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Abstract. The adoption of the Islamic Financial Services Board (IFSB) criteria for
Islamic banks is more challenging for a bigger number of supervisory and regulatory
authorities than for conventional banks. This paper investigated the IFSB-15 standard;
revised capital adequacy standard for institutions offering Islamic financial services
[excluding islamic insurance (takaful) institutions and islamic collective investment
schemes], by evaluating the possibility of its adoption within a dual banking system
and introduced an analysis of the effects of Islamic banks in Pakistan. The study found
that in practise, investment account holders are treated as conventional depositors that
are capital-guaranteed rather than basing that allocation on the basis of profit and loss
sharing (PLS) in accordance to Shari‘ah norms and stipulations. This treatment forced
Islamic banking institutions to take a market-perspective approach to profit
distribution. This makes them ensure a steady profit pay-out (paying a competitive rate
of return by accepting displaced commercial risk). The paper therefore suggested that
the implementation of technical standards has to be accompanied with institutional
growth, like that involved in the Islamic banking structure and institutional capacity in
accordace to the substance of Shari ah norms and stipulations rather than the form.
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1. Introduction

The financial system of Pakistan is evolving through
time in response to the country’s economic growth
and the government’s development objectives. Paki-
stan’s financial sector heavily relies on banks and
needs diversification in order to fulfil the future fi-
nancial requirements (IMF, 2017)). The system con-
sists of the State Bank of Pakistan (SBP) — a central
bank, commercial banks, and a variety of non-bank
financial institutions (NBFIs) including development
financial institutions (DFIs), investment banks, mort-
gage companies, rental companies, modaraba com-
panies, investment funds, brokerage firms, and insur-
ance companies. The SBP supervises banks and DFIs
and is responsible for the monetary policy. Invest-
ment banks, leasing firms, insurance companies, mo-
daraba companies and mutual funds are all regulated
by the Securities and Exchange Commission of Paki-
stan (SECP).

Islamic banking in Pakistan has grown rapid-
ly in response to both economic and cultural as well

as religious demands (SBP, 2021). The elimination of
riba from the economy began in the 1970s, but the
most significant and practical steps were taken in the
1980s. The efforts to re-establish the Islamic banking
in Pakistan were restarted in 2001, when the govern-
ment decided to promote this sector in a progressive
yet compatible way, in compliance with the highest
international standards.

In 2021, the total deposits of the Islamic
banking sector were expected to increase by 24.2
percent. By the end of December 2021, the Islamic
banking sector's assets grew to 5,577 billion Pakistani
rupees (US$31.6 billion), and deposits reached to
4,211 billion rupees (US$23.9 billion). The Islamic
banking sector's financing increased by 38.1 percent
in 2021. Pakistan also declared an ambitious aim of
boosting this sector participation by 76 percent by
2025 (Table 1).

Table 1: Pakistan Islamic Financial Industry Progress (billion Rs.)

Period No. of Islamic No. of No. of Assets Deposits
Banks BranchesY Windows
Dec, 2020 22 3,651 1,579 4,884 3,822
Dec, 2021 22 3,956 1,442 5,577 4,211
Growth (in %) 0 14.5% -12.9% 18.6% 19.4%

Note: 1/ including sub-branches
Source: State Bank of Pakistan

By the end of December 2021, the network of
Islamic financial institutions consisted of 5 full-
fledged Islamic banks (IBs), 17 conventional

banks with stand-alone Islamic banking branches
(IBBs), and 3,956 branches distributed over 125
regions (Table 2).

Table 2: Islamic Banking Industry in Pakistan as of 30 December 2021

Type Name of Bank No. of Branches
Al Baraka Bank (Pakistan) Limited 176
BankIslami Pakistan Limited 229
Islamic Banks MCB Islamic Bank Limited 176
Dubai Islamic Bank Pakistan Limited 210
Meezan Bank Limited 905

Sub Total 1,693
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Islamic Branches of
Conventional Banks

Sub-branches

17 conventional banks (including having standalone 2,103
Islamic banking branches)

6 Conventional and 3 Islamic Banks (except for 160

Meezan Bank and MCB Islamic Bank) have sub-

branches

Grand Total 3,956

Like any other majority Muslim country, the
Pakistani central bank is working toward the
adoption of IFSB standards. This paper evaluated
the viability of the IFSB-15 Standard adoption for
Islamic banking institutions in Pakistan. This re-
search contributes to the body of knowledge by
addressing the following issues: i) conduct the
impact study on the IFSB Capital Adequacy
Standard; ii) assess the implications of BASEL I
on Islamic banks; and iii) review the IFSB stand-
ard and propose changes to the Capital Adequacy
Standard (CAS) in Pakistan.

The remainder of the paper is organised as
follows. Section 2 provided a brief summary of
the pertinent literature to the theoretical model of
Islamic banks and the empirical investigation of
Islamic bank behaviour. In Section 3, the applica-
tion of IFSB standards in Pakistan was discussed.
Section 4 explained how to calculate capital ade-
quacy for Pakistani banks. The methodology
adopted in this study as well as the used data were
introduced in Section 5. Section 6 was devoted to
the discussion of the achieved results, while the
conclusion and recommendations were suggested
in Section 7.

2. Review of the Theoretical and Empirical
Studies

The following features distinguish the Islamic
banking concepts from the conventional banking
principles: i) risk-sharing, in which financial capi-
tal providers and entrepreneurs share business and
financial risks in exchange for profit shares; ii)
money as potential capital, where the money be-
comes an actual capital only when combined with
other resources to engage in productive activity;
iii) prohibition of speculative behaviour, which
discourages hoarding and prohibits transactions
involving extreme uncertainty, gambling, and
risk; iv) money as potential capital, in which

money becomes actual capital only when com-
bined with other resources to engage in productive
activity; and v) Shart ‘ah-compliant actions.

