CHAPTER 2

UNDERPINNING THEORIES OF ISLAMIC BANKI%\
2.1 Overview Y'

This chapter discusses on the philosophical un nning ow banking,
L ]

la
starting with an overview of chapter in section Section tw d'sc-tu@z' the

ectién three’discusSes the'guidelines
\‘ N

of BNM. Section four and five entails thegener, thegfr S amic@;ing and the

Islamic financing facilities in Islamic ngsystem whi cor@ﬁes of discussions

on human needs for financing facilc 1es: sale-t&%ci

financing (EBF) contracts r ly. Becti Six @ sses the history and
development of EBF contramxt 'Azssi@empirical studies are under
“[S

section seven. Secti i hz presents th don@‘t%ltion of knowledge regarding
4 2
empirical studies anwy, sec]t' \Q oncl% es this chapter.

N [
(Q ‘P2 .9
2.2 Ev@' nd Perfokm nce@lamic Banking
Warly ay l@lam@tul Mal is the first organized Islamic financial
in@

(SUPPLY-SIDE)

evolution and performance of Islamic banking

%{QBF) and equity-based

N

and was known a ouse of Money” (Ansari, 2013). The main functions

tul Mal are as taxes administration, distribution of Zakat and managing
overnment expenditures (Ansari, 2013; Sadr, 2016).

Saidina Umar Al-Khatab who was first established the Baitul Mal as there was

a large increase in state revenue from the concord territories that needed to be
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managed. Besides, he also introduced the allowance to non-Muslim and reli
Jizyah. During this time, some banking activities took place in the form c(g\jbdy of
money and precious items and remittances (Ansari, 2013). A

Then, the first person introduced Islamic principles of Qarmancing was

Az-Zubair Al-Awwam. The history started when he refused oMm depositors if
£ t

it was in the form of savings since the person entruste h' deposit would

pledge to return the amount deposited. Also, he explain ath prt to be in
the form of financing since when people came with y to help fn \must
be maintain as financing and not as deposit. i i n\ 0 (@zﬁurposes.
First, he had right to use it if he keep depasit econd@:&)sits would
actually be a loss to its owners if it w. %d 1 4':I'i, 2013).

The history of early Islamiccﬁfng thro gst y&ﬁ}#\z-Zubair represents

the change in the concept of (%His
about distributing his father’ hs a]e
after paying back al%lz fatherfs
_ AN
announcements ur lﬁg*hose V\ih‘:jh epo @.\Mth his late father to come forward
' /r%y i e

and reclaim th fr spi e%f that matters, the community of Mecca

!

¢

at that time smwew at th se§ O(Bn?ney are first, to entrust money to someone
N

else for% sed ih.busi ?ss bas@on Qirad or Mudharabah principle and second,

to |Qt money in order to g@}[-;rest (Riba).
% ith the arrivals of Islam, Riba activities were no longer permitted with the
G lishment of Islamic banking system. The financial activities in Islamic banks
enerate in halal activities, promote profit-and-lost sharing (PLS), quest for justice

and sanctify contracts (Ayub, 2007).
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The development of Islamic banking in Malaysia has growth year-by-ye
first establishment of Lembaga Tabung Haji (LTH) which incorporated i@%z.
Then Bank Islam Malaysia Berhad (BIMB) was established in year 196'&en in year
1999, Bank Muamalat Malaysia Berhad (BMMB) was established asfSecond Islamic
banks. Several of Islamic banking system which includes omnic window of
finance in Malaysia was established such as Maybank Isl Yr:ati CIMB Islamic
Berhad, RHB Islamic Berhad, Affin Islamic Berhad an orth M)‘

In terms of Islamic products and service%s Islamic fi ndial_\ﬁrp\?d;cts

and services such as Murabahah, Mudhar uh\afa Ijarih?and Bay
- S A 4
S

Bithaman Ajil are offered among the Isla m\Ma Sia aséey introducing

the Riba’-free products and services pand the sco d c@%ner-base (Saat et
AN

al., 2011). % \? &

To extent these furth%deveolopm t wof ic banking system in
\ &
its

Malaysia could be seen fr n-gr plams to nd (Aziz, 2013). There are
eleven (11) features ‘%g in the

& sy
includes of:- \ l \ é.)
&
S

Fin S{AI Sbtor Blueprint 2011-2020 which



Effective intermediation for a high-value-added and high-income
economy

SR | NS

Developing deep and dynamic financial markets

-
Financial inclusion for greater shared prosperity ]—4—|

—

—

—

,—[ Strengthening regional and international financial integration } — |
,—[ Internationalisation of Islamic finance ] X |
,—[ The regulatory and supervisory regime ]S |
,—[ Raising the standards of governance and risk management ‘r |
,—[ Regulation and greater regional and international integratio-n— }' i |
,—[ electronic paymentsfor greater economic efficiency } A > 4

,—[ Empowering consumers . ]' - ¥ O
,—[ Talent development to support a more dynamic fmanci-algctor F—d I \J |

-
Yv e E'H(Ne Y.Malaysia
Figure 2.1: Financew Blueprint 2011-2
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\s =\

With the development of, ntly,“there are a total of 16
S

[ sheg%\'nth eleven (11) of local

@ as stated in Bank Negara

/s

Islamic banking institutions i
Islamic banks and five (

Malaysia’s website.
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Figure 2.2: Trend Performances of Islamic Banking Assets in

Malaysia from Year 2007 to 2019
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As at middle of 2019, the Islamic banking assets accounted for a@}ately

13 percent of the total Islamic banking assets in Malaysia compared t 10 years
accounted only 1.9 percent as shown in figure 2.2, Q
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Figure 2.4: Percentage of Total Financing of Islamic Banking from
Year 2007 to 2019
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Based on the trend performances of Islamic banking assets in Malays
shows that sale-based financing (SBF) such as Murabahah. ljarah, Bay  Bithaman
Ajil, ljarah Thumma Al-Bay’, Istisna’ and others contributed high iﬂ*within 12
years of performance with increasing marginally with total ofWM,?OZ (in
million) compared with equity-based financing (EBF) su Nusharakah and
Mudharabah which contributed only increase in numbers mu ion with a total

of RM 54,126 (in million) within 12 years of perfor es as sthigure 2.3

above. ' _\u}
P 4

b4
‘Pﬁ@ cing ir@lﬁlaysia are

abov& his shows that

However, the trend performances for bR ty'pe
accumulated in a linear trend-line as pr@n fi
these trend performances have consistentlyagisen w

rat&@r a 12-year period.
Notice that the percentage of SB -cﬂo’m w% andd)%e are an accumulative
)
number of increases for EBF vqhk 0

untetsin 9 erceﬁraﬂ-year period, which
N

is a good fit of the line to th 4
N

' 2
Based on th%v mfx N hovgh the recent report performance of
Non-performin\éwin

reaao/\ RM25.1 Million (as year ended 2019)
as it impacts ly th cr‘ed'

side sin%%'mor, er/:'s

Rahmahz 9). The related c@c;‘u; on SBF has led to current study to explore in
\

es as reasons why they neglect to offers EBF.

t

(=]

!
isks ICJ%BF but the acceptability matters in demand-

N
F @er than EBF in reality (Amin et al.,2015; Abdul

Although, even the performances shown the high contribution in SBF impacts
the increasing numbers of Islamic banking assets in Malaysia within 12-year period,

there are many critiques arises (Amir et al., 2015; Ebrahim & Sheikh, 2016; Fa-Yusuf
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& Ndiaye, 2017). One of the critiques is the SBF practice is not a true risk-

structure. Critics argue that, in this way, Islamic banking in current pracﬂ(e;ﬁ t so

very different from conventional banking.

Therefore, there is still a potentiality for EBF contrac%tw further for
Islamic banking system in Malaysia since these types of finan renowned as the

pure and justice contracts. This potentiality may he ﬁllanci sector’s

ncial Qs itutions in

developing PLS investments and financ@ﬂtie and Qﬁmote the full

egic sectors.

% o A; @
2.3 Guidelines of BankNQa\ alaysia (B M)A%
. N i
Legal aspects in Wacts reo n @@ty aspects as it includes of the

B
legality in Basel Accord I, 1, 11 anﬂ({-}@/implications for Islamic banks in

complying these @H&slamit banking syig}.

N O O
2.3.1 Basel(e?dl, 1, 111 Mvc')

e e difjer nt ’y as \among the implementation of Basel Accords.

%

The [u!sof asel I was releasqg\_)in year 1988 which providing a paradigm to address
\

rg\nagement from a bank’s capital adequacy perspective (Jablecki, 2009).

ides, the focused is in terms of existing assets rather than the future composition of
b

ank’s portfolio.
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Table 2.1: Basel | Risk Metrics Y'
—

Counterparts Sovereigns Banks Mortgages X

Risk-Weights 0% 20% 50% 100%

Source: Basel Committee on Banking Supervision (BCBS)

Y

As shown in table 2.1 above, the focus aspect ed in terms of

predetermined risk-weights for different asset classe c&?s well as
sovereign is 0 percent, banks are accumulated with,a total" of 20 pe , Gninsured
e
T

v,
residential mortgage loans are 50 percent and for rate loans'is pe’rc‘e}ﬂ.

s X
W bankine\-fnd trading

meastrement of risk

if&@folio. In addition,

total capital ratio is 8

In terms of assets, there are differentia%et
books. Regarding to risk measurement,%&
under this implementation of Basel I,Mponb{

for simple tier calculation, tier 1 :Ita’ ratio%y
[} “
percent (includes of tier 1 and& Aj A%
N
" P!

