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Although major differences exist between Islamic and conventional banks, it 
is required for Islamic banks to cope with international banking standards 
and provide viable and safe banking grounds. Basel II emphasizes capital 
adequacy, risk management techniques, internal controls, and external 
audits. New approaches are described for weighting assets. Islamic banks 
will be required to comply with the standardized approach and measure risk 
exposure for capital adequacy. The IRB approach allows banks to alter the 
risk weight formula for SME borrowers. This will be useful for Islamic banks 
considering their relatively larger risk exposure of SMEs. Model-based 
approach provides treatment of risks in risk portfolios which may be 
especially important for Islamic banks. The necessary experience required to 
implement models based approach is extensive and Islamic banks may lack 
such experience. In terms of calculating capital adequacy ratio for Islamic 
banks in line with Basel II, the treatment of investment accounts should 
receive special attention.  

1.  Introduction 
Wide range of efforts is spent to establish stabilized banking sector 

internationally. The 1988 Basel capital accord was one of the major efforts towards 
this direction. Basel Committee on Banking Supervision completed an accord with 
the primary purpose of stabilizing the international banking system and levelling 
the playing field.  

The Basel Committee consists of central banks and bank supervisors of Canada, 
France, Belgium, Germany, Italy, Japan, Luxembourg, The Netherlands, Spain, 
Sweden, Switzerland, United Kingdom and United States. The accord mainly set 
risk-weighted minimum capital standard (8%) for international banks. It was 
adopted by more than 100 countries. Since January 1993 all international banks of 
G10 countries were bound by the accord. 

The principal goal of stabilization of the accord was not achieved because of 
many shortcomings. Hall M.J.B. (2004) lists many important deficiencies including 
lack of legal enforcement, limited geographical coverage, flaw in methodology in 
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the credit risk assessment process, usage of inexact risk weights, inducement of 
misallocation of capital resources, inducement of distorted pricing, lead to 
misallocation of resources and many more. As a result of these flaws the financial 
system was not stabilized. Due to risk classifications banks were led to short term 
loans instead of long term. Such tendency has caused the Asian crisis of 1997. 

In order to correct the flaws with the accord, the Basel Committee adopted a 
new capital accord in 2003. The new accord will be implemented by the member 
countries of Basel Committee by the end of 2006. The new accord namely Basel II 
is based on three mutually reinforcing pillars: capital requirements, supervisory 
review and the market discipline. Basel II is expected to achieve the same 
objectives as the initial accord. The main difference relies on the adaptation of 
internal risk management models into capital determination for large international 
banks. Although the new accord has many implications on the banking sector and 
financial markets as a whole, the aim of this paper is to evaluate the effects of 
Basel II on Islamic banks and their operations in terms of capital adequacy.  

The second part of the paper presents Islamic banks and their specialized 
instruments. The instruments are classified into two main categories: asset side and 
liability side. The third part discusses the risk management in terms of several 
different risks. Risk management system is further discussed. Special emphasis is 
paid to risks associated with application of Islamic banking instruments. The fourth 
and the fifth parts of the paper discuss capital adequacy in line with Basel II. Risk 
Modelling for Islamic banks is presented along with capital adequacy discussion 
for Islamic banks.  

2.  Islamic Banking 
Islamic banks are entities that perform financial intermediation according to the 

rulings of Shari[ah. Collection of deposits and utilization of credits make Islamic banks 
similar to conventional banks. The risks exposed by Islamic banks to customers and to 
financial system are also very similar. However the unique nature of products 
differentiates Islamic bank in many aspects. Exclusion of interest, prohibition of 
making money from money, implementation of profit and loss sharing system and 
prohibition against excessive uncertainty are main sources of differences associated 
with Islamic banks. The types and extend of risks differ in great extend. These 
differences will be apparent after an evaluation of all financial products of Islamic 
banks.  

Islamic banking concept was initiated about three decades ago. Today Islamic 
banks are established in 19 countries with total asset size of 132 billion US Dollars. 
The countries include; Algeria (1), Bahamas (1), Bahrain (7), Bangladesh (3), Brunei 
Darussalam (2), Egypt (2), Indonesia (1), Iran (12), Jordan (2), Kuwait (1), Malaysia 
(2), Pakistan (3), Qatar (2), Saudi Arabia (1), Sudan (13), Tunisia (1), Turkey (5), 
United Arab Emirates (3) and Yemen (2). Most of these countries include conventional 
banks side by side with Islamic banks. In fact, only countries that have adopted the 
Islamic banking principles for the entire financial system are Iran and Sudan with 
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Pakistan in the process (Hassan M.K., 2003).  

Table 2.1 Selected financial figures for Islamic banks and for conventional banks for the 19 
countries where Islamic banks operate.1  

 (Thousand of 
US Dollars) 

Year Total Total Total % of 
Market 

% of Market 

Number of 
Banks 

 411 64 347 15.57% 84.43% 

  All Islamic Conventional Islamic Conventional 

Loans 2002 505,383,319 58,564,690 446,818,629 11.59% 88.41% 
Loans 2001 497,606,526 69,300,868 428,305,658 13.93% 86.07% 
Loans 2000 495,145,769 116,638,461 378,507,308 23.56% 76.44% 
Loans 1999 449,567,899 96,120,001 353,447,898 21.38% 78.62% 
Fixed Assets 2002 19,715,333 2,773,090 16,942,243 14.07% 85.93% 
Fixed Assets 2001 19,720,726 3,510,021 16,210,705 17.80% 82.20% 
Fixed Assets 2000 17,847,920 6,758,194 11,089,726 37.87% 62.13% 
Fixed Assets 1999 16,939,848 5,861,634 11,078,214 34.60% 65.40% 
Total Assets 2002 1,126,695,543 132,135,866 994,559,677 11.73% 88.27% 
Total Assets 2001 1,114,631,294 149,229,165 965,402,129 13.39% 86.61% 
Total Assets 2000 1,095,932,093 223,272,903 872,659,190 20.37% 79.63% 
Total Assets 1999 993,367,109 177,700,412 815,666,697 17.89% 82.11% 
Customer & 
Short Term 
Funding 

2002 934,003,534 113,246,918 820,756,616 12.12% 87.88% 

Customer & 
Short Term 
Funding 

2001 921,927,397 124,025,964 797,901,433 13.45% 86.55% 

Customer & 
Short Term 
Funding 

2000 873,399,971 167,403,328 705,996,643 19.17% 80.83% 

Customer & 
Short Term 
Funding 

1999 802,595,458 125,042,571 677,552,887 15.58% 84.42% 

Equity 2002 106,358,733 11,194,457 95,164,276 10.53% 89.47% 
Equity 2001 97,029,410 10,664,704 86,364,706 10.99% 89.01% 
Equity 2000 88,103,263 13,286,790 74,816,473 15.08% 84.92% 
Equity 1999 70,147,503 9,027,731 61,119,772 12.87% 87.13% 
Net Income 2002 15,558,691 2,300,606 13,258,085 14.79% 85.21% 
Net Income 2001 4,075,413 1,542,070 2,533,343 37.84% 62.16% 
Net Income 2000 11,589,934 2,209,955 9,379,979 19.07% 80.93% 
Net Income 1999 -1,051,917 1,078,110 -2,130,027   

                                                 
1 Source: BankScope Database, Bureau van Dijk, release 165.2, update April 2004. 
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Other countries Islamic banks may be pure Islamic or it may be possible for 
conventional banks to have Islamic banking windows. However, to distinguish the 
differences and similarities between Islamic banks, this study includes pure Islamic 
banks. Conventional banks with Islamic banking windows are not classified as 
Islamic banks. For the same reason banks operating according to Islamic principles 
but not collecting deposits are also excluded along with non-deposit conventional 
banks. The data mainly compares deposit collecting Islamic and conventional 
banks.  

Table 2.1 presents selected financial figures for Islamic and conventional banks. 
In terms of number of banks, Islamic banks account for the 15.57% of the total 
market. In terms of total assets 11.73% of the market belongs to Islamic banks. 
Similar percentage holds for loans and customer and short term funding figures. 
However, in terms of equity, the share of Islamic banks is down to 10.53%.  

All of the Islamic banks have to compete with conventional banks, either 
domestically or internationally. It is therefore required for Islamic banks to cope 
with international banking standards and provide viable and safe banking grounds 
for their customers. It is also imperative to take advantage of developments in 
baking and adopt them to the Islamic banking system to accomplish safe, sound 
and effective operations.  

2.1 Islamic Financial Instruments: Asset Side 
2.1.1 Trade Related Instruments 

Murabahah 
Murabahah transaction is a deferred sale procedure. In a murabahah 

transaction, Islamic bank purchases goods and sells them to a third party with 
added profit. The profit realized by the Islamic bank is trade profit. It is possible to 
sell the goods with Instalment payments. However, it is not possible to sell the 
goods without first owning and acquiring them. The purchaser of goods knows the 
initial purchase price and the profit charged. If the initial price is not declared and 
the buyer does not know the cost and the profit then the transaction is called 
musawamah. Also, the goods must be approved for trade in terms of Shari[ah. Thus 
commodities like pork products and alcohol cannot be subject to murabahah. 
Precious metals that could be used as money cannot be subject to murabahah as 
well, including silver and gold. 

