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ABSTRACT

Due to its important role for banking industry, Basel II Capital Standards have been
developed by Basel Committee on Banking Supervision (BCBS) with a conventional
bank’s perspective. The balance sheet underlying the Basel II Capital Standards
belongs to a conventional bank whose structure completely differs from that of an
Islamic banks. Conventional bank is essentially based on the debtor-creditor
relationship between the depositors and the bank on one hand, and between the
borrowers and the bank on the other. Meanwhile, Islamic banks, due to the existence
of partnership modes of funding and financing and other various contracts either in the
form of contract of exchange (Mu'awadat), contract of [jarah etc. meke the
contractual relationship in Islamic banks can be in the form of partnership. investor
and trader, as well as a buyer and seller relationship. Therefore, Islamic banks have
different risk profile as compared to conventional banks. Realizing these differences. a
number of institutions have tried to develop the capital adequacy standards for Islamic
banks adopting Basel II approaches. The Accounting and Auditing Organization of
Islamic Financial Institutions (AAOIFI) has recommended to exclude the risk sharing
account deposit in capital. In a similar vein, Islamic Financial Service Board (IFSB)
has taken efforts to develop capital adequacy requirements for Islamic banks based on
the Basel II Standards. This study, therefore, will be conducted to assess whether the
existing capital adequacy standards developed by BCBS, IFSB as well as the
standards applied in Indonesia are suitable with the risk profile of Islamic banks. This
study will be conducted mainly by descriptive and comparative study to identify and
establish the strengths and weaknesses of the existing capital adequacy standards.
Based on the study, there are some weaknesses of those capital adequacy framework.
The result of the study is expected to be beneficial for the development of the capital
adequacy framework for Islamic banks particularly in Indonesia and will add to the
literature of Islamic banking.



Eadl) (adls

o duall Gl 5 e B O30 (BCBS) iiaall e 448501l a5
Ol A yadl deliall 8 agadl byl 1l e doalell Sl ki
e Gahab Judl Gl s b AU U0 Ll b 3 A gaad) il jpal
gl Y @y LYl Gjuad! S e Leba calias ) dagidl) & gl
Bga O il 5 g5l (G gl - opnally G O A8 T e 5 Al
A e Lala Galias A8l s g s Al Aga (e clilly il G
S Al agie o i lehpad aay LSl Gl Sl G jlad
e st Adlaiall Gl kY Ae ) Cus Legudl Loy dgjladdl i 5l
S A badl e A cjladly Jud) Gy on 058 O die ;) Ose e
Cuda o agly NSay all e A g dally el Op S 5l
Al Al gl jlalas e caliad Al jhlie saed L) G jlad
A skl Sl Al Claagal (e e Jola 2a8 i gl oda e Y
duladl L Caagl 08 BN 5L 8 Al ol JU Gl LS e
Do bl anlii Gl wila g abaiinly Agadla! Adlall Gl pall Aanl yall g
Dishil 13 sen (IFSB) dpedtu! Ll Al Gulaa e gl i g JWll
Goagy aaday) gl B L wbee el e W il S il
oo WL 5l Wy A Jladl Gl QU julae sl ) sl
= Lauagi g 8 Aadaall ylaall Gl 5 dnSlaY) ALl el alae 5 i jlaal
O bl Gl 138 g oy AgdluY) Gijlaall jhlaall ae lgaud dus e
el b il b gl Ll g o) i JBally ddea gl sl )3 3k
nlae sl Bake () S LgingB o el glall Cindll il pal ey 33 g gal
Sl 138 O e clanai g0l 8 L g DY) Gojbaall JU 5 A4S

Ay A el ol ) i

iil



APPROVAL PAGE

I certify that I have supervised and read this study and that in my opinion, it conforms
to acceptable standards of scholarly presentation and is fully adequate, in scope and
quality, as a research paper for the degree of Master of Science in Islamic Banking
and Finance,

----------------------------------

Mustapha Hamat
Supervisor

This research paper was submitted to the Institute of Islamic Banking and Finance and
is accepted as a partial fulfilment of the requirements for the degree of Master of
Science in Islamic Banking and Finance

Mohd. Azmi Omar
Dean. Institute ot Islamic
Banking and Finance



DECLARATION

[ hereby declare that this research paper is the result of my own investigations, except
where otherwise stated. I also declare that it has not been previously or concurently

submitted as a whole for any other degrees at [IUM or other institutions.