Pillar I: Established minimum regulatory capital requirements for credit,
market and operational risks; banks had to develop their own models specific
to their portfolios under the advanced approaches

>

Pillar II: Established principals for a bank’s Internal Capital Adequacy
Assessment Process (ICAAP), which is intended to identify additional risks
that are material but not easily recognized. Also established requirements to
strengthen bank’s capital adequacy by estimating economic capital to
account for unexpected losses.

Pillar I1I: Established enhanced reporting requirements for market disclosure,
such as credit risks exposure in different rating bands and credit quality of
securitization holdings.

Source: Basel Committee on Banking Supervision (BCBS)

Figure 2.5: Three-Pillar Approach to Risk Management
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As shown in figure 2.5 above, Basel 11 introduced three (3) piIIar@ch to
risk management. It then released in year 2007 with somewhat fo oking on

risk-sensitive approach to capital calculation which are recommendations on banking

laws and regulations issued by the Basel Committee on Bank wvision (Garside
aZpt

& Bech, 2003). The Basel is provided smaller banks optio irP the more risk-

sensitive advanced approaches or a less sophisticated dardi eWch, which

'Y

was modeled after Basel I. J _\‘—}
Then, the rule of Basel Il was r in Jufy ] \A@phase-in
implementation by year 2019. It emphasisw cinguiybtic ri V<~minimizing
procyclicality and promoting counteg-cyclicality vi pit nservation and
countercyclical buffers which builtﬁgjp capita\go?d &Q'émic times to use it in

bad times (Azeem et al., 201%asepaddr es ri elevant to bank-specific
%en\lr ment. It @ates requirements for higher

portfolios and the macroec%

minimum capital and ality capital./Be
4 2

the intent of impkeving fi \oiah- Syste

organization’s % . L

&
y g(cesilience, by limiting a banking
liquidity ri %ch -d

"
fundiano’ NSFR) ‘,quui@ monitoring tools (only the LCR has been
X

intrmﬁ in the US). There-are two (2) mandates, first, enhanced disclosure
Gl

§|d'sbt introduces leverage ratios with

L )

XMents and second is interaction between LCR and the provision of central bank

W
6Eities.
The new proposed revisions to the Standardized Approach will have

consequences for the banking world. Basel | to 11l saw an increase in complexity and
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risk-sensitivity. New proposed revisions, already named Basel 1V, attempt to i
the risk-sensitivity of the Standardized Approach and improve the com@ﬁy of
outputs from the advanced IRB Approach (Basel Committee on Bamdﬂkpervision
(BCBS)). Besides, the risk-weights are no longer assigned on theYs?of external
ratings or simply a fixed percentage. Instead, risk-weight VM based on the
predetermined risk drivers that are claimed to be capab mi'ﬂng credit risk.
However, there are consequences for banks if th 0se rWs become

X
dels, stan izkd_,é}more
: % erm@,~ it might
. \ ol
mcnv?sm he tr rency in risk
reporting, changing role of credit ratirwas. 6

\i ik
2.3.2 Implications for Islamic Ban n% as cords

“« Q
S, &

Implications For Islamic Banks in Complying
Basel Accords

reality. It includes of a decreased reliance on intern
extensive data collection and risk reporting (

be cases of change in customer selection criteri

N
N

New Capital New Liquidity

Ratios

Requirements and
Ratios

Risk Computation Leverage Ratios

S

\ Source: Hassan (2014)
Q% Figure 2.6: Implications for Islamic Banks in Complying Basel

Accords
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As shown in figure 2.6 above, in complying the Basel accords Ill,w
(2014) stated that there are several implications for Islamic banks inclu@l
terms of new capital requirements and ratios on Islamic banks, second; s of risk
computation of Islamic banks, third, in terms of leverage ratios on Rrrlc banks and
lastly, in terms of new liquidity ratios on Islamic banks.

First, in terms of new capital requirements and Y.Islrmlc banks, the
Basel committee has decided to increase all the capital ratigs withia p |ve perlod
from the year 2013 to 2018 (Boumediene, 2011). A ired in the guidle _(e) from
Bank Negara Malaysia (BNM) for Mushara M|d\hﬁr unc@rectlon 7
stated that the requirement of capital adéguacy based on™these cts shall be

el

subject to the capital adequacy frame ed by B

’3%

n tI@‘ﬁse where Islamic

banks undertake direct exposures ﬁgsperty %e and investment activities
S

under these contracts, the co%}n 09 capi IqadeQ/ requirement shall be
guided by Bank Negara M@Gur nes on Pro @Development and Property
Investment Activities.% b} { 0

14

12

(1) = Capital
Conservation

Buffer

= Tier 1 Equity

= Min Common
Equity

020

Wy
=
=1

Year (First Jan)

Q Source: Basel Committee on Banking Supervision & Boumediene (2011)

Figure 2.7: Basel III New Ratios
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For instance, the minimum level of common equity ratio will increawmﬂ

2% to 4.5% when the minimum level of capital adequacy ratio pass frorr@&lZ%
as shown in figure 2.7 above which build-up of common equity a servation

buffer over time. ?

Table 2.2: Categorization of Capital according to B?Hand i

!
Basel I1 Standard, &'

Tier |  Common stock and other forms of Tier | Common equity (common stock
Tier | (Including perpetual) plus retained earnings and OCI)
Disclosed reserved  (Including ylional g1ing ?er’u C:{@T
minority interests)

15% innovative instruments n.a

(Annex 1 to Basel I1) .

Deduct goodwill and equity from ‘ Ded'hcg?;’;odwill d{many other
securitizations A\ b iteins 1:T9rom co@o\w equity
Deduct 50% of investments in Transformed into 1:1 adjustment
other financial institutions

Tier Il Undisclosed reserves and asset ier 11 Onﬁne form/ of tier 11 capital

(Max  revaluation. rémain

100% % \? ,Q\

of tier Py (_}

1) ‘; U Q-

General loan loss reserves Unrealized gains will be reviewed

by Basel Committee

Hybrid capital instrum@itsmey
Subordinated debt (max 50% of
tier I)
Tier  For  market
11 (limitations a

o)
n.a

“risk rage ief | n.
)s lcov&ul Aclt}, a

(Soufce: Basel Co

\

tee on Banking Supervision (BCBS))

C

¢ "'(.)

e are three (ﬁ)/classification of capital structure defined in
Basel %’1 Tie{ ndfl'ierQ.-As shown in the table 2.2 above, Basel Il has
se@wpacted the new defh'%n of the capital under Basel I11.

‘%The Basel committee has decided to increase the importance of tier | capital

oder the Basel 11 as in fact the common equity and hybrid capital. The tier 2 capital

is reduced subsequently and the tier Il is abrogated. To extent this further, capital

Fu e, th
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structure is not the same for Islamic banks as which Islamic banks operate in li
the Shariah principles. The operation of Islamic banks cannot pay or recelvesnterests
(Riba’) on their financial instruments. The significance value is me banks
mobilize and utilize capitals using Shariah-compliant contracts thatiare not used by
their conventional counterparts. \,
The use of tier Il in the capital of Islamic ban 'Y;urcommon as in
general it is capital or hybrid capital connected to the payment ofjintérest (1 thus tier
r 1l capita dng‘(;l@.
Therefore, it is not the case for the Islamic b th% at thQ/YEapital is

06\Tie prod Vz\then the re-

Il capital is limited to 50% of the total of tier | pl

basically compounded of common equity (

definition of the capital has a reasonablygimportant impa

the ‘ﬂ/entional banks.

Hence, Basel 111 undoubted a p05|\im$ac i '%rms of competitively

N
for the Islamic banks, as the ca%nal bshks i csee&,gi? capital (all things being

equal) declined by a larger.share an’t
h

ic t% : hence the former will then

2 fatter

ire ().ts and ratios has given the influence

experience higher cost liance
In the lasts new CT

towards EBF w. %anc mti@( the investment management and proper
o !
%@oint out ffd

N
ring S inéajverse selection and moral hazard, which
4 |
sub tly, downplays the @frlsk of Islamic banks.

\ssentially, Islamic banks need information symmetry and transparency in

monitoring. d@(}l? (2006), he argues that these contracts will

heéir transactions since Islam forbids excessive uncertainty (Gharar). Additionally,
ambling (Maysir) is prohibited, which means that excessive risk-taking is not

permitted. To end with, Cihak and Hesse (2010) argue that more difficult right of
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entry to liquidity for Islamic banks entails that they should be more discrimin

as a result that they will not suffer a greater risk of moral hazard. ('}

Profit Sharing Investment Accounts (PSIA) on
the Risk-weighted Assets (RWA’s) and capital
adequacy computation b

- N A
®
Risk Computation _{,)\Y'
w. W & ¥ 4

Capital Conservation Buffer and
Countercyclical Buffer

Banks

Impact of Risk Reputation on Islamic

Figure 2.8: In&%n Risﬂt}oﬁ i@mic banks

N

X |}
Second, in terrh\pact ogg’gljptq&i? of Islamic banks, there are three

aring stment accounts (PSIA) on the risk-

(3) impacts whic& %S
weighted assefw ’S) an pital ag@acy computation, risk computation and

o
—r
B
=
o
=

'
capital co@ n buffer and cou clical buffer in Islamic banks as shown in
figure 2. €. J b']; Y%\

N
\ ording to guideﬁ&e‘s from Bank Negara Malaysia, profit-sharing
‘%nent accounts (PSIAs) denotes to deposit product structured based on
tharabah (profit-sharing) contract where IAH and Islamic banks agree to share the

profit generated from assets funded by PSIA based on an agreed profit-sharing ratio,

while losses shall be borne by the IAH.



