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I would like to commend the authors for their efforts in researching and analyzing this important subject as more and more empirical and theoretical work needs to be done in the emerging fields of Islamic Banking & Finance.

This paper covered a large scope of issues but for the purpose of this brief written commentary, I will focus on the major themes and conclusion.

I must first however mention that this paper was not easy to read. Perhaps this was due to a rush in getting it out for early circulation. But in turn it caused me added strain as well as additional readings to try to ascertain the intent of the authors.

The empirical part of this paper focused on the cost of capital for the firm for various funding scenarios that include different modes of Islamic Finance. This is a very important topic for banking professionals as well as potential investors/shareholders.

The Ijarah mode of Islamic Finance was of particular interest in this discussion, and is worthy of a paper exclusively dedicated to its design, practice, and impact on a co-financed projects’ WACC. I would have liked to see a clearer numerical example (in equation form) to see how the cost of capital rises as Ijarah funding increases in the capital structure, as paragraph 4 on page 34 is not clear enough on this point (Assuming fixed-rate ….). I hope the authors will be successful in obtaining the proper data for a more informative analysis as they have indicated (paragraph 2, page 38).

This brings us to yet another problem that has become characteristic of Islamic financial institutions, namely secrecy and lack of transparency. The authors noted that they’ve received limited cooperation in this study from Kuwait Finance House (P.26) both on the structural design of their Ijarah contract and on their actual figures. This industry characteristic has undoubtedly contributed to the misinformation and confusion that a significant portion of the business community and general public have with regard to Islamic financial institutions and modes of finance. Thus, it was no surprise that this trend showed up clearly in the survey results of this paper.

The survey and its findings was the other key focus of this paper. I would like to know whether the samples used were simple random samples. More specifically, I would like to know whether every member of the target population had an equal chance of being included in the sample, in order to be truly representative (Recall the embarrassment of the pollsters who used random telephone numbers to predict a win for Dewey over Truman in the US presidential election, excluding those voters who did not have telephones from being included in the sample). The findings were nonetheless interesting and encouraging for Islamic Banks in predominantly Muslim markets.

Finally, I would like to suggest the authors avoid using terms such as “loan” and “borrowings” and even “interest-free” when referring to Islamic modes of finance, as this can be confusing and misleading.

Islamic teachings are clear in their prohibition of interest in the loan contract, as the “loan” is deemed a brotherly act of benevolence. Hence the loan contract is not used as a mode of finance by “for profit” Islamic financial institutions. The only exception I am aware of is the Islamic Development Bank whose mission calls for developmental assistance.

All of the mainstream modes of Islamic financing such as Ijarah and Murabaha contain an “implied” rate of interest that is readily computable based on expected projections. Hence the term “interest-free” can be somewhat confusing for most people who are trying to understand what Islamic banking and finance is all about.

The human preference for early income enjoyment with respect to deferred income, which is the basis for the time value of money, is not challenged in Islamic teachings except as a condition in the loan contract. The implied interest in Islamic Finance contracts is not the same as the explicit interest in the loan contract; the differences amount to considerably more than window dressing, hence the wisdom of prohibiting the latter and allowing the former.

The authors make some very interesting observations and recommendations, such as their recommendation of applying the Malaysian model of dual banking systems in Kuwait, because international law is enforceable there, among other things.

Indeed a lot of thought and hard work went into this undertaking, and I’d like to thank the authors and the Islamic Development Bank for their efforts and good work.
* Senior Manager, National Commercial Bank, Head Office, P.O. Box 21481, Jeddah 21481, Saudi Arabia.
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