Yono Haryono

Signature




INTERNATIONAL ISLAMIC UNIVERSITY MALAYSIA

DECLARATION OF COPYRIGHT AND AFFIRMATION
OF FAIR USE OF UNPUBLISHED RESEARCH

Copyright © 2011 by Yono Haryono. All rights reserved.

A STUDY OF CAPITAL ADEQUACY FRAMEWORK FOR ISLAMIC
BANKS WITH REFERENCE TO INDONESIA

No part of this unpublished research may be reproduced, stored in a retrieval system,
or transmitted, in any form or by any means, electronic, mechanical, photocopying,
recording or otherwise without prior written permission of the copyright holder
except as provided below.

1.  Any material contained in or derived from this unpublished research may
only be used by others in their writing with due acknowledgement.

2. IIUM or its library will have the right to make and transmit copies (print
or electronic) for institutional and academic purposes.

3. The IIUM library will have the right to make, store in aretrieval system

an supply copies of this unpublished research if requested by other
universities and research libraries.

Affirmed by Yono Haryono.

~

200 [ 20

-----------------------------------

Signature Date

vi




o

My Wife and my children

vil




ACKNOWLEDGEMENTS

Bismillah,
This research paper is the result of nearly five months of work whereby I have been

supported by many. Therefore, I would like to thank all people who have helped and

inspired me during my Masters degree.

I, especially would like to express my deep and sincere gratitude to my supervisor, Hj.
Mustapha Hamat, who has provided me with his valuable supervision and guidance

while writing this research paper and who has encouraged me to complete this work.

My gratitude also goes to my wife and children who had accompanied me during the
two-years study in Malaysia. Their presence in Malaysia has given me invaluable
motivation to finish my study. I am indebted to my parents for their care and love. I
am also grateful to my sponsor, Bank Indonesia, which has given me financial

support.

Lastly, I offer my regards and blessings to all of those who supported me in any

respect during my Masters degree.

