one of the basilitions for the validi-
ty of a sale in Shari’ah that the commodity (intedido be sold) must be
in the physical or constructive possession of #iies.
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CHAPTER 1: UNDERSTANDING ISLAMIC ECONOMICS, FINANCE, AND BANKING: ABASIC GUIDE

1.4.1. Islamic banking

Islamic banks are banking institution whose at#ig include all currently known banking ac-
tivities. They have the same purpose as conventioaaks except that they make money by
lending out capital in accordance with the ruleshef Islamic law. Islamic banks have to set up
Shari'ah Committees (SGp ensure that they conduct their affairs in acano@ with the Sha-

ri'ah principles. Islamic banks advance funds qmdit-loss-sharing (PLS) principle or on a de-

Islamic
Financial
Services(IFs)

Fig. 1.1: Main Islamic financial services

bt-creating basis. They provide finance to entegwithrough either sharing directly in the net
results of their activities or financing their phases of assets, goods and services (AL-jarhi,
2005). In an Islamic mortgage transaction, Sark@89) stated that instead of loaning the buyer
with money to purchase an item, a bank might beyitdm itself and re-sell it to the buyer at a
profit, while allowing the buyer to pay the bankinstallments. However, because the bank's
profit cannot be made "explicit", there are therefao additional penalties for late payment.
Consequently, Islamic banks ask for strict coltén order to protect themselves against
default and thus, the purchased item is registerdle name of the buyer from the start of the
transaction in form of Murabaha financing. Moregustamic banks lend money to companies
by issuing floating rate interest loans which igged to the company's individual rate of return.
This practice is called Musharaka, where the bapkidit on the loan is equal to a certain

percentage of the company's individual profits.

Additionally, Islamic banks mobilize funds oretbasis of a Mudaraba or Wakalebntracts
(Shahid, 2007). They can also accept demand dspoekich are treated as interest-free loans
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from the clients to the bank and are certainly gatged. In theory, Islamic banking is often syn-
onymous with full-reserve banking, with banks aemg a 100% reserve ratio (Harcourt, 2004).
This is, however, not always the case in practiar(ike, 2009). Islamic banks further play the
role of an investment manager for the owners oétaeposits (usually called investment depo-
sits: restricted or unrestricted (Fig.1.2)). Thegyde the owners of funds the opportunities to

place their financial resources profitably, as thegome implicit partners of those institutions that

Islamic Bank
Depositors
Dept Based Pringipal- Administrative
Agent
Relationshi . . Servi
| nnshin ' Relationship | rvices
Mon- Unrestricted Restricted
investment Inwestrment Investrnent

Depositors Depositors Depositor

Fig. 1.2: Islamic bank depositors' groups

sharein their net profit, while carrying a proportior&iare in their risk. In a way that depends on
the size and date to maturity of each depositskmiic bank shares its net earnings with its de-
positors who must be informed in advance of "tivenula used for sharing the net earnings with
the bank" (Al-Jarhi, 2004). From a comparison pointiew, Islamic banking and conventional

banking are extremely different in many ways. TabRillustrates the main differences between

Islamic and conventional banks (systems).

1.4.2. Islamic investment funds

The termislamic investment funcheans a joint pool wherein the investors contalibeir sur-
plus money for the purpose of its investment tadglamically acceptablprofits in strict con-
formity with the precepts of Islamic Shari'ah (Usma005). The validity of Islamic funds (i.e.
Equity Fund, ljarah Fund, Commodity Fund, Murab&bad and Mixed Fund) will be subject to
two basic conditionsThe firstcondition illustrates that instead of a fixed rattied up with their
face value, as in conventional fund, Islamic fundstncarry a pro-rated profit and thus, neither
the principal nor a rate of profit can be guaradt@eyub, 2007). The subscribers enter into the f-
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Table 1.3

Main distinguishing features of the Islamic banggsfem) from conventional peers

Conventional Banking System

Faith-Based (Islamic ) Banking System

Lending money and getting the principle back witteriest is
the fundamental function. The general relationgt@fween the
bank and its client is primarily that of a debterdacreditor.

The status of Islamic bank in relation to its clgeig that of
partners, investors and trader, buyer and selbatidipation in
partnership business based upon the principlesgottye fi-

Conventional banks mostly act as intermediaries &etw nancing and real economic activities is the fundaalefunc-

lenders & borrowers enjoying almost a risk-freeesp. Spe-
cifically, banks do not usually indulge in equitindncing.
They carry much less risk, major part of such risleing
transferred to the borrowers.

The purpose of investments is to maximize privatafipp&
wealth without any restriction. The emphasis treprimarily
on credit-worthiness of clients.

Conventional banks guarantee the capital (valuéhefdepo-
sits) and rate of return (interest rate).

In case of debtors default, the bank can chargetiawiali
money (compound penal rate of interest). In casdartks
bankrupts, depositors are paid before the sharefldHow-
ever, for commercial banks, borrowing from the momarket
is the main source of liquidity.

Transactions are financial asset based money. Detuteb
arising out of excessive use of credit leads tdhagpicies and
waste of financial resources. Due to absence oflgdb ser-
vices behind the money while distributing fundg #xpansion
of money takes place, which creates inflation. Beifigancing
and long term loans are not made on the basisisfeexe of
capital goods; rather they are distributed on tasihof win-
dow dressed project feasibility of the entrepreneur

Money is a product besides medium of exchange amd sf

tion. Greater share of potential risks forces Istabranks to
manage it more professionally to ensure betterrmstdhan
conventional accounts. Depositors & investors ttheeoppor-
tunity to earn higher returns but also could suffsses.

The purpose of investments is to increase beneficigdut to
the community as whole. Thus, it gives greater eamfghon
the viability of the projects. Islamic banks alsmaat max-
imizing profit but subject to Shari’ah restrictions

Islamic banks, working on the principle of PLS, tleannot,
by dentition, guarantee any fixed rate of returndeposits.
Islamic banks can only guarantee deposits for deposount,
which is based oal-wadiahandthus, the depositors are guar-
anteed repayment of their funds. However, if theoaat is
based on Mudarabah, for example, clients have éoesim a
loss position.

No additional charge or small amount of compensat®n
charged but if so, these proceeds are given tdatghan in-
vestment account holder will have similar rightssharehold-
ers. However, for the Islamic banks, it is compaedy diffi-
cult to borrow money from the money market.

Financing is backed by real assets and meant fatugtive
use to reduce the overall debt burden. Due to tistemce of
goods & services, no expansion of money takes adethus,
no inflation is created. For example, Musharkah gniish-
ing Musharkah agreement are made after makingtbarexis-
tence of capital good before disbursing funds focapital
project.

Real asset is the product. Making money from morsegat

value. Money commonly used to make more money. Tinwamically acceptable. Money is just a medium »éhange.

value is the basis for charging interest on Capital.

Debt financing gets advantage of leverage for aerprise due
to interest expense as deductible item from taxalotsits.

This causes huge burden of taxes on salaried per§bons, the
saving and disposable income of the people is taifiebadly.
This results decrease in the real GDP.

Trading and dealing in derivatives are widely coasd as the
main source of liquidity in the conventional fingc com-
modity and capital markets.

Source: AIMS-UK website based on: Al-Jarhi & Igbal (2001))
Ayub (2007), EI-Gamal (2006), Al Baraka bank Lebamneebsite
and Lafferty Group website.

Profit on exchange of goods & services are thesbiasiearn-
ing profit.

Sharing profits in Mudaraba and sharing in the bessnven-
ture in Musharaka provides extra tax to Federal €Bawent.
This leads to minimize the tax burden over salapedsons.
Due to which savings & disposable income of theppeads
increased, this leads to an increase in the GDP.

The existence of uncertainty in a contract is pritéib “Full
disclosure” by both parties is the norm in consa®eriva-
tives trading are considered as having elemen@hafar.
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und with a clear understanding that their returhaed up with the "actual” profit earned or loss
suffered by the fundThe secondondition suggests that the amounts pooled togethust be

invested in a business acceptable to Shari’ah. paidcularly means that the channels of in-
vestment as well as the terms agreed with them pwrgbrm to the Islamic principles (Usmani,

2005). Table 1.4 (a) illustrates the main typekstaimic investment funds.

1.4.3. Islamic insurance (Takaful)

Despite of the belief ilcod or Fatalism Muslims, like all human beings, should find shi&a
means to avoid the possibility of meeting catastespand disasters and also to minimize finan-
cial losses, as efforts to avoid risk are not agjdine Islamic tenets. One possible way out is to
buy an Islamic insurance cover called "Takaful"ak&ful originates from the Arabic word
'‘Kafalah', which means “guaranteeing each other” or "joinargntee” (Karim et al. 2008). In
Takaful, "a group of individuals pay money intownd, which is then used to cover payouts to
members of the group when a claim is made". Takafobnsidered as a risk sharing entity "mu-
tual risk- pooling" that allows for the transparsharing of risk by pooling individual contribu-
tions for the benefit of all subscribers (Austraz@]0).

The main objective of Takaful is to "pay a definess from a defined fund" (WTC-report,
2008). Takaful has no contact with uncertainty &rdexcessive Gharar. This is basically be-
cause the part of installments paid by each ppéditiis considered to be a donatidialfarru’)
which is particularly directed to a special Islarffund. When an insured accident occurs, this
fund is used to provide the compensation. In aolditd paying the money necessary to cover for
a damage, the participant can be sure he/she eviflaid the (income) from the other part of in-
stallments on the basis of PLS system, regardlefisecoccurrence of insurance accident. The
operator is actually aware of taemount othis/her share that the terms of a contract provitie.
income from Takaful depends, however, exclusivelytle Islamic operations carried out by the

insurance company and does not appear to be aifila@st (AIMS, 2010).

The majority of the Shari’ah scholars believattthe conventional insurance is unlawful due to
involvement of Riba, Maisir and Gharar. Ayoub (2p0wicates that the distinction between the
conventional insurance anblakaful business is more visible with respect to investman
funds. More specifically, insurance companies ibtksir funds in interest (Riba)-based busi-

nessesTakaful companies, by contrast, undertake only shari’'aetdusinesses practices and
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distributed profits if any) in accordance with the pre-agreed ratios in thiéal agree-
ment. Likewise, they share in any surplus (lossinfthe pool collectively.Takafulsystem has a
built-in mechanism to counter any over-pricindipies of the insurance companies because what-
ever may be the premium charged, the surplus woatdhally go back to the participants in
proportion to their contributions”. Moreoverakafulis principally based on the concept of "so-
cial solidarity, cooperation and mutual indemnifica of losses of members" (Khan, 2005; Ga-
foor, 2007).

According toStandard & Poor's (2006) and A.M. Best's Takafuhviee (2012), a takaful
manages two separate funds: one for shareholddrtharother one for policyholders who con-
siders as participants in the venture. The pagitip pay the takaful company\Wakald' fixed-
management fee or a "Mudaraba" profit-sharing é&ea combination of both, as well as pre-
mium contributions to cover potential claims. Itura, the insurer manages the various risks and
pays claims against the accumulated fundie takaful company invests participanesntribu-
tions in Shari'ah acceptable assets to yield retliite investment management expenses are
borne by the takaful company which in return shamebe profits with participants. If the accu-
mulated fund runs short (cannot pay claims), shadeins are required to provide an interest-free
loan 'gardh hasahto cover the deficit. On the other hand, if tleew@mulated fund runs a sur-
plus, the excess may be distributed to policyhalddowever, a Takaful model based on Muda-

raba transaction is illustrated in the appendig (EilL1).

1.4.4. Islamic bonds (Sukuk)

A bond is a contractual debt obligation wherdiwy issuer is contractually obliged to pay inter-
est and principal to bondholders on certain spattiflates (Thomas, Cox and Kraty, 2005). Su-
kuk commonly refers to the Islamic equivalent oh#@ie. Since interest bearing bonds are not
permissible in Islam, Sukuk securities are striedtulo comply with the Islamic law and its in-
vestment principles. Sukuk are asset-backed, statxdene and tradable Shari'@bmpatible inv

investment certificates. Sukuk is well describedTasistCertificate' that grants the investor a sh-

1 Takaful products are based on two main businestsid)l The Mudarabah model which is essentially a basistiaring profit and loss between the
takaful operator and the policyholders. The takafidrator manages the operation in return for eesbiethe surplus on underwriting and a share ofitpr
from investment. The profit as universally defirgdconventional insurance companies is then shacedrding to a mutually agreed ratio between the
participants and the operators. Management experfighe operator including agency remuneratiomnij, shall be borne by the shareholders' fund and
not from the takaful funddl) The Wakala model which is a contract of agencyams surplus sharing with a performance fee. @kaftil operator in
this case acts as an agent for participants andgearthe takaful/retakaful fund in return for ainked fee. The paid-up capital is contributed asation

by the shareholders. Therefore, the shareholdersotiexpect and probably do not mind for not reiogi\any returns on the capital donated (Economic
Research & Consultin@011).
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are ofan asset along with the cash flows and risk comuorates with such ownership (Thomas,
et al. 2005). Accounting and Auditing Organization Islamic Financial Institutions (AAOIFI)
defines Sukuk as beingCeértificates of equal value representing after gigssubscription, re-
ceipt of the value of the certificates and puttintp use as planned, common title to shares and
rights in tangible assets, usufruct and servicesquity of a given project or equity of a special

investment activity

In practice, the basic condition of issuanceifieent types of Sukuk is the existence of assets
on the balance sheet of a financial institutione Tdentification of suitable assets is arguably the
most important step in the process of issuing SuKiks differentiates sukuk from traditional
bonds as the latter proceed over interest beagogriies, whereas sukuk are, principally, in-
vestment certificates comprising of ownership ckiim a pool of real assets (Kamali, 2007).
"This discourages over-exposure of the financirggifg beyond the value of the underlying as-
set, given that the issuer cannot leverage in exckthe asset value" (AIMS, 2005). The hold-
ers' of Sukuk claim an undivided beneficial owngrsh the underlying assetSukuk holders,
however, are entitled to share revenues generatéldebsukuk assets, as well as, being entitled
to share irthe proceeds of the realization of the sukuk asgetsther distinguishing feature of
sukuk is that they will not be tradable on the selewy market, but instead they held until matur-

ity or even sold at par.

Sukuk can be of many types and techniques depgngion the type of Islamic modes of fi-
nancing and trades used in its structuring. Amdmg 14 eligible sukuk identified by the
(AAOIFI), the most important and common types ofidufunds are shown in Table 1.4 (b) in
the appendix.

1.5. Risks and challenges associated with Islamic finaa@and banking

The use of financial products that conform to Iglamic principles pose special risks and chal-
lenges. Consequently, efficient risk managemenslamic financial institutions has assumed
particular importance as they try to cope with ¢hallenges of globalization. This, however, re-
quires the development of a suitable regulatormmé&aork and new financial instruments to pro-
vide an enabling operational environment for Iskarfinance. This section briefly highlights

some of these risks and challenges which are phatlg associated with Islamic finance.
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1.5.1. Risks

There are general factors that make the operatidslamic financial institutions riskier than
conventional counterparts dd) fewer risk-hedging instruments and techniquié$, under-
developed or non-existent of the inter-bank moneykets” and government securities, altid)
the limited availability of and access to the lemdelast-resort operated by central banks. By
and large, Islamic financing contracts are expdsetharket, liquidity, operational and credit
risks, along with other risks resulting from theigue asset and liability structures of Islamic
finance (Fig. 1.3) (Mounira and Anas, 2008).

Market Risk

Liquidity Risk Operational Risk

Fig. 1.3: Islamic banking specific risks

15.1.1. Market risks

Like conventional banks, Islamic banks are alsposed to marketisks. According to the
IFSB, market risk refers téthe potential impact of adverse price movementsheneconomic
value of an asset” resulting in a “loss in on- anif-balance sheet positiohdn other words,
market risk is the current and potential risk tone&s and stockholder's equity resulting from
adverse movements in market rates or prices.

Market risks, however, generally consist ofenest rate risks, exchange rate risks, commodity

2 Islamic money market products include for exampleMudaraba Inter-bank Investme(ill), Islamic Inter-bank Cheque Clearing System
(lICCS), Government Investment Certificate (GlICidslamic Accepted Bills (IAB), etc.
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risks and equity price risks. Interest ratk is one of the most importamarketrisks faced by
conventionaffinancial institutions. Since Islamic banks do deal in interest-based instruments,
it has been argued that they relatively do not tacekind of risk. In reality, Islamic banks are
indirectly confronted with this risk through the rkap price of deferred sale and lease-based
transactions. Islamic banks can’'t go against taficr The effective returns on Islamic deposit
and financing accounts need to be of the same asdlee interest rate of conventional counter-
parties. The disparity in real returns may potdigtiepresent a threat to the Islamic banking in-
dustry. Islamic banks may face the dilemma thair tredurns may be significantly above the
rates achieved by conventional banks. Thus, mag the commercial risk of being over-
whelmed by an influx of funds for which there is stwort-term liquid market. They alternatively,
may face the ethical dilemma of reducing the reairn on their PLS investments to bring them

in line with the low interest rates of conventiobahks (Sarker, 2006).

Islamic banks explicitly use the (LIBOR) as a tiamark in their financing operations. There-
fore, it is natural for their assets to be expowethe risk of changes in the LIBOR rate (El-
Gamal, 2003). A rise in LIBOR will lead to a rise the mark-up and thus, lead to increase the
payment of higher profits to future depositors cangg with those received by the banks from
the users of long-term funds. Chapra and Khan (R@8fuethat the nature of investment depo-
sits on the liabilities side of an Islamic bank sideh additional dimension to this risk. Profit sate
to be paid to Mudaraba depositors by an Islamikbaiti have to respond to changes in the
market rate of mark-up. However, profit rates edroe assets cannot be raised because the price
has been fixed on the basis of the mark-up ratékeoprevious period. In other words, any in-
crease in new earnings has to be shared with depgdbut it cannot be re-adjusted on the assets

side by re-pricing the receivables at higher ré&ssker, 2006).

Additionally, Islamic banks are exposed to comityodrice risk becausejnlike conventional
banks, they typically carry inventory items. Theg also directly exposed to equity price risk as
the vary nature of Islamic banking is equity finawgcthrough the PLS modes. Islamic banks are
eventually exposed to the exchange rate risk in shene way as conventional peers
(Sundararajan and Errico, 2002).

1.5.1.2. Liquidity risks

Liquidity risks is the current and potential riskearnings and market value of stdukeers eg-
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uity that result from banks inability to meet olaligpns as they come due. This is especiathgn
there is an unexpected decline in a bank's net bash or clearing obligations in a timely and
cost effective manner. Liquidity risks refer alsathe ability of a bank to cheaply and easily bor-
row a fund (Koch and MacDonald, 2009). In the carivmal banking system with a well-
developed interbank market, there are a varieipsifuments available that the banks can make
use of. Frequently, for the short-term requiremeantd to cover mismatches in maturity, the
access to interbank money markets for short-termotaings gives considerable flexibility to a
bank to adjust its short-term cash flow. Secondaaykets in financial instruments have also be-
come an important source for liquidity, which backs rely on to manage their liquidity position
(Abdul Majid, 2003). As an insurance against baingble to cover an expected shortage of cash
flow in the interbank market, banks desire to hmldortfolio of marketable securities that can be

quickly liquidated in time of need (Lucas and Mctth 1989). A bank can also use the discount

window from the central bank as lender of last reso

Similarly, Islamic banks have to meet their ldjty obligations to enable the smooth running
of their business. The nature of Islamic banks redlditional issues to be addressed in order to
meet their liquidity needs in a Shari'ah compldiase (Malik and Mustafa, 2011). Many factors,
however, come together to cause such a risk spéeoifislamic banking (Fig. 1.4). The conven-
tional mechanisms of liquidity management are a#idal on interest therefore, are not permissi-
ble for Islamic banks. Islamic banks are forcedhadd higher non-productive liquidity reserves

which could lead to a lower profitability and cowllimately destroy the shareholders value.

- {| Small No: of

“ [ |  participants
- )
< |1
< No Lender | = T — Slowr
; Of Last o~ f . Development
Besort . ™ x\lul % Im |
'_______._.—-—-—'—Il Key Issues on Liquidity | Lt f
I r ..' [
I._ MManagement of [FI's - /
AT

Fig. 1.4:élbauses of liquidity problems in Islamic finangratitutions

Source: AbdudjM, International Conference on Islamic Bankifijsk Management, Regulation and Supervision -2003

The Islamic banking financing activities must lecked by tangible (real) assets, whereas in

conventional banking, these activities can be edraut back-to-back without being backed by
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any assets. Islamic assets are pre-dominantly temg-and relatively illiquid. This does not,
however, present a problem because the majoritiMw$lim countries are flush with huge
amount of cash. Under the normal market condititims,mismatch between the assets duration
which are long-term and illiquid and the liabilgi@vhich are short-term, can present a serious
challenge. For Islamic banks, it is problematiokbdain cash at reasonable cost and to sell assets
at a profitable price. This is mainly due to thecstShari’ah restrictions on the securitization of

debt instruments leading to the fact that banke hmeblems to sell its receivables.

1.5.1.3.  Operational risks

Operational risk is considered a fundamental padoing business and hence, cannot be fully
eliminated. It has also considered a dominant aisét has contributed an even larger share of
banks total risk. Operational risks refer particlyldao the possibility that operating expenses
might vary significantly from what is expected whicould produce a decline in the net income
and banks value (Koch and MacDonald, 2009; Gri@d,72. The Basel committee defines opera-
tional risk as the risk of loss resulting from inadequate or fdilaternal processes, people and
systems, or from external evént®perational risks are likely to be more sigrafit for Islamic
financial institutions due to their specific cortinaal features. According to the IFSB, operation-
al risk in Islamic banks is associated with theslossulting from "inadequate or failed internal
processes, people and system, or from externakgvecluding losses resulting from Shari'ah

noncompliance and the failure in fiduciary respbilisies”.

Operational risks in the Islamic framework maydoe to various sources including: the unique
corporate governance (CG) and control activates Ifi@mic banks should perform internally,
the non—standardized nature of Islamic financiablpcts and services (Sundararajan and Errico,
2002), the lack of an efficient Shari'ah systemetdorce financial contracts and also the sub-
stantialfigh-related risks which make banks as well as supenyistaff are not well-oriented in
the knowledge of figh, this has had the effect epriving Islamic banks of the utilization of
many genuine risk management concepts which mapetsssarily be in conflict with the Sha-
ri'ah (Chapra and Ahmed, 2002). Overall, operatiareks arising in Islamic banks generally
lead to shortfalls in bank's net income as compauniidthat expected and thus, create significant
management problems (Chapra and Khan, 2000).

22



CHAPTER 1: UNDERSTANDING ISLAMIC ECONOMICS, FINANCE, AND BANKING: ABASIC GUIDE

1.5.1.4. Credit risk

Credit risk in banking is commonly defined ak€' potential that the counterparty fails to meet
its obligations in accordance with agreed tefr(BIS, 2005). In an Islamic bank, credit risk s i
the form of payment risk arising when one partya ousiness transaction pays money or deliver
assets before receiving its own assets or casteltyexposing it to potential loss (Khan and
Ahmed, 2001). Islamic banks need to be more rigoiouheir credit appraisal system than con-
ventional banks. Islamic banks face credit riskniost of the modes of financing they generally
use. Credit risk can arise out of Mudaraba and Mrada contracts in two way9:the entrepre-
neur might face a debt liability when he/she iblkato guarantee the capital in the case of negli-
gence;ii) when the capital of Mudaraba and/or Musharakaripleyed in a deferred sale, the
capital’'s owner bears a risk pertains to the abditthe counterparties to repay (Elg&003 . )

1.5.2. Challenges facing Islamic banking arfthance

There are many challenges which are common teerdional banks. But there are several
challenges which are particularly specific to Isiafimancial institutions. Some of the most im-
portant challenges facing Islamic financial indystre identified briefly as follows (Fig. 1.5):

Sharia’ ah Arbitrage

Sharia’ ah
Compliance of a
PLS

Fig. 1.5: Main challenges facing Islamic banking

1.5.2.1. Shari’ah arbitrage

There is a diversity of opinion as to whether gatar practices or services and products are sh-
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ari'ah compliant or not (Wilson, 2007). This indiesa thatsome product@and servicesnay be
approved as being Islamic by some Shari’ah scholatsnbt by others. The significant differ-
ences in the well-known Muslim scholar's interptieta of the Islamic law relating to financial
transactions can apply not only to products andises, but also to operations and financial sys-
tems. According to Akhtar (2007), reaching conseresud harmonized guidance among Islamic
scholars of different beliefs, would let the indyssignificantly grow and strongly compete on
level playing field. Additionally, a flexible andmspler interpretation of the basic Islamic tenets

would also enhance the public acceptability foarsic products.

1.5.2.2. Sharah compliance throughout the Islamic produttlife cycle (PLS)

For Islamic finance providers, gaining approvahi the Shari'ah Supervisory Bod®iSB) on
Shari’ah compliance of a product before its laurschot only necessary, but vital. What is also
important for Islamic banks is recognizing that 8teari'ah compliance is a continuous process
which particularly means that their products (avees) are adequately monitored (Mahmood,
2009). This has, however, implications for an Istabrank’s prudential requirements as well as
conduct of business. Some products, if they br&dwdri’ah compliance rules, "can adversely
affect a bank’s solvency by converting an asset antiability on the balance sheet". However,
efficient monitoring of Shari'ah compliance may atwe reinforcing more effective SSB over-
sight through the internal auditing process anddbyeloping knowledge and more expertise

within an Islamic bank (Ainley et al. 2007; Tororfimancial Services Alliance, 2010).

1.5.2.3. Shortage of experts in Islamic banking

One main challenge to expanding the Islamic bapkndustry is the scarcity of not only the
appropriately qualified Shari’ah scholars who mgise their approval that an Islamic financial
product does not contradict the religion's prinegpbefore it can be marketed, but also the
executive specialists who are typically experts avell-versed in international and Islamic
banking operations. In practice, the supply ofntedi and experienced bankers has lagged behind
the expansion of Islamic banking (Ahmed, 2010).chter the needs of the Islamic industry,
both business and religious schools should offecigfist courses in conjunction with indus-

try experts to prepare the next generatioisbéri’ah scholars.
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Appendix- Ch.1

Table 1.4. Types of Islamic investment funds, Islamic bona& slamic derivatives

A. Types of Islamic In-
vestment Funds

Equity Funds

In an equity or mutual fund the amounts
are invested in the shares of joint stock
companies. The profits are derived
through the capital gains by purchasing
the shares and selling them when prices
are increased. Profits are also earned
through dividends distributed by the
relevant companies.

ljarah Funds

ljarah means leasing. In this fund the
subscription amounts are used to pur-
chase assets like real estate, motor
vehicles or other equipment for the

purpose of leasing them out to their
ultimate users. The ownership of these
assets remains with the Fund and the
rentals are charged from the users.
These rentals are the source of income
for the fund, which is distributed pro

rata to the subscribers.

Commodities Funds

In commodity funds, subscriptions
amounts are used in purchasing differ-
ent commodities in order to resale them.
The profits generated by the sales are
the income of the fund, which is distri-
buted pro rata among the subscribers.

Murabaha Funds

Murabaha is a specific kind of sale
where the commodities are sold on a
cost-plus basis. The contemporary
Islamic banks and financial institutions
as a node of financing have adopted this
kind of sale. They purchase the com-
modity for the benefit of their clients,
and then sell it to them on the basis of
deferred payment at an agreed margin
of profit added to the cost.

Mixed Funds

Another type of Islamic Fund may be of
a nature where the subscription amounts
are employed in different types of
investments, like equities, leasing,
commodities etc. This may be called a
Mixed Islamic Fund. In this case if the
tangible assets of the Fund are more
than 51% while the liquidity and debts
are less than 50% the units of the fund
may be negotiable. However, if the
proportion of liquidity and debts ex-
ceeds 50%, its units cannot be traded in
according to the majority of the con-
temporary scholars. In this case the
Fund must be a closed-end Fund.

B. Types of Islamic Bonds
- Sukuk Funds

Mudaraba Sukuk

These are investment sukuk that
represent ownership of units of equal
value in the Mudaraba equity and are
registered in the names of holders on
the basis of undivided ownership of
shares in the Mudaraba equity and its
returns according to the percentage of
ownership of share. The owners of such
sukuk are the "rabbul-mal". Mudarba
sukuk are used for enhancing public
participation in big investment projects.

Musharaka Sukuk
These are investment sukuk that
represent ownership of Musharaka

equity. It does not differ from the
Mudaraba sukuk except in the organiza-
tion of the relationship between the
issuer and holders of them, whereby the
party issuing sukuk forms a committee
from the holders of the sukuk who can
be referred to in investment decisions.
Musharaka Sukuk are used for mobiliz-
ing the funds for establishing a new
project or developing an existing one or
financing a business activity on the basis
of partnership contracts. The certificate
holders become the owners of the
project or the assets of the activity as per
their respective shares. These Mushara-
ka certificates can be treated as negotia-
ble instruments and can be bought and
sold in the secondary market.

ljara Sukuk

These are sukuk that represent owner-
ship of equal shares in a rented real
estate or the usufruct of the real estate.
These sukuk give their owners the right
to own the real estate, receive the rent
and dispose of their sukuk in a manner
that does not affect the right of the

lessee, i.e. they are tradable. The hold-
ers of such sukuk bear all cost of main-
tenance of and damage to the real
estate. ljarah sukuk are the securities
representing ownership of well defined

existing and known assets tied up to a
lease contract, rental of which is the
return payable to sukuk holders. Pay-
ment of ijarah rentals can be unrelated
to the period of taking usufruct by the

lessee. It can be made before beginning
of the lease period, during the period or
after the period as the parties may
mutually decide. This flexibility can be

used to evolve different forms of con-
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tract and sukuk that may serve different
purposes of issuers and the holders.

Murabaha Sukuk

In this case the issuer of the certificate
is the seller of the Murabaha commodi-
ty, the subscribers are the buyers of that
commodity, and the realised funds are
the purchasing cost of the commodity.
The certificate holders own the Mura-
baha commodity and are entitled to its
final sale price upon the re-sale of the
Commodity. The possibility of having
legally acceptable Murabaha-based
sukuk is only feasible in the primary
market. The negotiability of these
Sukuk or their trading at the secondary
market is not permitted by shariah, as
the certificates represent a debt owing
from the subsequent buyer of the Com-
modity to the certificate-holders and
such trading amounts to trading in debt
on a deferred basis, which will result in
riba. Despite being debt instruments, the
Murabaha Sukuk could be negotiable if
they are the smaller part of a package or
a portfolio, the larger part of which is
constituted of negotiable instruments
such as Mudaraba, Musharaka, or ljara
Sukuk. Murabaha sukuk are popular in
Malaysian market due to a more liberal
interpretation of figh by Malaysian
jurists permitting sale of debt (bai-al-
dayn) at a negotiated price.

Salam Sukuk

Salam sukuk are certificates of equal
value issued for the purpose of mobiliz-
ing Salam capital so that the goods to be
delivered on the basis of Salam come to
the ownership of the certificate holders.
The issuer of the certificates is a seller
of the goods of Salam, the subscribers
are the buyers of the goods, while the
funds realized from subscription are the
purchase price (Salam capital) of the
goods. The holders of Salam certificates
are the owners of the Salam goods and
are entitled to the sale price of the
certificates or the sale price of the
Salam goods sold through a parallel
Salam, if any. Salam-based securities
may be created and sold by an SPV
under which the funds mobilized from
investors are paid as an advance to the
company SPV in return for a promise to
deliver a commodity at a future date.
SPV can also appoint an agent to
market the promised quantity at the
time of delivery perhaps at a higher
price. The difference between the
purchase price and the sale price is the
profit to the SPV and hence to the
holders of the Sukuk. All standard
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shari'ah requirements that apply to

Salam also apply to Salam sukuk, such
as, full payment by the buyer at the time
of affecting the sale, standardized
nature of underlying asset, clear enume-
ration of quantity, quality, date and

place of delivery of the asset and the
like. One of the Shari‘ah conditions

relating to Salam, as well as for creation
of Salam sukuk, is the requirement that
the purchased goods are not re-sold
before actual possession at maturity.
Such transactions amount to selling of
debt. This constraint renders the Salam
instrument illiquid and hence somewhat
less attractive to investors. Thus, an
investor will buy a Salam certificate if

he expects prices of the underlying
commodity to be higher on the maturity
date.

Istisna Sukuk

Istisna sukuk are certificates that carry
equal value and are issued with the aim
of mobilizing the funds required for
producing products that are owned by
the certificate holders. The issuer of
these certificates is the manufacturer
(supplier/seller), the subscribers are the
buyers of the intended product, while
the funds realized from subscription are
the cost of the product. The certificate
holders own the product and are entitled
to the sale price of the certificates or the
sale price of the product sold on the
basis of a parallel Istisna, if any. Istisna
Sukuk are quite useful for financing
large infrastructure projects. The suita-
bility of Istisna for financial intermedia-
tion is based on the permissibility for
the contractor in Istisna to enter into a
parallel Istisna contract with a subcon-
tractor. Thus, a financial institution may
undertake the construction of a facility
for a deferred price, and sub contract
the actual construction to a specialized
firm. Shari‘ah prohibits the sale of these
debt certificates to a third party at any
price other than their face value. Clearly
such certificates cannot be traded in the
secondary market.

Hybrid Sukuk

Considering the fact that Sukuk is-
suance and trading are important means
of investment and taking into account
the various demands of investors, a
more diversified Sukuk - hybrid or
mixed asset Sukuk - emerged in the
market. In a hybrid Sukuk, the underly-
ing pool of assets can comprise of
Istisna, Murabaha receivables as well as
liara. Having a portfolio of assets
comprising of different classes allows
for a greater mobilization of funds.
However, as Murabaha and Istisna

contracts cannot be traded on secondary

markets as securitized instruments at
least 51% of the pool in a hybrid Sukuk

must comprise of Sukuk tradable in the

market such as an ljara Sukuk. Due to
the fact the Murabaha and Istisna
receivables are part of the pool, the
return on these certificates can only be a
pre-determined fixed rate of return.

Source: Data are directly obtained" as is" from
AIMS-UK, (2011); Ayub, (2007); Usmani( 2004),
and Bond.my (2009-2010)

C. Islamic derivatives

Financial derivatives are instruments
whose payoffs are linked to previously
issued securities. These are for exam-
ple forwards, futures, options and
swaps. In the conventional banking
sector, derivative instruments are
extensively used for two reasons,
hedging and speculation. The purpose
of hedging is to reduce the bank’s and
customers’ exposure to certain risks
while speculators generate risk so they
can benefit from the increased return
that risk brings. Due to the obvious
involvement of Gharar and Maysir, all
forms of speculation are regarded
islamically unacceptablelespite their
importance for financial sector devel-
opment. Consequently, the use of
derivatives for speculation is not per-
missible (Salehabadi and Aram,
2002). Hedging is allowed for Islamic
financial institutions as the derivative
instruments and the underlying assets
are structured and chosen in conformi-
ty with Islamic law requirements.
Some Shari'ah scholars accept to
consider hedging as islamically per-
missible with the aim of protecting
investors from risks of increased mar-
ket’s volatility.

The features of conventional deriva-
tives that originally contradict with
Shari’ah requirements ar€irstly, the
underlying asset is not actually deli-
vered to the owner but rather he/she
receives in cash the difference be-
tween the strike price and the spot
price of the underlyin§ In this way,
the contract is about “a fictitious
good” which contradicts the basic
principles of Islamic financeSecond-
ly, for many conventional derivatives
both payment and (fictional) delivery
take place in the future. This is gener-
ally non-permissible for Islamic
finance contract as well as the trade of
liabilities. Finally, the evaluation of
conventional derivatives is often based
on the interest-based models. Hence,
they cannot be used for risk mitigation
by Islamic financial institutions
(Gassner and Wackerbeck, 2007).
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However, general approaches can be
used to find a solution for the above
mentioned problems. On the one hand,
a number of contracts exist in Islamic
finance could be considered a basis for
derivative contracts within an Islamic
framework particularlySalam struc-
tures. On the other hand, new Islamic
products are developed, which are not
applied in practice so far such as
Khiyar and Istijrar (Bacha, 1999). For
both approaches, the admissibility is
disputed by Shari'ah scholars. The
Islamic Financial Services Board
(IFSB) holds that: For risk mitigation
instruments (in particular, derivatives)
such as the Islamic profit rate swap,
foreign exchange swap, forward (us-
ing the Salam principle), forward
foreign exchange (using Wa'd prin-
ciple), options (using ‘urbun prin-
ciple), futures contract and Bay al-
Istijrar contracts, only half of the
jurisdictions surveyed accepted these
contracts as Shafah permissible
However, the different Shari’ah inter-
pretations among jurisdictions have
resulted in non-uniformity in the ac-
ceptance and design of Shari'ah com-
pliant alternatives. Therefore, in reali-
ty, adequate alternatives to conven-
tional derivatives are very rare in the
novel Islamic financial industry and
far between in countries where the
compatibility of capital market®
transactions with Islamic law requires
the development of Shari'ah-
compliant structures.

© spot: commodity and money exchanged simulta-
neously, both on (t+0). Future: both money and
commodity are deferred until the future (t+De-
ferred: commodity is delivered (t+0), but money is
paid on a deferred basis (t+1). Salam: the opposite
deferred contract; in Salam money is paid immedjiate
(t+0), but the commodity is delivered in the future
(t+1). According to the vast majority of Shari'ah
scholars, the three types of transactions (spéeymbe
and Salam) are valid contracts. However, in futures
contracts, the delivery is generally done by cash (
the monetary difference is settled) rather thansjulay
exchange of the commodity. As a result, some scho-
lars contend that such contracts are primarily deed
speculative purposes (Islamicbanker.com, 2011).

® The Islamic capital market functions as a parallel
market to the conventional capital market for cpit
seekers and providers. Like any capital market, the
primary function of Islamic capital market is tdoa¥
people, companies, and governments with surplus
funds to transfer them to those who need the funds.
Basically, there are two products largely respdasib
for the serious growth of the Islamic capital marke
Shari'ah-compliant equity funds and Sukuk (Islamic
bonds). However, the market has expanded to include
exchange-traded funds, derivatives, swaps (slamic
swap market is a subset of the overall Islamic\deri
tive market. A swap is a derivative instrument tisat
used to transfer risk. The major Islamic swap struc
tures are the profit rate swap to a hedge against
fluctuations in borrowing rates, and the cross-
currency swap to transfer the risk of currency flize
tion), Islamic Unit Trusts, Islamic Exchange-Traded
Funds, and Islamic Commodity Funds.
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Fig. 1.6-1.11: Islamic modes of financengoexamples
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Fig. 1.6: Mudaraba transacti@ssher & Wackerbeck, (2007)
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Fig. 1.8: Murabaha transactionld@s, (2009)
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CHAPTER 2

THE GLOBAL EMERGENCE AND GROWTH
OF ISLAMIC FINANCE

2.1. Foreword

Recently, Islamic finance is crossing the religidamundaries and has witnessed incredible

growth, both in terms of assets and geographigabsh This is primerly because it is being seen
as an ethical business model. Islamic finance iturmg into a global phenomenon as hig-
hlighted by the increasing appetite for Islamidnasients across the international financial mar-
ket. Consequently, Islamic finance has the potehdtigemerge as a mainstream alternative to

conventional investments, either in Muslim or nons\im world.

However, this chapter explores the emergencdugen and rapid growth of Islamic finance
within and outside the interest-based financiatesys. More specifically, it provides a detailed
overview of the Islamic banking and finance seatmrldwide: firstly, by presenting a brief
analysis of the Islamic finance penetration inMiddle East and Africa; secondly, by analysing

the development of the Islamic finance within Ewwe@mnd the rest of the world.
2.2. International Islamic financial market (IIFM) : An overview

It is generally accepted that theodern Islamic finance came in the first part 06Q® with the
establishment of th®lyt Ghamrlocal savings bank in Egypt and tRégrims’ Management and
Funds in Malaysia (Kahf, ahmad and homud, 1998)1975, Dubai Islamic Bank (DIB), the
world’s first Islamic commercial bank was estabéidhn UAE followed by the establishment of
Islamic Development Bank (IDB) in Jeddah, Saudibdaa(lgbal and Molyneux, 2005). During
the 1980s, 1990s and beyond, the industry of Isldmance expanded steadily and spreading
around the globe. The demand for Islamic investsbatgan to grow rapidly within and outside

Muslim-majority countries (HM-Treasury, 2008). Naesys, the ideas and concepts of Islamic
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finance are attracting Muslim and r-Muslim investors seeking to invest into new bussnep-

portunitiesin many parts of the wor.

The Islamic banking and finance industry is s« grow 1520% annually (CBB, 2008). Tt
growth has become particularly visible since 20Gdinty due to the increased oil wealth acrc
GCCstates (Ayoub, 2007). The G(-States is growing in importance as an economictiad-
ing hub. In 2020, the GuBtaes is projected to be a U&-tr. economy, providing nearly 1/4
the world’s oil supplies and thus, will achieve eage annual growth of 4.5% compared with
aggregate global rate of 3.3%. Consequently, @Gukstors and sovereign wealth funds inify
and diversify their Shaiah-compliantassets into Asia and Africa (se&hibit 2.7) (The Econo-
mist, 2009). Another possible reason for such gnawtslamic finance itheenormous repatria-
tion of capitalto the Gulf region from Muslimaround the wdd after the attacks of S. 11.
"Due to this attack, experts forecast that Islab@oking could wrongly be brought into loyp-
preciation. In fact, the opposite was the cas&oaljh Islamic banking indeed was accept:
than ever before. Capitalvested by Muslims in the US did flow back to Araduntries due t
the unproven claim of money laundering for the psgof terrorism financing. Arab entre-
neurs instead feared that their accounts wouldrdmeeh in the US. This flow back of capi
triggered an even faster development of Islamic imanky Islamic banks and Islamic windo

of conventional banks in Muslim countri (Burghardt and Fuss, 2004).
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Exhibit 2.1: Map Showingconcentration of Sovereign wealth funds in Islafinancialmarkets
Source: Wyman, O., (2009)

The coverage and extent of Islamic banking andnfieavary considerably from countri
where the sector is totally Islamic such as Pakistad Iran, to others where conventional
Islamic systems coexist with eaother such as Malaysia and G@Tates. Many countries al

allowed conventional banks to set up Islamic wing', opening the way fc some of the promi-
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nent international banks to get involved. The gtowt Islamic finance, however, has been dri-
ven mostly by Muslim countries from GCC-States Asdh, and is designed to meet the needs of
Muslims around the world. In most countries, finahgénstitutions that involved in Islamic

finance are growing faster than counterparties-eatiwnal banks due to the strong demand for

products and services complied with the ethicalraodal Islamic investment guidelines.

Islamic financial sector is expanding in the ldstamic financial sector to serve Muslims and
non-Muslims who favor ethical and socially usefwestments. For example, up to 25%dssf
lamic accounts in Islamic banks in Malaysia arengpeby non-Muslims (BBC News, 2006).
However, despite that the key centers of Islanmaricial services are concentrated in Muslim c-
ountries,the trend is increasingly going global where laggeup of European countries opening
their arms to welcome Islamic finance. They evetweigh some Muslim countries in adopting
and implementing Islamic banking structures andapns. The UK, for example, is said to be
the eighth-largest global center for Islamic finame 2007, behind countries such as Saudi Ara-
bia and the majority of the GCC-countries but, ssmpgly, ahead of Pakistan, Egypt, Sudan,
Bangladesh and TurkdlFSL, 2010). Moreover, the UK'’s first stand-alolséamic commercial
bank, the Islamic Bank of Britain (IBB), reported imcrease in the number of non-Muslim cus-
tomers. This was primerly because High Street bamkbe UK offer fewer opportunities for
house mortgages, particularly during the econatnimch of 2007. Such trends have prompted
many to conclude that the Islamic banking providegable alternative to conventional banking

and is now being treated seriously by regulatordsoii, 2009).

In practice, the most well-established Islamimafice forms are: Sukuk, funds, banking and Ta-
kaful. Products that may be the subject of inn@ratnclude private equity, private wealth man-
agement, hedge funds and derivatives. By and la@eamercial banks account for the bulk of
the global Islamic assets with investment bankkulsussues, funds and takaful making up the
balance (IFSL, 2010).

The Islamic tradable bon@Sukuk) market has been the most rapidly growingresqg of Is-

lamic finance. The global market of theseset-based Islamic investment certificates hasased

1slamic Financial Institutions (IFIs) can be divitliato three main typest) institutions whose entire businesses are condiotedmpliance
with the Islamic law [so-called "fully" (IFIS)]il') Islamic window which is best described as sedezbdivision of a conventional financial
institution specialising in Shari’'ah-compliant puads and services, amidl ) Islamic subsidiary of a conventional institutishere the operations
are completely Islamic and separated from the par@mventional institution. The Islamic product genin the Islamic subsidiary is generally
broader than that of an Islamic window. Typicabiply Islamic products are provided although a austorelationship may be managed by both
conventional and Islamic sides of a bank. Most irtgatly, capital funding is provided by the pareampany on the basis of Shari'ah approved
contracts.
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more than five-fold from 2G0to 2007 (Jobst, Kunzel, Mi and Amadou, 2008). The market
estimated to be U$-70 bn in 2008 and is projected to reach-$100 bn by 2010 (Zawy:
2007a). According to Morgan Stan, the value of sukuk is estimated to be-$ 90bn in 2008,
40% of which are international issu- up from less than USb1 bn in 2002 Sukuk certificates
have been issuadternationally by sovereign and corporate eni, particularlyfrom Muslims
countries (Fig.2.1). It iseported by Dubai Chamber Econonbased on S&F (2009) that the
majority of the Sukuk issuance has been by govenisrend related entities (74.6%), follown
by corporations (22.6%) and then by financial tusitbns (2.8%).The maturity profiles (time
and periodspf Sukuk are divided in accordance with the isstaspectu (Fig.2.2). Sukuk can
be issued on a shagrm, medium or lor-term. Fig. 2.2 ensurdhat the appetite for sh-term

sukuk is much greater than that foe longer tenure.

