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ABSTRACT

Many countries all over the world currently experience what became known as
“Dual Banking” where interest-free Islamic banks operate side by side with
conventional banks. Islamic banks conduct normal business as any conventional bank
but do not pay or receive interest. They operate on profit/loss sharing principle. By
this, 1s meant both the supplier of the funds and the borrower share the risks; both
prosper when returns are favorable and suffer together when returns are poor.

The literature on Islamic banking and finance though recent is growing fast.
Western scholars have begun to show an interest and make substantial contributions.
The interdisciplinary nature of the literature offers a challenge.

However, there are still numerous questions to be answered, many problems to
be solved and a number of challenges to be faced. In particular, empirical work 1s
needed to assess the differences in financial characteristics of interest-free and
conventional banks. Also, nothing much has been written about the loan market in a
dual banking system. Moreover, very little is known about the attitudes of clients
towards Islamic vis-a-vis traditional banks. Furthermore, research on the performance
of Islamic banks in individual countries has not received much attention.

This thesis is an interdisciplinary study which attempts to make a (very) modest
contribution towards filling the gap in the literature.

In particular, this study tests for structural differences between the financial
characteristics of Islamic and traditional banks. This testing is done through the use of
discriminant analysis applied to a sample of 48 Middle Eastern banks, 12 of which are
interest-free banks. The analysis covers 20 financial ratios which evaluate liquidity,
leverage, performance, credit risk, probability and efficiency.

This study also tries to model the decision, of a client facing a dual banking
system, to deal with a traditional or an Islamic bank. This is done using logit and
probit regression analysis.

A simultaneous equations model is developed and tested using time series data
for 18 conventional banks and 12 Islamic banks to examine the performance of the
commercial loan market within a dual-banking system.

Moreover, this thesis tries to test if the transactions of Islamic banks are really
free of all traces of “usury interest”. A case study of the Kuwait Finance House is
conducted. This involves in-depth analysis of the activities, products and financial
statements of this company.

The clients’ perceptions of Islamic banking are also examined. This is done
through the application of factor analysis to survey results collected by the researcher



on Kuwaitis’ attitudes to Kuwait Finance House, the oldest and largest financial
Institution operating in Kuwait.

The analysis of the evolution of Islamic banks suggest that these banks use the
same tools and procedures as traditional (i.e. interest-based) banks in those areas
where there is no conflict between banking operations and Islamic principles. Islamic
banks have devised (and are still devising) new instruments to enable them to achieve
their objectives in accordance with Islamic Laws.

The simultaneous equations regression analysis suggests that the price of loans
charged by Islamic banks does not exert any significant influence on the demand for
commercial loans of the customers of conventional banks. However, the demand for
funds offered by Islamic banks is positively correlated with the rates of interest charged
by conventional banks operating within the dual banking system.

The logit and probit regression results suggest that the more people adhere to
Islamic teachings, the higher the proportion of clients which deals with Islamic banks.
The results also suggest that, age, income and occupation, are important factors in
deciding which banking system to choose.

An analysis of those activities and tools of finance of Kuwait Finance House
(KFH), the only Islamic Bank curmrently operating in Kuwait, suggests that this
company is not a mere bank. It acts as a financier, contractor, lessor, developer and
agent.

The consumers’ survey suggests that 49.3 percent of the respondents
borrowed funds from KFH at some time during the last five years, but only 34.5% of
the respondents held some type of deposit account with KFH during the time of the
survey. The survey also suggests that 51.7 per cent of the respondents prefer to deal
with traditional banks rather than KFH.

Application of principal component analysis to survey results suggests that
variables which motivate customers to deal with KFH rather than traditional banks
can be condensed into five factors, namely: religion, traditional services, terms of
borrowing. community development and convenience religion. Those respondents
who prefer to deal with traditional banks rather than KFH expressed doubts about the
interest-free nature of transactions of KFH; fear that their deposits with KFH may not
be guaranteed by the Kuwaiti Central Bank, dissatisfaction with current restrictions of
the application of the profit/loss sharing principle, particularly in the area of personal
loans, belief that the transactions of the two type of banks are very similar and feeling
each type of bank provide same traditional services.
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ABSTRACT

Many countries all over the world currently experience what became known as
“Dual Banking” where interest-free Islamic banks operate side by side with
conventional banks. Islamic banks conduct normal business as any conventional bank
but do not pay or receive interest. They operate on profit/loss sharing principle. By
this, 1s meant both the supplier of the funds and the borrower share the risks; both
prosper when returns are favorable and suffer together when returns are poor.