Mont Kiara, 29" December, 2011

vili



TABLE OF CONTENTS

ADSETACE ovvevrierienrierenrnierneneressesets s sesesesasssssesessessseesstansssesessmebsassoressrensns i
ADSIrACt I ATADIC ..vvveivrrirerenrenecsesisneresseeserescssrssnmeasessessssssesenessessasssssssesssonsesens iii
APDPIOVAL PAZE ..ottt et se s s v
Declaration PAge ......ccccevceenivirierernnnineeseeresesnsesnssssesesesssnsessssssasesessssssassseenes v
COPYTIZHE PAZE vt essesesenssesesesessssssasessassesessssssnsnsnsssassaesees vi
DEAICALION ...voveererererrirenrenerenerserisnesisesesessssssseressaesessssssessassesssssessesersstsesesesesnssnns vii
ACKNOWIEAZEMENES ..eviverierierirereiniieneveeeresersiseiere et sbeseressesesesareseness viii
List 0f TAbIes ...coviiiiiiiriirnnncirnirie e e xi
List O FIGUIE oottt seseesseneiies X
CHAPTER ONE: INTRODUCTION ...ciinnvinmsesnssrsnssesensinsssasusssessnassssasesenses !
1.1.  Background of The Study .....c.cccoouvevennviniiciiiiiic, 1
1.2, Problem Statement .........ccoovoveremvverennmrennieeie 6
1.3, ODBJECLIVES .ovvevevrrerreririninrereeniesessissesesnssssssssesesssssessnsssssssescsssesessessene 7
1.4, Significance of StUAY ...cvvveererirviriiiccr e 8
1.5, Structure of The StUdY ...ccvccvvveenerinnenerireeereene e 9
CHAPTER TWO: LITERATURE REVIEW ......cicviinnnmnnimni 10
2.1, Islamic Banking ... 10
2.1.1. Differences Between Conventional and Islamic Banking... 11
2.1.2.  Operation of Islamic Banks ..........cc.cooeevreiinniiniinns 13
2.2, Islamic Banking in Indonesia ......cocccoeveeemvirvinnncenceniniinniennn, 15
2.2.1.  Development of Islamic Banks in Indonesia ................ 15
2.2.2. Islamic Financial System in Indonesia ....................... 18
2.3, Overview of Basel [T and Pilar 1 ..........cccoovvvvevveninnrnvcvcenenean 19
2.4. Development of Capital Adequacy Framework for Islamic Banks.. 22
2.5. Capital Adequacy Framework for Islamic Banks in Indonesia ...... 20
2.6. Previous StUdIes ......ovvvviiiiiinnieinieniie e, 28
CHAPTER THREE: RESEARCH METHODOLOGY ...ccvisesmensisssasssesnans 32
3.1, Theoretical FramewWork ..........coovrevrververerenerenersuneesensennesressesesneniaens 32
3.2. Research Methodology ......ccerevivereeeienssnssssssesesess e 33
CHAPTER FOUR: ANALYSIS ... iiviiinniinniiimmmmmmmsmmmmisemsmsmmnme 39
4.1. The Strengths and Weaknesses of Basel 1I Capital Accord ........... 35
4.1.1. The Strengths of Basel Il ...............cocooiiiiiiiinnnnns, 35
4.1.2. The Weakness of Internal Rating Based Approach To
Credit RisK ooveveiirerieceene e 38
4.1.3.  The Weakness of External Credit Assessment Institutions
(ECAL ottt esve s 43
4.1.4. Inability of Basel II to Respond to Extreme Events ........ 44
4.2. Critiques of IFSB Approaches to Capital Adequacy Standard ..... 47

4.3. Critiques of Capital Adequacy Standard Applied in Indonesia ... 51



4.4. Differences in The Approaches To Capital Adequacy Framework

Taken by Baselll, IFSB and Indonesia .........ccovvvvneericnnererenssninns 54
4.5. Quantitative Impact Study: The Case of Some Islamic Banks in
INAONESIA ..ovveiviiiiin i e 36
4.6. Proposed Additional Measurements of Capital Adequacy
Framework ... nesesssseseesesssnssesessnes 61
CHAPTER FIVE: CONCLUSION ..oocinrirninnenessssmsssnassesssssnsssnsisisssasssssssssons 63
5.1, Main FIndings ....cccoevvvveevvimiieseniesieee s siseseesesesosesessasesens 63
5.2, Future Research ......ccccvivvvieeniiinnneinnereeesnsnsennsssssesesessssenssens 63
BIBLIOGRAPHY .occiiuinininnnnnsnsssansensissnssssssssssssssssssssssssssssasssssssassassasnssersessosess 67
APPENDIX I oottt e e e re e ae e e a e eae 72
APPENDIX Il ..o 73
APPENDIX IIL.. .ottt et e e e e e a e 74
APPENDIX IV ittt ettt e e e e e e aa e 75
APPENDIX Ve e 76
IN D E X oo e 77