Islamic Financial Standard Board (IFSB) has issued some supervisory s
that constitute the equivalent of Basel Il for Islamic finance in year 2005-_iss#ing a
guideline which help Islamic banks to calculate a ratio equivalent Basel 11
capital adequacy ratio by in taking into account the PSIAs specifieities of Islamic
banks (Ahmed, 2014). V

Hence, the consequence of this amalgamation of t Y;orcept is to leave
a proportion o (alpha) of RWA (Credit Risk + Market for n!)s(idci PSIA as
part of the denominator, with an modification RWA[ fi eﬂ E@\Yr'ofit
Equalizations Reserves (PER) and InvestmentyRi es% wiﬂ;@%quity of
investment account holders which absorb risk. A resu\n, t capita.@hgmt of PSIA

is not guaranteed by the Islamic baw;w losses
PSIAs and hence do not require an;@glatory c\ﬁkgq

assets of PSIAs should be exa%rom fﬁe ca ti%Q the denominator of the
capital ratio. \ \‘A

However, Arc ifaat (2!)09) ?beﬁ there are two (2) challenges of
s &

PSIA which it in&ﬁa of@y prgems in jurisdictions and problem in

supervision. Firw in j i 'n oé/as bank deposits are required by legal
¢

definition to %}ital rtain u;th@tt?e presence of such ‘puttable instruments’ in

Y
the cap% ture J& J;iifficuiihs in evaluating their capital adequacy. Second,
issuxmpervision is becau e@“the PSIA holder have no such right in governance

a%t\ﬂh is difficult for unrestricted PSIA holders who have no choice in determining
hewtypes and risk-return characteristics of the assets in which their capital are

q/ested.

for @%wners of theses

ement. This indicates that
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On top of that, the PSIAs on RWAs and capital adecuacy computatiw
given the effects on equity-based financing contract for Mudharabah.@}f the
effects is in terms of weak market discipline across Islamic banks ( Atmeh,
2016). PSIA holder’s behaviours in general show weak response to errent types
of risks exposures through quantity and price mechanism. T@ matter gives a

l
In terms of risk computation, the role of Isla ank a.s\hgddlow their

™
n their accounfs @ence
ed, 201 im.p\lgﬁentation
T

of Basel Il sets out a better risk coveraw evelﬁps sup@isory and risk
i c@%tation and these

would buoy up Islamic banks to str%en them % t ejf:éudit, risk, compliance
N,
& A

result of insufficiency in transparency of Islamic banks.

customers and others investors to earn a potential re

and capital management functi

!
x &
One of the impacts towar slarli anks is t@y have high in credit risk in

equity-based financin%
to the importanc@ty-baf
at their accoun% lue

accounts fo %tme r;as S

implemghtatiofr of Bas troduc& some measures in order to limit the credit risk

Yv
‘Q&nterparty credit ex@’es and improve the coverage of the risks related to

e
\ahmarket activities, especially counterparty credit risk on over the counter
at

6 ives (Gollin & Delhaise, 2013).
The impact of the requirements in terms of RWA which includes of asset value

correlation, counterparty credit risk in the trading book and additional requirements

tH o%@’types of contracts. It is because
cing harabah and Musharakah), valued
h a@(struments held by the banks in their

!
tcmij? general kept until their maturities. The
NN

du
c
e
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for the securitization will increase intensely the amount of RWA. The incr?m
RWA due to Basel Il which between 10% and 30% of the RWA unde@%ﬁll as
this is due to the fact that conventional banks have normally a co t trading
book which is higher than in the major parts of the Islamic banks. Singé Islamic banks

cannot invest in all the financial instruments and thus the maj r\aNGf the additional
RWA is linked to such instruments that Islamic banks do hzd in'their portfolios.
Therefore, it is argue that Islamic banks will experien far SW increase

AR
than the conventional banks and it is nevertheless difficult to quanti hi‘ i@t and
it depends clearly of the trading portfolio struct ach@ \j("

Furthermore, in terms of capital COW n buffer cou Yz::IicaI buffer

in Islamic banks, these buffers sho‘\bpplied as™i quiléﬁ‘rferent from the

investment risk reserve and th%)fit eq \2a(| n

Nonetheless, the calculation of%uﬁer@ sho takez'z@account the specificities
of the Islamic banks and ﬁ;tic rly:lt pr enceg&’SlA. Hence, as investment

account holders (IAH% part :)‘ the sk! i@c;uld be deducted from the total

F &
RWA the parts w depe@ e Pﬁs’ and compute, after deduction the
&

required amoungfor the 2 b
’ J (r?
To ﬁi these furt ff e(zj e gains should be retained in order to
\

accomp s the reqli io fo new buffers, banks should not retains neither

Y o R
he g of the IAHs or fr@'{e two specific Islamic reserves- profit equalization
d

r \!lan investment risk reserve (PER and IRR). This is because these two reserves

—+

re'not compounded from income of the bank shareholders but from the income of the
AHs. As a result, if retained-earning should be done, bank’s shareholders should

transfer their own income in these reserves (Ahmed, 2014). Except this point, the
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impact for banks itself are the same and the presence of PSIAs is not somet?ﬂo
appropriate which can increase much the competitively of Islamic banks@gard
to the conventional ones. A

Third, in terms of impact towards leverage ratios of Islamlcwv it is a very
difficult requirement it will be much impacted by this guidelines w work and deal
on the financial markets with a high leverage (Ahmed, 20 %:Ia ic banks itself,
they should not experience more constraints under the rage raw‘there are
ir liquidit oﬁet_@fyvs', as
is@ mv@bankmg
i0 wd@bt be a real

I;:Q banks will increase

commonly limited before by the risk management

the business model established by the Islami
model, it can reasonably anticipate tha%
constraining point for Islamic banks. %
Undoubtedly, the calculatlo everage
its participatory as regard to th t| or 10 ce, it was not abnormal

in the past to realize some ks ithja e ratetéf 1.5 or 2%. With a limit of

3%, these banks shoul a total exp ur{e e 33 times of their capital.

4
Fourth, in terms of Ilquujii}ﬂs\ n Iskéﬂ banks, in general, a comprehensive
of liquidity ma %t is e mainwital difficulties as the debt could only be

resold unde \%onstr tin ntﬂtiw d at its nominal value. The implementation
NN

irem will have emotional impact towards lack of a

Islamic money m@and lack of liquid Islamic investment instruments

\shrt term maturities.
Q Undoubtedly, LCR and NSFR are not calibrated for Islamic Finance and do
ot take into account the specificity of this industry. Under the LCR, it misses the
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abundance of Shariah Compliant short-term instruments and then for the NSFVHQ
is no large amount of longer-term liabilities that can be withdrawn at shor@%
Despite of these matters, the reasons for Islamic banks not pe ore than

today because of the existence of a major competitive distortion dug to the lack of

short-term liquidity instruments in Islamic finance and QEW initiative has
int

implemented that will enhance the liquidity possibil en"ns of liquidity

Fin ches Board

and thus n‘)ts_@'ﬁnd

tiona¥| i ins@ons with

Mu‘age nt (II@Y; year 2010
&

, 2015): O
NS

s 3 P QC}
2.4 Underpinning Theori lamic g A%

N
2.4.1 Resource Depende eor : %
Resource depen;enc, thearyH es-'(a?/of the leading theoretical coherent
that enlightens e hﬁphenc‘mena S one‘u%the reason that organizations take on
N
merger and aeMn ti;?aslit h_%o! them to reduce competition and enable

management (Hassan, 2014). The establishment of Isl

(IFSB) aims to aware that the liquidity is a real pro
some solutions in order to improve liquidity f
the establishment of International Islamic I&W

ahman

(Romzie Rosman & Abdul Rahim Ab

é

J

them to e@opera ons and expertise (Pfeffer & Salancik, 2003). Thus, firms are
’
%& bjec

able tx ch other' tive‘szand goals in collective manner.
\ such, mergers are a?fc;o?ng one of those strategies that corporations utilize to

e environmental interdependence (Miner, 2005). To simplify, this theory

Oplain that organizations require limited resources for continued existence and these

resources are available in the environment. Hence, organizations have
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interdependence on environment but in case an organization fails to managT!e
resources than it can cause uncertainty for that particular firm. ('}

This theory focuses on the role of board directors in provﬂkaccess to
resources needed by the firms or organizations (Roundy & B¥,~2019). The
resources are derived from insiders, experts, support spe ia}sb/and community
influential which they provides specific resources based R:xp'rtise in specific
area. Likewise, the resources may be in the form lega Mskills and

L ]
information. For instance, directors bring in valuable rces to th a]ds_\@vhich
they contribute their knowledge, skills and e % btai@ém their
é\‘?