The literature on Islamic banking and finance though recent is growing fast.
Western scholars have begun to show an interest and make substantial contributions.
The interdisciplinary nature of the literature offers a challenge.

However, there are still numerous questions to be answered, many problems to
be solved and a number of challenges to be faced. In particular, empirical work 1s
needed to assess the differences in financial characteristics of interest-free and
conventional banks. Also, nothing much has been written about the loan market in a
dual banking system. Moreover, very little is known about the attitudes of clients
towards Islamic vis-a-vis traditional banks. Furthermore, research on the performance
of Islamic banks in individual countries has not received much attention.

This thesis is an interdisciplinary study which attempts to make a (very) modest
contribution towards filling the gap in the literature.

In particular, this study tests for structural differences between the financial
characteristics of Islamic and traditional banks. This testing is done through the use of
discriminant analysis applied to a sample of 48 Middle Eastern banks, 12 of which are
interest-free banks. The analysis covers 20 financial ratios which evaluate liquidity,
leverage, performance, credit risk, probability and efficiency.

This study also tries to model the decision, of a client facing a dual banking
system, to deal with a traditional or an Islamic bank. This is done using logit and
probit regression analysis.

A simultaneous equations model is developed and tested using time series data
for 18 conventional banks and 12 Islamic banks to examine the performance of the
commercial loan market within a dual-banking system.

Moreover, this thesis tries to test if the transactions of Islamic banks are really
free of all traces of “usury interest”. A case study of the Kuwait Finance House is
conducted. This involves in-depth analysis of the activities, products and financial
statements of this company.

The clients’ perceptions of Islamic banking are also examined. This is done
through the application of factor analysis to survey results collected by the researcher



on Kuwaitis’ attitudes to Kuwait Finance House, the oldest and largest financial
Institution operating in Kuwait.

The analysis of the evolution of Islamic banks suggest that these banks use the
same tools and procedures as traditional (i.e. interest-based) banks in those areas
where there is no conflict between banking operations and Islamic principles. Islamic
banks have devised (and are still devising) new instruments to enable them to achieve
their objectives in accordance with Islamic Laws.

The simultaneous equations regression analysis suggests that the price of loans
charged by Islamic banks does not exert any significant influence on the demand for
commercial loans of the customers of conventional banks. However, the demand for
funds offered by Islamic banks is positively correlated with the rates of interest charged
by conventional banks operating within the dual banking system.

The logit and probit regression results suggest that the more people adhere to
Islamic teachings, the higher the proportion of clients which deals with Islamic banks.
The results also suggest that, age, income and occupation, are important factors in
deciding which banking system to choose.

An analysis of those activities and tools of finance of Kuwait Finance House
(KFH), the only Islamic Bank curmrently operating in Kuwait, suggests that this
company is not a mere bank. It acts as a financier, contractor, lessor, developer and
agent.

The consumers’ survey suggests that 49.3 percent of the respondents
borrowed funds from KFH at some time during the last five years, but only 34.5% of
the respondents held some type of deposit account with KFH during the time of the
survey. The survey also suggests that 51.7 per cent of the respondents prefer to deal
with traditional banks rather than KFH.

Application of principal component analysis to survey results suggests that
variables which motivate customers to deal with KFH rather than traditional banks
can be condensed into five factors, namely: religion, traditional services, terms of
borrowing. community development and convenience religion. Those respondents
who prefer to deal with traditional banks rather than KFH expressed doubts about the
interest-free nature of transactions of KFH; fear that their deposits with KFH may not
be guaranteed by the Kuwaiti Central Bank, dissatisfaction with current restrictions of
the application of the profit/loss sharing principle, particularly in the area of personal
loans, belief that the transactions of the two type of banks are very similar and feeling
each type of bank provide same traditional services.
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Chapter One

INTRODUCTION

Islamic (interest-free) banks were established to conform with Islamic laws
(called “Sharia”) which prohibit interest on all forms of transactions (personal,
commercial, agricultural, individuals etc.) whether these loans are made to friends,
private or public companies, government or any identity. These banks conduct normal
business as any conventional bank but do not pay or receive interest. They operate on
profit/loss sharing principle. By this, is meant that both the supplier of the funds and the
borrower share the risks; both prosper when returns are favorable and suffer together

when returns are poor.

