Wiley Finance Series ( ¥ Islamic
Finance

110

< Economlc

Development

Risk Management, Regulation,
and Corpomte Governance

WAFIK M.GRAIS

WILEY







Islamic Finance
and Economic
Development



The Wiley Finance series contains books written specifically for finance and
investment professionals as well as sophisticated individual investors and
their financial advisors. Book topics range from portfolio management to
e-commerce, risk management, financial engineering, valuation, and finan-
cial instrument analysis, as well as much more. For a list of available titles,
visit our Web site at www.WileyFinance.com.

Founded in 1807, John Wiley & Sons is the oldest independent publish-
ing company in the United States. With offices in North America, Europe,
Australia, and Asia, Wiley is globally committed to developing and market-
ing print and electronic products and services for our customers’ profes-
sional and personal knowledge and understanding.


http://www.WileyFinance.com

Islamic Finance
and Economic
Development

Risk Management, Regulation,
and Corporate Governance

AMR MOHAMED EL TIBY
WAFIK GRAIS

WILEY



Cover image: © Angelo Cavalli / Getty Images
Cover design: Wiley

Copyright © 2015 by Amr El Tiby and Wafik Grais. All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey.
Published simultaneously in Canada.

No part of this publication may be reproduced, stored in a retrieval system, or
transmitted in any form or by any means, electronic, mechanical, photocopying,
recording, scanning, or otherwise, except as permitted under Section 107 or

108 of the 1976 United States Copyright Act, without either the prior written
permission of the Publisher, or authorization through payment of the appropriate
per-copy fee to the Copyright Clearance Center, Inc., 222 Rosewood Drive,
Danvers, MA 01923, (978) 750-8400, fax (978) 646-8600, or on the Web

at www.copyright.com. Requests to the Publisher for permission should be
addressed to the Permissions Department, John Wiley & Sons, Inc., 111 River
Street, Hoboken, NJ 07030, (201) 748-6011, fax (201) 748-6008, or online at
http://www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have
used their best efforts in preparing this book, they make no representations

or warranties with respect to the accuracy or completeness of the contents of
this book and specifically disclaim any implied warranties of merchantability

or fitness for a particular purpose. No warranty may be created or extended

by sales representatives or written sales materials. The advice and strategies
contained herein may not be suitable for your situation. You should consult with
a professional where appropriate. Neither the publisher nor author shall be liable
for any loss of profit or any other commercial damages, including but not limited
to special, incidental, consequential, or other damages.

For general information on our other products and services or for technical
support, please contact our Customer Care Department within the United States at
(800) 762-2974, outside the United States at (317) 572-3993 or fax (317) 572-4002.

Wiley publishes in a variety of print and electronic formats and by print-
on-demand. Some material included with standard print versions of this book
may not be included in e-books or in print-on-demand. If this book refers to
media such as a CD or DVD that is not included in the version you purchased,
you may download this material at http://booksupport.wiley.com. For more
information about Wiley products, visit www.wiley.com.

ISBN 978-1-118-84726-8 (Hardcover)
ISBN 978-1-118-84718-3 (ePDF)
ISBN 978-1-118-84719-0s (ePub)

Printed in the United States of America

10 987 6 5 43 21


http://www.copyright.com
http://www.wiley.com/go/permissions
http://booksupport.wiley.com
http://www.wiley.com

To my mother
To the soul of my father
To my dearest children, Mohamed, Nada, and Khaled
To my dearest friend Maha Eltiby

—Amr El Tiby

To my late parents, who taught me love, tolerance, and
perseverance. Their extraordinary humanism is for me a
constant lesson that I will always cherish.

To my wife, who remained kind and patient through the whole
process. Her support, dedication, and tolerance are continuous
reminders to me of the meaning of love.

I am greatly indebted to her.

To my children, who bhad to bear with my absences. Their presence
and support are a constant light and give warmth to my life.

