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INCENTIVE BASED REGULATION FOR ISLAMIC BANKS

Sayd Zubair Farook*and Mohammad Omar Farooq

Abstract

Purpose

Recent calls by prominent Islamic scholars to shift the focus of
Islamic Finance away from

bond-like sukuk have been met with great unease by bankers in
the industry. Islamic

Financial Institutions (IFIs), which hold the majority of all
sukuk issued, face deposit side

constraints on the types of returns they distribute, due to a
need to match returns to market

based deposit interest rates. Hence, it is in their interest to
hold assets that provide stable

benchmark based returns. The purpose of this paper is to provide
an outline of an original

incentive based regulatory mechanism to encourage Islamic banks
to reconcile their intended

normative structure (profit and loss sharing) with the
operational and pragmatic realities

within which Islamic banks exist.

Design/methodology/approach

The paper traces the regulatory infrastructure and in particular
Islamic Financial Services

Board (IFSB) regulations on Capital Adequacy for Islamic Banks
and provides

recommendations for technical improvements to particular aspects
of the regulations.

Findings

The paper provides practical regulatory recommendations on the
capital adequacy regime

implemented by central banks that could potentially align more
effectively Islamic banks

operational structure with their intended form, whether that is
as investment banks or as

commercial banks.

Practical and social implications

By aligning the activities of Islamic banks with their intended
operational structure through a

system of regulatory incentives, the recommendations of this
paper, if implemented and

applied by regulators, may be effective in quelling the
increasing tide of criticism of the

Islamic banking model and how it has deviated from its intended
form. More importantly, if

such regulation is implemented, it could also lead to enhanced
systemic stability, since

Islamic banks will be more resistant to economic shocks that
affect the system.

Originality/value

While there are studies that research the effect of the capital
adequacy ratio, none really

provide practically implementable recommendations that align the
Islamic bank business

model with its intended objectives.

Key words:Islamic banks, capital adequacy ratio, profit sharing,
regulation

Category of paper: Technical
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ABSTRACT

Recent calls by prominent Islamic scholars to shift the focus of
Islamic Finance away from

bond-like sukuk have been met with great unease by bankers in
the industry. Islamic

Financial Institutions (IFIs), which hold the majority of all
sukuk issued, face deposit side

constraints on the types of returns they distribute, due to a
need to match returns to market

based deposit interest rates. Hence, it is in their interest to
hold assets that provide stablebenchmark based returns. This study
proposes that regulators require banks to include a

greater proportion of risk weighted assets funded by
unrestricted investment account holders

(UIAH) in the denominator of their capital adequacy ratio, based
on the extent to which the

particular bank engages in smoothing returns to investment
depositors.Providing true returns

to UIAH will consequently minimize incentives for IFIs to hold
assets that return benchmark

interest rates and allow them to hold assets that provide for
variable returns.
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INCENTIVE BASED REGULATION FOR ISLAMIC BANKS

1. Introduction

In a 2007 conference organized by the Accounting and Auditing
Organisation for Islamic

Financial Institution (AAOIFI) (McMillen, undated; AAOIFI 2008)1
and the World Bank,

Sheikh Taqi Usmani, arguably one of the most renowned Islamic
scholars of the decade and

an AAOIFI Sharia board member, deplored the prevalence of sukuk
that were used to

synthesise the effects of a traditional interest bearing bond
(Usmani 2007). He further

announced that more than 85 percent of such sukukwere
un-Islamic, to the shock and awe of

Islamic bankers. These calls were repeated by Dr. Mohammed
ElGari and Sheikh Abdullah

Bin Suleiman Al Manea, two prominent AAOIFI Sharia board
members. Sheikh Al Manea

vociferously asserted that much of the sukuk being issued are
nothing more than usurious

(ribawi) transactions covered up as Islamically legitimate
(Asharq Al Awsat 2007). In

February 2008, these calls were formalized through the issuance
of a formal pronouncement

by the full board of the AAOIFI stating that certain
applications of sukuk cannot bear

disjointed characteristics that detract the substance of the
sukuk from their underlying

contractual form.