SBN SEN
CAGR
140 35
} ) B 400%
30 80%
&0 CAGR ~30% 25
20 B 75%
40 CAGR ~70% ' 15
20 10 — 90%
> l I 50%
0 0
— = (an] =t [¥g] LE [ ) [aF]} — (o] (na] =t [T Lo [ )
= = = = = = = =~ = = = = = = =
[ [ [ (=] (=] =] [ — (=) (=] [ [ [ = [
~ ~ ~J ™~ ~J ~ ~J 2 ~ ~ ~ ~ ~J ~ ~
m Sovereign Corporate | <lyear 1 to 5 years
Sowvereign and Corporate 5to 10 years 10to 20 years
m =20 years
Fig. 2.1:Global Sukuk issuance by typeissuer Fig. 2.@lobal Sukuk issuance by type dura

Source: Zawya and Oliver Wyman analy&@610

The Bahrain Monetary Agency was among the firstregéfanks to issue Sukuk in 200]u-
kuk has been dominated by Malaysia and the UAE hytar example, issued 55% and 20f-
Sukuk to 2008, respectivelf#ig. 2.3). The trend, however, goes glotmahor-Muslim countries
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such as: China, Japand Thailand (Morgan Stanley, 2008). In Europe giaample, the Germe
State of Saxonynhalt became the first n-Muslim issuer to tap the global Islamic debt mal
in 2004, raisingg100 m or so via a Sukuk issuean innovative effort to appeal tcbroaderange
of investors. Such a trend is, however, due tdabethataninvestorcan invest ethically withot

being a Muslim

Overall,Musharaka, ljara and Murabe based-Sukuk are cleartlye mosicommon and popu-
lar Sukuk structuresvith the condition that at least 51% of the underpinningetssnust b
leased-back agéal assets§ not debt instruments (Gulf one Investemnt b&008. More spe-
cifically, ljarah basedsukuk is the mosdominanttype of Islamic bonds (e.g. over 50% of
global sukuk transactions were based on ljara mod@&ahéing in 2008), (Fi2.4 & Fig. 2.5)
(Standard & Poor's, 2009pue to the unprecedented challenges in Z lack of standardizatio
and low liquidity,the global Sukuk issuance decreased katively 52% compared with 20(
(IFSL, 2009). Thdjarah Sukuk witnessed a moderate decline of 8%tdube global financie
crisis. Musharaka and Mudaraba Sk also declined by 83% and 68%6spectively. By con-
trast, Murabaha Sukuk issuance strikinglcreased by 60% or sQverall,the tremendous de-
crease was witnessed across many of the key issuaaudket in Muslim majority countrie. For
instance, the GCGtates and Malaysia have been the hardest hitrierpang declines in Sukt
issuance of 55%ral 59%, respectively (Moody’s Investors Service).
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Concerning the Islamic fund markthe total number of Islamic fundgs expanded rapic in
recent years (IFSL, 2009 romnr around 150 funds in 2000, thEurekahedc" estimates that the
total number of Shamh compliant funds during 2008 hing risen to approximately 68(Fig.
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2.6). Ernst & Young estimates that the total valudslamic funds has grown from -$20bn in
2003 to US$44bn in 2008. Equity funds account for the largegimer (40% of funds), with
fixed income (16%), real tte & private equit(13%), @ash, commodities and other fu make
up the balanceAt the country level, 58% of the funds are invesite@ portfolio covering th
Middle East and Africa. A further 20% are in a glbportfolio, 15% in Asia, 6% in US and tt
residual 1% elsewhere.

Based on the fund sizBurekahedc¢ (2008) suggested thathe number of funds pvides a
more telling statistic (Fig. 2), as this is not a beflhaped curve as migbe expected, but one
skewed towards smallsized funds with a significa tail extending to larg-sized funds".
Hence, the bulk of Islamic funds are small scalthv@7% being less than U-$100m and
many of these having attracted only L-$10m to USD$15m (IFSL, 2010)
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Within the Islamic investment funds, the equity funds raeark one of thdargest and fastest-
growing sectors. Since the 1990s, Islamic equitydfuis said to grow by —15% per annum
(MONEYworks Guide, 200¢ The target markets for Islamic equity funds vaignificantly,
some,target the Middle East and Gulf regions, while ashgater Muslim communities in Eo-
pean marketsAs a result of the increasing demand for Islamigityginvestment, the Intea-
tional Investor (of Kuwait) in collaboration withTSE Goup, The Independent Global Ind
Company (based in London), launched the first Igtaaquity index series, FTSE Global m-
ic Index Series (GIIS) at the end of 1998. Subsetiyein 199¢ the first Dow Jones Islam

market index (DJIMI) was launched to track the perfance of companies whose activities
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consistent with Islamic principles from 34 courg (Hussein, 2004)This series encompass
today more than 70 indexes and remahe most comprehensive family of Islamic mai

measures (DowJownes, 20(

According tothe leading fund monitoring compaicalled 'Failaka Advisor', the AME info
reveal in 2008 that there agéobally over 300 Islamic equity fundsy the end of 20(. Similar-
ly, there are about 200 Shaf-compliant mutual funds available in the market,iwaccunu-
lated assets under management of aboi-$ 250300 bn (Cihak, Martin and Hesse, 20 De-
spite the considerabbtrowth inlslamic equity funds they, howeveemain in their infancy an
play a limited role in Islamic financial marke As a result of théack of interest and poor dii-
bution, someof funds have closed down. For example, the Gl&usplity 2000 Su-Fund and
Ibn Majid Emerging Markets were closed and thesetswere liquidated in 2002 (Smytt
2006). Islamic equity funds also sued from the adversmarket conditions and thus, |, 24%
and 93% of théaunched funds in 2007, 2C and 2009 have respectively liquidated (I2.8).
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In terms of thdslamic financial assetBanker’s survey of the top 500 IslanFinancial Insti-
tutions (IFIs) shows that the global total of Islarassets grew by 29.7% over 2006 to reac-
$ 500,482 m in 2007 The IFSL based on the Banker and Eiand Young (E&Y) revealed in
February 2010 that theldsnic financial services global market, measured by Islamic ass: is
estimated to have reached 8951 bn at en@008, 25% up from $785 in 2006 and 73% up

2"Although this is relatively small compared witheth/$-$74,232.2 bn in total assets amassed by the Top Wf}ld Banks in The Banker
latest global listing, the massive growth takingagel in Islamic institutions is unassailable andaexpected taccelerate” (The banker, 2007).
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on the 2006 total. Oliver Wyman (2009) estimated thy 2012, Islamic assets will rei almost
$1,600 bn According to the Euromoney Islamic Finance Review 2007/08, IFIs have rise
from one institution in one country 1975 to more than 300 institutions operating in enthran
75 countries in 2008. While Islamic banking assetse calculated at \-$ 750 bn worldwide i
2007 and the forecasts indicate that this numbkredach Us-$ 1,000 bn by 2010. The Inta-
tional Monetary Fund (IMF) puts the total assets of Islabd@oking expecte to reach US-$1tr
by 2016 (Blominvest, 20093.However, from 2007 to 2010, while the global bagkissets ar
expected to grow annually at 5%, Islamic bankingxpected to grow at 2z (Fig. 2.9 and Fig.
2.10 (Booz & Company, 2011). Oliv’s surveys (2009) suggest tinatif of the 1.4 bn Muslim
worldwide would opfor Islamic financ which will dramatically increase the global Islanas-
sets and their returns on turn. This could kppened ifgiven a competitive from numerous n
entrants has not dented economic returns as revgmowgh has been running ahead of a
growth with a CAGR of 44% over the past five yegig. 2.11).
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As mentioned earlier in this chapter, Islamic conuizd banks accounted for the majority
Islamic assets (74%f total assets Investment banks and Sukuk issaesmaking up most of
the remainder. Funds and Takaful sectors are madatabution (Fic2.12). However, "Islamic
retail banking is also a vemattractive market given its strong growth and Ioexgn market o-
tential. Islamicretail banking assets and revenues have been gg@awviover 25% per year sir

2003 (Fig. 2.1R The market is set lexpand further since nea% of Muslims woulcchoose

3 Since the first experience of Islamic banking setmisave been in the Middle East in the 1960s ithisrefore, a relatily novel industry and
no body really can estimate the exact §izamodern time. Estimates of the size of Shati-compliant assetand the number of Islamic financ
institutions vary considerably. For example, Mclkipst Co. estimates that the global Islamic finaassets could reach U-$1 tr by 2010
whilst Moody's predicts that it could reached U-$ 4 tr in 2015. Furthermorsyhile IMF estimates that the number of IFIs hasmiso more
than 300 institutions in 2008, the Association si&inic Banking Institutions Malaysia (AIBIM) estiteal that there are arnd 486 financial
institutions around the world offering Islamic pucts.

40



CHAPTER 2: THE GLOBAL EMERGENCE ANDGROWTHOF ISLAMIC FINANCE

Islamic retail banking if given a competitive anigl-quality alternative to conventional k-
ing. This is underpinned by the strcdemographic®f major Muslim countries. B202Q the po-
pulation of thetop 10 Muslim countries will grow by nearly 200 MMiith over half ofthe
popuation still under age 25. As this new generatiotees adulthood, the retail customer bas

set to double in the same period" (Oliver WymarQ9)(
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The Wholesale banking segment is clearly considerdae one of the biggest markets fc-
lamic finance with over $420 bn and $28 bn of assetd revenu, respectively. Wholesales-
sets have been growing at 34% per annum since @§. 2.14) and is estimated to reach $
by 2012 with revenues of more than $60 bn (Olive., 2009). OverajJlthe number of Islaic

banks (Commercial, Wholes and Retail) is increasing greatly around the woslidh the cor-
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centration in Muslim countries (F 2.15 and Fig. 2.16 Surprisingly, the rate of increase dur

the global financial crisis reached some 28%. Tésets of the 700 Islamic banks went uj
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$822 bn in 2009 from $650bn in 2008 care expected to rise to $1.3rr2010 Emirates Busi-

ness, 2009).
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Fig. 2.15: Number of Islamicamks inselected countries
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Fig. 2.16: Number of Islamicbanks reporting to
Bankscope (1995-2008
Source: Beck et al (2010)

Broadly speakinghe Islamicfinance market is most developed in Irdfalaysia and the ma-
jority of GCC-countries (@ble2.1 & Fig. 2.17). The GC@astitutions provide the largechunk
of the worlds total Islamic assets0.9% (80% based on O. Wyma20(Q¢)) and expanded the

most of its overall growth by 39.4% to reach -$ 178.1 bn. According to L-based firm Mor-

gan Stanley as on Fe®008, Islamic finance assets will grow at a ratbetfiveen 20% t25% in
the Gulf by 2010, as their global worth ascenditou US-$ 1.4 tr while the nc-GCC MENA

Table 2.1

Islamic finance bycountry: Banking, akaful
and fund assets-$bn

Total
2007
Iran 2353
S.Arabia 92.0
Malaysia  67.1

UAE 49.1
Kuwait 63.1
Bahrain 37.4
Qatar 21.0
UK 181
Turkey 15.8
Bangladesh 5.7
Sudan 5.3
Egypt 5.7
Pakistan 6.3
Jordan 33
Syria 0.6
Irag
Indonesia 3.4
Brunei 2.7
Cthers 7.2
Total 639.1

Total
2008
293.2
1279
86.5
840
67.6
46.2
27.5
19.4
17.8
7.5
7.2
6.3
5.1
4.6
3.8
3.8
3.4
3.2
7.4
822.1

Number

Banks Takaful Others of firms
290.6 2.6 - 23
127.1 0.8 20
84.4 2.1 37
83.0 1.0 - 18
57.4 0.2 10.0 30
44.2 0.4 1.6 34
25.3 0.4 1.8 16
19.4 - -- G
17.8 4
7.5 - 15
7.0 0.2 22
6.3 - 3
5.1 -- 18
4.5 0.1 G
3.8 -- 2
3.8 - 1
3.2 0.2 20
3.2 - -- 1
6.5 0.4 0.2 26
800.1 8.3 13.7 302

Source: IFSL (2010hased on "The Bank"
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institutions grew by 29.9% to reach US-$ 176.8 Asia, led by Malaysia, Brunei and Pakistan,
is the third largest region in the world for Islangissets, growing by 20.9% to US-$ 119.3 bn.
Such a growth is driven largly by the the wide atance of Islamic banking products. For ex-
ample, 20% of the banking clients in the Gulf andiskm Asia who would spontaneously
choose an Islamic financial product over a conwewti one with a similar risk-return profile
(S&P Ratings Services, 2008).

Despite the fact that the Islamic Republic ohltes the largest quotient of the global Islamic
banking and finance (accounting for 35.6% of thabgl Shari’ah-compliant assé{@able 2.1)),
it cannot be recognized as a proper example of toodevelop and improve Islamic finance op-
erations. This is due to the fact that the cliemtkan have no choice but to use the Islamic sys-
tem because the whole banking system has beendheompliant due to the law on interest
free banking that was passed in 1983. Furthernsleamic banks are state-owned and have little
autonomy, even in determining what deposit andnftiiay products to offer. Let alone the fact
that banks in Iran do not have Shari'ah commitiebgh is considered as one of the main re-

quirements to establish any Islamic bank (WilsdiQ7)°

Banking penetration is relatively low in AfricAccording to the Moody's special report in
2008, Africa has witnessed a modest growtlsiamic finance practices. Recently, around 37
IFls operate in Africa to serve the Muslim popuatiof "412" m inhabitants, the second largest
Muslim population in the world. Assuming that bamkientrenchment in Africa represents an
average 50% of its total GDP-per capita, the Istaimance market on the continent is potential-
ly worth relatively US-$ 235 bn. As of year-end ZQ®he actual depth of Shari’ah-compliant
financial intermediation in Africa was US-$ 18 leguating to a market share of less than 8%.
The industry however, is now highly concentrateitofievelopment in some African countries.
Specifically, more than 50% of African’s assets lagated in Sudan, with Egypt ranking second
with a much lower share of around 20%. Taking caasideration that the continent continues

to economically grow at its current pace incremientalth creation will make it easiéor the

“According to statistics from Asian Banker Reseatih,consultancy division of "The Asian Banker'e 00 largest Islamic bank’s assets grew
to UD-$580 bn in 2008, up from US-$350 bn in thevious year (a 66% rise). Compared to 2008, thetiiikes of the largest banks remained
fairly constant, with Bank Melli of Iran at the ta the list and Al-Rajhi Bank, headquartered im@aArabia, in second place. Indeed, seven out
of the top 10 institutions are Iranian, and thdra®ian banks in the list account for 40% of the 100 bank’s assets. Four other countries, Ma-
laysia, UAE, Saudi Arabia and Kuwait, accountedrfast of the rest of the wealth of the top 100 lsaWhile Iranian banks are often very
large by assets, they are not necessarily the profitable. Al-Rajhi Bank had the highest net in@at US-$1.74 bn, with the next highest,
Kuwait Finance House, just under US-$1 bn" (Newkiami 2009).

5 "Islamic banking and finance is about extendingi@b® not restricting alternatives”. Shari'ah coiapte is not a matter of national law be-

cause each institution has its own Shari’ah bddeshce, each Shari’ah board passes its own religidirgys, which extends choices in the mar-
ketplace for religious thoughts as well (WilsonpZD
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Islamic financial services sector, including Islamommercial banking, Takaful, investment and
microfinance, to develop. In practice, Islamic bank the North African countries were less af-
fected by the global crisis of 2007 partly due Heit limited reliance on international funding

and thus, have a significant room for growth ingteation in the coming years (IFSL, 2010).

Recently, the investments through Islamic finasggtems are acceptable in a significant num-
ber of Muslim and non-Muslim countries around therle such as: Jordan, Lebanon, Syria,
Egypt, Morocco, Algeria, Tunisia, Indonesia, Turkdapan, China, Kazakhstan, US, France,
Germany, theUK, Iltaly, Switzerland, Luxemburg, Bosnia and He@aena, Australia, Spain,
Irlandand US. Recognizing the importance of Islafimance, Islamic banks are expanding their
network globally. Conventional banks in Muslim ctnies along with global conventional bank-
ing majors are also now offering Islamic produatd aervices, either through Islamic windows
or through newly established Islamic entities. Tie, however, to a tremendous growth of Is-
lamic capital market products and services, ingtitis and banking clients. Since the beginning
of 2006, "The Banker" has listed (78) new largeepplay IFls formed or under formation, 60%

of which are Gulf-based.

2.3. Demand for Islamic financial products in Eubpe

The momentum of Islamic finance originates, Idimge ago, in Muslim countries not in the
Muslim communities in Europe. Recently, Islamic keamot confined to just Muslim-majority
countries but spread all over Europe. Islamic bankBurope, mainly established in the UK,
were initiated and/or sponsored by investors frooshin countries in the Middle East. The fac-
tors affecting the advancements of Islamic bankmnBurope are diverse. One of the main driv-
ers for the rapid growth in Islamic finance is acreasing Muslim population. "During 2002-
2006, the Muslim population worldwide grew at arermge of 1.9%, higher than the world’s
population growth rate of 1.2%" (Blominvest, 2008% at the end of 2009, Pew Research Cen-
ter estimates that the global Muslim populatiorodtat 1.6 bn. It is, however, expected that the
Muslim population will account for 30% of the woddotal by 2025 (Blominvest, 2009). West-
ern debt crisispursalso the global growtbf Islamic finance. The European banks, which suffer
from the credit crunch of 2007, have to investigatenew possibilities to raise funds. Given the
excess liquidity in the oil-exporting countriespgcomes reasonable to offer Shari’ah compliant

investment facilities to attract the foreign in@st By and large, Islamic banking products and
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services are attractive to non-Muslims due to greamty of repayments, ethical principles and
also due to the appeal of the PLS.

Overall, Islamic finance has existed internatiypnand has witnessed significant growth in the
last decades. While the UK has been the first movéacilitating Islamic banking and finance,
Europe with its much larger Muslim population haeager potential for Islamic finance. Next
section discusses the European experience in Islhanking and finance (the UK, Germany,
France and Turkey, in particular). It further expgashortly the success requirements for the Eu-
ropean countries and the world to appeal the Islanviestments from around the Islamic coun-
tries. Table 2.3 in the appendix addresses alsertiergence and the growth potential of Islamic

banking and finance in the rest of the world.

2.3.1 Islamic banking and finance in the UK

The UK has the highest Islamic assets of all Afestountries. Islamic finance sector in the
UK developed recently in regional hubs which arerestricted to London but further have seen
in other UKs states (IFSL, 2008). Prior to 2002 dmly Islamic banking products available in
the UK were offered either by the UK-based branasfdgliddle Eastern banks such as the Na-
tional Bank of Kuwait (NBK) or by relatively smaihstitutions such as the West Bromwich
Building Society. In 2003, HSBC launched its Amamainrent account and home finance prod-
ucts, becoming the first Islamic financial solusgprovider arm of HSBC. Lloyds TSB has also
launched a range of Islamic retail banking produetsuding primarily current accounts and
home finance. Nowadays, London has become onedfitfyest centers for Islamic banking and
finance in Europe. According to the Enterprisednel (2010), the UK now accounts for just
fewer than 2.5% of global Islamic assets and hessftilly fledge Islamic banks and malsjam-

ic Windowsoffering Islamic financial products and services.

It is no surprise that part of the Islamic finargrowth has taken place in the UK given its po-
sition as one of the leading international finahcenters. Most of the recent developments and
growth of Islamic finance in the UK refer mainly tile Government support, to give the UK’s
large Muslim community the access to financial s&w consistent with their religious beliefs,
and the favorable regulatory environment whichereouraging Islamic banks to set up opera-
tions (UK Trade & investment, 2007).
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There are several reasons that have made thaetithctive to both conventional and Islamic
financial institutions:l) the sounder and flexible framework for comparteesvork in the UK
(Global Market BriefinggGMB), 2008);11 ) the few regulatory bodies with the (FSA) as themm
one;lll ) it is easy to set up a business in the UK, j&stldys compared with a European aver-
age of 32 days (UK Trade & investment, 2007);the increasing number of Muslims plays ra-
ther an important role to increase the need fanigt finance. The data collected from the Office
for National Statistics (ONS), Labor Force Surve¥$) reveals that, in the UK, the Muslim
population has grown by more than 500,000 to 2mRi®on in just 4 years (2004 — 2008), and is
multiplied 10 times faster than the rest of society

As a consequence of considering the UK as theWegtern hub for Islamic banking and
finance, an important feature of the developmeasstaken places. According to Wilson (1994),
in 1982, the first Islamic bank was establishedlondon when the Al Baraka Investment Com-
pany acquired “Hargrave Securities”, a licensedodéaker in the UK, and converted it into an
Islamic bank. Until 1993, it operated as a retaihk offering current accounts, chequeing facili-
ties, investment deposits and house financing. lRitsdand services were predominantly tar-
geted at Arab visitors to London and high net wanitividuals from the Gulf. Due to lacking
critical mass and a change in British banking l&lvBaraka Bank re-incorporated in 1993 as
Investment Company, gave up its banking licensectogkd its three branches. It is now operat-
ing two subsidiaries, being the “Al Baraka Investin€ompany” dealing with short term financ-
ing and the “Dallah Al Baraka Investment Companghcerned with long term financing (Khan
and Porzio, 2010). In 1988, the first Islamic maggs were offered by Al Baraka bank for prop-
erties in London, with mortgages structured throaghljara rental contract, whereby the bank
purchases the property and the client repaid bytintlpimstallments and paying rent to the bank
(Wilson, 2007Db).

According to the IFSL (2009/10), different setaspects of Islamic finance were established
recently in the UK1) Five fully fledged Islamic banks were authoriz&yiThe Islamic Bank of
Britain (IBB), the first FSA approved Islamic banlBB commenced banking operations and
launched on the London Stock Exchange (LSE) - Alltkat - on Oct. 2004. It became the first
stand-alone commercial Islamic bank in the couwniti? over 50, 531 customers as of 2010. Qa-
tar International Islamic Bank (QIIB), Qatar Islaminsurance Company (QIIC), Her Sheikh
Hamad Bin Khalifa Bin Hamad Al Thani and Her Sheiliani Bin Abdulla Bin Thani Al Thani

hold approximately 60% of the bank’s shat®sThe European Islamic Investment Bank (EIIB),
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the first FSA approved Islamic investment bankBEMas incorporated in UK in January 2005.
It received authorization by the FSA in Mar. 2006 April 2006, EIIB opened for business. In
May 2006, the bank completed its IPO and was adthitb London’s AIM market. In Nov.
2006, EIlIB opened a representative office in Bahr&ilB aims to deliver a full choice of alter-
native investment opportunities, enabling Islanmeeistors to construct balanced and sophisti-
cated portfolios which can access a full range ssieticlasses internationall§). The Bank of
London and the Middle East (BLME). It was opene@@®7 to offer Shari’ah compliant invest-
ment and corporate banking to businesses and heghwarth individuals globally. Boubyan
bank (the Kuwait based bank) holds 14.97% of thklsashares in 2008, while Boubyan Capital
holds only 0.50%4) The European Finance House (EFH), a unit of Qatamic Bank (QIB),
received a banking licensed in 2008. It offers lamaed range of Shari’ah compliant investment
products and services to clients that include congsaand wealthy investors) Gatehouse
Bank which received the license in 2008. It is aolyhowned subsidiary of "The Securities
House K.S.C.C", one of the leading, investment camgs in Kuwait, which operates through-
out the Gulf region, as well as in Europe and Uise Bank is a wholesale investment bank oper-

ating in capital markets, wealth management, trgasusiness and advisory services.

II') There are an estimated 17 conventional bankshthat set up windows in the UK to provide
Islamic financial services. These banks are: Ahlited Bank (Manzil Home Purchase Plans),
Alburaq (the brand name for Islamic financial seeg that evolved from the Arab Banking Cor-
poration (ABC), through its London subsidiary ABIGternational Bank plc (ABCIB), Bank of
Ireland, Barclays (Barclays capital partnering Dulsi&mic Bank (DIB) for one of the largest
Sukuk issuance i.e. PCFCBNP Paribas, Bristol and West, Citi Group, DBrdpe Arab Bank
plc, HSBC Amanah, IBJ International London, J Arimd Co., Lloyds Banking Group, RBS,
Standard Chartered, UBS and UNB.) Twenty Sukuk issues raising US-$ 11 bn listed 8k,
exceeded only by Dubai Nasddy.) The first company to offer Takaful to the UK msints
known as "Principle Insurance Holdings Limited "veaghorized in 2008. The shareh- olders are
institutional and private investors predominantlgni GCC countries, including Saudi Arabia
(KSA), Bahrain, Kuwait, the UAE and Malaysid) The presence of twenty law firms supplying
services in Islamic finance such as; Allen & Oveéty, Eversheds LLP and King & Spalding
International LLP.VI) The existence of fifty-five institutions offeringducational and training

products in Islamic finance, more than that proglideany other country worldwide.

& The PCFC Sukuk, issued on January 2006, is tigedaiand the first convertible Sukuk issue. Itaswertible to 30% equity shares of the
PCFC entities when they go for the Initial Publiffeting (IPO). The Dubai Ports, Customs & Free Z@wrporation (PCFC) has launched a
US-$3,500 m, two-year Musharaka Sukuk, increasesizim from US-$2,800 m after orders were receiveexicess of US-$11,400 m. Barclays
Capital and Dubai Islamic Bank were the lead marsaggkthe issuance (Zawya, 2007b).
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According to the IFSL survey (2010), the totadeds for the full fledged Islamic banks and the
HSBC Amanah Finance window in the UK reached apprately at the end of June 2009 to
US-$19,411 bn (Table 2.2). Moreover, the UK setecgdent by issuing the world’s first Sha-
ri'ah compliant Exchange-Traded funds (ETFs), getibetter of Malaysia which holds a series
of “firsts” in the Shari’ah compliant finance mkat (Aziz, 2008).However, the evolution of Is-
lamic banks in UK has faced many obstacles which consttlbeing a keyspect ofsupportive
government policy that has been establishment 2068. These obstacles fall into the follow-
ing categoriesl) the previous tax law provisions, when appliedstamic finance transactions,
lead to a double taxation of Murabaha transactinamly because it involves two sales where a
financial institution buys a property and then edissit to the individual. In response to this di-
lemma, the first tax legislation catering specificdor Islamic finance arrangements came in
Finance Act 2003, in the area of stamp duty land&DLT). It catered for individuals using al-
ternative property financing arrangements (coveisigmic mortgages), removing the double
charge to SDLT (Ainley, Mashayekhi, Hicks, Rahmawl &avalia, 2007)ll ) Previously, if a
sukuk was issued, the basic problem was that tais @rose in the issuing SPV company re-
turns. Reforms were made to the arrangements $aessof Islamic bonds, so that returns and
income payments can be treataslif’ interest. This, however, makes UK a more attradica-
tion for issuing and trading sukykM Treasury, 2008; UK Trade & investment, 2007).

Table 2.2

Shari'ah compliant assetsthe UK, $ m

The Bank Year-End 2006-07 2007-08 2008-09 % change
HSBC Amanah Finance Jun-09 13960 15194 16537 9
Bank of London and the Middle Has Jun-09 1279 1196 1119 -6
HSBC Jun-09 570 698 22
European Islamic Investment Bank  Jun-09 757 648 555 -14
Islamic Bank of Britain Jun-09 289 337 394 17
European Finance House Jun-09 - 94 n.a.
Gatehouse Bank Dec-08 15 108 610
Total 16285 18055 19411 8

Source: IFSL (2010) estimates based on the Banker.

[II') The unconditional obligation on part of the bawokrepay the amount received (money
placed on deposit must be capital certain). Depssiefined under Article 5(2) of the Financial
Services and Markets Act 2000 (Regulated Activiti@sder 2001 as:a sum of money paid on
terms under which it will be repaid, with or withtdnterest or a premium, and either on demand
or at a time or in circumstances agreed by or ¢tralbef the person making the payment and the
person receiving it.”.(Ainley et al, 2007). This, however, cannot nolip&appen under Islam-

ic banking principles. Islamic banks cannot jugetéunds from customers, guarantee the return
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of the capital sum and pay them profit. That wobéllike paying them interest on borrowed

funds which is strongly prohibited. Islamic banksmally raise funds on a PLS arrangement
through Mudaraba accounts. Under Islamic principllee bank cannot therefore guarantee the
repayment of the full amount of the deposit, arat the bank customers could lose part or whole
of their deposits. This main principle did not més requirements of the UK regulations that
deposits had to be returned in full (Mounira anc#$,2008).

The solution for the above mentioned obstacle twastructure a "Mudaraba arrangement” in
such a manner that the risk of loss of the amoepbsited by the customers was very low and
that the Islamic finance depositors' are entitethe same degree of protection as depositors at
traditional banks. To do so, the Islamic bank stiaét aside reserves earned from the invest-
ment of funds in a "special reserve account” beétis&ibution of profits between the bank and
its customers. This reserve is to be used primerlgover any losses that arose from the invest-
ments and to "top up" any shortfall in the amounprmfits payable to the banks customers as
well. In fact, however, most regulatory agenciegehmade it "compulsory" for Islamic banks,
either in Islamic banks or in Europe, to be covendler deposits insurance schemes (Mohd-
karim, 2010).

2.3.2 Islamic banking products in France

Despite France has the biggest Islamic commumitiie West, authorities have been not flexi-
ble enough to introduce changes in the regulat@méwork to accommodate Islamic financial
products. Given the possible market potential dmel gtrong interest for Islamic finance in
France with nearly two-thirds of French Muslims ldeng a willingness to change to a Sha-
ri'ah-compliant bank (Fig.2.18), Par&@ms at competing with London as European hub ger |
lamic financé (Moody’s Investors service, 2008) by establishang Islamic financial services
sector. In 2007, France announced reforms to atlapanking legislation to allow more banks
to engage in Islamic finance (WSBI/ESBG, 2009)May 2008, France’s Upper House of Par-
liament hosted roundtable discussions with poéitis, bankers and Shari'ah scholars to discuss
how to support Islamic finance by raising awarerssd changing the legal and fiscal frame-
work (Ramadier, 2008). In July 2008, the FinanMakkets Authority (AMF) requested the Par-
is Europlace to establish a working group compasfegpresentatives of the financial industry
to give market participants a clear picture of lgal and transparency requirements for listing

Sukuk in France (Gordon, 2008). The findings of tiygort known as “the Jouini-Pastre report”
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concluded that France provides a welcoming enviemtnfor Islamic finance subject to certi
legal and tax adjustmentdence, France could be among the world leadersowiging Islamic

Understanding of Willing to open an Wiilling to change
Shariah-compliant account with a Shariah- bank for a Shariah-
products compliant bank compliant bank

Owverall — 52% — 84% — 64%

<€1,000 319 75% 61%
g =\ooie 53% 84% 59%
3 .
£ e.001
& oo 53% 87 % 68%
~€4,000 84% 8994 79%
18-25 50% 74% 65%
. 26-35 59% 89% 69%
on
<
36-55 43% 849% 57%
56+ 43% 86% 50%

Fig. 2.18:French Muslim interest in Islamic finar
Source: Market iterviews, Oliver Wyman analy: (2009).

financial products if the country made a small nemaf legal reformsTo this enc it would be
necessary to attract an important amount of capotéhe Paris Europlace. The report estim
that this sum should be arou€100 bn (Paris Europlace, 2008).

As stated by WSBI/ESB®009, the chairman of the Paris Europlace Islamic Finagbcm-
mittee, Gilles Saint Marqresentecto the Senate on May (2008)study on the compatibilit
between Islamic finance and the French law. study stateshat Islamic finance represents
opportunity for France. It ithereforc necessary to make some reforgpecifically the enact-
ment of a law modifying the Fnch Monetary and Financial Coded the enactme of appro-
priate tax instructionThe study futher indicates that Islamic finance will bring tfalowing
advantageso the French financial syste ) Access to new liquidityll ) positive external ic-
tors such as the integration of Muslims in Framee]lll ) proof of the modernity of French le
ard its capacity for adaptatioAccordingly, in 2009, the French Parliament hasspdsa law
which will facilitate the issuance of Sukito makeFrance ready to take Islamic finance a ¢
further (Lush, 2009)Based on thi, a set of measures were adoptdted to the conditions fi
issuing Sukuk in the French securities market the ,elimination of double taxation on reca-
tion rights in Murabaha contracts and the implemgo of the tax deducin on capital earned
from Sukuk(WSBI/ESBG, 200¢.
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French banking sector show also a consideralgagament in Islamic finance operations. For
instance, "BNP Paribas" stated in their websit¢ ith@as among the leading banks in recogniz-
ing the importance of Islamic banking since thdye&880s. It establishedBNP Paribas Naj-
mah' in 2003 in Bahrain as a global entity in orderpmvide Islamic solutions. The bank
launched the first Islamic fund under French lav2@®7, called “Easy ETF DJ Islamic Market
Titans 100” that was capitalized with $20 m in JRGO8. Similarly, the Alternative Investment
Team of the Société Générale Asset Management (S@¥abllaunched a Murabaha fund called
“SGAM Al Shari'ah Liquidité” early in 2008 and arses of Shari’ah compliant index funds
linked to the S&P’s Shari’ah indices. By and largeseems that the french government have
showed a significant interest to attract some ef@ulf-based Islamic investments which is cur-
rently flowing to London offering it a more accomdading legal and fiscal framework in
France. Consequently, the first Islamic commero&ik namely Tyseer Bankwas authorized

and it is, so far, under foundation (The Bankef720

2.3.3. Islamic finance gaining ground in Germany

Many economists believe that the Islamic bankiiag a huge potential for active role in the
German financial market. Thus, a major feasible almand a large growth prospects is attri-
buted to the German market for Islamic financiadurcts and services. This is mainly because
of the large Muslim population of roughly 3.3 nolt in Germany (Morag, 2011), with the ma-
jority of them being Turkish.

In practice, the “TNS Emnid” polling institutesised in 2000 a research study entitl€&fman
Banks and Insurances from a Turkish point of Viéviais study showed, in contrast to the beliefs
of many analysts, that the majority of the Turkmtpulation inGermanyaccepts non-Islamic
financing modes. High percentage of German Turksnigainterest paying savings books and
thus, it does not seem to be an evident religiaundlict of accepting "riba". However, at the time
of this study, Islamic banking and financial prottuand services are not offered in Germany
and thus, the validity of the results is questid@aburthermore, the study faced plenty of diffi-
culties, particularly in the form of language barsi and cultural background, which makes the
quality of information that is filtered out of tteurvey rather low (Burghardt and Fuss, 2004).
Concerning the sample that was chosen in this sitidgn be seen that it represents only 0.03%

of the total number of Muslims in Germany and thsisiot fairly enough or representative.
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In addition to the previous study, another syrvas been conducted by Burghardt and Fuss in
2004. In their study, the authors used interviewh Wwankers to analyze the German and the UK
markets for Islamic products and services from kosupply and a demand perspective. They
argue that the Islamic population in Germany masigms from secularized Muslim countries
where the influence of religion on banking and ficalaw is low. They, therefore, do not identi-
fy any particular need for German Muslims to adtivdemand Islamic banking credit products
in Germany and hence the German market does nmt, se¢heir opinion, to display a sufficient
demand for a large-scale integration of Islamickoamn products. As a result, the offering of
such products are very limited in their availapil#nd variety. In our opiniorthe survey con-
centrated on banks that are most likely to offeaniéc products, have originally based in a coun-
try with a high Muslim population, and have a btamnmt Germany which consequently reduces,
without doubt, the volume of data that can be usdtle analysis. Moreover, the survey concen-
trates mainly on people with Turkish backgroundéh@ligh Muslims of different national origin
should not be ignored as they still constitutegmificant group of the total number of Muslims
in Germany. Eventually, the branches were contalsyettlephone, and were only asked if they
currently offer Islamic banking credit products@ermany, which may lead to misleading re-
sults. Consequently, due to these shortcomingsadberacy, validity and certainty of the results
revealed by the study are rather doubtful and quresble as well.

In practice, according to Gassner (2003 and 2GB84je are more than 600,000 Muslim house-
holds in Germany. All households have €15 to 2a$sets deposited with German banks. Gass-
ner argues that the Muslim households have douidesavings rate of German households
which assigns them promising banking potential tkainderexploited at the moment. This is
mainly due to the fact that the variety of convendl banking services is not used by German
Muslims. Given the annual household income of €43am annual demand of €2.7 bn for finan-
cial services in Muslim households can be deriv@dlditz, 2009). This invitabily indicates a

large potential market for Islamic financial protkiand services in Germany.

Recently, "according to a survey conducted in(20/2% of Muslims living in Germany are
interested in Islamic finance products. If offetyda German bank, 60% of the respondents con-
sider an investment. An outstanding 94% of thenladed interest if the services were offered
by an Islamic bank. The strongest interest is shibmmortgages 62%, insurance 43% and funds
42%. Additionally, business consultancy recentlg batimated the German market potential for

Islamic banking products to amount to 1.2 bn EufBaibai Exports and AHK, 2011).
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Germany, however, made history in July 2004 wimenfederal state of Saxony-Anhalt issued
the first Islamic bonds in Europe which raised €b@0The Sukuk is for five years with a float-
ing return based on the Euro Interbank Offered Rateibor) plus one percent (Wilson, 2007b).
It was listed in Luxembourg with 40% of the isstlee other 60% of the issue sold to GCC in-
vestors in Bahrain. Citigroup Global Markets was #iranger for the Sukuk. The Shari'ah advi-
sory board of CITI Islamic investment bank in Bahneetted the legal documentation for Islam-
ic law compliance. The state of Saxony —Anhalt assGuarantor while the Kuwait Finance
House acts as lead manager for the issue. The Suatskated as —AA by S&P and —AAA by
Fitch (The Banker Middle East, 2005). However, Sukave to be asset backed and hence, un-
der German law, a "Dutch" foundation, which cormsped to the classical Islamic concept of a
Wagqf, was established. The ministry of finance ttransferred usufruct rights to its building to
the foundation, which served as the underlyingta&sassner, 2004). The structure of Sukuk is a
sale and lease backafa) arrangement, with the foundation serving as &iappurpose vehicle
(SPV) which is wound up on the termination of Sukwken the usufruct rights revert back to

the Ministry of Finance which no longer pays rensérvice the investors (EI-Gamal, 2006).

Albeit in overseas markets, German banks aradyrevell involved in the Islamic banking sec-
tor. For example, Commerzbank structuréétSukoot European Equity Fund in 2000 on behalf
of "Al-Tawfeek company for investments, the part of Jeddah-bd3akthh Albaraka Group
which was largely aimed at Turkish expatriates arn@ny and the Benelux countries. The
bank further offers a variety of interest-free catijpve products meeting Islamic finance re-
quirements such as Murabaha deposits. Additionel§t1 Nordbank signed an agreement with
Dubai-based Al-Salaam Investment to set up a j@nture company in shipping and renewable
energy. Dresdner Bank and WestLB are also invoimddlamic finance. ABC'’s branch, which
is located in Frankfurt, carries a variety of connored and treasury products and services includ-
ing Islamic banking and finance (Burghardt and F@§94). In 2006, Abu Dhabi Investment
House launched the € 600 m Gulf German Residenged, fFan Islamic real estate fund, which
invested in a portfolio of 100 buildings locatedatinghout Germany. In the same year, the CCH
Europe GmBH, a German subsidiary of UK trade fimagmoup, arranged the first Islamic Mu-
rabaha-based trade finance facility of US-$ 20 mGtobexbank of Moscow, with the funds
provided by a GCC Islamic banks. In 2007, Arab stmeent Ltd launched its debut German AlIL
Fund 1 with an investment of € 400 m invested pritpan a portfolio of commercial properties
and shopping complexes in Berlin, Karlsruhe andsBea (MENAFN Arab News, 2008).
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Most importantly, one of Germany's biggest bamksytsche Bank (DB), is pioneering capital
protected funds in the Gulf. The bank for instariees co-lead managed MTN issuances for the
Jeddah-based Islamic Development Bank (IDB). b gisneered the Islamic Equity Certificates
with National Commercial Bank of Saudi Arabia, aguwct which the advocators claimed was
the first Islamic retail product with universal rkating capability. In 2005, DB announced that it
acted as a joint book runner for a US-$ 500 m isseaf AAA rated Sukuk securities for the
IDB (Deutsche Bank media, 2005). In 2007, DB cloaadislamic Profit Rate Collar structure
with Dubai Islamic Bank (DIB). The transaction wager US-$ 500 m, and is the largest struc-
ture done in the Islamic Markets. In 2008, the beedeived the go-ahead from the Bank Negara
of Malaysia to set up a dedicated Islamic bankwuigs&iary in Malaysia (WSBI/ESBG, 2009).
In 2009, DB announced the launch 88 Mi'yar", a first of its kind platform aimed at facilitaty
the issuance of Shari’ah compliant securities. AyM, the Arabic term that mean$He Stan-
dard’, is a Luxembourg domiciled platform, developed D, with Luxembourg Financial
Group A.G. as the Shari'ah investment manager asutdehe Bank's Trust & Securities Servic-
es group providing the settlement framework (DewesBank media, 2007). Moreover, the Gulf
Finance House (GFH) announced it has signed armgm in 2009 with DB for the placement
of its second US-$ 100 m, convertible MurabahdlifgciThe deal with DB, alongside the exist-
ing relationship with Macquarie Groupis indicatiokthe interest major global financial institu-
tions are now taking in the evolving Islamic finarsector and GFH. The convertible Murabaha
instrument is also the first of its kind to be dB@d and underlines the progressive and innova-

tive Shari‘ah structuring capabilities that GFH cah upon (GFH press release, 2009).

Over and above that, there are many additiortalitees that have been performed and conse-
quently, are showing the gradual and steady spoéd#lde Islamic finance in Germany. For in-
stance, the financial cooperative baitulmal-finaaGG for corporate and institutional members
and the eGiG for private individuals offer the fat for investing the cooperative capital of
the members directly in Islam-compliant participatior to invest indirectly at an Islamic bank.
Moreover, to encounter the existent informationiaiesf in the area of Islamic banking and
finance and also to clear up the possible and perttee justified reservations against the intro-
duction of Islam-conformable investment produdts,lnstitute for Islamic Banking and Finance
(IFIBAF) came into existence in 2006 in one of thain European finance mega cities, Frank-
furt am Main. Within a short period, the IFIBAF hestablished itself as the Nr. 1 in the field of

Islamic banking and finance within the German-spegakvorld.
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Additionally, according to the Kuwait Turkish @shic Bank’s (KFH-Turkey) chairman "Mo-
hammed Al-Omar" and the CEO "Ufuk Uyan", the Gergmriederal Financial Supervisory
Authority (BaFin) has given the bank the go-aheadransform its commercial office in the
southwest German city of Mannheim into a bankirgjitation providing Islamic banking ser-
vices. The branch starts to operate at the endeoye¢ar 2009 and has been available to custom-
ers by the beginning of 2010 (KUNA, 2009).

Unlike UK, Germany faces legal barriers regamsligisthe cultural and language barriers. While
UK may have the pole position in Islamic banking &nance in Europe, Germany could poten-
tially come into view as an even bigger marketl&amic finance on condition that it acknowl-
edges Islamic finance by implementing the approprlagal framework. To support Islamic
finance, German authority should be characterizaedrb approach of equal treatment for con-
ventional and Islamic finance. Therefore, the Gowent’s financial stability objectives apply
equally to all conventional and Islamic financiastitutions. However, despite the fact that Ger-
many is one of the largest economies of the wdsldmic finance has not featured as strongly as
it has in London's trade and investment relatioitk the Muslim countries. By and large, it is of
course possible to structure Islamic financial seartions in Germany since it already has a more
competitive market position than the UK (MENAFN ra® News, 2008).

2.3.4. The considerable room for growth of Islanai finance in Turkey

It is slightly hard to talk about the Islamic dimce level playing field as compared to conven-
tional banking industry in Turkey. This is due ke tfact that, there is no particular government
support to the sector, Sukuk are pretty infrequeimarily due to the lack of regulatory infra-
structure, and also there are no Islamic windowsui&ts, 2008). However, Turkish Islamic
houses have not experienced a very remarkable lgrasviexpected. The Turkish participation
banks cover only 3.5% or so of the total Turkisinksaassets (Fig. 2.19). By and large, "with
penetration rates of only 2-4% in many marketsiethe plenty of room to sustain the explosive

growth currently being experienced in countrieg likurkey" (Fig. 2.20) (Oliver Wyman, 2009).

Following the Decree number 83/7506 in 1983,at#horization was given for Islamic finani-
cal institutions to start operations in Turkey aistoad. Since that date, six institutions have
been been established (Yuce, 2003). First, for&samic banks have formed partnerships with

Turkish investors to create joint companies of:Bdraka Turkish Special Finance Company,
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Faisal Finance Comparand Kuwait Turkish Evkaf Finance Company. Afterds, three insti-

tutions (i.e., Anadolu Finandgompany, lhlas Finance Compaanyd Asya Finance Compar
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Fig. 2.19: Share of participanabks in thesector(%) Fig. 2.20: Islamicihance penetration by regi
Source: Ahmet Erturk, 6th IADAnnual conference(2007) SourceOliver W. analysis, Banksco and CIA Fact Book

with only Turkish origins ha\ been formed. After the 2001 financial crisis at Ky, lhlas
Finance Company was declared bankruptcy, FaisanEm Company and Anadolu Finar
Company have been sold to new own As of the beginning of year 2003 there are fouartst
finance companies (speatifinance companies) in Turkel) Albaraka Turk participation ban
the part of the Gulbased Albaraka Banking Groull ) Kuveyt Turk participation bank, the pi
of Kuwait Finance House (KFHIII) Turkiye Finans participation bank, the Tish origin bank
that was founded following the merger of the comgaframily Finans and Anadolu Firs on
30.12.2005, and eventually) Bank Asya.

"Turkey, an aspiring EU member, has more Islamickblaranches than any other Europ
country, althoughhe role of Sha’ah compliant finance in itsanking system remains margi"
(Wilson, 2007b).In addition to Dubai Islamic Bank (DIB) and Abcdstic bank, institution
sud as: Amlak Finance, Dubai Be and the National Bank of Kuwait Capital, have eksshled
representative offices (or branches) and formethpeships in order to take an active role in
development of thisector in Turkey. Another transaction that drewotadf attention in 200
was that the Qatdrvased Doha Bank officially opened its represengatiffice in Istanbul. Thi
followed the strategic alliance between Dubai Bank Turkey's Daruma Corporate Finance
cooperate in structuring, executing and distritgith Sharah comgiant corporate finance ar
merchant banking services. Eventually, Dubai IstaBank (DIB) acquire MNG Bank for valt
estimated at U$ 160 m (Laurent, 2009), Kuw-based The International Investor (Tll)c-
ceeded taking over Adabank (formerly ownedhe UZAN) for a total of U-$ 32 m.
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By and large, the Islamic finance sector in Tyrkae of 2006 was about 340 branch offices (up
from 290 branches at the end of 2005), and is astichto grow at a rate of 50 new units per
year. It is also estimated that the total assetslafic banks in Turkey will exceed US-$25 bn
and will make up 10% of the total banking systeno(Mérs, 2007). Recently, a growing number
of Islamic finance houses and operations have sepce in Turkey. Dinar Standard had dis-
closed in 2007 that the HSBC has taken a leadilegimahe area of Islamic banking and finance
with its corporate Islamic facilities to Vestel Eteonics and Turkcell, together with the IDB.
According to ABC Islamic Bank press release on Ddwmer 21, 2006, Abc Islamic Bank (E.C.),
Gulf International Bank B.S.C. and Standard ChaddBank are announced the successful close
of the syndication for a two-year Murabaha finagciacility for Kuveyt Turk Katilim Bankasi
A.S. (“Kuveyt Turk”) (“Facility”). Gulf Internatioml Bank B.S.C. and Standard Chartered Bank
acted as the joint book runners, Abc Islamic BaaIC() is the investment agent while Standard
Chartered Bank acted as the documentation bankhé¥Facility. The Facility marks the first
syndication for a participation bank in Turkey. @eal syndication for the Facility received
strong support from the regional and internatiobahk market and the Facility was over-
subscribed by more than 100%. Kuveyt Turk optemh¢oease the Facility amount from the ini-
tial US$100 m to US$200 m and banks were nevedbealealed back. The syndicate comprises
32 leading banks from across Europe and the Midk.

Notably, Turkey, nowadays, is internationallyagoized as being one of the emerging mar-
kets. This serves to render Turkey a perfect hudghrg the gap between the east and the west.
Despite the banks operating on Islamic principfe3urkey are small, they are rapidly expand-

ing segment of the Turkish financial sector.
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Appendix-Ch.2

Table 2.3

Islamic banking and finance in the European countrs, USA and the rest of World

Bosnia and Herzegoina

Bosnia and Herzegovina (BiH) is one
of the new countries emerged from the
former Yugoslavia. It is a country on the
Balkan peninsula of Southeastern Eu-
rope. BiH is considered as a European
country which faced the task of transi-
tion from a socialist to a market-based
economy. As a European state with a
Muslim majority of 40% (Moody's,
2008), the potential for Islamic banking
and finance in BiH would appear prom-
ising. However, despite the fervor of
Muslims to undertake their financial
transactions and trades based on Islamic
roles, the spread of Islamic banking and
finance has been limited. "Much of the
explanation for this is political, given the
continuing tensions between the differ-
ent ethnic and religious groups, legal and
financial, given the small size of the
economy, as well as the existing banking
law" (Wilson, 2006).