Islamic bank are obligated to acquire the goods before selling them. Thus the 
main rule of “one cannot sell what he does not own” is obeyed. This obligation 
brings many problems with it. Majority of Islamic banks operate within banking 
environments that are designed for conventional banks. Necessary regulations may 
not exist to undertake murabahah transactions completely in line with Shari[ah. 
For instance; banks may not be allowed trade commodities and therefore issue 



Basel II and Capital Requirements for Islamic Banks 239 

invoices and realize profits. There may be tax issues involved for trading activities 
at banks.  

Islamic banks use murabahah to facilitate short term financing. The structure 
and the pricing of the transaction are similar to some credit techniques utilized by 
conventional banks. It would be normal for the public to think that murabahah 
transactions are not genuine Islamic products. Although the rationale behind sale 
based murabahah transaction is very clear, the rationale behind pricing is not. 
Islamic banks have to offer competitive rates of return for the profit and loss 
deposit holders in order to avoid withdrawals. In order to achieve competitive rates 
of returns the Islamic banks will want to impose higher profits on murabahah sales. 
Too high of a profit rate will drive the purchaser of the murabahah transaction 
away from Islamic banks to alternative sources. Thus, the Islamic banks should set 
profit rates according to the market rates. 

Murabahah transactions also bring risks and additional costs with it. Shari[ah 
provides the purchaser with the right to walk away from the transaction and return 
the goods, if s/he is not capable of making payments. It is not possible for Islamic 
banks to hedge against such risk. However, such risk does not bring total loss, 
instead liquidation of credit transaction with additional costs. Many Islamic banks, 
due to high risk involved cannot provide such right to the purchaser. “OIC Fiqh 
Academy, AAOIFI and most Islamic banks treat the promise to buy as binding on 
the client” (Khan and Ahmed, 2001). 

Islamic banks provide a schedule of payment for the purchaser of goods. The 
schedule includes the principle and the profit. However, there can be neither a 
financial penalty nor financial compensation for late payments. In fact, Shari[ah 
requires that the seller (Islamic bank) should assist the purchaser and if really 
necessary, provide remission. Chapra, 2000, presents many different views about 
late payments and how to penalize them. Many alternatives to punish the defaulting 
party including blacklisting and imprisonment but none for compensating the loss 
incurred by the seller. Having a court decision for such decision was also argued 
but there is no Fuqua ruling on compensating the seller financially.  

The profit and the scheduled payments for the purchaser are fixed at the 
murabahah transaction. Therefore, even if the market rates change drastically, 
Islamic banks cannot change the payment schedule. Such risk is called the mark-up 
risk. Thus, Islamic banks should forecast for the duration of the murabahah 
transaction and set the profit rates accordingly. Such task is very challenging 
considering the volatilities within the financial systems, especially in emerging 
markets where some of the Islamic banks are operating. 

Along with many risks and weaknesses, murabahah has many benefits as well 
for Islamic banks. The most important advantage is the fact that Islamic banks 
collateralize the debt above and beyond the good itself. Thus the risk of loss 
becomes much less than what a conventional bank would assume for a credit 
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transaction. The nature of murabahah transaction makes it certain that a good is 
traded and Islamic bank once possessed the item. Therefore Islamic banks should 
have basic knowledge of how to obtain such a good and how to liquidate.  

The terms structures of murabahah transactions are relatively short and they are 
considered least risky instruments in terms of credit risk within the Islamic banking 
credit portfolio (Khan and Ahmed, 2001). 

Ijarah 
Ijarah means to rent usufruct of a property to another party. The Islamic banks 

as the property owner rent usufruct of a property to customers. With ijarah, Islamic 
banks structure rental payments in a schedule much like murabahah transactions. 
However the main difference is the ownership status. In murabahah, Islamic bank 
buys the goods from a party and sells them to another party with added profit. With 
the ijarah transaction, Islamic bank is the owner of the subject goods and simply 
renting them. The same restrictions apply to the type of goods that are not allowed 
by Shari[ah for murabahah transaction with additional category of consumable 
goods for ijarah transactions.  

Islamic banks utilize ijarah instead of what is known as operational leasing in 
conventional banking. The legal definitions for leasing transactions are much more 
available in conventional bank dominated financial systems. Considering the 
structural similarities with ijarah and leasing transactions, Islamic banks have ease 
in adopting ijarah to their regulatory systems. The main problem arises with the 
fact that the conventional banks utilize leasing as a mode of financing with 
financial leasing transactions rather than operational leasing. With the financial 
leasing, the cost of the goods and interest are included within a payment schedule 
and ownership of the goods is transferred. Thus, Islamic banks have to change the 
structure of financial leasing. Most of the time, the ownership is transferred to the 
customer at the end of the rental period as a gift or at the market value. If the buyer 
wants to purchase the item at the end of the lease period then an option can be 
added to the contact and the payment structure can be made accordingly. Such an 
option is called ijarah wa-iqtina’. “Some Fuqua do not allow Islamic banks to 
undertake ijarah ending in ownership” (Chapra and Khan, 2000). 

Ijarah transactions bear very low credit risk which is second after the 
murabahah transaction (Khan, T and Ahmed, H, 2001). In many aspects the risk 
associated with ijarah transactions are similar to those of murabahah transactions. 
In terms of collateralization, ijarah become much more secure due to the fact that 
Islamic banks hold the title to goods that are subject to ijarah. However, it should 
be noted that the renter of the goods is liable for the safekeeping of the goods.  

The payment schedule that specifies the rents is fixed before the rent period 
starts. Thus, the Islamic bank assumes the risk of changing market conditions. The 
same concerns associated with mark-up price risks of murabahah transactions. 
Also, similar risk associated with late payments and financial compensation thereof 
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still applies to ijarah. It is possible to structure the ijarah transactions for short 
periods for frequent renewals with different terms which are subject to approval of 
both sides of ijarah. In such a case, Islamic banks assume the risk of not having 
renewals.  

The maturity term structure of ijarah transactions is longer than murabahah 
transactions but in general short to medium term. Considering the cost of 
evaluating each transaction’s risk and cost of entering into an ijarah transaction, 
longer maturity brings lower overhead costs per transaction. Together with low 
credit risk nature and lower overhead costs, ijarah transactions are included within 
the credit portfolio of Islamic banks.  

Most of the countries provide a tax advantage for leasing transactions in one 
way or another. The main advantage for the renter in ijarah transaction is the fact 
that the goods are kept off balance sheet and rent payments are expensed. Lower 
value added taxes are also common Practise to support leasing transactions. Such 
advantage is very important for Islamic banks that are required by Shari[ah to 
purchase and acquire subject goods. 

Salam 
For murabahah and ijarah transactions, Islamic banks are obligated to purchase 

the goods and sell afterwards with their profits. It is essential for Islamic banks to 
have full possession of the goods. Shari[ah forbids the sale of things that one does 
not own and posses. However there are two exceptions; salam and istisna[. The 
need for salam transaction is associated with pre-harvest needs of farmers and 
alike. While the exception is made, restrictions were made clear by the Prophet 
(SAV); “Buy fruits by paying their prices in advance on condition that the fruits are 
to be delivered to you according to a fixed specified measure within a fixed 
specified period".2  

With the salam transaction, Islamic bank may purchase goods that will be 
delivered at a future date with an advance full payment. Salam transaction requires 
definition of goods, payment and delivery terms in detail. The payment has to be 
done when entering into a salam contract. The future delivery of goods makes 
salam contracts similar to forward contracts. The main difference however is the 
up front payment. Such payment puts the buyer into risk of delivery. The seller 
may deliver late or may not be able to deliver at all. Thus Islamic banks entering 
into Salam contracts are assuming default risk. 

The up-front payment makes the purchaser of the salam contract vulnerable to 
price changes. These changes may cause losses. The Prophet (SAV) said: “If 
anyone pays in advance he must not transfer it to someone else before he receives 

                                                 
2 MSA-USC Hadith Database, Sahih Bukhari, Volume 3, Book 35, Number 455, Narrated 
Ibn Abbas. 
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it”3. Thus, unlike forwards, salam contracts cannot be sold to other parties and take 
advantage of market changes or cut losses. However the seller and the purchaser 
may agree that in case of unacceptable losses of one party, settlement will take 
place to cut losses. Such Practise will avoid gharar and should be given special 
consideration. “In Sudan, such a contractual arrangement known as Band al-lhsan 
(beneficence clause) has now become a regular feature of the Salam contract.” 
(Khan and Ahmed, 2001). 

Salam contracts are fourth in terms of credit risk (Khan and Ahmed, 2001). 
However, salam transactions provide alternative financing technique for Islamic 
banks. The main problem that salam transactions cause is the fact that Islamic 
banks will receive commodities and take full possession. However, it is possible to 
sell proceedings of the salam through another salam transaction namely through 
parallel salam. It is imperative that each salam transaction is separate and that they 
are not tide up in a back to back basis. Also, the seller of one transaction cannot be 
the buyer of the other transaction. 