Indeed, the essence of this call has also been voiced by
Professor Mahmoud El-

Gamal, who asserts that much of Islamic finance is really only
Sharia arbitrage

participants in a captive-market for Shari`a-board approved
financial products and services

are willing to pay a premium for those services, without any
differences in the substantial

effects of the transactions. One central criticism of
conventional finance from the proponents

of Islamic banking and finance is that risk is not fairly shared
between creditors and debtors;

1AAOIFI is the global standard setter for Islamic Financial
Institutions and some of the most prominent Sharia

scholars of Islamic Finance sit on its Sharia board. AAOIFI
issues standards on Sharia, Accounting, Auditing

and Governance, which are either adopted or adapted by the
majority of Islamic Financial regulators and

institutions.
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instead, the risk of loss is shifted entirely to the debtors
regardless of the condition of the

debtors business activities. For the same reason, it has been
proclaimed that Islams

categorical preference is for transactions based on profit-loss
sharing, not fixed returns with

guaranteed principle (Usmani 2007; Siddiqi 1983; Farooq 2008).
This is the reason why,

instead of debt-based financing, Islamic scholars have generally
idealized equity-based

financing. However, the existing Islamic banking and finance
practices have shown a

decisive and overwhelming bias away from equity (or profit-loss
sharing) and toward debt-

like or debt-creating modes (Farooq 2009; Ayub 2007).

The essential issue that most of these scholars have a problem
with, in the context of

sukuk, is the effective risk transfer to one party, the
investment manager or issuer (who

replaces a borrower in a conventional contract) in return for a
steady return for the investor

(creditor). To make their sukuk attractive to financial
institutions looking for bond-like

features, issuers ensure that the funds provider/investor
receives 100 percent of the invested

capital, regardless of the outcome of the business. For
instance, this can be done in

Musharaka (partnership) orMudaraba (passive
partnership)2contract through the utilization

of undertakings (unilateral promise by the investment
manager/issuer to the funds provider),

where the investment manager will buy the same underlying asset
from the Investment

Musharaka/Mudaraba for a price that is usually exactly the same
as the issue price of the

asset sold or the face value.

2

Mudarabah and musharakah are two Sharia compliant profit sharing
arrangements preferred by Shariascholars because risk is
transferred to the party most capable of bearing it, the capital
owner. The mudarabah is

defined as a contract between at least two parties whereby one
party, the financier (rab al-mal), entrusts funds to

another party, the entrepreneur (mudarib), to invest on his
behalf. In the case of mudarabah, the financier is

much like a silent partner in modern partnership contracts
without any active participation in managerial

decisions. The musharakah contract is where the entrepreneur
adds some of his own funds to that supplied by

investors, thereby exposing the entrepreneur to the risk of
capital loss. In contrast to interest lending where the

loan is not contingent on the profit and loss outcome, the yield
in both contracts is not guaranteed and financial

losses are borne completely by the investors. However, in
contemporary sukukapplications, the Musharakaor

Mudaraba is merely a synthetic instrument, with the same
substantive features of a bond, including capital

guarantee at redemption and predictable benchmark based
returns.
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In return, the funds provider receives steady stream of returns
linked to conventional

benchmarks such as the London Inter Bank Offer Rate (LIBOR) or
some other benchmark

rate (Ayub 2007; Zohra and Khan 2008).3This essentially
translates into a synthetic profit

sharing sukukwith bond like features. Sheikh Taqi Usmani
therefore claims that such sukuk

are not free of legal repugnance, even if they are not declared
haram (non-permissible). In

addition, he believes that such sukuk actually defeats the
higher purposes (maqasid) of an

Islamic economic system, one of which is to distribute wealth
equitably among society

(Usmani 2007). The AAOIFI Sharia Boards statement declared that
the use of such

undertakings to purchase the sukukback at a stated price and
providing interest free loans to

sukukholders for subsidizing sukukreturns are not within the
scope of the Sharia.

What many Islamic scholars do not appreciate is that banks and
financial institutions

are incentivised by modern prudential regulations to minimize
their exposure to equity based

instruments such as Musharaka andMudaraba, unless they come in
the form of sukukwith

certain risk mitigating clauses. This is most evident in the 400
percent risk-weighting

imposed on Musharaka or Mudaraba assets, as per the Islamic
Financial Services Board

(IFSB) Capital Adequacy Standard4. Additionally, banks are
exposed to different levels of

displaced commercial risk and therefore feel obliged to pay out
returns to their investment

deposits that are competitive with market expectations and
interest based benchmarks. This

3The issuer/investment manager can provide steady returns in a
Musharakacontract by specifying an incentive

clause, whereby the issuer/investment managers retain any excess
yield in the event that profits are over and

above the market based benchmark returns (for example: LIBOR +
150 bps). In the event that profits are lower

than the market based benchmark returns, certain sukukare
structured with a liquidity feature which may

include a third party loan to support distributions to
sukukholders. More details can be found in Usmani, T.