Islamic banking seems to lack the need for a
radically distinct prudential framework. More
broadly, anecdotal evidence indicates that the Is-
lamic banking practice is evolving, albeit not al-
ways in the direction of what some regard as the
ideal of increased risk and return sharing. Numer-
ous Islamic banks have launched new Shari ‘ah-
compliant accounts that mimic more traditional
fixed-return deposits. On the liability side, how-
ever, profit-sharing and risk-bearing Mudarabah-
based investment accounts continue to be widely
used across jurisdictions, accounting for a sub-
stantial amount of Islamic banks' funding in the
vast majority of countries. (IFSB, 2021).

Islamic financial institutions conform to figh
al-mu'amalat (Islamic commercial jurisprudence),
which involves a variety of interest-free commer-
cial contracts that do not share risk in the conven-
tional sense of asset-based contracts. Exchange-
based contracts involve the lender selling or leas-
ing the asset to the client (ljarah) and financing
working capital via advance purchase or progress
payments (Salam and lIstisna"). Musharakah and
Mudarabah are two types of partnerships based
on contracts involving risk sharing or equity.

Risk- and reward-sharing contracts, often in
the form of profit-sharing investment accounts,
are typically used to mobilise funds on the liabili-
ties side of an Islamic bank's balance sheet. The
majority of jurisdictions have witnessed an in-
crease in the use of these investment accounts
(IFSB, 2021). Contracts for investment accounts
are often constructed on the basis of Mudarabah
in the majority of Islamic banks (IFSB, 2021).
The Mudarabah contract is not always, and in the
case of unrestricted profit-sharing investment ac-



58 Azam Ali, Muhamed Zulkhibri and Tanveer Kishwar

counts, a time-limited investment. In fact, it can
continue as long as the contractual terms are fa-
vourable to both the Mudarib (Islamic bank) and
the Rabb al-mal (investment account holder), who
may also choose to retain his funds voluntarily.

Recent Islamic finance study aims to distin-
guish between conventional and Islamic bank
interest rates through empirical studies, (Ergec
and Arslan, 2013; Sarac and Zeren, 2015; Aysan,
Disli and Ozturk, 2018; Zulkhibri, 2018). All find-
ings support the notion that overnight interest rate
movements have unequal effects on Islamic and
conventional banks in Turkey and are strongly
cointegrated with conventional bank movements.
Similarly, Cervik and Charap (2011) prove that
conventional bank deposit rates and profit and
loss sharing (PLS) rate of return exhibit a long-run
link and that conventional bank deposit rates af-
fect returns on PLS accounts.

Most empirical investigations show that there
are no substantial variations in business model or
efficiency between Islamic and conventional
banks (Beck, Demirguc, and Merrouche, 2013;
Abedifar, Ibrahim, Molyneux, and Tarazi, 2015).
Hasan and Dridi (2010 discover that Islamic bank
profits fell more than those of conventional banks
in 2009 and attribute the disparity to Islamic
banks' inadequate risk management procedures.
Similarly, Rashwan (2012) indicates that prior to
the 2007-2009 crisis, Islamic banks were more
efficient and profitable than their conventional
counterparts, but their efficiency and profitability
declined during the crisis.

3. Implementation of IFSB Standards in Paki-
stan
The Islamic Financial Services Board (IFSB) is an
international standard-setting organisation that
issues prudential standards and guidelines for the
banking, capital markets, and insurance sectors in
order to promote and enhance the stability and
soundness of institutions offering Islamic Finan-
cial Services. Although the majority of Islamic
finance countries conform voluntarily to Islamic
finance practices (Lukonga, 2015), full compli-
ance is the only way to avoid potential concerns
with stability and soundness (Hussain, et al.,

2016; Shabsigh et al., 2017). It is essential to
evaluate the effect of the standard on lIslamic
Bank in Pakistan and, value of ‘a’ under the su-
pervisory discretion and the risk-weights for
Musharakah and Mudarabah.

As a new standard for Islamic banking institu-
tions, the IFSB-2 on Capital Adequacy Standard
for Institutions (other than Insurance Institutions)
Offering Only Islamic Financial Services was
published in December 2005. The aims and objec-
tives of this standard are:

1. To address the unique structure and contents of
Shari ‘ah-compliant products and services of-
fered by the IIFS that are not addressed by the
currently adopted standard.

2. To suggest international capital adequacy
standards, Shart ‘ah-compliant mitigation, and
standardise the approach to identifying and as-
sessing risks in Shari‘ah-compliant services
and products.

The IFSB-2 Capital Adequacy Standard relies
heavily on Basel-Il principles. The Basel-ll
framework did not adequately address particular
risks associated with certain Shari ‘ah-compliant
Islamic forms of financing or investments, nor the
structure or substance of Shari‘ah-compliant
goods and services. Consequently, significant
modifications were made to address these risks. In
the existing Basel-1l Capital Adequacy Ratio
(CAR), the value of ‘a’ was expected to be 0.7.
Changes and additions to the IFSB-2 Capital Ad-
equacy Standard, as well as its implementation
and issuance to Islamic banks in Pakistan, could
not be implemented.

In January 2009, the IFSB issued IFSB-7 on
Capital Adequacy Requirements for Sukiik, Secu-
ritization, and Real Estate Investment in response
to concerns that capital adequacy was not ade-
quately addressed by the IFSB-2 Standard, partic-
ularly in regard to types of sukik not covered by
IFSB-2, sukiik origination and issuance, as well as
property investment. To address these problems,
the IFSB decided to adopt a single supplemental
standard, IFSB-7. The standard was developed for
non-insurance IIFS. Supervisory agencies could,
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at their discretion, apply this criterion to self-
contained Islamic ‘window’ activities or other
applicable 1IFS in their respective countries. In
addition, the risk weighting method should be
applied to sukik or real estate investments, espe-
cially for non-Islamic “window” corporations and
other organisations. However, modifications and
amendments for its implementation and standardi-
sation to Islamic banks in Pakistan could not be
implemented, either.

The IFSB published IFSB-15: Revised Capital
Adequacy Standard for Institutions Offering Is-
lamic Financial Services in December 2013. The
IFSB-15 standard consists of six sections and is a
combination, revised, and updated version of
IFSB-2 and IFSB-7. The standard also includes
rules specific to various sources of capital. In ad-
dition, the Standard specifies how to apply the
additional features introduced by the BCBS in its
Basel 111 papers, such as the capital conservation
buffer, the countercyclical buffer (CCB), and the
leverage (or common equity to total exposures)
ratio, with changes required for IIFS.