Istisna[ 
Istisna[ contract is very similar to salam contracts. The main differences are the 

fact that istisna[ contract involves production of a commodity and that it does not 
require up-front payment. The buyer orders a production of a specified commodity 
from a manufacturer. The payment is agreed upon up-front in istisna[ contracts and 
the delivery of goods is made at a future date. It is imperative that the specifics of 
the transaction are set forth when entering into the contract including, payment 
terms, specifics of the goods, delivery date and place etc. 

Istisna[ contract is binding on both parties. The important aspect however is the 
fact that the obligation starts with the production process and not with the contract. 
Thus, before the manufacturer starts to produce, any party may cancel the 
transaction. After the production starts, the cancellation requires agreement of both 
parties.  

While istisna[ transactions are considered third in terms of risk (Khan and 
Ahmed, 2001), all characteristics of istisna[ transactions are very similar to salam 
transactions. Main difference is the payment. In istisna[ contracts, the payment is 
not necessarily made in advance. In terms of risk, this is an important difference. 
The risk involving salam was the default of the seller or his/her inability to deliver. 
In case of such default, if the payment is done up-front like in salam transactions, 
the Islamic bank has to recollect the funds as much as possible. If the payment is 
made during the manufacturing process, then the losses are limited.  

                                                 
3 MSA-USC Hadith Database, Sunan Abu-Dawud, Book 23, Number 3461, Narrated Abu 
Sa'id al-Khudri. 
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2.1.2 Equity Related Instruments 
Mudarabah 

Islamic banks provide trade related financing for customers who are in need of 
funds. These transactions are usually short term and involve a specific item. 
Islamic banks can also provide financing on equity basis and become partners in 
operations. Such long term commitment on Islamic bank side provides different 
kind of establishment and financial structures.  

Mudarabah is one of the main equity participation of Islamic banks. Through 
mudarabah, Islamic bank invests the capital required to raise and run a business 
entity and establish a partnership with a person or persons to manage the business. 
The Islamic bank as the investing partner is called “rabb-al-mal” and the managing 
partner is called “mudarib”. While the investing partner provides all the capital, the 
managing partner provides no funding. Investing partner can limit the operations to 
a particular area (restricted mudarabah) or may leave it entirely to the managing 
partner. Except such limitation, investing partner has no right to intervene to the 
management of the business.  

The investing partner owns all the assets of the business but any profit realized 
through the operations is shared by investing and managing partners mutually. The 
profit ratios have to be defined at the establishment stage and cannot be a 
percentage of the capital. It has to be distribution of profits with specified fractions 
of the profit to each partner. The distribution of the profits does not have to be on 
equal terms. Either side can have a larger portion of the profit. The profit can also 
be realized on different businesses conducted instead of overall business and 
different profit sharing ratios can be set up for different businesses. The only 
compensation that either partner can obtain is the profit. No other compensation 
such as salaries, fees or commissions can be claimed.  

The investing partner bears the risk of loss. While the investing partner losses 
money for losses, the managing partner losses compensation for his/her work. The 
managing partner cannot be held liable for any of the losses incurred. However, in 
case of negligence or misconduct investing partner has the right to seek 
compensation from the managing partner. Any profit made after realization of 
losses is paid to cover for the losses and the rest is distributed according to the 
profit sharing ratios. 

Mudarabah has many risks associated with it along with many advantages. The 
main risk is the business risk. Operating a business has its own risks and Islamic 
banks as the investing partners take such risk. It is not possible to hedge financially 
against such risks but operational precautions may be taken by the managing 
partner. Another risk associated with mudarabah is the fact that any partner has the 
right to end the partnership at any point in time and result in liquidation of the 
business. It is not possible to enforce neither partner to continue the business. Such 
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an option increases the risks associated with mudarabah to an extent that many 
Islamic banks limit their mudarabah exposure.  

Since the Islamic bank is establishing a partnership and since the managing 
partner cannot be held responsible for any operational losses, Islamic bank cannot 
collateralize the risk. Therefore the mudarabah structure equity finance becomes 
riskier for the Islamic banks. In fact it is listed as the fifth risky type of financing in 
terms of credit risk (Khan and Ahmed, 2001).  

Islamic banks as financial intermediaries have to undertake the process of 
project evaluation which is very long and costly. The expertise that is needed for 
the decision process is complicated. It is also vital for the survival, profitability and 
safety of partnerships to audit and control day to day operations against any 
excessive risk without interfering with the managing partners responsibilities. 
These procedures are unique to Islamic banking and costly compared to other types 
of financing.  

Islamic banks also risk their liquidity positions by becoming partners in 
business entities. It is expected to have a medium to long term maturity structure 
with mudarabah transactions. Therefore, Islamic banks assume higher liquidity 
risks than what is assumed with trade related financings. 

Business partnerships generate neither a fixed income nor a scheduled 
repayment schedule. Thus, the income expected from any partnership is not set 
before the arrangement. It is also not know when the business will start making 
profit distribution if it will at all. Therefore, the mark-up risk is considerably 
higher. Vulnerability against market fluctuations is diversified with different lines 
of business but in terms of profits to be distributed to deposit holders, mudarabah 
becomes a very risky asset. 

Along with many risks, mudarabah has many benefits as well. With a 
successful project evaluation and establishment stage, businesses will generate 
incomes in terms of real trade profits. Such activity will contribute directly to the 
real economy as well as to the Islamic bank. Any income generated through real 
trade through a diversified portfolio is independent from short term interest rate 
fluctuations; providing stable returns for the profit and loss sharing account 
depositors of Islamic banks.  

In terms of risks and benefits of mudarabah, it may be suggested to Islamic 
banks to establish profit and loss sharing accounts directly tied to mudarabah 
transactions. These accounts can be set up with single mudarabah or several 
mudarabah transactions as one portfolio. If the contents of these accounts are 
transparent then the terms of withdrawal can be restricted. In such a setup, Islamic 
banks would be acting as true agents of account holders and eliminate associated 
liquidity risk. Faced with only the business risk, mudarabah transactions may bring 
competitive advantage to Islamic banks over conventional banks. 
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Musharakah 
The two main problems in mudarabah transactions are the termination at will 

and mandatory confidence in management. Musharakah provides solution to these 
two major issues. In many aspects musharakah transactions are very much like 
mudarabah but participation to management and restrictions of liquidation makes 
musharakah unique and important investment tool for Islamic banks. For a 
musharakah transaction, an Islamic bank establishes partnership with other 
investors for a business entity. The management of the established entity consists 
of all investing partners. Thus Islamic banks participate to the established 
businesses financially and operationally.  

Establishment requires clear definition of terms including, partnership shares, 
line of business and profit/loss distribution. There are different views on whether 
each partner is limited to receiving profit share equal to his/her equity participation 
ratio. Majority believes that the percentage of profit for each partner should be 
equal to the percentage of equity participation. There is however consensus about 
distribution of losses. The percentage of loss distributed for each partner cannot 
exceed his/her participation percentage. Any participation to the partnership must 
be in monetary terms and commodities cannot be accepted as capital contribution. 

Management of the musharakah and the established business entity is handled 
by the investing partners. Direct participation and effort is necessary. There can be 
inactive partners within the partnership structure. There are views that inactive 
partners’ profit share can be lowered. Participation in management limits the 
exposure of the Islamic bank to management negligence or misconduct. However, 
it requires expertise in the specific line of business. The business risk faced by the 
established company still exists but with possibility of having more active role in 
the entity. 

Liquidation is restricted in the musharakah transactions. If one of the partners 
wishes to leave the partnership, he/she can do so without liquidating with the 
agreement of all partners and through a settlement process. If no agreement is 
reached then the partner has the right to take the company for liquidation. 
Compared to mudarabah transaction, musharakah restricts the partners to attempt 
to settle with other partners before liquidation. Prophet (pbuh) said: “All the 
conditions agreed upon by the Muslims are upheld, except a condition which 
allows what is prohibited or prohibits what is lawful”. Thus, the right of a partner 
to take the company for liquidation may further be restricted if it causes harm to 
other partners and to the society. Such restriction provides Islamic banks with an 
opportunity to continue the business without one of the partners or with a 
replacement.  

Islamic banks can establish investment deposit accounts directly tied to 
musharakah transactions. Just like mudarabah tied accounts, the liquidity risk 
would be totally eliminated along with lowered mark-up risks. The nature of 
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musharakah eliminates the management misconduct risks and limits to a great 
extent the liquidation risk. Thus, such investment accounts would only bear 
business risks that can be managed through diversified musharakah portfolios. 
Islamic banks establishing such accounts would be minimizing their liquidity, 
mark-up and business risks and transferring these risks to depositors. 

2.1.3 Other Instruments 

Qard Hasan 
Islamic banks may have to provide short term loans with no compensation 

whatsoever. Qard hasan is extended to Islamic bank customers with no interest and 
no compensation whatsoever. Thus, Islamic banks provide such facility to service 
customers. Since there is no earning the terms and amounts are very limited. The 
main usage is to provide intraday financing for valued customers. Collateralization 
of such loans is usually very weak. 

Sukuk 
The liquidity problems faced by the Islamic banks raised the need for liquid 

Islamic financial securities. Sukuk is engineered as an Islamic bond. Sukuk 
transaction involves a participation certificate of a sukuk trust fund with assets with 
periodic lease income. The purchasers of sukuk become partners of the sukuk trust 
fund and such partnership entitles them to income distribution of the sukuk trust 
fund. Usually the sukuk has a maturity at which the assets are liquidated and 
income distribution ends.  