Basically, firms use this theorw gic decisi aki@%he directors will

ensure the essential resources are p@ﬁd and s ?o p@anization by having a

N,
networking with the externa ironment (Schildt @Q 2010). The resources

educational qualification and work experienee. u\

provision is important as i@hinel e oura@rganizational functioning as
nd

well as firm's perfo surviva B'y@ans, this theory suggests that
4 ¢ &
an

organizations requi esourcei c gbtain from the environment in which
they operate to survi '

Ther: %wee 3) ‘fa r;thttjc?n determine the dependence of a firm on
scarce % (Pfet ,Salan&,\ 2003). These factors included of first is the
val e resources for the i@?’second, insufficiency of that resource and third, the
c ition between firms to control that particular resource. Therefore, this theory

xplains that firms should create and maintain the long-term and efficient associations

ith the environment so that the effect of uncertainty on firms’ performance can be

minimized (Vestrum & Rasmussen (2013).
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To simplify, this theory in general emphasizes that the resources sh?ﬁe

managed effectively and efficiently since it becomes a benchmark in det \hg the

success of an organization (Pfeffer & Salancik, 2003). On the ﬁkhand, the

resources should not be in term of directors' expertise only, but t&i.b'llity to have

contact with outside network should be concerned as it gives chances to the company
'y

_.'-

However, problem arises when the firms are | vingjin rgers and

to access to new markets, sources of finance and reputatio

oy
acquisitions. One of the problems is power imbalange:“Basically, t dre‘@erful
firm views the dependent firm as ineffective & Salanei 003;\/mnce, the

wn nefitség. advantages.
irm@ﬁ‘l decrease and it

powerful firm tends to exploit the resourw hei

Consequently, the satisfaction level mg%e depen
leads to a greater hostility and dissa@%tion v@?&aﬁ r}@p
In terms of risk-taking% '[ -y
g

ards that have a Q\ﬂ}d set of skills and have
greater experience are pru t}iskl n e to% good understanding of the
r

organization’s risk ap% rther‘,‘ ]?Jr;émb& should be financial literate to
\m &

make risky decisio N&ﬁer
& [

For Isla

R

Y, SE?}%éh Supervisory Boards (SSB) members

l
c&tré}f;tg their resources in SSB’s deliberations and

¢
consist of S %&cho rs
NN
decisio% . Htay an (QRB) stated that SSBs represent shareholders and

depm’k of the IBs to ce@and ensure financial contracts, transactions and

activities are in accordance Shariah. Hence, SSB members who are Shariah

banki
d rts must have educational qualification and experience in Shariah.

In addition, SSBs should also compose of members who have financial

knowledge or banking experience that enable them to carefully assess financial
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contracts applied to banking products and services of IBs (Ramly & Nordin, Zwﬂt

is assumed that for Islamic banking, the higher percentage of Shariah a@wnh

Shariah and banking related experience in SSBs reduces risk-taking. A
Likewise, resource dependency theory in Islamic context stated that the term

composition in regards of corporate governance (Ramly

resources relate to the board of directors particularly the board and the board
Z, 2(118) There is no

universal agreement on the optimum size of a board of ‘@itector put y a board

with a large number of members can pose challe@wrms obltj&ac#l\i&ﬁeﬁ and

level of meaningful individuals’ partlclpatlon

With regard to the board composm th eonﬂsu sts th organlzatlon

can minimize uncertainty and manag en nce by w. m@b a representative
of the source of constraint onto its @ﬁmng ‘s g@‘ngmg sovereignty for
support (Ramly & Nordin, 20 theer [ ref someone from outside
the organization that hold for anma{hterest to be appointed as a
member of the board s the non- wl: eht'dbctor

d ‘&

the ﬁw of co-operation through mutual

18)(T-§r§ principle is recognized in Islam as it is

This theor *sqns to

interdependencey(Ra

part of the th/lrtu . Th
g

inter ?ence@h other. Furthermore, Allah commands the

Muiﬁwerk together and @ne another.

evertheless when it comes to merger and acquisition the dominant firm may

Q times take advantage on the dependent firm's weaknesses. The former one may
X

ploit the resources of the dependent firm. Islam prohibits from consuming one's

oﬂ‘ceEtJ cooperation is encouraged in Islam, since

human

wealth or property unjustly.
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Overall, this theory contradicts with Shariah rules because one party w
for granted on the other party resources for its own benefits. Even thoug t\]cept
of this theory is based on mutual benefit that is parallel to Islam, in ﬂ!&wccasmns
there exists exploitation of resources. On the whole, this theory is not'in favor in the
light of Shariah (Ramly & Nordin, 2018).

To fill up the loopholes of this research, this urge X;r to explore the
issues of EBF implementation by exploring this theory th Mrspectlve
This shows that this theory is not completely in li ith Shariah_si cd t&l’e}heory
self-interest motive and are lack of considerl th| |aI on5|b|I|ty

and fairness to all the involved parties. It i eI| d thﬁt th esear@pens the eyes

of the regulators, industrial players lnv ors to recheck t@tablllty of these

theories for the Islamic financial m@y Y ,<\
& S

N
N\%
2.4.2 Efficiency Theory %\
The term and M f ef'flf‘l ;Jas‘ fn@developed by Edgeworth (1881)

' g
and Pareto (1927 $ordj§m rical ementation in the book of Shephard
Wwn

%y

(1953). It is k gen 'orm |nd|cator for all types of business. To
¢
simpllfy, e can be d neﬁ t e ability of an organization to achieve its
\
outputf mU‘h PUt Ievé\ such, it is the measure of effectiveness that

o@he minimum waste @‘ﬁe effort, and skill.

% he term efficiency is different from the term effectiveness, both are used to
& ribe the performance of an entity but according to Jouadi & Zorgui (2014),
fficiency summarizes the idea to produce with the best manner, which means that
efficiency is focused on the use of minimum inputs to produce the best output, in other
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words, the optimized use of resources to generate the best products with the mw
costs.
Regarding the banking sector, Nasir et al. (2016) stated‘!*fflmency

supports the fruitfulness of implemented macroeconomic policies, WE generate the

durable development, economic growth, and welfare for so t determine what
constitutes efficiency of banks, one should first decide na'ure of banking
approaches. There are two main approaches that are wi |ng theory

literature, namely, production and intermedm@oroach rel (iégey &

Lindley, 1977). \/

The production approach assumes that fi C|ab‘nst ions 5@3;3 producers
of services for account holders; that hould pe tr thlons on deposit
accounts and process documents su Ioans Y ,<\

The intermediation ap%s of'the nion (fj@?\ banks basically act as
financial intermediaries wh \Mary ra} btain.funds from savers in exchange

for their liabilities, ar% nks, | tur |II ide loans to others for profit-

making

s,
Berger w hre arg@ﬁat neither of these two approaches is

perfect beceﬁ y C not Iy’caetj% the dual role of financial institutions as
provide ansacti umené\processmg services and also being financial

mtem&rles They point ou\c@( the production approach may be somewhat better
f% ating the efficiencies of bank branches, and the intermediation approach may
e

6 ore appropriate for evaluating financial institutions as a whole.
Diallo (2018) stated that efficiency makes banks more resilient to shocks,

thereby positively and significantly affecting growth. Bank efficiency relaxes credit
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constraints and increases the growth rate for financially-dependent mdustrle

the crisis. Waheed & Younus (2010) provides quantitative support to the @t the
financial sector’s development is crucial to economic growth and the &&cy of the
financial sector is potentially important to the long-term growth p%ance of the

countries. \,

Poloucek (2004) stated that there is another way t S; Barking efficiency

according to the following five types: .\d
[ ]

1- Pure technical efficiency: is the effectiv with whi hi\@et of
inputs is used to produce an output. Banks’ al effiCi ] d@d as the
difference between observed quantity of i ut d oniput riabl m respect to
optimal quantity of input and outp %Ies An effieient <‘7< can achieve a

maximum value of one in comparlﬁ% an ine $a "?'nch can reduce to the

level of zero. ‘%
2- Scale efficiency:.is the abili Qﬁ}o @the optimal operations. The
gen i

bank has the scale effi% t era s ih lﬁbange of constant returns to scale

(CRS). &f\ Q %

3- Alloc@'\/{ i g suresélnk’s success in choosing an optimal set
of inputs wi %e i

%ﬁflcm‘h L ywe abﬂh/ of a bank to provide services without wasting

requs a result of techni ad%}’ allocative inefficiency.

Scope efficiency: occurs when the bank operates in different diversified

0 ions
Concerning the determinants of banking efficiency, the process of producing

outputs from inputs can also be influenced by both regulatory-specific variables (e.g.
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bank type, ownership status and geographic region) and bank-specific varlab

size, capital adequacy, asset quality, expenses and age) in explaining the @ns in

bank’s efficiency estimates. A

Al-Farisi & Hendrawan (2011) examines the impact of capital structure on
performance of conventional and Islamic banks, by using profit effiCiency approach.
They measure profit efficiency score for each bank in ga dL’rlng the period

from 2002 to 2008 by using distribution free approac FA)IR |cate that
banks’ capital ratio have a negative effect on thelrpr%(ﬁmen !