The major Gulf involvement in Bosnian
finance has been through Sarajevo-based
Bosha Bank International (BBI). The
share capital of BBI amounted to KM
47, 52 m which, at that time, was the
largest paid in capital compared to other
banks in the country. The shareholders
of BBI with resources exceeding US-$
22 bn are primarily the most powerful
Islamic financial institutions from the
Middle East. BBl is jointly owned by the
Islamic Development Bank (IDB) with
45.46% of the shareholding capital,
Dubai Islamic Bank and Abu Dhabi
Islamic Bank with 54.54% share of
capital equally divided between the two
banks. All the financial dealings of these
founding shareholders are Shari'ah com-
pliant. BBI is also conducting its opera-
tions in a Shari'ah compliant manner.

BBI claims to be the first Islamic bank

in Europe, as it was established on Sep-

tember 2000. Roughly, four years before
the establishment of the Islamic bank of
Britain (IBB) in the UK. Like IBB, BBI

is a small institution with a paid-up
capital of US-$75 m. The bank faced
several challenges at its founding. Let
alone the difficulties in getting a license
due to negative perceptions amongst
non-Muslims, there is no stock market in
Sarajevo. Therefore, BBI cannot match
IBB in seeking additional equity finance
through having a listing on a local Alter-
native Investment Market (AIM) (Wil-
son, 2006). Nevertheless, in March 2002,
the bank received a permit from the
Banking Agency of the Federation of
Bosnia and Herzegovina to participate in
internal payments operations. In the
same year, BBI received a deposit insur-
ance license from the Deposit Insurance
Agency of Bosnia and Herzegovina, this,
however, raises some Shari'ah com-
pliance issues. For instance, although
guarantees are acceptable for current
accounts that pay no return, they are not
acceptable for investment Mudaraba
accounts where the client shares in the
bank's declared profits (Wilson, 2004).

Overall, banks in BiH are not allowed
to trade. This is an obstacle for BBI to
implement Murabaha in any form (Is-
lamic Finance Asia, 2009). As Murabaha
is the most common used instrument in
Islamic banking and finance, the bank
had to design different structures that are
acceptable to both bank’s Shari’ah board
and Bosnian legislation. Because BBI is
a small institution with only 11 branches,
the range of Islamic finance is very tight
in BiH. Currently, most of the bank's

operations are retail (Wilson, 2006).
Financially speaking, despite the global

financial crisis of 2007, BBI has re-

vealed until the 8 quarter of the year
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2009 an obvious increase in operations.
The total bank’s assets have been in-
creased by 2.28% due to the growth of
client's deposits. Corporate deposits
increased by 3.93% whereby sight depo-
sits and time deposits increased by
4.92% and 3.36%, respectively. Due to
the increase of time deposits, retail depo-
sits increased by 1.65%. Corporate
finance increased by 1.81%, retail fi-

nancing increased to reach 1.57%. The
growth rate of housing financing was

1.54% while long-term financing raised

by 2.93%. Eventually, short-term financ-

ing and overdraft of current accounts
mounted up by 3.6%. Thus, we could
argue that Bosnia and Herzegovina
would seem a good potential market for
Islamic finance despite the many con-
straints on market growth. The obvious
way forward would be for conventional

banks to open Islamic finance windows
to provide Shari'ah compliant products
and for Government to introduce a new

Federal banking law.

Azerbaijan

Azerbaijan is a country in the Caucasus
region of Eurasia. Recently, some
sources consider Azerbaijan to be more
closely aligned with Europe. Azerbaijan
has completed its post-Soviet transition
into a major oil based economy. Azeri
gross domestic product (GDP) grew
41.7% in the first quarter of 2007, possi-
bly the highest of any nation worldwide
(Caucasian and Central Asian Economic
Report (CCAER), 2007). The GDP has
been accelerating every year (Interna-
tional Monetary Fund (IMF), 2009a).
Azerbaijan has a population of about 8
million. Although Muslims make up
94%  of
(Moodys, 2008) and the country is a

Azerbaijan's  population

member of the Saudi Arabia-based Is-
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lamic Development Bank (IDB), Islamic
banking has made virtually no inroads in
the country. There are no real stand-
alone Islamic banks in Azerbaijan due to
the legislation that does not allow them
to exist. Despite of that, according to
Faig Mammdov, as published in Arab
News on May, 2009a, there is a huge
demand for housing finance in particu-
lar. Hence, because they are the easiest
to introduce under the current legisla-
tion, an Islamic mortgage based on Mu-
rabaha and ljara are in the process of
launching.
Apparently, Islamic banking faces
obstacles in Azerbaijan such as; the
absence of any regulatory-legislative
basis for Islamic banking, the National
Bank of Azerbaijan's (NBA) hostile
attitude, the lack of the necessary super-
visory framework, the absence of an
interest-free financial marketplace and
lastly, the lack of linkage institutions to
provide those entering this sector with
information and support (Aliyev, 2009).
Nevertheless, there are number of prod-
ucts based on Islamic financial concepts
are being offered by some banks in the
country. For instance, IBA (the State-
owned International Bank of Azerbaijan-
that dominates Azerbaijan's financial
market with a 43% share in terms of
total assets compared with about 45
private sector banks that hold a market
share of only 7% or less (Imeson, 2009))
intend to engaged in Islamic banking
operations which do not conflict with
banking regulations (International Bank
of Azerbaijan (IBA) news, 2009).

However, some progress in Islamic
financial sector has been made “hidden”
under conventional forms of banking
activites (Aliyev, 2009). For instance,
elements of Islamic finance have been
introduced into Azerbaijan via the activi-
ties of the Kauthar bank, which posi-
tions itself as an Islamic bank. "Kauthar
bank" uses Mudaraba, Musharaka, and
also the sale of bills of bank comparable

to Sukuk. It is however remaining un-

clear to how this bank is able to do this
given existing regulations. This is main-
ly because the bank is still small, not
open to the public and releases little
information as well. Historically speak-
ing, Kauthar bank is one of the first
commercial banks in Azerbaijan. It has
been working in Azerbaijan's bank sec-
tor since 1988. The previous name of the
bank was "Universal Bank". The new
regulation of the bank was affirmed in
March, 2001. On September 2001, the
bank was registered under the name of
Kauthar bank in the Ministry of Justice.
In 2002, the National bank gave Kauthar
bank the license for all kinds of activity.
The bank is considered then as the first
bank in Azerbaijan and the second bank
in CIS countries that work according to
the Islam banking system. The regula-
tion capital of the bank is 10.02 m Mana-
tas. The assets of the bank increased
from 320 thousand Manats to 18.3 m
Manats during last 7 years. The bank has
given up the operation of giving credit to
the purchasers with the Islam banking
point of view since 2002. Kauther bank
as a result of decision to manage its
operations on an Islamic banking basis
started to clean its loans and debt portfo-
lio of riba in 2005 hence, it sold its inter-
est bearing loans portfolio to Sevindj-M
LLC.

Because Azerbaijan is a country with a
completely conventional banking sys-
tem, Islamic financial institutions do not
have a special consideration. Hence, the
first and the only Shari’ah bank in coun-
try "Kauther bank" is considered to be
conventional bank according to the
official documents (Bekkin, 2009).

Another example of the Islamic finan-
cial institutions that are operating cur-
rently on Azerbaijan is the Baku, Fine-
ko/abc.az. Islamic Corporation for the
Development of the Private Sector (ICD)
established this leasing company for the
purpose to invest islamically in private
business entities in Islamic countries.

The company has one of the biggest
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charter capitals among its leasing coun-

terparts in Azerbaijan.

Switzerland

The Switzerlan is indeed considered as
the global financial hub and the world’'s
leading center for private banking. Des-
pit of that, it has been seen asske&ping
country’ in attracting Islamic finance.
"Switzerland became one of the latest
Western countries to join the booming
Islamic finance system, offering a full
range of Shari’ah-compliant banking
products and services" (Qatari daily,
2009).

Recently, the country shows some
involvement in Islamic finance opera-
tions. For example, UBS specialized in
developing Islamic wealth management
services. The bank has created a unique
Islamic finance structure that allows
their clients in Switzerlan to determine
the risk return profile that meets their
investment objectives. In 2002, the UBS
founded “Noriba” a 100% private wealth
management subsidiary specialized on
full product range of Islamic invest-
ments. In 2006, the business unit was
fully reintegrated into the firm under the
brand called UBS Islamic Finance (UBS,
2010).

In Geneva, the second-most-populous
city in Switzerland, the major early
development was the establishment of
the 'Dar Al Mal Al Islami trust in 1981,
largely due to an initiative by Prince
Mohamed Al Faisal. "Dar al mal al
Islami" is best described as an invest-
ment company rather than a bank, al-
though it continues to own 37 % of the
capital of Fisal Islamic bank of Egypt as
well as 41.7 % share holding in Ithmaar
bank (Wilson, 2007b). In 1982, "Faisal
Finance" was established in Geneva.
Since more than twenty years, the com-
pany developed holistically and has built
a large international and local client
base. Faisal Finance became a bank on
October 2006. It has joined the presti-
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gious circle of Swiss banks regulated by
the Swiss Federal Banking Commission
(SFBC). Ithmaar Bank B.S.C. of Bahrain
holds 100% of the bank.

However, it is expected that the second
private Islamic bank will be established
in Switzerland very soon (IslamOnline,
2008). Moreover, Bank Sarasin & Cie
AG focuses exclusively on “sustainable
private banking” and started to offer
Islamic investment fund and Shari'ah
compliant financial products. Eventual-
ly, the Credit Suisse offers Islamic pri-
vate banking services in line with con-
ventional products. It offers capital mar-
ket instruments, asset management and
private wealth management solutions

based on the Islamic concepts.

Luxembourg

Luxembourg is considered as the centre
for fund management. It manages more
than 30 Shari'ah-complaint funds
(Schoon, 2009). In 1983, Luxembourg
was the chosen place for the first Sha-
r'ah  compliant insurance"Takaful"
company in Europe. Moreover, the Lux-
embourg Stock Exchange was the first
European stock exchange to enter the
Sukuk market in 2002 (Flatter and Pie-
Pierron, 2009). In 2008, in addition to
the 31 Shari'ah compliant investment
funds and sub-funds that established in
Luxembourg, 16 Sukuk with a combined
value of US-$ 5.5 bn or so were listed
and traded on the Luxembourg Stock
Exchange (Luxembourg Fund Review,
2009). "The Luxembourg office of Pri-
cewaterhouseCoopers (PWC) in a report
on Islamic finance published at the end
of Oct. 2009, has urged greater involve-
ment and visibility from the Luxem-
bourg government and regulators if it is
serious about establishing the principali-
ty as a European Islamic finance hub
especially for Islamic funds and sukuk".
The report, suggests that Islamic finance
is an important niche business for Lux-
embourg (Arab News, 2009b).

Spain

In 2006, some conventional Spanish
banks such as Santander and the Spanish
savings bank “La Caixa” announced
their intentions of entering in the Islamic
market (Contreras, 2007). According to
the World Savings Banks Institute
(WSBI) (2009), the national Islamic
authority in Spain, “La Junta Islamica”
has begun a process for creating an
Islamic Bank in Spain. The first phase of
this process consists of creating Islamic
window facilities in one Spanish bank
“Bancorreos” to sell Islamic financial

products.

Ireland

Following the introduction of tax neu-
trality laws to facilitate the issuance of
sukuk by UK, France and Luxembourg,
Ireland is the latest European Union
country to join this trend. According to
the " PricewaterhouseCoopers", the Irish
Ministry of Finance has introduced
significant amendments to facilitate
Islamic finance transactions in Ireland,
especially the origination and issuance of
sukuk. Ireland, like other EU countries,
is welcoming Islamic finance and thus,
Dublin has emerged as an Islamic in-
vestment fund domicile rival to the
Channel Islands and Luxembourg. Con-
secuantly, several Shariah-compliant
funds are registered there including the
Oasis Crescent Global Equity Fund and
the recently-launched CIMB Global

Islamic Equity Fund (Arab News, 2010).

Australia

Since the beginning of its operations in
1989, MCCA (Muslim Community
Cooperative) has rooted its position at
the forefront of Shari'ah compliant
finance and investment in Australia.
"Home ownership" is one of the main
concerns of MCCA to assist Muslim
families to realize their goals without

compromising their Islamic principles.
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Moreover, ICFA Ltd was established in
1997 to fill the gap existed in Australia
in fulfilling the desire of growing Mus-
lim community to be able to deal in
accordance to their religious principles.
Similarly, "Iskan Finance" is established
in 2001 as a wholly owned Australian
business with the core objective to better
service the home financing needs of the
Australian Muslim community. In 2002
also, Iskan Finance commenced business
with its Murabaha Facilitation Program.
It has further developed its "ljara wa

Igtina" (“lease to purchase”) facility.

Eventually, the year 2002 saw the birth
of "Salic Pty Ltd" as comprehensive
provider of a Shari'ah Approved Lend-
ing & Investment Corporation. It is
dedicated to helping its customers
achieve their financial goals (means
saving for retirement, a child's educa-
tion, buying a new home, or asset build-
ing) in line with islamically based prin-

ciples.

Kazakhstan, Netherland, Russia,

and Denmark

Many Islamic banks and financial
institutions have been initiated in the rest
of world such as LARIBA bank in Ka-
zakhstan. The first experience of apply-
ing Islamic finance in Kazakhstan took
place in 2003, when "Bank TuranA-
lem"(BTA) got the first loan on a Mura-
baha basis, which was fully compliant
with Shari'ah. In 2006, two other Ka-
zakh banks "CenterCredit" and "Alliance
Bank" also used the opportunity to re-
ceive Shari‘ah-compliant loans from
Islamic banks. In Kyrgyzstan, the "Eko-
bank" has provided Islamic financial
services and products through its "Is-

lamic Window".

In 2007, the finance minister Wouter
Bos announced that the Netherlands
would review its role in the Islamic
finance industry. Since then, De Neder-
landsche Bank (DNB) has published a
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study on the potential regulatory issues
that would have to be addressed when
introducing Islamic finance (Schoon,
2009).

In Russia, “Forte-Bank” starts utilizing
Islamic financing tools in its operations,
through “Badr-Bank”, an Islamic unit
established by “Forte-Bank”. In 2000,
“Forte-Bank” merged with “Badr-Bank”
into “Badr-Forte Bank”. In 2005, a con-
sumer society “Menzil” established
under the auspices of “Badr-Forte Bank”
to offer Halal residential mortgage pro-
grams for Muslims. However, the license
of Badr-Forte has been revoked in De-
cember 2006. In 2004, on the basis of
"Itil"  insurance company (Tatarstan
Republic located in the very heart of
Russia), Islamic insurance directorate
was established. The main area of re-
sponsibilities of the directorate was
working out the concept of takaful in
Russia. As the company did not have
enough money to realize the project at its
own expense, the agreement was reached
between "Dubai Islamic Insurance and
Reinsurance Company (Aman)" (the
UAE) and "Itil" insurance company to
joint efforts in order to establish the first
takaful operator in Russia. The manage-
ment of "It planned to convert the

company into an Islamic insurance com-

pany. In 2005, the first ever Islamic
insurance project in Russia based on

"Itil" insurance company ended off.

Finally, in 1982, the Islamic Banking
International Holding, then part of "Dar
al-Mal al-Islami" established Islamic
Bank International of Denmark. The
Danish Banking Supervisory Board did
not recognize an Islamic character of the
bank and sometime later the bank was
converted into an investment company.
It should however, be noted that this
happened to most of Islamic banking
institutions that emerged in Europe
during the period "1970-1980s" (Bekkin,
2007).

USA

Shari'ah-compliant mutual funds are
offered by intermediaries such as the
Amana Mutual Funds Trust, Azzad
Funds, and the Dow Jones Islamic Fund.
International financial intermediaries
also provide Shariah-compliant financ-
ing "SCF" in the US. Islamic investors
from the Gulf region have sought to
geographically diversify their financial
portfolios and to invest their oil wealth
in US assets (llias, 2010). According to
WSBI (2009), the Bahrain-based Arcapi-

ta bank has structured many Shari'ah

compliant transactions in private equity
and real estate in US. US-based compa-
nies have taken advantage of alternative
funding sources through Islamic-
financing abroad. Loehmann’s Holdings,
Inc. and East Cameron Gas Company
have issued rated Shari‘ah-compliant

bonds.

However, many investors consider
"SCF" to be more reliable than conven-
tional financing particulalry during the
financial crisis (Modi, 2007). As a result,
some new Islamic financial instutions
were established in US. US have now
two Islamic financial institutions i.e.,
American Finance House (LARIBA) and
the University Islamic Financial Corpo-
ration, Ann Arbor.

Acknowledgment: some of the non-cited
information that has been mentioned in
this table was extracted directly from the

website of the discussed institution.
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CHAPTER 3

ISLAMIC FINANCE AND THE GLOBAL
ECONOMIC CRISIS

3.1. Preface

|t is well known that the US has faced the financi&is and the credit crunch which threaten

the worldwide economic and exposed fundamental nesdes in the global financial systems in
autumn 2007. The whole world has been adversebct&ifl at varying degrees by this crisis.
Major European economies have been severely infeeeiby the sharp economic downturn.
Developing economies have also not been immune fteencontagious effects of the crisis
simply, because they have capitalistic financiatkees where large sums of wealth are subject

to the process of speculation.

Muslim economists refer to the current globakisrias a result of conventional-interest rate.
"Huge budgetary imbalances, excessive monetarynsiqa, large balance of payments deficits,
insufficient foreign aid and inadequate internagilocooperation can all be related to flaws in the
theory of interest, which is also the rote of thisis" (Igbal, 2004). The proponents of Islamic
banking system expect that the crisis could noplagn Islamic economic (banking) system,
mainly because it operates in accordance withulesy principle goals and functions of Islamic
law. The socio-economic justice and the equitalid¢ridution of income are among the most
important Islamic goals and functions necessaryaf@table economic system. Economics in
Islam seeks also to establish a "broad-based edoneeti-being" with optimum rate of growth

and fair and “full” level of employment (Chapra,®).

The aim of this part of the thesis is to focuertlif on the financial crisis of 2007 in the global
conventional financial market. It will primarily pd out the various factors that have

contributed to this crisis. The Islamic perspectvesuch factors will be presented to show how
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Islamic economic systenmight help to bring stability to the world's economic teye.
Eventually, the reatffects of the crision Islamic financeavill be briefly being discusse

3.2. The roots of theglobal financial crisis of 2007

The financial crisis of 2007 is considered to be thorst financial crisis since the Gr
Depression of the 1930s (Lightman, 2009). The <rntributed to the collapse of lat
financial institutions, the bailout of banks by gowments anthe downtuns in stock markets.
Booz & Company (2011) introducthree major triggers (origin®f the most recent subprime
crisis: Misaligned incentive structures, ontrolled financial innovatior and the Erosion of
prudency (ExhibiB.1). Thecrisis, howevercan be attributed to a number of factors pervasi
both housing andcredit market. The oot causes include for exam; the inability of
homeowners to make their mortgage payments, ris&gtgage products, high corporate d
levels (overeveraging), and internationtrade imbalances.

The proposed root causes of the global financial crisis of 2007 (GFC)

Misaligned incentive Uncontrolled financial Erosion of prudency
structures innovations
» Short-term profits as *Increasingly complex s Looser  undenwriting
sole rewarded goal. financial engineering and risk management
technigues employed standards allowed in
exchange for short-

* Mo consideration for

. term gains.
other stakeholders » Ricks separated from

objectives build into actual underlying. e e
compensation scheme. regulators  interfering

s Encouraged  excessive too late too litde to
* Mo regard for system lending and risk taking. Prevent crisis.

stability encouraged.

* Development was not
accompanied by similar
advances in BOVErNAnce
processes  and  risk
mManagement.

Exhibit 3.1:The origins of the global financial crisis of 2(
Source’Booz & Compar, (2011) based on the Islamic Finance and Global Roial Stability Report (201

Broadly speaking, thfalling interest rates and the huge infloafsforeign fund created easy
credit conditiongrelaxation of lending criter) prior to the crisisfueling the housing bubble

and encouraging deffinanced consumption (Das, 2010). Agart of the housing and cre
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booms, the number of complex structures of findnageements such as: Mortgage-Backed
Securities (MBS) and Collateralized Debt Obligai¢@DO), clearly increased. Low initial rates

on adjustable rate mortgages (ARM) and low downnpant requirements encouraged short-
term speculation with the hopes of selling or raficing at more favorable terms. The collapse
of the global housing bubble peaked in US in 2086sed the values of securities tied to real
estate pricing to plummet and the high defaultsateincrease quickly. Home prices start to
decline as interest rates rose creating a poaraiefing environment. Falling prices resulted also
in homes to worth less than the mortgage loan,igmy an incentive to enter foreclosure. This
continues to exhaust wealth from consumers andesrtte financial strength of banks. A rapid
increase in default activity followed as home psi€ailed to rise and mortgagors were unable to
refinance upon the expiration of the initial rat8ecurities with risk exposure to housing market
plummeted, causing great damage to financial utgiits. Stock markets suffered large drops in
2008 as questions arose regarding the solvencyamfrriinancial institutions and liquidity in the

credit markets dried up. Worldwide growth slowedthwthe tightened credit markets and

declines in international trade. Governments, etnianks and international organizations
implemented different fiscal and monetary exparsiolans, in addition to institutional bailouts,

in attempting to overcome the crisis (Logojan, 20@9min, 2009, Eghan, 2009, and

Bhulipongsanon, 2008). However, a simple explamatb what really happened and how the

financial crisis of 2007 has started can be founthe appendix.

3.3. The impact of the global crisis on Islamiinance: the case of Dubai debt crisis

In 2009,the financially property development arm of the BiugovernmentNakhee)] faced
default on a USD-$4.1 biNakheelwas supposed to pay the last rental coupon ofsihenic
bonds (Sukuk) and buy back the assets. Unexpectedlyai government asking the creditors to
reschedule repayment made the financial world parie reaction was sharper in Europe as the
boom in Dubai was immensely financed by foreignd(Table 3.1) such as: Lloyds, RBS and
Standard Chartered that have exposure of $5bn tar Babai World (Hasan, 2009).

The financial trouble ilNakheelmade the growing popularity of Islamic banking déindnce to
be subject to a solidity and stability test. It htitpe seen as a typical collapse of Islamic finance
from the point of view of some analysts. This icdnese most oNakheel’'sborrowings are in
Sukuk. Based on the Agence France-Presse (AFP)ukSueke structured to resemble

conventional bonds, meaning the risks of ownersirg transferred to the issuer rather than
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shared by thenvestors. This suggests that much of Dubai's Spgnidas gone on speculati
construction projects. This,iflowezer, considered asne of the criticisms of Islamic produc
and servicesIn another word, nstead of coming up with products that ref the spirit of
Shariah, they are structuregery similar to conventional producillt is, additionally clear that
Dubai violated one of the main Islamic principles.,i 'Shariah antiexcessive levera" and
hence, relied "heavily" on debt and leverage imnrutsh to build a leading business hub in

region (AsiaOne news, 2009).

Table 3.1
Lending fromWestern banks to the U/2008 and 2009-bn$

Ehye New Pork Times Nowember 27, 2000

Lending to the United Arab Emirates

Western banks have lent billions for real estate, construction and
other investments that have helped fuel the rapid development of
Dubai and the six other emirates of the United Arab Emirates.

FOREIGN FINAMCIAL EXPOSURE LOANS BY BANK,
TO THE UNITED ARAB EMIRATES UNITED ARAB EMIRATES
At the end of March 2009 At the end of December 2008
Total foreign claims: $129.7 billion HSBC Bank Middle East $17.0 bil.
European banks: 93.3 billion SRANHRCE G IPEL bl by b
Barclays 3.6
Britain $51.2 billion RBS (ABN-Amro) 2.2
United States 13.4 Arab Bank 21
France 11.2 Citibank 1.9
Germany 10.9 Bank of Baroda 1.8
Japan 89 Bank Saderat Iran 1.7
Metherlands 52 BNP Paribas 1.7
Switzerland 4.5 Lloyds TSB 1.6
Austria 20 Habib Bank {Zurich) 1.4
Belgium 2 United Bank Limited 0.8
Spain 1.1 Arab African Int'l Bank 0.7

Sources.: Bank for Intermational Selilements fcountny exposurel;
Ernirates Banks Assaciation (bank loans) THE MEW YORK TIMES

From another point of view, many analysts belidwa the Nakheel crisis not a sign of any
systematic weaknesses in Islamic finance per sdtaidheconcerns about such a crisis hi
been overstateblecause of the lack of familiarity with this noweeld modern concept of financ
Hundley, (2009) illustratedor exampl,, thatNakheelappears to be going through liquidity
crisis, not a wholesale collag", and that both Nakheel and Dubai, still e adequate quantity
of assets to face such financial crisis. Nak’s assets were valued at U-$40 bn against
liabilities of just under USC$20 bn, even after writing down its real estateestinents
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By and large, Dubai's trouble reflects the extanproblems associatedth the credit crunch of
2007. The story started with Dubai's booming retéte market "going bust" at the start of
2008. The competition created extra supply, prgperices crashed, the average fall being
around 40% of their value in 2009, and profit masgare vanishingDubai was in part a victim
of the global meltdown and was also overtaken byuanded optimism and mismanagement"
(Hasan, 2009). The world's economic crisis ledeed] to the emirate's steepest property slump,
with home prices dropping 50% from their peak i9QProperty Funds World, 2009). Shostak,
(2009) suggests that "the key factor behind th@scm Dubai is the classical boom-bust policies

of the UAE central bank" and thus, not purely dughe Islamic finance operations.

3.4. The Islamic solution to the global financiatrisis

Despite of the global financial crisis and theeegmg dilemma in Dubai, Islamic financial
institutions have remained slightly insulated frdme global financial downturn. Islamic banks
outperformed conventional banks in 2008. They camd to experience significant profitability
performance, robust credit and asset growth, agtl kxternal credit ratings (McKinsey &
Company, 2010d) This is because Islamic law completely prohikstamic banks from handling
interest-based instruments. Islamic banks didrvest in the structured products that based on
derivatives thus, haven’t suffered from the fall sach instruments’ values (S&P’s, 2009).
Islamic banks tended to be more conservative iim tbeding practices. Lending could increase
the borrower's wealth at the expense of low-incafasses. Consequently, lending can not only
fuel speculation, but it can also cause inflatiohew it exceeds savings (Mirakhor, 2009).
Islamic banks avoided credit default swaps and kepigh level of liquidity on their balance
sheets (Hundley, 2009). Islamic banking prohilis artificial creation of money by a process
known as “fractional reserve". In the fractionateeve practice, banks lend more money than
they have in deposits. This creates, consequemtiyancial bubble in the economic system, as
very little equity can be used as collateral tartarsignificant sums of money (Hassan, 2009).

1 For example, in both Kuwait and Jordan, the Islanainks' assets grew by 15% in 2008 while the tmtaking sector grew at 11%. Islamic windows of
conventional banks have continued also to growdtgpislamic windows of the top five conventionartks in Qatar and the UAE grew by 80% in 2008
when compared to 2007. The growth in Islamic firaassets has lead to an increase in Islamic bapkinetration in key markets. Qatar's Islamic firanc
sector assets have grown from 12.5% in 2003 to%20r82008 as a proportion of total banking assBtskey's Islamic finance sector has grown from
9.7% in 2003 to 15.7% in 2008 as a proportion t#ltbanking assets (CPI FINANCIAL, 2009b).
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Islam also prohibits Islamic banks from sellifgngs not owned which precludes complex
contracts such as CDO2 and CDS. Islamic finangisiesn distributes risk in different way as
compared with conventional finance. While the saggregate businesssses mayarise their
different distribution makes the whole system lekegly to result in corporate bankruptcies.
Islam imposes on its adherents, either Muslims am-Muslims, a requirement for ethical
practices. Accordingly, Islamic banks should natdlenoney to customers if such borrowing is
not in their best interest. This would, for examjle applied to the provision tflamic housing
finance to sub-prime borrowemsho could not afford the cost once any low-costodtictory
period had elapsed (Amin, 2009). Eventually, Isiaimanks source more funds from deposits
than conventional banks. Customer deposits fdskimic banks in the UAE, Kuwait, Qatar and
Saudi Arabia in 2008 represented 69% of liabilitiesmpared with 54% of all liabilities for
conventional banks in the same region and periotkihsey & Company, 2010).

3.5. Stability and potential of Islamic financeduring the financial crisis

It is known that each financial crisis call faew regulations, government guarantee of
deposits, and bank bailouts. Mirakhor (2009) stadked during the great depression in 1929, a
number of scholars offered a proposal to the gawent of the US for the reform of the financial
system. The decisive of the Chicago reform plamesponds to a large degree to the core of the
financial system that emerges from Islamic fundamen The reform proposed a two-tier
banking system) 100% reserve banking that would preclude monegticne and destruction by
the banking system, which would consequently fpligtect deposits and the nation's payments
system, andi) a regulated investment banking system without gowent protection such as a
deposit guarantee system of insurance. Islamia@i@asersion converts the second tier into an
equity-based system in which interest is prohibitddakhor further added that the theoretical
analyses of such a system have demonstrated gseimhstability. This conclusion stems from
the fact that no maturity mismatching is possilihee there is a 100% money reserve system in
place and because any asset-side price inflatiodefiation is mapped one-to-one onto the
liability side of the balance sheet of the finahaiatitution.

Based on the above discussion, we could initialiyue that if the requirements of Shari’ah
were properly implemented, the financial crisi007 would not happen. As a matter of fact, at
the beginning of the crisis, there is a confidéatt islamic finance was relatively immune to the

rapidly spreading influence because it was basegttunal financing to support real activities. In
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practice, the property bubble has burst in Islafimancial industries just as it has in US. Some
banks have suffered, in the early stage of thescréshigher rate of non-performing loans than
conventional banks, mainly due to their exposurefaiting real estate markets. Revenue,
profitability and liquidity have been also adveysaffected in both 2008 and 2009 (IFSL, 2010).
Islamic financial institutions were over exposedptoperty and equity and so, have suffered
substantially from the collapse in confidence whids reduced sukuk issuance (Fig.3.1) and
equity funds value. Islamic Finance Information &= (IFIS) has published a report on the
global Sukuk market for first half of 2009. The ogjpshows that the global Sukuk issuances
continue to decline standing at USD-$ 9.23 bn ateJR009, 20% less than H1-2008. This
decline is significant in the GCC-States where nudsthe Sukuk are dollar denominated and

local currencies remain pegged to the dollar.
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Fig. 3.1: Sukulolghl issuance by year- US-$bn annual issues

Sources: Zawya Sukuk Monitor, Islamic Financial Informatiervi8e, Moody's (2009 a), IFSL and Ernst and Yourig(#009).(*: IFSL estimate, **E & Y, IFIR estimate)

Although global Sukuk markets were negativelieeted by the global recession in 2008,
Islamic bond issuance rose 40% in the first 10 mendf the year 2009. They, therefore,
offsetting the 55% decline seen in 2008, and grdteld to reach around 50% by the end of 2009
(Moody's, 2009b). Data from Zawya Sukuk Monitor wkahat the value of Sukuk in the third
quarter of 2009 rose to $6.2 bn, up 82% from US4t a year earlier. According to IFSL
(2010), Sukuk issuance rose from the low point 4f2D08 to reach $6 bn in each of Q3 & Q4
2009, resulting in an annual total of $20bn, uBBY6 in 2008.

On a country level, South East Asia dominatesSihkeuk market with total issuances reaching
US-$ 7.8 bn in 2009, representing 88% of total gld@ukuk issuances for the H1-09. Only 12%

of H1-09 issuances came from the GCC-States, with worth of US-$ 1.1 bnAs for Malaysia
75



CHAPTER : 3 ISLAMIC FINANCE AND THE GLOBAL ECONOMIC CRISIS

and South East Asia, the recovery of the Sukuk etahlas started in 2009, with issual
increasing by 29% in Malaysia and 93% in IndonéBig.3.2). The Malaysian Sukuk market h
been largely unaffected by the glolcrisis in securities markets. Thgsbecaus the issuance of
sukuk in Malaysia is largely ringgit denomina The value of the ringgit is determined b
trade weighted basket which has appreciated aga@4iS dolle (IIFM, 2009)

IFIS suggests that the longer term prospects reistrong and look promising well due to the
little possibility of default with Sukuk in the Gubs issuers can easily meet their payn
obligations, given the record olil prices, on the tvand (S¢P, 2009).0n the other hand, this
due to the fact that the Islamic finance marketmsll at present compared to the conventi
market, so that its capacity to increase is immefRsethermore, the innovation that Islar
finance has shown in the tagars indicates that it is a fast learner andlitha likely to responc
to the challenges by emerging as a stronger amgrigrart of the global financial indust
(Farmida BI, 2008).
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Fig. 32: Global Sukulmarket - new issuances (by country)
Source: Booz & Compan(2011)

Similarly, equity market haalso not been immune to thegative effects of thcrisis. The total
value of equity funds numbering around 420 in 2@Bfrom US-$ 17.2 bn ¢ end-2007 to an
estimated US-$ 12.5 bn e2@08 (IFSL, 2009)Fig.3.3). Strikingly,Eurekahedge estimates tl
the average return on Islamic eq funds was 22% in 2009, recovering from an averatjeof
28% in 2008 (Fig.3). This was close to the return on the global tyguidex, up 25% in 200
following a fall of 37% in 2008. By and large, Islamic funds havemeed an average of 0.1%
year since 2000, better than t-4% generated by global equities, but well shoi the 6%

achieved by bonds.
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Additionally, S&P global benchmark indices of Srah-compliant companies lost furth
ground over thefirst quarter of 2009, declining more than 6% doethe financie market
disruptions. Despite the liquidity crunch anlowing world economies that hinder marl
performance, Islamic equity market showed sometipedrends in 2009. For example, the S

Global BMI Shariah index which measures the performa of 4,700 Sha’ah-complaint stocks
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Fig. 3.3: Islamic equitjunds worldwide- $bn Fig. 3.4.Annual percentageateof ROA worldwide

Source: IFSL (2009) basesh Eurekahedge, Greenwich Alternat
Investments and S&P.

Sources: Zawya Sukuk Monitor, Islamic Financial Informaticerviée, Moody't
(2009a), IFSL and Ernst and Young IFl, (2009).(*:SIF estimate, **E & Y, IFIF

estimate)

across the world’s largest developed and emergiakets, eased 6.2%y the end of March
2009,compared with a 20.8% decline over 4" quarter of 2008 (CPfinancial, 200 a). Due
to the religious restriction§&P 500 Sha’ah Index have alssurvived the financial crisis bett

than some conventional inde: such as S&P 500 Index (Fig 3.8Bdoz & Company, 201(
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Fig. 3.5: S&P 500 Shasdh Index vs. &P 500 Index
Source: Booz & Company (2010) based on Internatidahetary Fund; Bloomberg; Booz & Company ana
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Over the yea”009, the Dow Jones Islamic Stock Market World ndeas up 30.26%, slightl
outperformed by the Dow Jor Total Stock Market World Indewhich was up 30.56% over tl
same period (Fig. 3.6 arfdg. 3.7) (NewHorizon, 2010)in comparison to the S&P 500 Ind
which fell a staggering 38.5%, and the Dow Joneésidirial Inex that showed a record dec!
of 33.8% in 2008, the Dow Jones Islamic Finananaek exhibited a more modest loss of
for the year (Tayyebi, 2009Based on the close of tradioeg 29 March 2011, the global Dc
Jones Islamic Market Titarl00 Index, which measures the performanf 100 of the leading
Shari’ah compliant stocks globally, dropped 1.22%nth-to-date. In contrast, the Dow Jor
Global Titans 50 Index, which measures the 50 lsggempanies worldwide, posted a los:
1.80%. Furthermore, the Dow Jones Islamic Markeia/Pacific Titans 25 Index, whic
measures the performance of 25 of the leading @hacompliant stocks in the Asia regic
decreased 1.32%ompared with a loss of 6.13% posted The Dow Jones Asian Titans
Index. In Europe, the Dow Jones Islamic et Europe Titans 25 Index, which measures
performance of the 25 of the leading Shari’ah caamplstocks in Europe, posted a loss

2.28%,relative to a loss of 1.54% recordedthe conventional Dow Jones Europe Ini

3-Aug-06 17-Dec-07 30-Apr-09 13-Sep-10 26-Jan 3-Aug-06 17-Dec-07 30-Apr-09 13-Sep-10 26-lan
-12 -12

Fig. 3.6: Dow Jones Islamic Market World Inc Fig. 3.7: Dow Jones Global Total Stock Market Ini

Source: Dow Jones IndexX@shttp://www.djindexes.com/islamic/index.cfm?go=oview.

Overall,Islamic investments in shares are essentially éineesas those of conventional eqt
investments. But, thtype of stocks is restrictiand thusjnvestments in companies involved

gambling, tobacco or those that have excessive(dedater than 30% of equity) would no..

2The Dow Jones Islamic Market World Index (DJIM Wi™) was thefirst benchmark of investment performance for thabgl universe o
Shari'aheompliant equities. Since the launch in 1999, &N World®") family has expanded to provide a wide varietydbenarks trackin
Shari'aheompliant securities including indes for specific countries, regions, industries anatkat capitalization ranges. Effective July
2009, the selection universe for the DJIM Indexeduides the components of more than 65 co-level benchmark indexes. To determine tl
eligibility for the DJIM indexes, the stocks are screened to etisareach meets the standards set out in thespedlimethodology. A ccpany
must meet Shari'ah requirements for acceptableuptsdbusines activities, debt leveland interest income and expensehe methodology is
approved by the independent DJIM Index Shari‘areBiigory Board. However, a detailed explanatiothefDJIM Worlc™ Indexes is provided
in the DJIM Rulebook (2009Available onlin: at: http://www.djindexes.com/islamic/index.cfm?go=methlmgy.
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Shari’ah compliantDue to the latter restriction in particular, it @aps that Shari'ah compliant
investors have benefited from the screening ofniorel stocks, while their proportion in non-

Islamic indices is likely to have contributed teithpoor performance

From an empirical point of view, a joint survegshbeen performed by "HSBC Amanah" and
"The Banker Magazine" in (2009) in order to exantime effect of the global financial crisis on
Islamic banking and total assets. The survey shawatlslamic banks continue to boost their
investments and other assets, while at the sangeavuniding mistakes that have bedeviled some
of the world's biggest conventional banks in thekevaf the global financial crisis and thus
Islamic banks perform slightly better during theaincial crisis in comparison with conventional
banks (HSBC Amanah, 2009). The survey stated hkctie assets held by Islamic and conven-
tional banks with Islamic windows rose by 29% ir09Go US-$ 822 bn, from US-$ 639 bn in
2008. Surprisingly, at a time when asset growtltanventional banks slumped to 6.8% from
21.6% in 2008, balance sheet assets of Shari’'alplgamh banks rose 28-29% from USD-$622bn
in 2007 to USD-$800bn in 2008, of which USD-$701kere in commercial banks and USD-
$99bn in investment banks. The survey said themisldinance industry continues to build a
strong track record and is expected to sustaigrasvth, with assets forecast to hit US-$ 1.033
bn in 2010. According to figures compiled by thaaksBanker, in the face of a global recession,
the top-100 Islamic banks saw their combined asgeiw by 66% in 2008 (Zawya, 2009).
Despite of such a growth, the Islamic aggregatetdesal is significantly less than 1% of the top
1,000 world banks' asset.

Moreover, the IMF’s latest regional economic oak-2009 for the Middle East compares the
performance of Islamic banks in the GCC states wihventional banks during the global
financial crisis. The results indicate that Islarnénks were less affected during the initial phase
of the crisis, reflecting a stronger first-roundpiact on conventional banks through market-to-
market valuations on securities in 2008. Neverdglen 2009, data for the first half of the year
exhibits to some extent larger declines in profiigbfor Islamic banks, revealing the second-
round effect of the crisis on the real economy,eesily real estate. Similarly, Arab News
(2009) reasserts the superiority of Islamic bankey @onventional banks during the global crisis
of 2007. They revealed, based on a survey carngdop MTI Consulting, that the IFIs have
been less affected by the global recession. 62%hefespondents cited they had experienced

little impact from the recent crisis which has deased banks worldwide. Reflected in the
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survey was that 72% of the respondents said legssexe to derivative products was one of
factors driving the demand for Islamic finance dgrthe crisis.

Based on the above discussion and facts, it cbeldrgued that Islamic finance has largely
escaped the worst of the financial crisis due ®ahsence of all conditions that contributed to
the financial crisis of 2007. Islamic finance diot ntrench in many of the economies that have
been worst affected hence, exhibit a promisingcaiirs of financial performance in the year
2010. Additionally, the fact that it is a relatiyelew phenomenon has meant that Islamic finance
industry has perhaps not reached the same stagmweasntional finance in terms of innovation
and advanced market infrastructure. Thus, IFIs hretebeen able to participate in the type of
transactions which their conventional counterpadse been exposed to during the financial
crisis (Tayyebi, 2009).
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Appendix-Ch.3

Global Financial Crisis: How it happened part ]

DIRECTLY EXTRACTED "AS IS" FROM HTTP://WWW.STOCKMARKET-DUBAIL.COM/SEARCH/LAEEL/BBC - (DUBAI STOCK
EXCHANGE) SUNDAY, MARCH 15, 200¢

GROWTH
Mus'.t ane_lI!!rsts link the cur!ent S o R RS
credit crisis to the sub-prime riak sectors sold globally (rg CDOs)

mortgage business, in which US
banks give high-risk loans to
people with poor credit histories.
These and other loans, bonds or
assets are bundled into
portfolios - or Collateralized Debt
Obligations (CDOs) - and sold on Suly primes mortgages
to investors globally

SUB PRIME PROBLEMS

Mortgage delaults incrsase Concern aver assel-backed securitizs . . o
Flow of money stopa Interbank lending stops Falhng house prices and rising

interest rates lead to high

m numbers of people who cannot
repay their mortgages. Investors

m suffer losses, making them
reluctant to take on more CDOs
Credit markets freeze as banks
are reluctant to lend to each
other, not knowing how many bad
loans could be on their nvals
books

GLOBAL EFFECT

The impact of the sub-prime

mortgage crisis is guickly shown L .

to have implications beyond the USA ’B;EI.GII.III
United States. Losses are felt by LT

investment banks as far afield as
Australia. Firms cancel sales of
bonds worth billions of dollars,
citing market conditions_

[n Sub prime affect ] AUSTRALLA

CENTRAL BANK INTERVENTIOMN
US Fedesral Bank and EU Central Bank make cash : Hor e

The US Federal Bank and the
S [ European Central Bank tries to

bolster the money markets by
making funds available for banks
to borrow on more favourable

terms_Interest rates are also cut
in an effort to encourage lending.

US Federal Bank

-

But the shortterm help does R, G

not solve the liquidity cnsis - or ns

availability of cash for banks -

as banks remain cautious ¥

about lending to each other. A s

lack of credit - to banks, com- ‘

panies and individuals - brings :

with it the threat of recession, =
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possessions and arise in living A a

costs. 2000 2001 2002 200D 2004 o 2006 2007 o008
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Global Financial Crisis: How it happened pe

BANKS IN TURMOIL
UK bank Morthern Rock seeks an

emergency loan to stay afloat, L

prompting a “run” on the bank, as L =] ]
worried customers  withdraw ==
£2bn.  The bank is later

nationalised. In the US. the near-

collapse of Bear Stearns leads to BEAR

a crisis of confidence in the E
financial sector and the end of m ,Wg a S

investment-only banks.

UsS BAIL-OUT PLAMN

Intermational

ST00bn Ii::!rrowed?

Seeking a long-term solution, the
US government agrees a $700bn
bail-out that will buy up Wall
Street’'s bad debts in return for
stake in the banks. The US
government plans to borrow the
money from world financial
markets and hopes it can sell the
distressed assets back once the
housing market has stabilised.

The UK government launches its own bail-out, making £400bn extra capital available to eight of the UK's
largest banks and building societies in retumn for preference shares in them. In return for its imestment, the

government expects to get a UK BAIL-OUT PLAN

stake in the banks - although Bodrowang

exactly how much is not quite I

e U st
“Preferencs shares Banks pary interest

Economies around the world are
affected by the credit crunch
Governments move to nationalise
banks from Iceland to France
Central banks in the US, Canada
and some parts of Europe take
the unprecedented step of co-
ordinating a half-point percent cut
in interest rates in an effort to
ease the crisis

STOCK MARKET ROLLERCOASTER

Shares have risen and fallen with

news of failures, takeovers and 18000
bail-outs. In part, this reflects 16000
investors’ confidence in the 14000
banking system. While bank 12000
shares have been hammered
because of bad debts, retailers -
have been hit as consumer o

confidence is shaken by falling au W
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CHAPTER 4

EMPIRICAL ANALYSIS: PART-1 /Jointly with Burghof, H-P. & Khan, W.

ISLAMIC COMMERCIAL BANKING IN EUROPE: A
CROSS-COUNTRY AND INTER-BANK ANALYSIS
OF EFFICIENCY PERFORMANCE

"Adopted with permission from the Clute InstitiB&RJ, Wed, 6 Jun 2012"

4.1. The abstract

In this chapter we examine the relative efficieneyffgrmance of the Islamic Bank of Britain
(IBB), the first stand-alone full-fledged Islamiarfk in Europe, against conventional banks in
the UK, and also against Islamic banks from Musgiivajority countries. We also apply a two-
stage Data Envelopment Analysis (DEA) techniquerder to regress the efficiency scores on a
set of explanatory variables which could potentialifluence the efficiency of a bank. In order
to investigate the association of the DEA-efficigiscores with the traditional accounting ratios,
we estimate the correlation coefficients betweenttho variables. The efficiency-profitability
matrix is further used to evaluate the performasfdslamic banks and also to enable the charac-
terization of the banks' performance profile. Onalgsis covers the period from 2005 to 2008.

Results show that the IBB is technically inetiai. It also has relatively a poor financial per-
formance. The bank’s inefficiencies are mainly techl (managerial) rather than scale (size) in
nature. IBB exhibits, however, positive trends athoefficiency and profitability, particularly in
adverse market conditions. Thus, it has a greatpe to increase efficiency and strong poten-
tial for further growth in the UK. Results also sfsothat the technically more efficient banks are
necessarily larger, have greater profitability &yahs intensity, acquire less debt, and on average
have a lower market share. IBB is relatively supem terms of lending intensity and capital
adequacy. Findings further suggest that the DEAsores can be used separately or concurrent-

ly with standard accounting measures in determifstagnic banks performance.
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4.2. Introduction

Banking is considered as one of the major compisnef a financial system, since it has a
broad impact on the overall financial stability astcength of an economy. It connects economic
units and participants in the creation of finanomrkets. Banking plays a major role of financial
intermediation and helps in creation of wealth tigio the establishment of a series of economic
relations. Interest is considered the fundamemaice of revenue for banks. As a result, the fi-
nancial markets and institutions are highly sewsito changes in interest rates due to their criti-
cal role in generating revenues and profits. Angngje in the interest rate has an impact on the
banking and financial sector. Therefore, the barksactively engaged in interest rate risk man-

agement.

Islamic banking differs from conventional barkim several important ways. The essential
feature of Islamic banking is that it is interestd. Shari’alcompliant financial institutions do
not deal with interestIn Islam, interest is considered as a form of exation because it is
merely a charge on use of money. Consequentlynislbanking has its own set of unique risks
and challenges. This, however, calls for the dgyaknt of modern mechanisms to allow inter-
est income to be replaced with cash flows from potisle sources, such asturns from wealth
generatingnvestmentctivities and operationsyhich include for example, profits from trading in
(real) assets and cash flows from the transfersafruct (the right to use an asset). Modern Is-
lamic financing techniques were developed firsMinslim countries of Asia, notably Malaysia.
Since the mid-1990s, the boom in the Islamic bapkmalustry and in the widely acceptable and
reliable techniques has risen significantly in @df region mainly due to the sudden increase in

oil revenues.