Various aspects of the supervisory evaluation
procedure, such as capital planning and the Inter-
nal Capital Adequacy Assessment Process
(ICAAP), were not discussed in detail in this
standard (ICAAP). This guideline does not in-
clude the Basic and Advanced Internal Rating-
Based (IRB) methodologies for determining credit
risk capital requirements and the Advanced Meas-
urement Approach (AMA) for computing risk
management capital requirements. Supervisory
authorities may allow IIFS in their jurisdiction to
migrate to advanced techniques at their discretion
if they are satisfied with i) the robustness of inter-
nal models, ii) the availability of sufficient and
reliable data, and iii) the fulfilment of other appli-
cable requirements.

4. Capital Adequacy Standard for the Banking
Industry

Banks perform unique roles in the economy, and

as a result of their highly leveraged business mod-

el, they are subject to stringent restrictions, in-

cluding large regulatory capital requirements rela-

tive to other businesses. Capital adequacy is the

extent to which the assets of a bank exceed its
obligations, and it is a reliable measure of the
bank's solvency or ability to withstand a revenue
loss. Bank regulators were concerned about capi-
tal sufficiency because their duty is to prevent
bank panic and contagion. A bank with such a
high capital-to-asset ratio would be better
equipped to withstand a sudden collapse than one
with a low capital-to-asset ratio. As a result, the
likelihood of a bank failing or otherwise being
subject to a run decreases. In Pakistan, regulatory
capital requirements are enforced both in nominal
and risk-based terms (Minimum Capital Require-
ments — MCR'and Capital Adequacy Ratio — CAR
respectively).

The Capital Adequacy Ratio (CAR) is a risk-
sensitive indicator of capital adequacy used to
evaluate a bank's capital sufficiency in light of its
exposure to risk. The Basel Committee on Bank-
ing Supervision (BCBS) of the Bank for Interna-
tional Settlements (BIS) creates guidelines regard-
ing member countries' risk-based capital adequacy
requirements. The Basel Capital Framework spec-
ifies the detailed criteria for determining CAR
components, namely Total Eligible Capital (TEC)
and Total Risk-Weighted Assets (TRWAs). Under
this paradigm, the computation of capital (for use
in capital adequacy ratios) entails adjustments to
the amount of capital reported in the financial
statements. The quantity of risk-weighted assets
(RWAS) represents a bank's risk-weighted expo-
sure to a specific risk aspect, such as credit, mar-
ket, or operational risks. CAR is calculated by
converting TEC to TRWAs using the supplied
parameters.

Pakistan is presently subject to the Basel Il
Capital Adequacy system, which has been phased
in from December 31, 2013, to December 31,
2019, with CAR + CCB norms rising gradually
from 10 percent to 12.5 percent. Due to the fact
that the Basel Capital Adequacy Framework being
implemented in Pakistan does not discriminate
between conventional and Islamic institutions,

1 MCR is the absolute amount of paid-up capital/assigned
capital (net of losses) required to be maintained by each
bank/DFI at all times.
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both conventional and Islamic banks in Pakistan
apply the same legal and regulatory framework
for capital adequacy purposes.

In 2013, the IFSB developed the IFSB-15
standard on capital adequacy ratio to cover the
IIFS Shari ‘ah-compliance. The IFSB-15 standard
introduces numerous new capital adequacy-related
areas not previously addressed by the IFSB stand-
ards. This also intends to provide the supervisory
authorities with more comprehensive guidance on
implementing capital adequacy criteria for IIFS by
combining and enhancing the IFSB-2 and IFSB-7
content, thereby levelling the playing field be-
tween IIFS and market players. It also allows fi-
nancial supervisors the freedom to use it across
regions and on small to large and complicated
IFS.

4.1 International Practices with IFSB-15 Capi-
tal Adequacy Standard

The supervisory authorities in the various jurisdic-
tions mandate that IIFS use a capital adequacy
approach that takes into account the degree of
risk-sharing between being an IIFS own capital
(shareholder funds) and that of its Investment Ac-
count Holders (IAHS). It also considers the result-
ing levels of Displaced Commercial Risk (DCR)
or the associated ‘o’ factor (Gulf Research Coun-
cil, 2012). Additionally, assets sponsored or in-
vested by URIA might receive ‘o’ related discount
which would promote the Islamic banking by
lowering capital adequacy requirements for IBs.
When setting ‘a’, no specific quantitative tech-
nique is used since it is rather perceived as an
effort to advance Islamic banking. Table 3 shows
the values of ‘a’ used by various countries to cal-
culate CAR.

Table 3: ‘a’ levels in different countries for CAR

Country name

Implemented ‘o’ Value

Qatar*
Sudan
Turkey
Dubai
Bahrain

Malaysia

0.50
0.50
0.50

0.35
0.30

1.00

Source: Gulf Research Council, July 11-14, 2012, University of Cambridge, UK; *Qatar Central Bank Circular No. 6 of 2014.

5. Methodology and Data

5.1 Comparison between Basel Il guidelines and
IFSB-15 standard

IFSB-15 standard on Capital adequacy of IBIs is
basically an Islamic version of Basel 11l Capital
Adequacy accord. The Basel Il capital adequacy
framework for banks aims to not only establishing
a solid foundation for prudent capital regulation,
supervision, and market discipline, but also en-

hancing risk management and financial stability.
Therefore, it should not effectively cover the con-
cepts utilised in Islamic finance (Table 4). In re-
sponse, the IFSB published capital adequacy
standards that are mostly based on the Basel
methodology, with changes and adaptations to
account for the distinctive nature and characteris-
tics of Shari ‘ah-compliant goods and services.

Table 4. Comparison between Basel 111 and IFSB-15 standard

IFSB-15 additional features

Gap

1. Additional Tier-1 capital instruments
should be Musharakah Sukuak that are ca-
pable of absorbing losses alongside the
bank's underlying assets.

Not covered by existing Basel Capital Frame-
work.