Sufian & Habibullah (2014) aims at ex ono@? freedom

i dlcate,@a( both greater

freedom to start new businesses and r\%s on the aCtivities @hlch banks could

undertake tend to impede the effici of an i 'Phe Malaysian banking

\
sector. ‘% Qc_')
There is a fundame XS

tlo arises a@ewewmg the brief literature

on the efficiency of the Malaysian bankingksect

on general theory of I nklng Do rrén@ctlces of financing activities in
Islamic banks perf ff|C|en‘ ugh henomenon of Islamic banking and
finance has dev ope |gn| rec ears only very few studies have tackled

this central

2\ 6
e
% auther e ﬂn{? Islamic banks have lower efficiency than
L 9

con tignal banks for sever asons. First, the strict applying of Shariah rules
ey

at many of the Islamic banking products are not suitable, thereby; it should

Q to raise operational costs supported by Islamic banks. Second, several surveys
a

ised the statement that Islamic banks tend to be small. It enabled many authors to

pose the problem of technical efficiency of Islamic banks, which increase with the
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institution’s size (Abdul-Majid et al., 2005a; Chen et al., 2005; Drake et al., 20
and Hassan, 2002b). Third, Islamic banks are often domestically owned @bulk
of the evidences suggests that foreign-owned banks are more technicalﬁktient than
the domestically-owned institutions (Matthews and Ismail, 2006; Mokiatar et al., 2008;
Sturm and Williams, 2004). \)

To fill up the loopholes of this research, this urgesithis r earcr to explore the
issues of EBF implementation as it seems that Islami king ne.?uugdrlprove on

the loopholes with regards to the contribution to

the sqcia oeﬁs_@v:nay
amic b
AN\

affect their efficiency to economic develop

of the regulators, industria%
theories for the Islami%
this gap in the cont&&{the %

lassitc el the perfect and complete market which was

&) ¥
intrm@ by Marshall (1920){@&‘Walras (1954) illustrate that financial intermediary
c%N function when market imperfections exist. If the markets are perfect, there is
0

Q oom for financial intermediaries as savers and investors can find each other
irectly to make transaction since they have access to the perfect information needed
without any impediments and at no costs.
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The classical assumption was further expanded by Modigliani and
(1963) on the capital structure theory. They suggest that the value of a f@s not
depend on how they are financed under the perfect and complete ettlng In
other words, the theory states that the decision on capital structur mrelevant in
determining the value of a firm.

As such, imperfection that relates to asymmetri Yx;o,m also has gain
great attention by numerous authors on its role f e e ste fmanmal
intermediaries. For example, Leland and Pyle (1977 est that an,j erin‘e@y can
signal its informed status on any project by i |n S eaft sets.@?d on the
privileged information they collect and ag Th fo IIy d@nstrate that a

bank is able communicate mformatl\:a/estors pot@ borrowers at a

lower cost and if investors find th(gSrmatlon %15 y{\t would be costly to
N,

observe. This suggests that t%ﬁetr@ inf 023. ignificant in explaining

the existence of financial i ne, i per@arkets.

This contrasts % Islamiclscholar’$ @ of financial intermediation as a

2 s

value-creating ec ic ager SO ¢ <<éts with the functions/objectives
(Magasid al- S ria f 'terrr@(rles From this contrasting view, it can
be conclude rre flna alfnttj meédiation theory fails to provide a satisfactory
underst di f funcﬁ&s of financial intermediaries.

e critical analysis @é theory leads to several building blocks of theory

0 |c financial intermediation that aims at understanding and explaining the

Q tive and the behavior of Islamic financial intermediaries through the unique
ructure of Islamic bank.
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When information asymmetries are not the driving  force w
intermediation activity and their elimination is not the commercial@@ﬁ for
Islamic financial intermediaries, the question arises which p , as an
alternative, could better express the essence of the intermediation process. As such,
the assimilation of wealth and value creation through full@ng the Islamic

l

This research contributes to this line of inquiry re M first, the

e per
X
doctrines of financial intermediation theory tha%&ct the obj tiﬂes_@‘their

existence as part and parcel of the economic cy{ slam\i§~banks as

ou\ t econ and social

obligations of Islamic banking throN&i-dimenm obj@es studies for the
quest of both aims in wealth creatio(ﬁvalue c\ﬂ‘on S

banking philosophical foundation might serves that purpo

financial intermediaries and third, the examinati

-9

N

N
The formation and d nt & Islamie bzgg(?\g objectives is highly

associated by the role of }Pasl ssengial g@g principle for their proper
economic conducts (D%. 2019). Alo

4 <Q

also integrated wwethic;r \'m.t and al values which become the social

dimension objegtives inten 'e be'éﬁ’and interest (Maslahah) of society. In
¢

view of tha viewed_as océl t%ﬁ%\re dimension financial contracts as it to be

NN
placed % jority’i ‘Fbjecﬁé of an Islamic bank in the theoretical practices
side ared with SBF. >
S

n v}vhh@religious notion, Islamic bank is

s such, the objectives of EBF are to embrace the social welfare
imension that are matches to the Shariah concern on promoting the concept of
stice (al-Adl) and welfare (al-lhsan) in society. These values are related to the
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accountability of human being to Allah S.\W.T and thus, have different implw
from those of the norms of mainstream business ethics (Al-Zuhaily, 2007)(’}
Thus, it is understood that the central intermediation functions mic bank
at large are far beyond merely on materialistic concern or profit ive. The main
objective is essentially to contribute to the reaching of the m 'Woeconomic goal
¥

with the emphasis on the ethical, social, as well as m nrf in the wealth

creation process. This will subsequently lead to the ncemen uality and
X
fairness for the welfare of the society at Iarg@vsione in M@d al-
4
<

Shariah.
With regards to the profit and gromw;msp?w\ 007),@3;(1 that while

oun@ge globe for about

growth has been the major objectivew mic polic

half a century ago, but the rising i@jn the in &s f,@ t distribution is also
N,
growing at even a faster rate. Tei lem arise ecauz;@alth and assets are only

concentrated among the pﬁe} a:l er ndo¥ roups, which subsequently
tan

result in increasingly circu S §ue®s poverty and unemployment in
4 ’ &
the society since the‘system hi:’?{o serv;éuhe welfare function.
Based o% ve i .it s@{ that Islamic banking need to improve
¢
on the IoopE:gwth regards tﬁe @Cr?ribution towards the social goals that may

NN
plicati econemic development, especially in the fulfilment of

affect sOci
EBﬂhementation as basi @é‘g; and achieving distributional equity as it more

C \ehbased on customer-friendly oriented.
Q Thus, the conception of social objectives in EBF with the economic objectives
re needed to portray that Islamic banking is not pursuing its objective solely in terms
of financial returns, but largely aiming at the welfare of the society to be better off.

46



Islamic banking should focus their objectives in becoming the catalyst

development process that promotes economic and social well-being. @}night
include the contribution of Islamic banking towards the equitabl ibution of
income and wealth, the promotion of social justice and welfare andWomotion of
equitable participation in the economy. From this, it has madthe0~ | of any Islamic

bank as multi-objective, which should incorporate nomic and social

obligation into their business operations. .\d
L ]
N4
| S

2.4.4  Free Cash Flow Hypothesis 4 \T

pliaq@qo have low
cash, an important determinant of di\@icy. Compantes h@‘%g substantial free

cash flows are subject to agenc(jswflicts;&\g;eg
According to the free cash flow%esis,%ana
—

h e ability se the remaining funds for

flow under their control. r\%g' %
their own benefits rath% fulfill the i (—:}ést@shareholders.
r

’ &
By paying ﬂ%divicie \tl ms éé.we free cash under the control of
manager that ca@vd fo [ n in@"s. Most studies have been conducted to

¢
see the reIaE'!S% between_t
\
al. (1993), [forvexampl menNRalt firms with high amount of excess cash are

: b 9

mor, y to pay dividends @Yﬁrms with cash shortage. Byrd (2010) argues that
fE\at generate cash flow beyond that required to finance all positive net present
a

projects are particularly prone to agency problems.

One of the requirements for a firmyto he Shari

e
agsncajc sts of free cash flows and dividend. Alli et

The empirical evidence supports the Jensen argument that the debt and payout

policy reduce the free cash flow problem. Khan et al. (2013), Cheng et al. (2014) and
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Kadioglu & Yilmaz (2017) reach similar conclusions. According to these rese
dividend payments divert the motivation of managers to use free cash f thelr
own interests as little cash is available to managers for discretionary p

To simplify, free cash flow can be introduced as a measumerformance
measurement and reporting the economic value of the b nit. The basic
assumption is that the value of the business unit is becaus &Zn'oany's ability to

generate cash flows. Thus, the value of a company dep on ash flows,
L ]

timing and risk of these flows. J _\‘—}
This evaluation method considers all tors infl gt e‘ﬁlue of a
company. Therefore, the remuneration co tte nd gene meetl@fg companies

use this scale to escape from the trap\ nting profit<and % measures of the

performance evaluation based on a tlng nu ?V andfree cash flow scales
are the main scales of measuri Iue tﬁ'at hasinet thec@;\ures of other accounting
scales and try to coordinate_the ehol 1nterests and the managers
(Khan et al., 2013). c,) r )

o'

As such, ¢ ent Wlt|'l e of ee cash flow problem, it is revealed
that the d|V|de 'pond(ﬁﬁfe strongly to free cash flow. Likewise,
they are lik o ay out mo oP‘tth?ee cash flow which can prevent managers
from misusi e resourc ys&*at may not maximize shareholder wealth.