Currently there are more than 150 Islamic financial institutions in various parts
of the world operating on the profit/loss sharing basis. The Al-Baraka group, which
began business at the start of 1980’s, 1s the fastest growing interest-free banking group
with branches in the Middle East, Africa and Europe. The Al-Rajhi group, which was
developed by a group of Saudi money changers in 1978, is also expanding in the United
Kingdom. It, together with Al-Baraka group and the Kuwait Financial House,
established the Islamic banking system international which has founded a separate
Islamic bank in Denmark - the first such European-based bank designed to encourage

trade and development participation between Scandinavia and the Middle East.



Many countries all over the world currently experience what has become known
as “Dual Banking” where interest-free banks operate side by side with conventional
banks. The borrowers have the option to deal with any of these banks. If they choose to
transact with an Islamic bank, they would have to obtain funds on the profit/loss sharing
principle. If, on the other hand, borrowers choose to deal with conventional banks, they

will pay fixed (or variable) interest.

The Problem:

The reason d’etre and the principles on which interest-free banks operate raise a
number of questions: What are the accounting and financial implications of the
profit/loss sharing principle? In particular, do the financial dimensions of Islamic banks
differ from those of traditional banks? How the decision to deal with a traditional or
Islamic bank in a society which has a dual banking system is modelled? Does the
profit/loss sharing principle adopted by the Islamic banks, operating side-by-side with
conventional banks, have any significant effect on the commercial loans market? Are
the transactions of Islamic banks, free of all traces of interest? What are the consumers’

perceptions of interest-free banks?



Previous Research

Literature on Islamic banking and finance is relatively new. Rigorous research
related to this literature has intensified since the mid-seventies with the establishment of
the World Center for Research in Islamic Economics at King Abdul-Aziz University in
Jeddah; the launching of the Journal of Research in Islamic Economics; the creation of
Islamic Foundation in Leicester and the Institute of Policy Studies in Islamabad. The
conversion of the entire banking system in Iran and the Sudan to Islamic banks
encouraged research by bankers, managers and other practitioners to face various

challenges and solve problems of transformation.

Although most contributions to the literature on Islamic banking and finance
have been made by Muslim economists, Westemn researchers have recently joined the
discussion with variant views. Amongst those one may mention the contribtions by
Christine (1990), Moore (1990), De Rosa (1986), Ninehaus (1983), Persleyed Session

(1994), Ray (1995), Robinson (1989) and Wilson (1990).

A significant portion of the literature on Islamic banking and finance has been
written in the Arabic language. This is partly due to the fact that the Holy Quran, the
Prophet’s traditions and most sources of ‘“Sharia” (the Islamic Law) which constitute
the theoretical base of Islamic banking are reported in Arabic. Another reason is the fact
that the first few banks operating on Islamic principles were established in the Arab
Countries (Egypt, Jordan, Kuwait, Saudi Arabia and the U.A.E.). The use of the Arabic
language has slowed down the spread of argument particularly amongst Western
researchers.  However, the contributions of Pakistani scholars have been most
significant and noticeable in terms of in-depth analysis. These contributions were made,
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mostly in English. One may mention the work by Ahmad Ausuf (1994, 1995), Ahmad
Khurshid (1980), Ahmad Mahmoud (1952), Ahmad Ziauddin (1984, 1992 and 1994),
Alis Mazoor (1994), Ashkar (1988), Chapra (1982, 1985 and 1995), Hamdi (1992),
Khan, F. (1983, 1987), Mannar (1986, 1990), Qureshi (1946), Siddiqi (1973), Zaidi

(1987) and Zaman (1993).

Most contributions by Western researchers were made by Muslim scholars
occupying positions in Western Universities and research institutions. One may
mention the contributions by Choudhary and Malik (1989), Choudhary (1993), Hasan
(1994), Khan (1986), Khan and Mirakhar (1989) and Metwally (1982, 1984, 1985,

1986, 1989, 1992, 1993, 1994 and 1995).

