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Introduction
Rodney Wilson*
Unlike in previous years when many of the papers were theoretical, the papers devoted to Islamic
economics at the Fifth Forum deal largely with institutional and policy issues. Three are concerned with
Islamic banking and two with sharia-compliant portfolio investment through mutual funds. All are topical,
even though the poor performance of international equity markets since 2000 has damaged the mutual fund
industry, including Islamic portfolios, and ethical investments more generally.
Two of the Islamic banking papers deal with the experiences of Pakistan and Turkey, but it is
perhaps appropriate to start this introduction by reviewing the paper on a capital adequacy framework for
Islamic banks, where the authors see the need, as the subtitle indicates, to reconcile depositor’s risk aversion
with manager’s risk taking. The early proponents of modern Islamic banking such as M. Nejatullah Siddiqi
(who introduced this section of the Proceedings of the Third Harvard University Forum) envisaged the new
institutions being based on profit-and-loss sharing, with the depositors similar in some respects to equity
investors. In practice, however, as Dadang Muljawan, Humayon Dar and Maximilian Hall correctly point out,
contemporary Islamic banks are organized as companies rather than on a mutual basis; and hence their
shareholders are distinct from their depositors. The former have ownership rights and responsibilities, but the
latter do not. Muljawan, Dar and Hall use modern banking theory, notably principle agent analysis, to develop
a formal framework to ascertain the optimal capital structure for Islamic banks. Their contribution is cleverly
formalized, and it has much relevance for empirical applications.
Before addressing the question of capital adequacy, it is perhaps useful to place the work of
Muljawan, Dar and Hall in a wider perspective, to see its larger significance. This involves corporate
governance issues within Islamic banks, and the responsibilities of the management to shareholders and
clients with investment deposits. As has been recognized in the discussions in the Bank for International
Settlements in relation to Basel II, to which the authors refer, capital adequacy is linked to corporate
governance and financial reporting. Arguably, if there is fair governance reflecting the interests of the
different stakeholders in an Islamic bank, and sound financial reporting, the probability of the bank getting
into difficulties is reduced, and hence there will be less prudential concern over capital adequacy.
With Islamic banks, as with any bank listed on a stock market, there are potential conflicts of interest
between the bank’s management and its shareholders: the classic principle agent problem. For example,
higher pay or bonuses for the bank’s management, unless matched by efficiency gains, may be at the expense
of dividends paid to shareholders. This two-way conflict may become a three-way conflict in Islamic banks,
as customers with investment deposits on a mudaraba profit-sharing basis may have their pay-outs reduced if
the management reward themselves more, their position being similar to that of the shareholders as principles,
at least in this respect. At the same time, however, there may also be a trade-off between the interests of
shareholders and clients with mudaraba deposits, as higher dividends for the former may be at the expense of
the profit shares of the latter.
With interest-based conventional banks, shareholder’s dividends may also be adversely affected by
the interest payments to depositors, but these tend to be linked to the monetary policy pursued by the central
bank, and thus to macroeconomic developments – with banks being price-takers rather than price-makers as
far as interest is concerned. In Islamic banks the management are much more in control, as payments to
investment depositors depend on profits, and hence on the success of the management, and not on central
bank monetary policy. The management of Islamic banks has therefore potentially greater discretion over
pay-outs to investment account holders, as well as over dividends. This has implications for financial
reporting, as arguably the constituency to which the management of an Islamic bank is accountable is the
investment depositors as well as the shareholders.
A tightening of monetary policy in a conventional economic system will have implications for
capital adequacy as rises in interest rate may force commercial banks to pay more for deposits than they can
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afford, perhaps causing losses and even collapse. Islamic banks are less likely to fail in such circumstances, as
investment depositors may be prepared to accept a temporary lower return, or even no profit, in the interests
of maintaining the longer-term viability of the bank.
Of course Islamic banking is not a zero-sum game, and if the management is successful in enhancing
profitability, then shareholders can be paid higher dividends, investment depositors can enjoy higher pay-outs
and arguably the management should be entitled to performance bonuses. In such favorable circumstances
there is no need to worry over capital adequacy, as presumably profits are a reflection of the management’s
skill in acquiring profitable assets, most of which will be performing in the sense of not been subject to
repayments difficulties, or an inability to make ijara leasing payments or other similar payments from which
the bank derives its income.