There are many advantages of sukuk. Many rating agencies provide ratings for 
sukuk issues and such ratings provide liquidity to these securities. Sukuk issues can 
be bought and sold with ease just like bonds. Liquidity makes them ideal for short 
term investment. The lease payments that are provided on a long term basis also 
provide competitive returns on sukuk issues; making them attractive investment 
instruments for Islamic investors as well as conventional investors.  

Islamic banks also invest in sukuk issues and provide financing for sukuk trust 
funds. With such a high liquidity and high return, sukuk is bound to be very 
important aspect of Islamic banks. The assets owned by the sukuk trust fund 
collateralize the sukuk issues. Positive international rating also provides indication 
of the level of risk.  

Islamic banks themselves can also issue sukuk based upon their Islamic asset 
portfolio. A portfolio of ijarah and salam transactions may be used for sukuk issues 
and provide liquidity for Islamic banks. Such utilization of assets would also 
eliminate the deposit withdrawal risk because the purchasers of sukuk issues may 
trade the sukuk with each other as well as with the Islamic bank that issued them. 
More risky asset portfolios containing different mudarabah and musharakah 
transactions may also be used as assets for sukuk issues for investors of different 
risk and return taste.  
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2.2 Islamic Financial Instruments: Liability Side 
2.2.1 Current Accounts 

Islamic banks collect deposits into current accounts for safekeeping purposes. 
With the enhanced technology, Islamic banks can offer many different services to 
these accounts. Many Islamic banks around the world established ATM networks 
and debit card systems to provide easy access to current accounts. Chequeing 
services are also attached to current accounts.  

While many conventional banks offer interest payments to current accounts, 
Islamic banks do not provide any compensation. These accounts are treated by 
Islamic banks as qard hasan from deposit holders. The risk associated with current 
accounts therefore is minimal. Customers have access to current accounts without 
any restrictions and the funds can be withdrawn at account holders will. 

Some Islamic banks’ current accounts may represent more than 75% of their 
total manageable deposits (Khan and Ahmed, 2001). Therefore, is it normal to 
assume, based on the magnitude of the current accounts, that most of the Islamic 
banks blend the current accounts with investment deposits. Such treatment would 
leave the current account holders facing risks associated with investment accounts 
without any compensation. Current accounts holders will not participate in losses 
but the ultimate affect of such losses will be shared by current account holders as 
well. 

2.2.2 Investment Accounts 
Investment accounts are called profit and loss sharing (PLS) accounts. They 

may have different maturity structures. Depositors of PLS accounts assign the 
Islamic bank to act as their agent to conduct credit transactions and generate profit. 
Thus any profit or loss generated through the usage of these accounts belongs to 
PLS account holders. Islamic banks usually share part of the profit as their agency 
fee.  

PLS account can have restrictions on the usage of funds or provide unrestricted 
rights to the Islamic bank for allocating funds. In any case profit or loss realized 
from investments made with PLS deposits will be distributed to PLS account 
holders.  
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Figure 2.1: Investment process at Islamic banks 

In terms of risks faced by PLS account holders; the business risks as well as 
credit risks associated with each of the credit instruments are present. Direct 
participation into credit and their outcomes exposes PLS account holders to risk 
that are not apparent for term deposit holders of conventional banks. Since, term 
deposit holders are promised a fixed return on their money, their main risk is the 
risk associated with the well being of the financial entity. However, with PLS 
accounts, the risk associated with the financial entity still exists and other 
important risks are added. While taking risks, PLS account holders also enjoy the 
benefits of Islamic credit instruments.  
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3.  Risk Management 
3.1 Types of Risks Faced by Banks4 
3.1.1 Market Risk 

Banks operate in established financial environments with several other types of 
financial entities. The assets and liabilities of banks are part of the overall financial 
system. Market risks are the risks originating from the market itself. Market risk 
can be divided into two sub categories; systematic and unsystematic. Overall 
changes in market conditions will expose banks to systematic market risk. 
Movement in specific asset will generate unsystematic risk for banks holding those 
assets. For instance, any change in the price of domestic currency will expose 
banks to systematic risk whereas changes in the price of cotton will only affect 
banks that hold positions in cotton. 

There are many market conditions that affect the banks and expose them to 
market risk. Changes in price of equity, interest rate, foreign exchange rates and 
prices of commodities are the main conditions. The balance sheets of the banks 
contain assets, liabilities and equities that are financed. Any price change in any 
one of the items will affect the banks’ financial standing. A bank with unmatched 
currency of assets and liabilities will be exposed to foreign exchange risk. A 
variable interest rate on assets and fixed interest rate on liabilities will expose 
banks to interest rate risk.  

3.1.2 Credit Risk 
Banks are exposed to credit risk through default. Any counterparty of a credit 

transaction will expose the bank to credit risk. A customer at a loan agreement will 
expose the bank with credit risk due to the chance that s/he will not meet his/her 
obligation on time or at all. On such a circumstance the principal and the earnings 
are at risk. Banks are exposed to credit risk on treasury operations as well. Bonds 
carry the default risk of the issuer for the coupon payments and for the principal. 
Even a simple foreign exchange deal exposes banks to credit risk. As long as the 
currencies are not exchanged simultaneously and at the same physical place, the 
credit risk of the trading partner will stand. Credit risk limits the amount of 
transaction that will be conducted with a specified counterparty.  

Even governments can expose banks to credit risks. Eurobonds issued by 
different countries carry different interest rates. The differences in interest rates 
reflect the terms of the bonds and the amount of credit risk each country exposes to 
bond holders. 

                                                 
4 See Khan and Ahmed (2001). 
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3.1.3 Liquidity Risk 
Banks have daily liquidity requirements arising from activities including 

withdrawals, paying Cheques, regulatory payments and credit payments. It is the 
responsibility of banks to undertake these payment obligations on a timely manner. 
Risk of failure to do so is the liquidity risk. Banks have the option of borrowing in 
the money market for short term liquidity needs but such borrowing will be costly.  

Almost all of the central banks as the regulatory agencies over banks require 
some percentage of assets to be kept in liquid assets. While some of these liquid 
assets are kept at the bank, some are kept as liquidity reserves at the central banks. 
Banks also manage liquidity risk through cash flow management. It is also 
reasonable differences between the duration of assets and duration of liabilities. For 
a bank with all time deposits with a maturity of 30 days and credit deals with 
maturity of 180 days will face liquidity risk in case time deposits decide to 
withdraw. 

3.1.4 Operational Risk 
Operational risk is associated with banking systems and employees. Procedures 

of banks are handled with integrated technological products. Any failure of these 
systems exposes banks to operational risks. With the advanced technology, banks 
can operate more effectively and efficiently. Decision making process, customer 
database including deposits and credit deals are all processed through computers. 
The security of systems are very important as well as the system designs. Any flaw 
in any of the process will expose banks to risks to a great extend.  

Employees also expose banks to operational risks. A foreign exchange 
transaction conducted by a dealer is vulnerable to risk of human error. A credit 
proceeding paid without collecting the collateral also exposes banks to operational 
risk. An unlocked branch of a bank at night also exposes banks to operational risk.  

3.1.5 Legal Risk 
Risks arising from laws and regulations are legal risks. Many countries have 

restrictions to kinds of businesses that banks are allowed to conduct. For instance; 
leasing, insurance or brokerage house activities may be restricted areas of operation 
for banks. Any trading book activity may become jurisdiction of capital markets 
board and may require disclosure of information accordingly.  

International business activities may also expose banks to legal risks. A bank 
that involves marine business may require extensive knowledge about marine laws. 
Any assumption based activity may become very costly for banks. 
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3.2 Risks Associated With Application of Islamic Banking 
Instruments 

Islamic banks face the risks that are normally faced by conventional banks. 
There are however additional risks that Islamic banks face due to special 
characteristics of Islamic banking financial instruments.  

3.2.1 Market Risk 

Unsystematic risk 
Through utilization of murabahah or ijarah, Islamic banks are exposed to 

market risks of specific commodities. Since Islamic banks purchase commodities 
and take them into their possession, any change in price will affect their ability to 
sell them to third parties. Also, same risk applies to the value of the collateral. 
Although, Islamic banks collateralize murabahah and ijarah transactions, the 
commodity is also considered part of the collateral. Any change in price would not 
affect the amount of debt owed to the Islamic bank but would change the value of 
the collateral. 

Through mudarabah and musharakah partnerships, Islamic banks expose 
themselves to risks that are specific to line of businesses. For instance, if 
mudarabah partnership is established for a company that deals in textiles and if the 
prices of textiles decrease drastically, Islamic banks’ investment would be affected 
negatively. Such risk is unique to Islamic banks and should be evaluated 
thoroughly. Islamic banks prefer trade related instruments over equity related 
instruments due to the business risk involves.  

Islamic banks also face unsystematic risk with istisna[ and salam contracts. Any 
single and independent event may affect the production/harvest of the subject 
goods. Therefore Islamic bank would receive the promised goods late or may not 
receive at all. Product specific risk is also vital for Islamic banks to evaluate. 