—Wiafik Grais






Preface
Acknowledgments
Acronyms

About the Authors

PART ONE
Emergence of Modern Islamic Finance

CHAPTER 1
History and Core Principles of Islamic Finance

CHAPTER 2
Islamic Finance: Opportunity for Egypt's Development

PART TWO
Managing Systemic Risks

CHAPTER 3
Risks, Spillovers, and Distress

CHAPTER 4
Coping with Crises: Policies, Institutions, and Markets

GContents

Xv
Xvii

XXi

19

o1
99

67

Vil



viii CONTENTS
PART THREE

Regulatory Challenges 93
CHAPTER 5

The Dilemma of Tailor-Made versus Mainstream Regulation 95
CHAPTER 6

Toward an Enabling Framework 107
PART FOUR

Corporate Governance 121
CHAPTER 7

Financial Fiduciary Governance 123
CHAPTER 8

Corporate Governance and Shari’a Compliance 145
CHAPTER 9

Toward a Systemic Shari’a Governance Framework 181
APPENDIX

Islamic Finance: The International Landscape 205
References 217
Index 231



Preface

slamic finance is introducing challenges to the global financial landscape.

Islamic financial assets, despite the turbulence across all global financial
markets, have grown from around US$535 billion in the late 1980s to around
US$1.2 trillion in 2011.! They represent 0.5 percent of global financial
assets. Deutsche Bank’s Global Islamic Banking Report (November 2011)
anticipates a 24 percent compounded annual growth rate (CAGR) in Islamic
assets over the coming three years.

Islamic finance is built on different foundations from conventional finance.
An institution offering Islamic financial services (IIFS) adheres to Sharia-
inspired principles and rules, which take precedence over profit taking. The
building blocks of Islamic finance are: (1) promotion of fairness in transactions
and the prevention of an exploitative relationship and of fraud; (2) sharing
of risks and rewards between all parties involved in financial and commercial
transactions; (3) a tangible economic purpose for each transaction, sometimes
referred to as the principle of materiality; (4) the prohibition of interest; and
(5) the prohibition of engaging in activities prohibited by Shari’a laws.

These characteristics, particularly the asset-backed nature of Islamic finan-
cial assets and risk-sharing arrangements, have played a major role in mitigating
the impact of the 2008 global financial crisis on Islamic finance. These features
ensure a tighter link between the growth of economic and financial transac-
tions than would be permitted with conventional finance, and contribute to a
clearer identification of where risks lie.> They can be expected to limit the scope
for leverage. Kenneth Rogoff, a leading Harvard University economist, suggests
that Islamic finance demonstrates the advantages of more equity and risk shar-
ing over the bias in favor of debt instruments in conventional finance.?

1See, for example, M. Mohieldin et al. (2011).

20ne could surmise that these features would entail a closer link between monetary
and real economic expansion than in conventional finance, entailing possibly an
easier control of the general price level.

3Rogoff states: “In the ideal world, equity lending and direct investment would play
a much bigger role.” He further asserts: “With a better balance between debt and
equity, risk-sharing would be greatly enhanced and financial crises sharply muted.”
(Umer Chabbra, “International Financial Stability: The Role of Islamic Finance,”
Institute of Policy Studies, Islamabad, vol. 4, no. 2). www.ips.org.pk/islamic-thoughts/
1006-international-financial-stability-the-role-of-islamic-finance.pdf.
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Banks, conventional as well as Islamic, are subject to a wide range of risks.
In general, banking risk can be categorized into four groups: financial, opera-
tional, business, and event risks. However, Islamic financial institutions face a
mix of risks that are distinct from the ones faced by conventional banks. The
requirement of materiality, risk sharing in earnings-bearing deposits, liquidity
management, and operational risks stemming from Shari’a compliance high-
light the distinctions. The relationship with investment account holders or
depositors shapes the nature of a large portion of an IIFS’s liabilities and the
risks it faces. Also, the systemic liquidity infrastructure bears on the ITFS’s
ability to place excess liquidity or access liquidity when needed, affecting its
liquidity risks. Furthermore, the risk to earnings performance of conducting
non-Shari’a-compliant activity is specific to ITFSs.

