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ABSTRACT

This paper examines the issues concerned with the concept of Islamic finance and its application to industrial projects in the State of Kuwait; it is based on an empirical investigation of a deal, structured for Equate Petrochemical Company, and is co-financed by conventional and Islamic financial institutions. More specifically, the paper investigates the significance of dual project finance (Islamic and conventional finance) for a company's cost of capital relative to that of conventional or Islamic finance, on its own exclusively.

The methodology used is that of quantitative, statistical analysis supplemented by qualitative survey data - mainly questionnaires and interviews that were conducted with industrialists, individuals, and conventional and Islamic financiers in Kuwait. The theoretical analysis involves the application of financial theories related to cost of capital to determine the cost-effectiveness of Islamic project finance.

The paper first reviews the various aspects of Islamic project finance, such as issues relating to Islamic financing techniques, ethical issues and its similarities with conventional banking practices, and specifically examines the appropriateness of Islamic financing for industrial projects. The analysis employed in testing this hypothesis is both empirical and theoretical and exhibits diversity of views amongst industrialists, individuals, and conventional and Islamic financiers. Theoretical results show that the supposed interest-free banking system does not necessarily reduce the weighted average cost of capital of a project, thereby creating policy implications. The empirical results fail to corroborate the perceived benefit of combining Islamic finance with conventional finance.

The paper concludes by examining the recent trend towards an Islamic financial system, the deterrents and stimulants of the growth and development of Islamic finance, the problems of Islamic financing techniques, the need for disciplined practices in Islamic banking and the need to clarify the concept of Islamic finance to the public. Furthermore, recommendations address actions that can be undertaken by conventional and Islamic banks to improve their performance and contribute to the progression of the Islamic financial market.

1. Introduction

Financing polices of firms are universal in raising finance for new projects.  There are three main choices: use retained earnings, borrow through debt or issue new shares.  Thus a standard firms’ capital structure comprise of retained earnings, debt or equity; a capital structure that defines ownership, in developing and developed countries, (La-Porta, Leopez-de Silanes and Shliefer, 1999). Firms operating in Islamic countries also mirror such a capital structure due to historical reasons. Therefore, it is inevitable that capital structure of firms will affect corporate behaviour (Hutton and Kenc, 1996). Applying Hutton and Kenc analysis, it can be said that the conduct of firms financed through Islamic mode of finance may also exhibit similar characteristics and in turn should influence the cost of capital. Thus financing policy, capital structure and ownership behaviour is linked through cost and returns, which are also affected by taxation and depreciation provision policies of governments, more so in some countries than others. Hence, combining conventional and Islamic mode of finance for companies and projects will influence on cost of capital, return, and ownership, irrespective of how the cost/ return is built into the deal: either through a end return element, profit or loss.

Academics,  Modigliani and Miller (1958, 1963), King (1974, 1977) and practitioners in industrialized countries have developed complex models to study the impact on cost of capital when combining debt and equity.  There are a few studies, Prasad, Green and Murinde (2001), Brada and Singha (1999) and Hussain (1995), which study capital structure related issues of developing countries.  However, there is a conspicuous gap in the empirical research on the impact of co-financing (combining conventional finance with Islamic finance) project and businesses and its impact on company’s cost of capital. Study of this gap has implications for Western and Islamic countries government’s policies in developing and attracting foreign investors and at the same time utilizing and empowering Islamic finance providers.

Over the last decade Islamic mode of financing has become more internationalized as it began to compete with conventional banking sectors, in particular in western countries where considerable Muslim population now live, e.g. UK has 1.5m. A large number of Western financial institutions, following the lead of Citibank, now have their own subsidiaries or, at least, Islamic divisions which develop and market products aimed at their Islamic clientele. The assets of financial institutions have grown more than 40-folds are estimated to be over $230bn mark (Warde, 2001). Islamic banking literature is now easily accessible to western economists, practitioners. Research brief of Islamic and Western researchers has moved from description to product innovation, regulatory compliance and application of Islamic principles to package existing conventional products to mobilized vast pools of financial assets held by Muslim populations world over.  Notably, global   institutions such as Citibank, Dresdner Kleinwort Benson, the ANZ Group and others   long have recognized the importance of the pool of financial assets held by the Muslim world but more recently, HSBC, Lloyds/TSB and Barclays banks in UK have began to explore how to tap into this niche or to sensitize the existing products to comply with Islamic financing principles as there are a number of restrictions laid down by the Shari[ah, (Islamic jurisdiction derived from the Holy Qur’an and the sayings and deeds of the Prophet Mohammed). The Shari[ah prohibits riba (payment over and above what has been lent, translated by Islamic scholars today as being equivalent of interest) the main factor which distinguishes conventional banking from Islamic mode of financing.  The Shari[ah encourages profit through trading activity. 

To mobilize funds, Islamic banks use profit sharing as a substitute to the payment of interest, where return is neither fixed nor guaranteed.  Work by Murinde, Naser and Wallace (1995); Bokhari, (2000) and Siddiqi (1983) suggest, the banks’ prudence is not affected through profit sharing. Conventional banks raise funds through deposits, where fixed interest is paid, and through debt financing; whereas Islamic banks capital structure comprises a high proportion of profit sharing using funds collected via investment accounts. (Al-Deehani, Karim and Murinde 1996)
.  Such variant capital structures of conventional and Islamic banks, inherently will have different charging structures for lending money to firms, and has implications for the firm’s cost of capital. Earlier work of Modigiliani and Miller (1958, 1963), Modigiliani (1988), Myers (1986, 2001) and Miller (1977) consider capital structure in the context of debt and equity. Though, Al-Deehani, Karim and Murinde (1996) consider the capital structure for Islamic banks, there is dearth of empirical studies, which examine how co-financing deal, impact upon the firm’s cost of capital.

This paper, using the capital structure theories, investigate co-financing issues for industrialist companies in the State of Kuwait that raise project finance using equity, conventional and Islamic finance. The introduction discusses the key issues, definition, concepts and reviews literature to provide an overview and the purposes of the study; followed by the   section explaining the methodology used. Then there is a case study of a co-financed deal for a company in Kuwait, namely, Equate Petrochemical Company (Equate), which includes a brief background about the company and its co-financed deal structure and examines the impact on the capital structure of Equate Petrochemical Company, using   theoretical values in absence of actual data. The final section draws conclusions and suggests lines of exploration for further case studies to examine the issue of Islamic finance and the problems encountered in structuring a co-financed deal, if any.

2. The background: reconciling Islamic Finance

The background to the modern debate on Islamic finance derives its motivation from the basic principle of riba (interest), a payment on savings, not a payment on productive resource mobilization into real and active economic activities (Choudhury, 2001). The prohibition of riba in Islam means that Islamic banks cannot incur or earn interest in their financial transaction, which is to prevent exploitation, maximizing social benefits, and encourages productive investment and trade. The Islamic system encourages equity financing and seeks to reward the entrepreneurial spirit that shares distribution of risk and reward (Duncan, 1996).

On the basis of trade rather than interest, Islamic banks have developed various financing techniques for trade and project financing, such as Mudarabah, Musharakah, Murabahah, Istisna[ and Ijarah (Iqbal, 1997). However, a capitalist economy consists of a complex monetary system. Monetary agents seek to maximize profit by raising the interest ‘spread’, that is, the difference between earnings on loans and costs of servicing deposits. Such a system would continue to operate as long as monetary agents provide facilities for savers, ‘reward’ on their deposits and provide monetary resources for borrowers, who in turn pay interest for these resources. “Should interest be abolished from this market, the whole system will topple down” Shirazi (1990). Keynes (1931), Fisher (1933), Veblen (1904), cited in Dar and Presley (1999) attributed interest to be a destabilization force in the economy, causing ill liquidity. Dar and Presley (1999) argue that a monetary equilibrium would result in the stagnation of an economy since entrepreneurs would no longer seek to expand or contract their activities.
Conversely, (Laliwala, 1994) argues that an Islamic approach contributes to the prosperity of an economy; as it encourages the increase of output for goods and services through labour, enterprise, saving, innovation and justice without exploitation, in turn, reducing poverty and unemployment; a view consistent with the Keynesian liquidity preference of interest theory, which suggests that if savings are not invested or utilized for production, then interest paid on these savings cannot be justified since refraining from consumption leads to economic recession (Keynes, 1936: Cited in Laliwala, 1994). Statistics indicate that usury leads to wealth inequality, where developing countries have become heavily in debt to Western lenders, for example, the external debts of Mexico, Indonesia and Brazil reached US$165.7 billion, US$107.8 billion and US$159.1 billion in 1998, respectively, and Pakistan, Egypt, Turkey, Morocco and Algeria are amongst the highly indebted countries, hence, in such countries, there is not enough money remaining for essentials e.g. food, healthcare and education (UNDP Human Development Report 1998). Such inequalities are recipe for social, political and economic exclusion, which in turn has other adverse impact on the fabric of a society.

Effective economic growth can be achieved in Muslim countries if innovative methods in interpreting principles of Islamic jurisprudence are used to maximize potential resources of investors (Ebrahim, 1999).  However, one of the major criticisms of Islamic banking is the lack of standard interpretation of the Shari[ah, especially on issues related to debt and equity financing (Parker, 1995); a view supported by (Martin, 1997). 

While conventional systems compensate high risk with high return, incorporating high interest. When financing a project using Islamic funds does not hold such a direct relationship; high return will have high risk but there is no additional compensation, like in the case with conventional finance.  Therefore, synthesis of new methods of Islamic finance is insufficient without the skill of selecting the appropriate method that would maximize return and minimize risk for the financier (Fernandez, 1997).  This selection process compels the financier to distinguish between projects, which will maximize wealth of owners, and those, which have negative net worth.

Ebrahim (1999) demonstrates the importance of innovation in Islamic financing techniques by developing mathematical models that Mudarabah can be financially engineered in accordance with clientele risk preferences by adjusting the profit sharing in proportions, and in accordance with financial objectives of the investor, such that the investor can share profits as with an income bond, share project appreciation as with a participating bond, or sell the Mudarabah contract in the secondary market rather than terminating it at an inopportune moment.  Such liquidity encourages participation and enhances the development of financial markets.

Siddiqi (1991) describes Mudarabah, where the bank provides finance and the other party is responsible for management, creating an agency relationship, capable of exploiting business potentials, maximizing net worth. In this case financiers may be reluctant to employ Mudarabah in project finance, as the financier only provides capital and no management input, thereby leading to high agency cost and risk exposure. The financier is subject to full responsibility of capital losses as well as claims from third parties in the case where the project is unsuccessful, provided the borrower is not guilty of willful negligence (Fernandez, 1997). 

In contrast, Musharakah (joint venture), characterized with more certainty than Mudarabah, is the most widely used form of project finance, where losses are borne by both parties of the financed deal according to pre-determined proportions of participation in the project. The sharing of financial risks and rewards in an Islamic financial system implies that the relationship between Islamic banks and their clients involves more banker-client interaction such that information asymmetry is minimal, unlike the relationship of conventional banks and their clients. In an Islamic financing deal such as Musharakah, it could be inferred that the agency problem, where conflicts arise between the stakeholders of a business due to differences in their interests (Watson and Head, 2001), becomes less of an issue between the bank and the client, as both parties share the same information. Though a plausible proposition but its practicalities are debatable.

On the contrary, Khalil and Rickwood (1999) demonstrate through an empirical study that a Mudarabah contract creates a typical principal-agent problem, where the bank is the principal delegating authority of managing an investment to the client who represents the agent, which implies that the agent has inside information related to the outcomes of the project, thereby creating a situation of asymmetric information between the bank and the client.  In such a situation, it becomes vital for the bank to monitor the client’s entrepreneurial effort efficiently and effectively to avoid opportunistic behaviour from the part of the client. Islamic banks usually select their agents in a Mudarabah contract based on several critical factors including reputation, experience and frequency of transactions with the bank, having good borrower’s credit record (Khalil and Rickwood, 1999). However, the efficiency and effectiveness of the contractual governance structure of Mudarabah remains questionable since the agent selection process may be arbitrary, lack full information set to arrive at a decision, biased, inadequate or may limit the number of transactions it can undertake thereby constraining the scope of an operation.

It is suggested that Islamic banks lack expertise in appraising projects, in particular in the case of Musharakah, where the partnership requires that, amongst other aspects, the bank should share in the management of the project with the client, a prospect remotely expected to materialize in real business environment. In allocating funds, banks’ primary concern is to maximize their return therefore, wider economic, political and social factors are useful to the extent of protecting their interests. However, Islamic financier may be more willing to enter into a co-financed deal under Musharakah, if the conventional financier’s portion was greater than that of the Islamic financier, such that the majority of the risk is borne by the conventional financier, Musharakah a model commonly used in practice.