(2007).4However, it is duly noted that under the IFSB
supervisory slotting criteria, the risk weighting for Profit

Sharing assets can be reduced to 90 percent, at the discretion
of the supervisor. That said, such a reduction can

only occur in the instance, where the underlying contracts
display fixed yield quasi capital protected debt like

features, and not for pureMudarabaorMusharakacontracts with
equity features. The Supervisory Slotting

Criteria approach was developed by the IFSB to allow supervisors
to provide IFIs under their jurisdiction the

opportunity to reduce the risk weight of assets held
underMusharaka,Mudaraba, and DiminishingMusharaka

modes. Under the method, an IFI is required to map its internal
risk grades into four supervisory categories for

specialized financing as set out in the IFSB Capital Adequacy
Standard document and each of these categories

will be associated with a specific risk weight. See IFSB (2005)
Capital Adequacy Standard for Institutions

(other than Insurance Institutions) offering only Islamic
Financial Services.
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further incentivises them to only engage in stable low yield
instruments with implicit or

explicit principal guarantee. With the recent ban
onMusharaka/Mudaraba sukukwith certain

characteristics, we should therefore see a heightened increase
of Ijarah based sukuk, which

perfectly replicate the effects of a bond if a permissible asset
is available for leasing.

It is in this context that this study attempts to provide a
solution to this quagmire that

has engulfed the Islamic Finance industry. The study proposes
that prudential regulators

require Islamic Financial Institutions to hold more capital
based on the extent to which they

smooth returns to their depositors. Currently, most IFIs are
required to hold only a certain

percentage (between 30 and 100 percent) of their assets financed
by investment account

holders as against the required capital from its shareholders,
without differential treatments

between IFIs which smooth more or which smooth less. This form
of indiscriminate

regulation does not reward IFIs which do in reality provide
profit based returns.

Consequently, IFIs feel no need to move away from market based
returns and bond like

sukuk.

Instead, if IFIs are rewarded through a systematic method, i.e.
if they are significantly

engaged in profit and loss sharing with their depositors
(through a reduction in their capital

charge), then they will be neutral towards assets that provide
variable returns based on

business risks. This should, however, not imply that IFIs should
engage in riskier activities.

Quite the contrary, IFIs should expect the same risk profile of
their current assets, but without

the implicit capital guarantee and the steady returns. The
implications of implementing this

proposal will be far reaching, some of which are the
following:

1. Encourage investment through equity channels and thereby
provide economic

stimulus

2. Protect against systemic shocks to the economy by dampening
the effects of

economic recession
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The remainder of the paper is organized in several sections and
subsections. In Section 2 the

context and factors that encourage supply of bond-like and
debt-creating instruments are

delineated. In Section 3, the rationale for such incentives is
provided. In Section 4, the notion

of capital adequacy ratio, especially as specified or mandated
by Basel II, and adaptations of

this ratio are discussed and numerical examples are provided,
which is followed by the

Conclusion.

2. The role of demand in encouraging supply of bond-like
instruments

A casual review of a balance sheet of a commercial IFI will
reveal that a majority of its assets

are held in low risk investments with stable returns, such as
Commodity Murabaha

recievables,Murabaha recievables5andIjarahbased financing

6with a small concentration of

low risk low yield sukuk. The reasons for holding such
investments are the following:

1. Asset Side regulatory constraints: Most international (Basel
II and IFSB) and

local capital adequacy regulations (CBB, Bank Negara, State Bank
of Pakistan)

require high risk weights for Musharaka/Mudaraba based equity
investment assets

(400%) in contrast to 50% for debt creating instruments such as
Murabaha, Salam

andIjarah.

2. Liability side displaced commercial risk (DCR) constraints:
IFIs believe they

are exposed to varying levels of DCR and therefore are
encouraged to invest their

funds in stable low yielding assets. DCR essentially refers to
the risk that the IAH

returns will have to be subsidized from the IFIs shareholders
share of profits for the

poor performance of the underlying asset portfolio in which the
IAH assets are

invested (a practice often referred to as UIAH income smoothing)
(Archer and Karim

5Murabahah(Mark up financing)is where the bank finances the
purchase of assets buying them on behalf of

the client and adding a mark-up before selling them to the
client on a cost-plus basis profit contract.