The recent global financial crisis has highlighted the need for effective
risk management and the need for international regulatory standards to fos-
ter it. The observation is equally valid for Islamic finance. Accordingly, it is
crucial to understand the risk characteristics associated with Islamic finance
operations to set an effective risk management framework that is sound and
prudent, and to develop relevant international regulatory standards. The
financial crisis has also highlighted the importance of sound corporate gov-
ernance that safeguards the interests of all stakeholders, mitigates risks, and
fosters growth. In this context, it is crucial to focus on the corporate gov-
ernance challenges of IIFSs and establish a Shari’a governance framework.

This book’s messages are:

Islamic finance is an opportunity to seize to promote development, most
notably in communities where conventional finance leads to the finan-
cial exclusion of large groups of society.

Islamic finance has developed beyond infancy, and significant strides
have been made in its development.

Islamic finance faces risks that can result in specific distress, whether
idiosyncratic or resulting from spillovers.

Appropriate regulation can mitigate the mix of risks faced by Islamic
finance and increase its resilience.

Sound systemic Shari’a governance can strengthen the industry’s stabil-
ity and vibrancy as well as improve its performance.

The book contributes (1) a highlighting of the relationship of Islamic
finance and economic development, (2) a blueprint for a regulatory approach
to Islamic finance that promotes stability and vibrancy, and (3) an approach
to the development of a systemic Shari’a corporate governance framework
for Islamic finance.
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The book contains four parts: Part One provides a primer to Islamic
finance and highlights of its history. This part contributes an analysis of
recent developments and a survey of the landscape of Islamic finance. Part
Two is about risk, contagion, and distress; it provides a picture of how
global financial crises could affect Islamic finance.

Part Three considers the regulatory framework for Islamic banking. It
discusses the opportunities and challenges for regulators, policy makers,
and bankers. It provides an approach that can enable the mainstreaming of
Islamic finance while keeping it true to its principles.

Part Four is dedicated to the governance issue in Islamic finance.
It discusses the financial fiduciary governance and the Shari’a fiduciary
governance. It then presents an approach to the development of a systemic
Shari’a governance framework for Islamic finance activities.

Part One: Emergence of Modern Islamic Finance

Chapter 1: History and Core Principles of Islamic Finance This chap-
ter provides a brief history of Islamic finance, presenting only the
highlights of that history relevant to the industry’s development. It
does not go into the details of that history that are extensively cov-
ered in other writings. The chapter includes a primer of the founda-
tions and modes of operation of Islamic finance.

Chapter 2: Islamic Finance: Opportunity for Egypt’s Development Egypt
was an early mover in modern Islamic finance. The country offers
ample opportunities for the development of Islamic finance, as well
as for the contribution of the latter to Egypt’s development. Islamic
finance could rapidly grow beyond its current size of less than §
percent of the country’s financial assets. Islamic financial intermedi-
ation can contribute to deepening Egypt’s financial system, increase
the diversification of the services it offers, and improve financial
inclusiveness. It can offer opportunities for financing development,
whether at the state, corporate, small/medium enterprise, or con-
sumer level. At the same time, Egypt’s developmental needs and its
population’s values offer promising prospects for Islamic finance.
However, the introduction and development of Islamic finance raise
challenges to market participants, policy makers, regulators, and
supervisors, as well as standard setters. These challenges need to be
addressed. Dealing with them in a professional and systematic man-
ner is the best way to ensure the success of Islamic financial services
(IFS) and the opportunity the industry provides for the country’s
development.
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Part Two: Managing Systemic Risks*

Chapter 3: Risks, Spillovers, and Distress This chapter identifies risks
faced by Islamic financial services (IFS) and spillover and contagion
channels across conventional and Islamic banks as well as within
the latter group. It then looks at cases of Islamic bank distress where
the risks and channels of transmission were at play. The focus is on
systemic crises and not on idiosyncratic distress in a single institu-
tion offering Islamic financial services (IIFS) without risk of con-
tamination of other financial services. Particular attention is given
to the systemic crisis experienced by Turkey’s special finance houses
(SFHs) at the beginning of the 2000s decade triggered by the col-
lapse of Thlas Finance House in Turkey.