Ijarah (leasing), a commonly accepted financing facility characterized by a similar structure to that of the conventional leasing which conforms to the laws of many countries is consistent with Islamic principles (Fernandez, 1997). Fernandez has classified Ijarah and Bay[ Bi thaman al [ajil (Murabahah and Istisna[) under debt finance and can be recognized as leasing contracts and forward purchase contracts of interest-based conventional financial systems, respectively. (Ghalayini, 1995), Ijarah facility is a flexible facility since the lease payments can be short-term or long-term, financing and prices can be on a fixed or floating basis, unlike fixed-term or fixed-date trading contracts e.g. Murabahah and Istisna[. The flexibility of Ijarah has allowed this facility to experienced an accelerated growth in the Arabian Gulf region, although there is an absence of corporate tax, such that an Ijarah transaction would not bring any tax benefits to either party of the deal, a major taxation benefit in the Western countries which makes leasing attractive for firms. Another possible reason for the growth of Ijarah in the Gulf region is its similarity with the conventional leasing facility, hence resulting in the enforceability of the conventional lease contract in the Gulf region, whereas it could be difficult to enforce other interest-based financial contracts in the courts of some Gulf countries. Third advantage of Ijarah is that, unlike other financing techniques, there is no exposure to credit risk from the lessee, since a lease transaction is by definition asset-backed. Moreover, from the bank’s perspective, Ijarah can generate returns that are in excess of the cost of the asset and longer-term than those offered by other financing instruments.

There is some ambiguity in the cases of Murabahah and Istisna[, where transaction can be interpreted as a form of riba since the profit is pre-determined and bears no risk (Siddiqi, 1983). However, it can be argued that the compliance of Murabahah and Istisna[ with the Shari[ah depends on the nature of the transaction; in order for these financing vehicles to comply with Shari[ah, it is necessary to physically perform the trading transactions such that the financier is bearing a risk of default or damage during the transit time of transporting and owning the asset up to the time of sale to the client. Such a transaction has time lag before the ownership of the asset is passed over and can be a useful ‘bridging’ cost free facility but the provider will build in-to the contract a time value of money for the transit period. It is perceived that most Islamic banks fail to realize the physical aspect of a transaction, such that the whole trading transaction is performed through the signing of documents of purchase, sale and transfer of goods, hence avoiding risks involved in handling Siddiqi (1991). 

Fernandez (1997) has distinguished between equity finance and debt finance, finding a close resemblance of Islamic equity project finance and conventional financial systems, such that Musharakah and the joint-stock company concept both involve equity participation. Mudarabah can be associated with the conventional portfolio management business in the sense that in both cases one party is a mere provider of equity while the other party is responsible for management. 

However, in the case of conventional portfolio management, investments are diversified across a range of projects for the purpose of minimizing risk. Losses from one project can be compensated by profits from another (Arnold, 1998), while in the former case the purpose is to encourage selection of projects that will contribute to economic growth and maximize wealth whilst complying with Islamic moral rules i.e. projects that do not involve activities which have adverse impact on human being, society and may create social, economic or political disorders.  

3. Ethical Considerations 

 Riba creates the main distinction between Islamic and conventional finance; Islamic finance is concerned with the profitability of the project and more importantly, its viability, while the size of the collateral is a major concern for conventional banks (Ariff, 1988). This implies that some feasible and economically viable projects may be rejected by conventional banks due to lack of collateral, which hinders economic development, impacts on entrepreneurial activities, effects of which are equally significant for developed and developing countries. Lack of collateral and interest creates barriers for start-ups and an expanding businesses (Deakins  and Hussain, 1993). Therefore, conventional funding structures are impediment to economic progress, which are considered to be unethical in Islamic banking. In contrast, Islamic banks are capable of financing such projects on the profit and loss sharing (PLS) basis, without the need for collaterals. This improves access to finance for businesses and combines a fair return with an ethical orientation in investments.  “…Islamic equity funds are, part of a larger group of ethical investment programs. They address the needs of a class of investors who are concerned about public issues, social justice or certain individual preferences.” (Elgari, M; Cited in Moore, 1997: 83). Moore (1997) states that there is evidence of ethical equity funds, e.g. for projects concerned with environmental protection, outperforming conventional funds, hence, theoretically, Islamic funds should outperform. He justifies the out-performance of ethical funds by the more stringent scrutiny of the fund managers, in comparison with conventional fund managers, and the increase in global awareness about ethical issues, which in turn increases the popularity of ethically oriented projects. 

El-Gamal (1997), demonstrates through a theoretical model that, in order for Islamic banking to survive in the long run, it is necessary to maintain a heterogeneous banking environment in which devout Muslims, who never engage in usurious transactions, and traditional economic agents, who deal with interest-based transaction, depend greatly on uncommitted Muslims, who deal symmetrically with interest based and non-interest based transactions. The Malaysian hybrid banking system is a model of such a heterogeneous environment, which appears to follow a more liberal school of jurisprudence and is not necessarily more widely accepted than the conservative approach (Iqbal, 1997). Several Islamic bankers support the view of co-existence and interaction between Islamic and conventional finance and suggest that ethically oriented investors, such as church commissions or charities in Western Europe, should entrust some of their resources to Islamic investment managers (Moore, 1997).

However, a heterogeneous banking environment implies that Islamic financiers may invest in shares of companies that have interest income, thereby, religiously unethical. Iqbal (1997) explains that it has been considered acceptable by various religious authorities, to invest in companies with negligible interest income and low debt ratio, provided that profits are ‘purified’. The ‘profit-purification’ process involves the distribution of profit earned through interest to charities, thereby abiding by the Shari[ah, as perceptible in the Holy Qur’an (Holy Qur’an XXX: 39)
Arguably, it can be considered unethical for Islamic financiers to invest in companies that deal with interest-based debts in the first place, as they would be encouraging usury, and it is this conduct of finding ‘loop holes’ to overcome restrictions of riba, that Islamic banks have been criticized. El-Gamal (1997), claims that Islamic banks are not really abolishing interest; they are merely mimicking an interest-free system, (Ahmad 1992: Cited in El-Gamal, 1997)

Some core critics have accused Islamic banks of ‘playing tricks’, banks have been giving significant   rewards, ‘gifts’ to those deposit holders who have held account for a significant period (El-Gamal, 1997), and in the case of project finance, the Murabahah facility has been criticized as a ‘fictitious deal’ (Ahmad, 1994; Cited in Abdul-Gafoor, 1995), ensuring a predetermined profit for the bank without physically dealing in goods or sharing in any real risk.

Academics and practitioners, argue that these criticisms do not take into consideration the fact that Islamic jurisdiction consists of various schools of thought based on diversified opinions and there is a lack of clarification of the concept of usury, such that what may be considered acceptable by one might be regarded unacceptable by the other. For example, according to the ‘Hanafi’ school-of-thought, it is not a condition that every increase is considered usurious, whereas the ‘Maliki’ school-of-thought considers delayed payments in sales as usury (Homoud, 1985).

Given the heterogeneous environment, where conventional banks co-exist with Islamic banks, it is very likely that projects will be co-financed, such as the Equate project, and there is no evidence of large scale projects that have been fully financed by Islamic funds (Esty, 2000). The co-existence of Islamic banks and conventional banks in an economy could generate competition that might be beneficial to investors, such that a highly competitive environment will force Islamic and conventional banks to be more innovative in creating more competitive financing tools in order to gain competitive advantage.

Some school of thoughts argue that the induction of conventional funds in a project imposes riba, in which case, both the Islamic financier and the investor would be contravening the Shari[ah. This creates an ethical dilemma for both the Islamic financier and the investor, where an ethical decision will have to be made on whether to involve conventional, interest-based funds in the financing of the project or not. 

Considering the dilemma from a deontological perspective, in which a conduct is ethical if it is an act of goodwill out of respect for a moral law (Hoffman and Frederick, 1995), the Shari[ah acts as the moral law, which prohibits interest. Therefore, disrespecting this moral law by introducing conventional, interest-based funds to a project is deontological unethical. However, in making investment decisions, the decision-makers would not necessarily be deontologists, such that religion would not be the primary criterion for investment appraisal. 

Organizations are usually profit oriented, such that the maximization of profit and minimization of costs would be the foremost criterion for investment appraisal. Therefore, investors would logically select the most cost-effective means of financing their project, whether it involves introducing Islamic funds or conventional funds. Friedman (1970) cited in Green, R. (1994) organization’s ethical responsibility is to maximize profits. However, critics of Friedman argue that his view may not apply to large corporations whose reputations can be more easily affected, if it follows a policy that adversely impacts society. A business would be more successful if it takes its social responsibility into consideration when making financing, investment or operational decisions and base them on an ethical basis. In turn, the organization would gain political, social and economical advantage, such as good relationships, good profile and profitability, respectively.

Therefore, in investigating the effect of a co-financed deal on its stakeholders, it might be more reasonable to analyze the ethical dilemma using Neutral Omni-partial Rule-Making (NORM), where all stakeholder views are taken into consideration, such that “an action is right if each person might reasonably think of that action as being accepted by anyone who looked at the matter in an informed and omni-partial way as a moral rule, that is, as an abiding form of conduct known by everyone and open to everyone in similar circumstances” (Green, R. 1994). In the case of a co-financed deal the conduct would be ‘to take part in financing a project that has been partly financed by interest-based funds’. 

In judging the morality of co-financed project, using the NORM method, views of all the stakeholders involved, the Islamic financiers, the investors, the conventional financiers, the shareholders of respective organizations, employees, customers, management, the society and all those directly or indirectly affected by the consequences of the co-financed deal are considered. Application of NORM is beyond the scope of this study, however, it could be suggested that from the Islamic financier’s perspective, it is necessary to consider issues concerned with the Shari[ah, which prohibits riba, encourages entrepreneurship and economic development. Hence, if a co-financed deal is beneficial to the investor and enhances the success of the project, in turn positively contributing to the economy and society, then in that sense, it could be considered ethical for Islamic financiers to take part in a co-financed project. 

Similarly, from the investor’s perspective, investment appraisal should take into consideration various factors, including project feasibility, cost of capital, shareholder satisfaction, customer satisfaction, profitability, as well as religious issues that might prove to be beneficial to the success of the project, since there might be shareholders or customers who consider religious principles important for business purposes. Moreover, abiding by Islamic laws and avoiding interest ensures the social responsibility of the investor, thereby gaining political, social and economical advantage, as mentioned Pearson (1995).
Ethical issues are clearly pertinent for project appraisal and financing, as ethics encourage the implementation of more transparent and productive projects, enhancing economic growth and encouraging socially beneficial activities. In theory, Islamic financiers have a competitive advantage over conventional financiers in terms of business ethics since Islamic principles explicitly facilitate a fair and equitable system that empowers and rewards all. In contrast, conventional banks are more inclined towards shareholder interests rather than social responsibility towards customers and society as their performance is measured by return generated alone.

4. Evolution of Islamic Finance

The origin of Islamic finance is enshrined in The Holy Qur’an II: 275-276 verse. Islamic banking and finance prohibits  ‘riba’, (Esty, 2000) and encourages the earning of profits.   Predetermined profits indicate successful entrepreneurship and creation of additional wealth, whereas predetermined interest is an accrued cost that does not take into consideration the success or failure of business operations. Hence, to ensure social justice, equality and property rights, Islam requires that borrowers and lenders should share both profits and losses equitably, and that the process of wealth accumulation and distribution in the economy be fair and representative of true productivity (Iqbal, 1997).