Nowadays, Islamic finance is emerging as an radtere to the conventional banks in many
parts of the worldslamic finance is also attracting conventionalestors seeking to get evolved
into new investment opportunities. For instance BBSAmanah the segregated division of
HSBC, provides a range of Shari’ah compliant finahservices such as the Amanah bank ac-
count and Amanah home services to meet the neetteedK Muslim community. Barclays
Capital, the investment banking arm of Barclayskbplt, is considered as a market-leading
franchise in the Islamic bond$StkuK market. Ahli United BanKUK) introducedManzil " the

home purchase plans” to help clients purchaseeaesal property in accordance with their relig-

1 The prohibition of usury (interest) is not spectficMuslims rather its roots are in Christianitylaludaism.
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lous regulations. The Arab Banking Corporation (ABtrough its London subsidiary ABC In-
ternational Bank plc (ABCIB), bringslburad to offer Shari'ah-compliant home financing for
residential (mortgage) properties in the UK. Thé Glamic Investment Bank E. C. (“CIIB”),
the fully owned subsidiary of Citicorp Banking Corption, has been continuingly playing a
pioneering and innovative role in the industry tigb Islamic finance windows within Citi.
Lloyds TSB have developed a suite of Shari’ah apguigoroducts. Last but not least, the Royal
Bank of ScotlandRBS)-"Islamic banking" provides customers with somption and commer-

cial products based atiminishingMusharakaandMurabaha etc?

Given the differential behavior of the Islamianks and the conventional banks, there has al-
ways been question about the long run sustainglafitislamic banks which in turn depends
heavily on their efficiency performance. The efflaty of conventional banks has been widely
studied in the literature to assess the experiehbanks in achieving their objectives. Efficiency
is defined as a performance measure indicating pragently a bank istilizing its resourcefn
producing outputs. It implies improved profitahyjlitbetter prices and service quality for con-
sumers, and greater amounts of funds intermedi@echer, Hancock, and Humphrey, 1993).
Determining banking efficiency would enable bankianagement to identify areas of efficiency
and/or inefficiency in comparison to their compatt Such recognition indeed helps the banks’
management to improve its performance and markstipo. Efficiency estimate captures also
the effects of deregulation and financial disruptimstitutional failure, problem loans, manage-
ment quality, market concentration, and the merger acquisitions. Thus, the enhanced effi-
ciency in banks contributes to a healthier econohiys is because the banking sector output is

highly correlated with economic growth (Berger aamphrey, 1997).

In practice, to measure banks efficiency, différ@pproaches are applied, either to banks with-
in the financial sectorir{ter-banking comparisgror to branches within a bank (intra-bank com-
parison). By and large, Data Envelopment AnalyBiBA) is the widely used efficiency analysis
method. The literature on the application of DE@Antier analysis comprises a massive amount

of empirical researches, such as Casu and Moly(2103).

21n diminishing Musharaka (co-ownership), the fineanand the client participate either in joint owstep of a property, or in a
joint commercial enterprise. The share of the faianis divided into a number of units. The clipnirchases these units based
on a redeeming mechanism until he is the sole owhttre property. On the other hand, Murabaha esh{icost-plus financing)
is frequently appears as a form of trade financetaipon letters of credit. This contract involtles sale of an item on a de-
ferred basis. The item is delivered immediately Hrelprice to be paid for the item includes a milyuegreed margin of profit
payable to the seller.
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From an “academic” point of view, gitge the considerable development of Islamic bagkin
sector, there are still few studies which expldwe ¢fficiency of Islamic banks. Previous studies
focused primarily on the conceptual issues of Igtdmanking. The main purpose of this chapter
is primarily to bridge this gap in the literatu@ur primary contribution to the literature is our
undertaking of the first empirical analysis of tietative efficiency performance of IBB, which is
considered as the first stand-alone Islamic commaebank in the Western world. We basically
attempt to answer the following two fundamentalsjioms that arise after reviewing a brief lite-
rature on the Islamic banking and efficiency measunt techniques: Does IBB produce supe-
rior efficiency compared to the counterparties-ational banks in the UK? Does IBB tend to

outperform Islamic banks in Muslims countries?

To answer the former questions, we provide ewgdeon the performance of the Islamic Bank
of Britain (IBB) over the period 2005-2008. Thishssed on the overall technical efficiency
measurement, Data Envelopment Analysis (DEA), whisl examines the bank’s pure technic-
al efficiency (PTE) and scale efficiency (SE). hder to specify input-output variables, the out-
put oriented-intermediation approach is selectadthérmore, the DEA efficiency scores ob-
tained from the first-stage are used as dependerables in the Ordinary Least Squares (OLS)
regression model to investigate the effect of mldtfactors on banks’ performandeventually,
to further illustrate the relationship between @éncy and profitability we examine, on one
hand, the correlation between the DEA scores amdniin accounting measurements, ROA and
ROE. On the other hand, we measure the efficienayofitability matrix which has similarity in

structure to the product portfolio matrix approach.

This chapter is organized as follows. Sectiom@ iges an overview of the related studies in
the literature. Section 3 discusses the methododéwglychoice of input and output variables for
the efficiency model. Section 4 reports the emaplritndings. Finally, section 5 presents the

overall concluding remarks.

4.3. Literature review

There is a large body of descriptive literaturat thffers comparisons of the instruments used in
Islamic banking versus conventional banking. lbalscusses the legal principles and regulatory
challenges related to Islamic banking such as:tJ@097), Sundararajan and Errico (20G)d

Sole (2007). Existing empirical literature on Islarbanking focuses primarily in assessing the

89



ISLAMIC COMMERCIAL BANKIG IN EUROPE: A CROSS-COUNTRY ANDN-

CHAPTER 4. TER-BANK ANALYSIS OF EFFICIENCY PERFORMANCE

performance of Islamic banks based on financiabsafor example, Metwally (1997) tests the
primary differences among Islamic and conventidraaiks in terms of liquidity, leverage, credit
risk, profitability and efficiency for 30 banks avéhe period 1992-1994. The statistical evidence
suggests that the two groups of banks may be diifexted in terms of liquidity, leverage and
credit risk, but not in terms of profitability antfieilency. Similarly, Samad and Hassan (1999)
evaluate the inter-temporal and the inter-bank guernce of Bank Islam Malaysia Berhad
(BIMB) in terms of profitability, liquidity, risk ad solvency, and community involvement for
the period 1984-1997. They compare BIMB againsbi®entional banks using the financial ra-
tios. The study finds that BIMB is relatively madrquid, less risky but has low average profit

compared to conventional banks.

Rosly and Bakar (2003) evaluate the relativerfoi@ performance of the Islamic banking
scheme (IBS) against the mainstream banks in Mialdgs the period 1996-1999. The study ar-
gues that the IBS higher recorded (ROA) is not wuefficient investment policy but, rather it is
caused by technical default. It concludes thatniagnstream banks perform better than Islamic
banks due to larger market size and greater experidddditionally, Samad (2004) examines the
comparative performance of six Islamic banks inBahagainst fifteen interest-based conven-
tional commercial banks with respect to profitajliiquidity risk, and credit risk for a period
from 1991 to 2001. The results indicate that treee no major differences in profitability and
liquidity between Islamic banks and conventionahksa In terms of volume (average dollar
business), the performance of Islamic banks ibé&ow the conventional banks in Bahrain. Is-
lamic banks, as newcomers to the financial makket,nowever performing as well as the con-
ventional banks in a similar age group. In additistamic banks are exposed to less credit risk
compared to conventional banks. Interestingly,rticegdit performance is superior to that of

conventional banks.

Based on cross-country analysishak and Hesse (2008) present for the first tintempara-
tive empirical analysis of Islamic banks’ with resp to financial stability. The sample covers
individual Islamic and conventional banks in 20 kiag systems (i.e. Bahrain, Bangladesh,
Brunei, Egypt, Gambia, Indonesia, Iran, Jordan, &tw.ebanon, Malaysia, Mauritania, Pakis-
tan, Qatar, Saudi Arabia, Sudan, Tunisia, UnitedbAEmirates, West Bank and Gaza, and Ye-
men) over the period 1993 to 2004. They find oat #mall Islamic banks tend to be financially
stronger than small conventional banks. On therdthed, large conventional banks tend to be

financially stronger than large Islamic banks. Mehite, small Islamic banks tend to be finan-
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cially stronger than large Islamic banks which mef§ect challenges of credit risk management
in large Islamic banks.

Despite of the extensive conceptual academic svorkIslamic banking and finance, and the
use of straightforward financial ratio analysis torderstanding and predicting the performance
of Islamic banks, there are few studies beingngited to empirically measure the efficiency
performance of Islamic banks either in Muslim’s otyies or in Europe. The lack of coherent
evidence regarding the efficiency of Islamic barskikely to be a consequence of the industry

small size and newness.

Among those who investigate empirically the edincy of Islamic banks is Yudistira (2004).
He provides new evidence on the performance ofsfdnic banks in GCC-States, Indonesia,
Malaysia, Algeria, Cambia, Sudan, Egypt and Jordaer the period 1997-2000. The research
work is based on efficiency measurement in whictalEnvelopment Analysis (DEA) is utilized
to analyze the technical efficiency (TE) and sadfeciency (SE) of Islamic banks. Findings in-
dicate that the inefficiency across Islamic barskdy and large, small at just over 10%, which is
quite low compared with many conventional countdgpalslamic banks d$fer slight
inefficiencies during the global crisis of 1998-9, butfgened very well after the difficult pe-
riods. Results also suggest that there are disetesoof scale for small-to-medium Islamic

banks which suggests that mergers should be ergedira

In 2001, Limam uses a stochastic frontier madedxamine the technical efficiency of banks
in Kuwait from 1994 to 1999. He reports that momhks in his sample are scale efficient there-
fore, increasing bank size through mergers andisitign does not substantially enhance tech-
nical efficiency of the merged banks. Limam progidsvidence to suggest that the larger bank
size, higher share of equity capital in assets gmnedter profitability are associated with better

efficiency.

Most recently, Kamaruddin, Safa, and Mohd (208&)ly DEA technique to present new pers-
pectives on performance of Islamic banking operatio Malaysia during the period 1998-2004.
They investigate for the first time both cost andfip efficiency of full-fledged Islamic banks
and Islamic windows operations of domestics andifpr banks. They find that Islamic banking
operators are relatively more efficient at coningflcosts than at generating profits. This means,

cost efficiency comes from resource managementaadomies of scale, respectively.

91



ISLAMIC COMMERCIAL BANKIG IN EUROPE: A CROSS-COUNTRY ANDN-

CHAPTER 4. TER-BANK ANALYSIS OF EFFICIENCY PERFORMANCE

Overall, there is lack of evidence regarding ¢fffeciency performance of Islamic commercial
banks operating in the European financial systelmns Thapter intends primarily to put that evi-

dence into practice using the non-parametric detestic approach, DEA.

4.4. Methodology

Several approaches have been developed for nregduanks' level of efficiency ranging
from simple financial ratios to complex econometmodels. Complex efficiency estimation
techniques can be categorized into parametric angparametric methods (Berger and Humph-
rey, 1997). There is no consensus in the literafisréo which approach is better as both ap-
proaches have advantages and disadvantages. Tfeypdimarily with respect to the assump-
tions imposed on data. The parametric approaclugsreeassumptions about the particular form
of cost or profit function and the distribution efficiency (Igbal, and Molyneux, 2005). The
non-parametric approaches, on the other heegljire no such specification of the functional
form. The most commonly used approaches among aoar¥etric methods are the DEA and the
Free Disposable Hull (FDH). While the most widebed parametric methods are the Stochastic
Frontier Approach (SFA), the Thick Frontier ApprbafTFA) and the Distribution Free Ap-
proach (DFA). In the next section we will consitlee application of the efficiency measurement

of the DEA approach.

4.4.1. Technical efficiency measurement using BEapproach

DEA is a non-parametric approach that is considl@rs an alternative method to estimate pro-
ductive efficiency in the financial sector. DEA approach shows hopasdicular bank operates
relative to other banks in the same sample. Itiges/a benchmark for best practice technology
based on the experience of those banks in the safipé DEA estimates are based on technolo-
gical efficiency where efficient firms are those f@hich no other firm(or linear combination of
firms) produces as much or more of output provided gimpats, or uses as little or less input to
produce a given output. The efficient frontier amposed of these un-dominated firms and the

piecewise linear segment that connect the setpoftioutput combinations of theBems yielding

3The modern efficiency measurement begins with Bgfr857). He proposed that the efficiency of arficonsists of two components: technical efficien-
cy (TE), which reflects the ability of a firm to w@in maximal output from a given set of inputs, atidcative efficiency, which reflects the ability a
firm to use inputs in optimal proportions givenithrespective prices. The two measures are therbired to provide a measure of total economic effi-
ciency (Coelli, 1996).

4 The concept of production efficiency originatednfr€obb and Douglas (1928). The study is premisetherstructural relation between inputs and

outputs in economic production. Berger and Humplii®p7) extended the Cobb-Douglas model to the ibgndector by focusing mainly on financial
sector efficiency.
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a convex production possibility set (Bauer, Bergerrier, and Humphrey, 1998).

One of the DEA advantages particularly relevanour study is that it works well with small
samples requiring the smallest number of obsemsatidnother advantage of the DEA is that it
enables analysts to identify the sources of iniefficy not apparent from financial results. For
instance, studies of benchmarking practices utljZDEA identify numerous sources of ineffi-
ciency in some of the most profitable banks. Thibecause of the high-profit bank may be quite
inefficient in processing transactions, which maygt e apparent from financial measures
(Cooper, Seiford, and Tone, 2007).

DEA method does not impose any assumption osttiaetural form of banks as it requires no
pre-specified functional form. Rather, the funcibform is generated from the sample of the
evaluated firms; hence, it reduces the probabdftyn incorrect functional model (Berger and
Humphrey, 1997). DEA can estimate technical effici¢ under the assumption of Constant-
Returns-to-Scal¢CRS) and Variable-Returns-to-Scale (VRS). The GRSumption is only ap-
propriatewhen all Decision Making Units (DMUSs) are operatimtgoptimal scalddowever, fac-
tors like imperfect competition and constraintgimance may cause our sample banks not to op-

erate well at their optimal scadéoperations.

On the basis of the prior arguments, this chaptenpares Islamic banks to counterparties-
conventional banks using DE&pproach. In order to account for the fact thatdizes of the
banks in our sample vary greatly, ranging from déaagtive banks to small banks, we estimate
our DEA-model under the assumption of VRS appraatéo known as BCC-model), as sug-
gested by Banker, Charnes, and Cooper (1984) aopeCet al. (2007).

The DEA approach measures efficiency based orereiim input-orientednodel (i.e. in-
put/output) or an output- orientedodel (i.e. output/input). In the former model, DEA aims

to identify technical inefficiency as a proportibmaduction in input usage. Meanwhile, in the
output-oriented model, technical inefficiency isasered as a proportional increase in output
production. To date, the literature is uncertairicathe best choice between the two orientation
models. The choice of orientation will not have ajon impact on efficiency estimations since

both approaches will construct the same frontied, thus the same efficient DMUs (best perfor-

®The term Overall (total) or also called "TechniEfficiency (TE)" is taken from the literature of@wmics where it is used to distinguish the "tedto
gical" aspects of production from other aspects=TBure Technical Efficiency (PTE)] * [Scale Efiéoicy (SE)] (Cooper, Seiford, and Tone, 2006).
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mers) would be identified. However, inefficient DMWanking would possibly change (Coelli,
1996). In this research, we assume an output-edespproach. Our preference for this measure
is due to its reliability and a better fit to outusition. Islamic banks operating under competitive
environment hence, strive to offer the best posgibbducts for their clients. Therefore, they are
more likely to strength their competitive advantédgeincreasing outputs production rather than
reducing the input usage.

4.4.2. Data and variables

Our methodology differs from literature reseapdpers in various aspects. With respect to
sample, unlike other studies, we employ 40 banke. distribution of banks is illustrated in Ta-
ble 4.1 below. Moreover, we examine, for the first time, the tigk efficiency of the first and
the only fully-fledged Islamic commercial bank metUK i.e. (the IBB), against counterparties-
conventional commercial banks in the UK, and algairsst Islamic banks from Turkey, GCC-
States and Malaysia. Furthermore, the study tinaa 2005-2008 helps to account for the impact

of the recent financial crisis on the efficiencytloé selected banks.

Table 4.1

Summary statistics of the study population andstlected sample

Types of banks population sample ounitry Bank Size
Small  Large
I. Islamic bank 50 21 (GCC)-States, Turkey, Malaysia, and the UK** 12 9
II. Conventional bank 158 19 The UK 6 13

* The number of tested banks is significantly restlidue to the exclusion:d) the new banks (age 4 years)Jl) all banks other than the commercial
banks,lll ) banks whose financial statements are incorponatétitheir parent banks, arl) banks with limited published dafa* full list of banks
being tested are shown in the appendix.

€ Our sample is larger than 30 banks. This makesdeptable, appropriate, and compatible with tiewipus researches. Basically, the advantage of a
sample size equal to or larger than 30 is the egiplity of the central limit theorem. However, thepulation size of our study is quite similar they
studies that employ the DEA technique, such asdbafopuz, and Yousef (2002) and Kamaruddin, Safd,Mohd (2008).

” For instance, in QataAlasfa Islamic bank and Masraf al Rayan are nevk®an KSA: Alinma bank is new. In Kuwait: Kuwaitternational
bank is new; Jabeer Islamic bank is under foundatio Bahrain: Alsalam bank Bahrain is new. In UAHnirates Global Islamic bank, Noor
Islamic bank, Alhilal bank, and Ajman bank are n®ubai bank converted to Islamic operations in 208Malaysia: the excluded banks are
all new e.g., Affin Islam bank berhat, Alliancedsiic bank Malaysia, Amislamic bank, hongleong Istabank, KFH-Malaysia, and standard
chartered saadiag. In Turkey: Bank Asia is pri@tence house; turkiye Finans is new; Cyprus Istamaink is an offshore bank. Oman has no
Islamic banks during our study period (2005-08)cérding to the FAS as on 30 April, 2009 there &8 hanks incorporated in the UK. This
number has been shrunk to 19 which is mainly dubdexcluded of the: 1) Private Banks such as &@ltfos Bank. 2) Investment banks such
as Dresdner Kleinwort. 3) Merchant banks like Gotérnational Bank (UK). 4) Banks with special ftinos like Wesleyan Bank. 5) Develop-
ment banks such as Crown Agents Bank. 6) Wholdsai&s like CIBC World Markets. 7) New banks suctitasope Arab Bank. 8) All banks
whose annual report is consolidated with the pasenks such as: ICICI Bank UK Plc, FBN Bank (UKglignce Bank Ltd and Ruffler Bank.
9), Islamic windows, such as Hsbc-Amanah.
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Empirical studies generally use the banks'tatdets as a proxy of their size. Wassify Is-
lamic and conventional banks based on average detats. Banksorthmore than £1.5 bn of
assets are categorized as large banks, meanwailks lvorth less are categorized as sfale
extract the panel das®t from non-consolidated financial statements emgloy the computer
program (DEAP-version2.1) which was written by Coelli (1996) to constrEA-frontiers for
the calculation of (TE) and (SE) within the selegperiod.

In the DEA model, ithe number of DMUs is small, then an overestimatibefficiency esti-
mates may result (Alirezaei, Howland and Van denat998). This is, however, not an issue in
our sample because our sample size is large endighmanage to include all possible banks
and valuable input and output variables in theyamisl The number of inputs and outputs in the
DEA model should also be addressed. A DEA modédl @wihigher number of variables will have
higher efficiency estimates, thus efficient banksthe frontier will be overestimated. If the
number of DMUs If) is less than the combined number of ougmd input Q+I); large portion
of the DMUs will be identified as efficient. Hendejs preferred thatn) exceedsI¢0) several
times. In this chapter, we follow Cooper et al.q2ZpDand Darrat et al. (2002) who suggest that in
order to have an appropriate number of inputs anduts ( to minimize biased estimations) the
product of inputs times outputs should optimallyiées than the sample siZzéds N). Based on
that, the number of banks (DMUSs) in each sampleahotlour analysis is larger than the prod-

uct of 3 inputs and 2 outputs.

Moreover, one of the most important assumptiorapply DEA is that the DMUs must be ho-
mogenous units; they should be performing the stasies and should have similar objective.
This is actually the case of our sample in whidansc and conventional banks have the same

individual final objective to earn profit even Ifdre is differences in how to reach this goal.

4.4.3. Selection of input and output variables

While the multi-product nature of the bankingrfs is recognized in the literature, there is still
no agreement as to the definition and measurenidrank inputs and outputs. Thanking liter-

8 There is no best description of the key charasties of small and large banks. According to Fedeeposits Insurance Corporation (2008),
the banks that haaksetof less than $1.061 bn, as of December 31 of reiththe prior two calendar years, are consideseadll". In this chap-
ter, we define the banks which accounts for thepmqeentile of all banks’'aggregate total assetsach banking industry and constitute 85% or
so of the total, as “large banks” and those beluw level as “small banks”. We decide to use £bh®f assets as the best cut point for our sam-
ple banks. However, in order to classify banks nam@urately, we have also adopted number of ottwtorfs. These factors are; the bank’s mar-
ket share (measured by total deposits) and the euaftemployees in each bank.
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ature is divided concerning this issue. Researda&esone of two approaches labeled the inter-
mediation and the production approach. The prodncipproach views banks as producers of
loan and deposit services using the traditionabfacof production i.e. capital and labor. In the

intermediation approach, banks act as financi@rmediary to collect deposits and purchased-
funds, and then transform these into loans and @tbsets. The intermediation approach is pre-
ferable to the production approach to model barllaber. This is because it does not exclude
interest expenses, which accounts for a signifitarel of bank’s total costs. In this chapter, we

follow Yudistira (2004) who uses the DEA intermdaia approach arguing that the basic prin-

ciple of Islamic financial system is the participatin enterprise, employing the funds based on
the profit and loss sharingPLS). This, inevitably implies the importancelsamic bank’s in-

termediary activities.

Our DEA-model consists of threeputs and two-output. More specifically, we usaédl depo-
sits and short term fundifig"total expensésand 'total staff cost or personal expenses in-
puts. Earning assetdptal loans and 'total revenues represent the modelutputs (Table 4.2).
However, total expenses and total revenues areassetputs and outputs, respectively, because
interest plus non-interest expenses (total expgnaed interest plus non-interest income (total
revenues) are considered as the key variablesrithaénce wealth maximization. In our analy-
sis, we replace the interest in conventional baviks income distributed to the depositors in Is-
lamic banks to make the comparison between botbstyh banks accurate. Table 4.10 (appen-

dix) presents the summary statistics of inputs@utguts.

Table 4.2
The inputs-outputs used in the DEA models

No. Inputs Outputs

| 1 : Total Depositand short term funding O, : Total loans
| , : Total Expenses © Total Revenues
| ; : Total Staff Cost

wh R

The degree of correlation between inputs andutsitbas a significant impact on the robustness
of the DEA model. Hence, a correlation analysisngerative to establisippropriate inputs and

outputs (Chaparro, Jimenez, and Smith, 1999). dhelation between anput (output) variable

®Total deposits include: current, saving and investimdeposits from customers, banks and other fiabimstitutions. Total staff costs include:
wages, salaries, allowances, bonuses, and otheredtded costs. In the context of Islamic banking the one hand, total loans (the non inter-
est-bearing loans) include financing to customaaisks and other financial institutions that stroetunder: Murabaha, ljarah rental, Mudaraba,
Istisna, and Musharaka, etc. On the other handl, tetenues include income from investment of diepos, shareholder'sunds and others in
the form of Murabaha, Bei Ajel, Musharaka, incomanf investment in Sukuk, income from Islamic finzngcassets and placement, manage-
ment and arrangement fees, income from interndtidogabaha, commission, fees and foreign exchapigmerty related income and return to
unrestricted investment accounts, etc.
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with other output (input) variable needs to bergfr¢high) as the efficiency scores depend on the
choice of input and output variables (Legnborg, 20G5%an input (output) variable has low corre-
lation with all the output (input) variables, it ynandicate that this variable does not fit the mod-
el (Yang, 2009). Results of correlation analysisdach pair of variables are presented in Table
4.11 in the appendix. As it can be seen, the arogl coefficients between input and output va-
riables and within input variables are high. Thieams that the bank performance is highly ex-
plained by the predictors variables, which is truéhe context of Islamic banking, hence, this is
a reasonable validation of our DEA models. Foransg, the higher comparative performance of
Islamic banks deposits requires higher intereseeges, which account for a large portion of
total expenses.

4.4.4. The DEA model

To illustrate the applications of DEA, assume vawéha set of DMUs where each DMU trans-
forms ) inputs to (z7) outputs. The efficient DMUs will have the highesatio of the weighted
sum of outputs to the weighted sum of inputs. FaheDMU, efficiency &) is calculated as fol-
lows (Yudistira, 2004):

m n
es = Zuiyis/z VjXjs,fori=1,..,mandj=1,..,n, (1)
=1 ]:1

i

For a particular DMUYyis is the quantity of thén output produced wheres is the quantity of

thejth input. ui is the output weight whil®;j is the input weightes is then maximized under the

condition that the ratios for all DMUs are"1" as follows:

m n

Z uiyir/z vixjr < 1,forr=1,..,Nand u; and v; = 0, (2)
1 j=1

i=

Where EQ.1 ensures that the efficiency ratiosaarmost one and EQ.2 guarantees that inputs
and outputs have positive weights. However, ther@ problem with the above formulation due
to the unlimited number of solutions it may prodbeeause of its fractional function. Following
Charnes, Cooper, and Rhodes (1978), the fractioredr program can be transformed into an

ordinary linear program:
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minimizee, = Z HiYis (3)
i=1
m m

subject to

J ulYlS —_— V]X]r S 0, r= 1) ey N;

i=1 j=1

Zijjs =1landuyjandv; = 0

i=1
Furthermore, the above program can be transformedhe dual problem as follows

minimize ¢

. N
subject to _ (4)
Z @rYir 2Vis, 1 = 1,..,m;
r=1

N
b Xjs _Z(erir =20,j=1,...,m¢@,=0,and0 <& < 1.
r=1
Where £,) is the overall technical efficiency (TE) scorddhe s, DMUs. The unity value of 1

indicates the DMU is on the frontieDC" as shown in Fig. 4.1. Thus, it is consideredeceffi-

cient. The DMU that is located to the right of fti@n is considered as inefficient which is shown

as point'S" in Fig. 4.1. The ) for "S" is then computed by the ratio of (AQ/AS). Thislgge
that the DMU must reduce (<) of the input in order to arrive to an efficient RMat pointQ.

If the linear programming equations (3) and (4) sotved by adding the restriction @fs =1,
then there are two further efficiency measuremehtsyvariable return to scale (VRS) which can
be shown in Fig. 4.1 agV*; and the pure technical efficiency (PTE) whichgigen by"ps =
AR/AS™ This means that the SE, which is defined as xtenéto which a DMU can take ad-

vantage of return to scale by altering its sizadbieve the optimal scale, is calculatedoyy=
¢ Jps. The fraction of output lost due to scale ine#fiwty can be measured as- ) (Yudistira,

2004).

SE equals 1 if and only if the technology exsI&RS (point "B" in Fig.4.1). Scale inefficiency
may exist due to either increasing (IRS) or dedanggORS) return to scal@o obtain these two

1011 order to be economically efficient, a bank miist be TE. TE represents the capacity and witiegs of an economic unit to produce the
maximum attainable output from a given set of ispand technology. TE is critical to measuring thakbperformance, determining the degree
of innovative technology adoption and the overatiquction efficiency. Profit maximization requirasbank to produce the maximum output
given the level of inputs employed (i.e. be techiycefficient), use the right mix of inputs in higof the relative price of each input (i.e. beuhp
allocative efficient), and produce the right mixaaftputs given the set of prices (i.e. be outplatative efficient).
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Fig. 4.1.Efficiency measurements using one output and gmetin
Source: Yudistira, 2004

possible results, the solution of linear prograngramoblems 3 and 4 must be restricted within
the sum of thep, from 1 toN is < 1 in which the pictorial solution can be shown"&@BV" in
Fig. 1. The efficiency measure from this technolémythe DMU at point S i8s = AQ/ASwhich
also equalgs. Thus, DRS can be found when= 65 and IRS whemws # 0s. Above all, efficien-

cy appears wheass = 6s= ¢ = 1 (Yudistira, 2004).

A DMU is considered efficient if it has a scorel®0% and all slacks are zeros in relation to
others. If efficiency score is 100% (at the optimmalution) and some of the slack variables are
non-zeros, then there exists a combination of otim#is which does not dominate the current
output vector of the reference DMU but rather iesidess resources. These DMUs may be
termed as weakly efficient (Berger and Humphrey97)9In DEA, 'slacK' can be defined as
overuse of input ounder production of outpuhat exists even there is a proportioohnge in the
inputs or the outputs. It represents the improvamareded to convert an inefficient unit to an
efficient unit. These improvements are in the fafran increase/decrease in inputs or outputs.
Slack might be considered as the amount of inefficy exhibited by non-efficient DMUs and
possibly a consequence of poor performance of symuitputs or both. If inputs are being used

ineffectively, then we have input slack, and cosegr we will have output slack.

As indicated by Coelli, (1996), there are threeichs regarding the treatment of sladkOne-
stage DEA, to calculate slacks residually, ignotting need for a second optimization step.

Two-stage DEA, to move to an efficient frontier imaximizing the sum of slacks required to
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move from the first-stage projected point to angthadiii) Multi-stage DEA, to condud se-
qguence of radial linear programs to identify thiicefnt projected pointln this chapter, we utilize
the multi-stage DEA as it is computationally moigorous and demanding. "The benefits of
multi-stage DEA is that it identifies efficient peated points which have input and output mixes
that are as similar as possible to those of thifiarent points, and also it is invariant to ungs
measurement” (Coelli, 1996).

We applied the DEA approach to further examire itiput and outputtargets for a bank.
These targets are the results of respective slatkes added on to original outputs, and sub-
tracted from original inputs. Moreover, target tartputs are calculated by multiplying optimal
efficiency scores by the outputs and then addireg dlack values to that value. However, it
should be noted that some of the efficiency impnoeet options and the target values may not

be applicable and cannot be implemented.

4.4.5. Adjustment to the environmental influences: A two-tage DEA-based estimation

Our sample data considered in this analysis baa hdjusted for the differences among sample
countries by converting into the UK (£) currencyngsend of year market rates obtained from
respective central banks. All variables in all medeave been also deflated by the Consumer
Price Index (CPI) of each country in order to actoior macro-economic differences across
countries during the sample period. Furthermor¢gsbthe statistical association of the efficien-
cy estimates with variables that are not inputs amgbuts, and to determine their influence on
the bias-corrected efficiency scores, we perforsmmgcond- stage of DEA method as suggested
by Coelli, Prasada, O'Donnell, and Battese (20B&gr solving for DEA in the first-stage, the
efficiency scores are then regressed upon the amiental variables which could potentially

influence the efficiency of a bank.

In DEA, the dependent variable has an upper lahit00%, and therefore it is a censored vari-
able. If such censoring was the only concern thelitTregressiot could have been usdsut,
we have to deal with biases caused by inefficienthgrefore, Tobit regression is not valid
(Kumbhakar and Lovell, 2000). McDona{@009) advocates using (OLS) in the DEA second-
stage because it is considered as a consistemag¢sti The following (OLS)-regressionodel is

examired in this work*?

1 The standard Tobit model assumes that the depewnagable is censored with a limiting value 0 aradlies ranging between 0 and 1.
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El% (&, = o + By BP, +B; Per+B5 Ligc+ B, Log(A)jt
+B5 LTA.j +B Depo.j+B; Ind.ji+ Bg Age;e (5)
+B, Lev, +B10 GDPy +B1; Geo.jite

Where the subscripi™ refers to a bank and the subscrigitréfers to a sample year. The de-
pendent variable€" represents the bank’s pure technical efficien2iApre). Detailed descrip-

tion on the independent variables is illustratedable 4.12 (appendix).
4.5. Empirical results

This section describes first the DEA results wigspect to the efficiency of Islamic banking
sector, followed by the results of the second-stag& based analysis. It further considers the
results from the bank’s financial ratio analysise torrelation analysis of the DEA efficiency
scores with financial performance and, eventudhyg, analysis of the efficiency—profitability

matrix.

4.5.1. Efficiency of Islamic banking sector

Table 4.5 illustrates the DEA-efficiency scordsIBB relative to small Islamic banks from
Muslim countries (SIBs) listed in model-M1. The uks appear in the table indicates that the
IBB has efficiency scores of less than 1 (1) in each sample year. Hence, it is identified
as technically inefficient. The bank’s mean PTEsdahon all sample years, is only 35.2% (cal-
culated as: (91.9%+30.6%+38.1%+40.1%)/4). Thusaities out operations, on average, at a
significant distance from the efficiency fronti®@&Agg), (Fig. 4.2- appendix).

The bank’s inefficiency primarily comdésom the revenue side, (output slagk§enuesy> input

slackscosts). That is, the bank has non-zero slacks in geimgra¢venues but it has very limited

2Under certain assumptions, OLS gives the besttrdisisl considred as thgest Linear Unbiazed Estimat8LUE". OLS is quite sensitive to the
presence of outliers and hence we Saskewise Diagnostitsn SPSSo test for this issue. As a rule of thumb, ousliare points whose stan-
dardized residual is greater than 3.3 (correspantlirthe .001 alpha level). Based on our analyssylts confirmed the absence of outliers in
our sample.

Bn this chapter, the efficiency of Islamic banksislyzed based on binary comparisons. Two regressddels (E1 and E2) were basically
measured. The first model (E1: model-M1 and mod2)-kheasures the relative efficiency of IBB agasmsiall and large Islamic banks from
Muslim countries (SIBs and LIBs respectively). T$ezond model (E2: model-M3 and model-M4) investigahe relative efficiency perfor-
mance of the IBB against small and large conveatidranks in the UK (SCBs and LCBSs), respectivelynpiically, in E2, the dum-
my "Biasiami” is @added and the variabl.geor.," is replaced byBioiver,". The endogenoudDEApre" is the pure technical efficiency (PTE) of the
i bank in period t, while,€", is the error term. The description of the exagenvariables and the "OLS" main statistical issaresshown in
Table 4.12 and 4.13 in the appendix.
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non-zero slacks in the usage of recourses (exosts)Table 4.5.1- model-M1). Consequently,
IBB is better in utilizing resources and contraljinosts than generating optimal outputs. These
results demonstrate that the IBB has definitelyssadtial room for improvements in the effi-
ciency by reducing costs further and increasingmeres to sustain competitive edge in the Eu-

ropean banking industry.

We summarize the findings further by examining tefficient output-input targets” for IBB.
In order to catch up with (lies closer tible frontier over time in model-M1, IBB is requiréal
increase its output (total revenues) by £8.6042°E8. £9.768 and £12.362 bn during 2005
through 2008, respectively. The bank cannot achibeeefficient target levels by augmenting
revenues only. The other output (total loans) caafsm be increased because it has zero-slacks.
Consequently, IBB should then have reduced it$ taists by £1.276 and £1.271 bn in 2006 and
2007 respectively, (Table 4.5.1).

The results seem to imply that the IBB is notyaeichnically inefficient but also inefficient in
exploiting the economies of scale given its scileperations. The inappropriate size (scale) of a
bank’s operation level (DE#) ** (too large or too small) can lead to overall (fot@efficiency.

In 2005, IBB exhibits an increasing return to sq@&ARrs), and thus, operates at a scale that is
too small. The bank could improve efficiency bylswaup its activities by 3.7% (calculated as
1- 96.3%) reaching the score of unity in 2005.He following three years (2006, 2007, and
2008), the bank has decreasing return to scale JREAvith DEAse scores of 93.1%, 96.8%,
and99% respectively. This reveals that the bank is opegadit scale that is overly large and thus

should shrink the output endowments and activities.

By and large, the overall (technical) inefficigraf IBB appears to be mostly due to pure tech-
nical inefficiency (DEAwrg). This is due to the low pure technical efficiennycomparison to
scale efficiency (DEAre < (DEA sp). For instance, the DE# 2005 96.3% > 31.9%, and the
DEASE, 2006 93.1% > 30.6%, etc. Since the DA captures the management practices while the
DEAse indicates whether the bank operates at optimalauoees of scale, the above results sug-
gest that inefficiencies are mostly due to ine#fiti management practices rather than the size of
the bank’s operation.

1 scale efficiency (SE) = TErd TE vrs. (SE) can be interpreted as followid:[f SE = 1, then a bank is scale efficient andsttits combination of inputs
and outputs is efficient both under CRS and VR$If((SE <1) or (SE > 1), then the combination @& scale efficient.
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In comparison with small conventional banks (SiCBanodel-M3, the results reveal that IBB
fails again to appear on the efficiency frontieeothe years 2006, 2007, and 2008. IBB is also
inefficient compared to the peer conventional bassept Turkish banfJK) Limited (Fig. 4.4-
appendix). The bank’s inefficiency results from ttwst (input) side as input slacks is greater
than output slacks. The bank could decrease i ¢apenses and staff cost only by, £ 2.71 and
£ 0.986 bn in 2005, £ 2.211 and £ 1.861 bn in 2806259 and £ 1.443 bn in 2007, respective-
ly, (Table 4.7.1). Based on the results shown ibld4d.7, IBB has a high DE#s through years
2006-2008 with DEAe equal 91.6%, 90.8%, and 92.2%, respectively. Theselts show that
the bank is scale inefficient. Banks pure technicafficiency again dominates scale inefficien-
cy. This implies that the main source of banksffioency is the managerial inadequacy rather

than non- optimal size of operations.

In model-M2 and model-M4 we compare the efficien€the IBB against large Islamic banks
from Muslim-majority countries and also against ke counterparties-conventional banks in
the UK (LIBs and LCBSs), respectively. IBB is recazgd as inefficient in both models. It has
efficiency scores of less than one each year. Rlylarge, IBB is inefficient compared to peer
banks. The bank however, has relatively bettecieficy performanceompared with LIBs but
it reports worse performance compared with LCBsuRe show that, while the bank has an in-
creasing trend in efficiency scores compared véthe Islamic banks, it has unstable efficiency
performance in comparison with large conventioraiks. Bank’s inefficiency primarily results
from the revenue side in model-M2 but in model-Nl4ames from the cost side. IBB has low
scale efficiency in both model-M2 and model-M4. P3@bres are consistently higher than the
scale efficiency scores. This indicates that thekba scale inefficient (operating at non-optimal
level of operations) and it could improve its @fiecy by increasing outputs substantially
(Tables 4.6.1 and 4.8.1).

Considering all results from model-M1 through rabll4, it should be noted that the best effi-
ciency performance of IBB appears first in model-M8owed directly by model-M2, model-
M4, and model-M1 respectively, (Fig. 4.2 through-the appendix). In model-M3, the bank is
only 8.6% (calculated as: 1- (average Di2005-2009) = (1+90.1%+89.8%+85.6%) /4 = 0.914)
far away from the DEAy, value of 1. In model-M2, IBB is 19.3% away frofetfrontier (1-
0.807 = 19.3%). This amount is much less than theuat the bank requires to become efficient
compared with the (LCBs) in model-M4 (1- 0.618 =238) and with the (SCBs) in model-M1
(1- 0.352 = 64.8%).
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The information on efficiency results from Islanbanks grouped by regional area and bank
size provides significant insight into the analysigdisplays that the small Islamic and conven-
tional banks are more efficient than large banks. iRstance, (SIBs) from (GCC)-States have
relatively a higher average mean efficiency scoffe 96.2% ¢€alculated as(Z (bank =
1w ebizo05-2008)/7/ (V). for a particular bank,es: is the efficiency scores over the sample pe-
riod, (n) is the number of years, while (N) repmsethe number of banksas compared to the
(LIBs = 81.3%) from the same region. Similarly, BS) from the Malaysian banking industry
records relatively high average efficiency scoreB8f5% compared to a low mean efficiency
scores of 55.4% attained by (LIBs ). Likewise, (3CBom the UK tend to have higher mean
efficiency scores of 96.7% compared to 81% achidye{l.CBs). This clearly suggests thhe
"bigger is not necessarily bettér That is to say, the larger the bank, the leisieft it is and

the more it can be affected by the financial inditsb

The results from the 4-DEA models show that tinalsislamic banks in Muslim countries and
the IBB in the UK have initially a declining trei average DEArgzover 2005-2007. In spite of
the adverse market conditions in 2008, small Istdmainks show a sudden increase in efficiency
performance with a higher rate compared with si@adl large conventional banks and large Is-
lamic banks (Fig. 4.6). IBB has a small asset-dizis. newly-established bank. It has also a set
of religious financial constraints. This plays amportant role in preventing the bank, as well as
all other small Islamic banks, from being severaffected by the global economic crisis and

consequently, producing a positive efficiency trend

4.5.2. Determinants of bank’s efficiency: The (OLS) - regession analysis

The second-stage DEA based analysis reveal$eaetit set of results. Similar to Darrat et al.
(2002) and Miller and Noulas (1996), who reportasipve relationship between efficiency and
bank’s size, our findings also suggest that the gaziable is positively related to banks DEA
statistically significant at 1% level in model-M&yodel-M3, and model-M4, (Table 4.9). Con-
trary to results from the first stage DEA illusedtin section 4.1i.€. the largest scale inefficien-
cies come from large size bahkifie outcomes of DEA in this stage suggest trael banks are
relatively more efficient compared to small bardggparently due to economies of scale effect. A

bank indeed sustains a competitive advantage wtmmenies of scale effects are presefit

5 "Under ideal conditions, regression and DEA teghes should produce similar results. This is netdse in practice since application of these agbriiques on
the same data set often produces strikingly differesults"(Cubbins and Tzanikadis, 1998).
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Our results also reveal a significant negativati@nship between the large banks pure technic-
al efficiency and leverage in model-M2 and model-846% and 0.1% level respectivélySuch
result suggests that the higher performing larg&k®ahould acquire less debt. This is because, a
higher leverage is related to higher agency costalse of the diverging interests between
shareholders and debt holders (Jensen and MecRkIg¥§). This moral hazard problem implies
a higher risk-taking tendency which could resulgreater borrowing costs (Casu and Molyneux,
2003) and low efficiency. Large banks, however, de subject to systemic risk and possible
crises if they were highly leveraged. A small dinghe asset value of a highly leveraged bank

leads to distress and possible insolvency partilguila adverse market conditions.

Findings, on the other hand, show that the aoefit of the leverage variable is positive and
significant at 10% level in model-M3. This suggesiat the small banks with high levels of le-
verage should be more efficient. This is becauser#ége, to a reasonable extent, could allow
small-sized bank to make lots of safer loans ardetore plenty of investment returns than larg-
er banks can do. In contrast to results for largekb, leverage could reduce agency costs for
small banks and thus have positive effects onieffy. Leverage may also increase the pressure
on banks managers to perform better, because uicesdthe moral hazard behavior (Jensen,
1986).

Our regression results also show that the acouumeasurementgkOA and ROE) have sig-
nificant positive effects on banks efficiency almnos all models, (Table 4.9).This indicates
that more profitable banks are also more efficiém.common that banks having higher profita-
bility are usually preferred by clients. Therefaitegy attract the largest share of deposits and the
best potential creditworthy borrowers as well. Ténsates favorable conditions for the profitable

banks to be more efficient.

The findings obtained from DEA-first stage sudgbsit the overall IBB performs relatively
better than some of small and large Islamic bankduslim-majority countries, apparently due

to its shortened learning curve. Second-stage segmaanalysis resultsn contrast, show thahe

16 There are two main theories about the relationbbipreen bank characteristics and efficiency. Taksout theory proposes that smaller banks mapaable to
obtain management ability and enough capital tees&fully operate thus, suggesting a positive icglghip between size and performance. Alternatjvéhe di-

visibility theory which holds that there will be rsuch operational advantage accruing to large hahkise technology is divisible, that is, smallgée banks can
produce financial services at costs per unit outpuparable to those of large banks, suggestingr pmssibly negative association between size anfbynance”
(Sufian, 2007).

' The predictor "Size" is significant in model-M3utbnot model-M1). Although SCBs, IBB, and SIBS hassets of less than £1.5 bn, an examination dsban
financial statements reveal that SCBs and SIBstiltdarger than IBB. So, apparently they enjolative scale economies over IBB.

8Due to the high correlation between ROA and ROEd@hd1, r= 0.795. model-M2r=0.933, model-M3r=0.913, model-M4r=0.821), the later measure was
dropped from the analysis.
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relationship between the dummy variable region, i{lthe bank is located in Europe, IBB for
example), and a bank’s DE#: is significantly negative in model-M1 and model-M2 10%
and 0.1% level, respectively. This implies thatgraphical location is a differentiating factor,
while assessing the efficiency of banks, which righpart, be due to the unique regulations in
the country where the bank operates. Such reseftsodstrate that small Islamic banks in Eu-
rope (IBB in our case) are less efficient thannstabanks (either small or large) operating in the
Middle East (GCC-States), Southeastern Asia (M&yyand Eurasia (Turkey). This indicates,
however, that the Islamic banks outside Muslim-mgjccountries experienced more difficul-
ties, particularly during the global economic @jsio reach the optimal levels of efficiency
which could be due to strict conventional regulagio

The proxy of market share (the total depositseaés a statistically significant negative rela-
tionship with the DEAe in model-M2, model-M3, and model-M4 at 1%, 0.1%l &96 levels,
respectively. This suggests that lower market siesssociated with the banks which enjoy a
higher degree of efficiency thus diminishing therke# leadership argument. Such a result im-
plies that banks with small market share can balbgafficient or even more compared to mar-
ket dominant banks. It appears that maintaininggpranding markets share might involve addi-

tional costs and resources that might reduce effay.

Based on our analysis, results indicate thattirmmy variable (ISLAM) is negatively statisti-
cally significant predictor of banks’ performaratel% level in Model-M3 (IBB is the only Is-
lamic bank in this model). The coefficient of tipisedictor shows a significant smaller DEA
scores for IBB compared to other banks. Such dtreffar evidence that the small conventional
banks in the UK perform considerably different aathtively better than IBB in terms of effi-

ciency performance.

We observed that the dependency factor has agnifisant relationship with DEAre in the
context of Islamic banking. Nevertheless, resultsnf the conventional banking industry, in
model-M3 and model-M4, show a significant inverstationship between the two variables at
10% and 5% level, respectively. These findingssthate that subsidiaries, or conventional banks
acting as a part of a banking group, have lowdcieficy scores compared to the stand alone

banks

19 By testing both model-M1 and model-M2 togethee. (iegardless of the size differences) the depayderasure reveals a significant positive relatiqmsvith
the efficiency scores at 5% level. Such resultdatlis that the Islamic subsidiaries perform bettan stand-alone banks. This might be due to thell size of
subsidiaries since the Islamic product schemesrbecnore complex as the size of Islamic banks irsereehich negatively affect the bank’s efficiency.
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To control the bank-specific lending intensitye wse total loans divided by total assets as a
proxy. Bank loans are expected to be the main soofegevenue thus, are expected to impact
efficiency positively. In our analysis, the proxilmank’s loan intensity reveals an insignificant
positive relationship with all DE#¢ in both, model-M1 and model-M3. Those findings kynp
that small banks with higher loans intensity milgave either higher or lower efficiency. In con-
trast, we find a significant positive coefficiemt model-M2 and model-M4 at 10% levelThe
results indicate that, loans of a large bank seefretmore highly valued than alternative bank
outputs, i.e. investments and /or securities. Tight support the idea that the banks market ca-
pability to offer more competitive loan portfoliosight be a resulted from their efficient opera-
tions. This is due to their ability to perform maqgueoductively with lower costs (Sufian and
Zulkhibri, 2007).