LIST OF TABLES

Table No. Page No.
2.1 Differences Between Conventional and Islamic Banking 12
4.1 Character of Risk Shift 45
4.2 Capital Adequacy Standard for Credit Risk: Basel II, [FSB 54

and Indonesia

43 Capital Adequacy Standard for Market Risk: Basel 11, 55
IFSB and Indonesia

4.4 Capital Adequacy Standard for Operational Risk: Basel II, 56
[FSB and Indonesia

4.5 Calculation of Minimum Capital Requirement (CAR) as of 58

31 Dec. 2010, Bank Syariah Mandiri

4.6 Calculation of Minimum Capital Requirement (CAR) as of 59
31 Dec. 2010. Bank Muamalat Indonesia

4.7 Calculation of Minimum Capital Requirement (CAR) as of 60

31 Dec. 2010, Bank Syariah Mega Indonesia

xi



Figure No.
2.1
2.2

4.1

4.2

LIST OF FIGURES

Model of Shariah-Based Banking Operation

Islamic Financial System in Indonesia

The Structure of Minimum Capital Requirements for
Credit Risk

Losses Distribution

Xii

Page No.

14
18

39

40



CHAPTER ONE

INTRODUCTION

1.1. BACKGROUND OF THE STUDY

Islamic bank is a bank whose principles underlying its activities and operations are
based on Islamic or Shariah rules. Two basic principles behind Islamic banking are
the sharing of profit and loss and, significantly, the prohibition of the collection and
payment of interest, since interest is strongly prohibited under Islamic law (Shariah).
The financial intermediation functions through collection of deposits and utilization of
credits make Islamic banks similar to conventional banks. 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 (Hassan and Dicle, n.d.).

Since the first establishment of Islamic bank in Egypt in 1963, Islamic bank is
growing rapidly throughout the world and has been introduced in more than 60
countries of the world so far (Shaikh and Jalbani. 2008). Since then, a number of
Islamic banks have been established under heterogeneous social and economic
environments. Currently, Islamic banks are found not only in Muslim countries but
also commonly found in non-Muslim countries.

Islamic banking and finance gained additional momentum when the current
global financial crisis occured. The crisis that originated from the crisis in the US

shows once again that the current financial system is not flawless. The current

' Mit Ghamr Saving Bank was established in Egypt in 1963 by Ahmad Al-Najjar and was widely
considered to be the first modern Islamic bank.



financial crisis is widely considered as the most severe since the Great Depression
(Ahmed, 2009). The current crisis has clearly shown up the weaknesses of the
conventional banking and finance system and the resilience of the Islamic institutions
to the current financial turmoil has led many analysts to come to a conclusion that
Islamic finance and banking system could provide the solution to the weaknesses of
the conventional financial system and could be a feasible alternative. In this sense,
Islamic finance is considered as a viable alternative to interest based financing since
Islamic banking and finance promotes the principles of sharing of profit and loss
which is more linked to real sector activities. Moreover, according to Askari, Iqbal
and Mirakhor (2010), the crisis provided the major lesson for Islamic finance which is
the need for the design and development of a comprehensive and dynamic regulatory-
prudential-supervisory framework, uniquely designed for an Islamic financial system.

Capital is critically important for a banking institution since the bank has
unique characteristics that differ from other companies mainly in terms of the balance
sheet structure. This unique characteristics especially refer to a relatively low capital-
to-liabilities ratio (Greuning and Brotanovic, 2003; Greuning and Igbal, 2008). The
reason for this is because, in a bank, the liability side of the balance sheet does not
exist purely to fund the activities of the bank, but is itself part of the activities of the
bank. Banks do not require capital as a primary source of financing. They can borrow
whatever they need as part of their normal daily activities, at much lower than they
need to pay on their capital.

Broadly speaking, the capital has dual role: as a means of funding earning-
generating assets and as a buffer to absorb risks. Wesson (1985) states the capital role
is related to capital resources and the maturity structure of assets and liabilities. Bank

capital in general consists of equity capital, retained reserves and certain non-deposit
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liabilities (Grais and Kulathunga, 2007). The concept of capital applied in banking is
capital adequacy different from non-financial firms. Archer and Karim (2007) asserted
that the term “capital adequacy” is normally used in conjuction with financial firms
(banks) rather than non-financial firms that usually use the term "solvency" to refer
to the ability to meet financial obligations on time or immediately. Meanwhile capital
adequacy refers to the condition where a bank has enough money in reserve to pay all
financial obligations, even during economic downturns. Due to its importance, bank
supervisors regard capital adequacy as a key element in the regulatory framework
(Archer and Karim, 2007).