Islam, Judaism and Christianity share the principle of prohibition of interest. The Old Testament (Exodus XXII: 24) encourages loans to the poor, free of interest.  The fact that the prohibition of interest can be traced back to religions before Islam indicates that it is a matter of morality and is important for preventing exploitation and maximizing social benefits. The traditional world of finance, dominated by interest based principles limits entrepreneurship through the rationing of funds and gives rise to theological issues.  (Moore, 1997) financial practices in pre-Islamic Arabia were largely interest-based, and the socially constructive nature of basic Islamic banking practices can be dated back to the early seventh century, when the Prophet Mohammed developed a reputation of a skilled and honest trader and he began to spread the word of Islam. Islam enshrined commitment to private property, free enterprise and the sanctity of contract which accelerated trade and economic prosperity hence Islam spread in the Arabian Peninsula, Europe e.g. Sicily, Spain and France, Africa e.g. Egypt, Somalia and Senegal. 
The main impetus behind the acceptance of Islamic finance lay in its strict ethical framework. The Middle Ages experienced a well-established, highly sophisticated financial system that fostered trade and business activities (Iqbal, 1997). Ebrahim (1999), Muslims at the time of the Ottoman Empire financed their maritime projects with a profit sharing financial instrument, namely ‘Mudarabah’, (a form of partnership). However, during the nineteenth century, when Muslim territories became colonized by the West, the Islamic economic system was replaced by the capitalist system (Meenai, A: Cited in Moore, 1997:6), though European financiers and businessmen later adopted many concepts, techniques, and instruments of Islamic finance (Institute of Islamic Banking and Insurance, 2000).
The resurgence of Islamic finance can be traced back to the discovery of oil in the Gulf Region since the 1920’s and economic independence and major concessions from Western oil companies in 1960’s Razavi (1996). The second land mark was the start of the Organization of the Islamic Countries movement (OIC) in 1970 which recognized positive correlation between the role of financial institutions and the economic growth, hence the Islamic finance became prominent for the OIC and it has encouraged the development of Islamic institutional infrastructure, financial markets and the framework to facilitate growth of Islamic finance through improving liquidity and standardizing tradable instruments that abide by the Shari[ah, while accommodating modern financial techniques (Presley, 1988).  

This lead to the creation of Islamic Development Bank (IDB), which was followed by The Dubai Islamic Bank in 1975. Pakistan embarked on Islamization of all banks in 1979 and Sudan and Iran followed suits in 1983.  Prior to 1970s, efforts were made to establish Islamic banks in Malaysia, Pakistan and Egypt, which failed due to structural, management, regulatory and possibly political reasons. Though the experiment was an inspiration that promoted movements towards new Islamic financial systems (Presley, 1988) and led to the creation of the Nasser Social Bank in 1972, (Al-Omar and Abdel-Haq, 1996). Islamic banking in earlier years - 1970’s – were very much private individual initiatives and hence mostly small-scale, which made their survival in the banking industry alongside the well-established conventional banks difficult  (Presley, 1988). 

The diminishing of political inhibitions in the 1970’s enhanced the growth of Islamic financial institutions, encouraged governments to take on initiatives to create Islamic economic systems, such as the establishment of the Organization of Islamic Conferences, initiated in Saudi Arabia, to eliminate usury, establish Islamic financial institutions and create new structures at state level. The establishment of the International Association of Islamic Banks was set-up in 1977 (Presley, 1988) to co-ordinate and develop a close relationship between Islamic banks and other financial institutions, to promote banking free of usury internationally. It also provides Islamic countries with technical assistance and expertise necessary for the establishment of their own Islamic banks and to carry out training and research in the field of Islamic financial systems, leading to establishment of other Islamic Banks, between 1970 – 1980s, including the Dubai Islamic Bank, Faisal Islamic Bank in Egypt and Sudan, Jordan Islamic Bank, the Bahrain Islamic Bank, and Kuwait Finance House (KFH), established in 1977 by the Kuwaiti government (Abdul-Gafoor, 1995)

Over 150 interest-free institutions operate worldwide (Fernandez, (997). In addition, currently major UK banks also have their own divisions which offer Islamic finance, reflecting the robustness of the principle when working alongside the conventional banking structure, creating a competitive environment in the banking industry. Martin (1997), reports several hundred Islamic institutions operating in more than 40 countries in Africa, Asia and Europe (e.g. Denmark, Luxembourg, Switzerland and in the U.K.) and the figure has increased to 75 countries by 2001 (Warde, 2001). A large percentage of Islamic institutions are based in Muslim countries but the conventional banks in the west rapidly adopt the innovation and application of Islamic principles.  Islamic banks also have come long way since 1970s. Areas such as Micro-finance, Islamic mutual funds, venture capital, stock market, provided they are compliant with Islamic principles, have grown rapidly (Warde, 2001).

Moore (1997) accounts the emergence of the Islamic Banking Industry, partly due to the Domestically Pro-active Organizations which had their operations limited to within a country; secondly, the Domestically Retro-active Institutions – banks formed in response to legal, political or constitutional changes e.g. Pakistan and Iran where economies have been officially ‘Islamized’ and are required by law to operate under an interest-free system. Thirdly, the Internationally Catalytic. The proliferation of Islamic banks results when the industry reaches a certain critical mass becomes established and accepted by Muslim and Western countries. Other countries become increasingly under pressure to pass legislation promoting the industry e.g. Islamic Development Bank. Fourthly, the Internationally Retroactive - Global banks which have supported International Islamic banking movements and identified the potential that the industry offers, e.g. Citibank, Dresdner Kleinwort Benson and others that realized the need to satisfy the demands of the numerous Muslim individuals, institutions and companies controlling large amounts of assets. These conventional banks have established either fully Islamic subsidiaries or Islamic banking departments within their headquarters where the Islamic banking system continue to co-exist with interest-based banks in Western and Muslim countries e.g. Jordan, Egypt, Indonesia, Bangladesh and Kuwait.

The liberalization of financial systems in the West and technological change during 1990’s had produced a major adjustment in international finance (Warde, 2000) and equally it had a positive impact on the economic environment in the world, accompanied with rising stock market prices added to financial assets of oil-rich countries in the Middle Eastern countries tempted the conventional financiers to explore Islamic finance. Deregulation, technological advances, process of “slicing and splicing” of interests and principal components of a bond enabled conventional financiers to develop tailor-made Islamic products, which are being used as tool for fund mobilization, but also for portfolio diversification, and investment management of investor’s funds, this had a positive influence on the western banks (Bokhary, 2000).  

Currently, Islamic banks’ assets exceeding $230 billion, compared with $1 billion since 1975 and their funds growing at rate of 15 percent, annually (Martin, 1997). 40-fold increase in Islamic finance since 1982 is impressive and the impetus behind this boom lies in the excesses of global finance (Sadowski, 1996). Whilst Judeo-Christian finance principles are eroded by the market dominations. Islam, with a positive view of entrepreneurs and pure economic activities, brought together a strict ethical framework and access to finance, this enabled Islamic institutions to be often at the forefront of innovation and dynamism. 

Islamic finance is a global industry, the new paradigm reflects the diversity of the Islamic world (Warde, 2001); it takes head on a global perspective and forward-thinking solutions to philosophical concerns. The phenomenal growth has led to an international awareness of Islamic economic order, as more Muslims tend to seek ethical values in their financial dealings, thereby influencing Western financial organizations to offer Islamic products, which are compliant with ethical values. 

Martin (1997) explains that the customer base of Islamic banks is increasing, ranging from individuals to corporate giants using sophisticated project finance packages e.g. General Motors, IBM and Xerox have raised funds through a U.S.-based Islamic leasing fund set up by the United Bank of Kuwait, international oil giants Enron (bankrupt) and Shell have used Islamic banks to finance their activities in the Arabian Gulf and Malaysia. Therefore, Islamic finance has application for new start-ups and existing small and large businesses, equally in developing and developed countries, more so where financial institutions are now fully developed.

It is argued that the revival of Islamic banking has been instigated by the West, where there is a growing number of researchers, academics and professionals studying and developing the issues on Islamic banking and finance, in a more analytically and critically, a long way from earlier descriptive studies Ali (1994). It is acknowledged, to enhance technical expertise, instill rigour in the system and develop products, which are compliant with Shari[ah law, there is need to have freedom of expression, resources and sufficient expertise to gain self-sufficiency in technical and marketing knowledge.

5.
Background to co-financed Projects

Equate Petrochemical Company is based in Kuwait. It has had significant experience of Islamic project finance with Kuwait Finance House, an Islamic institution in Kuwait that has played a major role in the financing of the Equate project with Islamic funds. Equate Petrochemical Company is a joint venture, established in 1995, owned by Union Carbide (a world-wide basic-chemical’s company, recently merged into The Dow Chemical Company - USA) with a 45% share, Petrochemical Industries Corporation (PIC – a state owned petrochemical corporation in Kuwait) with a 45% share and Boubiyan Petrochemicals Corporation (publicly listed) with a 10% share. One of the main reasons for Union Carbide’s selection of Kuwait for its investment was the enforceability of foreign laws in Kuwait, hence simplifying contracting procedures. 

Equate obtains technology, world-class marketing and operational expertise from Union Carbide and low-cost feedstock and infrastructure (e.g. pumping station, port and facilities) from PIC. With operational experience since 1964 in the petrochemical industry in Kuwait, PIC also provides Equate with localized operational expertise. Equate has a manpower of about 850-900 persons and its present share capital is over $1 billion.

The purpose of establishing Equate Petrochemical Company was to improve and diversify the Kuwaiti economy by encouraging foreign investment, creating jobs and training opportunities in marketing, finance, management and the petrochemical field for the Kuwaiti population, enhancing the activities of other businesses in Kuwait (e.g. during the construction period Kuwaiti contracting companies were used as well as catering companies for the workers) and utilizing waste gas products from crude oil refineries, such as ethane, thereby adding value to Kuwait’s ethane feedstock, becoming less dependent on crude oil, hence reducing exposure to oil price fluctuations, developing a broader base of business in Kuwait with the possibility for many down-stream business opportunities (e.g. production of plastic bags). Furthermore, Boubiyan Petrochemicals Corporation’s 10% share in the company provides investment chances for the public. 

The company sells its products through Equate Marketing Company to Asia, Europe, the Middle East and other selected areas worldwide. The Equate project consists of an olefins plant producing ethylene at a rate of 800,000 tons/annum, which is used to produce end products; polyethylene at a rate of 600,000 tons/annum and ethylene glycol at a rate of 400,000 tons/annum. The plant is located in Shu'aiba Industrial Area in Kuwait and is constituted of a world-scale plant infrastructure, reliable and low-cost supplies of electricity and cooling water, well-established maintenance facilities and a dedicated industrial port with the capacity to meet present and future shipping demands.

Total cost of the project was  $2 billion, $800 million of equity and subordinated debt, $600 million of term debt from international banks and regional banks, $400 million of term debt from local banks and $200 million of Islamic finance (representing 10% of total financing) in the form of Ijarah (leasing facility) mainly from Kuwait Finance House and funds raised from regional Islamic institutions, with The International Investor (provider of Islamic financial services, established in Kuwait in 1992 as portfolio manager). Maturity of loans ranged between eight to ten years. 

Equate cites the main reasons for introducing Islamic funds to the project were to reduce cost of capital, assuming that the funds could be raised on competitive terms. There is a presumption that cost of Islamic finance is lower than conventional finance. The Islamic capital market was considered as an alternative source of funds, which the Kuwaiti government wishes to encourage developing the Islamic Banking Market, as Kuwait is an Islamic country and the Kuwaiti government owns a relatively large share of Equate.  Equate considers the use of an Ijarah facility to be cost-efficient method of financing, since the leased equipment can last for twenty years without significant maintenance, hence depreciation and disposal costs are avoided for up to twenty years.

Kuwait Finance House (KFH), a major provider of finance for Equate, is a Kuwaiti shareholding company established in 1977, as an Islamic financial institution with aims of developing and promoting Islamic banking worldwide (KFH Annual Report, 2000). According to KFH Memorandum of Agreement & Articles of Association (2000), the main objectives of the company are to conduct all banking operations and services for its own account or accounts of third parties, without practicing usury and to carry out investment activities directly, or purchase or finance projects or activities owned by others, on non-usurious basis.

KFH was set up by The Ministry of Awqaf and Islamic Affairs, The Ministry of Justice and The Ministry of Finance and has a present paid-up share capital of KD 61,343,574. KFH was created under the terms of a special law, operating as an investment company, under the auspices of The Ministry of Commerce, and does not follow the Kuwaiti Banking Law or regulations of The Central Bank of Kuwait prudential, whose legislation are inconsistent with the nature of the activities of KFH that uses Shari[ah law as the basic source of legislation (KFH Memorandum of Agreement & Articles of Association, 2000).   

KFH operations include deposits, routine banking operations and project financing. According to KFH, the institution has been very successful, growing rapidly, especially in deposit taking, being ranked with the top ten Arab banks in 1994 in terms of shareholder’s equity Wilson (1990). Furthermore, KFH is the second most efficient in the Gulf Region with an average return on equity of 26.25% for the period between 1997 and 1999, and has also been ranked second for deposits, assets, equity and net profit in the Gulf Region (Institute of Banking Studies Research Unit in Kuwait Financial Report, 1997-1999). KFH has also been successful in tailoring Islamic-based products for major companies worldwide, and part of its business strategy is to expand potential market abroad (Kuwait Finance House Annual Report, 1996).