Systematic risk 
Investment account deposit holders are not promised a fixed return. Thus, 

Islamic banks are not exposed to any interest rate risk directly. However, Islamic 
banks face interest rate risk in two indirect ways.  

First, any profit margin (mark-up) added to the murabahah transactions would 
use a benchmark rate. This rate should be high enough to meet the expectations of 
PLS account holders for their investments and should be low enough to be 
acceptable for the credit customer. Therefore the benchmark rate will be a rate 
close to market interest rate. Any increase in benchmark rate will expose Islamic 
bank to risk of withdrawals due to the fact that murabahah deals have fixed 
payment schedule and the profit amounts cannot be changed.  
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Second, some of the credit customers of Islamic banks also work with 
conventional banks. In case of interest rate jumps, such companies would prefer to 
make payments to conventional banks due to high cost of increased interest. They 
may even choose to divert the funds that they plan to pay towards their murabahah 
payments, to their debt with conventional banks. The fact that Islamic banks cannot 
impose penalty on late murabahah payments exposes Islamic banks to late 
payment risk and such risk increases with increased market rates. 

Islamic banks may have different currency denominations for assets and 
liabilities and any changes in currency prices exposes Islamic banks to foreign 
exchange rate risk. While conventional banks may employ derivative products to 
hedge such risk, no financial product exists for Islamic banks. Therefore Islamic 
banks are exposed to foreign exchange rate risk more than conventional banks.  

Credit instruments of Islamic banks require involvement into real business 
sectors. Conventional banks on the other hand, may choose to keep more 
government bonds than commercial credit. Therefore Islamic banks would be 
exposed to macroeconomic changes more than conventional banks. For instance, 
any change in corporate taxes would affect the income of commercial customers 
and therefore Islamic banks. 

3.2.2 Credit Risk 
The nature of murabahah and ijarah transactions of Islamic banks exposes them 

to similar credit risk with commercial credits of conventional banks. However, 
mudarabah and musharakah partnerships have unique credit risks. In mudarabah 
partnership, the operations depend on the managing partner. Therefore the 
creditability of the managing partner becomes a major issue. Islamic banks are 
exposed to credit risk in mudarabah via managing partner’s fraud, misconduct, 
negligence and incompetence. The credit risk of the resulting business also exists. 
If the business cannot generate profits and starts realizing losses, Islamic bank will 
realize losses as well. This type of credit risk also applies to musharakah 
partnerships.  

Ijarah and salam transactions also expose Islamic banks to credit risk. In both 
type of transactions, customers are expected to either produce or harvest some 
goods. Their end product is purchased ahead of time to provide funding. However, 
delayed or incomplete production/harvest will generate losses for Islamic banks. 

Islamic banks cannot hold interest bearing securities in anyway. While it is a 
normal procedure to ask for securities as collateral for credit, Islamic banks can 
only ask for non-interest bearing instruments. It may not be easy to liquidate a non-
interest bearing instrument such as mortgage. Whereas liquidating a bond would 
actually be easier than recollecting the loan. Thus, Islamic banks face market risk 
in collateralization of credits as well.  
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3.2.3 Liquidity Risk 
Islamic banks cannot borrow from money markets that operate with interest. 

Central banks also lend money with interest. The fact that there is no lender of last 
resort exposes Islamic banks to liquidity risk in a vital way. In fact, illiquidity is the 
most important risk that an Islamic bank faces.  

Murabahah and ijarah transactions have fixed scheduled payments. They 
cannot be called like credits of conventional banks. Mudarabah and musharakah 
transactions are only make payments in case of profits and principal amount are 
collected in case of liquidation. Istisna[ and salam transactions have very long 
maturity structures and any collection of principal is not possible before the 
completion/harvest of the goods.  

Conventional banks keep fixed income securities within liquid assets. Therefore 
liquidity of conventional banks is usually higher than Islamic banks. Since Islamic 
banks cannot get any return on liquid assets, the trade-off between safety and 
profitability is considerably higher for Islamic banks. 

Table 3.1:  Liquid assets/Customer and short term funding for Islamic and 
conventional banks.5 

Year 2002 2001 2000 1999 

Islamic Banks 35.33% 54.65% 49.43% 39.71% 

Conventional 
Banks 

37.86% 43.38% 41.76% 43.74% 

 

The table illustrates the fact that although Islamic banks have necessity by 
nature to be more liquid than conventional banks, in Practise it is the opposite. The 
cost of liquidity is directly reflected upon the profitability of Islamic banks and 
their preference is to have lower liquidity levels. The fact that banks keep short 
term securities as liquidity and earn interest on them provides a safety cushion that 
is not available for Islamic banks. 

3.2.4 Operational Risk 
Standardized technology products are developed for 18,2176 banks that exist 

around the world. However, the products are not standardized for 64 Islamic banks. 
Custom made banking software brings many complications with it. The chance of 
having a flaw within the system is increased. The frequency of upgrades will 
increase and require more frequent training for the staff.  

                                                 
5 Source: BankScope Database, Bureau van Dijk, release 165.2, update April 2004. 
6 Source: BankScope Database, Bureau van Dijk, release 165.2, update April 2004. 
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The operations of Islamic banks are not standardized as well. Even the 
application of Islamic banking products may differ from one bank to another. 
Many products of Islamic banks require adaptation to regulations that are designed 
for conventional interest bearing systems. These adaptations may bring 
complications with them and therefore expose Islamic banks to operational risk.  

Standardized accounting principles are developed by International Accounting 
Standards Board (IASB) for all companies including banks. However IASB does 
not include any standard to be used for Islamic banks or conventional banks with 
Islamic banking windows. Accounting and Auditing Organization for Islamic 
Financial Institutions (AAOIFI) works toward providing standards for Islamic 
financial institutions. However, the standardized accounting principles of AAOIFI 
are not adopted by most of the regulatory agencies for Islamic banks in their 
jurisdiction. 7  AAOIFI cooperates with IAS to include standards designed for 
Islamic banks.8 

3.2.5 Legal Risk 
Except Iran and Sudan Islamic banks are operating in interest bearing financial 

environments. Such economies expose many risks for Islamic banks. Especially if 
regulations designed for conventional banks do not include specific procedures for 
Islamic banks then complications may arise. Many regulations do not allow banks 
to participate in trade actively. These may limit the ability of purchasing 
commercial items and selling them to third parties. Thus, it becomes very 
cumbersome to facilitate murabahah transactions.  

Also, equity participation of banks may be limited. Such restriction would make 
it impossible to undertake mudarabah or musharakah. Islamic banks may find 
sideways to overcome legal obstacles but such procedures would expose Islamic 
banks to legal risks. 

Operating within interest bearing environments and competing against 
conventional banks also expose Islamic banks to legal risk in terms of Shari[ah. 
Islamic banks that are subject to regulations of conventional banks may be exposed 
to risk of Shari[ah compliance.  

3.3 Risk Management System 
The risks faced by Islamic banks include the same risks faced by conventional 

banks and risks associated with facilitating Islamic financial instruments. It is 
therefore very important for Islamic banks to establish an effective risk 
management system. In order to operate profitably, it is necessary for the risk 
management system to be operation oriented.  

                                                 
7 For detailed review of compliance with international standards see Chapra, M. U. and 
Khan T. (2000). 
8 AAOIFI communication with IAS dated March 6, 1999 is available at www.iasb.org. 
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Establishing risk management systems in Islamic banks involves several stages 
that need to be custom made. Involvement and dedication of all levels of staff, 
management and board of directors is necessary. Standardized procedures should 
be established for each and every operation as well as every financial instrument. 
Standards of International Standards Organization (ISO) should provide necessary 
guidelines for such standardization process. ISO also requires active participation 
of staff, management and board of directors.  

Policies and operational guidelines should be defined and employed. 
Compliance with such guidelines within the framework of standardized operations 
should minimize related risks. However, internal control systems are necessary to 
Cheque such compliance and to report flaws. Cooperation of staff if very important 
to locate each flaw within the system and provide solutions. Internal auditing 
should be alert for controlling systems flaws and to provide solutions for them. 
System development should be prioritized. Cooperation of other Islamic banks 
should be established for effective Islamic banking system.  

Definition of risks should be made and risk measures should be defined. 
Procedural system should include risk measurement procedures and standard 
internal audit should conduct periodic system wide Cheque-ups. As long as Islamic 
banks can measure the type and extend of risk exposed to them, they will be able to 
work for risk mitigation techniques to eliminate risk. However, derivative products 
available for Islamic banks to mitigate risks are limited compared to conventional 
banks (Zaher and Hassan, 2001). The procedure for risk management should 
include definition, measurement, control, mitigation. External audit would bring 
unbiased opinion but it is more effective to employ such services with expertise in 
Islamic banking. 

Internal audit systems should be adequate to control and correct the bank’s 
overall system. Auditors should be experienced in Islamic banking and all related 
operations. The authority and responsibility of auditors should be defined by 
considering many aspects. Auditors should represent all stakeholders. Internal audit 
should be responsible for, “ensuring that policies and procedures are complied with 
and review whether the existing policies, Practises and controls remain sufficient 
and appropriate for the bank’s business” Ahmed J. (2003). 