Although the literature on Islamic banking and finance has been accumulating at
a very impressive rate, the field of study is still virgin. Also, a great deal of the
contributions have focused on the theoretical aspects of Islamic banking and finance
with very little empirical work. Moreover, lack of data, and in particular long time
series and survey results, has been a major obstacle in developing the literature.
Furthermore, very few studies, if any, developed and tested models to address some of
the questions mentioned above and which can only be answered in the light of empirical

evidence. As examples:

(1).  Although a number of previous studies have attempted to explain differences
between the financial characteristics of interest-free and traditional banks, these

studies have been very limited in scope and used a naive methodology.



).

(3).

4.

(5).

No attempt has been made to model the decision as to whether a client in a
society which has a dual banking system selects to deal with a conventional bank
or an Islamic bank. It is not known whether the socio-economic characteristics
of the client has any bearing on this selection. More importantly, it would be
useful to learn if the probability that a client chooses to deal with an Islamic bank
increases or decreases with changes in such variables as age, income, level of

education and job.

It appears that no attempt has been made to model the commercial loan market in
a dual-banking system, where the supply and demand conditions for loans facing

the two, type of banks may be quite different.

Although there are a number of individual case studies related to Islamic banks
which have been referred to in the review of literature in Chapter two of this
thesis, there is no available evidence on the nature of the transactions of these
banks, and in particular whether these transactions are free of all traces of
“usury” or interest. These studies are far from being complete and further studies

for more countries are needed.

Hardly any empirical evidence exists regarding consumers’ perception of Islamic
banks. The degree of competition between Islamic banks and interest-based
banks operating in the same country is not known. Although the clients of
Islamic banks have religious incentives to use Islamic products, they inevitably

make comparisons between returns and investment accounts with Islamic banks



and those on time deposit accounts with conventional banks since they do not

want to be exploited because of their religious beliefs.

Objectives of the Study

This study 1s an attempt to close some of the above-mentioned gaps in the

literature on Islamic economics. In particular, this study aims to:

(1).

3)

Test for structural differences between the financial characteristics of Islamic and
traditional banks. This testing is done through the use of discriminant analysis
applied to a sample of 48 Middle Eastern banks, 12 of which are interest-free
banks. The analysis covers 20 financial ratios which evaluate liquidity, leverage,

performance, credit risk, probability and efficiency.

(2).  Model the decision of a client facing a dual banking system, to deal with
a traditional or an Islamic bank. This is done using logit and probit regression

analysis.

Examine the impact of the profit/loss sharing principle of finance adopted by
Islamic banks, operating side-by-side with conventional banks, on the
performance of the commercial loan market. To achieve this objective, a
simultaneous equation model is developed and tested using time series data for

18 conventional banks and 12 Islamic banks.



4.

(5).

Test if the transactions of Islamic banks are really free of all traces of “usury” or
interest. A case study of the Kuwait Finance House is conducted. This involved
in-depth analysis of the activities, products and financial statements of this

company.

Determine the clients’ perception of Islamic banking. This is done applying
factor analysis to survey results collected by the researcher on Kuwaitis’ attitudes
to Kuwait Finance House, the oldest and largest financial institution operating in

Kuwait.

Hypothesis of the Study

(1)

(i)

(iii)

This thesis is based on a number of hypotheses:
Interest-free banks operate side-by-side with traditional (interest-based) banks.
The results therefore, do not apply too much to countries where the whole

banking system is operating on Islamic principles.

Islamic banks offer unique products that are not available from traditional banks

operating in the same society.

Islamic banks apply, to a great extent, the accounting principles of traditional

banks with respect to financial statements.



(iv)

v)

The charges related to the volume of funds or period of use of funds and which
(i.e. charge) is determined in advance regardless of the outcome of the

transaction and is regarded as an interest payment.

There is no restrictions on clients to deal with a particular type of bank and

clients are aware of the products offered by various banks.

Methodology

This study uses the quantitative approach in achieving its objectives. In

particular:

(1)

(ii)

(iii)

(iv)

The study uses a two-group discriminant analysis to test for differences in the

financial structures of Islamic and non-Islamic banks.

The study uses probit and logit regression analysis to model the decision to deal
with a traditional or Islamic banking in a society which has a dual banking
system.

The study develops and tests simultaneous-equation systems to model the
commercial loan market in a dual-banking system where the supply and demand

conditions for loans facing Islamic and traditional banks may be quite different.