6. Methodology

This study was concerned with analyzing the impact of projects financed by using conventional and Islamic finance in Equate Petrochemical Company’s cost of capital, in particular and examining views of providers and practitioners in Kuwait. The choice of study area was influenced by three factors. First, some of the most influential research has been based on the interpretation of the Qur’an and observing institutional practices (Shirazi, 1990). Secondly, Islamic project finance is characterized by markedly different principles and conditions. Indeed, it is partly these conditions, which have attracted Islamic researchers. Islamic banking has the fastest growing application in Islamic and Non-Islamic countries. Thirdly, Kuwait is a country that typifies a number of Muslim countries where Islamic finance is practiced and promoted. Finally, Kuwait has established institutions aiming to promote Islamic products and services coupled with industrial firms, which combine Islamic finance with conventional finance.  This study draws upon Islamic philosophy and principles of Islamic financing, using a combination of a phenomenological and positivistic approach, and employing various methodologies, both qualitative and quantitative. Both, positivistic and phenomenological approaches inform the study ( Hussey and Hussey 1997), and use “an array of interpretative techniques which seek to describe, translate and otherwise come to terms with the meaning, not the frequency of certain more or less naturally occurring phenomena in the social world” (Van Maanen, 1983).

The choice of the project was made following a round of exploratory interviews with a number of practitioners and having examined a number of projects and access to information available from such projects.  Importantly, the project was selected as it provided access and the authors were able to interview the company managers. Information about the Equate has been obtained from both, secondary and primary sources, mainly meetings/informal interviews with executive officers of Equate Petrochemical Company and Kuwait Finance House, conducted in April 2001 in Kuwait. 

The primary data is obtained through questionnaires (Oppenheim, 1992) and follow-up of information through meetings; telephone enquiries and main institutions were visited by one of the author. This method proved extremely useful in gaining access to potential respondents. Face-to-face interviews lasting two hours on average were conducted on the basis of a detailed questionnaire which asked respondents about their motives for combining Islamic with conventional finance; the nature of the deal, size of the loan and views Islamic regulatory authority.

The Equate project was amongst the first co-financed large-scale projects. Equate’s co-financed structure can be used to determine whether it can act as a template for future deals. Therefore, we developed three variants of questionnaires, the first was directed primarily to Equate Petrochemical Company, seeking information about the outcomes of the co-financed deal and its implication on the company’s future investment strategies; second questionnaire was sent to other Kuwaiti industrialist companies in order to obtain an indication of their attitudes towards Islamic finance, their awareness and trends in demand for Islamic finance; third questionnaire was sent to a sample of 100 Kuwaitis to estimate the potential market for Islamic finance in Kuwait and its growth potentials. 

The sample of industrialist companies is a random selection of Kuwait-based companies that were contacted through official intermediaries in Kuwait to overcome the difficulties of gaining access, which may have arisen as a result of unfamiliarity of the company representatives with the researcher and long-distance communication, as this part of the primary research was conducted from the U.K. However, this may be considered as a limiting factor, as only a sample of fifteen industrialists (excluding Equate) was obtained. 

8. Findings

The results indicated, the company used Islamic finance for its project to maximizing profit and reduce costs of financing, such that Islamic principles were not influential factor for the company’s borrowing purposes. The main reason citied for using an Ijarah facility amongst others was its similarity with the conventional leasing. Though, due to commercial confidentiality, it is not possible to ascertain full reasons but the company indicated satisfaction and intends to use the same Islamic finance in the future.

When Equate’s responses were compared with other industrialists, 33.3% (including Equate) of the sample did not consider Islamic principles important for borrowing purposes and are motivated solely by profit maximization or cost reduction, while a larger portion of industrialists 66.7% were motivated by religious reasons as well as profit maximization or cost reduction and consider Islamic principles important for borrowing purposes. 

Industrialists are aware of the existence of Islamic financial institutions in Kuwait and in the Gulf Region.  50% of the industrialists have used Islamic finance for borrowing purposes, of which 66.7% (i.e. 33.3% of the total sample) were recent transactions (within the last six years), from Islamic financial institutions in Kuwait, only. However, those who have used Islamic funds for their projects, recently, appear to be relatively small-scale, with loans ranging between KD 50,000-500,000, and Equate seems to be the only large-scale project that was partially financed using Islamic mode of finance from the Gulf region as whole. Furthermore, Islamic funds always seem to represent the smaller portion of project funds, not exceeding 20%, compared with larger portions of conventional or equity funding. All industrialists, in our sample, have used Islamic funds previously, and showed willingness to use it again in the future, indicating satisfaction with Islamic finance facilities. There was 100% positive response from all those who have used Islamic finance. Moreover, of those 50% who have never used Islamic finance, all of them do not believe in it, yet 33.3% of them would consider using it for their projects. 66.7% of them do not know whether or not they would employ Islamic funds for their projects. This suggests there may be a lack of knowledge and understanding amongst industrialists about Islamic finance, hence they would not be willing to get involved with unfamiliar financing techniques. 

Out of our sample of fifteen other industrialists, one of them mentioned the use of a Murabahah facility and expressed its suitability for the purpose of the project,  “It is an attractive facility in respect to the installment repayment”. This is probably because of the short-term financing nature of the Murabahah facility, hence making it suitable for small-scale projects or financing the working capital of a project, in addition to allowing a longer grace period before repayment, in comparison with other financing facilities.

There seems to be a general understanding amongst industrialists that Islamic banking involves the sharing of both, profits and losses, yet there was one exception who understood Islamic banking as an interest-free bank that operates under a conventional banking system, “Islamic financing works the same way as conventional banking, only name is different. There is no such thing as interest-free, banks will not lend when the risk is greater than return”, a view being criticized in the literature of Islamic financial institutions. 

Furthermore, 50% of industrialists think that Islamic banks serve Muslims only and that only Muslims can run such banks. This perception may have a negative impact on the Islamic financial market, as it would become deprived of a potential market segment that is managed by non-Muslim industrialists, especially in the case of western capital markets. Moreover, it can be considered prejudice to confine the operation of Islamic banks to Muslims only, as there may be some non-Muslims who possess substantial knowledge about Islamic finance or even innovative skills that can contribute greatly to the development and growth of Islamic financial facilities. The main purpose of Islamic finance is to encourage productive investment and trade to maximize profit, maximize social benefits and stimulate the economy without exploitation and usury and segregating Muslims and non-Muslims in the use and management of Islamic finance can act as a significant deterrent to the fulfillment of its purpose.

However, the survey reveals that industrialists are not aware of the social responsibilities of Islamic banks, as they consider Islamic banks to be profit oriented, like any other commercial bank. In addition, 83.3% of them believe that an interest-free banking environment is inefficient for the enhancement of the community, thereby agreeing with (Shirazi, 1990 and Dar and Presley 1999). However, they were not able to explain why such a problem may exist.

Information obtained from responses of some industrialists, which was confirmed by certain conventional banks through telephone enquiries, showed that there are Islamic banking facilities provided by conventional banks operating in Kuwait. Industrial Bank of Kuwait (IBK) recently began to manage a portfolio of Islamic funds from KFH for the convenience of industrial clients. However, Mudarabah is the only Islamic product provided by the bank. Other conventional banks in Kuwait run Islamic funds to invest their clients’ money in Islamic ally approved activities, but there seems to be no evidence of Islamic financing facilities in conventional banks in Kuwait. Our sample of industrialists are not aware of any such facilities, yet there is a general agreement amongst the industrialists that if conventional banks in Kuwait offered services/facilities that comply with Islamic principles, more industrialists would use such banks and their services. From the questionnaire, it is apparent that the behaviour of the customer preference for banks in Kuwait is influenced by the cultural environment in which there is a ‘core’ belief in Islam, since 50% of industrialists would prefer to use the Islamic bank, even if non-Islamic banks offered loans based on the principles of Islamic banks, and this is where an element of competition can arise between Islamic and non-Islamic banks in Kuwait. Conventional banks may want to prepare for such competition, as banks in UK have begun to respond to such potential expectations.

Respondents in our sample believed Islamic banks do not necessarily provide better services than non-Islamic banks and, it is not necessarily easier to obtain a loan for project finance from an Islamic bank. They felt, securing a loan from Islamic banks is a lengthy routine procedure that clients have to go through before obtaining a loan, yet 66.6% think that Islamic banks are capable of serving projects of all sizes, whether small, medium or large, while 33.3% think that for all project sizes Islamic banks are not competitive with the conventional banks; a view backed by 83.3% claiming that Islamic financial facilities lack variety and flexibility,  “Islamic banks do not have enough products to compete with conventional banks.” This suggests, there is scope for innovation and improving upon existing Islamic financial facilities.  33.3% of industrialists suggest that Islamic banks lack motivation to collect payment on time, while a larger portion 66.7% claim that they do not put any less pressure in collecting their funds 

Clearly there is diversity in opinions on many issues regarding Islamic finance. This is probably because opinions would be based on personal experiences, and those that may have had a negative encounter with Islamic banks would obviously reflect it in their responses, additionally, those that have not used Islamic funds may have biased opinions based on superficial knowledge of Islamic finance. Moreover, the survey suggest, there is lack of understanding of Islamic finance, which may also have affected the responses.

9. Co-existence of Islamic with Conventional Financial Institutions

Malaysia is the only country that has officially developed a dual banking system, where conventional banks operate alongside Islamic banks (Parker, 1995), both under regulations of the central bank, unlike Islamic institutions in other counties, such as Kuwait Finance House, which operates under special law customized to comply with the Shari[ah. 

Islamic banking in Malaysia is growing, new products are continuously being developed and launched, especially in the area of export trade finance.  In countries where Islamic banks co-exist with interest-based banks, problems of competitiveness have arisen, for example, the Faisal Islamic Bank of Bahrain and conventional banking products. Conventional banks’ products are changed in response to economic and trade requirements, where as Islamic banks have not yet acquired sophistication to be pro-active in respond to changing business conditions. 

To purely consider Islamic finance as being cost free is a rather naive over simplification on the part of practitioners and academics. Islamic products also have finance charges, which raise a debate on whether it is more economical than a conventional financial system, hence affecting its competitiveness in financial terms alone. Technically, the Profit and Loss (PLS) method of financing is a problem for Islamic banks. The PLS basis involves time-consuming complicated assessment procedures and negotiations, requiring expertise and experience. Islamic facilities tend to have a complicated structure that some may find cumbersome (Martin, 1997). However, it can be argued that Islamic banks’ profit and loss risk sharing policy creates a basis for competitiveness of their financing products, as investors benefit from the reduction of risk related costs. Yasseri (1998) suggests, Islamic finance is a viable alternative source of capital that can be crucial to the success of a project, leading to an increase in demand for Islamic finance and hence, “Islamic bankers are no longer so eager to offer financings at any price” (Martin, 1997). Product innovation, training, customer focused approach has generated demand for Islamic banks services in Kuwait.

In over-banked countries (Islamic countries with a high concentration of banks relative to the population) such as Malaysia and Kuwait, where high competition limits the growth of the budding Islamic banking industry (Moore, 1997). To overcome competition, it has been suggested that Islamic financial institutions can enter the market by forming strategic alliances and mergers with foreign Islamic financial institutions or acquisitions of existing financial institutions (Parker, 1995). 

Another major deterrent for the growth of Islamic financial systems globally is government legislations, especially in non-Muslim parts of the world, for example, in the United States of America federal banking laws bar banks from holding stakes in their clients’ business (Martin, 1997), hence Islamic banks with their PLS policy find it difficult to operate in such a market.  However, in the case of UK, the issues have been examined by the House of Lords, there is a move to enable conventional banks to operate and offer products which comply with Shari[ah law. 

Equate’s co-financed deal can be assessed more efficiently by inspecting the opinion of conventional financiers on project finance and test their awareness of the Islamic financial facilities and the possible competition that Islamic banks may be posing for conventional banks. For this purpose, the Industrial Bank of Kuwait was selected, being a developmental conventional bank and the only one in Kuwait specialized in the financing of industrial projects, hence the questionnaire was modified to be used for IBK.

The questionnaire results showed that the representatives of IBK do believe in Islamic banking, the bank runs an Islamic portfolio, and they consider Islamic principles to be important for lending purposes. The bank’s management agreed that if conventional banks operating in Kuwait offered services that comply with Islamic principles, more people would utilize such banks and their services.  This suggested that the conventional bank is aware of possible competition from Islamic banks. 