To capture the possible effects of the liquidityd the absence of the international inter-bank
money markets for Islamic banks on their efficignitye liquid assets to total deposits and short
term funding ratio is used as a proxy. We expeat banks with a higher amount of net liquid
assets will be less efficient. Banks seek to badhe benefits of high levels of liquidity with the
costs of high liquidity. Such balancing may advirsdfect the investment returns. Our empiri-
cal analysis reveals an insignificant relationdhgtween banks liquidity and their performance
in model-M1, model-M3, and model-M4. Surprisingdllye predictor variable (liquidity) in mod-
el-M2 reveals a negative significant relationshiphwDEApTe at 1% level. This indicates that
large Islamic banks that accumulate a significanbant of liquidresources might operate under
worst efficiency conditions. This also suggestd tha excess liquidity, due to the Islamic law
restrictions, has to be invested to achieve efiiyegains. However, too little liquidity might
force the bank to borrow at penal rates from therbank market and/or central bank. However,

this is not viable for Islamic banks due to theeadz® of international inter-bank money market.

With respect to the relationship between the lsaage and its DEAe, we find an insignificant
negative association between the two variabledl imadels. Theoretically speaking, this could
be due to the fact that older banks are not flexibimake the rapid adjustments to changing cir-
cumstances as opposed to new banks that have taledroing curve, and are considered more
innovative and entrepreneurial (Kapelko, Prior-Jie® Rialp-Criado, 2008 owever, one

stream of research suggests that new banks stdfarliability of newness, not only because of

20"y is the significance level that the researchersdéeto accept. The choice of it is somewhat abjtralthough in practice values of 0.1, 0.05, @r@il are com-
mon and generally considered "acceptable”. Howeatea,given level of alpha, the smaller the p- @athe higher the probability of rejecting the riufpothesis
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the risk of their loans, but also because depasdad established banks will demand premifum
they are to invest in these young banks (Gortonvdimdon, 1998).

Our results demonstrate an insignificant relaiop between the product diversity and banks
DEApTe2* Similarly, results also failed to produce a cossla and casual correlation between
increased investment in skills and increased efficy. Efficiency of human resource manage-
ment has shown a statistically insignificant relaship with DEA+e? In theory, personal ex-
penses are estimated to impact performance nelyabieeause efficient banks are expected to
operate at lower cost. Despite of that, the usagew electronic technology has made the wage

expenses to fall, therefore, the lower cost ratiay impact performance positively.

Eventually, Findings failed to find any evidemafean association between the growth rate of
GDP and the banks DEAe Our results do not support the idea that the rizhWe economic
conditions seem to stimulate higher efficiency tlusupposedly positive effect on the demand

and supply for banking services.

4.5.3. An overview on the bank’s "Financial Ratios Based Aalysis" -(FRA)

We extend the study further by examining the meteants (the exogenous variables) of a
bank’s efficiency. Results reveal that, the smslihrhic banks from Muslim-majority countries
and IBB from the UK demonstrate stronger capitacacy ratios compared to large conven-
tional banks. Small conventional banks are betteraompared to all other banks in the sample
(Table 4.14-appendix). It is significantly more qaex for Islamic banks to adjust their credit
risk monitoring system as they become bigger. Listzanic banks tend to engage more in profit
and loss sharing (PLS) arrangements compared tt esmes thus, monitoring (PLS) schemes
becomes more diverse and difficult to standardib&lwresults in adverse selection and moral

hazard Cihak, and Hesse, 2008). However, large Islamic sdrdm Muslim countrieare finan-

2lWe find a negative insignificant relationship beémethe predictor "diversification” and the DA in model-M4. The diversification predictor has befropped
from model-M3 to allow for better results and toanthe regression main assumptions. This leavegubstion of whether Islamic banking diversificatiead to
efficiency or not. However, the universal set oféstment to Islamic banks is limited due to Shariestrictions, thus they enjoy a lower diversifica benefit than
their conventional counterparts. Neverthelesspiiebanks have recently facing regulations thaateréncentives to diversify their portfolios. Foraenple, each
source of financing that a bank earn raise impiesfferent degree and type of market disciplinguiBy-holders care about returns to their equityt amight prefer
riskier portfolio than would debt-holder, etc. Thimwever indicates that diversification per sezvias no guarantee for better efficiency. To vehfy proposition of
less diversified Islamic banks, we test the diffees in the structure of the bank’s income. Foli@yiaeven and Levine (2007), we calculate the nreasfuincome
diversity as Income diversity=1-(net interest income-other opieigrincome / total operating income)This variable captures the degree to which bamnkesrsify

from traditional lending activities to other acties. For Islamic banks, the net interest incomgeiserally defined as the sum of the positive agghtive income
flows associated with the PLS arrangements. Cormsgty the result of our simple calculations ofefisification implies that conventional banks in gt are much
diversified than Islamic banks. For example but limited, the average value of diversity measurenduthe period 2005-2006 for IBB is 10% whereass imuch
higher for Bank of Beirut (UK) with about 43%.

22 The predictor "personal expenses” shows an irfiignt relationship with efficiency in all modelStrikingly, when we measure the effect of skills

utilization on efficiency for all Islamic banks (sth& large) which are operating in Muslim coungjenalysis reveals a significant positive relaiop
with the efficiency scores ( t=2.8680.01). This indicates that there is a casual tatioe between increased investment in labor amé$eafficiency.
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cially outperforming small Islamic banks from (GCQates and Malaysia. This could be par-
tially due to the better diversification and/or romies of scale.

Financial results further illustrate that theseai slight difference in profitability, liquidityral
leverage between the IBB and other banks in thepanBB is relatively superior in terms of
lending intensity and capital adequacy, which eesbihe bank to offer more reasonable terms on
loans, attain higher profitability, and ultimateggin a larger market shares over the inefficient
banks. Empirical evidence from (ROE) tends to shioat IBB has certainly an increasing trend
in profitability in contrast to some of its convimtal peers in same size, thanks to profit and loss
sharing, making its profitability less volatile. & main reason for such a difference is that Is-
lamic banks benefit from a market imperfection, tree availability of large amounts of non-
remunerated deposits in their books, which conalulgrdecrease the cost of funding” (Has-
soune, 2001).

4.5.4. Correlation of DEA efficiency scores with financialperformance

To examine the relationship between efficiency pnafitability, we estimate the correlation
coefficient between the two variables. We are ggtd in investigating whether the DEA re-
sults are consistent with the traditional accountimeasures commonly used for comparing per-
formance of Islamic banks. We first use ROA and R&BHneasures of bank’s profits. We then
calculate the "Spearman's rho" correlations, betvtbe estimated DEA efficiency scores and
the bank's profitability ratiodyecause it is an efficient estimator regardlegv@distributions of
variables. It also minimizes the effect of outliers correlation coefficients. The null hypothesis

states that the correlation ¢fieient between variables is zero.

It is clear from Table 4.3 below that the cortiela codficients of accounting measures are sta-
tistically and significantly dferent from zero in model-M1 and model-M2 (IBB, asmdall and
large Islamic banks from Muslim-majority countrigespectively). This suggests that the effi-
ciency measures are strongly associated with toadit accounting measures of performance in
relation to the Islamic banking industry, and tibaa easily be used by Islamic banks as a substi-
tute of conventional accounting measures of perdmiece. Such findings support Isik and Has-
san, (2002) and Miller and Noulas (1996) who fihdttthe most profitable banks are also the

most dficient.
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Table 4.3

The correlation coefficients between DA scores and accounting measures

Correlation matrix The model ROA ROE
M1 0.366* 0.346*

DEARTE (vrs) M2 0.609** 0.546**
M3 0.154 0.215
M4 0.317* 0.050

*: Correlation is significant at the 0.05 level (ailed), **: Correlation is significant at the 0.0level (2-tailed).

In contrast, the accounting measures are foue t@latively statistically insignificant in mod-
el-M3 and model-M4 (small and large conventionatksain the UK, respectively). This indi-
cates that the information contained in the stahdacounting measures aret closely corres-
ponded to that contained irffigiency measures in the UK conventional bankingesgystThe

main argument is that environmental factors coffiecathe attainment of profitability.

4.5.5. The efficiency — profitability matrix

In this analysis, werimarily focus on evaluating the performance oa#irfslamic and conven-
tional banks based on an efficiency-profitabilitytnix (Table 4.4). The median value is used
to split the matrix into two halves to create hayid low groups of profitability (Luo, 2003), as
measured by ROA, and efficiency scores as measiy&@EA. We further split the matrix into

four quadrants: stars, question marks, sleepetsdags.

Table 4.4
The efficiency — profitability matrix

Profitability (ROA):

High Sleeper M1 :( N*=3 or 25%). M3 :( N=3 oB%) Star M1 :( N=3 or 25%). M3 :( N=2 or 29%)
Low Question Mark M1 :( N=4 or 33%)*. M3: (N=1 or 14%) ***  Dogs M1 :(N=2 or 17%). M3 :( N=1 or 14%)
DEApTe Low High

* "N" represents the number of banks being testeédisnmatrix in each model (i.esi¥ 12, Nys= 7) **including IBB *** IBB per se

The star quadrant consists of DMUs which exhabitigh level of profitability and efficiency
and thus, considered as the flagship banks. Thiestfailing in sleeper category have high prof-
itability but low efficiency which is not a goodgsi from long-term perspective. These sleeper
banks are profitable due to primarily more favoeabhvironmental conditions than good man-
agement. The question marks category has low philiitty and low efficiency. They have a po-
tential for greater efficiency and possibly gregtesfits. The dogs have a low profitability but
high efficiency hence, they are efficient, but sti# not profitable. They are efficiently operated
units but low on profitability due to an unfavorat@nvironment.
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Our analysis suggests that the IBB falls in tbhestion marks quadrant. This indicates that the
bank has a low profitability and efficiency. Consgeqtly, the market presence of IBB is week,
the market growth is low and thus, is consideredirader-performing but has the potential to
maintain the business and to increase its operafiigency by delivering enough cash. By and
large, IBB is probably under-resourced and lackz@priate skills. Thus, with a favorable envi-
ronment and additional resources, it can be exgectenhance its efficiency and profitability

performance. By increasing efficiency, the bank passibly move to the “star” quadrant.

4.6. Conclusions

Results based on the extensive analysis in tlapter show that the IBB is technically ineffi-
cient. It has, on average, a poor and under-penfgfinancial performance. IBB is also ineffi-
cient in exploiting the economies of scale givendtale of operations. It appears that the I1BB
inefficiency is driven, to a large extent, by inqdatemanagementompared with small Islamic
banks in Muslim-majority countries and small conv@mal banks from the UK. In comparison
with large banks, either Islamic or conventionhk 1BB relative inefficiency becomes largely

due to the non-optimal size.

IBB, however, exhibits, in comparison to othdaisic banks, an increasing trend in efficiency
performance over sample years due to small sizenanthess. IBB, as well as all small Islamic
banks, tend also to have better financial perfogaahan large Islamic banks mainly due to cre-
dit risk monitoring arrangements. Large conventidramks, on average, have an upward trend
of estimated efficiency, generally with decliningciements. Despite the prevailing market con-
ditions being adverse, small Islamic banks (inalgdiBB) and small conventional banks exhibit
initially, compared to the large Islamic and comi@mal banks, poor efficiency scores which
subsequently gradually increase with the passagiemef These results show that, with a favora-
ble environment and additional resources, IBB haslsstantial room for improvements to sus-
tain its competitive edge in the banking industsy reducing costs and increasing revenues.
However, IBB is, on average, better in utilizing resources and controlling costs than generat-

ing optimal levels of revenues.

Overall, results suggest that the optimal sizetlie IBB to achieve better levels of efficiency
performance is neither large nor small rather medilihe idea of medium-size banking has

bloomed at the time of the current global crisisic® then many small banks are becoming ac-
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quisition candidates while large banks are morecé by the financial instability and thus rec-
ognized as a troublesome due to the high levenage@amplex risk exposures.

Empirical findings further illustrate that the BEefficiency measures are highly correlated
with ROA and ROE, and thus can be used separatalgrecurrently with the standard account-
ing measures of performance in determining theoperdnce of Islamic banks in the UK (IBB)
and in Muslim-majority countries. Although not wigaised, DEA can be adopted along with
financial ratios to make comparisons of performamoee robust. However, there is an absence
of such argument in the UK conventional bankingeysat which the information contained in
the conventional financial measures are not closetyesponded to that contained in efficiency

measures.

Eventually, overall results suggest that the bamith higher efficiency levels are larger in total
assets (size), tend to exhibit higher profitabihtyd loans intensity, on average acquire less le-
vels of debt, and have relatively a smalieairket share. IBB, however, is relatively supenmor

terms of lending intensity and capital adequacy.
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Appendix-Ch.4

Table 4.5
Summary of the bank’s DEA-efficiency scores in mqiél).

Year Country The bank* crste vrste scale rts
2005 UK 1BB 0.307 0.319 0.963irs
2005 Qatar Qatar International Islamic Bank 0.813 1.@B13 drs
2005 Bahrain Khaleeji Commercial Bank 1.000 1.000 0.0
2005 Bahrain Bahrain Islamic Bank 1.000 1.000 1.000 -
2005 Bahrain Shamil Bank 0.453 0.497 0.912 drs
2005 Bahrain Abc Islamic Bank 1.000 1.000 1.000 -
2005 U.AE Sharjah Islamic Bank 0.975 1.000 0.975 drs
2005 Kwuait Boubyan Bank 0.893 0.898 0.994 drs
2005 Malaysia RHB 0.790 0.793 0.995 irs
2005 Malaysia CIMB 0.055 1.000 0.055 irs
2005 Turkey** Albaraka Turk 0.621 0.761 0.816 drs
2005 Turkey Kuveyt Turk 0.626 0.893 0.702 drs
2006 UK IBB 0.285 0.306 0.931drs
2006 Qatar Qatar International Islamic Bank 1.000 1.00000 -
2006 Bahrain Khaleeji Commercial Bank 0.985 1.000 6.B8
2006 Bahrain Bahrain Islamic Bank 0.596 0.614 0.9%0ir
2006 Bahrain Shamil Bank 0.591 0.625 0.946 drs
2006 Bahrain Abc Islamic Bank 1.000 1.000 1.000 -
2006 UAE Sharjah Islamic Bank 0.837 0.926 0.904 drs
2006 Kwuait Boubyan Bank 0.806 0.841 0.959 drs
2006 Malaysia RHB 0.991 1.000 0.991 drs
2006 Malaysia CIMB 0.629 0.824 0.764 irs
2006 Turkey Albaraka Turk 0.657 0.820 0.801 drs
2006 Turkey Kuveyt Turk 0.691 0.986 0.701 drs
2007 UK 1BB 0.369 0.381 0.968 drs
2007 Qatar Qatar International Islamic Bank 1.000 1.00000 -
2007 Bahrain Khaleeji Commercial Bank 1.000 1.000 0.0
2007 Bahrain Bahrain Islamic Bank 0.635 0.671 0.94Y dr
2007 Bahrain Shamil Bank 0.658 0.706 0.932 drs
2007 Bahrain Abc Islamic Bank 1.000 1.000 1.000 -
2007 U.AE Sharjah Islamic Bank 0.761 0.879 0.866 drs
2007 Kwuait Boubyan Bank 0.721 0.858 0.840 drs
2007 Malaysia RHB 0.612 0.845 0.724 drs
2007 Malaysia CIMB 0.246 0.355 0.692 drs
2007 Turkey Albaraka Turk 0.646 0.934 0.691 drs
2007 Turkey Kuveyt Turk 0.629 0.948 0.663 drs
2008 UK BB 0.397 0.401 0.990 drs
2008 Qatar Qatar International Islamic Bank 0.871 1.@871 drs
2008 Bahrain Khaleeji Commercial Bank 0.852 1.000 Q.88
2008 Bahrain Bahrain Islamic Bank 0.522 0.758 0.689 dr
2008 Bahrain Shamil Bank 0.811 1.000 0.811 drs
2008 Bahrain Abc Islamic Bank 1.000 1.000 1.000 -
2008 UAE Sharjah Islamic Bank 0.820 1.000 0.820 drs
2008 Kwuait Boubyan Bank 0.671 0.981 0.684 drs
2008 Malaysia RHB 0.585 0.863 0.678 drs
2008 Malaysia CIMB 0.549 1.000 0.549 drs
2008 Turkey Albaraka Turk 0.675 1.000 0.675 drs
2008 Turkey Kuveyt Turk 0.626 1.000 0.626 drs
Mean 0.709 0.844 0.847
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Table 4.6

Summary of the bank’s DEA-efficiency scores in mMqi2).

Year Country The bank crste vrste scale rts
2005 UK 1BB 0.326 1.000 0.326 irs
2005 Qatar Qatar Islamic Bank 0.969 1.000 0.969 irs
2005 Kuwait Kuwait Finance House 0.848 0.880 0.963 dr
2005 Bahrain Albaraka Islamic bank Group 0.512 0.5199Rirs
2005 K.S.A Bank Albilad 0.691 0.801 0.862 irs
2005 K.S.A Al Rajhi Bank 1.000 1.000 1.000 -
2005 K.S.A Aljazira 0.715 0.736 0.971drs
2005 U.AE Emirates Islamic Bank 0.771 1.000 0.771 irs
2005 U.AE DiB 1.000 1.000 1.000 -
2005 Malaysia Bank Islam(BIMB) 0.682 0.731 0.933irs
2006 UK BB 0.321 0.658 0.488irs
2006 Qatar Qatar Islamic Bank 1.000 1.000 1.000 -
2006 Kuwait Kuwait Finance House 0.741 0.816 0.908 dr
2006 Bahrain Albaraka Islamic bank Group 0.590 0.59998 irs
2006 K.S.A Bank Albilad 0.512 0.536 0.956 irs
2006 K.S.A Al Rajhi Bank 1.000 1.000 1.000 -
2006 K.S.A Aljazira 1.000 1.000 1.000 -
2006 U.AE Emirates Islamic Bank 0.814 0.960 0.848 irs
2006 U.AE DiB 0.882 0.914 0.966 drs
2006 Malaysia Bank Islam 0.513 0.547 0.938irs
2007 UK BB 0.360 0.700 0.515 irs
2007 Qatar Qatar Islamic Bank 0.956 1.000 0.956 irs
2007 Kuwait Kuwait Finance House 0.969 1.000 0.969 dr
2007 Bahrain Albaraka Islamic bank Group 0.641 0.64880 drs
2007 K.S.A Bank Albilad 0.469 0.480 0.978irs
2007 K.S.A Al Rajhi Bank 1.000 1.000 1.000 -
2007 K.S.A Aljazira 0.448 0.487 0.920 drs
2007 U.AE Emirates Islamic Bank 0.774 0.825 0.939irs
2007 U.AE DIB 0.831 0.854 0.973drs
2007 Malaysia Bank Islam 0.468 0.481 0.974irs
2008 UK BB 0.394 0.869 0.453irs
2008 Qatar Qatar Islamic Bank 1.000 1.000 1.000 -
2008 Kuwait Kuwait Finance House 0.834 1.000 0.8% dr
2008 Bahrain Albaraka Islamic bank Group 0.592 0.61858 drs
2008 K.S.A Bank Albilad 0.460 0.467 0.984 irs
2008 K.S.A Al Rajhi Bank 0.918 1.000 0.918 drs
2008 K.S.A Aljazira 0.400 0.403 0.994 irs
2008 U.AE Emirates Islamic Bank 0.824 0.829 0.994 irs
2008 U.AE DiB 0.665 0.667 0.996 drs
2008 Malaysia Bank Islam 0.450 0.456 0.986 irs
Mean 0.709 0.787 0.905

* (Crste) = Overall (total) efficiency scores, (Y&¥ =Pure technical efficiency scores (Scale) =Sedficiency, and (rts)

=return to scale.

** All banks that have been chosen in the samplésiaimic banks, whether in GCC-States or in Malayare from the top
(50) Islamic banks as at 31/12/2007.

*** Geographically speaking, Turkey belongs to Epeo In recent years some sources consider Turkbg tmore closely
aligned with Europe based on their modern econ@mit political trends. However, Turkey has beconueeiasingly inte-
grated with the west through membership in orgdiura such as the Council of Europe, NATO, OECDOB%nd the G-
20 major economies.
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Table4.5.1 Table 4.6.1
Summanyof the DEA- slacks and targets (IBB: model-M1). Summary othe DEA- slacks and targets (IBB: model-M2).
Year output slacks Input slacks output targets Input targets Year output slacks Input slacks output targets Input targets
1 2 1 2 3 1 2 1 2 3 1 2 1 2 3 1 2 1 2 3
2005 0.000 8.604 0.000 0.000 0.000  258.768.537 8.610 3.250  47.720 2005 0.000 0.000 0.000 0.000 0.000 82.492.210 8.610 3250 47.720
2006 0.000 9.272 0.000 1.276 0.000  345.928.872 11580 2.874 82200 2006 0.000 5.784 1.102  0.000 0.000 041, 10.254 10478 4.150  82.200
2007 0.000 9.768 0.000 1.271 0.000  379.171.539 11.090 3.639 130.980 2007 0.000  6.664 0.000  0.000 0.000 Z6.513.076 11.090 ~ 4.910 130.980
2008 0.000 12.362 0.000 0.000 0.000  3MB.8 24.374 10.000  4.460 146.100—2008 0.000 3.279 0.000 0.000 7.510 3. 8.824 10.000 _ 4.460 138.590
Table 4.7 Table 4.8
Summary of the bank’s DEA-efficiency scores iodal (M3) Summary of the bank’s DEA-efficiency scores in migd4)
Year e ek e TEn ol I Year  The Bank crste vrste scale rts _Year The Bank crste_vrste scale s
2005 BB 1000 1.000 1.000 - 2005 IBB 0.354 1.000 0.354irs 2008  |BB 0.255 0.624 0.409 irs
2005 Turkish Bank (UK) Limited 893 0.916 0.975 irs 2005 The Royal Bank of Scotland  0.476 0.946 B8 2008 - The Royal Bank of Scotland 0.329 1.000 944
5005 |CBC London Limited 1,000 1.000 1.000 - 2005  National Westminster Bank ~ 0.636 0.667 053 2008 National Westminster Bank ~ 0.602 1.000 0462
2005 Habib Allied INT. Bank Plc 0.873 0.905 0.966drs 2005 Lloyds TSB Bank plc 1.000 1.000 1.000 2008 Lloyds TSB Bank pic 0-347 0.885 0.392 drs
5005 Ghana INT. Bnak 1,000 1.000 1.000 - 2005  Bank of Scotland plc 1.000 1.000 1.000 2008  Bank of Scotland plc 0.912 1.000 0.912 drs
2005 Bank of Beirut(UK)Ltd 0.964 1.000 0.964 irs 2005 HBOS plc 1.000 1.000 1.000 2008 - HBOS plc 0.862 0.986 0.874 drs
5005 Bank Leumi UK 0896 0993 0.902 drs 2005  Standard Chartered 0.445 0,517 0.861drs 2008  Standard Chartered 0.474 0.598 0.793 drs
2006 BB 0.825 0.901 0916 drs 2005  Northern Rock plc 0.926 0.927 0.998 irs 2008  Northern Rock plc 0.738 0.738 1.000 drs
2006 Turkish Bank (UK) Limited 0.860 0.878 0.980rs i 2005 HSBC bank Plc 0.436 0.705 0.618drs 2008  HSBC bank Plc 0.523 0,809 0.647 drs
2006 ICBC London Limited 0.990 1.000 0.990 irs 2005  Abbey National 0.397 0.634 0.626 drs 2008  Abbey National 0623 0.999 0.623 drs
5006 Habib Allied INT. Bank Plc 0.906 0.948 0.955drs 2005  Alliance and Leicester 0.591 0.593 0.997 irs 2008  Alliance and Leicester 0.339 0.502 0.675 drs
2006 Ghana INT. Bnak 1,000 1.000 1.000 - 2005 Barclays PLC 0.442 0.791 0.559 drs 2008  Barclays PLC 0.458 0.964 0.475 drs
2006 Bank of Beirut(UK)Ltd 0.670 0.899 0.746 irs 2005  The Co-operative Bank Plc  0.467 0.474 0i@84 2008 The Co-operative Bank Plc  0.429 0.434 0887
2006 Bank Leumi UK 0.949 1.000 0949 drs 2005 Bradford and Bingley 0.725 0.736 0.986irs 2008  Bradford and Bingley 0.989 1.000 0.989 irs
2007 IBB 0.815 0.898 0.908 drs 2006  1BB 0.269 0.434 0.619 irs Mean 0.617 0.796 0.780
2007 Turkish Bank (UK) Limited 0.860 0.860 1.000- 2006 The Royal Bank of Scotland 0479 0.954 D48
2007 ICBC London Limited 1.000 1.000 1.000 - 2006  National Westminster Bank 0.625 0.937 0667
2007 Habib Allied INT. Bank Plc 0.938 0.978 0.959drs 22‘382 Efgg;ggﬂgggzlg'c 2-38; llé’(%) 10(-)%87 drs
2007 Ghana INT. Bnak 1.000 1.000 1.000 - 2006 HBOS plo 10001000 1.000
2007 Bank of Beirut(UK)Ltd 0.774 0.847 0.913 irs 2006  Standard Chartered 0.443 0.511 0.868 drs
2007 Bank Leumi UK 0.964 1.000 0.964 drs X X X
2006  Northern Rock plc 1.000 1.000 1.000
2008 IBB o 0.789 0.856 0.922 drs 2006  HSBC bank Plc 0.432 0.737 0.586 drs
2008 Turkish Bank (UK) Limited 0.947 0.997 0.949rs i 2006  Abbey National 0.456 0.699 0.652 drs
2008 ICBC London Limited 1.000 1.000 1.000 - 2006  Alliance and Leicester 0.619 0.620 0.997 irs
2008 Habib Allied INT. Bank Plc 0.938 0.977 0.960rsd 2006  Barclays PLC 0.487 0.807 0.603 drs
2008 Ghana INT. Bnak 0.884 1.000 0.884 drs 2006  The Co-operative Bank Plc 0.557 0.575 0i@69
2008 Bank of Beirut(UK)Ltd 1.000 1.000 1.000 - 2006  Bradford and Bingley 0.734 0.743 0.988 irs
2008 Bank Leumi UK 0.973 1.000 0.973 drs 2007 BB 0.254 0.413 0.616 irs
Mean 0.918 0.959 0.956 2007 The Royal Bank of Scotland ~ 0.504 1.000 Q&G
2007  National Westminster Bank 0.640 1.000 0440
2007 Lloyds TSB Bank plc 0.802 0.965 0.831 drs
Table4.7.1 2007  Bank of Scotland plc 0.982 1.000 0.982 drs
Summary of thEA slacks and targets (IBB: model-M3) 2007 HBOS plc 0.983 1.000 0.983 drs
2007  Standard Chartered 0.448 0.535 0.838 drs
Year  output slacks Input slacks output targets Input targets 2007 Northern Rock ple 1.000 1.000 1.000
1 o 0 > 3 1 > 0 > 3 2007 HSBC bank Plc 0.463 0.762 0.608 drs
2005 0000 0000 0000 0000 0000 82490 2210 108.6 325 47.7 2007 ﬁﬁg%g‘ggg”f‘;icester 028 0181 Oiﬁgc()iodrs
2006 0.000 0.000 2.71 0.986 0.000 117.641 3.265 708.8 3.164 822 2007  Barclays PLC 0467 0.855 0.547 drs
2007 0.000 0.000 2211 1.861 0.000  161.002 4998 8798. 3.049 131 2007  The Co-operative Bank Plc 0,404 0.410 01886
2008 0.000 0.000 1.259 1.443  0.000  171.945 5.630 7418. 3.017 146 2007 Bradford and Bingley 0912 0721 0.988 Irs
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Table 48.1 Table 4.10
Summary of thdEA- slacks and targets (IBB: model-M4)
Year output slacks Input slacks output targets Input targets
1 2 1 2 3 1 2 1 2 3
2005 0.000 0.000 0.000 0.000 0.000 82.491@. 8.610 3.250 47.720 Outputs-inputs N
2006 0.000 0.000 0.000 0.482 0.000 243.87168%.7 11.580 3.668 82.200
2007 0.000 0.000 0.000 0.453 0.000 350.340.87b 11.090 4.457 130.980 M1
2008 0.000 0.000 0.000 0.478 31.931 236.058307 10.000 3.982 114.169
Total Loans 48
Table 4.9 . . Total Revenues 48
Summary results of the regression analysis.
Total Expenses 48
The Model- Coefficients and t- statistics
M1 M2 M3 M4 Total Staff Cost 48
ISLAM-dummy _ B=-.175 _
_ t=-3.583** Total Deposits 48
Bank's size -Log. B = .237 B=1.100 B=.621
assets _ t = 3.558 *** t = 4.414%= t = 4.644%+ M2
Bank's leverage B =-.183 B=0.076 B=-.575
_ t=-2.290* t=1.777%x* t = - 4.009%** Total Loans 40
Bank’s region B =-.158 B =-.473 _ _
t=-1.708**** t=3.221%* Total Revenues 40
Bank’s market share B =-.276 B=-1.090 B=-.330
_ t=-3.437*  t=-4.369"* t=-2.384* Total Expenses 40
Bank’s loans intensity B =.320 _ B=.339
_ t = 1.755%+** t= 1.842%+** Total Staff Cost 40
Dependency/In. Factor _ B=-.045 B=-.136
_ t=-1.948 ***x t=-2.596* Total Deposits 40
Bank’s liquidity B=-514 _ _
_ t=-4.267*** M3
Bank's ROE/ ROA B=4.685 B=.365 _ B=-.154
t=2.564* t=4.484*** t=-3.052** Total Loans 28
*: significant at the 0.05 level-p<.05 (2-tailed); significant at the 0.01 level-p<.01 (2-tailed), Total Revenues 28
=+ gignificant at the 0.001 level (2-taileg)<0.1%, ****: significant at the 0.10 level-p<.1@-ailed) Total Expenses 28
Note: For the sake of parsimony, the table disptayg the estimated "Beta" and the "t" values. Total Staff Cost 28
Total Deposits 28
M4
Total Loans 56
Total Revenues 56
Total Expenses 56
Total Staff Cost 56
Total Deposits 56
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Minimum

0.440

0.580

3.810

0.900

2.700

82.490

2.210

8.61

3.250

47.720

29.400

2.211

1.510

0.850

47.720

105.940

2.940

10.000

4.150

82.200

Maximum

1,567.810
263.530
16,768.770
698.570

3,172.440

22,668.570
1823.300
1005.16
253.120

19,682.360

1,278.720
38.110
19.600
10.710

1,214.390

644,732.470
53,775.550
39,902.580

8,027.700

585,895.760

Mean Std. Deviation

596.770 414.086

69.251 58.834
388.629 2,415.026
24.998 99.656
761.526 598.330
4,237.159 5,050.672
411.548 494.508
152.464 194.139

61.228 57.989
4,223.458 4,589.773
298.965 354.175

10.927 10.700

7.089 5.446

3.494 2.722
323.312 348.269
20,3774.686 1.730
12,522.143 14,615.558
7,919.875 10,505.427
2,109.719 2,234.654
175,343.687 1.571
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Table 4.11

Correlation matrix between inputs and outputs.

Table 4.13

Results from testing the "OLS" main assumptions

The model Revenue T. Expenses T. staff Cost T. Deposits The assumptior The tes The results of our analysi

M1 Non-Multicolinearity - Tolerance T>0.20

T. Loans 0.767 0.631 0.524 0.799 - Variance —Inflation Factor VIF< 4

T. Revenues 1.000 0.813 0.726 0.753 - Durbin-Watson D-W = 2 ( P >0.05%)

T. Expenses 1.000 0.502 0.776 Normality** Skewness Skew is within the range (+1 to -
T. Staff Cost 1.000 0.545 1)

M2 . . .

T Loans 0.896 0.928 0.934 0.854 Linearity Scatter-Plots Certainly been met

T. Revenues 1.000 0.890 0.900 0.798 Model results

T. Expenses 1.000 0.939 0.833 -

T. Staff Cost 1.000 0.827 1. R > 56% (M1=56.7%; M2=67.5%; M3=73.9%; and M4=62.8%jis illustrate a strong correlation
M3 between the observed value of the response vadaloléhe values predicted by the model.

T. Loans 0.799 0.638 0.651 0.845

T. Revenues 1.000 0.546 0.587 0.971 2. ANOVA*** M1, F235=3.825, P<.01; M2, ki, 25 = 5.297, P<.001; M3, Fy,
T. Expenses 1.000 0.937 0.497 16=4.128,

T. Staff Cost 1.000 0.533 P<.001; M4, fo457.608,P<.001

M4

T. Loans 0.920 0.937 0.874 0.959 * The p-value tests for serial correlation. Since phealue is greater than 0.05, then there is no lseviaela-
T. Revenues 1.000 0.966 0.839 0.881 tion and the data are fine.

T. Expenses 1.000 0.853 0.912

T. Staff Cost 1.000 0.933

Correlation is significant at the 0.01 level (2-tad)

Table 4.12

Summary of the exogenous variables used in DE#tage.

Exogenous variables

The measurement andhe expecteaffect on efficiency

BiBR:  (ELE2)
B2Pert  (EL,E2)
BaLigy (E1,E2)
B4Log(A)it (E1,E2)

B5LTA: (E1E2)
B 6 Depa (E1,E2)**
B7Indt (E1,E2)%+

B8 Aget ( EL,E2)*

Bolew (E1,E2)
BLOGDR:  (E1)
B 10Divest  (E2)
BllGeq  (E1)

p12islamt (E2)

Profitability= net income to total assets. (+)*

Personal expenses as a proxy of skills utilizatieeasured by total amount of
wages and salaries to total assets. (-): effidiamiks are expected to have lower
cost because of IT.

Liquid assets to total deposits and short term ifumés a proxy of liquid asset
ratio. (+ or -)

The logarithm of total assets as a proxy of sizg. (

The proxy of lending intensity= total Loans to {aaset. (+): loans are the main
source of revenue.

Total deposits as a proxy of banks market shaje.dgposits are considered the
main source of banks progress.

The effect of independency. Dummy variable; (1§ Bank is managed by parents
(subsidiary), (0) if it is stand alone bank. (+)pr

The effect of age and experience. Dummy variallg;if(<10 years, (0) other-
wise. (+)

Financial leverage= total assets to equity. (- )

The percentage change in gross domestic produpgorcapita (favorable eco-
nomic condition will affect positively on demanddasupply of banking servic-
es). (+or-)

Diversification effect. Dummy variable; (1) if highiversified, (0) otherwise. (+):
Unless it leads to higher risk.

Geographical location effect. Dummy variable; (fljhie bank is located in Eu-
rope; = (0) otherwise. (+): Islamic banks in Muskountries are more Efficient.
Dummy variable; (1) if an Islamic bank; = (0) otiwise. (+ or -)

* (+) indicates a positive
effect, (-), negative effect,
while (0) (No) effect.

** The market share of a
bank is measured by divid-
ing the amount of its depo-
sits by the total amount of
all sample bank’s deposits in
a local market. The sample
banks represent the majority
of major banks deposits in a
banking industry.

** The term dependency
means: a) Islamic banks
managed by conventional
banks. b) Banks operate as
subsidiary or a member
(part) of a banking group.
While independent banks are
those "stand alone banks".
wxx We introduced (5)
dummies to avoid the
dummy trapin order to get
away from the perfect multi
co-linearity. However, the
number of dummy variables
is not important, what matter
is whether the sum of any of
the dummies is the same for
all observations.
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** Despite the fact that the multiple regression pdaces are not greatly affect by minor deviatiomsrfithe
assumptions ofinearity and normalityof data, and to produce more accurate resultsyseethenonlinear
transformationto meet the foregoing assumptions.

***we clearly reject the null hypothesis and cormtuthat at least one of the predictors is relatethe
efficiency scores. This means that the modelshhae been estimated are theoretically constructtatibti-
cally significant.

Additional notes:

1. In order to get rid the negative values for vaeahn the regression analysis, we add a constanbte the
minimum value of the distribution above 0. Henwe, uselog+4 in our analysis to transfer the logarithms
results to a positive numbers. Furthermore, fordhginal data values include negative numbers inot
possible to apply many nonlinear transformationsthis situation we add a constant to all dataeslthat
make them positive, as a rule of thumb, we addsthellest constant that will convert the largestatieg
data value to a value greater thanl.

1. It is worth noting that the DEA model requires thput and output data to be non-negative and @bl
strictly positive (no zero value), therefore, itniscessary to transfer the negative data intoipegihe. One
of the more common methods for eliminating thishteen has been through the addition of a sufficient!
large positive constant to the values of the inpubutput that has the negative number (Ali andoBej
1990).

Ill. Formally, DEA is a methodology directed to frongieather than central tendencies. In contrastgoes-
sion methods, DEA focuses on individual observatiand optimizes the performance measure of eath uni
A prior knowledge of weights or prices for inputsdaoutputs is not required in DEA.




Table 4.14

Summary statistics for the "Mean" values of theejpehdent variables used in the regression andB&0£-08)

Individual/Group banks ROE ROA Personal Expenses Liquidity Lending Intensity Capital Adequacy Leverage
IBB - the U.K 0.257 0.055 0.406 1.263 0.911 0.245 5.527
Islamic Banks in Malaysia 0.057 0.004 0.219 0.687 0.403 0.157 13.187
Islamic Banks in Turkey 0.179 0.020 0.170 0.534 0.730 0.110 9.294
Islamic Banks in (GCC) Countries 0.258 0.048 0.476 2.842 0.683 0.225 5.790
MEAN: Islamic Banks* 0.165 0.024 0.289 1.354 0.605 0.164 9.424
MEAN - Small Islamic Banks * 0.149 0.029 0.347 0.988 0.614 0.237 6.814
MEAN - Large Islamic Banks 0.323 0.054 0.481 0.721 0.685 0.162 7.783
Conventional Banks: the U.K 0.446 0.090 0.459 0.762 0.685 0.109 24.365
MEAN -Small Conventional Banks  0.889 0.178 0.540 0.949 0.714 0.186 7.877
MEAN -Large Conventional Banks 0.002 0.002 0.377 0.575 0.655 0.031 40.854**

* Only from Muslim countries. *this amount meal the bank has £40.854 of assets for every £1 of comeqguity. With leverage of 40.854, if the valughoise
assets were to fall, then common stockholders @wedwut. This means the need of more (£) in tdagibmmon equity to aorb losses stemming from what is

essentially an over-leveraged financial system
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CHAPTER 5

EMPIRICAL ANALYSIS: PART-2 /3ointly with Burghof, H-P. & Khan, W.

COMPARISON OF EFFICIENCY AND PRODUCTIVITY
CHANGES OF ISLAMIC AND CONVENTIONAL BANKS:
EVIDENCE FROM EUROPE AND MUSLIM-MAJORITY
COUNTRIES

"Adopted with permission from the Clute InstitdfeBR, Wed, 6 Jun 2012"

5.1. The abstract

| n this chapter we examine the efficiency perforneasicislamic Bank of Britain (IBB) in the

UK and Bosnha Bank International (BBI) in Bosnia-Eggovina, relative to small conventional
banks in each country and also against Islamic $&mkn Muslim-majority countries. We also
estimate the productivity changes of both bankatiked to small Islamic banks, within and
outside Europe, and also relative to small coneeali banks in the UK and Bosnia respectively.
We eventually conduct the two-stage DEA analysischeck the robustness of the results
obtained from DEA and also to determine the immddhternal and external factors on bank's

efficiency. Our analysis covers the 4-year perraanf 2005 to 2008.

Our findings suggest that the IBB and BBI aréhtaecally inefficient. The bank’s inefficiency
stems from both scale (size) and management isf\gesompared to Islamic banks from
Muslim countries, BBI yields higher pure technieéficiency than IBB, but IBB records higher
positive growth in efficiency performance. IBB aB8l yield positive growth (progress) in total
factor productivity and technical efficiency butoed negative growth (regress) in technology
innovations. Findings also suggest that the IBB &&l lag far behind their conventional
counterparty banks in terms of both efficiency @naductivity performance. BBl shows much
better efficiency performance relative to convemilbbanks than IBB. Overall, results show that
a bank that is more efficient is found to be largeore profitable, acquire less debt, invest more

in skills, and operate in countries with a high&Rsper capita.
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5.2. Introduction

The efficiency and productivity of banks haweeb widely studied in the literature. For banks,
efficiency implies improved profitability, large pesits (funds), better prices, quality services
and greater safety in terms of improved capitafdsuiin absorbing risk (Berger, Hunter, and
Timme, 1993). Hence, the information obtained fribra evaluation of the bank's performance
may be used to improve its efficiency as well amtoease productivity. Overall, the analysis of
banks’ performance is important for European bamkihere Islamic banks are operating in
parallel with conventional banks. Measuring thecefhcy and/or productivity of Islamic banks
in Europe provides evidence on the performanceslafirlic banks as compared to European
counterparties-conventional banks. It further dbotes towards examining the validity, stability
and viability of Islamic banking in a system thatdriven by conventional regulations. This
could also make European banks perceive Islamikibgrms a profitable opportunity to generate
new business rather than as a threat to existignéss taking into consideration the

uncomfortable opinion of some non-Muslims on Islavalues and principles.

Islamic banking is a worldwide phenomenon invadyia variety of instruments. Previously,
Islamic transactions and institutions made up dlgpagt of the total banking industry. Recently,
Islamic banks have significantly expanded theinwoek and have been able to mobilize large
amount of funds and upgrade many economic vent@e®n the differential behavior of the
Islamic banks and the conventional bdnkhere has been a question about the long run
sustainability of Islamic banks, which in turn degds heavily on their economic efficiency. A
bank is considered to be economically efficientt iexhibits technical efficiency. A bank is
technically efficient if it produces the maximumtput from a given set of inputs (Yotopoulos
and Lau 19737.

Despite the considerable development of the lsldranking sector, there are still few studies
that focus on the efficiency and productivity growdf Islamic banks, particularly in Europe.
Past studies concentrated primarily on conceptgalies. In this chapter, our primary

contribution is to offea comprehensive analysis of the efficieacy productivity changes of Isl-

! Islamic banking is a form of banking based on Istaprinciples. Basically, Islamic banking does mtibw the paying and/or receiving of
interest. It is based on profit and loss sharilsgamic banks must avoid heavy debt, excessivertaingy, speculation, and socially and ethically
detrimental activities. In Islamic banking, monéseif has no intrinsic value; it is simply a medimfnexchange. Each financial transaction in
Islamic banks must also be tied to a tangible Uyithgy asset.

Z4When two banks produce the same amount of outpubank (A) uses less inputs than bank (B), bankgAaid to be more efficient, from the
technical efficiency point of view. Alternativelif,(A) and (B) use the same amount of inputs bytrffanages to produce more output, then, too,
it is more technically efficient’ (La Forgia and @tolenc, 2008).
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amic banking inEurope. We intend to identify financial and poligydicators that impact
performance of Islamic banks. Due to the shortohystof Islamic banking in Europe and
consequently lack of sufficient data, we utilizesample period of 4-years, 2005 (2 years pre-
crisis of 2007) through 2008, to examine the retagfficiency performance of the first and only
Islamic commercial bankis Europe i.e. BosnBank International (BBI) in Bosnia — Herzegovina
(BiH), and Islamic Bank of Britain (IBB) in the UKMore specifically, we compare their
efficiency performance with small conventional bsnk each country, on the one hand, and
with small and large Islamic commercial banks fr@ulf Cooperation Council (GCC)-States
(i.e. Bahrain, Kuwait, Qatar, Saudi Arabia, Uni#&b Emirates, and Oman), Malaysia, Turkey
and Azerbaijan, on the other hand. We further @irmeasure the productivity changes of IBB
and BBI in relation to small Islamic banks, witrand outside the Muslim-majority countries,

and also relative to small conventional banks entkk and BiH, respectively.

We first employ the non-parametric (DEA) technique to eaterthe relative efficiency scores
for Islamic and conventional banks over the samg@dod 2005-2008Second in order to
measure the changes in productivity, we apply tremduist-DEA method to calculate the
Malmquist Total Factor Productivity (TFP) indicé&hird, the DEA-efficiency scores obtained
from the first stage are used as dependent vasiablehe Ordinary Least-Squar€¢®LS)
regression analysis in order to examine the effetthie environmental factors (variables that
are neither considered inputs nor outputs sucthasank’s size and region, etc.) on each banks’
performance. OLS is also utilized to check the sthess of the overall results obtained from
DEA scores. Such an analysis is important both froperational as well as academic
viewpoints. It displays the expansion potential damic banks in a hybrid banking system, as
well as showing guidelinesnplications for Islamic banks on how to improvei@éncy and

productivity growth.

The rest of the chapter is organized as follo®sction 2 reviews the literature. Section 3
discusses the methodology and calculations of DESA $tage of analysis as well as calculations
for the Malmquist index. It further considers thE®second stage analysis. Section 4 presents

the empirical results. Finally, section 5 contdlmes concluding remarks.
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5.3. Literature review

The literature on the comparative efficiency gmaductivity, particularly in the area of
conventional banking, comprises a large numberapeps. Likewise, the literature on Islamic
finance has grown recently, reflecting the incrdasele of Islamic banking particularly in
Muslim countries. The bulk of the academic workthie area of Islamic banking is related to
comparisons of the instruments used by Islamic @myentional banks and the regulatory and
supervisory challenges related to Islamic bankéng, Omar, Abdul Rahman, Yusof, Abd. Majid
and Rasid (2006), Sole (2007), and Abdul-Majid,| Sad Battisti (2008).

Empirically speaking, Hussein (2003) examinesadbst efficiency of Islamic banks in Sudan
between 1990 and 2000. Using the stochastic costiér approach, Hussein estimates cost
efficiency for a sample of 17 banks. The resultsvslharge variations in the cost efficiency of
Sudanese banks, with state owned banks the mastnedicient, while the smaller banks are

more efficient than their larger counterparts, tredforeign owned banks are the most efficient.

Hassan (2005) evaluates the relative cost, profifficiency, and productivity of 43 Islamic
banks in 21 countries. The study covers the pesiotl993-2001. He uses both the Stochastic
Frontier Approach (SFA) and the (DEA) techniquetasls to examine the efficiency. He
calculates five efficiency measures: cost, allaegtitechnical, pure technical, and scale
efficiency. He also correlates the efficiency ssongth the conventional accounting measures of
performance. The results indicate that the Islab@noking industry is relatively less efficient
compared to its conventional counterparts. The alvénefficiency is, by and large, output
related, with the main source of inefficiency beigpcative rather than technical in nature.
Findings also suggest that the Islamic banks aree mpoofit-efficient. The results eventually
show that the efficiency measures can be used oc@mtly with conventional accounting ratios

in determining the performance of Islamic banks.

Sufian (2006) examines the efficiency of the Malan Islamic banks during 2001-2004 by
using the DEA method. Findings suggest that thekdastale inefficiency outweighs pure
technical inefficiency. This implies that Malaysi&tamic banks have been operating at a non-
optimal level (scale) of operations. Results albows that the domestic Islamic banks have

exhibited a higher technical efficiency comparethtgir foreign Islamic banks peers.
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In 2007, Sufian extended his empirical work byedily examining the antecedents of the
Malaysian Islamic banking sector’s productivity ngas over 2001-2005. The study employs
the (MPI) to measure efficiency and technologida@nges. Findings suggest that the Malaysian
Islamic banking sector has exhibited decline indpativity, largely due to the decline in
technological advancement. Foreign Islamic bankee haxhibited lower productivity levels
compared to their domestic peers, and the domésiamnic banks have exhibited higher
productivity levels compared to their foreign peetiributed to higher technological progress

and efficiency levels.