Commodity Murabaha are mainly utilized by IFIs to manage their
liquidity, for instance if the IFI has excess

liquidity, the IFI can purchase commodities at cost to sell them
for a deferred payment at a mark-up on cost to a

counterparty (usually a multinational institution with a
brokerage arm). Alternatively, if the IFI has shortage of

liquidity, it can buy a certain quantity of commodities at a
mark-up for deferred payment to sell them at cost in

the market for cash to gain immediate liquidity.6 Ijarah
(Leasing) is where the bank buys the equipment and machinery and
leases it out to their clients who

may opt to buy the items eventually.
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2006; Alexakis and Tsikouras 2009; Van Gruening et al. 2008).
This is because IFIs

compete with conventional financial institutions chasing
depositors funds and

therefore want to pay out similar returns to retain their
depositors. The consequence of

not paying out similar returns to conventional financial
institutions is that depositors

will withdraw their funds in droves (at least this is the
presumed hypothesis)7

. To that

extent, commercial IFIs have substantial incentives to
concentrate their assets on low

yielding investments that generate stable returns to match their
depositor expectations,

rather than profit sharing investments, which are perceived to
have volatile income

streams. This therefore translates into a question of demand and
supply for profit and

loss sharing sukuk. If the majority of the sukuk are subscribed
by IFIs, their risk

appetite and incentives would determine the types of sukuk they
invest in.

Consequently, it is natural to expect, based on the reasons
stipulated, that IFIs would

demand stable fixed yield sukuk, rather than profit sharing and
potentially volatile

sukuk. This would therefore determine the types of sukuk issuers
wish to promote,

with a preference towards fixed yield sukukin response to market
demand.

3. A Question of Incentives?

Consequently, a large part of the reason why IFIs invest in
stable fixed yielding assets that

are not based on profit and risk sharing is because IFI
incentives are geared against anything

that remotely represents equity based investment, regardless of
the risk exposure of the

specific asset (be it income volatility or redemption value). On
the contrary, it could be

argued there are no incentives to encourage equity-based profit
sharing investments. This

means that even if there wereMusharaka based sukukwith market
based returns and market

based redemption features, the majority of IFIs would not be
interested in them.

This therefore translates into a question of incentives. If
regulators and policy makers at the

insistence of Sharia scholars want to encourage certain
instruments such as pure Musharaka

based sukuk, they should then provide incentives to this effect.
The discretion should then be

7While this may be a one-dimensional view of depositor
expectations (that depositors only chase maximum

returns and nothing else such as
service/liquidity/convenience/Sharia compliance), this is the
current basis by

which the practice of smooth returns to IAH is tolerated.
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left to individual IFIs to act according to these incentives,
based on the underlying

characteristics of the IFI (risk appetite of IAH depositors,
types of IAH, risk exposure,

available portfolio of assets). This solution would help avoid
penalizing IFIs that do not act

according to the incentives.The main point of this proposal is
to balance incentives on both

sides of the balance sheet for Islamic banks: to increase
exposure to stable fixed yielding

assets and to increase exposure to profit sharing sukuk. Under
the current supervisory

regulations, only the former is given incentive weight in the
form of lower risk weights for

fixed yielding debt like assets such as Murabaha, Ijarah
andSalam. The latter, investing in

profit sharing instruments, receives no incentive weight
whatsoever under the current

regulation and in fact, one could argue, there are disincentives
such as DCR. The next section

discusses the capital adequacy ratio and its finer details, to
subsequently develop a case for

the main proposal of this paper.

4. The Capital Adequacy Ratio

A banks capital has been a standard supervisory measure utilized
since the 19th century to

ensure that banks shareholders have enough funds to pay
obligations in the event that their

assets do not perform (Allen and Gale 2003; Ryon, undated; Chami
and Cosimano 2003).Since

shareholders only have a residual claim on assets, the rationale
is that the value of their claim

can increase or decrease without causing the bank to default on
its guaranteed obligations to

its depositors, thereby causing a depositor run and potentially
a systemic failure of the

banking system. Hence, supervisors have incentives to ensure
that enough shareholder funds

are available as a minimum to cushion against risks on the asset
side.
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The total capital (tier 1 and 2) requirement8in most supervisory
jurisdictions over the

years has hovered around 8 percent of total assets, with higher
or lower requirements being

imposed based on the local economic climate and perceptions of
the banking industrys

health. More recently, in the Basel Accord of 1988, the
calculation of the capital adequacy

ratio (CAR) has been based on risk weighted assets to reflect
the risk exposure of the bank

based on different classes of assets and counterparties. The CAR
formulation under this

accord was set as follows and is generally the same under the
new Pillar 1 approach of the

Basel II accord:

Capital Adequacy Ratio (1988) = Regulatory Capital (1)

Total Risk Weighted Assets (RWA)

The Pillar 1 (minimum capital requirement) approach of the new
Basel II Accord is very

similar to the original Basel Accord, with the only added
advantage of higher risk sensitivity

with a higher number of risk buckets and greater use of external
credit rating agencies to

assess risks.