IBK felt that the motivations behind providing Islamic banking facilities are not just for religious reasons, but for profit too. The management also believed that the primary responsibility of an Islamic bank is not towards its community alone, but making profit is a primary consideration. The bank has to offer cost effective products, which comply with Islamic principles and compare favorably with conventional products.

There seems to be a contradiction in the managements conceptualization of Islamic finance, such that they consider interest-free loans to be an in-efficient method for economic development, yet they do not favour pre-determined interest charges on loans for investment projects and they would prefer to share in the profits of their clients according to pre-determined proportions rather than receive a fixed interest. It cannot be inferred that this behaviour is the typical profit-oriented behaviour of conventional banks or unique to IBK. IBK’s management are equally willing to share in their clients’ project losses, as they are to share in their profits, in the case of partnership-based financing. 

IBK’s representatives, in our sample, do not support the idea of converting the whole banking system in Kuwait to an Islamic banking system (as in Iran and Pakistan), it would probably be impractical to do so at the current ‘budding’ stage anyway. However, they do endorse the idea of incorporating Islamic financial facilities in all conventional banks in Kuwait. Although this idea may provide a competitive advantage for conventional banks, there may be problems with regulations, such that there is no official legislation for Islamic banking in Kuwait, and the Islamic facilities in conventional banks would have to operate separately under Shari[ah customized regulations. In turn, this may add to the complexity of Islamic fund management within conventional banks. In the case of IBK, where the Islamic funds are managed but not owned by IBK, the situation may not be so complex, as the bank is merely receiving fees for portfolio management. However, there are several conventional banks worldwide that run units and departments for their Islamic funds. In such cases where Islamic funds are owned by the conventional bank, regulation problems will arise, such as accounting regulations, as international accounting standards do not cater for Islamic finance (Drummond, 2000). For this reason, it would probably be more appropriate to adapt the Malaysian dual banking model in Kuwait. 

The questionnaire suggests that IBK rejects up to 20% of loan request applications. Reasons for rejection include unfeasibility of projects, poor credit rating of clients and lack of collaterals. The amount of the collateral is a major concern for conventional banks. The size loan, availability of collateral is a major obstacle for IBK, as the respondents felt there are economically viable projects which using conventional methods will not be supported.

In order to obtain an impartial, encompassed assessment of Islamic project finance, it would be necessary to consider all the stakeholders involved in a project finance deal. Hence, it is not sufficient to arbitrate the success of a deal based on the sole perspective of industrialists and conventional project financiers, and it is vital to examine the deal from the perspective of Islamic project financiers. Therefore, using the Equate co-financed deal as an example, the questionnaire was directed to Kuwait Finance House, a key player in the Islamic portion of the project’s funds. However, KFH was reluctant to provide information on the deal. The only response received was an e-mail reply from KFH, which commented on some of the questions in the questionnaire. 

A survey on views of individuals living in Kuwait, regarding Islamic finance was conducted. The survey was conducted by distributing the questionnaire to Muslims, non-Muslims, Kuwaitis, non-Kuwaitis, males and females living in Kuwait. A total of 100 questionnaires were distributed, out of which 69 responded, and 66 were usable, bringing the response rate to 66%. Additional comments indicated that the questionnaires were well structured and comprehensive and were well received. However, some respondents commented that some questions did not offer sufficient options, such that they had to write in their own opinions, which were taken into consideration in the analysis.

Although the questionnaire was comprehensive and only selective questions are used for analysis purposes in this study, focusing on those questions relevant to trends in Islamic project finance, rather than Islamic banking in general. Moreover, refinements have been made for analysis purposes(, e.g. five-point Likert scales used for measurement (Strongly Agree, Agree, Neutral, Disagree, Strongly Disagree) are regrouped into two categories - agreement and disagreement, disregarding any ‘Neutral’ responses. 

Table 1 gives the demographic characteristics of the sample. It is clear from the table that the sample is male dominant (80.3%), possibly reflecting the ‘masculinity’ of the Kuwaiti society and the organizations in which the questionnaires were distributed, where the majority of the working population are males. Furthermore, the age group within the range of 20-59 years, obviously because the questionnaires were distributed to employed individuals, and this age range is the typical range for the working population in Kuwait. However, the male dominance and the age group should not obstruct the analysis since these characteristics well represent the portion of the population in Kuwait that are most likely to be exposed to Islamic financing issues. 

In addition, Table 1 shows that the sample consists of 21.2% non-Muslims (mainly Christians, Hindus and atheists), 78.8% Muslims, 38.5% non-Kuwaitis (mainly British, Australian, Indian, Pakistani, Syrian, Lebanese, Jordanian and Palestinian) and 61.5% Kuwaitis. It is worth noting that all the Kuwaitis are Muslims and they represent 78.8% of the total Muslims, such that the rest of the 21.2% Muslims are non-Kuwaiti.

Table 6.1: Sample Demographics of Individuals in Kuwait (n=66)

	
	Factor
	Frequency
	Percentage

	Sex
	Male
	53
	80.3

	 
	Female
	13
	19.7

	 
	TOTAL
	66
	100.0

	Religion
	Muslim
	52
	78.8

	 
	Non-Muslim
	14
	21.2

	 
	TOTAL
	66
	100.0

	Nationality
	Kuwaiti
	41
	61.5

	 
	Non-Kuwaiti
	25
	38.5

	 
	TOTAL
	66
	100.0

	Age
	Under 20
	0
	0.0

	 
	20-39
	34
	51.5

	 
	40-59
	29
	43.9

	 
	60+
	3
	4.5

	 
	TOTAL
	66
	100.0


The questionnaire results reveal that only 14.8% of individuals own businesses and 85.2% do not own businesses, of which 63.9% are Muslims and 21.3% are non-Muslims. Although 30.8% have borrowed money recently, none borrowed for the purpose of their businesses; they borrowed for personal purposes or purchasing buildings and real estate. 24.2% of individuals have borrowed from Islamic banks previously, of which 21.2% were Kuwaitis, 1.5% was non-Kuwaiti Muslims and 75.8% have never borrowed from an Islamic bank, a large proportion of un tapped potential for Islamic banks. However, 53% of individuals have previously borrowed from non-Islamic banks, of which 45.4% were Muslims and 7.6% were non-Muslims. Since Muslims are dominant in the sample, representing 78.8%, it would, therefore, be unreliable to compare in relative terms, however, of the 14 non-Muslims, only 7.1% have borrowed from Islamic banks and 35.7% have borrowed from non-Islamic banks. Moreover, of the 52 Muslims, 28.8% have borrowed from Islamic banks and 57.7% have borrowed from non-Islamic banks. Therefore, the borrowing rate from Islamic banks is lower than the borrowing rate from non-Islamic banks for non-Muslims and Muslims, by 28.6% and 28.9%, respectively. However, lower participation of non- Muslims can be explained by the nature of their employment and legal constraints in setting-up a business.
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Figure 1: Sources From Which Individuals Would Borrow to Buy Substantial assets

 Figure 1 suggests, Muslims form the core customer base for Islamic banks and there is a significant potential market for Islamic banks in Kuwait by Kuwaitis, 22% would prefer Islamic banks as a source of finance as opposed to other sources of borrowing, e.g., from family, friends or conventional banks. 14.7% indicated they would prefer borrowing from conventional banks to Islamic banks. This indicates that there is high competition posed by Islamic banks on conventional banks in the Kuwaiti-Muslim market segment. In total, 20.6% of individuals never borrow money and 13.2% think that the source of money is irrelevant. The latter category of individuals represents the segment of disloyal customers who have a tendency for ‘switching’ between different sources of finance. 

In our sample, 46.2% said they would prefer to use an Islamic bank and 53.8% showed a preference for a pre-determined interest rate. Furthermore, if a non-Islamic bank offers loans based on the same principles as Islamic banks, 41.4% of individuals would prefer to use it.   Moreover, the responses revealed that 60% agree that if the number of Islamic banks increase in Kuwait, more people would utilize the service offered by the Islamic banks, and that if conventional banks operating in Kuwait offered services that comply with Islamic principles, more people would utilize such banks and their services. This would have implications for conventional banks offering interest-bearing products.

However, people’s responses indicate that Islamic banking does not necessarily offer better services than non-Islamic banks, and it is not necessarily easier to obtain a loan from an Islamic bank relative to a conventional bank; hence consistent with the opinions of industrialists. Furthermore, there are diverse opinions on whether or not Islamic banks put less pressure on loan repayments. Judging from the opinions of the industrialists and individuals, it can be deduced that the issue of banks pressurizing their clients on loan repayments, whether Islamic or non-Islamic, will differ from case to case, depending on the degree of conservatism that the bank management has and the credit-worthiness of the client. It is worth mentioning that although Islamic banks cannot charge interest for delayed payments, as do conventional banks, there are other means of pressurizing the client for repayment, such as prosecuting their clients for non-payment. 
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Figure 2: Awareness of Individuals in Kuwait About Islamic Banking
Figure 2 we note individuals in Kuwait are generally aware of Islamic banking/facilities operating in Kuwait and in the Gulf Region. Non-Muslims are completely unaware of Islamic banking/facilities provided by conventional banks operating in Kuwait and the Gulf Region and Non-Kuwaitis are unaware of Islamic banking/facilities provided by conventional banks operating in the Gulf Region. This has policy implications in that conventional banks will benefit from marketing Islamic products/services they offer. 

Results also show that individuals have diverse understandings about the concept of Islamic banking. Although a majority of, 60.7% understand Islamic banking however, some expressed that they were “confused”, others mentioned that “Islamic banking includes practical and spiritual aspects” and some described it as the exploitation of religious beliefs in earning profits. A minority, 9.2%, of both Muslims and non-Muslims regard Islamic banks as ‘banks run by Muslims for Muslims only’ which suggests; there is scope for education. 

Although non-Muslims do not believe in Islamic banking, they would be motivated to use Islamic banks mainly because the lending process might be easier to deal with than a conventional bank and for profit reasons. It is also interesting to see that 31% of Kuwaitis do not believe in Islamic banking and in total, 28.8% of Muslims do not believe in Islamic banking either. The main motive for Muslims to use Islamic banks is religion (30%) and 20% cited profit as well as religion. However, 71.4% of individuals (69% Muslims and 2.4% non-Muslims) believe that Islamic principles are important for borrowing purposes. This confirms that indeed, there is a ‘core’ belief in Islam amongst Kuwaitis, and the significant amount of Muslims who do not believe in Islamic banking may be explained by a disbelief in the current Islamic banking practices of finding ‘loopholes’ to overcome restrictions of riba, and not a disbelief in the Islamic banking concept itself.  

Having analyzed Islamic project finance from the viewpoints of industrialists, individuals and conventional banks in Kuwait, it is obvious that there is a diversity in the understanding of the concept of Islamic finance, which is probably a result of the lack in the clarification and distinction between the concepts of riba and interest that exists in Islamic jurisprudence. There is a need to educate people about the various financing techniques provided by Islamic institutions and familiarize them with the Islamic banking terms and competitive advantage of Islamic products.

10. Theoretical Analysis of Islamic Finance Cost-Effectiveness

Growing use and appreciation of Islamic finance in the West proves the case that it can co-exist with the Western interest based system and its use is rapidly growing. However, there is very limited research that examines it is cost effectiveness when combining it with conventional finance. The key principle of Islamic finance is to mobilize resources for productive purposes and link money with the real economy; projects such as Equate comply with this principle. The relationship between conventional, debt and equity and Islamic finance is analogous to studies of capital structure by Jean (1970), Schwartz (1959) and Modigliani and Miller (1958).  In an economy where there are positive incentives for cost of debt, it has been proved that cost of capital falls up to a point then rises. A debt usually entitles a lender to a pre-specified rate of return and schedule of repayments, irrespective of financial outcome of the investment project. Due to uncertainty regarding the financial outcome of the investment, Islamic funds providers may not receive any profit or their initial investment. 