According to Chapra and Khan (2000), before 1988, there were no standard
definitions of bank capital or minimum capital requirements across the countries. The
first initiative to build the capital framework at the international level was taken by the
G10 countries by setting up a committee under the auspices of the Bank for
International Settlement in Basel to see what could be done. The Basel Committee on
Banking Supervision (BCBS) issued its first Capital Accord (Basel I) in July 1988
which laid the framework for a “regulatory capital” and defined the guidelines to
measure the risk exposures of different asset classes. The term “regulatory capital”
refers to the amount of capital that the regulators require the banks to hold as a safety
against risks. As opposed to regulatory capital, which is set by the regulators.
“economic capital” is the capital level that bank shareholders would choose in absence
of capital regulation (Akkizidis and Khandelwal, 2008). The focus of Basel | was on a
cushion for credit risk. However, there have been five amendments® to the Accord

since the first issuance and the most significant amendment was the fourth amendment

? Five amendments of Basel I: November 1991, July 1994, April 1995, January 1996 and April 1998
(Matten. 2000).
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in 1996 to incorporate market risk to the Capital Accord (The five amandments of
Basel I will be further described in appendix I).

Being intended to be adopted by internationally active banks of G10 countries.
Basel I has been also adopted as the underlying structure of all bank capital adequacy
regulations in some non-G10 countries. However, it was later found that Basel I was
not sufficiently risk sensitive with the rapid development of the new financial
instruments such as securitization and credit derivatives. Therefore, in order to rectify
the shortcoming of Basel 1. BCBS then proposed the new Capital Accord in June 2004
and is today referred to Basel II. According to Grais and Kulathunga (2007), an
emphasis on taking better account of the risk profile of the intermediary and its ability
to manage risks in reaching a sense of its capital requirement was a major thrust of the
development of Basel I1. Basel II framework gave attention to operational risk and a
related requirement for a capital cushion’. However, the global financial crisis has
revealed many shortcomings of this framework, which led to the development of new
accords (Basel III) to further strengthen the resilience of the banking sector (Diaw.
n.d.).

Basel II gives valuable contribution to the area of risk management in the
banking industry especially in capital adequacy requirement. However, it does not
adequately cater for the needs of Islamic banks. This is because the Basel tramework
was designed for the conventional banks which differ from Islamic banks in terms of
underlying principles, the contracts used and the structure of the business (Diaw, n.d.).
This differences are mainly reflected on the balance sheet of Islamic banks with the

existence of profit and loss sharing (PLS) either in the assets or liabilities side. Hence

* Basel Committee on Banking Supervision (2004) International Convergence of Capital Measurement
and Capital Standards: A Revised Framework.



the existence of profit and loss sharing will affect the capital adequacy calculation for
Islamic banks.

Realizing its important role for Islamic banking, capital adequacy requirements
have been developed adapting conventional Basel approaches. A first attempt was
made by the Accounting and Auditing Organization of Islamic Financial Institutions
(AAOIFT) recommending not to include the risk-sharing account deposits in capital
(Grais and Kulathunga, 20017). Moreover. in December 2005 the Islamic Financial
Services Board (IFSB) issued the “Capital Adequacy Standards for Institutions (other
than insurance institutions) offering only Islamic Financial Services”. The standard
covers minimum capital adequacy requirements based predominantly on the
standardized approach in respect of credit risk and the basic indicator approach for
operational risks of the institutions offering only Islamic financial services (IIFS).
with respect to Pillar 1 of Basel II, and the various amendments. Necessar
modifications and adaptations have been done to cater for the specificities and
characteristics of the Sharf'ah compliant products and services offered by the IIFS”.