4.  Basel II: Capital Adequacy 
The new capital accord (Basel II) of the Basel Committee aims to establish 

market discipline. The main emphasis is on the risk based capital adequacy. 
According to Basel II, some selected international banks will be allowed to use 
their own internal risk management systems. Other banks will continue to use 
standardized risk management systems with enhanced rating systems. Adoption of 
external rating facilities and guidance for supervisory bodies in relation to external 
ratings are major components of risk management process within the Basel II 
accord.  
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Islamic banks should adopt Basel II and integrate suggested systems to their 
operations for many reasons (Hassan and Chowdhury, 2004). Any failure of an 
Islamic bank will generate systematic risk for the financial system overall. 
Furthermore, any failure will damage the Islamic banking sector. Also, in order for 
Islamic banks to receive international recognition they will have to Fulfil many 
criteria and compliance with international standards is one of them. 

Basel II emphasizes capital adequacy, risk management techniques, internal 
controls, and external audits. Enhanced risk management and internal controls are 
encouraged via providing several incentives. While capital adequacy definitions are 
not changed with the new accord, new approaches are described for weighting 
assets: standardized approach, the internal ratings-based approach, and model-
based approach. 

Considering the risks associated with specialized Islamic products and their 
unique nature, Islamic banks face challenging task of adopting international 
standards. It should be taken into consideration that some of the risk models may 
expose Islamic banks to other risks that are not apparent for conventional banks. 
Methods that are developed for conventional banks should be amended and tailor 
made for Islamic banks and such procedure may require extensive input in terms of 
data availability.  

Due to the unique nature of financial instruments, Islamic banks can keep profit 
and loss sharing accounts off the balance sheet. On the other hand, conventional 
banks cannot do the same for time deposits. Such accounting treatment would 
expose Islamic banks to capital adequacy risk. Adoption of AAOIFI standards 
provides a resolution for the issue by requiring Islamic banks to keep all deposits 
on the balance sheet without differentiating between current accounts and PLS 
accounts. However, IAS does not have any accounting procedure to overcome such 
obstacle. In countries where compliance with IAS is mandatory without any room 
for AAOIFI standards may still have Islamic banks with off balance sheet PLS 
accounts. 

4.1 Standardized Approach9 
Standardized approach provides guidance for supervisors in adopting 

appropriate source of external ratings for banks. External ratings are utilized for 
measuring credit risk. Fixed risk weights are established for each supervisory 
category and banks are required to allocate their credit exposures into supervisory 
categories such as corporate loans.  

                                                 
9 See ______________(2004). 
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Table 4.1: Average (per bank) figures of Islamic banks and Conventional banks for 
years between 1999 and 2002.10 

(Thousands of US Dollars) Islamic Banks Conventional Banks 

Number of Banks 64 347 

Loans 1,664,690 1,292,034 

Fixed Assets 90,253 46,038 

Total Assets 3,246,550 2,875,528 

Customer & Short Term Funding 2,542,617 2,398,502 

Equity 209,884 250,074 

Net Income 34,322 18,441 

 

Table 4.1 illustrates that the Islamic banks, on average, have more assets 
compared to conventional banks. Considering the fact that, only selected banks that 
meet certain criteria will be allowed to apply internal ratings-based approach, with 
larger average assets, Islamic banks may also become eligible. However, in terms 
of absolute figures, Islamic banks are categorized as medium to small. Therefore, 
will be required to comply with the standardized approach to classify and measure 
risk exposure for capital adequacy.  

There are several aspects of standardized approach that are enhanced and 
expanded compared to the old accord. Risk mitigants including collateral, 
guarantees and derivate products are recognized within the standardized approach 
with a wider range. The effects of a specific risk mitigants on overall risk 
measurement are defined. The definition is not extended to Islamic financial 
instruments aspects. Transactions such as murabahah and ijarah are structured 
similarly to conventional banks. Their collaterals will benefit form the expansion 
and be at advantage because of the involvement of real goods. Definition of 
collateral for partnerships such as mudarabah and musharakah are very 
troublesome for Basel to include within the accord. At first look, these partnerships 
may require collateral neither for expected profits nor against principal 
investments. If a bank establishes a musharakah transaction, how could it be 
possible to ask for collateral and from whom the collateral will be collected. Is it 
legal in terms of Shari[ah to collateralize investments of musharakah or 
mudarabah partnerships? If little collateral is asked against managerial misconduct 
or none was taken in, the transaction will be recorded as equity partnership with no 
collateral. Thus, treatment of Basel II in terms of collaterals should be applied to 

                                                 
10 Source: BankScope Database, Bureau van Dijk, release 165.2, update April 2004. 
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equity participations and consider assets of the equity as either as a deduction form 
the risk or as a collateral for the outstanding risk.  

Treatment of derivative products is also expanded to include more products. 
Although there are no Islamic financial instruments defined as derivative products 
for Basel II purposes, parallel salam may be used to hedge against risks arising 
from salam contracts. Parallel salam contract may not be a derivate products but 
the application of salam is very much in line with the intent of derivatives. In terms 
of credit definitions, however, Basel II will treat the two salam transactions as two 
separate deals and double the risk. Whereas, if parallel salam if to be included 
within the Basel II expanded derivate treatment, banks would match two contracts 
and deduct the amount of parallel salam from the original salam contract. 
Resulting reduced risk exposure similar to credit derivatives that conventional 
banks utilize to hedge their credit risk. 

Range of guarantors as collateral is expanded to include certain companies with 
acceptable level of external credit rating. Islamic banks will benefit from such 
expansion in terms of credits extended to real economy. As long as Islamic banks 
do not include fixed income securities to their credit portfolio, their percentage of 
loans within total assets should reflect such tendency. Table 4-2 shows such 
tendency and compares the loan ratios between Islamic banks and conventional 
banks. 

Table 4.2: Ratios for Islamic banks and conventional banks as an average of 
years between 1999 and 2002.11 

 Islamic Banks Conventional Banks 

Number of Banks 64 347 

Net Loans / Cust & ST 
Funding 78.37 60.11 

Net Loans / Tot Dep & Bor 69.51 58.04 

Net Loans / Total Assets 54.15 44.45 

 

In case of credit exposures that cannot be classified into defined categories or 
no external rating is available for a given category, banks are to use 100 percent as 
the risk weight. Islamic banks with unique credit transactions and unique risk 
exposures may have to face with such enforcement. While the only credit 
instrument with available international rating is sukuk, many Islamic credit 
instruments will be categorized under standardized risk categories for external 
rating. However, for products, such as istisna[, salam, mudarabah and 

                                                 
11 Source: BankScope Database, Bureau van Dijk, release 165.2, update April 2004. 
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musharakah, external rating may become troublesome. Standardized approach will 
pose a disadvantage to Islamic banks in such an aspect. 

For any risk exposure that is past due bears a risk weight of 150 percent. 
Conventional banks may pass the cost of increased capital requirement to credit 
customers with increased interest while restructuring or recollecting the loan. 
However, such treatment increases the cost of delayed payments to Islamic banks. 
Without financial compensation from credit customers, such risk will be added to 
the profit mark-up at the initial stage of the credits depending on the recollection 
statistics. Such treatment has disadvantages for Islamic banks. 

Special risk treatment for retail exposures is included within the standardized 
approach. The risk weights are reduced for most of the retail exposures. Credits 
extended to small and medium enterprises that meet required criteria are included 
within this special treatment. Islamic banks will benefit from reduced risk weights. 
Table 4-2 shows the loan ratios of Islamic banks. The types of Islamic financial 
instruments make it possible for Islamic banks to work with small and medium 
enterprises extensively. Some of the Islamic financial instruments are especially 
designed for this purpose including istisna[, salam and mudarabah. Any special 
treatment in terms of reduced risk weights will benefit Islamic banks in two ways. 
First, it will allow Islamic banks to offer better conditions to customers. Second, 
Islamic banks will be encouraged more to work with small and medium enterprises 
and utilizing more of related products. This may result in product shift from 
dominant murabahah transactions within the credit portfolio to more equity related 
products. Such treatment of Basel II will provide advantages for Islamic banks. 

4.2 Internal Ratings-Based Approach12 
Banks internal risk measurement system is utilized for measuring credit risk. 

Risk weights and capital charges are generated by the banks with the guidance of 
the Basel II and the regulatory body. The risk weigh calculations are derived from 
risk management techniques. Internal ratings-based (IRB) approach uses four 
quantitative data. Probability of default (PD) is the probability that a borrower will 
default within a time period. Loss given default (LGD) is the percentage of the risk 
exposure that will be loss in case of default. Exposure at default (EAD) is the 
amount of risk exposure at the time of default. Maturity (M) is the days left for the 
risk exposure to end. Capital requirement for specific risk exposure will be a 
function of PD, LGD, EAD and M. 

With the IRB approach banks are permitted to alter the risk weight formula for 
SME borrowers. Such an alternative will be especially useful for Islamic banks 
considering their relatively larger risk exposure of SMEs. The advanced risk 
weight formula will allow for true reflection of risk in terms of SME size and 
annual sales figures. The disadvantage of categorizing all SMEs into one single 

                                                 
12 See ______________(2004) 
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category levels the differences between SMEs are overlooked. With the IRB 
system, such differences will be reflected directly on risk measurements and 
therefore in calculation of capital. Allowing the bank to distinguish the risk weight 
will also allow for true risk estimation in terms of risks associated with Islamic 
financial instruments. It has always been a problem to distinguish the differences in 
risks between SMEs financing by conventional banks and by Islamic banks. Risk 
weights that are based on past experiences of Islamic banks will enable for a better 
risk definition in terms of SMEs and related credit products. 

