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The paper’s main objective is to evaluate cost-effectiveness of Islamic finance, when combined with conventional finance. The analysis is primarily based on a case study of a $ 2 billion petrochemical project in the state of Kuwait, which was co-financed by Islamic and conventional financial institutions. The project was financed using equity, interest-bearing long term loans and Ijarah, the Islamic counterpart of leasing
. The method of analysis consists in appraising the effect of introducing Islamic finance, specifically Ijarah and Musharakah, on the weighted average cost of capital (WACC) of the financed project. The main conclusion of the paper is negative in nature: “Interest-free banking system does not necessarily reduce the weighted average cost of capital of a project”. Put in other words, the same conclusion states that “empirical results fail to corroborate the presumed benefit of combining Islamic finance with conventional finance”.

The present comments will focus on the discussion of the validity of such a conclusion.  Incidental comments on specific points that are important enough to be mentioned, are put   in an appendix to avoid disrupting the attention of the reader.

Co-financing : Rationale and Lawfulness

Is there a Need for Co-financing?

The commented paper addresses this issue both theoretically and empirically, using a questionnaire directed to the financed company, Equate Petrochemical Company, to a random sample of fifteen other industrial companies in Kuwait, to another sample of one hundred individuals living in Kuwait and to a conventional financial institution, the Industrial Bank of Kuwait.

On the theoretical ground, it is first suggested that a heterogeneous banking environment, where Islamic finance coexists with conventional finance, will lead very likely to co-financing of projects. It is then argued that coexistence is useful and could generate more competition and thus bring about more efficient allocation of resources. It is even put forward that an heterogeneous banking environment is a necessary condition for the survival of Islamic banking in the long run. A further argument in favor of co-financing is added in the particular case of Musharakah financing. It may be summarized as follows: As Musharakah is rather risky, a substantial contribution of a conventional financier in the form of a long term loan, would act as a signal of creditworthiness of the project and would therefore constitute an incentive to the Islamic financier to enter into a co-financed deal through Musharakah.
What to think of these arguments? Admittedly, coexistence of the two financial systems in the same country or region may facilitate the structuring of co-financed deals. However, it is neither a sufficient condition for co-financing nor a necessary condition for the survival of   the Islamic financial system. A priori, the two systems may co-exist and yet function in isolation from each other. The supposed positive effect on competitiveness and efficiency is related to the distribution of market power in the banking industry rather than to its heterogeneous nature: A fully and exclusively Islamic banking industry may theoretically reach a high level of competitiveness if it is formed of a large number of Islamic financial institutions, having each a moderate market power. The argument conditioning the survival of the Islamic financial system on the heterogeneity of the industry is rather unsubstantiated and, more importantly, seems to contradict the Islamic faith: Being prohibited, riba could not be a necessary and long lasting component of an Islamic financial system. Co-existence may be accommodated as a transitory arrangement, but ultimately, an Islamic system completely purified from riba should be able to survive on its own. 

On the empirical ground, the paper provides useful and first hand information on the attitudes of industrialists, bankers and individuals regarding the use of either Islamic or conventional financial tools, as well as on the motives for combining the two, when applicable. The collected data show the following:

There is a demand for both types of finance. Half of the industrial firms have used Islamic finance and another one sixth of them consider to do so. Yet, one third of them have relied only on conventional finance and declared that they would continue to do so. The same heterogeneous attitudes are also observed  in the case of individuals, even among Muslims: 22% of the Kuwaiti respondents show a preference for Islamic banks as a source of finance, while a bit less than 15% of them indicate that they prefer conventional borrowing. The source of financing is said to be irrelevant for around 13% of them.

There is evidence of co-financing industrial projects. Islamic finance, whenever used by industrialists, was supplemented with conventional finance. Moreover, the former did not exceed 20% of the total funds.

Religious belief may be an important factor of decision making regarding the sources of funds. But it is not the only one. Cost effectiveness is also important, and in some cases, such as in the case of the Equate project, it is the most influential factor;

The reported attitudes show that there is a de facto case for industrial projects co-financing between Islamic and conventional banks. However, it remains to be checked whether combination of the two sources of finance is acceptable from the Shari[ah point of view or not.
Is co-financing lawful?

The paper discusses this issue under the heading of what is called “ethical considerations”. To begin with, it recalls two arguments which tend to show that co-financing is unethical. According to the first argument, it may be unethical for Islamic financiers to invest in companies that contract interest-bearing debts, as they would be encouraging riba. The second argument states that the introduction of interest-bearing funds to a project creates an unethical dilemma for both the investor and the financier, as they would act in disrespect to the moral law, in this case Shari[ah. Though not thoroughly discussed, these arguments were implicitly rejected at a later a stage in the paper, when it states that “it could be considered ethical for Islamic financiers to take part in a co-financed project”. This is because the deal is beneficial to the investor and contributes positively to the economy and the society. 