In the contex of the development of capital adequacy framework in Indonesia.
prior to 2005, Islamic banks applied the same capital adequacy framework used by
conventional banks. This is because Indonesia operates a dual banking system where
an Islamic financial system operating-side-by-side with a conventional banking
system. However, from a regulatory point of view, it was the issuance of new Bank
Indonesia Regulation No.7/13/2005° and its amendmend in 2006 that gave the new
framework for capital adequacy framework for Islamic bank. Under this regulation,

capital adequacy requirement is tailored with the characteristics of Islamic banking

* Islamic Financial Services Board (2005) Capital Adequacy Standard for Institutions (Other than
Insurance Institutions) Offering Only Islamic Financial Services.

* Bank Indonesia (Central Bank) has the authority to issue provision in the form of Bank Indonesia
Regulation to regulate and supervise over banks.
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operations. The regulation is primarily based on the Capital Adequacy Standards
issued by IFSB, with the necessary modifications and adaptations but without

including operational risk for the capital calculation.

1.2.  PROBLEM STATEMENT
The Basel Committee has developed capital adequacy requirements for conventional
banks either in the form of Basel I or Basel II (Recently, Basel III has been introduced
to be implemented on 1 January 2013). Despite its valuable contribution to the area of
risk management in the banking industry especially in the development of capital
adequacy framework, Basel II does not adequately cater for the needs of Islamic
banks. The Basel II standards have been developed with a conventional bank’s
perspective and hence do not apply to the Islamic banks without suitable
modifications. It is therefore needed to adjust with the unique nature of products and
the different contractual relationship between parties of Islamic banks. The existence
of profit and loss sharing (PLS) method of financing and particular contractual
relationships should be taken into consideration in developing capital adequacy
requirements for Islamic banks. There are implications for the Islamic bank’s capital
adequacy by including some proportions of the assets financed by PLS accounts on a
risk-weighted basis. For instance, customer deposit accounts under PLS mudarabah
contract, in principle bear the risk of the proportion of assets that they finance.
Therefore, this could imply that Islamic banks do not need as much as capital in
relation to balance sheet assets as conventional banks (Moore, 2007).

Islamic banks have different risk profile as compared to conventional banks
due to the differences in underlying principles, the contractual relationship and the

structure of the business nature. Realizing these differences, a number of institutions



have tried to develop the capital adequacy standards for Islamic banks adopting Basel
II approaches. The Accounting and Auditing Organization of Islamic Financial
Institutions (AAOIFI) has recommended capital adequacy standard adopting Basel
Capital Accord by not including the PLS account deposit in capital. In a similar vein,
Islamic Financial Service Board (IFSB) has taken similar efforts to develop capital
adequacy requirements for Islamic banks based on the Basel II Standards. Given that
capital adequacy requirements for Islamic banks is developed based on the
conventional Basel approach, some issues may arise in its implementation which may
be seen to inhibit the development of Islamic banks.

This study is therefore conducted to identify and establish the strengths and
weaknesses of the existing capital adequacy requirements either for conventional
banks or Islamic banks with specific reference to capital adequacy standard for
Islamic banks in Indonesia. We will show in this study that many issues still need to
be clarified and addressed, given the specific nature of financing techniques developed
by Islamic banks. In addition, the study will try to propose some addditional
measurements to the existing capital adequacy requirements to better align with the

risk profile of Islamic banks.

1.3.  OBJECTIVES

The general aim of this study is to propose additional measurements to capital
adequacy framework that better account for Islamic banks with specific reference to
the capital adequacy framework for Islamic banks in Indonesia. In specitic, the study

would like to achieve the following objective:



1. To identify and establish the strengths and weaknesses of capital adequacy
framework issued by Basel and IFSB as well as the capital adequacy
requirements applied in Indonesia in mitigating the risks of Islamic banks.

ii.  To identify the differences in the approaches to capital adequacy framework
taken by Basel II, IFSB and Indonesia.

iii. To assess the extent of quantitative impact from IFSB Capital standard on
capital ratios in some Islamic banks in Indonesia by conducting quantitative

impact study.