In determining the cost of capital it is necessary to evaluate the individual component and their combined cost. The long-term components include cost of equity, cost of company’s preference shares, securitized debt (debentures and loan stock) and bank borrowings. However in the case of Equate it will be assumed that solely debt and equity finance, and that finance the project debts are from bank borrowings. Based on these assumptions, and referring to (Watson and Head, 2001), the weighted average cost of capital (WACC) is calculated for different weightings of Islamic, conventional and equity finance, by using the following formula:

WACC =  Ke x E   +  Kd (1-CT) x D                                                                          (1a)
                (D + E)           (D + E)

Where,

Ke = cost of equity 

Kd = cost of debt before tax

E = value of equity

D = value of debt

CT = tax rate

Since it has been assumed that all debts are bank borrowings, and then Kd can be approximated as the interest rate paid on the loan, (Watson and Head, 2001). The cost of equity can be determined using the Myron Gordon growth model, which is usually used to value ordinary equity shares, as follows:

Ke = D0 (1+g)  + g                                                                                                        (2)

              P0
Where,

D0 = dividend to be paid shortly 

P0 = ex-dividend share price/ market value

g = expected annual growth rate in dividends

The expected annual growth rate is estimated as:

g = (dn/d0)1/n – 1                                                                   



 (3)

Where, 

n = number of years the share is held for

dn = dividends at year n

d0 = initial dividends 

The Equate project’s capital structure consists of $1 billion debt, $800 million in equity and $200 million in Islamic funds (Ijarah). Usually, corporation tax is not enforced in Kuwait, but for closed shareholding companies, around 4% of the profit is taxable for contribution to the Kuwait Foundation for Advancement of Science (KFAS). Equate is a closed shareholding company with very much limited information therefore we make necessary a number of assumptions for the analysis purposes, acknowledging the fact that hypothetical figures may not necessarily hold when compared with the actual data. 

Millet (1999) presents estimates of financial projections for Equate Petrochemical Company, from which the necessary data is summarized in Table 1.2. The estimates are based on the Boubiyan Petrochemical Company Offering Memorandum (24/4/95 to 7/5/95) and Equistar Chemicals (North America’s largest producer of ethylene and polyethylene), LP (Equistar Funding Corporation) Form S-4, filed 16/4/99.

Table 2: Equate Petrochemical Company Financial Projections (1996-2001)

	($ millions)
	1996
	1997
	1998
	1999
	2000
	2001

	Profit before interest and tax
	(2.4)
	150.6
	251.3
	334.2
	342.1
	361.3

	Cash available for dividends
	-
	98.1
	99.2
	143.2
	35.6
	141.2


(Source: Millet, ‘The International Investor: Islamic Finance and the Equate Project’, Harvard Business School, November 17, 1999; Exhibit 9)

Equate uses the $200m Ijarah facility, in addition to debt and equity. Whether it complies with the Shari[ah law is queried as the finance leasing is not mode of financing (Usmani, 1999). In this study we have not attempted to investigate whether Equate complied with the Shari[ah law, and the issue is outside the scope of this paper. 

However, the deal is structured over 18 years, a period sufficient to return to the lessor a profit, after meeting the capital and interest costs (Puxty and Dodds, 1991). Typically, the Ijarah structure is a variable-rate instrument requiring semi-annual payments (Millet, 1999). Equate’s Ijarah facility was split into two $100 million trenches; one with 8 years and the second for further 10 year maturity (Moore, 1997). For simplicity, the lease payments will be considered as fixed-rate annual payments. The standard Ijarah contract sets the lease profit, based on a benchmark interest rate (e.g. six-month LIBOR) plus a fixed spread (Millet, 1999).  Moreover, Millet (1999) states that bankers expected that the Equate deal would be priced at 160 to 200 Basis Points (BP) over 6-month LIBOR for conventional loans. Given that 6-month LIBOR = 6.375% in December 1995 (Millet, 1999), then a rate of 8.25% (LIBOR + 175BP), as estimated by Millet (1999), will be assumed for both the lease profit and conventional debt rate. Hence, the Islamic financier’s profit for providing a $200 million lease is $200 million x 8.25% = $16.5 million, and Equate’s total liability for the Ijarah facility would be: $200 million + $16.5 million = $216.5 million. The liability per trench is $216.5 million/2 = $108.25 million

Having assumed fixed-rate annual payments, the payments for each trench ($108.25 million) is as follows:

Annual payment for an 8-year maturity: $108.25 million / 8 years = $13.53,
Annual payment for a 10-year maturity: $108.25 million / 10 years = $10.825
Thus, re-writing equation (1a), after introducing the Islamic lease financing, the equation becomes:

WACC = Ke x E  +  Kd (1-CT) x D  +  KL1(1-CT) x L1  + KL2(1-CT) x L2                 (1b)
              

              (D + E + L1 + L2)

Where,

L1 = value of lease (Ijarah) facility for 8 year maturity

L2 = value of lease (Ijarah) facility for 10 year maturity

KL1 = total lease payment for 8 year maturity

KL2 = total lease payment for 10 year maturity

In order to determine the cost of equity (Ke) using equations (2) and (3), then from Table 1.2, D0 (which equals dn) is $141.2 million at year 2001, assuming that all the available cash is distributed, and d0 is $98.1 million in 1997, as no dividends were paid in the first year of operation (1996); hence, from 1997-2001 n = 4. There is insufficient data to determine P0, since the company is not public and the share price and number of shares are unknown. However, consider that the company is in the petrochemical industry, which is a high-income generating sector, we can use sectoral average multiple. The market value of the company can be roughly estimated by assuming a multiple of 7 for its income before interest and tax. Hence, from Table 1.2, profit before interest and tax is $361.3 million for the year 2001, and using the multiplying factor 7, the market value of the company is estimated as $2.529 billion. 

According to Esty (2000), the conventional funds required for the Equate project had maturities of approximately 8 years for international bank debt and 10 years for regional bank debt. Therefore, an average of 9 years maturity will be assumed for total conventional debt. To calculate the annual interest payment, Kd for an 8.25% interest rate, and assuming that the rate is fixed with a 9-year maturity.

Kd = ($1billion x 8.25%)/9years = $9.167 million

Having established all the required information for the calculation of the WACC, then substituting into equation (3):

g = (141.2/98.1)1/4 - 1 = 0.0953 = 9.53 %

and substituting g into equation (2):

Ke = 141.2 (1+0.0953)  + 0.0953 = 0.156 = 15.6 %,

                  2529

The weightings for each source of financing are equity 40%, debt 50% and Islamic financing 10% (5% for each trench). We deduct 4.5% KFAS tax in accordance with Millet’s projections, which gives WACC of 11.78%

Now, consider the scenario where the Islamic finance portion increases from 10% to 50% of total financing, instead of a $200 million lease facility, Equate would have $1 billion in the form of Ijarah which gives least cost, 8.25% of a $billion, $82.5million, thereby creating a total liability of Ijarah facility to be $1082.5 million.

Assuming fixed-rate annual payments once again, and assuming that the two trenches are equal, payments for each trench are, $67.65 pa for 8 years and $54.125million for 10 years. Now we assume that the weighting of equity is constant and the conventional debt weighting is 10%, such that the effect of replacing Islamic funds with conventional funds can be tested. The interest payment on conventional loans becomes Kd = ($200 million x 8.25%)/9years = $1.83 million. Now by holding everything else constant WACC becomes 29.25%, indicating as Ijarah increases in the capital structure cost of capital rises which would adversely impact on a company’s rating and evaluation of future projects.

Simulating for various weightings of Islamic funds and conventional debt, using similar calculations, the change in WACC as the Islamic portion of funds increases until it fully replaces conventional debt, the WACC increases considerably from 11.78% to 29.25% which can be observed in Figure 1.3. A constant cost of Ijarah facility over the two periods, 8 to 10 years, was used. The situation appears to be most realistic but acknowledge that cost will change; hence the cost of Ijarah facility will vary too. This has implications for long term projects financed using Ijarah facility, and the assertion that cost of Ijarah facility is lower than conventional finance does raise a number of questions; particularly for Islamic countries which do not have taxation regimes that are parallel to Western countries. However, Ijarah facility availed by the companies, which can   off set Ijarah facility costs against taxation, will benefit and has importance for joint ventures. 

Earlier literature and Equate hold the view that Islamic finance is cheaper than conventional finance this raises a number of questions about efficiency of market in allocating resources. The argument here is that the market will be reluctant to offer funds to those firms, which offer a lower return than its competitors. Such reasoning is logical but Islamic literature indicates that the Islamic financier is willing to accept variability in their earnings, sharing profit and loss in proportion to their investment, which compensates for higher risk and encourages them to provide finance for enterprises. It is widely recognised that banking systems are inherently unstable and can adversely impact on provision and cost of finance for businesses. 

We now examine other options that Equate might have used as Islamic funds, a Murabahah facility which is a fixed-rate financing tool; the WACC would show similar behaviour as to Ijarah. This is because it has been assumed that the Ijarah facility is also fixed-rate, and the lease profit was based on the benchmark interest rate used for conventional financing. Hence, if the mark-up price of the Murabahah contract 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. 

The WACC for using Istisna[ is not considered, as it is a temporary form of financing which involves advanced payments. Considering Mudarabah or Musharakah, however, both of which were excluded when structuring the co-financed deal. The Islamic funds become part of the equity as they are forms of partnerships. Hence, increasing the portion of equity, which will incorporate the Islamic fund and simulating for various weighting can estimate the WACC, using equation (1a). 
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Figure 3: Relationship Between WACC and Proportion of Islamic Fund (Ijarah) in Company Capital
Using the original capital structure for Equate, that is $1 billion in term debt, $800 million in equity and $200 million in Islamic funds, therefore for a Musharakah or Mudarabah facility the total equity becomes $1 billion ($800 million + $200 million). The interest payment on conventional loans, as calculated previously, Kd = $9.167 million. If all else remains constant the WACC is 12.18 %, where 50% of equity consists of  40% shareholders funds and 10% Islamic funds.

Simulation results are plotted in Figure 4. Note that the company’s contribution to equity is held constant at 40%, while increasing the Islamic finance portion from 10% to 60%, thereby fully replacing conventional debt finance, and the company structure will comprise solely of equity. Figure 4 shows that WACC increases gradually as the portion of Islamic funds increases, reaching 15.6% at full replacement of conventional debt (60%). In comparison with the Ijarah facility, in Figure 5, it is clear that the Ijarah facility has a greater effect on the WACC of a company than Musharakah / Mudarabah facilities.  Therefore, in cases where larger proportions of external funds are required for project financing, Musharakah or Mudarabah would be preferable over Ijarah, as its cost is lower and risk of financial loss or gain is equally shared.  
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Figure 4: Relationship Between WACC and Proportion of Islamic Fund (Musharakah/Mudarabah) in Company Capital
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Figure 5: Comparison of WACC for Varying Proportions of Ijarah and Musharakah/Mudarabah in Company Capital
In addition, it is clear from the above that Musharakah and Mudarabah financing require profits and losses to be shared between the company and financiers. Shareholders, therefore bear the cost of foregoing a portion of their dividends that are paid to the Islamic financiers. Nonetheless, financial risk is reduced by using these financing methods, since in case the company makes losses it is not obligated to make any dividend payments to the Islamic financier, unlike the use of conventional debt where the company is obliged to make interest payments regardless of its profitability. Moreover, from the Islamic financier’s perspective, the uncertainty of the company generating profits creates an opportunity cost of investing elsewhere in case that company is suffering losses. In addition, the Islamic financier, as a shareholder in the company, face information asymmetry. Consequently, it faces agency costs if management is poor; an area not fully explored in contextualizing the relationship between provider and users of funds.  

Literature on credit rationing, asymmetric information and collateral suggests that to account for these, interest can be charged. Whereas Islamic financing avoids usurious interest, it might have been expected that using Islamic funds instead of conventional interest-based funds can reduce a company’s cost of capital. However, in the previous analysis WACC rises when Ijarah replaces conventional bank borrowings, but the same is not true when Musharakah and Mudarabah is used. These preliminary findings suggest that there is a need for further investigation to explain this major deviation from the expected effects on WACC. Given the widespread dominance of conventional finance, it is important to construct an empirical study, with full access to co-financing projects data, to examine the efficiency of such deal. Such a study has the potential to generate interesting conclusions when it takes into account of taxation in general and treatment of leasing specifically. 

Borrowing, irrespective of whether interest free or with interest, has costs associated with it. With interest, the borrower incurs costs definitely. However, with Islamic finance there is no definite cost, but if profit is higher cost to the borrower can be much higher, as it would be shared by fund providers, thereby impacting on their surplus. Hence, with interest free facility cost is not ascertain until the end of period, which makes a comparison much more difficult. Therefore, in terms of cost-effectiveness, it cannot be inferred that Islamic financing is more cost effective than conventional finance, neither conclusively nor refutable. However, traditional theories suggest that it would be sensible to incorporate a certain level of debt in the capital structure such that the cost of capital is optimal, (Arnold, 1998), and the same is applicable to co-financing deals, irrespective of front or back loading in cost of using funds. What makes Islamic finance more acceptable is, its equitable share of worse outcome should the venture produces negative returns; less onerous in seeking collateral to provide finance, minimizes chances of financial exclusion, and the need for less government intervention as long as firms and financiers expect projects to generate positive net worth.