2. Tier-2 instruments may be issued as
Musharakah, Mudarabah or wakalah. To

Not covered by existing Basel Capital Frame-
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avoid gharar, the terms of conversion
should be clearly specified.

Subordination only in the event of loss
absorbency (point of non-viability or in-
solvency) —not applicable in the ordinary
course of business.

work. In IFSB-15, subordination is contingent
upon a trigger event only.

PER, IRR and profit-sharing investment
accounts are not to be treated as part of
the regulatory capital. However, the im-
pact of PER and IRR is accounted for in
the denominator of IFSB-prescribed CAR
calculation.

Leverage Ratio - since exposures regard-
ing assets financed by PSIA funds are
borne by the 1AH, for the purpose of cal-
culating the leverage ratio; these bank ex-
posures are included after deducting any
relevant balance of IRR.

Leverage Ratio — assets financed by re-
stricted PSIA must not be included in ex-
posure unless they are a source of DCR
for the bank.

Not covered by the existing Basel Capital Frame-
work

The treatment of PER and IRR for capital purpos-
es needs to be decided

Restricted and Un-restricted PSIAs need to be
discussed

Zakah obligations (on bank’s assets) are to
be deducted as part of Regulatory Ad-
justment and Deduction from CET1.

Not covered by existing Basel Capital Framework

Discussion on Capital Conservation Buff-
er (CCB) — additional sections pertaining
to profits or interim profits

Not covered by existing Basel Capital Framework
Further, more clarity would be required for prof-
its/ interim profits

Islamic Windows could be permitted to
raise its own capital (through the issue of
Sukitks) which could then be turned into
Islamic Banking Fund (at trigger point).
On the occurrence of the trigger, the loss
absorbency clause (convertibility into
bank’s capital or IBF) will be based on
whichever comes first (non-viability of Is-
lamic window or the bank).

Not covered by existing Basel Capital Framework

10.

Risk weighting regime for nine classes of
Islamic financing assets are to be defined
in a matrix format, enabling the bank to
apply market risk or credit risk based on
the corresponding contract stage.

Not covered by existing Basel Capital Framework
Treatment of risk weighting regime needs to com-
ply with the IFSB-15 standard.

11.

IFSB-15 allows all qualified collaterals to
be pledged for Credit Risk Mitigation
(CRM) purposes.

Basel rules do not allow pledged assets as collat-
erals for capital purposes.

12.

Under the CRM section, new types of
(Islamic) Collaterals like Hamish Jiddi-
yah, Urbun etc. have been introduced.

Islamic collaterals are not covered by existing
Basel 111
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13. As per IFSB-15 standard, Musharakah or
Mudarabah investments in commercial
enterprises are risk weighted at 300%
(listed) or 400% (unlisted).

SBP Basel Ill standard requires application of
1000% risk weight on significant investments in
commercial entities.

14. IFSB-15 allows the use of Supervisory
Slotting Method to apply risk weights to
projects or commercial enterprises.

SBP Basel rules restrict the use of Supervisory
Slotting Method under IRB approach only (not
under standardized approach).

15. Under Market Risk Section, Section per-
taining to Commodities and Inventory
Risk.

Existing SBP Basel directives do not account for
Commodity and Inventory Risk.

16. IFSB-15 includes section on Sukuk and
Securitization and investment in Real Es-
tate Activities

Basel guidelines contain conventional securitiza-
tion instructions that are distinct from its Islamic
equivalent.

17. CAR formula and method for calculating

[Pl

o

Basel CAR formula differs from that of the IFSB-
15, which does not prescribe IRR, PER and the
use of ‘a’ to reduce Risk Weighted Assets.
Required to fulfil the disclosure requirements and
Excel format for ‘a’ calculations.

IBD has to develop the Profit Distribution mecha-
nism, pool administration, and weighting assign-
ment in order to complete the ‘a’ calculation for-
mat. In addition, the protection of depositors'
principal has to be analysed in light of existing
laws and regulations.

Source: author’s own

Numerous IBIs provide capital-protected
products that necessitate a capital charge on the
liabilities side of the balance sheet. In addition,
the relationship between the special risk of
Shari ‘ah-compliant financial institutions and con-
ventional financial risks is largely overlooked.
Out of the various IIFS distinguishing aspects
covered in IFSB-15 and its related standards al-
ready implemented in Pakistan, IBls must adhere
to additional regulations for Shari‘ah Governance
and compliance etc. In addition, under the Pool
Management Guidelines, IBIs in Pakistan may
maintain reserves whether they are profit equalisa-
tion reserves (PER) or investment risk reserves
(IRR), to smooth out the income or cover the loss-
es. Furthermore, until December 2014, Hibah
(general and special) mitigated the Displaced
Commercial Risk but since January 2015, IBIs are
not allowed to offer special Hibah.

The CBP conducted a special evaluation to
determine the viability of the IFSB-15 standard,
which may aid IBIs in calculating CAR for im-
proved capital adequacy management. In this re-
gard, the CBP investigates the viability of IFSB-
15 as a parallel standard to Basel-Ill. To evaluate
the adoption of the IFSB-15 standard for IBIs in
Pakistan, the following quantitative and qualita-
tive research techniques were used by the CBP:
review and analyse the 2010 impact study on
IFSB-2; research international practices regarding
the IFSB-15adoption; review papers, data, and
information pertinent to the standard; collect data
from IBIs on CBP and IFSB templates; and per-
form extensive data analysis.

The CBP developed a template (i.e., CBP-
Alpha template) based on GN-04 of IFSB for the
calculation of ‘a’, while the IFSB provided a tem-
plate. The main difference between the two tem-
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plates is the value of ‘C’ that is used only in CBP-
Alpha ‘@’ template and not in IFSB template. The
value of ‘C’ is the confidence interval at 99 per-
cent confidence level. The study determined the
value of the two under Section 5.1 templates. In
Section 5.2, the study matched the CBP templates

with IFSB templates established on RWA for IBIs
in order to develop a harmonised template that
incorporates the components of both Basel I11 and
IFSB templates on RWA. The standard formula
for calculating CAR is given below.