It should be noted that the discussion of the issue is carried out in terms of ethics and not in terms of lawfulness. Though ethics refers to a moral law and Shari[ah is considered to be the moral law of Muslims, the respect of an ethical code is a weaker and rather vague requirement, as compared to lawfulness. The latter is the rule by which are supposed to abide both Muslim investors and Muslim financiers. From the investor’s perspective, it is clear that indulging in interest-bearing deals, whether separately or in combination with interest-free financing, is unlawful. Viewed from the financier’s perspective, the lawfulness of co-financing depends on the mode used by the Islamic financier.

In the case of a Profit-and-Loss Sharing (PLS) mode, an objection to co-financing may be raised: The Islamic financier would share in an impure income on one hand, and he may be considered on the other hand as responsible of indulging in riba transactions in his quality of a partner. This question is much debated among Islamic jurists and no definite conclusion on it has been reached yet. The OIC Fiqh Academy has discussed the issue in a number of seminars and in its seventh and eighth annual sessions. It agreed to postpone the decision until further in depth studies are conducted. 
If an Islamic bank enters in a co-financed transaction, using sale-based modes, such as Murabahah, Instalment sale or Ijarah
, it will receive payments which have nothing to do with the interest paid by the investor to the conventional co-financier. Moreover, it will not share in the ownership of the project and as such will not bear any responsibility in the decisions of the management to indulge in interest-bearing transactions. Therefore, co-financing seems to be lawful in this case.

Assessment of the cost-effectiveness of Islamic finance used in combination with conventional finance: some methodological considerations

The method used in the paper to assess the cost-effectiveness of Islamic finance consists in evaluating the effect of replacing conventional debt with an Islamic mode of financing on the weighted average cost of capital of a project (WACC). This is defined as the sum of the costs of the various sources of financing used in the project, weighted by their respective shares in the total cost of the project. 

The paper starts with calculating the WACC of the Equate project, using the actual shares of the different sources of financing: 40% equity, 50% interest-bearing long term debt and 10% Ijarah. Then it examines the behaviour of the WACC following a gradual replacement of conventional debt with Ijarah or by PLS modes (Musharakah or Mudarabah). From there a general conclusion is drawn. It implies that introducing Islamic finance, whatever mode is used, would result in an increase of the weighted average cost of capital of the project, any project. This method calls for a number of observations:

The conclusion is a generalization of empirical results obtained in a special case, the Equate case. A priori, nothing guarantees that the results are not specific to the selected case, and that a similar exercise undertaken on another project would not lead to different conclusions. An alternative method, in my view more appropriate, would be to find out analytically the effect on the WACC of introducing Islamic finance and to use the Equate case as an illustration. 

The conclusion concerns Islamic finance in general, while the calculations which led to it were based only on the use of Ijarah or Musharakah/Mudarabah. Two other modes, namely Murabahah and Istisna were also considered, but ultimately discarded. In the case of Murabahah, it is argued that “if the mark-up price of the Murabahah context is calculated on the same basis as the lease profit of the Ijarah, then it is logical that both financing tools will behave in a similar manner”. However, it is not clear why this is logical. Indeed, if we accept that Ijarah and Murabahah are the Islamic counterparts of leasing and loan respectively, and recalling that the WACC varies when leasing replaces loans or vice versa, one should expect the WACC to behave differently, according to whether  conventional debt is replaced with Ijarah or with Murabahah. As for Istisna[, it was not considered a suitable tool for project finance, as “it is a temporary form of financing which involves advanced payments”.  However, Istisna[, or more precisely two-tier Istisna[, may well be used to finance projects, on the lines explained hereafter. The investor orders the bank “to manufacture” the required equipment, with the payment being deferred to any agreed upon date or dates. The bank, in its turn, orders a manufacturer to manufacture the same, with payment possibly made in advance or at the time of delivery.
 

The effect on the WACC of introducing an Islamic finance tool, e.g. Ijarah, is calculated on the basis of making it substituting conventional loan. But, one would rightly think that if the loan is replaced with a conventional lease, the WACC would also change. So it is not justified to attribute the calculated change in the WACC to the Islamic financial tool only. A more accurate method of evaluation the effect of Islamic finance, in my view, would be to introduce an Islamic financial tool in lieu of a conventional one of the same category: Ijarah in lieu of leasing, PLS modes in lieu of equity and deferred payment sales (e.g. Murabahah or two-tier Istisna[) in lieu of loans.