Aaddltlon to the abo@tters diversification of products and production is

0 e strategies in Islamic banking and many managers use them to improve the

G omic performance. Some companies as well as banking have not any variety and

thers have diverse products. Diversification is for increasing the company

profitability through higher sales volume that can be achieved through innovative
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products and new markets. Likewise, with the implementation of EBF as va?'m
financing products in the market, it should be noted that the decision- m@ the

diversification of their performance is in the priority. However, the VAQ/ of types

should also be considered. Q
2.4.5 Stakeholder Theory z '

According to Stakeholder theory the sustainabi f fir sWe support
X

powerful kdho_@& the

en% f asij? required

by the corporation. For that reason, stakw is d.@mmed by the
level of control they have over the ass\%ps, 2003). Cs<

from the stakeholders (Freeman et al., 2018). The

more the company must adjust. Stakeholders

Therefore, when stakehold ve a co s ;z@cant resources of the
organization, the company méas tS' react in 2§3nner that satisfies the
stakeholders (Freeman et a 0 . T Ve ment e important stakeholder for
the company; therefor pany il t tb dlsclosures based on the rules

4 $ &
set by the govern Carroll \Chh Itz, )

The Isl |c pec 'he seg'ﬁolder theory to the contrary, provide a

¢
more endur n soli justifi tﬁn @ ding who can qualify as a stakeholder and

NN
what ar% hts af sibil& that both firms and their various stakeholders
L o | - .
ma me (Igbal & eraklt%,/ 2017). This framework is firmly established in
I prmmples of property rights and contracts. According to Igbal & Mirakhor
Q 4), a stakeholder is defined as the one whose property rights are at stake or at risk
u

e to voluntary or involuntary actions of the firm. This implies that the firm is

expected to preserve property rights of not only the shareholders but also those who
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have participated in the process of acquiring or earning the firm’s property, anv
who could be threatened as a result of the firm’s operation (Azid et al., 20
Indeed, the Islamic framework of contract places equaF;Qhasw on

obligations arising from both explicit and implicit contracts (Igbal & Qrakhor, 2017).

The former is clearly stipulated in the Islamic law of cqgtw that normally

Ived in transactions.

ities i CW result of

the firms’ operation. In this respect, Islamic framewo contract a rl)p‘e{y}lghts

ar oufs IdeQWm might
NS

IS goV. Qd by the Shariah.

includes provisions that seek to protect the interest of par

However, the law cannot take into account all the exte

obligates firms to honor the implicit contracts

be affected by the firms’ actions (Igbal &

These implicit contracts are m\aaing since

In fact according to Al-Allaf (2012 impl ICI

that requires man to mamfesQ/ena
absolute true willingness a% ed [
foundation of the Sha vena}t
the duty of being faithful to h‘s
she has breach K ine C
f: ‘ 7

consequenc s world as ||£S ie_tj hereafter (Bedoui, 2012).

% 'a) withthis God should, by right, determine the mode of

elam&p with his fellow, s@x’/ants and not vice versa. The relationship and

a@bally a divine contract

N,
I aqzé'@ough his submission in

ivine @of Shariah. Indeed, the very

(al-

etw, en'Gsbnd man which imposes on man

' _
allum%(o/fulfll these obligations means he or

us t@%ﬁfnount to betrayal with all the attending

r \smllty between man and his Master is in fact an actual and real contract
0 lated by the so-called Divine contract (Chapra, 2008). This philosophical
oundation of the Islamic society will avoid conflicting interests among members of
the society, since everyone has a unity of purpose in his life that is to serve Allah. This
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will inevitably lead to a society whereby every member will cooperate with eac
rather than compete, as success in life is to obtain the ultimate happiness (falah).

For a devout Muslim, concern for others and the environmenf&ves in, is
deeply inscribed in the pillars of Islam, binding on every Muslim ( ammed et al.,
2008). Therefore, concern for aggregate welfare of stake Ws a moral and
religious initiative based on the belief that a company sh: &;o'i” regardless of
its financial consequences, be it positive or negative. IS not O.Ebgqgt‘hat Islam
is against profit-making. Rather, it is seen as a nec y conditio hdug@?the
sole purpose, of their existence. 4 %

N\ X

obli for them to

Hence, in regards of Islamic bankiw rie

preserve sanctity of implicit contracwa:ognizi

pr@%ng the property
rights of all relevant stakeholders s@j cust@eg,! su @suppliers, employees
and local communities. These % ri h% by Iaw@‘;?\e' granted and preserved
by Shariah to promote soci hand omic de@ent.

03. Ej N

2.5 Islamic Financing F cllities Isla anking System

N
This k&on xplain P]rther%tﬁe needs for financing facilities which
discusses Ifilment of financi eeds. Besides, this subsection also discusses
5
sale-b:e inancing (S )a{d equity-based financing (EBF) contracts.
\

S

‘% Human Needs for Financing Facilities
Q The development in Islamic banking system has expanded the needs of the

society as it emerged and endured to meet the human needs for financing facilities.

3¢
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The needs for financing facilities as for the growth of economic unit STS

household, a firm or a government for fund or capital to carry ou@mics

activities such as production, distribution or consumption.

n Capital

A
&

(=Y
; 9 <é?éource: Saat et al. (2011)
Figure 2.9: Fulfi ofr eds in Fi Acing Facilities

N
Figure 2.9 above shows tk itmeh <Q§ the needs in financing facilities.

According to S@ (2 1'1), there arqﬁ/ﬁ (2) sources of financing facilities-

N
internal and ﬁmfin nain Piie ernal financing facilities are comes from
own capit%xtem financing fagilities are comes from other’s capital which are
' 4
S‘M d ot

equity4ba: bt-based financing.
quity \,R' g

\C-,




2.5.2 Sale-Based Financing Contracts Y‘

1. Commodity Murabahah/ Tawarruq %\
Commodity Murabahah/ Tawarrug can be defined as a partt&of sale of

commaodity of cost-plus financing as it consists of two (2) sale and pWe contracts.

The first involves the sale of an asset by a seller to a purch%& deferred basis.

Subsequently, the purchaser of the first sale will sell the s asset to'a third party on

a cash and spot basis (Bank Negara Malaysia, 2015). \d
L ]

D B Y
binding i tqlre‘@“shall

p rtiés. ommvxvinherent

e tran@go.f ownership
n. '@%ale and purchase

Each sale and purchase contract in the tawar

not be terminated unilaterally by any of the co

nature of each sale and purchase contract i

of the asset from the seller to the pur r fa a consi

contract in the tawarrug may take irﬁ%orm of a ? bQ usawamah.

S

[} 5

“« Q-
N \\Q/
X~ S
Bank l Cust
an : % ustomer
@

Commodity Buyer

0 =

Cun% er :
§ Figure 2.10: Modus Operandi of Commodity Murabahah/ Tawarruq

Source: Ismail (2010)
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The modus operandi of this contract as illustrated in figure 2.8 above W
that bank purchases commaodity seller in the commodity market on cash% hen,
Ownership of the identified commodity will then be transferred to [ hereafter,

the bank sells the commodity to the customer on deferred price, for example cost price

plus profit margin. . \,
2. Bay’ Bithaman Ajil (BBA) '

Bay’ Bithaman Ajil is defined as a sale of deferred payments wii ' Wo@'ﬁke
&

as Bay’ Al- Murabahah contract, but with payme nerally"m eona deg%"r}ed basis

(Kahf, 2015). This type of contract is a substitg of t M e lease and

?nd used by
customers to purchase assets of substanti ini ‘all S, frg@ hich they can

generate future cash flows. \ :
\ A
A

t ust

e&n S @)ser gets the asset and is

Furthermore, this type of“eentr.
“« Q-
required to make payments aﬁi agree e in&ﬁallments (Aziz, 2013). The
: : NY
customer purchasing th ass%?eqmr dto lth it to the banks that arrange the
assets. , \-' &

@)
<

§ \‘-?’T

Source: Aziz (2013)

Figure 2.11: Modus Operandi of Bay’ Bithaman Ajil (BBA)
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The modus operandi of this contract as illustrated in figure 2.11 above W
that the customer first identifies the asset to be acquired and signs @ and
purchase agreement with the vendor. Then, the bank purchases the a ith bank’s
purchase price. Bank subsequently sells back to customer plus profit margin as per
agreed among the contracting parties and then customer pays@lment based on

the agreed period of time.

3. Bay’ Al-Inah \d‘ X~

| _\"}
Bay’ Al-Inah is defined as a contract of adv paymentian he traQsaction is

considered to be sale of credit for the reason that the \rsf the gﬁﬁodity for a

fixed time will collect its price frorM\a rin
sed owasi ‘ah (delay) as the

simplify, it is a sale-based contract

prospective debtor sells to the ctive creditor so@commodities for cash

“« Q-

payable on the spot, the debN diat S thQ‘éﬁwe commodity at a higher
N

amount payable in the cure,qence, th btﬁc}io@s to a loan.