Eligible Capital

Total Risk — Weighted Assets (Credit + Market Risks) + Operational Risk

Risk — Weighted Assets Funded by PLS A/C (Credit + Market Risks)

In order to reduce shifted commercial risk,
withdrawal risk, and systemic risk, the IFSB mod-
ified the fundamental technique to include re-
serves held by IBIs. In markets where IBls main-

CAR

tain PER and IRR, the supervisory authorities
retain the authority to adjust the denominator of
the CAR calculation. The following is the IFSB-
15 standard formula for calculating CAR.

Eligible Capital

The IFSB-15 formula for CAR now includes
‘e’ component in the denominator, which impacts
the denominator values for any ‘a’ value (0, 1 or
between 0 and 1) This influence of the ‘@’ factor
does not appear in the typical formula for calculat-
ing the CAR's denominator. For the analysis,
monthly data are compiled from four selected
banks (Bank A, Bank B, Bank C, and Bank D),
while secondary data for qualitative analysis are
obtained from various sources.

6. Empirical Results
6.1 Calculation of ‘o’ under CBP-Alpha template

If PSIAs are utilised as risk absorber, the CAR
denominator will be reduced by the volume of the
PSIAs (both restricted and unrestricted) while the
related operational risk is borne by the bank.
When the banks use PER to mitigate DCR rather
than allow the 1AHSs to absorb the losses i.e., when
DCR exists, the IBI requires the denominator of
the capital ratio to include a specified proportion

Total Risk — Weighted Assets (Credit + Market Risks) + Operational Risk

Risk — Weighted Assets Funded by PLS A/C (Credit + Market Risks)
(1 — a)Risk — Weighted Assets Funded by Unrestricted PLS%1 (Credit + Market Risk)

a[Risk — Weighted Assets Funded by PER and IRR of Unrestricted PLS A/C(Credit + Market Risk)]

of assets funded by the investment account owner.
This percentage, known as ‘o’, reflects a propor-
tion of business risk borne by Islamic financial
institutions as a result of the DCR implementation.
The 1AH is required to absorb a portion of the
commercial risks indicated by the residual value
(1- a). IBI’s PER and IRR were not included in
their capital according to the IFSB-15.

Under the CBP-Alpha template, the following
description is used to calculate the values of ‘a’:

Alpha = DCR / Maximum DCR
where ‘DCR’ is a Displaced Commercial Risk

DCR = Ul; — Ulo and
Maximum DCR = Ul, — Uly, hence,
Alpha = [Ul; — Ulo] / [Ul, — Ul4]

Unexpected Loss is denoted by Ul, under Scenar-
io-1; Ul; under Scenario-2 and Ul, under Scenar-
io-3.
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i) Scenario-1 (Ulo): PSIAs are treated as Pure
Investment Products (PIP)

In this scenario, IAH is responsible for any com-
mercial risks linked with the assets it finances. In
other words, there is no actual ‘smoothing’ of
IAH payments. As a result, there would be no
DCR, and the values of ‘o’ and ‘w’ will be zero.
In this scenario, additional risk factors, including
PER and IRR, as well as income transfer from
shareholders to IAH, would be zero, thus
Mudarib's share would be fixed (i.e., ‘@’ =0, w =
0, Rl = RA — SP, and IRR/PER = 0). As a result,
the rate of return to shareholders would be solely
determined by the rate of return on investment
(i.e., return on assets and Mudarib's share):

REO=RA-SP

i) Scenario-2 (Uly): PSIAs are treated as pure
deposit-like products (PDP)

IAH bears no losses throughout this hypothetical
scenario, while owners face all the commercial
risks associated with assets financed by IAH. As a
result, the DCR is at its maximum, and the values
of ‘o’ and ‘w’ would also be at their maximum —
that is, 1 — whereas some risk determinants such
as PER and IRR, Mudarib's share, as well as earn-
ings transition from shareholders to IAH would
then differ depending on the IIFS pay out policy

(i.e., under this scenario, ‘@’ =1, w =1, R} = Ry).
The equity rate of return is as follows:

RE]_ = (RA— Sp) + DI/K. (RA— Sp - Rm)

iii) Scenario-3 (Ul,): PSIAs are treated in be-
tween PIP and PDP

In scenario 3, the PSIAs are regarded as a middle
ground among pure investment or deposit-like
assets. The letter "C" stands for a constant factor
that is being used as a dummy variable. It may
have a negative value to account for the difference
between rate of return on assets and the rate of
return on IAH as well. In this scenario, which
represents a midway ground between the two ex-
treme scenarios (Scenarios 1 and 2), the payment
to IAH seems to be a weighted average of market
and investment returns. As a result, there has been
some risk-reward sharing between 1AH and IIFS
shareholders, leading to certain DCR. As a result,
the values of ‘a’ and ‘w’ would be set between
zero and just one. PER and IRR, Mudarib's share,
or income transfer from shareholders to IAH,
which are determined by the IIFS pay out policy
and the sufficiency of IAH's reserves, are addi-
tional risk factors. The rate of return on invest-
ment is calculated as follows:

RE, = (RA— Sp) + DI/K. w. (RA— Sp— Rm)

Ul, is a multiple of standard deviation (SD) of Re, (UL-Scenario-1)
Ul, is a multiple of standard deviation (SD) of Re; (UL-Scenario-2)
Ul, is a multiple of standard deviation (SD) of Re, (UL-Scenario-3)

Re — Rate of return on shareholders’ equity

Re, — PSIAs are treated as pure investment products (PIP)
Re; — PSIAs are treated as pure deposit-like products (PDP)

Re, — PSIAs are treated in between PIP and PDP

PSIA — Profit sharing investment account
RM- Mudarabah income

K — Shareholders’ funds

(1-B) — Mudarib share

A — Total assets

Rx— Rate of return on shareholders’ funds that is invested in other assets

Ry - Appropriation to PER as % of total assets

Sp — Provisions made out of current income as % of total assets (Total Provision of Current In-

come/Average Assets)
Ra - Gross rate of return on assets
IAH —Investment account holder