There is a small body of empirical literaturattioffers comparisons of the financial and
efficiency performance of Islamic and conventiobanking, e.g. Rosly and Bakar (2003),
Samad (2004), Yudistira (2004) and Limam (2001) réieecently, Johnes, 1zzeldin and Pappas
(2007) examined the efficiency for Islamic and cemvonal banks in the GCC-region during
2004-2007. They used financial ratio analysis (FRAJ the (DEA) method. Based on the FRA,
Islamic banks were found to be less cost efficlanitmore efficient than conventional banks in
revenue and profit. Results from the DEA reveat tha average efficiency in Islamic banks is

lower than conventional peers.

Despite the above discussed literature, engpiresearches on the efficiency and productivity
of Islamic banks are still in their infancy in Mumal countries and rare in Europe. This is due to
the lack of sufficient data and the short presearfcislamic banks. Thus, the main purpose of

this chapter is to bridge this gap in the crossatiguliterature.

5.4. Methodology

The next sub-sections present the applicatia@®DEA approach for efficiency analysis, the
DEA-based Malmquist productivity index (MPI) meth@ohd the second-stage of DEA analysis.

5.4.1. Data description and variables

We utilize the DEA-technique to calculate tlficeency scores of the sample banks. We then
adopt the MPI technique to measure the contribstiohtechnology in promoting efficiency

(technical change). Such a technique is considdoedbe evidence of innovation and
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improvement in efficiency. We estimate DEA effiaignscores and Malmquist indexes using
DEAP version 2.1, a program developed by Coelli (1996)ere are a number of desirable
features of the DEA model for our particular stuEA looks directly for a best-practice
frontier within the data (Omar et al. 2006). Theattage of DEA is that it neither requires input
nor output prices in the construction of the eéfidi frontier. This makes the method particularly
useful in the case where prices are not availabidigdy or do not exist. Furthermore, DEA also
does not require a behavioral assumption in sdonatwhere the producer's objectives differ or
are unknown or unachieved. Moreover, DEA takes iatwount all inputs and outputs
simultaneously as well as differences in technolagyg capacity. It then compares a decision
making unit (DMU), each of the banks in our studith the best-practice frontier peers.

There are two main approaches that have beerywided in banking literature to define inputs
and outputs: the production approach and the irggmtion approach. Under the production
approach, banks use various labor and capital ressto provide different products asedvices
to customers such as loans and deposits. Undantdrenediation approach, banks are viewed as
financial intermediaries that collect deposits antker loanable funds and then lend them as

loans or other assets for profit.

In this chapter, we adopt the intermediationrapph because the main characteristic of
Islamic banks is that they follow the principleioferest-free and profit-and-loss-sharing (PLS)
in performing their business as intermediariesf{Ati988). Islamic banks employ the concept of
participation in projects utilizing the funds askion a PLS basis. This certainly implies the
importance of intermediary activities that Islanbianks perform (Yudistira, 2004). We model
Islamic banks as multi-product firms, employingeiinputs and producing two-outputs. The
input vectors include: (1) total deposits and shemn funding, (2) total expenses, and (3) total
staff costs. On the other hand, the output veaomsprise: (1) total (non) interest-bearing loans
and (2) total revenues. Table 5.4 in the appeneponts descriptive statistics of outputs and

inputs of the commercial banks during the samplegde

Using DEA, we can estimate efficiency under tlssuanption of constant returns-to-scale
(CRS) in the CCR-model, which was proposed by Gdgricooper and Rhodes in (1978), and
variable returns-to-scale (VRS) in the BCC-modelicolvhwas initially developed by Banker,
Charnes, and Cooper (1984Yhe CRS assumption is only appropriate when allU3Mare

operating at optimal scale. Factors like imperfaanpetition and constraints in Islamic finance
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may cause our sample banks not to operate wdlkeataptimal scalef operations. On the basis
of the prior arguments and to account for the faat the sizes of the banks in our sample vary
greatly, ranging from large active banks to smahks, we estimate our model under the
assumption of the BCC-model as suggestedChygper, Seiford, and Tong2007). Results
obtained from this model are commonly called ‘ptaehnical efficiency (PTE) scores'. This is
because they are obtained from the model that alleariable returns to scale (VRS).
Consequently, we'll be focusing in this chaptertlom PTE scores to examine the comparative

performance of the selected banks.

Basically, when measuring efficiency using the ADEBpproach, there are two typical
assumptions with regard to a bank’s behavior: antiorientedmodel, which is used to identify
technical inefficiency as a proportional reductionnput usage, and an output-orienteddel,
where the technical inefficiency is measured asopgrtional increase in output productidm.
this chapter, we assume an output-oriergtedroach. Our preference for this measure is due to
its reliability and as a better fit to our situatidslamic banks operating under a competitive
environment strive to offer the best possible potsldior their clients. Therefore, they are more
likely to sustain their competitive advantage bgr@asing their outputs production rather than
reducing the input usage.

DEA efficiency estimates, however, can be biagddezaee, Howland, and van de Panne,
(1998) argue that the smaller the number of DMUshis higher the probability the units will be
overestimated. However, this is not an issue inregearch design because our sample size is
large enough. We follow Cooper, Seiford, and Ta@907) and Darrat Topuz, and Yousef,
(2002) who suggest the product of inputs times uistghould optimally be less than the sample

size (I*O<n).

Additionally, one of the assumptions to applyMIs that the DMUs must be homogenous
units; they should be performing the same taskssandld have similar objectives. This fits well
with our sample because the operation of Islamiking is the same as that of conventional

banking except that Islamic banking operates im@@nce with the rules of Shari‘ah. However,

% The value of SE is less than or equal to one MfLDhas a value equal to one, then it is operating @nstant returns-to-scale size (CRS). If
SE is less than one, then DMU is scale ineffici@uerating at a variable returns-to-scale (VRS))e Bcale inefficient DMU will either
experience increasing returns-to-scale (IRS) dugetng at less than optimum size, or decreasingmstto-scale (DRS) due to being at more
than the optimum size.
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both Islamic and conventional banks operate wighsime essential goals of earning a profit and
benefitting society, even if there are some diffiees in how they reach these goals.

In our analysis, we use cross-country bank-I@aglel data compiled from non-consolidated
income statements and balance sheets of 23 Islaaniks in 10 countries. We also derive data
from 12 small conventional commercial banks in Biktl the UK, six from each country (Table
5.1). Our study differs from others in a few keypeds. We first compare the efficiency
performance of IBBthe first British stand-alone full-fledged commatdslamic bank in the
west,and BBI, the first Islamic commercial bank in Bosnia andrégovina,against 12 small
and 9 large Islamic commercial banks from Muslimnty countries. We then employ the
inter-bank comparison approach to compare theieffoy performance and productivity change

of IBB against 6 small conventional banks in the, dKd BBI* against 6 small conventional ba-

Table5.1
Summary statistics of the population and thecsetesample

Region- country No. of Islamic commercial b&s -per country selected samphanks €
Middle East,(GCC)

Qatar

Saudi Arabia

Kuwait

Bahrain

U.AE

M1*: Banks with AVTA of<1.5 bn £. (7)**
M2: Banks with AVTA of >1.5 bn £. (8)
Southeast Asia

Malaysia 16 3
M1: Banks with AVTA of <1.5bn £. 2)
M2: Banks with AvTa of >1.5 bn £. 2)
Eurasia

M1:Turkey 2) 5 2
M1: Azerbaijan Q) 1

All banks have AVTA ok1.5 bn £.

Europe

M1+ M2: UK 1) 1 1
M1+ M2: BiH (1) 1 1
SUM 23 (out of 52 52

* Model-M1 measures the efficiency performance of IBEB&I relative to small Islamic banks in Muslim countries. MbW2 measures the efficiency performance of IBB &
BBI relative to large Islamic banks in Muslim countries. Meklid measures the efficiency performance of BBI relasirll conventional banks in BiH. Model-M4 measures
the efficiency performance of IBB relative small conventidraaiks in the UK. However, utilizing data from Model-M1 in fDEA, we measure the relative Malmquist indices of
productivity change of IBB and BBI compared with small Islabanks from Muslim countries. We further make use ofl&#M3 and M4 to measure the relative productivity
growth of BBI and IBB relative to small conventional banks ithtiH and the UK respectively. ** The column representsiilnaber of the banks in each model.

O o h~Obd
WUINWN

Country Small caentional banks in BiH & the UK
BiH 6
M3: Relative efficiency of BBI compared with smatinventional banks in BiH.
UK
M4: Relative efficiency of IBB compared with smatinventional banks in the UK. 6
SUM 12

4 BBI claims to be the first Islamic bank in Europs, it was established on 19 Sep. 2000, 4-yearsebtffe IBB was granted a license. However, oldest
bank is not necessarily the oldest in history, thetwell-developed, the fastest-growing, and tlaelde in pioneering new and a wide range of findncia
products and services. Thus, it is generally aecktitat the IBB is considered as the first staond@full-fledged Islamic commercial bank in the tees
world. Also, the UK is considered to be the hulistdmic banking and has the most active and deeeldglamic banking sector in Europe which helps
the IBB to become more mature compared with BBIBtisnia-Herzegovina there is no stock market, &od BBl cannot emulate the IBB in seeking
additional equity finance through having a listmga local Alternative Investment Market.

®The number of banks is reduced mainly due to tittusion of i) the new banks that are not older than 5 ye#<all banks other than the commercial
Islamic banks, aniii ) Islamic banks whose financial statements wersal@fated with their parent banks.

128



CHAPTER 5. COMPARISON OF EFFICIENCY AND PRODUCTIVITY CHANGES OF ISLAIG
AND CONVENTIONAL BANKS:EVIDENCE FROM EUROPE AND MUSLIM-
MAJORITY COUNTRIES

nks from BiH respectively. We eventually estimate tross-country productivity changes of
small Islamic commercial banks, both within andstilg Europe.

For the purpose of analysis and to analyze treeedficiency relationship, Islamic banks across
the sample are grouped by total assets. Banks matte than 1.5 £ (KM) bn of average total
assets (AvTAoos-2009 are categorized as large size, and banks belevetel are categorized as
small-to-medium size. The time interval 2005-209&ised to measure the effects of the current

global financial crisis on banks efficiency.

5.4.2. The empirical specifications
5.4.2.1. The DEA-Model

DEA is defined as a linear programming technitheg compares multiple outputs and inputs
used by firms (DMUs) and generate relative efficieacores. DMUs with an efficiency score of
unity are considered relatively efficient and mailgethe frontier, while those with a score below
unity are relatively inefficient (Berger and Humpfy 1997). To measure the efficiency of a
given DMU, Charnes, et al. (1978) propose the usie maximum of the ratio of weighted
outputs(y) to weighted inputsx), subject to the condition that similar ratios &rother DMUs
be< 1. For each DMU, efficiency is calculated as falo(Ataullah, Cockerill, and Le, 2004):

J I
maxey= ZW]-O}’]-O/ZV?X? (1)
=1 i=1

Subject to:
J

I
Zujoy]-“/ZV?X? <1, n=1..,Nvu 20 i=12..5L j=12..] @
j=1 i=1

Where,y* andx;' are positive known outputs and inputs of theDMU, respectively. The

variablesvy andu]-o are the variable weights to be determined by sghinear problem 1. The

DMU being measured is indicated by the index ‘dieToptimization is defined for every DMU
in the sample such that if théfieiency scoree”™= 1, the DMU is 100% €icient within the
sample. Charnes, Cooper, and Rhodes (1978) tramdfoe above formula into the following

linear programming problenmAfaullah, Cockerill, and Le2004):
J

max 1= Z ufy? 3

j=1
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Subject to:

I J I (4)
ngxg=1 Zuloy]n ZV‘O n<; meLl, NivPze W e =120 51,2,
i=1 j=1 i=1

Where'e’ is an arbitrary small positive number introduceemsure that all of the known inputs
and outputs will have positive weights. Whefh: 1, then the DMUis dficient; otherwise it is
inefficient. However, if inputs are being used feefively, then we will have input slack (input-
excess), and conversely we will have output slaoltput-shortfall). Slack represents the
improvements needed to make an inefficient unibbex efficient and thus, all input slack and
output slack must be equal to zero. These improw&rare in the form of an increase/decrease
in inputs or outputs. In our analysis, we utilibe imulti-stage (MS)-DEA methodology (Coelli,
1996), where the outputs from one process can bd as the inputs for the next process,
allowing a sequence of radial linear programs greoto identify the efficient projected point for
the treatment of slacks. This method is computatlgnigorous and more demanding than the

one and two-stage methods (Coelli, 1998).
5.4.2.2. The DEA -Malmquist Productivity Index -MHA

There are several different methods that coulddszl to measure the distance function which
make up the Malmquist indéxare, Grosskopf, Lindgren, and Roos, (1992) cansthe DEA-
based Malmquist productivity index as the geometniean of two Malmquist productivity
indexes of Caves, Christensen and Diewert, 1982in#fportant feature of the DEA-Malmquist
productivity index is that it can be decomposed into two comptmene measuring change in
relative technical efficiency (TEch) (how the uniising examined have managed to catch-up to

the frontier) and the other one measuring changecimology innovation (TECch).

The Malmquist productivity index can be useddentify productivity differences between two
firms or one firm over two-time periods (Caves, St¥nsen, and Diewert, 1982). Malmquist
index numbers can be defined using either the ¢utpthe input-oriented approach. This study
adopts the output-oriented Malmquist index to meagshe contributions from the progress in
technology and efficiency change to the growth afdpctivity in Islamic commercial banks.
The output-oriented productivity measures focushenmaximum level of outputs that could be

® The Malmquist productivity index (MPI) is often seas the real driver of growth within an economtyislused to measure firms'
productivity growth. MPI does not require the ptafiaximization or cost minimization assumption, amidrmation on the input and

output prices.
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produced using a given input vector and a givemyeton technology relative to the observed
level of outputs. This can be achieved using thguwudistance functions. Caves et al. (1982)
show how distance function can be used to definémidaist indices of productivity change.

Fare, Grosskopf, Lindgren, and Roos (1989) showttieoutput-based Malmquist productivity
index between time periods (t) and (t + 1) can éfndd as follows (Omar et al. 2006):

DE (xt+1,yt+1)  pEHL (xt+1 yt+1) 1/2

D§ (xt, yt) DI+ (xt, yt) (5)

Mo (xt, yt, xt+1, yt+1) = [

Where the notationDf (xt*1,yt*1)‘ represents the distance from the period (t+1)eok&ion
to the period (t) technology, while (x) and (y) icate the input and the output, respectively. It
measures productivity change from period (t) toiqueft+1) using period (t) technology as a
benchmark. The second ratio is the period (t+1) nhpiist index and it measures the
productivity change from period (t) to period (t+iing period (t+1) technolog@s a benchmark.
Having a value of (M) greater than one denotes ymtidty growth (progress or improvement),
a value less than one indicates productivity decliregress or deterioration),while a value of
unity corresponds to stagnation (no change). Flnaywna, Mary, and Zhongyang (1994) show

that the MPI can be decomposed into two comporaentsllows

1/2
1 t+1) _ D6+1 (xt+1’ yt+1) * Dg (xt+1’yt+1) D (x t (6)
Y )T bkt yh DEFL (7L, Y1) © DEFL (xE, )

Mo(xt, yt, xt+

The first ratio of Egq. 6 measures the relativehtecal efficiency changes (TEch) (i.e.
movement toward the frontier) from years (t) tol{t+The second term inside the squared
brackets (geometric mean of the two ratios) captaihe shift in technology or technological
changes (TECch) (i.e. shifts in the frontier its&étween the two periods evaluated &t énd

t+ 1)

(x7). Fare et al. (1994) further decompose the teehmtficiency change (TEch) component

into a pure technical efficiency component andaesefficiency component as follows:

. - __ Df(xtyhH)
Pure Technical Efficiency Ch. (PT = (7)

D(t)f+1 (xt"‘l, yt+1)

1/2
L. _ Dgé—l (xt’yt) D5+1(xt+1,Yt+1) Dgc (xt’ yt) DS (xt+1’yt+1)
ScaleEfficiencyCh. (Sky) = [Dgﬂ(xt,yt) DT Gy ¥ DEa T DG T @)
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Where PTE*SE, = change in technical efficiendyfEch). PTEch measures the relative
ability of the DMUs to convert inputs into outputsis defined as the ratio of the own-period
distance functions in each period under VRS. Skaohthe other hand, captures changes in the
deviation between the VRS and CRS technology. Hsuees to what extent the DMUs can take
advantage of returns to scale by altering its $meards optimal scale (Fare et al. 1994).
However, changes in SE may be caused)bghanges in the shape of technoldd)y,changes in
the location of the bank in the input/output spaeéveen ) and (t), or a combination ofl)
and (Il). While any change in the PTE is caused by a movemkthe bank relative to the
existing technology (Hassan, 2005).

5.4.2.3. The DEAsecond-stage analysis : OLS-regression approach

In order to account for the macroeconomic effectdanking efficiency, we adjust the sample
data for differences among countries by deflatihgyariables using the Consumer Price Index
(CPI). We also perform the two-stage method to tteststatistical association of the efficiency
estimates, obtained from DEA model-1 to model-4hwiariables that are neither considered
inputs nor outputs and also to determine theiugrice on the bias-corrected efficiency scores.
Thus, after solving for DEA, the efficiency scorese regressed upon the environmental
variables which could influence the efficiency dbank (Sufian and Zulkhibri, 2008).

Due to the fact that the dependent variable inPADdnhalysis has an upper limit of 100%
(censored variable) and because we have to dehl hidtses caused by inefficiency, Tobit
regression is not valid to be applied in this stafj@nalysis (Kumbhakar and Lovell, 2000).
McDonald (2009) advocates using (OLS) in the DEAt&ge arguing that it is considered a

consistent estimator. In this chapter, we exantieddllowing econometricegression model:

E.1:(&s) = o+ ﬁlBP.jt+B2 PER.jt+B3 LIQ.+ B4 LOG. (AS)]-t
+PBs LTA,; +Bs DEPO.ji+f; IND.ji+ S5 AGE;; 9)
+ﬁ9 LEV.]t +ﬁ10 GDP]t +ﬁ11GEO.]‘t+ &

Where the subscripf) (refers to a bank, and the subscrijtréfers to a sample year. The
dependent variablés) is the bank’s pure technical efficiency (D&A which is regressed on a
set of common explanatory variables (Table 5.7-eadix). In this chapter, the efficiency of

Islamic banks based on binary comparisons is aedlyZ€onsequently, two regression models
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(E1 and E2) were basically measured. The first (e model-M1 and model-M2) measures
the relative efficiency of IBB and BBI against sinahd large Islamic banks from Muslim
countries, respectively. The second model (E2: mbt® and model-M4) investigates the
relative efficiency performance of the IBB and BRJjainst small conventional banks in the UK
and Bosnia respectively. Empirically, in E2, welagged the predictor variabl@,; GEO.;.) by
the predictor variablef(1DIVER}). This is basically in order to test if Islamicrika generally
enjoy a lower diversification benefit than theingentional counterparts.

5.5. Empirical results

In this section, we first introduce the resukstpining to the efficiency scores (mainly DA
scores because we originally estimate our modetutie assumption of DEA-VRS) of IBB and
BBI relative to the small and large Islamic banksMuslim countries and also relative to the
small conventional banks in the UK and BiH, respety (Table 5.2.1-5.2.4). This is followed
directly by the presentation of the results obtdifieom the comparative analysis of the
productivity growth of IBB and BBI relative to snhdslamic banks from Muslim-majority
countries (Table 5.3.1-5.3.4). We then discus thegness in productivity of BBl and IBB
relative to a carefully selected sample of conwerdl banks in BiH (Table 5.5.1-5.5.4) and in
the UK (Table 5.6.1- 5.6.4). Finally, we preserd thsults of the DEA-second stage analysis of

efficiency performance.

5.5.1. Cross-country analysis of banks efficiency performace: DEA-based analysis

Table 5.2.1 illustrates the DEA-efficiency sesir overall efficiency (Crste), pure technical
efficiency DEApte) and scale efficiencyDEAsg)) of IBB and BBI relative to small Islamic
banks from Muslim-majority countries (model-M1). deéts show that both banks have pure
technical efficiency scores of less tha(DEApTe<1) in each samplgear, andhus, are identified
as relativelytechnically inefficient compared to other Islaminizs in model-M1. Results also
suggest that, despite being technically ineffigidatth, IBB and BBI, exhibit an upward trend in
DEApTeScores. Therefore, they have substantial roonnfiproavements to sustain a competitive
edge in Europe. Overall, it is clear that BBI seemperform slightly better (closer to the best-

practice frontier) than IBB in terms of the averdD&Aer1e) (Fig. 5.1-appendix).
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Scale efficiency scores for individual banks-(DdgAin model-M1 (Table 5.2.1) show that the
IBB experiences a decreasing returns-to-scale rEAso-called diseconomies of scale). This
implies that the bank is too large (and has suptarum scale size) to take full advantage of
scale, and so it should sim@irink certain outputs (i.e. total non-interestrbegloans and total
revenues), because we primarily assume an outparted model. In contrast, BBl has an
increasing return-to-scale (DER) implying that the bank is too small for its scafeoperations
and thus operates at sub-optimum scale size. BBtade inefficient due to its potential to
achieve much higher levels of outputs in BiH. BBuld, however, improve its efficiency by
scaling up operationsnd activities. Results also show that the RQE®#f BBl and IBB is higher
than the banks’ DE#ye in all years (e.g. DE# @gi-2005= 99.1% > DEATE (8BI-2005)= 24.3%,
DEAsE (881-2000= 99.4% > DEATe @B1200s)= 34.5%, etc) This demonstrates that the overall
technical inefficiency appears to be largely dugtioe technicainefficiency rather than scale
inefficiency. Based on these results, and due ® féct that the DEge captures the
management practices while the DigAeveals whether or not the bank operates undémnapt

size, it seems that the banks inefficiencies arstimdue to poor management.

In comparison with large Islamic banks in model-NPable 5.2.2), BBI shows efficient
performance in the first two years (DE# (2005-2006)=1) despite its small size. The bank’s
efficiency scores gradually decreased over timé ifitecame inefficient throughout 2007-2008
(DEApRTE (2007-2008)< 1). Surprisingly, BBI is slightly better able tperate closer to its efficient
frontier than IBB (Fig. 5.2- appendix). Howeverika BBI, IBB shows an overall upward trend
of DEApTe Sscores over the sample period (e.g. [PEA2006=65.8%, DEApTE (2007)=70%, and
DEApTE (2008)=86.%%0). By and large, both banks report a low Dig&ompared to DEAre and
consistently achieve a DEA over the sample period. Such results imply thay tbuffer most

from the non-optimal level (size) of operations.

We measure the comparative efficiency scoresBifv@rsus small conventional banks in BiH
banking industry in model-M3 (Table 5.2.3 and Fig3- appendix). Results confirm the
previous findings and show that the bank is, bylangk, inefficient and its mean performance is

7Secondarily, in order to further extend the explimmeaof results concerning the efficiency perforroainf Islamic banks in Europe, results from
Table 5.2.1 also illustrates that the Islamic bainés Turkey (geographically speaking, Turkey belemo Europe) achieve efficiency scores of
less than 1 over the first 3-years. In contras20@8, they become increasinghore efficient. The DEAye for these banks is, on average, higher
than DEAk consequently, bank’s inefficiency was attributedyely to scale inefficiency and to a lesser exterthe pure technical inefficiency.
However, our analysis shows that the Turkish Istal@inks are more efficient than BBl and IBB. Foaraple in 2005, the DEA¢ for IBB and
BBl is 30.7% and 24.3% compared to 76.1% and 8%@%Albaraka Turk bank and Kuveyt Turk bank, respety. Turkish Islamic banks
record a DEAgs over the sample years. This indicates that theydcionprove their own efficiency by scaling dowrtigities because they are
too large for the volume of operations they conduct
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at the lower end of the spectrum of small banksl Bferates at increasing returns to scale
(DEARs), suggesting that the bank is relatively small pared to its counterparties-
conventional banks. Meanwhile, the bank’s DigAIs higher than DEAe and thus, its overall
inefficiency appears to be mostly due to scalee(sizbanks operation) rather than pure technical

inefficiency (management practices).

Similarly, we measure the comparative efficiescpres of IBB against small conventional
banks in the UK in model-M4 (Table 5.2.4 and Figl-&ppendix). Results reveal that IBB fails
again to appear on the efficiency frontier over flears 2006-08, and hence is identified as
inefficient. In contrast to BBI, IBB operates aD&Aprs (diseconomies of scale-too high scale
of operation) throughout the sample period. Meafteylgure technical (in)efficiency dominates
scale (in)efficiency (Sgs-0>PTEos.09. Based on that, IBB is said to be technicallyffineent
largely due to ‘bad’ management and to some exbmatause of the non-optimal size of
operations.

Overall, results from model-M1, M2, M3, and M4shthat the DEAe of large Islamic banks
from Muslim-majority countries is, on average, ordeclining trend from 2005 t@008. On
contrary, IBB experiences a trend of increasing efficiency netatto other Islamic banks (small
and large) over the period 2006-2008 but recoraegative trend of efficiency performance
levels as compared to conventional banks in the Mianwhile, BBI suffers a decline in
estimated efficiency during 2007 and 2008, strikirtfhough, at a low rate compared with most
of its conventional-counterparts in BiH, and Islanfianks (particularly the large banks) in
Muslim countries. This, however, reflects a smalpact of the global financial crisis of 2007-
2008 on small Islamic banks, either from Muslim mwies or from Europe. This also suggests
that they can provide certain services better amdenefficiently than their counterparties-

conventional banks and the large Islamic banks fBRC-States, Malaysia, and Turkéy.

5.5.2. Cross-country analysis of banks productivity growth DEA-based MPI analysis

In this section, we focus on productivity chamgdth respect to the 14 small Islamic banks
operating within and outside Europe (model-M1). [€ab5.3.1 to 5.3.3 report the estimated

8 our analysis shows that Kauther bank is a speasg.dt is efficient because it receives unit &fficy scores over the sample years in model-
M1. But because the bank has the smallest inpa@toatputs, it has no peers to which it can be costhand thus, it is considered as efficient
‘by default’. All other banks in our sample haverqmarable units except Kauther bank. The bank fsdmhtified as 100% efficient not because

it dominates other banks but because there aréheo lsanks with which it is comparable. This, hoarindicates that Kauther bank is not truly

(should not be regarded) efficient relative to othenks in the sample.
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values of the Malmquist-based total factor produisti (TFP) index, along with its two
subcomponents: changes in technical efficiency ijiand changes in technological efficiency
(TECch). Subtracting 1 from the reported resultsldg an average percentage increase or

decrease per annum.

Table 5.3.1 shows that the Islamic banking seatthin and outside Europe, exhibits a
decreasing trend in the relative TFP growth overghmple period, with a mean TFP of 106.3%
in 2005-06, 96.5% in 2006-07, and 95.1% in 20074@8contrast, both IBB and BBI yield
positive growth until 2006-07, but the trend reesrsn 2007-08. Overall, results illustrate an
inefficient performance of the entire Islamic barkisector, with a mean TFPch of 99.3%
(indicating 0.7% decline in TFP). By specificallgadyzing the efficiency performance of ‘old*
versus ‘new' banks,findings suggest that some old (large) banks fiuoslim countries, such
as Albaraka Turk, Kiveyet Turk, and QIIB, have been able to achieymsitive productivity
growth TFPch of 4%, 1.4%, and 7.7%, respectivelyikidgly, some of the newer banks,
particularly from Europe, achieved a much highePTgrowth. For example, BBI exhibits an
average increase (growth) of 24.8% in FdoBos mainly due to high average growth rate
(progress) of 2.9% (Table 5.3.2) in technologicilicency (TECch). This suggests that the
desirable increase in TFP of the BBI should be grily based on technology innovation rather
than the improvement in technical efficiency. Ho@euVBB, in contrast, produces an average
decline (negative growth) of Th§gs.os= -3.6% (calculated as 1 — 96.4%) driven mostlythmey
significant regress of 29.8% (calculated as 1 2%).in the bank’s TECch (Table 5.3.2).

Table 5.3.2 presents the index values of tecuicdl progress/regress as measured by average
shifts in the best-practice frontier from periogl t@ (t+1). Results show an overall downward
trend in the Islamic banking sector’s technologi@ahovation) efficiency (TECch) throughout
the sample years (i.e. 15% in 2005-06,-6.8% in 2006and -10.5% in 2007-08). The sector
suffers, however, an average regress of -0.8%ledéd as 1-99.2%) in TEC over sample years.
Large portion of the productivity regression in Z&@B was caused by Islamic banks from
Muslim countries. Islamic banks from the UK, BiHdamurkey accounted for a relatively small
amount of the aggregate technological inefficienlegr example, while many banks show a
negative TECch growth in 2007-08, BBI and IBB shexwupward trend in TECch, provinigeir

% The bank’s age is calculated from the date ofripe@tion until the ¥ of 2010. For the purpose of our study, banks #@nahot olderthan 10
years (Age<10 years) are considered new. Otherwise, thegarsidered as old banks.
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ability to get closer to the productivity frontigith high TECch scores of 95.4% and 92.8%
respectively.

Table 5.3.3 displays changes in the relative rteal efficiency (TEch) for each individual
bank. Results show a considerable variation achzs¥ks and years. On average, BBI is
relatively technically efficient with mean score hfKauther bank records the highest efficiency
change of 16.7%, followed directly by IBB with aage efficiency scores of 15.3%. Such results
illustrate that the Islamic banks from Europe perforelatively better than some of those
operating in Muslim-majority countries despite tlegal obstacles and economic restrictions,
such as the conventional banking regulations aadaitk of uniform standards of credit analysis,
which may put these banks in a challenging situations Tauld be due to the fact that the
Islamic banks from Muslim countries, either smallarge, are relatively larger (in terms of total
asset) than Islamic banks that are operating ifgurTherefore, they tend to engage in more
complex Islamic-compatible products and servicelBiclv could negatively affect the banks’
relative efficiency levels. Overall, findings shdhat the Islamic banking sector has been in a
downward trend in technical efficiency from 200541, surprisingly, shows a quick recovery

in 2007-08 despite the global financial and ecomoenisis which commenced in 2007.

Table 5.3.4 presents the decomposition of thehnieal efficiency change into two
subcomponentsiamely: pure technical efficiency change (PTEaij acale efficiency change
(SEch). The table clearly shows that the PTEchgkdr than the SEch in 2005-06 and 2006-07.
This implies that the technical inefficiency charfge the Islamic banking sector is primarily
driven by scalanefficiency (non-optimal size of operations). lantrast, SEch is higher than
PTEch in 2007-08, which suggests that the techrimgafficiency in Islamic banks, as they
become mature, is more than likely due to the mamaigfactors, such as shortage of Islamic
finance expertise versed in Shari'ah law. Oveialseems that the growth in TFP for Islamic
banking sector is largely contributed by PTEch eatthan SEch (average SEch=99.1% <
average PTEch=106.3%). This indicates that the eizéhe bank does matter in affecting
productivity changes and implies that the banksraugrowth in TFP could be based on the size

of the bank's operations.
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5.5.3. Inter-bank analysis of banks productivig growth: DEA-based MPI analysis
5.5.3.1. The banking industry in Bosnia and Herzexyina

The results inTable 5.5.1 show that the BBI records the highesues in total factor
productivity growth (TFPch) for 2005-06 relativedth counterparties-conventional banks. But it
gradually loses its superiority over other banks snunable to maintain its number one position

in subsequent years. Overall, the bank still ret#ie highest mean TFPch over sample years.

Concerning the analysis of banks TECch (Table2}.5indings suggest that all conventional
banks in BiH experience both technology progress ragress. Surprisingly, BBI consistently
exhibits a technology progress during the sampleoge More specifically, BBI records a
positive growth of 5.2% in 2005-06, 22.3% in 20064hd 7.4% in 2007-08. BBI records also
an average growth rate of 11.6% (1.116 -1) compavéd an average TECch of 8.1%
(calculated as: (1+1.1+1.307+1.022+1.128+0.927)/&fained by (all) counterparties-
conventional banks. These results, however, stiggas the high factor productivity growth
achieved by average banks in Bosnia's banking isentduding the BBI, as observed in (Table

5.5.1) is largely attributed to the technologidéiiceency rather than technical efficiency.

Table 5.5.3 reports the changes in banks’ kagchnical efficiency (TEch) while Table 5.5.4
reports the changes in the components of techeit@iency (PTEch and SEch). Results in
Table 5.5.3 show that the overall Bosnia's bankimdystry, as well as BBI, suffers a clear
declining trend in estimated TEch from 2005 to 2008 TEchector05-0109% > TECBctor06-
o7= 101.6% > TECQcioro7-06= 98.5% meanwhile, TEgB; 05-06=120.6% > TEChg) 0s-.0= 102.3%
> TEChsg) 07-0= 94.3%). As far as the full sample period is coned, BBI records, on average,
the third-highest mean TEch of 5.7% as comparedotmterparties-conventional banks. This
suggests that BBl has made relatively better teethmrogress than some of conventional banks

having the same economic circumstances and sis#dar

Results in Table 5.5.4 show that the mean RBEbanks in BiH is less than the mean SEch
throughout 2005-2007. In 2007-2008 the mean PTEetoines higher than the mean SEch.
Similarly, at the individual bank level, the PTEch BBI trends up over the years 2005-2008
and eventually outperforms SEch in 2007-08 (SFg=94.3 < PTEcHy.0s =1). These results
indicate that the PTEch (improvements in managermttices) appears to be a less important

source of future growth of technical efficiencycasnpared to the optimalze component.
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Overall, findings show that the highest growthmean TFP, TECch, and TEch was achieved
by banks other than the BBI. This growth was dritagrbanks' optimal scale of operations. The
relative superiority of (some) conventional bankeroBBI may re-emphasize the important role
of the conventional economic restrictions and #iek lof legal support and effective prudential

regulations on affecting the efficiency performan€déslamic banks in BiH.

5.5.3.2. The banking industry in the UK

Table 5.6.1 shows that the IBB records an upveedd in TFP over the sample years (i.e.
78.4% in 2005-06, 90.6% in 2006-07, and 93.4% i@7208). Despite this positive trend, the
bank suffers the highest average TFP deterioradfosl2.5% (calculated as 1 - 87.5%) over
2005-2008 relative to counterparties banks. Inremht the average counterparties-conventional
banks produce positive growmtifi4.2% (calculatedas: 1- (1.009+1.058+1.009+0.998+1.162+1.01

4) /6) for the same time interval.

In terms of the relative technological changeQtE), results in Table 5.6.2 show an increasing
growth rate in technological innovatiof@ average conventional banks over the period 2005
2007 (i.e. from 118.2% in 2005-2006 to 128.1% i@&@007, calculations do not include IBB)
but reveal also a sudden decrease in TEC growgl tatring the adverse economic conditions in
2007-08 with a TECch =126.3%. In contrast, IBB wuidiially exhibits a strong and consistent
upward trend in the average TECch over the sangdesy(i.e. TECchs.0s=78.4% and TECgh.

07 =90.6%) and also, surprisingly, it becomes teabgichlly efficient with a TECch200.8% in
2007-2008. Such results confirm that the Islamiokbay in the UK has a strong long-term
potential for further growth in technology innowatiin spite of the economic downturns.

Table 5.6.3 presents the findings related to baslative technical efficiency (TEch). Overall,
results illustrate that the entire UK banking sedislamic and conventional) experiences a
gradual decrease in technical efficiency (i.e. frbd2.2% in 2005-06 to 101.03% and 97.4% in
2006-07 and 2007-08 respectively). More specificalBB suffers a sharp decline of 7.3%
(calculated as: 1- 92.7%) in the technical effickeperformance in 2007-08 after two years of
good and consistent performance. By and large ltseslearly illustrate that the IBB is still
nascent and lagging behind its counterparties-aatiow@al banks in the UK financial system
with an overall mean TEch of -2.4% (calculated1a€97.6%).
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Table 5.6.4 summarizes the changes in the twgoasnts of bank's technical efficiency in the
UK. The UK conventional banks, on average, havewa SEch relative to its PTEch (i.e.
PTECchs.0s =100.9% > SEG3.08 =99.9%, IBBis excluded from calculation), indicating that the
sector’s technical inefficiency is largely scalenature rather than managerial. In contrast, IBB
records the highest deterioration of — 6.9% (1193.in PTE in 2007 and 2008. It also records a
low deterioration rate of -0.5% (1- 99.5%) in SE fllee same period. This suggests that the size
of IBB operations appears to be less importantcsto further technical efficiency growth as

compared to the PTEch, which is primary driverta IBB inefficient performance.

Overall, results suggest that the average grath.8% in TFPch (Table 5.6.1), 1.6% in
TECch (Table 5.6.2), and 0.30% in TEch (Table 5.603he UK banking sector (conventional
and Islamic) is more likely due to management &ffoather than the scale component. More
specifically, on average, IBB records the lowestrage growth of —12.5% in TFPch, which is
driven mainly by the bank’s average technologiddch) regress of —10.1%. However, the

TEch contribution to the bank’s low growth in TFHRshelatively minor.

5.5.4. Adjustment to the environmental differenes: OLS-regression results

The second-stage DEA analysis reveals a diffeset of findings. In contrast to the DEA-
efficiency results, which suggest that the banle $ias no significant predictable effect on its
efficiency, the second- stage DEA analysis shdhet the bank size has a significant positive
relationship with DEAre efficiency scores, in model-M2, (t = 2.748,= 0.05) * This
indicates that the larger Islamic banks have iaéWt higher DEA+e The large size promotes
technicalkefficiency by inducing economies of scale to redagerage total costs. Large size is
also anticipated to enable banks to be more diiesiin an uncertain macroeconomic
environment, to mobilize more funds and hence gaadnigh returns to its depositors, and to
finance a large number of profitable investmentarpmities.

In testing the relationship between leverage eiffidiency performance, we find a significant

positive relationship in model-M3 (small conven@bbanks) with (t= 1.85)<0.10).This illus-

10 As stated previously in chapterid,practice, the application of both regression BEA on the same data set often produces strikingly
different efficiency results, particularly in theall samples which are prevalent in regulated itrtkss(Cubbins, and Tzanikadis, 1998).

M 1f = 0.05 and I < 0.05, we reject the null hypothesis and accepalieznative hypothesis.
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trates that small conventional banks with high levef leverage are more efficient. A high
leverage or a low capitaldequacy reduces the agency cost and increaseiks lefficiency.
Thus, the high performing banks acquire more debt§, 1977). The leverage also allows small

banks to make a lot of safer loans and therefaetplof investment returns.

Another important finding is the regression cméght between the obtained DEA scores and
the financial ratios (ROA and ROE). Interestinghge analysis reveals a statistically significant
relationship between the variables in model-M1 &.243,p < 0.05), in model-M2 (t = 2.43P,
< 0.05), and in model-M3 (t = 2.089, < 0.10). Findings illustrate that the more prdfiea
Islamic (small and large) and conventional banksnaore efficient. Such results suggest that the
various measures of efficiency are strongly assedisvith the traditional accounting measures
of performance, which are always considered asulsebl for comparing one bank against

another, and hence are robust and not ‘valueles&das of our advanced techniques

To assess the effects of the skills utilizatmm the bank’s efficiency, we use the human
management as proxy. Results show a statisticajlyifeant relationship between efficiency
scores and staff utilization variables in model-f2= 7.939,p<0.001). The results suggest a
strong link between increased investment in skilid the positive efficiency trends in the large
Islamic banks. In contrast, the same explanatomabke does not have a significant influence on

promoting efficiency for conventional banks.

The proxy for economic conditions (GDP) displaypositive and significant relationship with
DEAptein model-M1 (t = 2.257p < 0.05), and in model-M2 (t = 2.238,< 0.05).Such a result
indicates that théavorable macroeconomic conditions seem to stiradiagher efficiency. This
is due to the fact that the excessive demand famis financialservices tends to grow as

economies expand.

To control for the effects of the geographicalioegon banks’ efficiency, the predictor (GEO.)
is used. Results suggest that small Islamic bamks Europe exhibit a much better performance
compared with large Islamic banks operating in Muagslountries (t = 2.13§<0.05-model-M2)
in spite of the restrictions and conventional ragjohs in the UK banking industry. It is
significantly more complex for Islamic banks to @stj their credit risk monitoring system as

they become bigger. Large banks tend to engag®rie RPLSarrangements comparedsmall b-

12 Because of the high correlation between ROA and R@E r= 0.795, M2r=0.933, and M3r=0.837), the later measure was dropped from thiysisa
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anks and thus, monitoring schemes becomes moresdiveshich could consequently reduce
banks efficiencyCihak and Hesse, 2008).

To capture the effects of liquidity and the alugeaf an international inter-bank money market
for Islamic banks on their overall efficiency, timelependent variable (liquidity) is used. Results
reveal a significant negative relationship betw#enliquidity predictor and the DEAg in the
context of conventional banking system in model-{#8-1.891, p<0.10). This indicates that
conventional banks that accumulate a significanbwarh of liquid resources have inefficient
performance. In the context of Islamic banks, thalgsis fails to find significant relationship
between liquidity and DE#ye in model-M1 and model-M2.

Results regarding the effects of banks' divaraifon on the DEAre scores reveal insignificant
inverse relationshiplt appears thathere is nosignificant difference between Islamic and
conventional banks in term of product diversityisTtinding, nevertheless, does not support the
prevailing belief that Islamic banks generally gng lower diversification benefit than their
conventional counterparts because they enjoy ldrstt of investments opportunities due to the

Shari’ah restrictions.

Additionally, with regard to the impact of theea@f a bank on efficiency, results show
insignificant negative coefficients in all modelhis suggests that new banks can be as efficient
as old banks. However, the negative direction m thlationship between the two variables
suggests that older banks are not necessarilyofeex@nough to make the rapid adjustments to

changing circumstances as opposed to new bank$ahecconsidered more entrepreneurial.

In order to estimate the effects of the bank'sketashare on efficiency, we use the bardke-
posits as a proxy. Results reveal a statisticalbrgnificant negative relationship between the
two variables. The insignificant correlation betwedke two variables, theoretically, suggests
that the more efficient banks may have either aeloar higher market share, implying that

banks with small market share can be at leastfaseat as the market prominent banks are.

The proxy of bank’s loans intensity shows a stitally insignificant positive relationship with
DEApRte. This illustrates that small banks with higherrisdo-assets ratios might have either
higher or lower efficiency scores. As a result, Binanks' loans seem not to be valued more than
alternative banks outputs. Eventually, the estiombf the lack of independency factor that is
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used to capture the impact of a bank’s dependencitsoefficiency reveals an insignificant
relationship with DEAre This indicates that there is no evidence thatrkis independence is

related to high efficiency.

5.6. Conclusions

Based on DEA-efficiency scores, our findings sgjghat the Islamic Bank of Britain (IBB)
and Bosna Bank International (BBI) are technicafigfficient compared to small and large
Islamic banks in Muslim countries and small conwardl banks in the UK and Bosnia (BiH)
respectively. Banks’ inefficiency, by and largegras from inefficientmanagement compared
with small Islamic banks. In comparison with lafdgéamic banks, the relative inefficiency of
IBB and BBI becomes rather scale in nature. In canmspn with small conventional banks, the
non-optimal size of operations becomes more siganti to explain the relative inefficiency of
BBI, but in case of IBB the poor management playsrenconsiderable impact on its

inefficiency.

Our findings indicate that the BBI displays, déspts inefficiency, higher average efficiency
scores than IBB, and thus is better able to opetater to the efficient frontier. IBB, in contrast
to BBI, exhibits not only lower efficiency scorebut also unstable trends in its overall
performance. Specifically, while the bank providestrong growth potential by recording a
sustained upward trend in estimated efficiency empared with other Islamic banks, it
strikingly, shows a negative trend in efficiencydés over the sample period as compared with

conventional banks.

Results pertaining to the Malmquist Productivitgex indicate that the BBI yields a positive
growth in total factor productivity, mainly due tioe progress in technical efficiency. The bank
also achieves an impressive technological-(innowmtiprogress. This trend subsequently
reverses, apparently becausetlod adverse market conditions. In contrast, IBBwad as
Islamic banking sector, suffers a negative growthotal factor productivity, driven, to a large
extent, by the regress in banks’ innovation. Figdifurther reveal that, in contrast to the entire
Islamic banking sector, both, IBB and BBI, expecena remarkable growth in technical
efficiency prior to the 2007 crisis, but they amgpesed to a significant decline after the

emergence of the crisis, primarily due to a lacknaihagement skills. Nevertheless, on average,
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IBB and BBI produce overall better substantial gitown technical efficiency compared to some
other Islamic banks.

In comparison with conventional banks in the Bianking sector, BBI gradually loses its
superiority in both total factor productivity anechnical efficiency, but still retains a high mean
growth rate in both indices over the years. Ovethd improvements in management practices
appear to be a less important source for furthewtyr in the BBI's technical efficiency as
compared to the optimal size component. Moreovanpared to conventional banks in the UK,
IBB records higher average deterioration in tod&kdr productivity growth driven by the bank’s
average (mean values at the end of 4-sample year@yation regress. However, a continuing
upward trend is found in the IBB’s innovation oviime. In terms of technical efficiency

changes, IBB is lagging behind its counterpartaskis, mainly due to inferior management.

In terms of the DEA-second stage analysis, figslilustrate that the more efficient Islamic
banks are larger in size, have greater profit g@kracquire lower levels of debt and have
increased investment in required skills. Furtheemar more efficient use of banks resources is

highly associated with a higher GDP-per capita.
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Appendix-Ch.5:

Table 5.21-5.2.4: DEA-efficiency scores: IBB & BBI relative to Islamic
banks in Muslim countries and conventional banks irthe UK & BiH.

Table 5.2.1
DEA-Efficiency scores: IBB & BBI in comparison Wismall Islamic
banks from Muslim countries (Model-M1).