Impact of co-financing on the behaviour of WACC, with varying weightings and techniques of Islamic financing, has been demonstrated in the previous analysis. However, in practice, it is difficult to determine WACC due to the wide variety of sources of finance that companies can use, and the introduction of Islamic funds adds to the complexity of determining the WACC. In the case presented in this paper, many assumptions were made that could have a great effect on the actual value of the WACC. For example, the actual market value of the company could not be determined without sufficient information, and an Ijarah with a variable rate rather than a fixed rate would probably reduce the value of the WACC. Furthermore, The projections used in Table 3 are hypothetical as Equate did not make profits in 1999 but had suffered losses of $210 million due to a drop in crude oil prices, and a subsequent recession in the petrochemical market (Esty, 2000). This is likely to have effect Ke, since no dividends were paid in that year. Nevertheless, the previous analysis can be used as a model and guide in more realistic cases where information is sufficient. 

11. Concluding Remarks

The review carried out in this paper has in general concentrated on the main issues in the literature on Islamic financing, and more specifically project financing. First, we have sought to examine the cost effectives of Islamic finance and associated issues with co-financing deals with the help of Equate case. Second we considered views of industrialists, finance providers and evaluated preferences and knowledge of Kuwaiti population.

The appropriateness of Islamic finance for industrial projects are related with the efficiency of financing tools, practices, services, market demand, ethics, practicality, feasibility and cost-effectiveness. It has been observed that there is a general satisfaction with Islamic financing facilities and the demand for such facilities in Kuwait is considerable. Hence, potential growth for the Islamic financial market posing competition for conventional banking systems, especially in countries where a core belief in Islam exists within the cultural environment. 

This research has shown that although Islamic principles may be considered to be important for project financing, evidence shows that they are not necessarily primary considerations of investors. Profit maximization and cost-efficiency are primary considerations of most investors. Islamic financing does not necessarily reduce the weighted average cost of capital. Interest free loan implicitly have a cost in the form of profit sharing, a end loaded project cost, though not necessarily born by entrepreneurs should they make losses. 

This study suggests that there is a need to further examines the technique of Ijarah financing and its compliance with Islamic principles. It could be suggested that, in terms of ethics, when using Ijarah, it would be more appropriate for Islamic financiers to cover the cost of the assets by leasing out for longer periods and eliminate the dependence on a benchmark interest rate for gaining profits, as this can be considered as riba. In that manner, the WACC is more likely to have a less dramatic increase with increased proportions of Ijarah financing. However, there are limitations to this suggestion, as the lease period is partly governed by the requirements of the client and the life span of the leased asset, which may not necessarily suit the interests of the Islamic financier. 

The results from Musharakah and Mudarabah mode of finance indicate their cost varies with the level of projects profit. By attributing shared profit as cost, it is observed that projects with higher profits have higher cost than those which make limited profit or loss. Hence, the validity of the traditional analysis poses interesting questions, such as what cost should be used to evaluate projects?  These questions have policy implications for both the providers and recipients of funds. Therefore, further research is required to investigate the increase in the cost of capital of a project with the introduction of Islamic finance, and to examine how we investigate a prior cost for evaluation purposes, impact of cost of capital when negotiating financing deals, and finally overall cost of a finance deal at the end. 

This analysis raises the question whether Equate had considered capital structure prior to introducing Islamic finance to the project, and what results were obtained by the introduction of Islamic funds. What is of significance is the reason why Equate used 10% of Islamic funds. One possible reason could be that Islamic financial institutions are not capable of providing such a large amounts of money – this was a $2 billion project. Such information was not available to us. However, representatives of Equate justified the use of Ijarah, with its similarity to conventional leasing, thereby a more understandable and acceptable tool, as well as the cost-efficiency in terms of depreciation costs and other factors. From the financier’s perspective Ijarah generates higher returns than other financing instruments, as depicted in Figures 3 and 5, and since it is by nature asset-backed there is no exposure to credit risk from the lessee. 

The appropriateness of Islamic finance for industrial project financing is a debatable issue. However, Islamic finance can prove to be appropriate if Islamic financing techniques are developed, improved upon and practiced ‘ethically’ in accordance with the Shari[ah, and eliminate the current practices of Islamic financial institutions that tend to mimic conventional practices disguised in manipulated terminologies. In addition, both investors and financiers undertake the necessary analysis and studies required for structuring deals before selecting the appropriate form of Islamic finance. Transparency and compliance of Islamic principles are likely to improve the attractiveness and efficiency of Islamic finance.
Evidence suggest, the rapid growth in number and size of Islamic financial institutions worldwide creates a competitive environment in the banking industry, since they act as an alternative source of finance to conventional banking systems. Therefore, conventional banks are responding to this challenge by offering Islamic financing facilities for projects.

The analysis has shown that to develop Islamic financial institutions and mass lending requires expertise and experience in the structuring of co-financed deals that may involve complications, such as legal and compatibility of conventional and Islamic laws. The continuous growth of Islamic economies can be achieved by consistent efforts in innovation to create and develop efficient financing facilities or products.  Islamic institutions are striving to shift their focus from small scale, less risky projects to financing long-term projects such as the Hub River Power project in Pakistan, the Thuraya Space Telecommunications Company in the Middle East and the Equate petrochemical plant. The pursuance of this trend will ensure maximum exploitation of the economic possibilities of Islamic finance and will satisfy the needs of less developed economies, such as Kuwait.  
“International corporations that dismiss Islamic finance as a grab bag of weird practices to fund terrorists ought to think again. They are missing out on one of the world’s fastest growing capital pools – and one that is beginning to be drawn into the mainstream of the global financial system”

 (Shepherd JR., W, 1996: 44) 
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						Factor		Frequency		Percentage

		Sex				Male		53		80.3

						Female		13		19.7

						TOTAL		66		100.0

		Religion				Muslim		52		78.8

						Non-Muslim		14		21.2

						TOTAL		66		100.0

		Nationality				Kuwaiti		40		61.5

						Non-Kuwaiti		25		38.5

						TOTAL		65		100.0

		Age				Under 20		0		0.0
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		Q1: Which of the following best describes Islamic banking?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Interest-freebanking that follows Islamic Rules		19		7		11		37		51.4		70.0		78.6		60.7

		Interest-free banking that operates under western banking systems		5		0		1		6		13.5		0.0		7.1		9.8

		Where profits and losses are equally shared		13		3		1		17		35.1		30.0		7.1		27.9

		Where profits are equally shared but not losses		0		0		1		1		0.0		0.0		7.1		1.6

		TOTAL		37		10		14		61		100.0		100.0		100.0		100.0

		Q2: How would you define an Islamic bank?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		A bank that does not charge interest on money lent		11		0		6		17		26.8		0.0		42.9		26.2

		A bank that shares profit and loss equally amongst investors		13		7		3		23		31.7		70.0		21.4		35.4

		A bank ran by Muslims for Muslims		3		0		3		6		7.3		0.0		21.4		9.2

		A bank that gives a non-fixed return on an investment		9		2		0		11		22.0		20.0		0.0		16.9

		I don't Know		5		1		2		8		12.2		10.0		14.3		12.3

		TOTAL		41		10		14		65		100.0		100.0		100.0		100.0

		Q3: Do you believe in Islamic banking?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		23		7		0		30		54.8		70.0		0.0		45.5

		No		13		2		7		22		31.0		20.0		50.0		33.3

		I don't Know		6		1		7		14		14.3		10.0		50.0		21.2

		TOTAL		42		10		14		66		100.0		100.0		100.0		100.0

		Q4: Have you ever used an Islamic bank?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		21		6		1		28		50.0		60.0		7.1		42.4

		No		21		4		13		38		50.0		40.0		92.9		57.6

		TOTAL		42		10		14		66		100.0		100.0		100.0		100.0

		Q5: Would you like to use an Islamic bank?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		20		6		0		26		48.8		60.0		0.0		40.0

		No		14		2		8		24		34.1		20.0		57.1		36.9

		I don't Know		7		2		6		15		17.1		20.0		42.9		23.1

		TOTAL		41		10		14		65		100.0		100.0		100.0		100.0

		Q6: Which of the following will motivate you to use an Islamic bank?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Religious reasons		17		4		1		22		37.8		33.3		7.7		31.4

		Profit reasons, solely		5		0		2		7		11.1		0.0		15.4		10.0

		Profit and religious reasons combined		10		4		0		14		22.2		33.3		0.0		20.0

		The lending process is easier to deal with than a conventional bank		0		0		3		3		0.0		0.0		23.1		4.3

		Islamic banks are more competent than conventional banks		3		0		0		3		6.7		0.0		0.0		4.3

		Islamic banks have a wider range of facilities to offer than conventional banks		4		3		0		7		8.9		25.0		0.0		10.0

		Islamic banks understand my culture		1		1		0		2		2.2		8.3		0.0		2.9

		I don't know		5		0		7		12		11.1		0.0		53.8		17.1

		TOTAL		45		12		13		70		100.0		100.0		100.0		100.0

		Q8: An Islamic bank's first responsibility is towards its community

		and making profit is a secondary consideration.

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Agree		17		5		5		27		51.5		55.6		50.0		51.9

		Disagree		16		4		5		25		48.5		44.4		50.0		48.1

		TOTAL		33		9		10		52		100.0		100.0		100.0		100.0

		Q14: Do you know of any Islamic bank in the Gulf Region?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		31		8		7		46		75.6		88.9		50.0		71.9

		No		10		1		7		18		24.4		11.1		50.0		28.1

		TOTAL		41		9		14		64		100.0		100.0		100.0		100.0

		Q15: Do you know of any Islamic bank in Kuwait?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		39		10		12		61		92.9		100.0		85.7		92.4

		No		3		0		2		5		7.1		0.0		14.3		7.6

		TOTAL		42		10		14		66		100.0		100.0		100.0		100.0

		Q21: Have you borrowed from an Islamic bank?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		14		1		1		16		33.3		10.0		7.1		24.2

		No		28		9		13		50		66.7		90.0		92.9		75.8

		TOTAL		42		10		14		66		100.0		100.0		100.0		100.0

		Q25: Have you borrowed from a non-Islamic bank?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		23		7		5		35		54.8		70.0		35.7		53.0

		No		19		3		9		31		45.2		30.0		64.3		47.0

		TOTAL		42		10		14		66		100.0		100.0		100.0		100.0

		Q22: Are you aware of Islamic banking/facilities provided

		by conventional banks operating in Kuwait?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		5		1		0		6		12.2		10.0		0.0		9.2

		No		36		9		14		59		87.8		90.0		100.0		90.8

		TOTAL		41		10		14		65		100.0		100.0		100.0		100.0

		Q23: Are you aware of Islamic banking/facilities provided

		by conventional banks operating in the Gulf Region?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		3		0		0		3		7.3		0.0		0.0		4.6

		No		38		10		14		62		92.7		100.0		100.0		95.4

		TOTAL		41		10		14		65		100.0		100.0		100.0		100.0

		Q26: To buy substantial assets, would you borrow from:

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Family		9		1		0		10		19.6		10.0		0.0		14.7

		Friends		1		0		0		1		2.2		0.0		0.0		1.5

		Islamic Banks		15		4		0		19		32.6		40.0		0.0		27.9

		Conventional Banks		10		2		3		15		21.7		20.0		25.0		22.1

		Never borrow		6		3		5		14		13.0		30.0		41.7		20.6

		Source of money is irrelevant		5		0		4		9		10.9		0.0		33.3		13.2

		TOTAL		46		10		12		68		100.0		100.0		100.0		100.0

		Q28:Do you own a business?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		9		0		0		9		23.7		0.0		0.0		14.8

		No		29		10		13		52		76.3		100.0		100.0		85.2

		TOTAL		38		10		13		61		100.0		100.0		100.0		100.0

		Q29:If you were to start a business

		and you required a loan you would prefer:

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		An Islamic bank that provides interest-free loans, but shares in your profit or loss		21		6		3		30		51.2		60.0		21.4		46.2

		A bank that offers loans on a pre-determined interest rate		20		4		11		35		48.8		40.0		78.6		53.8

		TOTAL		41		10		14		65		100.0		100.0		100.0		100.0

		Q30:If a non-Islamic bank offers loans based on the same principles

		as Islamic banks, would you prefer to use it?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		16		7		3		26		40.0		70.0		23.1		41.3

		No		24		3		10		37		60.0		30.0		76.9		58.7

		TOTAL		40		10		13		63		100.0		100.0		100.0		100.0

		Q31:Have you borrowed money recently?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		13		4		3		20		31.7		40.0		21.4		30.8

		No		28		6		11		45		68.3		60.0		78.6		69.2

		TOTAL		41		10		14		65		100.0		100.0		100.0		100.0

		Q40: Islamic principles are important for borrowing purposes.