IRB approach also provides extended coverage for risk mitigation techniques 
including collaterals and risk derivatives. Considering the absence of risk 
derivatives for Islamic banks, their treatment is not applicable, except to say that, 
conventional banks gain advantage over Islamic banks. On the other hand, 
considering the collaterals, extended treatment will benefit Islamic banks to great 
deal. Perhaps Islamic banks will benefit more than conventional banks, as long as 
different set of methods will be allowed by the supervisory bodies. It is very 
important to have the cooperation of regulatory bodies to develop set of risk 
measurement methods for Islamic banks that may prove to be much different than 
the methods for conventional banks. However, since the IRB approach includes 
many aspects within risk measurement to be conducted by banks themselves, the 
same should be applicable to Islamic banks as well. Past experiences of Islamic 
banks together with the direction of Islamic banking authorities such as AAOIFI, 
should provide necessary foundation to establish IRB approach for Islamic banks.  

In terms of retail exposures, IRB approach includes an expanded treatment. 
These credits are categorized under three headings: 1) collateralized by residential 
mortgages, 2) qualifying revolving retail exposures and 3) other retail exposures. 
Different products of Islamic banks have different collateral structure. For instance, 
murabahah transaction may have residential mortgages that could be classified 
according to first classification. In terms of qualifying revolving retail exposures, 
Islamic banks cannot have revolving credits according to Shari[ah. In fact, it is one 
of the problems that Islamic banks face. Although some credit restructuring may be 
permitted, and in fact encouraged if customers face payment problems, these 
should not be considered as revolving credits. Thus, Islamic banks do not have 
credits falling under the second category. The third category includes many credit 
types that are convenient for Islamic banks. For instance, project financing is 
categorized as specialized lending under other retail exposures. Islamic banks may 
list instruments under specialized lending including; salam and istisna[. While 
classification of such risk is still troublesome, Islamic banks should take the lead to 
describe risks associated with such credit relationships and establish a risk weight 
foundation.  

Equity participations are also handled differently under IRB approach. Islamic 
financial instruments such as mudarabah and musharakah benefit from such 
special treatment. There are two different methods described for handling equity 
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participations. First; banks can provide their own default probabilities for equity 
participations. Second; they can estimate the market value decrease of the equity 
participations. In either case, Islamic banks can take advantage of special 
treatment. In fact, IRB approach to equity participations may encourage Islamic 
banks to utilize more mudarabah and musharakah transactions.  

“IRB approach will require additional risk management resources compared to 
conventional banks.” (Hassan and Chowdhury, 2004). Also, in order to obtain 
supervisory approval to be able to apply the IRB approach, Islamic banks will have 
to overcome obstacles in terms of size and risk management (Hassan and 
Chowdhury, 2004). 

4.3 Model-Based Approach 
Credit risk is measured in terms of risk portfolios with utilization of specialized 

models. Through utilization of predefined risk models with computerized systems, 
banks aim to obtain standardized risk measurement procedures. Basel II aims to 
obtain comparable risk measurement techniques between banks. However, banks 
need necessary infrastructure and model descriptions for variety of risks. To 
generate a standardized risk measurement system, Islamic banks will also require 
extensive resources and enough experience in various types of risks to draw upon. 
Although, a standardized Islamic banking risk measurement model would be a 
great achievement, priorities of the system requires standardized products, 
procedures and accounting principles that show many differences between Islamic 
banks around the world. 

4.4 Securitization 
Basel II provides an extended treatment for securitizing risks. Securitizing 

banks’ assets is a device for reducing banks’ risk exposures and banks gather their 
income-earning assets and sell them to other investors including other banks (Khan 
and Ahmed, 2001). Within Basel II, securitization is treated as an important aspect 
to diversify and lower risk exposure. Supervisory risk weights are assigned to 
securitization positions to calculate the risk increased either assumed by 
participating into or reduced by selling to others.  

The concept of securitization is very important for Islamic banks. The structure 
of a securitized credit portfolio would have participants purchasing part of the risk. 
Each portfolio would contain similar risks and assets attached to it. The decreased 
value of assets would have to be accounted for in terms of risk measurement. The 
underlying principal for Basel II to extend a special treatment for securitization is 
to distribute the risk exposure to other investors and lower the risk levied on the 
bank. Considering the very nature of profit and loss accounts that participates to 
credit and market risk of assets directly, such accounts may be considered as 
securitization in terms of Basel II credit risk exposure. The characteristics of 
Islamic investment deposits require account holders to receive profits and accept 
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losses. Therefore, any assets pools that is generated by the deposits collected 
through investment account, act as risk diversification process. In case of losses or 
diminished assets values, the loss is directly passed on to the investment account 
holder. 

Securitization of investment pools through profit and loss investment accounts 
only eliminates credit risk but many other risks that were discussed earlier still 
remains for Islamic banks. It is to suggest that the nature of profit and loss accounts 
is unique and Basel II Favours such a system through treatment of risk. 
Measurement of risk exposed to Islamic banks calls for research in terms of type of 
securitization that profit and loss accounts provide. A system where amount and 
maturity of equity investments equal to amount and maturity of investment 
deposits match should be compared to conventional banking system in terms of 
risk, profitability and utilization. 

The Basel II treats intermediate term preferred stock, subordinated debt and 
hybrid capital instruments in tier two capital. Considering the fact that PLS 
accounts have higher degree of risk sharing and risk absorption, PLS accounts 
should be considered as tier two capital. 

4.5 Transparency 
Transparency is the “public disclosure of reliable and timely information that 

enables users of that information to make an accurate assessment of a bank’s 
financial condition and performance, business activities, risk profile and risk 
management Practises” (Karim et. al, 2003). Through market discipline banks’ 
incentive to take excessive risk is lowered (Hassan and Chowdhury, 2004). The 
concept of transparency is one of the key points for establishing market discipline. 

Table 4.3: Data availability for Islamic and conventional banks for years between 
1999 and 2003.13 

 Percent Listed Data 
Availability of 

Not – Listed 
Banks 

Data 
Availability of 

Listed 
Banks 

Islamic Banks 39.06% 40.39% 45.08% 

Conventional 
Banks 

48.99% 52.08% 63.42% 

 

The table presents the percentage of data available about Islamic and 
conventional banks for a time period of five consecutive years ending with 2003. 

                                                 
13 Source: BankScope Database, Bureau van Dijk, release 165.2, update April 2004. 
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The date is also separated in terms of being listed at a stock exchange or not. 
Countries included within the calculation are the 19 countries where Islamic banks 
are operative.  

It can be observed from the table that Islamic banks are less transparent in terms 
of financial data compared to conventional banks. Also, listed banks are more 
transparent compared to non-listed banks. As a result, non-listed Islamic banks are 
the least transparent. The number of listed Islamic banks is 25 (39.06%) and the 
number of not-listed Islamic banks is 39 (60.94%). As a result, non-listed Islamic 
banks that consist of the majority of Islamic banks (60.94%) are the least 
transparent.  

“The issue of transparency is relevant for Islamic banks. It is even more 
important to disclose accurate financial results, since Islamic banking is based on 
profit and loss sharing and thus financial results are very essential. Investors and 
shareholders should have access to all financial results that will promote openness 
and distribution of profits” (Bahrami, 2002). 

“Higher financial participation and a higher quality of information will both 
improve the quality of the contracts entered into by the banks and their customers” 
(Muljawan, Dar and Hall, 2004). 

5.  Capital Adequacy for Islamic Banks 
5.1 AAOIFI Approach 

Muljawan et. al. Summarizes the AAOIFI approach with a few shortcomings 
and suggested improvements. According to AAOIFI (1999), capital of Islamic 
banks is exposed to three types of risks: commercial risk, fiduciary risk and 
displaced commercial risk. The risk of withdrawals by deposit holders in case of 
lower returns to investment accounts is described as displaced commercial risk. 
According to AAOIFI, PLS accounts should not be included in the risk bearing 
capital. All assets financed by the debt bearing liabilities and own capital should be 
included in the calculation of capital adequacy ratio. The weight of PLS accounts 
within the capital adequacy calculation should be 50 percent of total PLS. 
Therefore the formula for the capital adequacy ratio is given as follows: CAR = OC 
/ (WOC+L+WPLS * 50%) 

Where, CAR is the capital adequacy ratio, WOE+L is the average risk weight of 
assets financed with the Islamic bank’s own capital and liabilities other than PLS 
accounts, WPLS is the average risk weight of PLS accounts. AAOIFI requires the 
CAR to be equal to 8 percent. 

There are three shortcomings of the AAOIFI model according to Muljawan et. 
al. The model ignores the agency roles performed by Islamic banks. The definition 
of the restricted-investment deposits has inconsistency: AAOIFI accounting 
standards do not classify restricted PLS accounts as liabilities but such separation 



Kabir Hassan and Mehmet Dicle 264

between restricted and unrestricted PLS accounts is not included within the CAR 
calculation. The difference between PLS accounts and deposits with any potential 
claim (hybrid contracts) should be made by banks. 