The study uses factor analysis to determine Kuwaitis’ attitude towards Kuwait

Finance House, the largest and oldest interest-free bank in the country.



(v) The study uses traditional accounting and economic techniques in analyzing the
activities, products and financial statements of Kuwait Finance House in order to

establish if the transactions of this Islamic bank is free of all traces of interest..

It must, however, be emphasized, that this study is an inter-disciplinary research.
It cuts across economic, accounting and financial disciplines, and should

therefore, be assessed accordingly.

Plan of the Study

This study 1s divided into eight chapters. After this introduction, Chapter two
reviews the literature on Islamic banking and finance in order to lay the foundation of
the following chapters. Section one shows that this literature is distinguished by a
number of features which render it unique. The main contributions to Islamic banking
and finance are summarized in section two. Some of these contributions are made by
economists, while others refer to work by accounting and business practitioners.
Specific contributions to accounting and financial practices of Islamic banking are
discussed in section three. This section also refers to research related to competition
between Islamic banks and between Islamic and non-Islamic banks operating within a

dual banking system.

Chapter three briefly reviews the theoretical foundation of interest-free (Islamic)

banks and outlines the main objectives of these banks and the means of achieving these



objectives. The chapter lays particular emphasis on Islamic banking tools of finance, and
Islamic banking products and gives a summary of the financial highlights of the Islamic
Financial Institutions (IFIs) operating in various parts of the world. The chapter is
divided into five sections. Section one reviews the theoretical foundation of Islamic
banks. The objectives of these banks are outlined in section two. Some types of Islamic
banks are distinguished in section three, while section four analyses the tools, practices
and products of contemporary Islamic banks. The Islamic Financial Institutions currently
operating in various parts are examined in section five.

A study of the commercial loans market in a dual banking system is conducted in
chapter four. This chapter develops and tests simuitaneous equation models to find out
if the profit/loss sharing principle adopted by Islamic (interest-free) banks, operating
“side-by-side with conventional (interest-based) banks, has any significant effect on the
commercial loans market. A demand-supply model has been estimated using time-series
data for conventional and Islamic banks during the period 1980-1995. The chapter is
divided into three sections. Section one offers a brief theoretical discussion of the
commercial loans market in a dual banking system. Section two develops demand-
supply models that can be tested using simultaneous equation systems. The regression

results are reported in section three.

Chapter five uses discriminant analysis to test for structural differences between
the financial characteristics of interest-free banks and conventional banks. The study
covers a sample of 40 Middle Eastern banks, 12 of which are interest-free (Islamic)
banks. The analysis extends to a number of financial ratios which evaluate liquidity,

leverage, performance, credit risk, profitability and efficiency. Section one discusses the
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main properties of the sample. The methodology is outlined in section two. Section

three gives the results of discriminant analysis.

Chapter six investigates the client’s choice of interest-free banking. This chapter
uses the logit and probit regression analysis to model the decision as to whether a client
in a society with a dual banking system chooses selects to deal with a conventional bank
or an Islamic bank. The analysis is based on data collected from three Middie Eastern
countries namely Egypt, Saudi Arabia and the United Arab Emirates. The explanatory
variables include age, income, type of occupation and level of education. The chapter is
divided into four sections. Section one lays the theoretical foundation of the study. The
main characteristics of the sample used in the analysis are discussed in section two.

Section three briefly reviews the logit and the probit models.

Chapter seven analyses the structure and performance of Kuwait Finance
House (KFH), the oldest and largest interest-free financial institution operating in
Kuwait. The study examines the activities and products of the company, analyses its
most recent financial statements and assesses its performance over the last twenty years.
This chapter also compares the structure and performance of KFH with those of the

commercial banks operating in the same country.

Chapter eight uses factor analysis to determine Kuwaitis’ attitudes towards
Kuwait Finance House (KFH). A survey was conducted by the researcher covering 385
Kuwaitis. Respondents were asked to indicate their degree of agreement with a number
of statements regarding borrowing, depositing and dealing with KFH vis-a-vis the other
six Kuwaiti commercial banks. The chapter is divided into five sections. Section one
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examines the main characteristics of the sample. The methodology is outlined in section
two. Section three summarizes the results of factor analysis. Three sets of results are
incorporated: factor analysis applied to the main variables affecting Kuwaitis’ decision to
borrow from KFH; factor analysis applied to the reason for selecting KFH as a venue for
deposits and factor analysis applied to the main banking attributes which determine the
attitudes of consumers towards KFH vis-a-vis the other six traditional (interest-based)

banks.