In addition to the above mentioned methodological remarks, the empirical conclusions reached in the particular case of Equate are unlikely: Interchanging the weights of Ijarah and conventional debt (10% and 50%) results in almost a threefold increase in the WACC. This result is a priori surprising, if we recall that the tax rate on profits is very low (4.5%)   and that the Ijarah profit is based on a benchmark rate which is equal to the interest rate on the loan. Therefore, we will try to scrutinize in what follows the calculations which founded the central conclusion of the paper.

Effect on the WACC of a gradual replacement of conventional loans by some Islamic modes of finance: the Equate case reappraised

The WACC corresponding to Equate’s actual capital structure

The capital structure of the Equate project is as follows: 50% nine-year maturity debt, 40% equity and 10% Ijarah, divided in two tranches of equal amounts and at eight and ten-year maturity, respectively. Denoting kd, ke and kl the after-tax cost of the three components of capital respectively, the weighted average cost of capital of the Equate project is equal to:

WACC = 0.5 kd + 0.4 ke + 0.1 kl

Cost of equity

The cost of equity is determined using the Gordon model, which assumes a constant growth rate of dividends over a very long period of time (theoretically infinite).
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Where P0 is the intrinsic value of the firm at time 0, D1 is the cash dividends expected to be paid in period 1, starting at time 0, and g is the constant future growth rate of dividends. 

The applicability of the Gordon model requires first that ke is greater than g and more fundamentally that the firm is not in its pioneering phase, so that dividends may be expected to be reasonably stable. It is clear that the last condition is not satisfied in the Equate case. Furthermore, the estimation of the growth rate on the basis of expected dividends for only four years is quite inaccurate, as it is very sensitive to any change in the figures. In fact the paper reports that the expected profits of $334 million turned out to be an actual loss of $210 million. The unavailability of relevant data to estimate the cost of equity more accurately, may however justify the method used, in spite of its shortcomings. Taking 1997 as the starting period, the application of the method gives a cost of equity equal to19.72%.

Cost of Ijarah

When using Ijarah, all lease payments are tax-deductible,
 while only interest payments are deducted when a loan is used. But the use of Ijarah implies that the asset is not owned by the investor (the lessee) who is therefore not allowed to benefit from the tax deductions on depreciation. The after-tax cost of Ijarah should reflect both gains and losses of tax deductions. 

The determinant factor of the cost of Ijarah is the benchmark rate used by the lessor to determine his required return. One could assume that the interest rate on loans of the same maturity is naturally used as a benchmark rate. This is in fact the assumption made in the paper. However, it could be otherwise for at least two reasons: First, being asset-backed, Ijarah may be considered less risky than a term loan of same maturity, and as such a lower benchmark rate would be required. Second, the lessor, as owner of the asset, may benefit from investment tax credit and depreciation tax deductions. He may be willing, under some circumstances, to pass on part of these benefits to the lessee, in the form of lower lease payments. 

Having no information on the benchmark rate actually used by the lessor, Kuwait Finance House, we stick to the assumption of the paper, i.e. we assume a fixed benchmark rate of 8.25% per year. We further assume straight-line depreciation and constant annual lease payments.

The annual lease payments, noted A, are given by the following equation:  

(1+ r)T * L - A
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Where L is the amount of the lease (here $100 million for each tranche);

T is the maturity of the lease (8 years for the first tranche and 10 years for the second);           r  is the benchmark rate (8.25%); and

PVa (T,r) is the present value of $1.00 received per year for the next T years,    discounted at r percent.

Using the above equation, we found that the annual lease payments amount to $17.567 million for the first tranche and to $15.071 million for the second tranche. 

Noting ( the tax rate, equal in the present case to 4.5%, the cost of each tranche is given by the following equation:
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Using data corresponding to the first tranche of Ijarah, equation (2) may be rewritten as follows:  

PVa ( 8, kl ) = 
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The resolution of equation (3), using the trial-and-error method, provides the cost of capital for the first tranche Ijarah, which is equal to 7.90%. 

Similarly, applying data corresponding to the second tranche of Ijarah to equation (2) gives the following specification:

PVa ( 10, kl ) = 
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Equation (4) is also resolved using the trial-and-error method. The corresponding cost of capital is found to be equal to 7.91%.

The weighted average cost of capital

WACC  = 19072% * 0.4 + 7.88 % * 0.5 + 7.90% * 0.05 + 7.91% * 0.05 = 12.62%

The effect on Equates’s WACC of substituting Ijarah to conventional debt

It is clear from the previous calculations that there is a very slight difference between the cost of capital of Ijarah and that of conventional debt. This result is not surprising; for, on one hand, the benchmark used to determine the lease profit was assumed to be the same as the interest rate applied to conventional debt; and, on the other hand, the tax rate is very low.