Ry = p*RM/D:-RIR and put value of RM*
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R1 = f*[A*(Ra-Ry-Sp) - KR(]/D1-RIR
R; - Rate of return attributable to IAH
B - IAH’s share of Mudarib profit
D, - PSIAs funds
RIR — Investment risk reserve
KRy — Income attributable to shareholders outside of Mudarabah
*Ru = [A*(Ra-Rp-Sp) - KRy]
Rm = A*(Ra-Rp-Sp) - KRk et (@)
Rk = AIK*(Ra-Sp-RpDi) - vvevvv v v v v (B)
Ri= W*(Rin)+H(1-W) *Ra+C oeovve e (C)
R — Market benchmark rate
R; —Rate of return to be paid to IAH
W — Weight attached to Rm in the decision on pay-outs to I1AH
Dy — May take the form of a donation, out of shareholder’s profit

Re = (1-8) */Ru/K+A*RP /K] +R v evv v ere e eeneen (1)
RE6 = (RASp) wvvvvv e eeeeee e ees e et (2)
Re; = (Ra-Sp) *DI/K*(Ra - Sp = Ri) oo evseveeveeee e ceccre s (3)
Rez= (Ra-Sp) +DL/K*WA(Ra - Sp = Ri) wvv e cve e eee v (4)

A regression was applied for the calculation of
‘W’ using the CBP-Alpha template on the data

from eight selected banks applying the following
equation (derived from Eq. c above).

W:[Ri—RA-C]/[Rm-RA

Table 5a: Calculation of W and ‘o’ based on IFSB templates

Avg. Dep. Rates Sukiik rates T-Bills rates

No. Bank Name W ‘o W ‘o W ‘o
1 BankA 0.33 0.36 0.34 0.32 0.35 0.33
2 BankB 0.39 0.37 0.32 0.33 0.34 0.34
3 BankC 0.38 0.38 0.38 0.39 0.39 0.37
4 BankD 0.59 0.71 0.26 0.22 0.36 0.29

Source: author’s own

The results under the CBP-Alpha template
(Appendix 1) do not fulfil the requirements of
‘C’ and the values of ‘o’ and ‘W’ are found
negative. Therefore, we proceed to the calcu-
lation ‘e’ under the IFSB template.

6.2 Calculation of ‘a’ under the IFSB

As the results of CBP-Alpha template were
unanticipated, the study calculated the values
of ‘W’ and ‘o’ using the IFSB template. The
data of four banks were analysed using three
different market rates i.e., Sukuk rates, Treas-
ury Bill (T-Bill) rates and average deposit
rates. The regression results are displayed in

Tables 5a, Table 5b and Table 6. The study
calculated the values of W and o, using three
market rates. These market rates were applied
on panel data to calculate W and ‘o’.

The panel data helped reduce the residual
errors in the time series data and the regres-
sion model used in the template contained
parameters for return on assets and profit paid
to 1AHs by banks. In this model, there is no
dummy variable and the actual data from the
four selected banks provided suitable values
for Wand ‘o’.
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Table 5b: Panel Data Regression for the calculation of W and ‘a’

Market rates Unexpected loss Unexpected Unexpected lossto  Value of ‘o’ =
to shareholders loss to share-  shareholders (Ul,) ‘W’ (UL,-ULy) /
(Ulo) holders (Ul,) (UL3-ULy)
Sukik 0.3991 56.836 29.141 0.51 50.92%
Average Deposits 0.3991 56821 34 877 0.63 62.41%
T-Bills 0.3991 57192 21,060 0.37 37.82%

Source: author’s own

Credit RWA attempts to determine the level of
credit risk associated with the various asset cate-
gories based on the obligor and asset type. Market
RWA attempts to measure the market risk associ-
ated with a certain asset class based mostly on the
asset’s issuer or maturity. Operational risk is the
risk of losses either from insufficient or failed
internal procedures, people, and systems, or from
external events, such as legal risk and Shari ‘ah
non-compliance risk. This definition excludes
both strategic and reputational considerations.

Table 6 is a summary of a comprehensive re-
view of data received from four banks. It is found
that the CAR values are based on three categories:
(i) Tier-1 to adj. RWA amount, (ii) Total Eligible
Capital to adj. RWA both without impact of ‘o’
and (iii) Capital Adequacy Ratios (Supervisory
Discretion Formula) with impact of ‘a’. These
values were calculated using three market rates
i.e., Sukitk rates, Average Deposit rates and T-Bill
rates.

Table 6: Calculation of CAR based on IFSB-15 Standard RWA Format (in Million Rupees)

Bank A Bank B Bank C Bank D
a. Tier-1 Capital 7,333 9,779 10,654 32,014
b. Tier-2 Capital 1,115 1,646 2,729 9,123
1 Eligible Capital = (a + b) 8,448 11,425 13,383 41,227
c. RWA Credit Risk 73,596 58,233 89,396 253,576
d. RWA Market Risk 2,723 530 1,479 11,952
e. RWA Operational Risk 7,947 9,695 8,189 39,323
Total Risk Weighted Assets (TRWA) =(c +d
2 +e) 84,266 68,458 99,064 304,851
3 Total Adjusted RWA* 39,045 41,471 46,261 180,019
4 CAR without ‘o’ impact on RWA
(i) Tier-01 to adjusted RWA 19 24 23 18
(ii) Total Eligible Capital to adj. RWA 22 28 29 23
5 (iii) CAR with ‘o’ impact on RWA
CAR based on Sukiik rates 22 26 19 20
CAR based on average deposit rates 21 16 19 15
CAR based on T-Bills rates 22 26 22 19

Note: *Total adjusted RWAs are calculated by subtracting the sum of Total RWA funded by PLS account and RWAs funded by PER

and IRR from Total RWASs amount.