Chapter nine summarizes the main conclusions of the research. The thesis offers

a bibliography for reference by future researchers.
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Chapter Two

Islamic Banking and Finance : Review of the Literature

Abstract

This chapter reviews the literature on Islamic Banking and Finance in order to
lay the foundation for the following chapters. It is shown that this literature is
distinguished by a number of features which render it unique. The chapter highlights
the main contributions by accountants, economists and business practitioners and
offers a bibliography for reference by future researchers.
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Islamic Banking and Finance : Review of the Literature

Introduction

Islamic (or interest-free) banks were established to conform with Islamic laws
(called Sharia) which prohibit interest on all forms of transactions (personal,
commercial, agricultural, individual, etc.) whether these loans are made to friends,
private or public companies, government or any identity. These banks conduct normal
business as any conventional bank but do not pay or receive interest. They operate on
profit / loss sharing principles. By this, it means both the supplier of the funds and the
borrower share the risks; both prosper when returns are favourable and suffer together

when returns are poor.

This chapter reviews the main literature on Islamic banking and finance. This
literature has some unique features which are outlined in section one. The main
contributions to Islamic banking and finance are summarized in section two. Some of
these contributions are made by economists, while others refer to work by accountants
and business practitioners. Specific contributions to accounting and financial practices
of Islamic banking are discussed in section three. This section also refers to research
related to competition between Islamic banks and between Islamic and non-Islamic
banks operating within a dual banking system. The chapter is concluded with a
bibliography which hopefully would assist future research in this field of

specialization.

I Distinguished Features of Literature on Islamic Banking

The literature on Islamic Banking is distinguished by a number of unique

features. The following may be mentioned:

e The literature on Islamic banking and finance is relatively new. Rigorous research
related to this literature has intensified since the mid-seventies with the
establishment of the World Center for Research in Islamic Economics at King

Abdul-Aziz University - Jeddah, the launching of the Journal of Research in
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Islamic Economics (by the same Center), the creation of the Islamic Foundation in
Leicester and the Institute of Policy Studies i Islamabad. The conversion of the
entire banking system in Iran, Pakistan and the Sudan to Islamic banks encouraged
research by bankers, managers and other practitioners to face various challenges

and solve problems of transformation.

The literature on Islamic banking and finance is interdisciplinary. Accountants,
economists and managers alike have made substantial contributions to this
literature. Despite the focus on the specific area of specialization, the findings of
various researchers are well interwoven. For example, the accounting methods and
practices are based on the theoretical contributions of economists. Also, managers
and bankers try to adopt new techniques put forward by economists and

accountants.

Most contributions to the literature on Islamic banking and finance have been made
by Muslim economists. It is only recently that Western researchers have begun to
join the argument with variant views. Amongst those one may mention Christine
(1990), Moore (1990), De Rosa (1986), Ninehaus (1983), Persley and Session
(1994), Ray (1995), Robinson (1989) and Wilson (1990).

A significant portion of the literature on Islamic banking and finance has been
written in the Arabic language. This is partly due to the fact that the Holy Quran,
the Prophet’s traditions and most other sources of “Sharia” (The Islamic Law)
which constitute the theoretical base of Islamic banking are reported in Arabic.
Another reason is the fact that the first few banks operating on Islamic principles
were established in the Arab Countries (U.A.E., Egypt, Kuwait, Jordan, Saudi
Arabia, etc.). The use of the Arabic language has slowed down the spread of
argument particularly amongst Western researchers. However, the contributions of
Pakistani scholars have been most significant and noticeable in terms of in-depth
analysis. These contributions were made, mostly, in English. One may mention the
work by Ahmad Ausuf (1994, 1995), Ahmad Khurshid (1980), Ahmad Mahmoud
(1952), Ahmad Ziauddin (1984, 1992 and 1994), Alis Mazoor (1994), Ashkar
(1988), Chapra (1982, 1985 and 1993), Hamdi (1992), Khan, F. (1983, 1987),

15



1l

Mannan (1986, 1990), Qureshi (1946), Siddiqi (1973), Zaidi (1987) and Zaman
(1993).