4.1 The Islamic Financial Services Board (IFSB)-factor

Considering the distinctive nature of IFIs, it is necessary to
tailor capital adequacy

requirements to ensure that IFIs are not unfairly disadvantaged
by wholesale application of

Basel II. IFSB, the prudential standard setter for IFIs, has
attempted to apply significant

portion of the Basel II Accord. However, they have made critical
changes to the denominator

calculations of the CAR to reflect the types of assets held by
IFIs and the relationship with

8Tier I capital refers to core bank capital including equity
capital and disclosed reserves, while tier 2 capital

refers to secondary capital of a bank that includes undisclosed
reserves, general loss reserves, subordinated term

debt, etc.
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depositors. The -factor(explained further below) is one of the
most significant differences

between the Basel II accord and the IFSB Capital Adequacy
Standards.

Essentially, the IFSB has included particular asset classes that
are unique to IFIs such

as such as Murabaha, Ijara and Salam (with customized risk
weightings for each category

and for different stage of the transaction process).
Additionally and crucially, the IFSB has

promoted a radical change from the original CAR formulation to
reflect the relationship with

depositors. In the original application for conventional
financial institutions, all risk weighted

assets funded by both depositors and shareholders are included
in the denominator of the

CAR. The AAOIFI, the accounting standards setting body for IFIs,
attempted to improve on

the Basel formulation by including only 50 percent of risk
weighted assets, reflecting the fact

that IFI shareholders only bear risks associated with negligence
and misconduct and not

commercial risks associated with the investment of IAH funds.
However, the AAOIFI

formulation was purely arbitrary without any rational
explanation for the specified

percentage. The AAOIFI method, now officially out of use, was
soon superseded by the IFSB

requirements. The IFSB proposes two methods (IFSB 2005):

i. The Standard Methodexcludes all assets funded by investment
account holders in

the denominator. Hence the formula for IFSB-CAR is as
follows:

Eligible Capital (2)Total RWA + operational risk less RWA funded
by IAH

The rationale behind this approach is that the assets funded by
IAH are not legally guaranteed

by the IFI, and therefore the IFI should not have to bear the
capital charge associated with

these assets. The only circumstance under which the IFI
shareholders can be made liable to

guarantee capital is where the loss of IAH funds has occurred as
a result of IFI management

negligence or misconduct. The IFSB standard covers the capital
charge for the risk of

negligence or misconduct under operational risk as given above.
The weakness of the
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standard method is that it does not consider the effect of DCR
on the banks capital, which in

reality affects the extent of risk the shareholders capital
bears. Consequently, a certain extent

of assets funded by IAH funds should be included in the
denominator of the CAR

formulation, to overcome the deficiency of this method.

ii. The Supervisory Discretion method: In the IFSBs supervisory
discretion

formulation applicable to IFIs, the extent of risk weighted
assets funded by investment

account holders (or otherwise classified as profit sharing
investment accounts or PSIA)

included in the denominator is dependent on the central bank
directive of the jurisdiction in

which the IFI operates. The rationale behind this being that the
supervisory authority may

believe that IFIs in its jurisdiction are virtually obliged for
competitive reasons to practice

the displacement of commercial risk (IFSB 2005, p. 20). Further,
the supervisory authority

may also be concerned that without the practice of income
smoothing (IFSB 2010; Taktak et

al. 2010), the extent of DCR may result in withdrawals of IAH
funds, thereby giving rise to

systemic risk.