§ 1ST(}Q§\4;RACT

¢ LIl &4

A (') - :.@% 1 cusome
K/ v/r 3’-&\

294 CONTRACT

N
(™
N
$ Bank Customer

Source: Aziz (2013)

Figure 2.12: Modus Operandi of Bay’ Al-Inah
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The modus operandi of this contract as illustrated in figure 2.12 above w
that there are two (2) contracts involved. First is contract of sale and secor@j tract
of purchase. Under the first contract, bank sells certain asset to cust deferred
term. Bank and customer enter into second contract which the situatigh that the bank

subsequently purchases the asset back from the customer on CQEM

4. Bay’ Al-Istisna’ '
Bay’ Al-Istisna’ is defined as a contract of gxchange with defer ed‘d@éry,
t.)
applied to specified made-to-order items (Kahf,%ﬁl’ 0 ‘S.I lifve i is‘%ékrs to a

D

vy

sale by order of items which is to be manufactu% and M
date. %V

Under this type of contract, MOlw at &Q}Iated parties will

agree to construct and sell the project to' be cb%be at@)s ank's selling price on
E;e& (¢
“« Q-
r th%ﬁ re%‘e%{ another party (contractor)
N
to construct the projec hWk w‘l pu lse oject to be constructed at the
bank’s purchase price (costrice / facility’andouat). Upon completion, the contractor

will hand-over tb@&t t ‘he bank or ank will authorize the contractor to

N
deliver the p@%irec lysto C Bqlnet,%ﬂe uniqueness of this contract enable the

customer Qﬁ their f cash-fl Qé{ monthly payment is fixed throughout the
4
an

financing iod and {)e canceled but only before the seller commences

N
m%: re of the agreed iter?((g.

N

deferred payment terms and t
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Developer / Vendor c\z

Bank Wﬂner
1rce: Aziz (2013)

N,

Figure 2.13: Modus Operandi of Bay’

‘ N4
The modus operandi of this contract as ill ed’in flgu e al‘oyg?howed
that the developer or vendor enters into a cont i h C tom ~then tIJnk enter

‘Z‘

a purchase for

into this contract in the capacity of a seltw
I

example a house. Next, bank draws a

a buyer with developer or vend er’nstruct \nﬁi eed upon in the first
? @

contract. \ ¥
5. ljarah Q ' [ 0

: _ ? ¢ s

ljarah is a tegm of ‘ﬁq{ hich means to give something on rent (Kahf,

2015). The term Nh i (_;
oh person on earnings given to him as a

is it means \oy th iges
RS,

consider, |o%r his f rv cesé‘he second situation is relates to the usufructs of

assets amnd properties and in th@_};*se means to transfer the usufruct of a particular

‘$W to another person in exchange for a rent claimed from him.

or tw@ different situations. The first situation

Several of Islamic finance structures where ljarah can be used. The purpose of

Qamic banks applied this mode of financing as enabling customers to use durable

goods and equipment such as ships, housing, heavy machines and plants in productive
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enterprises who may be unable to buy them for their production purposes iz,
2013). This type of contract has huge potential as a financing mod@etail,
corporate and the public sectors and can also play a crucial role in pr ing Islamic
finance industry. It can be used as incentive to economic development as it is usually

long term and offers potential for stimulating productive indus{rieX’

Bank usto v
(Lessor) ? j ([&ss&%
— : \}T

_\Q)urce: Aziz (2013)

Figure2.14‘:@)p9{ i0 -;Iah(,}&

“« Q-
\ &
The modus operand'?m contract as Wlustr in figure 2.14 above showed
as | J

that the customer is a% es;l ba!n@lessor. First, when entering this

o
contract, the custwt ideTt : asset«Ok-€quipment to be leased from vendor.
Then, bank pur% ea uip 'h%ﬁt stipulated amount from vendor. Next,
¢ Po &
the bank leases the asset or.e ipﬁe@with monthly rental to lessee and lastly the
ék N
custom% e asdétﬂj‘uipmeﬂi}n monthly basis in stipulated period agreed.

R X~
N

N
\C.)
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2.5.3 Equity-based Financing Contracts

As
1. Musharakah A

Musharakah is defined as a contract of partnership for a ion on the
condition that the capital and its benefit are common betweeMr more parties
(Aziz, 2013; Kahf, 2015). To simplify, it is a contract between Ro paities who launch
a business of financial enterprise to make profit. on the Wefinitions,

L ]
Mirakhor & lbrahim (2015) stated that the ideas of p rship include arf:- c}‘r
< b4
\m@ n a@mporary or
caseé\large users of
&
Is. O
\ Y
&
Second: The idea of profit-sr@sis ver t usi@with the share of loss.

Thus, a partnership needs to k}NmeJ act t@ween two or more persons in

carrying out a particul bUSIzSS with a vi Df@%nly sharing the profit but also
E , 4

:
&

loss and liability. \ @ %
A S
Third: The id%&he p rtn?arq an @trol how the investment is managed.
R
Fourth%%ea th)at he j:ab it \this partnership is unlimited. Therefore, each
: ly

partner liable for thec%c.t ons and commitments of the other in financial

Do
S

First: The idea of capital contribution to a ess

funds to establish investment for shorttN long term
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1. The bank and customer enter into a Musharakah
financing contract. e.g.: a project/ business based on
50:50 capital contribution
ISLAMIC

BANK QTOI\IER

b E3

i

PROJECT/
BUSINESS

1$0% share in profit 2 Profit/ loss % share in profit|

from the joint
50% share in loss °“nmt:ge°m / 50% share in loss
V
Sougcﬁmz (2013)
Figure 2.15: Mo p ndi ofﬁ%
To simplify, figure 2. 1 the ﬂodu ran Musharakah financing

contract. The contract be n I mlj cu‘sé rfor example the project or
ibuti s‘

business based on 50 al con @1 the contractual parties would
come to an agreement,to the te[ egln mess in which both share a portion
of the profits a Ios andvi |ng ( ri et al., 2012).

!
¢ 2 C,)
&
A/ é\
. E udharabah is a specm@dnd of partnership where one partner provides the

(rabb-ul-maal) to the other (mudarib) for investment in a commercial

2. Mudha

& prise (Aziz, 2013; Kahf, 2015). In terms of distribution of profit, it must be pre-
\determined by the two parties and the amount of profit ascribed to either of the parties

must be independent of the capital amount, dependent solely on the actual profit
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realized by the commercial enterprise. That is, the profit assigned to a party cannot be

AN
a percentage of capital amount contributed as that would be considered a fixed)returns,
\"
or interest (Bidabad, 2014; Kureshi & Hayat, 2015). The profit assigned to either of
——

the parties cannot be a lump-sum amount either as this would also constitute interest.

\4
If the business has incurred loss in some transactions QW gained profit in
ist

some others, the profit shall be used to offset the loss at th star'ce, and then the

cordi gwreed ratio
A

(Adham et al., 2012; Hanif, 2014). To extent this f , the Mud aljar.\@omes

remainder, if any, shall be distributed between the partie

void (Fasid) if the profit is fixed in any way.ithi caw e a@ﬁt (Profit
T

plus Capital) will be the Rab-ul-Maal's. N u\ Q
N A

1. The bank and customer enter into a Mudharabah
financing contract. e.g.: a project/ business based on

30:70 profit-sharing ratio
ISLANIC EANEK . . CUSTOMEE.
(Rabbul al-mal) wdhmib)

PROJECTY
EUSIMNESS

505 share in profit 3 Profit! loss

- from the
Folely responsible for :
the lo== business /
""-n..___‘_-_._'___,.-"

Source: Aziz (2013)

0‘% Figure 2.16: Modus Operandi of Mudharabah
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To simplify, as stated in figure 2.16 is the modus operandi of MUdhw
financing contract. There are two parties included- Islamic banks as R \I mal
and customer as Mudharib. These two parties enter into Mudharatﬂ;@ancmg in
conducting the project or business. The Islamic banks provide 100fpercent of the

capital for the project and customer who using his entrepren rMIs, manages the
project. Then the profits are distributed according to QXt:r ined ratio (for
example: 30:70 ratios). Any losses accruing are borne |ta The
provider of capital has no control over the manag@the projec ' _\‘-}

. ?‘Z'
ontr@%mce the Islamic

2.6 History and Development of Equ ba d Fi

The establishment of equity-b %cmg (

banking system in practicing prow loss- s a |9§\(Kahf, 2015). These
S

types of contracts are dlfferem%zhilo ophysef«con onal banking as well as

&
operations \ 2
he d

| Y |3 S
In terms of M , t Eeo}nénh&):hls kind of contract has become

one of the necessitiés,contract ls gj lated parties to form a partnership

contract as combine their o sh profits and enjoy similar rights and

liabilities (EE%I ., 2011). |d€nc€?r the approval of partnership principles in
Islam |£Q/ Al-Qor. F Had'anhlle Hadith narrations record that Rasulullah

SA ized people using M@fakah and did not prohibit it.

3
N
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(hind pURlR) e 15858 ) 5 Al ) dliadd )y dlalls 381 )@ Y~

28, 0

Bla®ah L (s cAllal | ghee 5 ) sial Gl ) iaka L ;

iy s DA gy STl S L 3gj1a

“...and verily, many partners oppress one another, except'those

who believe and do righteous good deeds, and t 7 ew.'.

As narrated Abu Hurairah RA, Rasul@ .