Most contributions by Western researchers have been made by Muslim scholars
occupying positions in Western Universities and research institutes. One may
mention the contributions by Chodhury and Malik (1989), Chodhury (1993),
Hassan (1994), Khan (1986), Khan and Mirakhor (1989), and Metwally (1982,
1984, 1985, 1986, 1989, 1992, 1993, 1994 and 1995).

A large volume of research on Islamic banking and finance has taken the form of
submissions to seminars and conferences. Unfortunately, very few Western
scholars attended those meetings although English was, in most cases, the language
of presentation. Also, the proceedings of most of these meetings were not

published which limited the spread effect of their contributions.

Despite all the limitations and obstacles, the literature on Islamic banking and
finance has been accumulating at very impressive rate. Scholary journals have
shown interest in publishing research in the area. A number of Western universities
have turned out Masters and Ph. D. theses on Islamic economics and finance and a
few theses are still in the pipeline. The interest in Islamic finance has been pushed
to the extent that some Western Universities now offer postgraduate diplomas and
degrees in this area of specialization. Moreover, some universities are even
considering the creation of Chairs in Islamic economics and finance (e.g. Rice

University in the USA).

Contributions to Islamic Banking and Finance

The first contribution to the notion of banking without interest was Qureshi

(1946). To him, a bank in an Islamic economy should have a government institution,

like other government organisations, which provides a social service. He alluded to

the principle that Islamic banks must not charge interest on loans or pay interest to
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account holders. But this work did not mention details about the profit sharing

arrangements of interest-free banking (Ahmed Ausaf 1994).

Ahmad, M. in ‘Economic of Islam’ (1952) visualised Islamic banks as joint
stock companies with limited liabilities. He entertained the idea of possible
partnership arrangements between the bank and the account holders. However, the
partnership principles were not clearly defined in this work. Furthermore, funds held
in current accounts were suggested to be utilised in discounting trade bills without
charging interest. This work was among the initial writings which discussed profit

sharing as a substitute of interest.

Uzair (1955) formulated an early version of the theory of interest-free banking.
His main contribution was in suggesting mudarba (Islamic mode of lending) as the
major tenet for banking without interest. However, his arguments that the banks
should not make any capital investment with the deposits rendered his work somewhat

not practical.

Irshad (1964) suggests mudarba as a basis of Islamic banking. But he put the
capital supplier and the entrepreneur in an equal position and argued that they should
share losses and profit equally. This does not conform with Sharia that requires profit
of business activities to be shared in a predetermined ratio, while in case of the losses,
the financier should lose his capital while the entrepreneur (as a manager) loses his
time and efforts. Irshad recommended the setting-up of a reserve fund, which would

compensate all losses.

The practical formulations of the theoretical studies started with the
contribution of Siddiqgi. His work ‘Ghair Sudi Bankari’ (Banking without Interest) was
first appeared in Urdu in 1968. The English version was not published until 1973.
This work contained the subject matter at length for the first time. He built up an
elementary model of interest-free banking, which was based on mudarba and
Musharka (partnership). He classified the operations of Islamic banks into three
categories; 1) services based on fees, commission or other fixed charges, 2) financing

on the basis of partnership, and 3) services provided free of charge.
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Some of the later writers are of the views that working on a better Islamic
sprit, Islamic banks should be small localised institutions. Ahmad, Ziauddin 1984
advocates these views and expresses that Islamic bank should be decentralised chain
of institutions sharing the features of a local bank, a co-operative society and a social
service organisation (Ahmad, Ziauddin 1984). Umer Chapra is in favour of a number
of medium sized banking institutions which are neither too small as to be
uneconomical in their operations nor too big as to exercise enormous powers (Chapra
1982). Most of other writers seem to have the views that Islamic banking pratice can
be introduced in the existing set-up of banks in different countries irrespective of the

size of the bank.

The recent literature on Islamic Banking can be divided into three groups. The
first is descriptive in nature. It consists mainly of historic discussions on the nature of
the economic system and its institutional set-up. Most of this literature is written by
Muslim scholars who are firm supporters of Islamic banking. The major scholars of
this group are Siddiqi, Muhammad Nejit Ullah (1973); Chapra, Umer (1985);Ahmad,
Khurshid (1980); Mannan, Muhammad A. (1970) and Ahmad, Ziauddin (1994).