Therefore, the supervisory discretion method is formulated as
follows:

Eligible Capital (3)Total RWA + operational risk

Less RWA funded by Restricted IAH (RIAH)

less (1-)RWA funded by Unrestricted IAH (UIAH)

less RWA funded by PER9and IRR

10of UIAH

9The PER or Profit Equalisation Reserve is defined by the IFSB
as amounts appropriated out of the gross

income

from theMudaraba (before deduction of theMudarib share of
income) when utilized in the context of

Islamic bank investment accounts to be available for smoothing
returns paid to the investment account holders

and the shareholders, and consists of a IAH/PSIA portion and a
shareholders portion. (IFSB 2005)10

The IRR or Investment Risk Reserve is defined by the IFSB as
amounts appropriated out of the income of the

investment account holders after deduction of theMudarib share
of income, to meet any future losses on

investments funded by the IAH/PSIA. (IFSB 2005)
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The unique components of the formulation are the inclusion of
only a certain

proportion of the risk weighted assets (RWA) funded by
Unrestricted Investment Account

Holders (UIAH) based on the supervisory-factorand the exclusion
of the same proportion

of RWA funded by PER and IRR of UIAH based on the supervisory
-factor.

This formulation implies that IFIs are imposed with additional
charge on their capital

based on the extent to which the supervisory authorities believe
that the IFIs in their

jurisdiction are exposed to DCR, calculated simply as a
discretionary formulation (-factor)

imposed by the supervisory authority on all institutions in the
supervisory jurisdiction.

Simultaneously, IFIs are granted capital relief to the same
extent of the -factorif they hold

PER and IRR. The Central Bank of Bahrain for instance, has
imposed an -factor of 30

percent, thereby only requiring IFIs in their jurisdiction to
hold 30 percent of assets funded by

IAH in their denominator to mitigate the effects of DCR.

This practice of supervisory discretion is a further step away
from the arbitrary CAR

formula of the AAOIFI where only 50 percent of assets funded by
IAH were included in the

denominator. Indeed, in many respects, this is a much better
formulation, since it considers

the localized national exposure to DCR.

A key point that the IFSB mentions is that the practice of
income smoothing is a

historical occurrence, through which the supervisory authority
can deduce a constructive or

implied obligation to smooth income in the future. However, the
practice of income

smoothing is assumed to be a national or jurisdictional effect,
rather than a bank specific

effect, as implied by the standard discretionary formula applied
to all IFIs in a jurisdiction.

However, they give no evidence indicating that the practice of
smoothing is a

national/jurisdictional effects rather than a bank-specific
effect.

4.2 Building in a variable -factor
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Due to the substantial regulatory incentives to engage in low
yielding stable investments, IFIs

do not have any motivation to move away from benchmark return
debt based investments.

The Capital Adequacy standards, as promulgated by Basel and
customized for IFIs by the

IFSB, in fact penalize institutions that engage in equity based
investments. This study

proposes key changes to the core capital adequacy standards as
implemented by IFSB, to

ensure that incentives are at least neutral with respect to
profit sharing equity investments,

rather than against such investments altogether. It was
previously deduced that the demand

side (depositors and their requirements) influences the
decisions made by IFIs to invest in

stable benchmark return instruments, which therefore encourages
supply of such instruments

in the market. However, if the depositor side (UIAH) constraints
are minimized through the

minimization of smoothing, then IFIs will at least be neutral
when it comes to variable returns

based investments.

The minimization of smoothing can be incentivised through the
imposition of a

variable bank-specific-factor by the supervisory authorities.
This -factor can be based on

the authoritys independent assessment of each banks exposure to
DCR. Assuming the

availability of reliable estimates of the -factor, the empirical
challenge of which seems to be

significant due to lack of either the availability of relevant
data or of disclosure (Archer, et al,

2010), two specific methods of bank specific DCR are proposed
here.

4.2.1 Bank specific -factor

The bank specific -factor can be based on the extent of
smoothing, the main indicator of

DCR. The extent of smoothing is a difficult attribute to
measure, particularly because there

are no direct indicators of this activity. Essentially, the
extent of smoothing is the extent to

which the banks return to UIAH varies from its fundamental
return on its assets, less any
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mudarib fees.11

However, due to the myriad of methods by which IFIs share
profits with their

UIAH and also the low current disclosure levels provided by
IFIs, one cannot necessarily

review the financial reports of an IFI and assess the level of
DCR or smoothing.