Separate capital adequacy standards may be applied for PLS accounts and 
current accounts in order to establish comparability (Khan and Ahmed, 2001, 
Chapra and Khan, 2000). Chapra and Khan (2000) suggest that AAOIFI 
formulated the CAR based upon accounting principles instead of systematic 
considerations. Application of 50 percent risk weight for PLS accounts generates 
an opportunity for capital arbitrage. They further suggest that PLS accounts are not 
permanent and the amount of PLS accounts may fluctuate depending on 
depositors’ confidence and returns on PLS accounts. However, banks’ own capital 
is permanent and would absorb shocks much efficiently compared to PLS accounts.  

5.2 Improvements to Capital Adequacy Measurements 
Muljawan et. al. Suggests that the amount of PLS accounts should not exceed 

the combined amount of equity capital and the mark-up amount of trade related 
credit instruments. They formulize that: PLS ≤ EC + α MU, where PLS is profit 
and loss sharing accounts, EC is equity capital, MU is the trade related instruments 
and α is the average rate of mark-up on trade related credit instruments.  

It is also suggested by Muljawan et. al. That capital adequacy ratios should be 
calculated with a consideration to assets financed with debt-based liabilities and 
equity capital. They formulize that: CAR = EC / RWAEC+DBC where EC is the 
equity capital and the RWAEC+DBC is the risk weighted assets financed by the 
equity capital and debt-based assets. 

5.3 Other Suggestions for Capital Adequacy Ratio Calculations 
Karim (1996) suggests four other methods for the calculation of capital 

adequacy ratio. The main difference between these four suggestions is the 
treatment of PLS accounts. According to Karim (1996), Islamic bank can choose 
from two methods to govern the relationship between shareholders and PLS 
account holders. These are called “pooling and separation” methods. PLS account 
holders participate to all types of revenues and expenses incurred by the Islamic 
bank for the pooling method. For the separation method, however, PLS account 
holders participate only to revenues and expenses incurred with their investments.  

The first method suggests that PLS account should be added to the core capital 
if the Islamic bank applies pooling method as described above. The main reason for 
this treatment is the fact that with the pooling method, PLS accounts “absorb any 
operating losses” and “enable the bank to absorb risks and sustain shocks” just as 
core capital does. It is to be considered that although PLS accounts participate to 
overall revenues and expenses, the treatment of losses incurred with the investment 
of current accounts is a conflict. Also, PLS accounts may not be allowed to 
participate to overall risks of the Islamic banks by the regulatory authority since 
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such participation will bring shareholder privileges to PLS account holders. 
Application of this method would result in the following formula for CAR: 

CAR = (Equity capital + PLS accounts) / Risk weighted assets. 

The second method suggests that if Islamic bank chooses separation method, 
PLS account holders participate only to the risks arising from the investment of 
PLS accounts. Therefore, overall risks pertaining to the Islamic bank will not be 
shared by the PLS account holders. Separation of risk maintains that PLS account 
holders are different then shareholders. As a result of such separation PLS accounts 
cannot be treated as core capital. However, as long as PLS accounts absorb risks 
that are due to investing PLS account funds, they do not pose any risk to the 
Islamic banks and therefore should not be included within the risk weighted assets. 
The formula for CAR according to CAR is as follows: CAR = Equity capital / 
(Risk weighted assets – PLS accounts).  

The third method is a derivation of the first method and suggests that 
“...although PLS accounts share in the profit and losses of the bank, they are not a 
perfect substitute to equity capital which is permanently available” (Karim, 1996). 
In theory, PLS accounts participate to the investments directly and cannot 
withdraw their funds until the investments are liquidated and profits and losses are 
realized. This is because of the fact that until liquidation, Islamic bank will not 
know the amount of profit or loss to distribute. In case of losses, any withdrawal 
without distribution of loss will not be fair to others that stayed and realized the 
loss. However, Islamic banks usually maintain some sort of profit levelling strategy 
which allows Islamic banks to Honour withdrawals. Any lack of payment may 
have consequences to the Islamic banks in terms of withdrawal runs, incomparable 
liquidity service for customers versus conventional banks and hardship in 
collecting funds to PLS accounts. Therefore, in Practise such funds enjoy liquidity 
and withdrawal rights before maturities. It is suggested by the second method that 
PLS accounts should be treated as a tier two capital. However according to Basel, 
tier two capital cannot exceed 50% of bank’s capital. The CAR formula for the 
third method is as follows: CAR = (Equity capital + PLS accounts1) / Risk 
weighted assets. Where PLS accounts1 represents the amount of PLS accounts that 
can be considered tier two capital without exceeding Basel limitation of 50% ratio 
to tier one capital base. 

The fourth method suggests a treatment of PLS accounts as normal time 
deposits of conventional banks without considering the fact that PLS accounts 
participate to investment risks of their funds to some degree. While the degree of 
participation is not certain, it should be accepted that there is participation and it 
should be deducted from risk weighted assets. The amount and types of risks 
shared by the PLS accounts can be calculated more efficiently under the new Basel 
capital accord that are more open to employing bank specific experience. 
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5.4 Liquidity Risk and Capital Adequacy 
It is imperative for Islamic banks to recognize the importance of the liquidity 

risk. While credit risk, market risk and commercial risk play very important roles 
in the financial sustainability of the Islamic banking, liquidity risk can be 
hazardous if enough attention is not paid.  

Capital adequacy ratio calculation should include all deposits that can be 
withdrawn before the maturity dates. Restricted PLS accounts may not expose 
Islamic banks to credit or market risks but they very much expose liquidity risk. 
Conventional banks also face the same liquidity risk but with a much lower 
exposure. According to IAS30, marketable securities are classified under liquid 
assets. Although conventional banks may liquidate such assets with considerable 
ease, during times of systematic financial shocks, selling such items will not be 
possible due to illiquid financial markets. Also, conventional banks trade 
marketable securities with transactions where almost no transaction takes place 
simultaneously. Therefore, conventional banks require credit lines established for 
trade partners. The sizes of such contingent liabilities are also included within the 
banks’ overall risk expose, setting limits to trade volume. The liquidity of such 
marketable securities depends highly on market conditions and available credit 
lines for trading such securities. The liquidity risk exposed to Islamic banks is 
higher, considering the inexistence of marketable securities within the asset 
portfolio. Such risk should be included with the minimum required capital which 
liquidity position will be drawn upon. 

6.  Conclusion 
Since last thirty years, banking system also includes Islamic banks. The 

interaction between the conventional systems and the Islamic system requires 
adaptations on both sides. Islamic banks, holding about 12 percent of the assets 
with the banking systems that they co-exist with conventional banks, have to adapt 
more to the conventional banking regulations. In some cases, Islamic banks have to 
alter their procedures and structures. In terms of financial stability and international 
acceptance, Islamic banks had to comply with the regulations set forth by Basel 
and now with Basel II.  

Islamic banks operate with many products that do not exist in conventional 
banking. These unique products bring many risks that require unique risk 
measurement and capital adequacy measure. In terms of expanded treatment of 
different risks, collaterals and securitization, Basel II offers more flexibility for 
Islamic banks than the old accord. Although there are still shortcomings for Islamic 
banking, Basel II permits enough room for adaptation of Islamic products.  

Regulatory agencies are responsible for imposing Basel II in their jurisdictions. 
Their understanding of Islamic banking and its potential for their economies will 
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bring cooperation that Islamic banks need to establish a well structured and 
stabilized banking system which is very much different than conventional banks. 

Considering different approaches for credit evaluation and risk measuring for 
the banking system, Basel II aims to establish financial stability and to level the 
playing field. Application of these approaches has its own challenges. In terms of 
lowering the risk that Islamic banks pose on financial systems and on the Islamic 
banking per se, adopting Basel II and coping with capital adequacy measures is 
vital for Islamic banks. 

In terms of calculating capital adequacy ratio for Islamic banks in line with 
Basel II, risk weighted assets should include those financed with equity capital and 
current assets. The treatment of PLS accounts is the Centre of discussion. While 
PLS accounts can be considered tier two capital, they can also be considered as 
securitization for equity based credit instruments. However, the fact that PLS 
accounts are not permanent and they pose liquidity risks to Islamic banks, they 
have to be included within the capital adequacy ratio equation, but with a limited 
weight.  
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Appendix I 
Averages of Selected Financial Figures for Islamic Banks and 
Conventional Banks Compared 

The table below contains selected average financial figures for years of 1999, 
2000, 2001 and 2002 for Islamic banks and for conventional banks for comparison 
purposes. Average figures are calculated for each country and for overall as an 
average of all available figures for that country. An average of all years is also 
calculated for each country and overall. Source: BankScope Database, Bureau van 
Dijk, release 165.2, update April 2004. 
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Totals of selected financial figures for Islamic banks and conventional banks 
compared 

The table below contains totals of selected financial figures for years of 1999, 
2000, 2001 and 2002 for Islamic banks and conventional banks for comparison 
purposes. Source: BankScope Database, Bureau van Dijk, release 165.2, update 
April 2004. 
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