Source: author’s own


file:///C:/Users/azam6741/Desktop/IFSB-15%20%20%20New%20WG/Sukuk%20All%20banks%20Data/Combined%20Sukuk.xls
file:///C:/Users/azam6741/Desktop/IFSB-15%20%20%20New%20WG/Avg%20dep%20all%20banks%20data/Combined%20Avg%20dep.xls
file:///C:/Users/azam6741/Desktop/IFSB-15%20%20%20New%20WG/T%20Bills%20all%20banks%20data/Combined%20TBills.xls
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6.3 CAR calculation under IFSB-15

The analysed data was collected from
some selected banks and the IFSB-15 template
was used for CAR calculation for the month of
September 2019. The Bank wise analysis in
Table 7 shows that Bank A has similar CAR
values (22%) for: i) Sukuk rates and ii) T-Bills
rates, but a lower CAR value (21%) for aver-
age deposit rates. Similarly, Bank B has simi-
lar CAR values (26%) for: i) Sukuk rates and
ii) T-Bills rates, but a lower CAR value (16%)
for average deposit rates. Bank C has similar
CAR values (19%) for i) average deposit rates
and ii) Sukuk rates, too. Nevertheless, it has a
higher CAR value (36%) for T-Bills rates.
Bank D has no comparable CAR value under
the three rates. The analysis is based on the
following regression model.

R;= Constant + a;* ROA + W*R,,,

The analysis ran a regression on the da-
ta and calculated the value of “W’, which is a
weighted rate that banks apply to market rates
while calculating ‘Rj’ i.e., returns payable to
IAHs. As ‘o’ has significant importance in the
calculation of CAR, the value of ‘W’ is signif-
icant for ‘o’ estimation. W is the multiple of
market rate (Rm), ROA is return on Assets and
a; is the ROA coefficient. The discretionary
power of the regulator has a significant impact
on the selection of one rate (Rn) among the
three market rates (Average deposit, Sukuk
and T-Bills) used in the analysis (Table 7).
The results of Table 7 corroborate with Table
5a that depicts the value of ‘a’ ranges from
0.22 to 0.71. These values are in conformity
and under the limits of ‘a’ values implemented
by the six countries under study.

Table 7: Calculation of CAR based on IFSB Standard

Under IFSB Template

No. Bank Name Average Deposit Sukuk T-Bills
1 Bank A 21 22 22
2 Bank B 19 26 26
3 Bank C 19 19 36
4 Bank D 15 20 19

Source: author’s own

6.4 Panel Data Analysis for CAR

A panel data analysis was conducted for the
‘a’calculation in order to have a comprehen-
sive insight of the impact of three market

rates on IAHS' returns from IBIs. Table 8 il-
lustrates these values using panel data for all
banks and provides a summary of the CAR
results.

Table 8: Results for Panel data on ‘o’ calculation for CAR

Million Rupees

Capital Adequacy Ratio (CAR)

Capital
Adj. RWA Under IFSB Template
No. Bank Name Tier-1 Total Average Deposit Sukuk T-Bills
1 Bank A 7,333 8,488 39,045 13 15 17
2 Bank B 9,779 11,425 41,471 19 21 23
3 Bank C 13,383 13,383 46,261 16 19 22
4 Bank D 32,015 41,227 180,019 15 17 19

Source: author’s own
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Table 9 provides a conclusive comparison of
the CAR values calculated using different
values of ‘a’ under the IFSB template and
different values of CAR calculated using the
CBP-CAR template, based on Basel Ill. The
findings show that when a=1, all the selected
banks generate low CAR values with the ex-
ception of Bank B; the CAR values for all the
banks are approximately similar to the CAR
values under CBP-CAR template. However,
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when o=0 is used, all the selected banks yield
high CAR values. In fact, in this case, no sin-
gle value of CAR is close to the CAR values
calculated using CBP-CAR template. It also
confirms the inverse relationship between ‘o’
and CAR. CAR values derived using the
IFSB template and based on three market
rates indicates that Average Deposit rates
yield lower CAR values than the other two
market rates as shown below:

Table 9: Calculation of CAR under different values of ‘a’

Values of Values of CAR at different values of ‘o’
CAR based
No. Bank Name on CBP- ‘o’ at Avera
_ _ ge . P
CAR Tem- 0=0 o=1 Deposit o’ at Sukuk o’ at T-Bills
plate
0 0 0 0 0
1 Bank A 11% 22% 11% 12% 22% 22%
0 0 0 0 0 0
2 Bank B 13% 28% 17% 14% 26% 26%
13% 29% 14% 16% 19% 22%
3 Bank C
14% 23% 14% 15% 20% 19%
4 Bank D

Source: author’s own

The study further computed the RWAs values
based on data obtained from four banks and a
comprehensive mapping of two templates. In
the IFSB template, the RWAs are based on
different risk weights of the Islamic finance
modes (Mudarabah, Musharakah, and
Mudarabah and ljarah etc.) and Sukuk,
whereas in CBP-CAR templates, they used
debt-based modes. Therefore, the IFSB for-
mat is deemed to be more suitable than the
CBP-CAR template for the calculation of
RWAs and CAR for IBIs.

7. Conclusion
The study of market practices reveals that
IAHs are treated as conventional PLS depos-
its that are capital-guaranteed. IBIs take a
market perspective on profit distribution,
which in turn makes it virtually obligatory to
distribute profits smoothly (accepting DCR

and paying a competitive rate of return, i.e., to
cushion losses. From a Shari’ah standpoint,
IAH should be considered as a pure invest-
ment with no promise of principles or profits.
To analyse these issues, three different market
rates (Sukuk, T-Bills, and Average Deposits)
were used as benchmark rates for the calcula-
tion of ‘W’, ‘o’, and DCR. The average de-
posit rate is the best estimator among the
three rates used in these computations, as the
CAR values for all the selected bank institu-
tions are close to those of Basel IlI.

This analysis suggests that the rights of
PLS depositors/IAHs are not specifically pro-
tected by the existing legal framework due to
their loss-sharing and risk-taking characteris-
tics. Moreover, in the event of an IBI liquida-
tion, the priority of claims does not take into
consideration the deposit/investment account
hierarchy. Concerning the maintenance and
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recording of data/information for CAR (IFSB-
15), the study indicated that the maintenance
of the system-based data required for CAR
computation under the IFSB-15 is a serious
concern. In addition, there was a lack of es-
sential data due to the unavailability of suita-
ble software applications and their integration
with the core banking application. In addition,
IBIs disclose capital adequacy in a compara-
ble way as that of conventional banks, i.e., by
assigning risk weights based on counterparty,
even for products such as Musharakah, which
are classified as investment or financing.
International regulatory and Shari’ah
standards such as IFSB and AAOIFI require
fulfilling the fiduciary responsibility. Each
IBI should have a Governance Committee, a
body charged with overseeing governance
matters pertaining to IAH. IBIs must have an
effective accounting system that can deter-
mine the type of each asset at the time of re-
porting, since the risk weights fluctuate with
the change in the nature of bank assets. To
monitor the PLS depositor or 1AHs based
pool activities, separate disclosure require-
ments must be met. A review on IFSB stand-
ards and documents considering major updat-
ing or advancement of BCBS consultative
documents may affect their adaptation.