Accordingly, two different indirect methods are proposed. Both
of these methods

should be individually assessed by each IFI and provided to the
supervisory authority in the

particular jurisdiction. The imposition of this requirement
would not be an additional burden

on the supervisory authority, since banks already have to
provide regulatory submissions to

the supervisory authority on a quarterly basis.

a. Period Specific Smoothing Measure

The first method can be based on an individual assessment over
one period, but requires a

triangular calculation of three different measures: IAH Profit
Distribution Rate vs. Rate of

Return on Financing Assets vs. Market Benchmark Deposit Interest
Rates. The Absolute

Differential of the Rate of Return on Financing Assets and the
IAH Profit Distribution Rate

would be divided by the Absolute Differential of the IAH Return
Rate and Market Deposit

Rates for the period.

|Rate of Return on Financing Assets IAH Profit Distribution
Rate| (4)|Market Deposit Rate IAH Profit Distribution Rate|

The result of this calculation would produce a ratio that would
increase proportionate

to the extent of profit distribution smoothing. If the IFI is
engaged in extensive profit

distribution smoothing for the period, then the ratio would
yield a high number. On the other

hand, if the IFI is distributing fundamental asset based
returns, then the ratio would yield a

low number. To ensure accuracy of this calculation, IFIs have to
submit certain information,

which is already available to supervisory authorities through
their quarterly reports. These

11IFSB 2005.
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include IAH Profit Distribution Rate and Rate of Return on
Financing Assets (on the

assumption that only returns from Financing Assets are shared
with IAH). Market

Benchmark Deposit Interest Rates should already be available to
the supervisory authority.

i. IAH Return Rate: IFIs have to submit the IAH return rate
(profit distribution rate)

they are providing to their depositors, in addition to providing
the rate of return on financing

assets. The IAH Profit Distribution Rate would be a function of
distributions to IAH divided

by average IAH funds for a specified period (quarter,
semi-annual, annual) as follows:

Average IAH Profit Distribution Rate = Distributions to IAH
(5)Average IAH funds

ii. Rate of Return on Financing Assets: The Rate of Return on
Financing Assets is

calculated by dividing Revenue from Financing (including Ijarah,
Murabaha, Bai Bithaman

Ajil, Musharaka, Mudaraba) by Average Financing Assets for the
period. Financing assets

include investments inIjarah, MurabahaandBai Bithaman Ajil
Receivables,Musharakaand

Mudaraba.

Average Rate of Return on Financing Assets =_____Revenue from
Financing____ (6)Average Financing Assets

The advantage of this method is that it requires a smaller
number of observations to assess the

level of smoothing (one period). However, it necessarily implies
that any supervisory

judgment will not be based on a substantive set of empirical
data. Further, since distributions

to depositors may vary based on the types of depositors, this
may be considered a noisy

measure.
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Illustration:

XYZ Islamic Bank Scenario One

Total Distribution to IAH for the period: 4,5000,000

Average IAH Funds: 150,000,000

Average Return for IAH: 3 %

Market Benchmark Deposit Rates: 2.9 %

Revenue from Financing Assets: 12,000,000

Average Financing Assets: 200,000,000

Average Return from Financing Assets: 6 %

Calculation:

|Rate of Return on Financing AssetsIAH Profit Distribution Rate|
=|6.0-3.0| = 3 = 30|Market Deposit Rate IAH Profit Distribution
Rate| |2.9-3.0| 0.1

As evident in the example above, where the banks smooth the
return towards the Market

Deposit rate, the formula will yield a value of 30. The next
illustration provides the opposite

scenario:

XYZ Islamic Bank Scenario Two

Total Distribution to IAH for the period: 7,500,000

Average IAH Funds: 150,000,000

Average Return for IAH: 5 %

Market Benchmark Deposit Rates: 2.9 %

Revenue from Financing Assets: 12,000,000

Average Financing Assets: 200,000,000

Average Return from Financing Assets: 6 %

Calculation:
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|Rate of Return on Financing Assets IAH Profit Distribution
Rate| = |6.0-5.0| = 1 = 0.48|Market Deposit Rate IAH Profit
Distribution Rate| |2.9- 5.0| 2.1

In contrast, where the bank provides a return to IAH based on
real/fundamental returns on

financing assets, the formula will yield a lower value at .48.
Utilising this calculation method,

supervisory institutions can impose a variable capital adequacy
-factor on institutions that

engage in smoothing which will be based on solid historical
data.

b. Cumulative periods measure

The second method requires a set of observations (preferably
more than four) to assess the

standard deviations between returns on financing and
distributions paid to UIAH. The

measure is achieved by dividing the standard deviation of total
revenue/income from

financing operations by the standard deviation of depositors
profit distribution rates for a

given bank over at least four observations.

Rate of return on assets from Financing Operations (7)IAH Profit
Distribution Rate

The rate of return on financing assets is measured by taking the
income from financing

operations and dividing it by the average financing assets over
the period. Income from

financing operations is income from Ijarahfinancing, Murabaha,
Salamand Bai-Bithaman

Ajil(BBA) financing, while financing assets are all receivables
(Murabahah, Bai Bithaman

Ajiland Salam) andIjarahassets. The profit distribution rate is
calculated by taking the total

distributions paid to depositors/IAH over the average IAH funds
over the period.