Table 5.2.2

DEA-Efficiency scores: IBB & BBI in comparison withrge Islamic banks

Year __ Country The Bank crste viste  scale rts from Muslim countries (Model-M2).
2005 BiH BBI 0.241 0.243 0.991 irs Year Country The Bank crste vrste scale rts
2005 U.K IBB 0.307 0.307 0.999 - 2005 BiH BBI 0.329 1.000 0.329irs
2005 Azerbaijan Kauther bank 0.347 1.000 0.347irs 2005 U.K IBB 0.326 1.000 0.326 irs
2005 Qatar Qatar International Islamic Bank 0.695 1.000 0.695 drs 2005 Qatar Qatar Islamic Bank 0.969 0.982 0.986 irs
2005  Bahrain Khaleeji Commercial Bank 1.000 1.000 1.000 - 2005 Kuwait Kuwait Finance House 0.848 0.880 0.963 drs
gggg gzﬂg'z gﬁg::,'lnB':';‘g“C Bank 01;?5? Olfgo;) ol's;)fzod;s 2005  Bahrain Albaraka Islamic bank 0.512 0.514 0.998 i
I I B . . H H
2005  Bahrain Abc Islamic Bank 1.000 1.000 1.000 - gggg E:§:£ i?g‘;jﬁ:bgggk %ggé 2‘_8(1)(7) 2:333 "_S
2005 UAE ) Sharjah Islamic Bank 0.975 1.000 0.975drs 2005 K.S.A Aljazira 0.715 0.736 0.971 drs
iggg m:::ﬁ:: E:TWBB g-ggg g-ggg é-ggg - 2005  UAE Emirates Islamic Bank  0.771 0.822 0.937 irs
2005  Turkey Albaraka Turk 0.621 0.761 0.816 drs 2005 UAE DIB 1.000 1.000 1.000 -
2005  Turkey Kuveyt Turk 0.626 0.893 0.702 drs 2005 araysia Bank Islam 0.682 0.691 0.987 irs
2005  Kwuait Boubyan Bank 0.893 0.898 0.994 drs 2006 BiH BB 0.379 1.000 0.379 irs
2006 BiH BBI 0.343 0.345 0.994 irs 2006 UK 1BB 0.321 0.658 0.488irs
2006 UK BB 0.285 0.306 0.931 drs 2006 Qatar Qatar Islamic Bank 1.000 1.000 1.000 -
2006  Azerbajan  Kauther bank 0.645 1.000 0.645 irs 2006 Kuwait Kuwait Finance House  0.741 0.816 0.908 drs
2006 Qatar Qatar International Islamic Bank 1.000 1.000 1.000 - 2006 Bahrain Albarakq Islamic bank 0.590 0.591 0'998 I
2006  Bahrain Khaleeji Commercial Bank 0.985 0.986 0.999 irs 2006 K.S.A Bank Albilad 0.512 0.518 0.989 irs
2006  Bahrain Bahrain Islamic Bank 0.596 0.596 0.999 - 2006 K.S.A Al Rajhi Bank 1.000 1.000 1.000 -
2006  Bahrain Shamil Bank 0.591 0.625 0.946 drs 2006 K.S.A Aljazira 1.000 1.000 1.000 -
2006 Bahrain Abc Islamic Bank 1.000 1.000 1.000 - 2006 UAE Emirates Islamic Bank 0.814 0.837 0.973irs
2006 U.AE Sharjah Islamic Bank 0.837 0.926 0.904 drs 2006 UAE DiB 0.882 0.914 0.966 drs
2006 Malaysia RHB 0.889 1.000 0.889 drs 2006 Malaysia Bank Islam 0.513 0.520 0.988irs
2006 Malaysia CiMB 0.629 0.632 0.996 irs 2007 BiH BBI 0.471 0.854 0.552irs
2006 Turkey Albaraka Turk 0.657 0.820 0.801drs 2007 UK IBB 0.360 0.700 0.515irs
2006 Turkey Kuveyt Turk 0.691 0.986 0.701 drs 2007 Qatar Qatar Islamic Bank 0.956 0.966 0.989 irs
2006 Kwuait Boubyan Bank 0.806 0.841 0.959 drs 2007 Kuwait Kuwait Finance House 0.969 1.000 0.969 drs
5883 5'? :38‘3& g-ggg g-ggi g-ggg ol 2007  Bahrain Albaraka Islamic bank ~ 0.641 0.648 0.989 d
2007  Azerbaijan  Kauther bank 1.000 1.000 1.000 - ggg; E‘g'ﬁ i?g‘;jﬁ:bgggk 2'338 2‘3(7)(2) 2'(9)(9)3 s
2007 Qatar Qatar International Islamic Bank 1.000 1.000 1.000 - = L . . y
2007 Bahrain Khaleeji Commercial Bank 1.000 1.000 1.000 - 2007 K.S.A AIJa_era ; 0.448 0.487 0.920 dr_s
2007  Bahrain Bahrain Islamic Bank 0.635 0.671 0.947drs 2007 UAE Emirates Islamic Bank ~ 0.774 0.787 0.9841irs
2007 Bahrain Shamil Bank 0.658 0.706 0.932drs 2007 UAE DB 0.831 0.854 0.973 drs
2007  Bahrain Abc Islamic Bank 1.000 1.000 1.000 - 2007 Malaysia Bank Islam 0.468 0.472 0.992irs
2007 UAE Sharjah Islamic Bank 0.761 0.879 0.866 drs 2008 BiH BBI 0.475 0.646 0.736 irs
2007  Malaysia RHB 0.612 0.845 0.724 drs 2008 UK BB 0.394 0.869 0.453irs
2007 Malaysia CiMB 0.246 0.355 0.692 drs 2008 Qatar Qatar Islamic Bank 1.000 1.000 1.000 -
2007 Turkey Albaraka Turk 0.646 0.934 0.691drs 2008 Kuwait Kuwait Finance House 0.834 1.000 0.834 drs
2007 Turkey Kuveyt Turk 0.629 0.948 0.663 drs 2008 Bahrain Albaraka Islamic bank 0.592 0.618 0.988 d
2007 Kwuait Boubyan Bank 0.721 0.858 0.840 drs 2008 K.S.A Bank Albilad 0.460 0.461 0.996 irs
2008  BiH BBI 0.438 0.439 0.998 irs 2008 K.S.A Al Rajhi Bank 0.918 1.000 0.918drs
2008 UK 1BB 0.397 0.401 0.990 drs 2008 K.S.A Aljazira 0.400 0.401 0.998 irs
2008 Azerbaijan  Kauther bank 0.918 1.000 0.918irs 2008 UAE Emirates Islamic Bank 0.824 0.826 0.998 irs
2008 Qatar Qatar International Islamic Bank 0.871 1.000 0.871drs 2008 U.A.E DIB 0.665 0.667 0.996 drs
2008 Bahrain Khaleeji Commercial Bank 0.852 1.000 0.852drs 2008 Malaysia Bank Islam 0.450 0.452 0.996 irs
2008 Bahrain Bahrain Islamic Bank 0.522 0.758 0.689 drs
2008 Bahrain Shamil Bank 0.811 1.000 0.811drs
2008 Bahrain Abc Islamic Bank 1.000 1.000 1.000 -
2008 UAE Sharjah Islamic Bank 0.820 1.000 0.820drs
2008 Malaysia RHB 0.585 0.863 0.678 drs Table5.2.3
gggg .vﬂsgjla fdlt')\fallr?’aka Turk 0055795 110(%)0 06.52795dczrss DEA efficiency scores:-(BBI) relative to small conventional bainkBiH ( Modelv3)
2008  Turkey Kuveyt Turk 0.626 1.000 0.626 drs Year The bank crste vrste scale rts
2008 Kwuait Boubyan Bank 0.671 0.981 0.684 drs 2005 BBI 0.559 0.776 0.719irs
2005 VAKUFSKA BANKA 0.647 0.780 0.829irs
Table 5.2.4 2005 ABS BANKA DD SARAJEVO 0.619 0.737 0.840 drs
DEA efficiency scores: (IBB) relatieesmall conventional banks in UK ( Model-M4) 2005 Investiciono-komercijalna 0.501 1.000 0.501 irs
2005 ProCredit Bank 0.818 1.000 0.818 drs
Year The bank crste vrste scale rts 2005 Balkan Investment bank 0.993 1.000 0.993 irs
gggg 'TELBrkish ™ 160g33 160836 160335 T 2005 Turkish Ziraat Bank Bosnia d.d. 1.000 1.000 1.600
2005 ICBC London Limited 1.000 1.000 1.000 - gggg \B/E\:<UFSKA BANKA 857255 (:)Lé)‘?so (;)g7055|lr§
2005 Habib Allied INT. Bank 0.873 0.905 0.966 drs . i .
2005  Ghana INT. Bnak 1.000 1.000 1.000 - 2006 ABS BANKA DD SARAJEVO 0.678 0.809 0.838 drs
2005 Bank of Beirut(UK)Ltd 0964 1.000 0.964 irs 2006 Investlcm_)no—komercualna 0.612 1.000 0.612irs
2005 Bank Leumi UK 0.896 0.993 0.902 drs 2006 ProCredit Bank 0.768 1.000 0.768 dlrs
2006 BB 0.825 0.901 0.916 drs 2006 Balkan Investment bank 0.823 0.963 0.854 irs
2006 Turkish Bank (UK) 0.860 0.878 0.980 irs 2006 Turkish Ziraat Bank Bosnia d.d. 1.000 1.000 1.600
2006 ICBC London Limited 0.990 1.000 0.990 irs 2007 BBI 0.886 1.000 0.886 irs
2006 Habib  Allied INT. 0.906 0.948 0.955 drs 2007 VAKUFSKA BANKA 0.653 0.716 0.912irs
2006 Ghana INT. Bnak 1.000 1.000 1.000 - 2007 ABS BANKA DD SARAJEVO 0.879 1.000 0.879 drs
2006 Bank of Beirut(UK)Ltd 0.670 0.899 0.746 irs 2007 Investiciono-komercijalna 0.782 1.000 0.782irs
2006 Bank Leumi UK 0.949 1.000 0.949 drs 2007 ProCredit Bank 0.699 1.000 0.699 drs
2007 IBB 0.815 0.898 0.908 drs 2007 Balkan Investment bank 1.000 1.000 1.000 -
2000 omeenBank (UK 9800 0800 Lo - 2007 Turkish Ziraat Bank Bosnia d.d. 0.667 0.700 0.662
2007 Habib Allied INT. Bank 0.938 0.978 0.959 drs 2008 BBl 0.908 0.976 0.930 irs
2007 Ghana INT. Bnak 1.000 1.000 1.000 - 2008 VAKUFSKA BANKA 0.841 0.894 0.941 irs
2007 Bank of Beirut(UK)Ltd 0.774 0.847 0913 irs 2008 ABS BANKA DD SARAJEVO 1.000 1.000 1.000 -
2007 Bank Leumi UK 0.964 1.000 0.964 drs 2008 Investlcpno—komercualna 1.000 1.000 1.000 -
2008 BB 0.789 0.856 0.922 drs 2008 ProCredit Bank 0.623 1.000 0.623 drs
2008 Turkish Bank (UK) 0.947 0.997 0.949 irs145 2008 Balkan Investment bank 1.000 1.000 1.000 -
2008 ICBC London Limited 1.000 1.000 1.000 - 2008 Turkish Ziraat Bank Bosnia d.d. 0.984 0.984 1.600
2008 Habib Allied INT. Bank 0.938 0.977 0.960 drs
2008 Ghana INT. Bnak 0.884 1.000 0.884 drs
2008 Bank of Beirut(UK)Ltd 1.000 1.000 1.000 -
2008 Bank Leumi UK 0.973 1.000 0.973 drs
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Table 5.3.1-5.34
MPI-Productivity growth: IBB & BBI in comp arison to small Islamic banks in Muslim countries ad in Europe.*

Table 5.3.1

Banks Total Factor productivity ola (TFPch) between 2005-08
Country** Banks Age™*  05-06 06-07 07-08 MEAN
BiH BBI 9 1423 1447 0873  1.248
UK IBB 6 0.917 1.050 0.925 0.964
Azerbaijan Kauther bank Trrk 1262 1.839 0803  1.301
Turkey Albaraka Turk 26 1.037 1.037 1.046 1.040
Turkey Kuveyet Turk 22 1101 0932 1010 1014
Qatar QllB 20 1.385  1.034 0812  1.077
Bahrain KHCB 6 0.925 1.077 0.799 0.934
Bahrain BisB 32 0.664  1.092  0.846  0.867
Bahrain Shamil bank 29 1.261 1.169 1.173 1.201
Bahrain ABC Islamic 24 0.711 0.288 0.987 0.662
Bahrain SIB 35 0.926 0.877 1.073 0.959
Kuwait Boabyan bank 7 0.998 0.854 0.921 0.924
Malaysia RHB 6 1.050 0.406 0.944  0.800
Malaysia CIMB 8 1219 0413 1107  0.913
MEAN 1.063 0965 0951  0.993

Table 5.3.3

Banks technical efficiency changedi) between 2005-2008

Country Banks 05-06 06-07 07-08 MEAN
BiH BBI 1.007 1.078 0.915 1.000
UK IBB 1.119 1.343 0.997 1.153
Azerbaijan Kauther bank 1.500 1.000 1.000 1.167
Turkey Albaraka Turk 0.730 1.226 1.122 1.026
Turkey Kuveyet Turk 0.845 1.095 1.100 1.013
Qatar QliB 1.000 1.000 1.000 1.000
Bahrain KHCB 1.000 1.000 1.000 1.000
Babhrain BisB 0.650 1.131 1.058 0.946
Bahrain Shamil bank 0.855 1.097 1.375 1.109
Bahrain ABC Islamic 1.000 1.000 1.000 1.000
Bahrain SIB 0.967 0.961 1.076 1.001
Kuwait Boabyan bank 0.887 0.840 1.137 0.955
Malaysia RHB 1.000 0.683 0.969 0.884
Malaysia CIMB 1.861 0.308 1.193 1.121
MEAN 1.030 0.983 1.067 1.027
Table 5.3.4

Changes in technical efficiency comguts between 2005-2008

Table 5.3.2

Banks technological efficiency change (TECch)tween 2005-2008
Country Banks 05-06 06-07  07-08 MEAN
BiH BBI 1.412 0.721  0.954 1.029
UK IBB 0.683 0.495 0.928 0.702
Azerbaijan Kauther bank 1.508 1.839 0.803 1.383
Turkey Albaraka Turk 1.420 0.845 0.932 1.066
Turkey Kuveyet Turk 1.303 0.851 0.919 1.024
Qatar QliB 1.385 1.034 0.812 1.077
Bahrain KHCB 0.925 1.077  0.799 0.934
Bahrain BisB 1.022 0.966  0.800 0.929
Bahrain Shamil bank 1.476 1.066 0.853 1.132
Bahrain ABC Islamic 0.711 0.288  0.987 0.662
Bahrain SIB 0.958 0.913  0.997 0.956
Kuwait Boabyan 1.126 1.017 0.810 0.984
Malaysia RHB 1.050 0.594 0.974 0.873
Malaysia CIMB 1.122 1.341  0.961 1.141
MEAN 1.150 0.932 0.895 0.992

*TFPch = Total Factor Productivity Change; TEch Technical
Efficiency Change; TECch = Technological Efficien€hange; PTEch
= Pure Technical Efficiency Change; and SEch = &dfficiency
Change.

** Boshia and Herzegovina (BiH) is a European coyidcated on the
Balkan Peninsula. Muslims in BiH constitute 45% sw of the
population. Azerbaijan is the largest country lire tSouth Caucasus
region of Eurasia According to a 2009 Pew Research Center report,
99.2% of the population is Muslim. Turkey is a Biaa country. Islam

is the dominant religion in Turkey. Nearly 97% dfet people are
Muslims.

*** Age has been calculated from the date of incwggion until the &
of 2010.

****The bank has been working idzerbaijan's banking sector
since 1988The previous name of the bank was ‘Universal Bank'.
It began to apply Islamic banking method on Octaoee.

Country Banks 05-06 06-07 07-08 MEAN MEAN
PTEch SEch PTEch SEch PTEch SEch PTEch SEch
BiH BBI 1.032 0.977 1.976 1.016 0.899 1.081 1.302 1.025
UK IBB 1.347 0.997 1.901 1.002 0.998 0.999 1.415 0.999
Azerbaijan Kauther 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
Turkey Albaraka.T 0.866 0.844 1.155 1.062 1.000 1.122 1.007 1.009
Turkey KuveyetT 1.000 0.845 1.000 1.095 1.000 1.100 1.000 1.013
Qatar QllB 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
Bahrain KHCB 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
Bahrain BisB 0.651 0.998 1.141 0.991 1.047 1.011 0.946 1.000
Bahrain Shamil 0.847 1.008 1.061 1.034 1.347 1.021 1.085 1.021
Bahrain ABC 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
Bahrain SIB 1.000 0.967 1.000 0.961 1.000 1.076 1.000 1.001
Kuwait Boabyan 0.894 0.992 1.073 0.783 1.024 1.110 0.997 0.962
Malaysia RHB 1.000 1.000 0.975 0.700 0.885 1.095 0.953 0.932
Malaysia CIMB 1.804 1.005 0.451 0.683 1.251  1.028 1.169 0.905
MEAN 1.032 0.974 1.124 0.952 1.032 1046 1.063 0.991
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Table 5.4 & 5.5.1-5.5.4:

Table 5.4.

Summary statistics of variables employed in the DEAnalysis

Table 5.5.1-5.5.4:

MPI-Productivity growth: BBI in comparison with sma Il conventional
banks in Bosnia and Herzegovina (BiH)

Factor* Min .** Max. Mean St. Dev. Table5. 5.1 .
Banks Total Factor productivity change (TFPcheetn 2005-08
Bank 2005-  2006- 2007- MEAN
M1: Total Loans 0.003 15,67.810 513.343 434.834 2006 2007 2008
BBI 1.268 1.251 1.013 1.177
M1:Total Revenues 0.110 263.530 59.558 59.432 VAKUFSKA 0.859 1.109 1.141 1.036
ABS 1.136 1.204 1.150 1.163
M1: Total Expenses 0.100 16,768.770 33.305 2,236.673 Investiciono 1.243 1.180 1.968 1.464
Pro Credit 0.867 0.938 0.908 0.904
M1:Total Staff Cost 0.016 698.570 21.476 92.534 Balkan Inv. 0.504 1.938 0.888 1.110
Turkish Zira. 1.124 0.576 1.080 0.927
M1: Total Deposits 0.580 3,172.440 655.458 612.139 MEAN 1 1171 1.164 1.112
M2: Total Loans 13.580 22,668.570 4,227.15 5,058.656
Table5.5.2
M2: Total Revenues 1.140 1823.300 411.448 494.593 . .
Banks technological efficiency change (TECch)tween 2005-2008
M2: Total Expenses 1.760 1005.160 151.686 194.736 Bank 2005- 2006- 2007- MEAN
2006 2007 2008
M2:Total Staff Cost 0.450 253.120 60.228 58.353 BB| 1.052 1.223 1.074 1.116
VAKUFSKA 0.949 1.033 1.018 1
M2: Total Deposits 25.420 19,682.360 4,216.93 4,595.808 ABS 0.947 1.204 1.150 1.100
Investiciono 0.942 1.012 1.968 1.307
M3: Total Loans 31.430 290.090 100.91 71.045 pro Credit 0.867 1.102 1.097 1.022
Balkan Inv. 0.504 1.993 0.888 1.128
M3: Total Revenues 3.240 38.460 14.422 9.243  Turkish Zira. 1.124 0.576 1.080 0.927
MEAN 0.912 1.163 1.182 1.086
M3: Total Expenses 4.680 39.040 11.297 8.564
M3:Total Staff Cost 0.190 16.580 4.460 4.188
Table5.5.3
M3: Total Deposits 0.890 289.300 104.16 63.304 Banks technical efficiency change (TEbkjween 2005-2008
M4:Total Loans 29.400 1,278.720 298.965 354.175 Bank 2005 2006- 2007- MEAN
2006 2007 2008
M4:Total Revenues 2.211 38.110 10.927 10.700 BBI 1.206 1.023 0.943 1.057
VAKUFSKA 0.905 1.074 1121 1.033
M4:Total Expenses 1.510 19.600 7.089 5.446 ABS 1.200 1.000 1.000 1.067
Investiciono 1.320 1.166 1.000 1.162
M4:Total Staff Cost 0.850 10.710 3.494 2.722  Pro Credit 1.000 0.851 0.828 0.893
Balkan Inv. 1.000 1.000 1.000 1
M4:Total Deposits 47.720 1,214.390 323.312 348.269 Turkish Zira 1.000 1.000 1.000 1
MEAN 1.090 1.016 0.985 1.030
Tabl®.5.4
Changes in technical efficieeomponents between 2005-2008
Bank 2005- 2006 2006- 2007 2007- 2008 MEAN MEAN
PTEch SEch PTEct SEch PTEch SEch PTEch SEch
BBI 1.000 1.206 1.000 1.023 1.000 0.943 1.000 1.057
VAKUFSKA 0.937 0.965 1.042 1.030 1.116 1.005 1.032 1.000
ABS 1.031 1.164 1.000 1.000 1.000 1.000 1.010 1.055
Investiciono 1.000 1.320 1.000 1.166 1.000 1.000 1.000 1.162
Pro Credit 1.000 1.000 1.000 0.851 1.000 0.828 1.000 0.893
Balkan Inv. 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
Turkish Zira 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
MEAN 0.995 1.093 1.006 1.010 1.017 0.968 1.006 1.024

*All numbers in are in Million £ after deflation.

** Kauther bank in Azerbaijan, BBl and IBB in Bosni Herzegovina ‘BiH* and the UK respectively, émand to have the lowest value of

outputs and inputs. This is simply due to the faat these banks are newly established in Europe.
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Table 5.6.1-5.6.4 & 5.7:

Table 5.6.1-5.6.4 :

MPI-Productivity growth: IBB in comparison with small
conventional banks in the UK.

Table 5.6.1. Table 5.6.2.

Banks Total Factor productivithange (TFPch) between 2005-08 Banks technological efficiency change (TECch)tiween 2005-2008
Bank 2005- 2006- 2007- MEAN Bank 2005- 2006- 2007- MEAN

2006 2007 2008 2006 2007 2008

IBB 0.784 0.906 0.934 0.875 IBB 0.784 0.906 1.008 0.899
Turkish Bank 0.966 1.012 1.050 1.009 Turkish Bank 0.904 0.971 1.045 0.973
ICBC London LT 1.029 1.201 0.854 1.058 ICBC London LT 1.029 1.291 0.854 1.058
Habib Allied 1.004 1.030 0.993 1.009 Habib Allied 0.917 0.985 0.993 0.965
Ghana INT 1.009 1.013 0.971 0.998 Ghana INT 1.009 1.013 1.095 1.039
Bank of Beirut (UK) 1.021 1.141 1.323 1.162 Bank of Beirut (UK) 1.021 1.141 1.323 1.162
Bank leumi UK 1.028 1.008 1.006 1.014 Bank leumi UK 1.031 1.004 1.006 1.014
MEAN 0977  1.057  1.019 1.018 MEAN 0.956 1.044 1.046 1.016
Table 5.6.3.

Banks technical efficiency change ¢fibetween 2005-2008
Bank 2005- 2006- 2007- MEAN

2006 2007 2008

BB 1.000 1.000 0.927 0.976
Turkish Bank 1.068 1.043 1.005 1.039
ICBC London LT 1.000 1.000 1.000 1.000
Habib Allied 1.095 1.045 1.000 1.047
Ghana INT 1.000 1.000 0.887 0.962
Bank of Beirut (UK) 1.000 1.000 1.000 1.000
Bank leumi UK 0.997 1.003 1.000 1.000
MEAN 1.022 1.013 0.974 1.003

Table 5.6.4

Changes in technical efficiegoynponents between 2005-2008
Bank 05-06 06-07 07-08 MEAN MEAN

PTEch SEch PTEch _SEch PTEch SEch PTEch SEch

BB 1.000 1.000 1.000 1.000 0.931 0.995 0.977 0.998
Turkish B. 1.092 0.978 1.000 1.043 1.000 1.005 1.031 1.009
ICBC London 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
Habib Allied 1.028 1.065 1.041 1.004 1.000 1.000 1.023 1.023
Ghana INT 1.000 1.000 1.000 1.000 1.000 0.887 1.000 0.962
Bank of Beirut 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
Bank leumi 1.000 0.997 1.000 1.003 1.000 1.000 1.000 1.000
MEAN 1.017 1.006 1.006 1.007 0.990 0.984 1.009 0.999
Table 5.7

Summary statistics of the exogenous variables in ¢hDEA- second stagethe (OLS)-regression*

Exogenous variables

Measurement andexpectecdeffect on efficiency

B PBJi(ROA)(EL,E2)
B, PERjt  (E1,E2)

BsLIQjt

. I0G(AS)jt (E1,E2)
BsLTAjt (E1,E2)

(E1,E2)

s DEPOjt(E1,E2)

B:INDjt  (E1,E2)

Bs AGE]t (E1,E2)

BsLEVit (E1E2)
P GDPt  (E1)

fuGEO}t  (E)

BuDIVERjt  (E2)

Profitability=net income to total assets. (+)**
Personal expenses as a proxy of skills utilization
measured by total amount of wages and salaries
to total assets. (-): efficient banks are expected to
have lower cost because of IT.

Liquid assets to total deposits and short term
funding as a proxy of liquid asset ratio. (+ or -)
(Log.)Total assets as a proxy of bank’s size. (+)
The proxy of lending intensity= total loans to
total asset. (+): loans are the main source of
revenue.

Total deposits the proxy of market share. (+):
they are considered the main source of progress.
The effect of independency. Dummy variable; (1)
if a bank is managed by a parents(subsidiary),
(0) if it is stand alone bank. (+ or -)

The effect of age and experience. Dummy
variable; (1) if <10 years, (0) otherwise. (+)
Leverage= total assets to equity. (- )

The percentage change in gross domestic
production per capita (favorable economic
condition will affect positively on demand and
supply of banking services).(+ or -)

Geographical location effect. Dummy variable; (1)
if the bank is located in Europe; = (0) otherwise.
(+): Islamic banks in Muslim countries are more
Efficient.

Diversification effect. Dummy variable; (1) if high
diversified, (0) otherwise (+): unless it leads to
higher risk.

* i) One of the important assumptions underlying LS regression method is that the explanatory
variables are (linearly independent). As a rulehnimb ifr>0.70 between variables they should not

both appear in the equation. To test for Autocatieh (except for dummies), we use: Tolerance, VIF
and Durbin-Watson statistics. As a result of the tesing (SPSS-17) it is clear that the Tolerasce i

>0.20, VIF <5, and the D-W is around (very close) () which indicates the absence of

Autocorrelation, and thus ,the Multi-co linearityes not appear to be a serious problem.

i) We apply the Scatter plots and Skewness sitisb test for both linearity and normality. As a

rule of thumb, |s| > 1 indicates potentially sesimon-normality. We find that these assumptionghav
almost certainly been met. However, when nonlinegationships are thought to be present,
investigators typically seek to model them in a nearthat permits them to be transformed into linear
relationships.

iii) Despite the fact that the multiple regressiprocedures are not greatly affected by minor
deviations from the assumptions of linearity andnmality (normal distribution contains only linear
relationships between variables) of data, we uselinear transformation (Logarithm Transformation
for all variables, except dummies) to meet the ey main assumptions and to produce more
accurate results.

iv) In order to get rid the negative values foraiable, we added a constant to move the minimum
value of the distribution above 0, preferably t60l.Hence, we use log+4 in our analysis to transfer
the logarithms results to positive numbers.

vi) For the original data values that include negamumbers, it is not possible to apply many

nonlinear transformations (the log of a negativenber is undefined). In this situation we added a
constant to all data values that make them positi&e a rule of thumb, we add the smallest constant
that will convert the largest negative data vatie value greater than 1.

v) Our OLS-regression analysis shows a strong kive between the observed values of the
response variables and the values predicted bynttel (all models) (R> 60%). Eventually, using

the ANOVA Tables, we clearly reject the null hypests and conclude that at least one of the
predictors is related to the efficiency scoressTheans that the models have been estimated are not
only theoretically construct but exists and stadsly significant (i.e. M1, B 473.419, P<.001, M2,

Fi1, 3= 1.572, P<.001, in M3,,f ;71.505, P<0.10, and in M4, F11, 16=4.128, P<.001)

** (+) indicates a positive effect, (-) indicatemeagative effect, (0) indicates (No) effect.
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Fig. 5.1-5.4: Mean DEAefficiency scores by individual banl: model-M1, M2, M3, and M4.
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CHAPTER 6

EMPIRICAL ANALYSIS: PART-3/ Jointly with Burghof, H-P. & Khan, W.

X~-EFFICIENCY AND FINANCIAL PERFORMANCE
OF ISLAMIC VERSUS CONVENTIONAL BANKS:
EVIDENCE FROM EUROPE

6.1. The abstract

In this chapter we employ data envelopment ana(ids\) to examine the relative efficiency
of Islamic and conventional banks in the UK andt3&riand during 2008-2009, accounting ra-
tio analysis to measure the financial performantéhe European Islamic Investment Bank
(EIIB) during 2005-2008, and a matched-pairs t-testetermine the differences in the EIIB per-
formance in the pre-versus post financial crisisquis, respectively.

Results suggest that the Islamic banks in Euexperience lower cost efficiency, higher alloc-
ative inefficiency and poor, but relatively bettexchnical efficiency compared to conventional
banks. The inefficiency of the banks is causedelgrgy the choices of inputs price mix and ap-
pears to be mostly due to their non-optimal sizemérations. Findings further show that the
ElIB exhibits a clear paradox between its high apeg efficiency and low profitability. EIIB
gradually became illiquid but still remains solvefte bank's Murabaha products (Mark-up
loans) appear to be the most dominant among otlglesof finance. A comparison of the
bank’s performance in the periods before and dlftercrisis does not show statistically signifi-

cant differences.
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6.2. Introduction

Before the evolution of Islamic finance, Muslimuntries had been utilizing only conventional
financial institutions to fulfill financial need3.he growing awareness of Islamic finance in the
late 1960's ignited the need for a financial systkat allows Muslims to transact in line with
their religious beliefs and in compliance to Islar@w that is totally distinct itself from the con-
ventional banking system in terms of interpsbhibitions. This led to the establishment of a
number of Islamic banks concentrated in the Muslmsntries, especially in the Gulf Coopera-
tion Council (GCC)-States and Malaysia. To keepepaith the growing demand for Islamic fi-
nancial products many Islamic countries issuechies to foreign banks, allowing them to offer
Islamic services and products. Recently, the Istafimancial system has broadened its reach

from Muslim financial markets to European countries

The emergence of a fast-paced business envirdnimehe financial services sector has hig-
hlighted the significance of competition and efiecy among Islamic and conventional banks.
Regardless of a bank’s underlying principles (Istaor conventional), its long-term sustaina-
bility depends on its efficiency performance. A bas said to be economically efficient if it is
technically and price efficient (Richard and Villava, 1980). It is, however, possible for a bank
to be technically efficient but not price efficie@iven the quantity and price of outputs and in-
puts, (cost) X-efficiency can be estimated. X-e#incy describes the resulting differences be-
tween actual and minimum cost (Leibenstein, 1966y competitive environment, a bank is
considered as X-efficient if it systematically imsulower cost relative to other banks. X-
inefficiency is usually defined as deviations frome#iicient frontier response surface that is at-
tributable to a misallocation of resources or theklof effective utilization of current resources
(Anderson, Fok, Zumpano, and Elder, 1998). Theystid-efficiency is believed to be impor-
tant as Berger, Hunter and Timme (1993) find thahefficiencies account for 20% or more of
banking costs. Consequently, the analysis of Xciefficy of Islamic banks becomes vital not on-
ly in Muslim financial markets but also in Europetaere appears to be no study in the literature

on the X-efficiency of Islamic banks.

In this chapter, our primary empirical strategyto measure the X-efficiency of Islamic invest-
ment, wholesale and private banks which are cuyreperating in Europe. The chapter also of-

fers a preliminary empirical assessment of thenia performance of Islamic investment
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banks. To this end, a two-part analysis was appliethe first part, we undertake a comparative
study of the X-efficiency levels of four Islamicvestment, wholesale and private banks from
UK and Switzerland relative to conventional bank&e utilize the DEA-approach to calculate
X-efficiency measures: allocative efficiency (AEgchnical efficiency (TE), pure technical effi-
ciency (PTE), scale efficiency (SE), and cost @ficy (CE) over the period 2008-2009. In the
second part, we examine the financial performarighefirst independent Islamic investment
bank in Europethe European Islamic Investment Bank (EIIB). Tpasticular analysis covers
the period from 2005 to 2008. In evaluating thekmperformance, we empirically apply vari-
ous well-known financial ratios: profitability, ligdity, risk and solvency, and efficiency. To de-
termine the difference of the bank’s performancéhanperiod before and after the financial cri-
sis commencing in 2007, we employ inter-temporallysis using the difference-of-means tests
(t-test).

The importance of our study comes from differepérating points of view. First, it demon-
strates the expansion potentials and the abilitislaimic banks to achieve their optimum effi-
ciency and profitability level in a mixed bankingsgem in Europe. Second, it will have policy
implications for Islamic banks on improving cosfi@éncy and performance. The rest of this
chapter is structured as follows. Section 2 isvéere of literature. Section 3 discusses methodol-

ogy. Section 4 offers the results. Finally, secgoresents the conclusions.

6.3. Literature review

Numerous empirical studies have been undertakewonmventional banking efficiency. Al-
though efficiency is highly recognized in Islametavailable studies on Islamic banking focus
on conceptual studies rather than empirical isstiess. is due to the small number of Islamic fi-
nancial institutions relative to the conventionakps, the small size of existing Islamic banks,
and the novelty of the concept of Islamic bankingpractice. With the tremendous growth of
Islamic banking around the world, and due to tlo flaat Islamic banks differ from convention-
al banks in their cost, profit and revenue striegurempirical studies on the X-efficiency and

financial performance of Islamic banking operatians necessary.

There are currently few parametric and non-patamstudies that have addressed the perfor-

mance of Islamic banking. Hassan and Hossein (2008ktigate the relative efficiency of the
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banking industry in Sudan employing a panel of &ils for the years from 1992 to 2000. They
utilize cost and profit efficiency methods and DE&hniques to examine five efficiency meas-
ures: cost, allocative, technical, pure technical scale efficiency scores. They suggest that Su-
danese banks should improve their X-efficiency lpgtbmanaging and allocating their inputs.
They also argue that the bank management mustpgmeraed based on competence and exper-
tise and not on political or personal biases. Meeepothe labor force in the banking sector must
be, in their opinion, well trained to deal with thature of Islamic banking practices.

Most recently, Hassan, (2006) investigates thative efficiency of 43 Islamic banks in 21
countries by analyzing a panel of banks duringpgeeod of 1995-2001. Five DEA efficiency
measures namely: cost, allocative, technical, peolenical and scale efficiency scores are calcu-
lated and further correlated with conventional ardtmg measures of performance. The results
indicate that, on average, the Islamic banking stiuis relatively less efficient compared to
conventional counterparts in other parts of theldvarhe main source of inefficiency is alloca-
tive rather than technical in nature. Although risi@ banks are relatively less efficient in con-
taining cost, findings show that they are relagvetfficient in generating profit. The results also
show that these efficiency measures are highlyetated with ROA and ROE, suggesting that
the efficiency measures can be used concurrently ganventional accounting ratios in deter-

mining Islamic banks performance.

One additional comparison is worth consideritgg tomparison of Islamic banks efficiency
with conventional banks. For example, Bader, Moh@maaiff, and Hassan, (2008) measure and
compare the cost, revenue and profit efficienc¢®filslamic and 37 conventional banks, using
DEA, in 21 member countries of the Organizatiorthed Islamic Conference (OIC) countries
over 1990-2005. They assess the average efficiehttyose banks based on their size, age, and
region using static and dynamic panels. The finslisigggest that there are no significant differ-

ences between the overall efficiency results oveational versus Islamic banks.

Some researchers prefer to focus on financiadgdb examine the financial performance of
Islamic banks. For instance, Arief (1989) examitinesfinancial performance of Bank Islam Ma-
laysia Berhad (BIMB). He finds that during the fissx years of its establishment, BIMB exhi-
bited impressive progress. Sarker (1999) analyzegfficiency of Islamic banks in Bangladesh.

Results reveal that the Islamic banks could notaipeat full efficiency level if operated under a
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conventional framework. He argues that Islamic pobsl had different risk characteristic, so that

different prudential regulation should be estaladdh

From a comparative perspective, Samad (1999 esilthe weighted ratio approach in order to
evaluate the relative efficiency position of Bargkam Malaysia Berhad (BIMB) and conven-
tional banks in Malaysia during 1992-1996. The ltasdicates that BIMB had relatively higher
managerial efficiency than conventional banks. farther study, Samad and Hassan (1999) ex-
amine the financial performance of BIMB over theipe 1984-1997 and compare that with the
performance of conventional banks. They employriteemporal and inter-bank approach. Find-
ings show that the financial performance of BIMBswdifferent from conventional banks with
respect to liquidity and risk management.

Rosly and Bakar (2003) examine the financial grenfince of an Islamic banking in Malaysia
relative to the performance of the main stream baRlesults suggest that mainstream banks are
more efficient than Islamic banks. Findings alsovglthat the profitability, measured by return
on assets (ROA), was statistically higher for Malag Islamic banks than for mainstream
banks. Samad (2004) examines comparative finaperdrmance of Islamic banks and the con-
ventional banks during 1991-2001. The results mg@ichat there was no significant difference

between Islamic banks and conventional banks wegpect to profitability and liquidity.

Review of literature, as discussed above, shtvasthe empirical research on X-efficiency of
Islamic banks is still in its infancy in Muslim cowies while it is, to our best of knowledge, non-
existent in Europe. This is due to the lack of istght data and the brief presence of Islamic
banks in that region. Thus, the main purpose sf¢hapter is to bridge this gap in the literature.

6.4. Methodology

Sections 6.4.1 and 6.4.2 discuss the measuresh&nefficiency and cost-efficiency as well as

our proposed approach to measure financial perfiocsnaf the EIIB based on financial ratios.

6.4.1. Cost X-efficiency of Islamic banks: DEA-gproach

6.4.1.1.Data description and variables

We measure the relative X-efficiency of Islarbanks as compared with conventional banks.
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The X-efficiency concept is suited to our sample ¢l its small size. The sample banks are se-
lected from two European countries: the UK and Zsvland. The study covers the period 2008-
2009 and consists of observations obtained frosiadriic banks (Table 6.hJong with 4 careful-

ly selected investment and private conventidoahks namely: Rothschild bank, Arbuthnot La-
tham, Standard Chartered in the UK, and Hyposwissat® Bank in Swiss. Due to the recent
development of Islamic investment, wholesale, pridate banking in Europe, our analysis is li-

mited to the selected banks and the very short piened’

Table 6.1

Brief description of the tested banks

The bank Brief description of each bank

European Islamic Investment BarkiB" The first independent Shaah compliant Islamic investment bank that offers
Shariah-compliant investment banking products and sesvidhe bank was
established in London in January 2005 and receawgtiorization to operate
from the FSA in March 2006.

Bank of London and Middle EagtLME" The bank was first incorporated in London on 7igést 2006. It was for-
merly known as House of London and The Middle EBEME is an indepen-
dent wholesale investment Shari'ah compliant UKkbbased in the City of
London. The bank received authorization by the "F8AJuly 2007 as the
largest Islamic bank in Europe.

Gatehouse Bank The bank was established in the Uaiyn 2007 and received authorization
from (FSA) in April 2008. Gatehouse Bank is a whalesinvestment bank
based in London, combining international finaneterket expertise with ex-
cellence in Shari'ah principle.

Faisal Private Bank "FPB" In 1982, Faisal Finance b@® in Geneva. Faisal Finance became a bank in
October 2006. FPB is considered the first Swissapeibank exclusively dedi-
cated to innovative wealth, institutional investifjeand asset management in
accordance with the principles of Islamic finance.

We obtained the data from the un-consolidateanionl statements of each bank under consid-
eration. The sample data have been adjusted foeray differences by converting into UK £-
currency using the end of year market rate obtafr@d central banks of the respective coun-
tries. All variables have also been deflated byscomer price index (CPI) of each country in or-

der to account for macro-economic differences accosintries during our sample time period.

There are two main efficiency concepts that adely used in the literature when analyzing the
performance of production units: cost-efficiencyd grofit-efficiency. The first conceps de-
fined as a measure of how far a bank’s cost is fitwarncost of the best practice bank if they were
to produce the same output under the same envimaimeonditions. On the other hand,

! The European Finance House is excluded from calysis due to the unavailability of data. The baak been provided the license to operate
in the UK by (FSA) at the beginning of 2008. Itrsids QIB’s entry into the European market, in gahend into the French and German mar-
kets, in particular. The bank manages a wide rafge/estments in key sectors such as real estat@ppropriation of assets.
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profit-efficiency is based on the economic goalpobfit maximization. It requires the same
amount of managerial attention to raise manageesnues as to reduce managerial costs. It
further evaluates the profit efficiency measuregeirms of how close a bank is to generating

maximum profits given its output levels rather tloarput prices.

Cost efficiency (CE) consists of two elements: Tiechnical Efficiency (TE) and the Allocative
Efficiency (AE). TE refers to the ability of a bati produce relatively larger output as the given
input use would permit. It is also defined as treximum possible reduction in the input use that
would allow continual production of the same outpatbefore. TE focuses on optimal use of
given resources. It has therefore, an output maat@n orientation. TE takes a value between
0-1. A firm having a score equal to one is techifyafficient, but one with a lower score is inef-
ficient (Hasan, 2005). The second element, Allegafjprice) Efficiency (AE), measures the
proportional decline in cost if the bank choosesright mix of inputs with the price considera-
tion (the least expensive combination of the giwgruts to produce technically efficient output).
AE measures the ability of a Decision-Making Um\U) to avoid waste by producing a level
of output at the minimal possible cost (NunamakéB5). However, price takes on an important
role in determining bank efficiency as it relatesetonomic of scale. Given quantity and price

availability, overall cost efficiency can be comgait This is also referred to as X-efficiency.

6.4.1.2. DEA approach for measuring bank’s X-ef@iency

There are various approaches in evaluating effey in financial institutions in literature. But
there is no consensus on the preferred methodetermining the best practice frontier. Specifi-
cally, the cost efficiency of a bank can be obtdibg employing either a nonparametric or pa-
rametric approach. Nonparametric cost efficiencyalkulated by employing linear mathemati-
cal programming technique®Vhereas, parametric cost efficiency is derivexinfra cost function
in which variable costs depend on the input prigesintities of variable outputs, random error,
and inefficiency (Isik and Hassan, 2002).

The most commonly used technique to measure beodtsefficiency is the non-parametric
DEA approach. DEA evaluates the performance of dmttk by relating its input and output
combinations to a common efficient frontier. DEAshthe advantage of being able to handle

multiple inputs and outputs stated in different sw@ament units. It additionally focuses on the
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best-practice frontier rather than population cartiendencies and also does not require precise
specification of the form of the underlying prodoat function relationship (Charnes, Cooper,
Lewin and Seiford, 1995). Due to its advantagesADIas been utilized extensively in the em-
pirical banking efficiency studies. In this papire distribution of technical, allocative and cost
efficiency across banks is examined using DEA apgndl his is mainly because DEA is partic-

ularly suited for small samples (Evanoff and Isaith, 1991).

A number of different approaches can be usedhfadeling the banks’ processes. The most dis-
tinct concepts commonly used in efficiency meas@mnof financial institutions are the inter-
mediationapproach and the production approach. Intermediajuproach considers banks as
financial intermediaries that collect funds (deposaind purchased funds) using labor and capital
to transform these funds into loans and securfireeestments). Under the production approach,
banks produce loans and deposits accounts usiiog &tul capital as inputs (Igbal and Moly-
neux, 2005). By and large, both approaches havedisadvantages. They, for example, fail to
incorporate the management of risk, informationcpssing, and the solution of agency prob-
lems arising due to the differences between loandsdeposits and the separation between man-
agement and ownership (Bikker and Bos, 2008). Hewe®erger and Humphrey (1997) in their
international study on banking efficiency conclutlat the intermediation approach is more re-
levant to measure bank’s efficiency. Yudistira (2D@ses the DEA intermediation approach,
arguing that the basic principle of the Islamiaficial system (the joint-stock institutions) is the
participation in enterprise, employing the fundsdzhon the profit and loss sharing (PLS). This,
inevitably implies the importance of Islamic bankitermediary activities. Therefore, our selec-

tion of input-output variables (Table 6.2 and @r8}his chapter is based on the intermediation

approach.

Table 6.2

A brief definition of the input / output factors

Input / Output Matrix The factor Definition

Inputs

I Labor Total expenditure on employees (personnetiesgs)
I, Fixed assets The sum of physical capital and pesmis
I3 Total funds Total deposits and total borrowed &ind
Outputs

0O Total loan$ Total of short-term and long-term loans
O, Other earning assets The sum of securities andtimeats

*The loans for Islamic banks represent the shamtateost-plus "Murabaha" financings.
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Table 6.3

A brief definition of the input prices and outputqes*

Input / Output Matrix The factor Definition

Input prices

P.L Price of labor The ratio of personnel expensdsettd funds
P.L Price of fixed assets (FA) The ratio of other raterest expenses to "FA"
P.l; Price of funds The ratio of total costs to totaids

Output prices

P.O Price of loans The ratio of Interest income talttdans

P.G Price of other earning assets The ratio of otperating income to other earning assets

* The definitions of inputs, outputs and their gscare standard in the literature.

6.4.1.3. Mathematical formulation

Given a certain level of technology, if a giveank has specific price information and is willing
to consider cost minimization function or profit xmaization function, then it is possible to
measure the main components of X-efficiency (he.technical efficiency and the allocative ef-
ficiency) utilizing DEA technique. In DEA, the cdast return to scale (CRS) assumption is on-
ly valid when all (DMUSs) are operating at an optimeale. Factors like imperfect competition
and constraints in finance may cause our sampl&sbaot to operate at their optimal scafe
operations (Coelli, 1996). Therefore, we adoptvieable returns to scale (VRS) DEA model in
this paper, as the European Islamic banking marketsnot fully developed, and thus perfect
competition is unlikely. As suggested by Bankerakt(1984), the common CRS linear pro-
gramming problem can be modified to account forRS\situation by adding the convexity con-

straint N1 A = 1) to provide:

ming, 6,

st. -y + YA =0,

0x; - XA >0, (1)
N1'A=1,
A>0,

Where 9" represents the efficiency score for each DMA.i§ a (Nx1) vector of constantsY”

represents all input and output data fdf firms. "x" refers to the individual inputsy” defines
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the outputs for thei," firm. N1A=1 "ensures that an inefficient firm is only benclrked

against firms of similar size".

For VRS cost minimization, the subject of our ditamin this paper, the technical efficiency
(TE) score ofri' DMUs is obtained by running the DEA model showi{iq.2). Following Coel-
li, (1996), we estimate the cost efficiency by sadvthe following cost minimization DEA:

miny xi*W; X{"

st. v + YA >0, (2)
N1A=1,
A= 0,

Where ;" refers to a vector of input prices for thig,™ DMU and '% " denotes the cost-
minimizing vector of input quantities for the,;"DMU, given the input prices and the output le-
vels 'y". The total cost (economic) efficiency (CE) foeth,y DMU would be calculated ast

= W, X* /W; X, where thé'CE" is the ratio of minimum cost to the observedtcthen the alloca-
tive efficiency (AE) can be residually calculatest AE = CE / TE (Coelli, 1996). This proce-
dure, however, includes any slacks (the inappropii@ut mix) into the allocative efficiency
measure. The revenue maximization and the allceatigfficiency in output mix selection can

be considered in a similar manner (Ferrier and Lp%890).
6.4.2. The financial performance of EIlIB: Accouning ratios-based approach

The assessment of efficiency and financial pertorce of investment banks is important be-
cause it directs the bank managers to improve dspearsd/or loan services. It also helps invest-
ment banks to minimize costs and/or maximize poflased on that, we assess the financial
performance of the first Islamic investment bankhe UK, the EIIB, due to the increasing role
and importance of Islamic investment banks on theogean economy. However, few years
have passed since the unique presence of EllBeituth and thusyery little data was available
from which to assess the bank’s financial perforcear©ur analysis, therefore, is limited to the
period from 2005 to 2008.
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We examine the relationship between the banKisi@ficy scores and its financial perfor-
mance. We further aim to test the following thressuemptionsi) the first Islamic investment
bank in Europe is effectively in position to make profitability, efficiency, and solvency high
and less volatileii) The liquidity ratios of Islamic banks in Europee @&xpected to be higher in
earlier years of operation than later years du¢héolearning curveiii) As Islamic banking
makes its inroad in the Europe, the volume of ghenhic financial mode of lending (Murabaha)
is expected to grow larger in later years of iteragion.

We extract the data from the bank’s financiatesteents and also from the LSE data base.
Bank’s performance can be evaluated based on $dusacial ratios. We use 14 ratios for
bank's performance (Table 6.6- appendix). Thesesrate grouped under 5 broad categories: 1)
efficiency, 2) profitability, 3) liquidity, 4) riskand solvency, and 5) commitment to the economy

and Muslim community (Samad and Hassan, 1999).