1.4. SIGNIFICANCE OF THE STUDY
The study is expected to contribute to the development of the capital adequacy
framework for Islamic banks in general and specifically in Indonesia in the following
ways; first the capital plays an important role and contribute to the safety and
soundness of a bank, since an adequate capital base serves as a safety net for a variety
of exposures, it is important to examine the existing capital adequacy framework and
determine whether the framework provide base to address the specific structure and
contents of the Shari'ah compliant products and services offered by the Islamic banks
that are not specifically addressed by the currently adopted and proposed international
capital adequacy standards (Basel Capital Accord), and Shari ah-compliant mitigation,
so that further initiave can be taken by the central bank to improve the framework to
better align regulatory capital requirements.

Second, this study will add the literature of Islamic banking. The related
parties either individually or institutionally can benefit from this study and help to
intensify further studies on the possibility and sustainability of developing a better

capital adequacy framework for Islamic banks particularly in Indonesia.



1.5. STRUCTURE OF THE STUDY

This paper will be divided into five chapters as follow:

Chapter one outlines the scope and contribution of the study. The thesis makes,
mainly, a study on capital adequacy framework for Islamic banks. The paper also
demonstrates the relevance of the conventional banking regulatory framework (Basel
Capital Accord) to Islamic banking.

Chapter two discusses the need for capital adequacy framework for Islamic banks.
The paper also discusses the current development of western banking regulation,
referring in particular, to the Basel regulatory standards as well as the development of
capital adequacy framework for Islamic banks issued by AAOIFI and IFSB and the
current development in Indonesia. In this chapter, the literature on capital adequacy of
Islamic banks is reviewed.

Chapter three describes the research methodology. Basically this study will be
conducted by descriptive analysis.

Chapter four consists of analytical result by identfying and establishing the strengths
and weaknesses of the Basel Capital Accord, IFSB and the framework applied in
Indonesia. In this chapter, we also identify the difference approaches to capital
adequacy requirements taken by Basel II, IFSB and Indonesia. The quantitative
impact study is also made to determine the effect of the inclusion of operational risk in
the capital calculation in Indonesia. And Finally, we propose additional measurements
to the existing capital adequacy framework to better align with risk profiles of Islamic
banks.

Chapter five comprises of the conclusion, main findings of the study and suggestion

for further research.



CHAPTER TWO

LITERATURE REVIEW

2.1. ISLAMIC BANKING

Islamic banks are established to carry out the financial transactions in compliance with
the principle of Shariah. The existence of Islamic banking is relatively new compared
to conventional banking which came into existence nearly 420 years ago with the
establishment of Banco Della Pizza at Rialto in Venice in 1587 (Haron and Wan
Azmi, 2009). The emergence of Islamic banking nowadays is related to the revival of
Islam and the desire of Muslims to live all aspects of their lives in accordance with
Shariah. It is basically a response to the need of Muslim societies to have an economic
and financial system that is free from riba (interest). Given that riba is strongly
prohibited in all economic activities, some efforts have been made by Muslim scholars
to propose the alternative to the conventional banking. The prohibition of riba is
clearly stated in Al-Qur’an verse 275, Allah SWT mentions the prohibition of Riba
(usury) and the permissibility of trading:

“Those who eat on Riba (usury) will not stand (on the Day of Resurrection)

except like the standing of a person beaten by shaitan leading him to insanity.

That is because they say:”Trading is only like Riba (usury)”, whereas Allah

has permitted trading and forbidden Riba (usury)...”