A higher figure will indicate a relatively increased profit
distribution management

pattern. Therefore, the application of -factorimposed on the
denominator of the CAR would

be inversely related to this measure, since banks would have to
carry more capital based on
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the extent of their individual exposure to displaced commercial
risk. The higher the amount

of income smoothing as measured by this variable, the greater
the assumed exposure to

displaced commercial risk. This would result in lower capital
relief through a lower -factor

imposed on the denominator of the CAR.

The intuition for this measure is derived from Francis, LeFond,
Olsson and Schipper

(2004, p 967), who measure earnings quality by the ratio of
earnings variability to cash flow

variability. This method is preferable since it is not subject
to any sort of management

measurement discretion and can be utilized without requiring
additional reporting data from

IFIs. However, gaining access to return on financing for more
than four periods is difficult,

since banks may not issue more than four quarterly reports, if
at all. Another limitation of this

variable is that it is biased towards older banks as these firms
are likely to have smoother

revenue due to the established nature of their operations. This
implies that the numerator for

these banks will be lower and hence any profit distribution
management will be unapparent.

On the other hand, even if there is less profit distribution
management by newer banks, due to

the higher volatility in revenues and higher initial set-up
costs, their distribution management

behaviour will be more accentuated.

4.3. Combination of jurisdiction and bank-specific -factor

Central banks may believe that DCR may also be jurisdiction
specific. Consequently, they

may require a portion of their -factor to be based on
supervisory discretion and a portion to

be based on the banks individual exposure to DCR. This
country/jurisdiction specific

component may be based on the supervisory authorities judgment
of the effects of DCR on

systemic risk and whether IAH funds are implicitly/explicitly
protected by the Central bank.

4.4 Caveats relating to the Variable -factor
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While the variable -factormay neutralize disincentives to
distribute variable returns to IAH,

it will not necessarily guarantee that IFIs will invest less in
conventional bond like stable

yielding securities and more in profit sharing and variable
returns securities. This will depend

on a number of other factors. These caveats are as follows:

IFIs will need to educate and inform their UIAH about the
returns variability over

time through greater disclosure of how profits are calculated.
Perhaps provisions can

be made in the CAR calculation to give IFIs relief on the
-factorweighting in the

event that they disclose certain information in a standard
format, such as profit

distribution calculation, PER and IRR transfers etc. However,
this relief would not

fully offset the -factorweighting as a result of smoothing
distributions. The effect of

placing relief based on disclosure would be to increase
incentives to disclose more

information and thereby also indirectly affect the price
sensitivity of IAHs to their

returns.

Further, this does not necessarily imply that IFIs will engage
in a higher proportion of

equity based instruments per se, since equity based instruments
carry certain risks

which need to be mitigated. In fact, the IFSB standards clearly
allow for the risk

weights for equity based MusharakaandMudarabainstruments to be
reduced up to

90%, based on the supervisory slotting approach12

, from the usual risk weight of

400% under the simple method.

Lastly, it is acknowledged that environmental factors may
restrain the ability of IFIs

to provide real returns to UIAH and these have to be duly
considered, even if not

included as part of the -factorrelief.

5. Conclusion

12 See note 4.
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This paper provides a framework to reduce disincentives for IFIs
to hold profit sharing

instruments. The rationale behind this paper is that if banks
are penalized for engaging in

smoothing by increasing their capital charge, they will reduce
their smoothing behaviour and

increasingly pay out fundamental returns from financing.
However, this reduction in

smoothing behaviour has to be followed up with extensive
disclosure and IAH awareness

campaigns.

The consequence of imposing this variable -factorwill be an
increased willingness

for banks to invest in various types of asset classes
(considering their risk dynamics), without

worrying too much about cash flow or returns volatility, a
traditional fear related to profit

sharing instruments. The implications for the financial market
will be quite significant, since

it will make the financial system more resistant to systemic
shocks. This will in turn, avoid

the need for supervisory authorities to step in and rescue IFIs
in times of crisis.

Further research, especially using empirical data, should
attempt to understand

whether or not and to what extent IFIs are sensitive to
depositor rate preferences.

Furthermore it will be useful to understand what macro and micro
factors, if any, affect such

preferences at the bank, country and regional level.
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