Under these conditions, a substitution of Ijarah to debt is not expected to modify significantly the weighted average cost of capital. Indeed, we found that, when the WACC is expressed with two-digit after the decimal point, it remains unchanged following an increase of the share of Ijarah up to 30% (and a decrease of conventional debt down to 30%). The WACC increases by only one hundredth point (12.63%) when the share of Ijarah ranges between 40% and 60% (the latter corresponds to a full replacement of conventional debt by Ijarah).

The effect of replacing Ijarah and/or debt by Musharakah

If we admit the assumption of the paper, i.e. the cost of Musharaka is the same as the cost of equity, then an introduction of Musharakah would obviously result in a significant increase of the weighted average cost of capital of the project. This is understandable, recalling that Musharakah is much more risky than either Ijarah or loans.

Concluding remarks

The discussion above shows that the Equate case does not provide an empirical support to the main conclusion of the paper regarding the negative impact of Islamic finance on the firm’s cost of capital. Furthermore, the calculated effect of substituting Ijarah to conventional debt will equally be observed if the latter is replaced by conventional lease.

In order top avoid mixing up the effects of introducing financial tools of different types (e.g. debt versus equity or leasing) with the effects of using financial tools of different nature (i.e. Islamic versus conventional), one should start with selecting a certain category of financial tools. Then he should compare the cost of capital corresponding to the use of the Islamic and conventional versions of that financial tool.  Our previous discussion show that, in this case, the WACC will not be affected , unless the benchmark  rate used to determine the required rate of return on the Islamic version of the tool differs from the rate applied to the conventional version. Research aiming at assessing the effect of introducing Islamic finance on the firm's cost of capital should therefore focus on the factors which would explain why the benchmark rate used to find out the required rate of capital on an Islamic financial tool may differ from the rate applied to its conventional counterpart.

Appendix

Miscellaneous comments

Differences of opinion among schools of thought, regarding present day content  of riba, seem to be overdone (page 10, next to last paragraph). As far as interest on loans is concerned, there exists a  general consensus among Muslim scholars that it comes under the scope of the prohibited riba. The opinions attributed to the Hanafis (not every increase is usurious) and the Malikis (delayed payment sale is usurious) need, in my view, to be checked and made more specific.

Sufficient care should be given to the terminology used. More specifically, lending should not be used as a synonymous of financing. Lending is only a particular form of financing, where a commodity or money is provided by the lender against a promise by the borrower of a future reimbursement of the same loaned commodity/money, with or without premium. PLS financing does not satisfy this definition while Qard does. At three places in the paper, the terms lending/borrowing are used improperly:

“Islam requires that borrowers and lenders should share both profits and losses equitably…” (page 12). When the financier shares in the profit of the financed operation, he does not act as a lender.

“75.8% have never borrowed from an Islamic bank…28.8% have borrowed from Islamic banks…” (page 27). Though it is possible to borrow from an Islamic bank (Qard hasan), what is meant here is most likely financing in general and not mere borrowing.

“Borrowing, irrespective of whether interest free or with interest, has costs associated with it”. (page 38). Borrowing, when interest free, does not have costs associated to it; but interest free financing does.

The link between political pressure to pass legislation promoting the Islamic banking industry and the establishment of the IDB is not clear to me (page 15).

When determining the cost of equity for the Equate project, using the Gordon model, the authors chose 1997 as the starting year to calculate the growth rate and 2001 to determine the initial dividends and the initial market value of the project. It would be more consistent to choose the same initial year.(Pages 31 and 33)

Costs of Ijarah and of debt are first calculated as dollar amounts (page 33). But, on the next page, when replaced in the formula of the WACC, they are treated as if they were percentages. (They are added to the cost of equity which is expressed as a percentage).

Figures 3 and 5 (pages 36 and 37) are inconsistent: The maximum of the WACC, reached when Ijarah replaces fully conventional debt, is less than 35% in figure 3, while it comes close to 50% in figure 5.
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� Ijarah is not equivalent to the well known financial leasing. Among its distinctive features, we may note the following: (1) All the liabilities emerging from the ownership of the lease asset are to be born by the lessor, (2) The lease period commences only on the delivery of the asset to the lessee, and (3) Rentals are no longer due if and when the asset loses the function for which it is leased. For more details, see Muhammad Taqi Usmani, An Introduction to Islamic Finance, Idaratul Ma’aref : Karachi, 2000.


� Ijarah is a sale of the usufruct of an asset.


� See Usmani (2000), op. cit., pp. 198-200.


� Tax-deductibility depends in fact of the fiscal system of each country. For instance, in the USA lease payments are fully deductible only for true leases.
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