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Agree		23		6		1		30		74.2		100.0		20.0		71.4

		Disagree		8		0		4		12		25.8		0.0		80.0		28.6

		TOTAL		31		6		5		42		100.0		100.0		100.0		100.0
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		Q14: Do you know of any Islamic bank in the Gulf Region?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		31		8		7		46		75.6		88.9		50.0		71.9

		No		10		1		7		18		24.4		11.1		50.0		28.1

		TOTAL		41		9		14		64		100.0		100.0		100.0		100.0

		Q15: Do you know of any Islamic bank in Kuwait?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		39		10		12		61		92.9		100.0		85.7		92.4

		No		3		0		2		5		7.1		0.0		14.3		7.6

		TOTAL		42		10		14		66		100.0		100.0		100.0		100.0

		Q22: Are you aware of Islamic banking/facilities provided

		by conventional banks operating in Kuwait?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		5		1		0		6		12.2		10.0		0.0		9.2

		No		36		9		14		59		87.8		90.0		100.0		90.8

		TOTAL		41		10		14		65		100.0		100.0		100.0		100.0

		Q23: Are you aware of Islamic banking/facilities provided

		by conventional banks operating in the Gulf Region?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		3		0		0		3		7.3		0.0		0.0		4.6

		No		38		10		14		62		92.7		100.0		100.0		95.4

		TOTAL		41		10		14		65		100.0		100.0		100.0		100.0

				Aware of Islamic banking /facilities provided by conventional banks operating in the Gulf Region		Aware of Islamic banking /facilities provided by conventional banks operating inKuwait		Aware of Islamic banks operating in Kuwait		Aware of Islamic banks operating in the Gulf Region

		Kuwaiti, Muslim		4.6		7.7		59		48.4

		Non-Kuwaiti, Muslim		0		1.54		15.2		12.5

		Non-Kuwaiti, Non-Muslim		0		0		18.2		10.9
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		Q26: To buy substantial assets, would you borrow from:

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Family		9		1		0		10		19.6		10.0		0.0		14.7

		Friends		1		0		0		1		2.2		0.0		0.0		1.5

		Islamic Banks		15		4		0		19		32.6		40.0		0.0		27.9

		Conventional Banks		10		2		3		15		21.7		20.0		25.0		22.1

		Never borrow		6		3		5		14		13.0		30.0		41.7		20.6

		Source of money is irrelevant		5		0		4		9		10.9		0.0		33.3		13.2

		TOTAL		46		10		12		68		100.0		100.0		100.0		100.0

				Family		Friends		Islamic Banks		Conventional Banks		Never Borrow		Source of money is irrelevant

		Kuwaiti, Muslim		13.2		1.5		22.1		14.7		8.8		7.4

		Non-Kuwaiti, Muslim		1.5		0.0		5.9		2.9		4.4		0.0

		Non-Kuwaiti, Non-Muslim		0.0		0.0		0.0		4.4		7.4		5.9
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demographics

		

						Factor		Frequency		Percentage

		Sex				Male		53		80.3

						Female		13		19.7

						TOTAL		66		100.0

		Religion				Muslim		52		78.8

						Non-Muslim		14		21.2

						TOTAL		66		100.0

		Nationality				Kuwaiti		40		61.5

						Non-Kuwaiti		25		38.5

						TOTAL		65		100.0

		Age				Under 20		0		0.0

						20-39		34		51.5

						40-59		29		43.9

						60+		3		4.5

						TOTAL		66		100.0
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		Q1: Which of the following best describes Islamic banking?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Interest-freebanking that follows Islamic Rules		19		7		11		37		51.4		70.0		78.6		60.7

		Interest-free banking that operates under western banking systems		5		0		1		6		13.5		0.0		7.1		9.8

		Where profits and losses are equally shared		13		3		1		17		35.1		30.0		7.1		27.9

		Where profits are equally shared but not losses		0		0		1		1		0.0		0.0		7.1		1.6

		TOTAL		37		10		14		61		100.0		100.0		100.0		100.0

		Q2: How would you define an Islamic bank?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		A bank that does not charge interest on money lent		11		0		6		17		26.8		0.0		42.9		26.2

		A bank that shares profit and loss equally amongst investors		13		7		3		23		31.7		70.0		21.4		35.4

		A bank ran by Muslims for Muslims		3		0		3		6		7.3		0.0		21.4		9.2

		A bank that gives a non-fixed return on an investment		9		2		0		11		22.0		20.0		0.0		16.9

		I don't Know		5		1		2		8		12.2		10.0		14.3		12.3

		TOTAL		41		10		14		65		100.0		100.0		100.0		100.0

		Q3: Do you believe in Islamic banking?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		23		7		0		30		54.8		70.0		0.0		45.5

		No		13		2		7		22		31.0		20.0		50.0		33.3

		I don't Know		6		1		7		14		14.3		10.0		50.0		21.2

		TOTAL		42		10		14		66		100.0		100.0		100.0		100.0

		Q4: Have you ever used an Islamic bank?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		21		6		1		28		50.0		60.0		7.1		42.4

		No		21		4		13		38		50.0		40.0		92.9		57.6

		TOTAL		42		10		14		66		100.0		100.0		100.0		100.0

		Q5: Would you like to use an Islamic bank?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		20		6		0		26		48.8		60.0		0.0		40.0

		No		14		2		8		24		34.1		20.0		57.1		36.9

		I don't Know		7		2		6		15		17.1		20.0		42.9		23.1

		TOTAL		41		10		14		65		100.0		100.0		100.0		100.0

		Q6: Which of the following will motivate you to use an Islamic bank?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Religious reasons		17		4		1		22		37.8		33.3		7.7		31.4

		Profit reasons, solely		5		0		2		7		11.1		0.0		15.4		10.0

		Profit and religious reasons combined		10		4		0		14		22.2		33.3		0.0		20.0

		The lending process is easier to deal with than a conventional bank		0		0		3		3		0.0		0.0		23.1		4.3

		Islamic banks are more competent than conventional banks		3		0		0		3		6.7		0.0		0.0		4.3

		Islamic banks have a wider range of facilities to offer than conventional banks		4		3		0		7		8.9		25.0		0.0		10.0

		Islamic banks understand my culture		1		1		0		2		2.2		8.3		0.0		2.9

		I don't know		5		0		7		12		11.1		0.0		53.8		17.1

		TOTAL		45		12		13		70		100.0		100.0		100.0		100.0

		Q8: An Islamic bank's first responsibility is towards its community

		and making profit is a secondary consideration.

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Agree		17		5		5		27		51.5		55.6		50.0		51.9

		Disagree		16		4		5		25		48.5		44.4		50.0		48.1

		TOTAL		33		9		10		52		100.0		100.0		100.0		100.0

		Q14: Do you know of any Islamic bank in the Gulf Region?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		31		8		7		46		75.6		88.9		50.0		71.9

		No		10		1		7		18		24.4		11.1		50.0		28.1

		TOTAL		41		9		14		64		100.0		100.0		100.0		100.0

		Q15: Do you know of any Islamic bank in Kuwait?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		39		10		12		61		92.9		100.0		85.7		92.4

		No		3		0		2		5		7.1		0.0		14.3		7.6

		TOTAL		42		10		14		66		100.0		100.0		100.0		100.0

		Q21: Have you borrowed from an Islamic bank?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		14		1		1		16		33.3		10.0		7.1		24.2

		No		28		9		13		50		66.7		90.0		92.9		75.8

		TOTAL		42		10		14		66		100.0		100.0		100.0		100.0

		Q25: Have you borrowed from a non-Islamic bank?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		23		7		5		35		54.8		70.0		35.7		53.0

		No		19		3		9		31		45.2		30.0		64.3		47.0

		TOTAL		42		10		14		66		100.0		100.0		100.0		100.0

		Q22: Are you aware of Islamic banking/facilities provided

		by conventional banks operating in Kuwait?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		5		1		0		6		12.2		10.0		0.0		9.2

		No		36		9		14		59		87.8		90.0		100.0		90.8

		TOTAL		41		10		14		65		100.0		100.0		100.0		100.0

		Q23: Are you aware of Islamic banking/facilities provided

		by conventional banks operating in the Gulf Region?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		3		0		0		3		7.3		0.0		0.0		4.6

		No		38		10		14		62		92.7		100.0		100.0		95.4

		TOTAL		41		10		14		65		100.0		100.0		100.0		100.0

		Q26: To buy substantial assets, would you borrow from:

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Family		9		1		0		10		19.6		10.0		0.0		14.7

		Friends		1		0		0		1		2.2		0.0		0.0		1.5

		Islamic Banks		15		4		0		19		32.6		40.0		0.0		27.9

		Conventional Banks		10		2		3		15		21.7		20.0		25.0		22.1

		Never borrow		6		3		5		14		13.0		30.0		41.7		20.6

		Source of money is irrelevant		5		0		4		9		10.9		0.0		33.3		13.2

		TOTAL		46		10		12		68		100.0		100.0		100.0		100.0

		Q28:Do you own a business?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		9		0		0		9		23.7		0.0		0.0		14.8

		No		29		10		13		52		76.3		100.0		100.0		85.2

		TOTAL		38		10		13		61		100.0		100.0		100.0		100.0

		Q29:If you were to start a business

		and you required a loan you would prefer:

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		An Islamic bank that provides interest-free loans, but shares in your profit or loss		21		6		3		30		51.2		60.0		21.4		46.2

		A bank that offers loans on a pre-determined interest rate		20		4		11		35		48.8		40.0		78.6		53.8

		TOTAL		41		10		14		65		100.0		100.0		100.0		100.0

		Q30:If a non-Islamic bank offers loans based on the same principles

		as Islamic banks, would you prefer to use it?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		16		7		3		26		40.0		70.0		23.1		41.3

		No		24		3		10		37		60.0		30.0		76.9		58.7

		TOTAL		40		10		13		63		100.0		100.0		100.0		100.0

		Q31:Have you borrowed money recently?

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Yes		13		4		3		20		31.7		40.0		21.4		30.8

		No		28		6		11		45		68.3		60.0		78.6		69.2

		TOTAL		41		10		14		65		100.0		100.0		100.0		100.0

		Q40: Islamic principles are important for borrowing purposes.

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Agree		23		6		1		30		74.2		100.0		20.0		71.4

		Disagree		8		0		4		12		25.8		0.0		80.0		28.6

		TOTAL		31		6		5		42		100.0		100.0		100.0		100.0
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		Q26: To buy substantial assets, would you borrow from:

				Frequency						TOTAL		Percentage						TOTAL (%)

				Muslim				Non-Muslim,				Muslim				Non-Muslim,

				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti				Kuwaiti		Non-Kuwaiti		Non-Kuwaiti

		Family		9		1		0		10		19.6		10.0		0.0		14.7

		Friends		1		0		0		1		2.2		0.0		0.0		1.5

		Islamic Banks		15		4		0		19		32.6		40.0		0.0		27.9

		Conventional Banks		10		2		3		15		21.7		20.0		25.0		22.1

		Never borrow		6		3		5		14		13.0		30.0		41.7		20.6

		Source of money is irrelevant		5		0		4		9		10.9		0.0		33.3		13.2

		TOTAL		46		10		12		68		100.0		100.0		100.0		100.0

				Family		Friends		Islamic Banks		Conventional Banks		Never Borrow		Source of money is irrelevant

		Kuwaiti, Muslim		13.2		1.5		22.1		14.7		8.8		7.4

		Non-Kuwaiti, Muslim		1.5		0.0		5.9		2.9		4.4		0.0

		Non-Kuwaiti, Non-Muslim		0.0		0.0		0.0		4.4		7.4		5.9
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				weighting		Ke		Debt		Kd		tax		lease		lease profit		Ijara1		Ijara2

		Equity		0.4		15.6		1000		9.1666666667		0.955		200		216.5		13.53125		10.825

		Debt		0.5

		Islamic1		0.05
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