It is, as already indicated, when Islamic banks get into difficulties that capital adequacy becomes
important, perhaps because of non-performing financing as a result of poor management decision-making
over what is funded or unforeseen macroeconomic recessions that adversely affect the bank’s clients. In such
circumstances Islamic banks, like their conventional equivalents will need adequate resources to meet any run
on deposits if customers lose faith in the institution’s ability to meet its commitments. As Muljawan, Dar and
Hall point out, AAOIFI addressed this issue in a statement on capital adequacy for Islamic banks in 1999, and
Khan and Chapra took the issue further in a paper published in 2000. Both AAOIFI and Khan and Chapra
argue that the status of mudaraba investment depositors is different from depositors in a conventional bank,
as the latter do not share in their bank’s profit and have the nominal value of their deposits guaranteed.
The major contribution of Muljawan, Dar and Hall is to extend these arguments by recognizing that
Islamic banks have a portion of their deposits in current accounts where the nominal value is guaranteed, and
a proportion in investment accounts where it is not. Capital adequacy is more critical for risk-averse
depositors with current accounts than for those willing to take on some risk to earn a higher return.
Consequently, the higher the proportion of mudaraba investment deposits, the lower the capital-to-assets ratio
needed. There is therefore an incentive for Islamic banks to encourage more murabaha investment deposits
even though these imply a higher cost of funds.
The position regarding Islamic banking in Pakistan often seems confusing to outside observers. Tariq
Hassan’s paper is therefore very welcome, as it helps shed light on recent developments: notably, why, in
spite of the commitment by the Supreme Court to implement the sharia in Pakistan, it has yet to be applied to
the banking system. Tariq Hassan suggests the Supreme Court has gone beyond its legal mandate in
proposing economic and financial restructuring. To explain why the Supreme Court reached such a position,
Tariq Hassan considers the situation in the 1960s when the attempt to apply Islamic law to banking was first
attempted. He suggests these early efforts were a sham, as all that happened was a change in nomenclature,
with interest being replaced by service charges in lending, a mark-up in trade and profit in investment.
Although simply having service charges for lending as a replacement for interest is clearly in conflict
with the sharia, both murabaha mark-up trade financing and profit sharing investment deposits account for a
significant proportion of the sharia-compliant financing in most Muslim countries. The problem in Pakistan,
according to Tariq Hassan, was that these innovations were introduced in an ad hoc fashion, without any
change in the regulatory framework. He alleges there was little conceptual discussion or debate on the subject,
a situation presumably remedied by the Supreme Court’s ruling on the Khaki case in December 1999 when
certain provisions relating to interest contained in various laws were declared to be in conflict with the
injunctions of Islam. This provoked widespread debate, but Tariq Hassan does not specify what the laws
questioned were, or what the reasoning of the Supreme Court was in reaching its decision. The inclusion of
this would have been instructive for the reader.
It is clear that little progress has been made with Islamic banking in Pakistan in spite of the
commitments of the Finance Minister in his 2001 budget speech that Tariq Hassan summarizes. The task
forces set up to consider legal changes has not reported, nor has the task force to identify ways which the
government could fund its own debt in accordance with sharia. The Transformation Commission submitted
its report to the government, but Tariq Hassan indicates it reduced by half the number of financing
instruments permissible for the banks. Consequently like earlier reports, it is most likely to be shelved.
It would have been useful if Tariq Hassan had provided a critique of the report of the Transformation
Committee, including their specific rationale for arguing what is not permissible in Islamic finance. Despite
this limitation, the paper is nevertheless valuable in highlighting the shortcomings of a top-down approach to
Islamic finance rather than a market-based solution. Tariq Hassan suggests that Pakistan might be better to
introduce an Islamic system in parallel with the conventional system, as happened in most Muslim countries.
He does not indicate whether this requires special legislation, or simply some regulatory changes by the
central bank. Rather what is suggested is that the government should seek ijma, a consensus of Islamic
scholars nationally as well as internationally.
Such an approach stands little chance of success however, as any consensus is unlikely. It would be
more realistic to consider in detail how the central bank might handle regulatory issues, and the extent to

4

which it should participate actively in the Kuala Lumpur-based Islamic Financial Services Board. For Islamic
banking to take off it is necessary for the authorities to provide a framework to ensure the integrity of the
products offered, and perhaps set an example with their own financing. The job of the regulatory authority is
to ensure there is the transparency for the customers to make informed choices, but after that, the marketing is
best left to the Islamic banks themselves.
The paper by Mahmoud El-Gamal and Hulusi Inanoglu on Islamic banking in Turkey analyzes the
type of dual banking system that Tariq Hassan envisages for Pakistan. At first glance the extent of Islamic
banking development in Turkey is unimpressive, as the share of total deposits in the Special Finance Houses
(the term used by Ankara for Islamic banks) is less than three percent. Despite their history now spanning two
decades, many questions remain regarding the Special Finance Houses, not least the extent to which they
attract funds that would otherwise be hoarded by the pious, or how far the growth of their admittedly limited
deposit base has been at the expense of the conventional banks. El-Gamal and Inanolglu’s analysis assumes
the latter, as their main task is to compare the efficiency of the Special Finance Houses with the conventional
banks.