The assessment of the IFSB-15 adaptation
in other jurisdictions shows that in almost all
countries (Bahrain, Oman, Qatar, and Sudan),
this standard was adopted partially on a sub-
jective basis by allowing low risk weights for
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Appendix 1

Al. Summary on Bank As’ monthly data for ‘W’ and ‘o’

Market rates ALPHA =
Value of ‘W’ (UL,-ULy)
/(UL1-ULy)

Unexpected lossto  Unexpected lossto  Unexpected loss to
shareholders (ULy) shareholders (UL;) shareholders (UL,)

Sukitk 0.0153 0.1444 0.0316 -0.2147 12.6 %
Avg Dep. 0.0153 0.1072 0.0827 0.7485 73.3%
T-Bills 0.0153 0.1130 0.0471 -0.3887 32.6 %

A2. Summary on Bank Bs’ monthly data for ‘W’ and ‘o’

Market rates ALPHA =
Value of ‘W’ (UL,-ULy)
/(UL;-ULy)

Unexpected lossto  Unexpected lossto  Unexpected loss to
shareholders (ULy) shareholders (UL;) shareholders (UL,)

Sukitk 0.7077 66.5 %
0.0159 0.0367 0.0297

Avg Dep. 0.0159 0.0412 0.0423 1.0429 104.54 %

T-Bills 0.0159 0.0921 0.0518 -0.5100 47.11%

A3. Summary on Bank Cs’ monthly data for ‘W’ and ‘o’

Market rates ALPHA =

Value of ‘W’ (UL,-ULy)
Unexpected loss to  Unexpected lossto  Unexpected loss to

shareholders (UL,) shareholders (UL;) shareholders (UL,) /(UL;-ULy)
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Sukitk 0.0599 98.3615 48.7198 0.4950 49.5 %
Avg Dep. 0.0599 97.0342 97.5394 1.00520 1.01%
T-Bills 0.0599 99.6010 35.6899 -0.35893 36.8%

A4. Summary on Bank Ds’ monthly data for ‘W’ and ‘o’

Market rates ALPHA =
Value of ‘W’ (UL,-ULy)
Unexpected loss ~ Unexpected loss Unexpected loss J(UL;-ULy)
to shareholders to shareholders to shareholders
(ULy) (ULy) (ULy)
Sukitk 0.0004 15.5521 0.4067 -0.0261 2.61%
Avg Dep. 0.0004 9.2132 0.6842 -0.07427 7.33%
T-Bills N.A N.A N.A N.A N.A

A5. Summary on Bank Es’ monthly data for ‘W’ and ‘o’

Market rates ALPHA =
Value of ‘W’ (UL,-ULy)
/(UL;-ULy)

Unexpected lossto  Unexpected lossto  Unexpected loss to
shareholders (UL,)  shareholders (UL;) shareholders (UL,)

Sukitk 0.0108 0.1406 0.0173 -0.1032 5.01%
Avg Dep. 0.0108 0.0764 0.0102 -0.1488 -0.93 %
T-Bills 0.0108 0.1036 0.0144 - 0.0702 3.82%

AG6. Summary on Bank Fs’ monthly data for ‘W’ and ‘o’

Market rates ALPHA =
Unexpected lossto  Unexpected lossto  Unexpected loss to

shareholders (ULy) shareholders (UL;) shareholders (UL;) Value of ‘W’ (UL,-ULy)




IFSB Standards Adoption and Its Impact on Islamic Banking Practices: Evidence from Pakistan

73

/(UL;-ULy)
Sukitk N.A N.A N.A N.A N.A
Avg Dep. 0.0180 0.1602 0.1397 0.8676 85.57 %
T-Bills 0.0180 0.0322 0.0207 -0.3549 18.59 %
AT7. Summary on Bank Gs’ data for ‘W’ and ‘o’
Market rates ALPHA =
Value of ‘W’ (UL,-ULy)
/(UL;-ULy)
Unexpected lossto  Unexpected lossto  Unexpected loss to
shareholders (ULo) shareholders (UL;) shareholders (UL,)
Sukiik 0.0412 0.2656 0.0468 0.0737 0.25%
Avg Dep. 0.0412 0.3232 0.0411 -0.0125 -0.03 %
T-Bills 0.0412 0.2929 0.0516 0.1012 4.13%
A8. Summary on Bank Hs’ monthly data for ‘W’ and ‘o’
Market rates ALPHA =
Value of ‘W’ (UL,-ULy)
/(UL;-ULy)
Unexpected lossto  Unexpected lossto  Unexpected loss to
shareholders (UL,) shareholders (UL;) shareholders (UL,)
Sukiik N.A N.A N.A N.A N.A
Avg Dep. 0.0566 0.3224 0.1027 -0.4659 17.33 %
T-Bills 0.0566 0.2114 0.17885 0.7927 78.93 %

Note: N.A denotes not applicable
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B1. Panel Data Regression Analysis for Calculation of ‘W’ and a

Market rates  Unexpected lossto ~ Unexpected loss ~ Unexpected loss to ALPHA =
shareholders (UL) to shareholders shareholders (UL,)
(UL)) Value of ‘W’ (UL,-ULy)
/(UL;-ULy)
Sukitk 0.3024 41.1883 3.3565 -0.0774 1.47 %
Avg. Dep. 0.3024 40.4502 0.2502 -0.0049 -0.13%
T-Bills 0.3152 44,1144 6.5468 -0.1448 14.23 %
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