“Whoever manumits his share of a joi

imperative for him to% slavé ma
paying the rema mce, ici
money to % ther’the rice e@ilave should be
estimated4ustl y, and \hq e all v(;'{to work and earn the
zll im (Wi, ut overburdening him)”.
/—1 ::% |I'tjq_%ukhar| Volume 3. Book 44. Number 672)
é%ﬁllah s.a.w ada@kﬂs practice already prevailing over the business
\bs and he did also business on the basis of Musharakah. During the time of
Q het Rasulullah s.a.w., the Muhajirin and Ansar were declared to be brothers and
e

y joined as partners in their trade and business. To extent these further, Islam also

allow the practice of Musharakah financing since this practice are based on the actual
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profit earned by the partner (joint-venture) and the financier can suffer loss |f?ﬂe
case that the joint-venture fails to produce fruits (Hanif, 2014; Kahf, 2015

In contrast, the Mudharabah financing contract has develmrmg the
prohibition of Riba’ activities. Islam permits this practice because of'the sanctity of

contract where one party will supply the capital and the other r (Hanif, 2014).
iV

Likewise, this type of contract allows the capital provi es 'the capital as a

partner and eligibility in entitling to share profits and b rlo es e for the
approval of Mudharabah is seen in Al-Quran and Hadi l _\"}
<

A»\duuuﬂwméw 3.

X
). §

...and others are travelling K ela O s
unty.

?.”.) T I~
Py Qu n. Suc%pAl-Muzzammil. 73:20)
&
So
N
In Hadith Ibn 'Awn sai ah S tP s@
“In my view laD is lz the altﬁ‘ ﬁ?}unto a Mudharabah
contra at ver l alidgwith r@j to the wealth put into a
d ah'partn J | d with regard to land, and
ver is not yalid wi egard to the wealth put into a

e

rabah pa nershlp\tja' n it is not valid with regard to land.””
5

He said: “He did not see’anything wrong with giving all of his land

§ to the plowman on the basis that he would work with it himself, or

with his children, and helpers, and oxen, and, that he would not



spend anything on it; all expenses were to be paid by the owner of

the land.” %\Y.

(Hadith. Sunan An-Nasaai’. Volume 4. Book 35. er 3960)

2.7  Empirical Studies on Equity-based Financing a@ '
The needs of equity-based financing (EBF) tracts OW banking
L ]

system has become one of the necessities in appr ing reward-s rirg_\ ents

which related to risk-sharing among the trapsaction partiés._It eds<5}§b would

increase the value and performance of Islamic banks aaﬂ hem résilient to crisis.
Conversely, the effectiveness of cont@ in these of acts in attaining

comprehension of Islamic banks an@ustomers insito ’@batable.

To date, empirical re eqﬁlty- flﬁ_ ing contracts failed to
convince that these types of MCts achir@bw level of contribution. As
such, there are negati%‘onies I th odth@? of low level of contributions.
4 2
The case in Malaysia, these ty. \o'f\g tracts(r}'ently contributes only 8 percent as

reported by Bar@a M
[

!
There any [reasons disc

&
6@ in the literatures. It includes aspects of

Shariah%kperayo al ‘gl |sk$such, these practices of equity-based financing

contracts, pursued the charactercp)ur not the soul (essence) of Islam (Amir et al., 2015;

\
@ﬁm & Sheikh, 2016; Dijibrilla et al., 2017).

Regarding the Shariah matter, the transparency is one of the considerations
at need to enhance the performance of EBF contracts. However, empirical research

failed to convince there is issues arise of transparency in these contracts such as

65



management of risks-dimensions (Wulan & Hidayat, 2014; Bukair & Rahman; s
Srairi, 2019). Meanwhile, transparency problem is critical arise at pre%h the
Islamic banking sector compared to conventional banks because one ost vital
facets in the global economy nowadays with a rapid development ower the past five
years in which it had perceived a growth rate of 15 to 20 per cent nnum (Lahrech
et al., 2014; Shahri et al., 2015). Therefore, based on t yts'from Khlif and

Hussainey (2016) on how to enhance the transparency®level, | Iawks should

X
disclose sufficient and reliable information w@aws t ss[ng@f its
s b §

performances. N
\ v

In terms of legal, the inadequacies of,the |scI@1ure Bank,@‘gara Malaysia

(BNM) still remain concern. Ameer . (2012) foun t or@‘out of 5 of full-

fledged of Islamic banks foIIoweWM gul\hgst k(éf expertise, outdated
By N,

information system structure, of Quppo and ZSCQO]C trained staff are the

factors in inadequacies of di be 0

@seni, 2019).

g@'/e perceptions from the previous
study regarding the N%y-bas\elj& ts. As appointed by Hassan (2010),
the understandi@h i 'n es in EBF contracts still remain with
confusion &a)igui es:Q:%hE'r by Kayed (2012) also has the same
finding@

e i

and actical implementat@f EBF contracts is in worrying level. In addition, he
@at negative attitude and lack of proper infrastructure of the majority of Islamic
& s and also the unwillingness to put up entrepreneurship through the honest

plementation of the contracts.
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Also, Febiato (2012), Nabi (2013) and Othman et al., (2017) have clainwmut
operational matters in equity-based financing contracts are in terms of@xetric
information seems to be a triggering stipulation as it arising the tran costs and
moral hazards. As pointed out by Muda et al. (2013), level of WI condition
(banks as Rabbul-mal in asset side and banks as Mudharib i IiWside) in getting
the optimal point in these contracts affects the proble rYr:e dimensions of
triggering issues (asymmetric information, moral hazar d tra awis).v

conceérne yll\/l_&ﬁ?hmad

d ou&tj?ét lack of
management’s monitoring and controllinm Iackélgr?sk-aversion

Moreover, operational aspect in EBF contra

(2014), Hachicha and Amar (2015) and Hamz

previous studies have the sa i ion that major causes of

marginal use of these co })f T [ more difficult to operate
risks,fo

because of moral ha i ks, oper, tion ficulties and adverse selection
s &

(Farooq & Ahmed QKS Mari( orth@rm, 2015). However, recent study by

Rahman and N@) sta 'slaméénks in Malaysia have great potential to

¢

offer EBF a Itigate risk b dG'ptngj%e following five VC strategies: method of
NN

selectio% elling .of 'pds, m?nitoring, non-capital assistance and period of

Y-

invgﬁ. They proposed t@ﬁannelling of corporate social responsibility funds

é as an initial step in applying VC strategy.
Q In terms of risk management practices aspect, a study by Ahmad and Rahman
012) and Abdul-Rahman et al., (2019) found that liquidity and risk performance of

Islamic banks contributes for performance of equity-based financing contracts. While
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in terms of different types of banking system, the conventional banks ar
profitable than the Islamic banks, while the latter is more liquid an@risky

especially with respect to risk-weighted capital ratio than the tradition s (Rahim

etal., 2015). ? '

Additionally, greater complexities and high risk level Eri5| from the nature
o'one

of specific risks (credit, operational, market and liquidit f the reasons in
approaching less participation in these types of contrac ebia tthhman et
L ]

Yv
al. 2015). >

\‘F N
2.8 Contribution of Knowledge @ EmpiW ud@ﬁ
Although there were resea@s)examl i rw 0

based financing (EBF) contra ala

e
( -~
'?)3,

2

Among the aspects inv stig}Gd iT riah‘\ﬁegal, operational and risk

management practices%;' I, non po:t} drrugl!)’?al studies were comprehensive
nti ue

4 s

enough to cover theﬂet' (ETSK S$Q}BF contracts in Malaysia based on

in-depth intervi@ ex O
!
€
Also, %eorie o?%li—si ec'discussed earlier are important as has been

accepte%k:inanre ist :0 ogi \hich can be applied to integrate those theories
with thsele ents found in Egjr.ld there are prepositions arise from the selected
\

t \such as in offering risk-sharing, there are elements of co-operation among

& jes in return adapt the mutual benefit of profit-and-loss. Also, risk vulnerability
i

scussed in efficiency theories are one of important preposition in handling the low

level contribution of EBF. The financial intermediation theory in perspective of EBF
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that IB act as partner in the contracts with offering PLS and lean transactionwl'eul
economic activity since it allow for share risk in return allocation for res@ased
on fixed-rate return. In minimizing cash flow problems, EBF is the b acts as it
allows PLS and high return as in return enhances the quuiditngement. In
addition, stakeholder theory stated that the implementation of EBF ew items to fill
the important gaps in the field of corporate social responsi ‘%:h e's the concern of
justice contracts in 4 contribution-economic, legal, ethic d ph Iarw‘
Therefore, in such situations, it is good to roughtho gt’ly_\ééducts
interviews as to explore the reasons on the I i% of@ty-based

financing in Malaysia. Based on this technﬁe\i? esearch 1mphase J@S; good to see

how far the potentiality in implemenr@BF contr in @sia by exploring

the issues. C,) >\YT ,<\

S
To fulfill the objective dy aﬁ'empt mout(lé?a profile of indicators of

EBF contracts in Malaysia.n_or tc;’ easeythe p ipation of involvements and
b

strengthen the perforrr%zlslami
real situations with%rent |:i ions fr he views of experts; therefore the
suggestions fro % re impli n towards theory development, Islamic

¢ !
banks, and t %mer and a oér @}‘my makers.
&IV S

an rlg;'sy@'n. Besides, it is good to get the

¥

D
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2.9  Chapter Summary YV

This chapter discussed on the philosophical underpinnings of Isla@king,
starting with an overview of chapter in section one. Section tw ssed the
evolution and performance of Islamic banking. Section three discusseéd the guidelines
of BNM. Section four and five entailed the general theory of Islamie’banking and the
Islamic financing facilities in Islamic banking system whi ts of discussions
on human needs for financing facilities, sale-based finaneing (S F)&aidu’ity%a'sed
d hi&@ and

tudi%z're under
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