The methodology for the efficiency analysis seems sound as it allows for input prices; mainly labor
costs and capital outlays, which are ingeniously estimated. It contains quality and risk indices, although it
would have been helpful to the reader to provide more information on the measures used. Surprisingly
although the Special Finance Houses are less efficient than the major banks, when an adjustment is made for
size, the Islamic institutions are in the top rank. This is explained by the higher quality of assets held by the
Special Finance Houses with fewer non-performing loans, perhaps reflecting the greater integrity of their
clients.
The measures used for the analysis of the dual sectors include capital adequacy ratios, total loans to
total assets and non-performing loans. Other ratios used include employee expenses to total assets, net income
to assets and liquid assets to total assets, the latter being lower for the Special Finance Houses, as they do not
hold government bonds. El-Gamal and Inanoglu suggest the lower employee expenses to total expenses for
the Special Finance Houses reflect their less developed branch networks as these are costly to maintain and
staff. No information is however provided on relative labor costs, although as the numbers of employees is
known, this could be estimated without a detailed investigation of pay structures and the criteria for
remuneration.
The type of analysis pioneered by El-Gamal and Inanoglu to evaluate the relative efficiency of
Turkish conventional banks and Special Finance Houses could usefully be applied in other Muslim countries
with dual banking systems. There is clearly much scope for empirical work, not only estimating overall
efficiency, but also examining whether the loyalty and trust between staff, and between staff and customers
because of their common values and faith, is reflected in financial and other ratios that may feed through to
profits and share performance in the case of listed banks.
John Lighthouse and Kabir Hassan are concerned with the returns on sharia-compliant equity
investments in their respective papers, and both use the Dow Jones Islamic Indices. Lighthouse compares the
Islamic index for large capitalization stock with the Russell 1000 index using monthly financial data from
January 1987 to December 2001. The Islamic indices were found to be more volatile, largely reflecting,
according to Lighthouse, the greater weight of technology stock in these indices. The exclusion of
conventional bank stock from the Islamic indices may also reduce stability, as the banks were steady earners
over the period analyzed and the fluctuations in their fortunes were less dramatic than in the 1970s or early
1980s when interest rates varied more and aggregate economic performance was less stable. Overall
Lighthouse’s results are not unexpected, and are consistent with those from earlier studies.
The paper by M. Kabir Hassan is much more substantial, as he attempts to apply a wide range of
empirical tests to analyze the capital market efficiency of the Dow Jones Islamic Index, drawing on the
standard financial theory of Fama and others, and using variance analysis and the Dickey-Fuller test much
favored by contemporary econometricians, as well as GARCH. This is the first time such work has been done
using the Dow Jones Islamic Index, the data set being daily figures over the 1996-2000 period. There appear
to be no calendar effects in terms of end of year or end of financial year and the GARCH results reveal a
significant positive relationship between conditional volatility and the Dow Jones Islamic Index returns
indicating that there is market efficiency.
M. Kabir Hassan provides not only empirical analysis, but also a useful introduction to the market
for, and the rules governing, Islamic investment. He estimates the world’s Muslims have over $100 billion to
invest and that the market is growing by 15% per year, although whether this is still the case given the decline
in global equity prices is debatable. He outlines the criteria used for the selection of sharia-compliant stock,
and lists (though does not discuss) the responsibilities of sharia boards for monitoring stocks, management,
fees and documentation, as well as their remit in portfolio purification and zakat estimation. M. Kabir Hassan
also draws useful parallels between the composition of Islamic mutual funds and the ethical investment
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industry more generally. He highlights the bias of ethical investment funds toward smaller companies, this
increasing risk.
From the paper it is evident that there are many avenues for further research, including what
motivates individuals to undertake ethical investment, of which Islamic investment is a subset. M. Kabir
Hassan believes that the relationship between altruism and social reputation should be investigated, as well as
the question of internal faith based motivation versus approval seeking. As Islamic investment becomes more
significant companies will need to actively communicate what their social and environmental commitments
are in order to attract funds from investors motivated by their faith. For Muslims to have an impact on global
economic management and the culture of multinationals, engagement with companies and changing corporate
behavior is a much more promising way forward than policies of rejection and confrontation of capitalism.
What is wanted is a change of business values, not a change of economic systems.
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