We employ the inter-temporal analysis in ordeexamine the differences in a bank’s perform-
ance before and after the global financial cri$iQ@07. The crisis started in 2007 (reached the
peak in August 2007), producing a slowdown in Istacapital market issuance in the second
half of the year. We consider the year 2007 asdlient” year and use the time window of two
years before the crisis (2005 - 2006) and alsodfter the emergence of the crisis (2007-2008).
We use the equality of means test (independentissigt a 5% level of significance.

6.5. Empirical results

We first describe the results from examining Xewéincy of Islamic investment, wholesale, and
private banks in the UK and Switzerland, followecedtly by the findings from the analysis of
the EIIB financial performance.

6.5.1. Bank’s efficiency based on DEA- approach

Table 6.4 presents the efficiency scores of tlected Islamic and conventional banks in the
UK and Switzerland. Findings show that the averag-efficiency (CEperformance of conven-
tional banks (CE score =69.7%) outperforms thathef Islamic banks (CE score = 49.3%). The
bank’s CE is supplied mainly by technical efficigi{@E) rather than allocative efficiency (AE)
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Table 6.4
Bank’'s CRSte, VRSte, SE, TE, CE, and AE: 2005-2008
Country Year Type Name of the bank CRSte  VRSte Scale RTS TE CE AE
UK 2008 kln ElB 1.000 1000 1.000 — 1.000 1.000 1.000
UK 2008 E-W-1, BLME 1.000 1.000 1.000 - 1.000 0.695 0.695
UK 2008 kE-W-1, GhB 0.542 1.000 0.542 irs 1.000 0.178 0.178
MEAN 0.847  1.000 0.847 1.000 0.624 0.624
SWISS 2008 k-P FPB 1.000 1.000 1.000 - 1.000 0.326 0.326
Mean (cross country. Is08)  0.886 1.000 0.886 1.000 0.550 0.550
UK 2008 G- I Rothschild 1.000 1.000 1.000 - 1.000 1.000 1.000
UK 2008 G In Arbuthnot 0.306  0.309  0.990 drs 0.337 0.067 0.198
UK 2008 G- In St. Charter 0.700 1.000 0.700 drs 1.000 0.998 80.99
MEAN 0.669 0.770 0.897 0.779 0.688 0.732
SWISS 2008 G-Pr Hyposwiss Private B. 0.944 0.965 0.978 drs .96 0.555 0.576
Mean (cross country. Co 0¢ 0.738 0.819 0.917 0.825 0.655 0.693
UK 2009 Is-In ElIB 1.000 1.000 1.000 - 1.000 0.889 0.889
UK 2009 k-W-1, BLME 0.878 1.000 0.878 irs 1.000 0.576 0.576
UK 2009 E-W-1, GhB 0.268 0.314 0.854 irs 0.856 0.048 0.056
MEAN 0.715 0.771  0.911 0.952 0.504 0.507
SWISS 2009 k-Pr FPB 0.997 1.000 0.997 drs 1.000 0.228 0.228
Mean (cross country. Is09)  0.786 0.829 0.932 0.964 0.435 0.437
UK 2009 G- I Rothschild 0.788 0.999 0.789 drs 0.999 0.860 .86
UK 2009 G In Arbuthnot 0.429  0.433 0.992 irs 0.447 0.094 0.211
UK 2009 G- I St. Charter 0.735 1.000 0.735 drs 1.000 1.000 01.00
MEAN 0.651 0.811 0.839 0.815 0.651 0.691
SWISS 2009 G-P Hyposwiss Private B. 1.000 1.000 1.000 — 1.000 1.000 1.000
MEAN (cross country. Co 09 0.738 0.858 0.879 0.862 0.739 0.768
MEAN (I s. 0809 0.836 0.910 0.909 0.980 0.493 0.494
MEAN (Co. 0809 0.740 0.838  0.898 0.843  0.697 0.731

crste= technical efficiency from DEAgs vrste= technical efficiency from DE#rs scale= scale efficiency = crste/vrstég =
technical efficiencyce = cost efficiency ae = allocative efficiency = celte|=Islamic bank, Co= Conventional bank,
I .=InvestmentW-I,, = Wholesale Investment bank, aPd =Private.

(TEos-0e>AEgs.o9. The visible CE advantage for conventional bamkex Islamic banks may con-
tinue over time with the gap rising from 10.5% ®08 (calculated as 65.5% - 55%) to 30.4% in
2009. These results suggest that the conventi@mdshave, on average, a slightly superior per-
formance in controllingminimizing) costs(more cost-efficientover Islamic banks during the
years 2008 and 2009. This could be explained byattethat the size of conventional banks and
their involvement in wholesale banking put thentha bettemposition to offercompetitive pric-

ing of their banking products and services comparigt Islamic banks.

The Islamic banks’ cost ifféciency may be due toy under- utilization of inputsi) the greater

costs incurred in order to have greater promoti@mal marketing activities and higher invest-
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ment in technologyand finallyiii) the novelty andsmall size.lslamic banks operated at smaller
scale compared to their counterparts-conventioméltiaus, cost inefficiencies exist because they
were not able to benefit from economies of scat) (& er the sample period.

In terms of allocative efficiency (AE), convema banks surpass Islamic banks with the AE
score of 73.1% compared with AE score of 49.4%$tamic banks. Islamic banks suffer an in-
creasing trend in their allocative inefficiencyofin 55% in 2008 to 43.7% in 2009). This may be
caused by regulations not controlled by managemeatto fluctuations and instability in factor
prices. However, Islamic banks with a low AE coirldreaseheir output by changing the mix

of their inputs usage.

Despite the small size of Islamic banks in Eurapes obvious that they are technically more
efficient than conventional banksTherefore, they are more able to operate closéneiv effi-
cient frontier compared to conventional banks §1g..0.980> TEco-ms.070.843) (Fig. 6.1).
The value of 0.980 means that the banks are 98Riegif and can produce the same level of
output by using 2% lower inputs. This suggests mhahagers of Islamic banks are relatively ef-
ficient at choosing the appropriate input mix ategi pricesput they ardess efficientat utilizing
all factor inputs. Results also demonstrate that thereuarealized benefits that could be
achieved through an increase in size for smallgiebanks or through consolidation. Overall,
results show that the banks, either Islamic or eatienal banks, have higher TE scores than AE

and/or CE. This illustrates that the bank’s inédficy is caused primarily by the choices of inpu-

1.2 4

EIIB BLME FPB Rothschild St. Charter R
1 ——® 4 7 S
0.8 - GhB Hyposwiss Private B
0.6 - .
0.4 4 A Arbuthnot Bank
0.2 -~
0 T
0 1 2 3 4 5 6 7 8

Fig. 6.1: Average pure technical efficiency seoflBEA rs) by individual bank, 2008-2009

2 Technical efficiency is decomposed into pure técdirefficiency (DEAwe or vrste) which captures the management practins,scale efficiency (DEAscale),
which shows whether or not the bank operates unplitmal size.. Banks that are not considered seffilgient will experience either increasing retumscale (IRS),
which indicates they were operating at scale th&ao small or decreasing return-to-scale (DRS)¢chvindicates they were operating at scale thavésly large.
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ts price mix (Fig. 6.2). By and large, a trend canmgon of ban’s efficiency shows thahe con-
ventional banks have an increasing (upward) tren@k, AE, and TE over sample years.
contrast, Islamic banks sufed a downward trend in the overall economic efficie-CE
(CE0g0.550 < CIgg=0.435 due to the low scores of AE (1s=0.550 andAEy-0.437).

Results further indicate that the poor and inegfitimanagement practices (PTE or VRS)
the main drivers of conventional b¢’s technicalnefficiency. This is because the banks <
efficiency scores are higher than its pure technical effigiefVRSte=.838 < scal=0.898).
Conventional banks have mostly a decreasing r-to-scale (DRS). This indicates that they

operating at too largestale and should shrink the output endowmen ccntrast, findings show

M te

b ce

M ae
EIIB BLME GhB FPB Rothschild Arbuthnot St. Charter Hyposwiss
Banking G. Private B.

Fig. 6.2: Average Xefficiency Scores (TE, CE, and AE) by Individualri&a200¢-2009

that the SE for Islamic banks in Europe is reldyivegh over 2008 and 2009, yet still less tl
the banks PTE (VRSte091( > scale=0.909)Consequently, technical inefficiency appearse:
mostly scale in natunather thartechnical. That is to say, the baskonroptimal size of opera-
tionshad a stronger influence on bi’s technical inefficiency than inefficient managenerac-
tices. However, possible reason for lower efficiency of Islamic ksus that several new I'm-
ic banks joined the European market during or ctosaur sampl period. These banks are sr
in size, passing through an expansion phase, arydhaage employed higlr amounts of fixed

assets, which will possibly generate returns inrell

Islamic banks in th&JK (except Gatehouse Bank) have a constant reti-scale (CRS), par-
ticularlyin 2008 and thus, operate relatively at their “eott scale. In 2009, tho banks have an
increasing return-tgeale (IRS) illustrating that they could improvéaéncy by scaling upc-

tivities. Therefore, the banks are scale ineffitiith respect to their potential to achieve big
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outputs in Europe. Overall, results indicate that\ast majority of the Islamic banks are operat-
ing at either CRS or IRS. This suggests that theagers of Islamic banks are relatively good at
taking advantage of decreased cost from IRS ojpastin the Swiss banking industry, however,
the stand—-alone Islamic bank, namely FPB, has a fiR§esting that the inefficiency of Swiss
Islamic banks is largely caused by too big outpasi thus, could improve efficiency by scaling

down banking operations and activities.

Eventually, our findings reveal no striking dié@ces across countries (Switzerland and the
UK) in terms of mean efficiency. Tiny variationseanainly due to country specific factors that
could be related for example to differences in thenpetitive structure of marketsSimple
comparison between the two countries suggestghbeBwiss banks with (CE) efficiency scores
of 32.6% in 2008 and 22.8% in 2009 are, on averags,cost efficient than the UK banks with
scores of 62.4% and 50.4% in 2008 and 2009, raspbctBy and large, it seems that the Islam-
ic banks have taken the opportunity to exploitEueopean banking integration through compe-
tition. Islamic banking product holding Shari'ahimmiples is considered as a new innovative
product in the European market, whereas the comraitbanking system relies on the tradi-
tional products. This could be a good prospectdtamic banks in Europe to take advantage of

innovation in spurring its efficiency through contipen.

6.5.2. The EIIB Financial Performance: Accounting Ratio-Based Approach

The findings from the financial ratio analysisR&) show different but interesting results as
shown in Table 6.7- the appendix. In terms of bargdofitability performance, the Profit to To-
tal Expenses ratio (PER), Return on Asset ratioAR@nd Return on Equity ratio (ROEFig.
6.3) exhibit a significant downward trend, reflectia poor financial performance over the pe-
riod 2005-2008. The bank’s negative net incorffeig. 6.10), the decline in asset value results
from the effects of the financial crisis that emerge@007° and the lack of expertise, products

3 Regardless of the small sample size and the anpigelection of the conventional banks based erbinks profit average values, it is clear
that Islamic banks in the UK perform relatively teethan Islamic banks in Switzerland. This migatattributable to the different banking struc-
tures in each country and the fact that Islamidkban the UK are more mature than their peers iitZéwand. Thus, the legal framework for
banking activities in Switzerland might not suié thnique Islamic banking principle which leads nolerperformance of Islamic banks.

4 Table 6.5 in the appendix reports a detailed da#an of the abbreviations used in the "FRA".

5 Despite the negative effects of the global crisi2008, the EIIB operating income increased frot3fh to £ 13.2m (2%). Meanwhile, the
banks expenses declined by 18% from £ 10.4m t&6f.8.

8The severe decline in the commercial real estat&ehand the IPD property index during the year®f86gatively affect the performance of
EIlIB. The bank increased provisions on the propgatgfolio by £14.7m, resulting in a loss for theay of £14.8m after tax.
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and services were the main drivers behind the mzate profitability performance. This is de-
spite the fact that the bank had relatively limigsghosure to the subprime events because it did
not engage in the purchase or trade of mortgageeefinancial products, which provoked the
downfall of some of thevorld's largest investment banks. There are also varieasons for the
lower profitability performance of the ElIB:irst, in order to provide the guarantee of deposi-
tor's deposits and trust, EIIB maintains a higkelenf liquidity. In 2008, the bank has net liquid
asset equal to 48% of customer deposits which tema#ly higher than the regulatory minimum
of -5%. Secondjt could be due to increased competition in thentsc investment banking in UK

starting from 2007. It should be noted, howeveaif the EIIB’s poor profitability performance is

statistically insignificant as the means of (PERyalue=0.108), (ROA/F- value=0.269) and

(ROE, P-Value =0.289 are different between the two periods, just befand after the crisig(

value>0.05)

In terms of bank’s efficiency performance, th&cefncy ratios: Asset Utilization ratio (AU)
and Operating Efficiency ratio (OE) show an incneggupward) trend over time (Fig. 6.4). This
implies that the bank is effective in utilizing aoding its high productive asset leading to im-
proved productivity. This also suggests that theklia more efficient in managing (minimizing)
its operating expenses and generating more opgregvenues. Findings, however, suggest a

statistically insignificantifference in the bank’s efficiency performancenssn the period before

80 250 -
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200 - 203.6
40 -
20 - 150 - AU ==0= OE
0 - 119.1
] 100 -
20 | 2007 -14 2
75.9
-40 - 50 - 525
60 - -54.9
e ROA =0~ ROE —0— PER 0
-80 - 2005 2006 2007 2008
Fig. 6.3: Profitability measures % (2005-2008) Fig. 6.4: Efficiency measures % (2005-2008)

and after the crisis. By and large, the fundamecharacteristic of the bank based on the pre-
vious results is the paradox its high operatiofifidiency performance and its low (poor) profit-

ability performanceThis occurs despite the more general trend tleahidpher efficiency is asso-
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ciated with higher profitability. However, plainlydging the performance of the bank on the
basis of profitability alone would overlook the lgawith high efficiencies. In fact,200% effi-
cient bank can be found across a wide range ofiggroihich indicates that high profitability is

not exclusively related to high efficiei¢€amanh and Dyson, 1999).

To evaluate the bank’s liquidity risk and itslapito pay obligations, three measures of liquidi-
ty are employed: the Current Ratio (CA), Currensé{sRatio (CAR) and Loan to Asset Ratio
(LAR). These ratios reflect the structure of assstsa measure of liquidity. Results reveal that
both (CA) and (CAR) ratios decrease (have a dowdwrand) over timeMeanwhile, the bank’s
LAR ratio increases during the period 2005-2006dmdreases afterwards. This is mainly due to
the fact that the Islamic investment bank is a bawk in the UK which led to an increase in the
bank’s assets (size) as it expanded its investmemtilities. The high value of LAR during the
first time window (years before the crisis) coukldn indication of potentially higher profitabili-
ty and risk. It further illustrates that the barskloaned up and has a low liquidity (yet quite
enough to revive bank lending). On the other hamdhe post crisis period, the decline in the
ratio demonstrates that the bank faces a lowerafiglefault. These results also suggest that the
bank has started a reasonable focus on short stimarrthan long-term investments (Fig. 6.5).
The liquidity measures, however, do not actuallgvelany statistically significant difference be-
tween the period before and after the crisis (T&#. The means of the two periods for CA,
CAR, and LAR are not statistically different. Thiglicates that bank's liquidity position remains
relatively unchanged between 2005-2006 and 2008-280ch a finding rejects our assumption
that EIIB will hold less liquidity in the subsequeyears of operation when the bank becomes

more mature.

Furthermore, our results show an increasing tiarttie Loans to Total Assets (LTA) ratio to
measure the bank's community commitment (Fig. @6is indicates that the bank is committing
for supporting long-term development projects desthe fact that Islamic banks appear com-
monly to be either unable or unwilling to partidi@an long-term projects. In terms of the inter-
temporal analysis, the)(test reveals a statically reliable differencewsstn the period before

and after the crisis (LTAg-value=0.003.
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The bank’s performance of risk and solvency mesksby Debt Equity Ratio (DER), Debt to
Total Assets Ratio (DTAR), and Equity Multiplierti@a (EM) (Fig. 6.7), shows a significant in-
crease from 2005-2007, followed directly by a cldawnward trend from 2007-2008. Nonethe-
less, over a period of time, the bank mitigatesrigle hence, becomes relatively less risky, more
solvent, and operates with lower use of debt. Thisld be explained partially by the fact that

investments in government securities become mugera

Although the comparison of the bank’s risk antvancy ratios in pre-crisis and post-crisis pe-
riods reveal a deterioration of risk, results swjge non-significant statistic as: (DER,=
0.129), (DTAR,, = 0.201), and (EMP = 0.129). Meanwhile, Equity ratio shows a stataty
insignificant deterioration (ER,= 0.201) over the period 2005-2007. This refl¢gatsexpansion
of the bank in total assets, the more speculattuation because of the effect of high leverage,
and the greater possibility of financial difficulgyrising from excessive debt burden. However,
starting from 2008, the bank shows a slight deer@asts total assets, reflecting a strong finan-

cial structure of its equity.

It is worth mentioning that the equity marketaag/hole has also been impacted adversely by
the global financial crisis of 2007 due to a la¢Kiguidity, reduced fee generation and subdued
investors demand. Consequently, the stock pridemeance of Islamic banksas generally imi-

" Islam is considered to be against the "excess$ixatage. Hence, leverage needs to be controlledgare that credit does not
exceed the ability of the borrower to repay.
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tated the largely downward trend of conventionailksa As a result, EIIB has not been immune
from the effects of the global recession. It hasrbfacing a decline in the share price and thus,
has a poor track record (Fig. 6.9).

Some critics argue that Murabaha is not a puaenis product. Despite the criticism, the bank'’s
involvement in delivering Murabaha products (loaagpears to be the most domifaamd has
increased significantly from 2005 to 2008 as a ltesfthe increase in the bank’s capitalhe
bank’s average supply of loans under this catebasyincreased by 3.61% in the post-crisis pe-
riod. The difference in means in post versus pigsciperiods is statistically significang ¢
value=0.001 (Fig. 6.8). However, Mudaraba and/or Musharakanatepopular as Murabaha in

the UK because they are less profitable, more yigkg/ or incur high monitoring costs.
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6.6. Conclusions

Our extensive DEA-based analysis suggests tlealstamic investment, wholesale and private
banks operating in Europe are technically ineffitién spite of that, they tend to operate closer
to the efficient frontier than conventional bank$ie inefficient management practices are the
main drivers of conventional bank’s technical im@éincy. Islamic banks suffer, however, from

the problems of sub-optimal scale of operationgyTdiso experience a high allocative inefficie-

8 In 2008, Murabaha financing is responsible forr®@% of ElIB’s value of assets on the balance sheet
° In 2008, the bank had a strong capital base o3 #16vhich is 680% of the minimum regulatory reqmiemt

171



X-EFFICIENCY AND FINANCIAL PERFORMANCE IN SHARI‘AHCOMPLIANT

CHAPTER 6 BANKS: APPLIED STUDY FROM THE EUROPEAN FINANCIAL SSTEM

ncy, which indicates they seem to have problemb thi¢é choices of input prices. Taking the ad-

vantage of their size, conventional banks are batteontrolling costs than Islamic banks

Our findings also show that the conventional Isalnéve mostly a decreasing return-to-scale of
efficiency scores. Such a result indicates theyogerating at a scale that is overly large and,
hence, should shrink their output endowments. Intregt, Islamic banks are operating at either
constant or increasing return-to-scale where seifil@ency is relatively less than technical effi-
ciency. This, however, suggests that the manaddstamic banks are relatively good at utiliz-
ing all factor inputs and taking advantage of daseel cost from increasing return to scale opera-
tions. Additionally, such a result indicates thia¢ technical inefficiency for Islamic banks ap-
pears to be mostly due to the bank’s size of oeraither than to their management practices

given the novelty and small size of Islamic bamk&urope.

In terms of the financial ratio analysis, findinghow that the European Islamic Investment
Bank (EIIB) shows a significant downward trend is achieved profitability reflecting a poor
financial performance. This is due to the declmagset quality, high level of liquidity, increas-
ing competition and higher operating costs. In @stt the bank’s efficiency performance is in
an upward trendver the sample years, revealing that it is moiieieht in managing the operat-
Ing expenses, generating more operating revenudsysing and deploying assets. Results also
suggest that the bank’s growth rate of liquiditadpally decreases when it becomes more ma-
ture. Due to the larger investments in governmeanusties, the bank mitigates the business risk
and becomes relatively less risky and more solvearticularly during the financial crisis of
2007. Finally, the inter-temporal analysis of thefpability, liquidity, risk and solvency, and
efficiency in pre-crisis and post-crisis periodesglmot show any statistically significant differ-
ences. By contrast, the ratio that measures thenitonent of Islamic banks to the Muslim econ-
omy exhibits a significant difference, indicatirigat the bank is committing to support long-term
development projects along with the short-termriaiag.
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Appendix-Ch.6
Table 6.5
Brief description of the financial (Accounting) p@mance measures

The Ratio The Description
Profitability Ratios The profitability ratios are used to assess thels#ipy of a bank to generate earnings as com-

pared to its expenses and other relevant costsr@ttduring certain period of time.

Return on Asset (ROA) ROA = profit after tax/total asset. It shows howamk can convert its asset into net earnings.
The higher value of this ratio indicates higheratality of the bank. This ratio provides indi-
cator for evaluating the managerial efficiency.

Return on Equity (ROE) ROE = profit after tax/equity capital. This ratiedicates how bank can generate profit with
the money shareholders have invested. The higHee v this ratio shows higher financial
performance. Like ROA, this ratio is also a goadiéator of managerial efficiency.

Profit to Total Expenses (PER) PER = profit after tax/total expense. This ratidioates profitability of a bank with regard to
its total expenses. A high value of this ratio aades that the bank could make high profit
with a given expenses.

Liguidity Ratios The liquidity ratios measure the capability of anbdo meet its short-term obligations. The
higher value of this ratio indicates that the bdals larger margin safety to cover its short-
term obligations.

Current ratio (CA) CR = current asset/current liability. This rati@icates the capability of a bank to meet the
current liability with the current asset. The highlue of this ratio indicates that the bank is
more liquid.

Current asset ratio (CAR) CAR = current asset/total asset. This ratio shawsposition of bank’s asset. The high value

of this ratio indicates that the bank has moreitig@sset than long term asset.

Loan to Asset Ratio (LAR) LAR measures the liquidity condition of the banlAR. measures liquidity of a bank in terms
of its total assets. That is, it gauges the peecgnf total assets the bank has invested in
loans (or financings). The higher is the ratio ks the liquidity is of the bank. However,
high LAR is an indication of potentially higher fitability and hence more risk.

Risk and Solvency Ratios Solvency ratios indicate the risk inherent in thalbas a result of its debt.

Debt equity ratio (DER) DER = debt/equity capital. This ratio shows howaalbfinances its operation with debt rela-
tive to the use of equity.

Debt to total assets ratio (DTAR) DTAR = debt/total asset. This ratio indicates thepprtion of assets financed with debt. A
high value of this ratio provides indication thia¢ tbank involves in more risky business.

Equity multiplier ratio (EM) EM = total asset/share capital. This ratio is a suea of financial leverage. It shows a
bank's total assets per dollar of stockholdersitgg higher equity multiplier indicates high-
er financial leverage, which indicates signal fosgible risk failure.

Equity Ratio (ER) ER is a financial ratio indicating the relative pootion of equity used to finance a bank's
assets (Total Owner's Equity / Total Assets). ®i®ris a good indicator of the level of leve-
rage used by a bank. It measures the proportidheofotal assets that are financed by stock-
holders and not creditors.

Efficiency Ratios Ratios that are typically used to analyze how wdiank uses its assets and liabilities internal-
ly. Efficiency ratios can calculate the turnovere€eivables, the repayment of liabilities, and
the quantity and usage of equity.

Asset utilization ratio (AU) AU = total operating income/total asset. This ratieasures capability of a bank to generate
revenue with its asset. The high value of thisoraidicates the high productivity of bank’s
asset.

Operating efficiency ratio (OE) OE = total operating expense/total operating incoifés ratio indicates how efficiently a

bank uses its assets, revenues and minimizing<enses. In other words, it shows how well
the bank could reduce the expenses and improvesigioity.

Commitment to Economy and Muslim Cam To evaluates the bank’s community involvement.

Long term loan ratio (LTA) LTA = long term loan/total loans. A high LTA indies a bank commitment for supporting
long term developmdnf Bojects.
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Table 6.6

Financial prformance of EIIB before and after the financi@is of 2007: -testbased analysis

i Before the crisis (05-06) After the crisis (07-08)  Sig.2 Tailed.
TheRatio
% % P-value
Mean S. Deviation Mean S. Deviatior
Profitability Ratios
ROA 0.85 0.495 -3.35 2.758 0.269
ROE 0.95 0.354 5.8 4.667 0.288
PER 42.95 31.608 -41.9 18.385 0.108
Efficiency Ratios
AU 3.35 0.071 4.45 0.495 0.190
OE 64.2 16.546 161.35 59.751 0.243
Income Expense Ratio (IER) 164.4 39.032 90.9 32.527 0.182
Risk and Solvency Ratio
DER-times 14.15 18.455 72.55 3.606 0.129
DTAR 11.25 14.354 42.05 1.202 0.201
EM 114.15 18.455 172.55 3.606 0.129
ER 88.75 14.354 57.95 1.202 0.201
Liquidity Ratios
CA-Times 46.46 60.132 2.395 0.177 0.489
CAR 91.75 10.677 69.15 10.960 0.172
LAR 42.85 56.356 66.25 5.728 0.662
Commitment to Economy and Muslim Community
LTA 0.65 0.919 17.650 1.202 0.005
= = = = = = 5
184 g9
* O u T \_l T T T 1
\ s o & K |s
® . [} (e (==} (==}
S 8 8 8 S 5
T
B by -5 4
T, -2.48
% -10 -
1 h. l ..‘“'
i \ Ir I L L
! I 15 1 13.72
L | |
I - ]
\ s % r\.} 220 -
2006 2007 2008 2009 201 25 - 370

Fig. 6.9: Stock price for (EIIBY years volum
Source: ADVFN plc.2010

174

Fig. 6.10: EIIB profit before tax (Em) over 20-09



X-EFFICIENCY AND FINANCIAL PERFORMANCE IN SHARI‘AHCOMPLIANT

CHAPTER 6 BANKS: APPLIED STUDY FROM THE EUROPEAN FINANCIAL SSTEM

References

Anderson, R. I., R. Fok, Zumpano, L. V. and EldérW. (1998 ‘Measuring the Efficiency of
Residential Real Estate Brokerage Find®urnal of Real Estate Research, Vol.16 No.2,
pp.139-58

Arief, M. (1989)‘Islamic Banking in Malaysia: Framework, Performaace LessonJournal of
Islamic Economics, Vol.2 No.2, pp. 67-78.

Bader, M. K. I., Mohamad, S., Ariff, M. and Hassdn,(2008)'Cost, Revenue, and Profit Effi-
ciency of Islamic Versus Conventional Banks: In&ional Evidence Using Data Envelop-
ment Analysis Islamic Research & Training Institute, Vol.15 Nopp. 23-76.

Banker, Rajiv D., Charnes, A. and Cooper, W. W8@)9Models for Estimating Technical and
Scale Efficiencies Management Science, Vol. 30, pp. 1078-92.

Berger, A. N. and Humphrey, D. B. (199Efficiency of financial institutions: Internationaur-
vey and directions for future researcBuropean Journal of Operational Reseawzi, 98
No.2,pp.175-212.

Berger, A.N., Hunter, W.C. and Timme, S.G. (1993)¢ Efficiency of Financial Institutions: A
Review and Preview of Research Past, Present atudef-dournal of Banking and Finance,
Vol. 17, issue 2-3, pp. 221-249.

Bikker, J., A. and Bos, J.W.B. (2008ank performance: a theoretical and empirical fraor&
for the analysis of profitability, competition, aeéficiency, Routledge, USA

Camanh, AS. and Dyson, RG. (199®fficiency, size, benchmarks and targets for bank
branches: an application of data envelopment aisaly®urnal of the Operational Research
Society, Vol. 50 No.9, pp. 903-915

Charnes, A., Cooper, W.W, Lewin, A. Y. and Seifdcd M. (1995)‘Data Envelopment Analy-
sis, Theory, Methodology and Applicationsluwer Academic Publishers, Boston.

Coelli, T.J. (1996)Guide to DEAP Version 2.1: A data envelopment asialycomputer pro-
gram), CEPA working paper. N0.8/96, Department of Ecoatsits, University of New Eng-
land, Armidale NSW Australia.

Evanoff, D.D. and Israilevich, P.R. (199Broductive efficiency in bankingEconometric
Perspectives, Vol. 15 No.4, pp.11-32

Ferrier, G. and Lovell C.A.K. (1990Weasuring Cost Efficiency in Banking: Econometrmda
Linear Programming Evidengdournal of Econometrics, Vol. 46, Issues 1-2,339-45.

Hasan, M. and Dridi, J. (2010)he Effects of the Global Crisis on Islamic and Gamtional

Banks: A  Comparative Stugdy IMF  WP/10/201. Available at SSRN:
http://ssrn.com/abstract=1750689

175



X-EFFICIENCY AND FINANCIAL PERFORMANCE IN SHARI‘AHCOMPLIANT

CHAPTER 6 BANKS: APPLIED STUDY FROM THE EUROPEAN FINANCIAL SSTEM

Hasan, Z. (2005Evaluation of Islamic banking performance: On theent use of Econometric
models, MPRA Paper No0.6461. Available at: http://mpraumd>muenchen.de/7272/

Hassan, M.K. (2006)The X-efficiency in Islamic Banksislamic Economic Studies, Vol. 13
No. 2, pp49-77.

Hassan, M.K. and Hussein, K.A. (200Sjatic and dynamic efficiency in the Sudanese anki
system, Review of Islamic Economics, Vol. 14, pg&

Igbal, M. and Molyneux, P. (2005)hirty years of Islamic banking: History, perforntan and
prospectsPalgrave Macmillan, New York.

Isik, 1. and Hassan, M., K. (200Xyost and Profit Efficiency of the Turkish Bankingdustry:
An Empirical Investigation Financial Review. Vol. 37 No. 2, pp. 257-280

Leibenstein, H. (1966)Allocative efficiency vs. X-Efficiency American Economic Review,
Vol. 56 No. 3, pp. 392-415

Nunamaker, Thomas R. (198%)sing data envelopment analysis to measure theieity of
non-profit organizations: A critical evaluatipdournal of Managerial and Decision Econom-
ics, Vol. 6, pp. 50-58.

Richard, D. and Villanueva, D. (198@Relative Economic efficiency of Banking System
a Developing Country Journal of Banking and Finance, Vol. 4uésd, pp. 315-334

Rosly, S. A. and Bakar, M. A. A. (200®erformance of Islamic and Mainstream Banks in Ma-
laysia, International Journal of Social Economics, Vd.N0.12, pp. 1249-1265.

Samad, A. (1999Comparative Efficiency of the Islamic Bank Malaysia-a-vis Conventional
Banks, 1lUM Journal of Economics and Management, VaN@.1, pp. 1-25.

Samad, A. (2004Performance of Interest Free Islamic Banks vissahvierest-Based Conven-
tional Banks of BahrainllUM Journal of Economics and Management, Vol.N@2, pp. 1-
25.

Samad, A. and Hassan, M. K. (199Bhe performance of Malaysian Islamic Bank Durin@4.9
-1997: An Explanatory Studyinternational Journal of Islamic Financial Seedad/ol. 1 No.3

Sarker, M. A. A. (1999)slamic Banking in Bangladesh: Performance, Problamd Prospects
International Journal of Islamic Financial Servicésl.1 No.3, pp. 15-36

Tahir, .M. and Abu Bakar, N.M (2010Fost and Profit Efficiency of the Malaysian Commer-
cial Banks: A Comparison between Domestic and gar&anks International Journal of
Economics and Finance, Vol.2. No.1, pp. 186-197

Yudistira, D. (2004)Efficiency of Islamic Banks: an Empirical Analysi$ 18 Banks. Islamic
Economic StudiesVol. 12 No. 1, August.

176



CHAPTER 7

SUMMARY CONCLUSIONS AND SCOPE FOR
FURTHER WORK

7.1. Brief introduction

T he purpose of this dissertation is to explain tmedamental principles and characteristic of

Islamic finance, and also to explore the possiediof the implementation thereof in the Western
world. The thesis firstly introduces the socio-emmic rationale underpinning Islamic finance,
as it will be difficult to appreciate the resultditiancial techniques without an understanding
and appreciation of these principles. It then campshe objectives of Islamic finance with that
of conventional finance. Having firmly establishi@ philosophy and difference in the Islamic
finance approach, the different modes of finandimgslam have been explained along with
examples given of their application. The focus thesves to create some understanding of the

specific risk profile and challenges which are jgatarly associated with Islamic finance.

Islamic banking and finance has emerged as orleeomost rapidly expanding sectors in the
global financial system. Therefore, we attemptthis thesis, to explore the emergence and the
continual growth of Islamic banking and finance ebhis widely spread inside as well as outside
the Islamic countries, specifically during the gibfinancial crisis of 2007 and the consequent
adverse market conditions. However, the Islamispertive on this crisis is also presented to

show how Islamic economic system might help todpstability to the world's economy.

From an empirical point of view, the goal of thigssertation has been to investigate the
efficiency and the productivity performance of tliest established full-fledged Islamic
commercial banks in Europe (i.e. the UK and Bosaral Herzegovina "BiH") against
counterparties conventional banks operating in eachple country, on the one hand, and also
against Islamic commercial banks from Muslim-mdjocountries: the GCC-States (namely:
Saudi Arabia, Qatar, Bahrain, Kuwait, and the UWhidgab Emirates), Malaysia, Azerbaijan, and
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Turkey, on the other hand. Utilizing the sampleigubiof 2005-2008, we particularly employs
the nonparametric analysis approach, the Data Envelopment AnalyBIEA), to generate
efficiency scores for our sample banks. The DEAeddglalmquist productivity indices are also
calculated to measure the banks' relative proditgtohanges (progress or regress) over time.
Moreover, the OLS-regression technique is usedeterchine the impact of the internal and
external factors on bank's performance and alsthéck the robustness of the results obtained

from the DEA scores.

Additionally, we use separate efficiency-profitiyp matrix analyses, based on the efficiency
scores and profitability ratios, for a selected glnof banks, specifically to determine the
characterization of their performance. Furthermarerder to investigate the association of the
efficiency scores with the common financial (acdouy) ratios, we compute the banks'

Spearman's rho correlation coefficients betweenwoevariables.

Eventually, the thesis aims at analyzing the tjedsefficiency levels and financial
performance of Islamic investment, wholesale, andape banks from the UK and Switzerland
relative to the interest-based banks in the samatdes. To this end, we primarily utilize the
DEA-approach to estimate the X-efficiency measores the time interval 2008-2009. We then
perform various well-known financial ratios to evaie the overall performance of the first
European Islamic investment bank in the UK durir@®%2008. In order to determine the
differences of the banks' performance in pre vepast the global financial crisis of 2007, we
employ the inter-temporal analysis using the malcpairs T-Test the most commonly used

method to evaluate the differences in means betive@igroups.

By and large, this chapter summarizes and higtdighe main results and conclusions drawn
from the work undertaken in this dissertation. Tikifollowed by suggestions for possible future
research directions and potential areas of exptorat

7.2.  Summary and Conclusions

7.2.1. Preliminary summary of results: Market information- based analysis

In recent years, Islamic finance has grown rgpadiross the world at an estimated growth rate
of 15-20% per annum. It offers bright prospects tloose involved and thus, rapid growth
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outside its historical boundaries is expected totinae over time. The ethical principles of
Islamic finance make them attractive to a wide spec of ethically-conscious clients who
desire a socially just financial system. More Mustlients are choosing to invest in Islamic
financial instruments and solutions available tiglouong-established Islamic banks from
Muslim countries. Muslims, as well as non-Muslirhgnking customers in the West are also
increasingly attracted by the ethical Islamic mod&tcognizing the importance of Islamic
finance, many financial players have decided tgpaoerd to the market demands. This was
particularly through establishing new banks, swiighfrom conventional to Islamic methods of
banking operations, the establishment of Islamindaws, moving from Islamic windows to
separate subsidiaries, and shifting from being rkdb&e finance company to become a full-
fledged bank. At the countries' level, Europeanegoments are trying also to out-compete each

other in setting a viable framework for establighislamic finance.

Despite the growing interest and the immenseayspland rapid growth of the Islamic banking
and finance industry, this novel area of finance hat been completely immune to the global
economic uncertainty, as it is part of the widarbgll financial system and consequently will be
affected by all financial dealings. Most recentlglamic financial institutions have been
negatively affected, to a certain degree, by timaricial crisis, which has hit the industry’s
sources of funding and property values in 2007. elew, by and large, Islamic financial
markets avoided, as compared to their conventipeats, the speculative investments and the
complex financial instruments, and have no monexested in uncovered loans financial
derivatives and toxic assets. Therefore, they ameparatively less vulnerable to the impacts of
the financial crisis and are also amongst the firatkets to recover from the negative impacts of
the present global economic recession. This mighgasticularly due to the flush of oil wealth in

the Gulf region, the small size of Islamic banksj éhe newness of Islamic finance market.

Because we applied differetgpes of empirical analysis in this thesis and carpewith
significantly different findings, we introduce ihe next section the conclusions for our empirical

chapters, relatively, as they originally appeathi proposed papers.

7.2.2. Summary of the results of our empirical awyais:

7.2.2.1. Proposed paper 1: Efficiency performance of IBB agast Islamic banks from

Muslim-majority countries and also against conventnal banks from the UK

Our empirical analysis in this thesis shows thatlslamic Bank of Britain (IBB) is technically
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inefficient (pure technical efficiency scores (PTE)), with the average technical efficiency
scores range between DE#A=30.6% and DEAr==90.1%. IBB is also inefficient in exploiting
the economies of scale (ES) given its scale ofaifmers. It appears that the bank’s inefficiency
arises from inefficientnanagement practices (pure technical inefficiensgale inefficiencyas
compared with small Islamic banks in Muslim-majpribuntries and small conventional banks
in the UK. Bank’s relative inefficiencies, howeveecome rather scale (size) in nature relative
to large Islamic and conventional banks. IBB mighbstantially enhance itsfficiency by

scaling up activities to a certain level, the mimkdevel.

Findings also illustrate that the small Islamenks (including IBB) and small conventional
banks exhibit initially, compared to the large msla and conventional banks, poor efficiency
scores. Despite the prevailing market conditionsndeadverse, the bank’s efficiency
performance subsequently gradually increases wélpassage of time. This is mainly due to its
novelty and small size. In contrast, large conwrai banks, on average, have an upward trend
of estimated efficiency, generally with decliningciements. Meanwhile, the large Islamic
bank’s inefficiency increased (the rate of effidgnmprovement decreases) over time, partly
due to the complex credit risk monitoring arrangetaeThese results, however, indicate that the
larger the bank, in term of total assets, the nadfected by the financial instability which
suggests that "the bigger is not always the betire results also propose that the IBB has a
substantial room for improvements to sustain itsgetitive edge, taking into consideration that

it is, to a certain extent, better in utilizing oesces (cutting costs) than generating revenues.

In terms of the correlation coefficient betwedre tbank’s DEA-efficiency scores and it's
financial performance, findings illustrate that tb#iciency measures calculated using DEA
method are robust, highly correlated with the rssabtained by ROA and ROE, and thus can be
used separately and/or concurrently with the stahdecounting measures in determining Islamic
banks performance within and outside the UK. Howethere is an absence of such argument in
the UK non-Islamic banking sector at which the rnmiation contained in the conventional

financial measures armt closely corresponded to that contained in iefficy measures.

Moreover, findings show that the IBB falls in thhgestion marks quadrant in the 4-quadrant
efficiency-profitability matrix. This indicates thahe bank exhibits low profitability and
efficiency performance and thus, is consideredgabder-performing. IBB is probably under-
resourced and lacks appropriate skills and thesefeith a favorable environment and additional
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resources, it might improve its efficiency and gadfility. By increasing efficiency, the bank
can possibly move to the “star” quadrant.

In terms of the DEA-second stage analysis, ressuggest that the technically more efficient
banks are those that have greater profitability laads intensity, on average acquire less debt,
and have a lower market share. IBB, however, etikaly superior in terms of lending intensity

and capital adequacy relative to both Islamic ama/entional banks.

7.2.2.2. Proposed paper 2: Efficiency and productivity perfemance of IBB and BBI relative to

Islamic banks from Muslim countries and conventionabanks from the UK and Bosnia

Findings suggest that the Bosna Bank Internati@@mil) and the Islamic Bank of Britain (IBB)
are relatively technically more inefficient compate Islamic banks from Muslim countries, and
conventional banks operating in the UK and BosmBaH) banking industries. Bank’s
inefficiency, by and large, stems from inefficiamnagement practices. Non-optimal size of
bank’s operations contributes also, to some extaritie bank’s overall inefficiency. Findings
indicate that the BBis comparatively more capable to operate closexffioient frontier than
IBB, but IBB, by contrast, provides more growth gutial by recording a respectable positive
trend in estimated efficiency performance.

Pertaining to the analysis of the Malmquist Patohity Indices (MPI) of the Islamic banking
sector, results indicate that the BBl managed tueme high positive growth in total factor
productivity (TFPch), largely due to the high av@rarowth in technical efficiency (TEch). The
bank yields also high-growth rates of technolog{gahovation) efficiency (TECch). This trend,
however, subsequently reverses, apparently dueetglobal crisis of 2007. By contrast, IBB, as
well as the average Islamic banking sector withil @utside Europe, suffered not only a
relative declining but also a negative growth rateotal factor productivity, driven mostly by
the significant regress on banks' innovation. Oljeitaseems that the Islamic bank’s total

productivity growth is contributed to a large extbg the pure technical efficiency changes.

By and large, in contrast to the performancehef éntire Islamic banking sector, our results
show that both the IBB and the BBI experiencediprielary a remarkable growth in technical
efficiency prior to the financial crisis, but uneqgtedly faced significant declines after the

emergence of the crisis, primarily due to lack @nagement skills. Nevertheless, IBB and BBI
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continue to produce better substantial increasechnical efficiency as compared to some of

other Islamic banks from Muslim-majority countries.

In comparison with conventional banks in BiH biagk sector, BBl showed superior
performance in its total productivity and techniedficiency. The bank’s progress in total
productivity is originally attributed to the constamprovement in it's technological innovation.
BBI, however, progressively loses its superioritieioother banks in terms of both indices (i.e.
TFP and TE). Despite of that, the bank still cheaétains high mean growth rate in both indices
over the sample years. However, the improvementaanagement practices appear to be less
important source for future growth in the bank’shieical efficiency performance, as compared

to the optimal size component.

Similarly, IBB relatively recorded, as comparedthwconventional banks in the UK, high
average regress in total productivity performancetivated mostly by the bank’'s regress
(TECchgs.08 <1) in the (average-years) innovation componehis Ts apparently despite the
yearly consistent upward trend in the bank’s teb@imo innovations. IBB, however, is
perpetually lagging behind its counterparties bankierms of technical efficiency, largely due

to the acute inferior management operations.

In terms of the ordinary least squares (OLS)easgion analysis, overall results suggest that the
more efficient Islamic banks are larger in sizegvgtsignificantly greater profit potential, have
less tendency to acquire high levels of debt, ankhncreased investment in skills. Finally, a

more efficient use of banks resources is strongbpeaiated with a higher GDP-per capita.

7.2.2.3. Proposed paper 3: X-efficiency and financial perfamance of investment, wholesale and

private Islamic banks relative to conventional bank in Switzerland and the UK

The presented results suggest that the Islamiestment, wholesale, and private banks
operating in Europe are technically inefficient, average TE = 98% <1. Bank's inefficiency
appears to be mostly due to the choices of inpuise pmix and the bank's sub-optimal
(inadequate) sizedf operations. Islamic banks, however, still mamtaauch higher mean
technical efficiency scores than conventional bard&l management is the main driver of
conventional bank’s technical inefficiency. Benefit from their large size (total assets),

conventional banks are slightly better at contnglicosts than Islamic banks. Islamic banks also
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experience, to a certain degree, low (cost)-efficye(CE), with overall scores of 49.3%, and

poor allocative-efficiency (AE), with average scomd 49.4%, compared to conventional banks.

Our findings also show that the conventional Isamlave a decreasing return-to-scale of
efficiency scores. This suggests that the banksldhshrink their output endowments. Islamic
banks, by contrast, are operating at either cohsiamncreasing return-to-scale. This clearly
indicates that the managers of Islamic banks ateerbat utilizing all factor inputs than their

conventional counterparts.

Additionally, the findings reveal that the Islaminvestment banks that are operating in Europe
show a clear paradox between their high-efficieacgres and low-profitability performance.
Islamic investment banks are less risky, more sujvbut suffer a gradual deterioration in
liquidity position. The banks' supply of Murabahlaafk-up) financing appears to be the most
dominant and has increased significantly over years

Finally, the inter-temporal analysis of the bangtofitability, liquidity, risk and solvency, and
efficiency, in pre- and post-crisis of 2007, does show any statistical significant differences.
Meanwhile, the ratio that measures the bank's camtgninvolvement (commitment to economy
and Muslim community) exhibits a significant diféexce. This indicates that the bank is

committing to support long-term development prggeadbng with the short-term financing.

7.3. Further work

This thesis seems to have raised plenty of questihat have been reasonably answered. It has
also highlighted a number of topics on which furtfesearch would be beneficial to expand and
strengthen the results. Because the current wodlyzes the comparative efficiency and
productivity performance of the European Islamioksausing both the DEA technique and the
DEA-Malmquist approach, it would be an asset tovtloek if the results are proven by applying
alternative methodologies to the same data. Toahds we could, for instance, use either the
stochastic frontier approach or the deterministomtier approach. Additionally, it is useful to
change the DEA input and output mixes and/or t@mktthe empirical analysis to cover more
Muslim and European countries which have startemtnty to operate in accordance with
Shari'ah law in banking operations. Furthermoreg tlu the short time (history) over which
Islamic banking has been operating in Europe am3dexquently the absence of readily available

high quality financial data, our analysis was @atrout utilizing only 4-years, between 2005 and
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2008, and subsequently, we can significaimtyease the robust of our results by coveringdong
time intervals (e.g. 2005-2011). We finally couldegent a new perspective on performance
evaluation of the Islamic banking operations indpé& by investigating, for the first time, the
relative efficiency, productivity, and (cost) anprdfit) X-efficiency levels, of the full-fledged
Islamic banks and the conventional banks' Islamrdaews which are operating in both Muslim-

majority countries and Europe.

Another area of further work is to examine thepdthesis that the ethical investment has
inferior performance relative to their unscreeneshdhmarks. Using traditional performance
measurement techniques, we can test, for exampiether returns earned by investors who
purchase shares in the FTSE Global Islamic Index agparently different from their index
counterpart FTSE All-World Index, both in the shand long-run. This will highlights the
impact of the ethical screening on the performasfdéTSE Global Islamic index. It is also very
much useful to investigate the performance of tA&E4 Good index, which is a recently
established socially responsible index, and to @it robustly with the FTSE Global Islamic
and FTSE All-World indices. Islamic equity fund,viever, can also be examined by employing

a number of performance measures such as: ShagaoF, Jensen-Alpha and their variants.

Finally, one of the fields that can be differgnéinalyzed in recent times is the Islamic bond
markets. More specifically, we could measure th@garative performance of the Islamic bonds
(Sukuk) against the traditional (conventional) b®mder a certain time period. In such a study
we can empirically examine the yield to maturitegsSukuk and conventional counterparts for
various issuers. We can also investigate the impfatte issuance of Sukuk on risk structure of a
firm, discuss the possible underlying reasons,ass@ss the role and the overall impact of credit
ratings in the Sukuk performance.
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