The first experiments in introducing the principles of Islamic banking was
made in Egypt by establishing of the Mit Ghamr Savings Bank in 1963 by Ahmad al
Najjar. It is widely considered to be the first modern Islamic bank. The bank provided
basic banking services such as deposit accounts, loan accounts, equity participation,

direct investment and social services. Unfortunately, this experiment lasted for four
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years only due to political unrest in Egypt (Haron and Azmi, 2009). Around the same
time, there were parallel efforts in Malaysia to develop a saving scheme for Muslims
to perform the Pilgrimage by establishing of Pilgrims’ Saving Corporation (Tabung
Haji) in 1963. In 1971, the Nasir Social Bank was established in Egypt and was
considered as the first example of state sponsorship in the establishment of an interest-
free institutions. Then, in 1975, the Islamic Development Bank (IDB) was established
with the objective of promoting economic development in member countries. The
above experiments proved to Muslim societies that Islamic principles were applicable
to modern business. Therefore, it inspired the Muslim in other countries to take
similar steps to develop Islamic bank in their own countries. In Indonesia, the first
experiment in introducing the principles of Islamic banking was made in early 1980s
by establishing Baitul Mal wa Tamwil (BMT) in Bandung Institute of Technology and
cooperative institution Ridho Gusti in Jakarta®. However, the establishment of Bank
Muamalat Indonesia in 1992 was considered as the starting point of Islamic banking

history in Indonesia.

2.1.1. Differences Between Conventional and Islamic Banking

Islamic banking differs from conventional banking in some major areas. It includes
the prohibition against payment and receipt of a fixed and predetermined rate of
interest, prohibition of gharar (risk and uncertainty) in economic transactions,
prohibition of gambling and games of chance and prohibition of conducting
investment activities in morally disapproved projects (Muljawan. 2002). Some of

these differences between conventional banking and Islamic banking are summarized

in Table 2.1.

§ http://ib.eramuslim.com/2008/12/01/sejarah-perkembangan-industri-perbankan-syariah-di-indonesia’
retrieved December 2, 2011.
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In the absence of interest as a basis of funding and financing, the Islamic banks

use various contracts in the course of their business, such as Mudharabah.

Musharakah, Murabahah, Salam, Istisna, ljarah, etc. which have different risk profile

as compared to funding/lending with interest which is the main contract used in the

conventional. Chapra and Khan (2000) argued that due to its specific nature, Islamic

banks should be dominated by equity-based funds in their capital bases. Moreover, in

term of relationship between bank and customers/depositors, conventional bank is

essentially based on the debtor-creditor relationship. Meanwhile, Islamic bank can be

in the form of partnership, investor and trader as well as buyer and seller relationship.

Table 2.1.
Differences Between Conventional and Islamic Banking

Conventional Banks

Islamic Banks

The investor is assured of a predetermined rate
of interest.

In contrast, it promotes risk sharing
between provider of capital (investor) and
the user of funds (entrepreneur).

It aims at maximizing profit without any
restriction.

It also aims at maximizing profit but
subject to Shariah restrictions.

Lending money and getting it back with

Participation in partnership business is the

compounding interest is the fundamental|fundamental function of the Islamic banks.
function of the conventional banks.
Highly systematized in term of risk|Standards for risk management, accounting

management, accounting and other standard.

and other activities are still developing.

Highly developed banking and financial product
market.

Developing banking and financial product
market.

The conventional banks give greater emphasis
on credit-worthiness of the clients.

The Islamic banks give greater emphasis on'
the viability of the projects.

|

The status of a conventional bank, in relation to
its clients, is that of creditor and debtors.

The status of Islamic bank in relation to its.
clients is that of partners, investors and:
trader, buyer and seller. |

A conventional bank has to guarantee all its
deposits.

Islamic bank can only guarantee deposits]i
for deposit account, which is based on the:
principle of al-wadiah, thus the depositors:
are guaranteed repayment of their funds,}
however if the account is based on the
mudarabah concept, client have to share in
a loss position.. |

Source: Tonnis Akkizidis and Sunil Khandelwal; Zaharuddin Hj Abd Rahma
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