Chapter 4: Coping with Crises: Policies, Institutions, and Markets Chap-
ter 4 focuses on policies, institutions, and mechanisms to promote
financial stability and deal with crises. It deals first with the role
of liquidity provision in periods of financial stress. It then turns
to mechanisms of liquidity management consistent with Islamic
finance and the setups developed in Bahrain and Malaysia. The
chapter finally focuses on mechanisms to solve distress episodes
when they occur. It concludes by summarizing the vulnerability of
Islamic finance to a systemic crisis and provides recommendations
for an increased robustness and resilience of IFS.

Part Three: Regulatory Challenges

Chapter 5: The Dilemma of Tailor-Made versus Mainstream Regula-
tion Islamic finance offers opportunities for expanding invest-
ments, raising growth performance, and reducing poverty. It does so
by offering new financial services, an everyday event in the realm of
finance, whose fate is ultimately decided by market developments.
In this permanent evolution, market participants, regulators, and the
broader institutional environment face continuous challenges. Market
participants’ challenges lie in their ability to identify opportunities for
profit and to pursue them while complying with Shari’a and manag-
ing risks. The regulators’ challenge resides in their ability to provide a
systemic governance framework that promotes financial stability while
not stifling market vibrancy. Finally, at the broader institutional level,
the institutional infrastructure needs to enable the expansion of invest-
ments by incorporating features that mitigate investors’ risks.

4This part draws on Grais and Rajhi (2009). The authors would like to thank
Wassim Rajhi for his valuable contribution.
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Chapter 6: Toward an Enabling Framework This chapter focuses
on the regulators’ challenges to provide a regulatory framework
that enables market vibrancy, Shari’a compliance, market stabil-
ity, and a level playing field with conventional finance. It considers
an approach to avoid the “niche industry” solution as well as one
that would lead to tinkering with Shari’a principles. It considers the
rationale for regulating Islamic finance, and highlights the incon-
sistency of Islamic finance with general banking rules. The chap-
ter offers an approach that would allow Islamic finance to develop
without being hamstrung by the need to fit within the prevailing
banking regulatory framework.

Part Four: Corporate Governance’

Chapter 7: Financial Fiduciary Governance This chapter focuses on
the corporate governance (CG) arrangements of institutions offer-
ing Islamic financial services (IIFSs) aimed at protecting stakehold-
ers’ financial interests. Many ITFS CG issues are common with those
of their conventional counterparts, whereas others are distinctive.
In particular, ITFSs offer unrestricted investment accounts that share
risk features with common stocks held by shareholders but with-
out a voting right. The chapter first reviews internal and external
arrangements put in place by IIFSs to protect stakeholders’ financial
interests. It discusses shortcomings, notably in terms of potential
conflict of interest between shareholders and holders of unrestricted
investment accounts. It then suggests a CG framework that com-
bines internal and external arrangements to provide safeguards to
unrestricted investment account holders without overburdening an
ITFS’s financial performance. The chapter uses a review of 13 IIFSs
and regulatory information from countries where IIFSs have devel-
oped the most.

Chapter 8: Corporate Governance and Shari’a Compliance The struc-
tures and processes established within an institution offering
Islamic financial services (IIFS) for monitoring and evaluating
Shari’a compliance rely essentially on arrangements internal to the
firm. By being incorporated into the institutional structure, a Shari’a
supervisory board (SSB) has the advantage of being close to the
market. Competent, independent, and empowered to approve new
Shari’a-conforming instruments, an SSB can enable innovation likely

SChapters 7 and 8 draw on Grais and Pellegrini (2006). The authors would like to
thank Matteo Pellegrini for his valuable contribution to these chapters.