The second type of literature is based on the theoretical framework of the
system and attempts to form a system on theoretical grounds. The prominent writers
of these writings are Khan, Shah Rukh Rafi (1987); Metwally (1994); Nadeem-ul-Haq
(1987); Maabid Aljahri (1983); Khan M. Fahim (1983); and Khan M. Wagqar (1985).
The Majonty of this type of works are articles, conference, seminars and symposium’s
presentations, which contributed significantly to the theoretical formulation of Islamic

banking.

The work in ‘Theoretical Studies in Islamic Banking and Finance’ edited by
Mohsin S. Khan and Abbas Mirakhor (1987) consist of readings that represents
second stage of writings based on theoretical research. This volume describes the
main features of an Islamic interest-free banking and its financial system. It discusses

some important issues in mainstream macroeconomics. It also evaluates the current
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economic policies in Iran and Pakistan with reference of their recent experiments of

Islamic banking.

On employing the modern analytical techniques, these papers demonstrate that
in principle an interest-free financial system can be viable and stable. Metwally (1994)
made a significant contnbution in the area of financing of non-commercial loans by
interest-free banks. To eliminate the element of interest, he introduced a new concept
which he called ‘The opportunity cost project approach’. This new financing
technique confirms with the Sharia’s principle of financing loans on ‘Unrestricted

Mudarba’.

Other theoretical contributors have argued that although the modes of
operations of the central bank would be different, there would be no fundamental
change in the way that money supply would affect the economic variables in an
Islamic economic system. They argued that under some circumstances the Islamic
system may be less prone to a banking crisis. These contributors also suggest some
important areas for further research. This may include, the effect of deregulations of
the banking industry on the nisk of banking crisis; cost benefit analysis of Islamic
banking; effects of risk on aggregate savings; whether transaction services and

portfolio management should be separated or integrated and so on.

The third group of writers focuses on evaluating the experiences of Muslim
countries in connection of Islamic Banking. Specially for those countries which have
made some progress towards restructuring their institutions according to the
conditions laid down in Islam. Among these-writers are Huq A. (1986); Ashkar A. F.
(1987); Halim A. (1986); Khan M. S. (1986); Salma A. (1986) and Abdul-Gader and
Al-Ghahtan (1990). These studies present the similarities and difference of the

practicing of Islamic banking in different countries.
Nienhaus (1983) explains some unfortunate experiences of the Kuwaiti

finance 1n real estate and construction sector investments. He also mentioned the

losses of the Islamic Bank International in Denmark. As he noted, individual banks
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had specific circumstances and it is not possible to draw general conclusions from

particular cases.

Kazarian (1993) discussed some experience of Islamic banking in Egypt and
provided a comparison of dual banking system in the country. He concludes that the
experience in Egypt is not much different from that in Iran and Pakistan. According
to him, the banks in the three countries were not based on profit and loss sharing
principles, but rather on traditional financial practices (that is financial instruments

based on a fixed rate of return).

Some research dissertations have also been written, but their scope was
limited. For example Jafry M.A. (1991) has written a dissertation on Islamic Banking
in Pakistan. Most of the work is devoted to describing the economic system in Islam
rather than explaining the experience of Islamic banking in Pakistan. Rarely, any
reference has been made to the recommendations of The Council of Islamic Ideology

in Pakistan which should be an ingredient part of the study.

An interest-free based system has attracted the attention of a few Western
economic scholars and economic professional. Among, them are Timur Kuran (1983),
Dean De Rosa (1986), Rodney Wilson (1986), Volker Nienhaus (1988) and Presley
J.R. (1988). Presley and Sessions (1994) recognise Islamic Economics as an
apparently new paradigm in economics. They pointed out that Islamic financing
technique ‘Mudarba’ leads, under certain conditions, to an enhanced level of capital
investment. On referring to the Western literature on finical contracts they concluded
that a mudarba contract between a project manager and a syndicate of investors may
permit a more efficient revelation of any informational advantage the manager may

have over the latter.
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III  Specific Contributions to Accounting and Financial Practices

of Islamic Banks

N. Hassan (1993) suggests that “Islamic banks should be considered as a
different industry when compared to Westemn-type commercial banks”. According to
Hassan the two types of bank have different objectives, rely on different
economically-based concepts, with different operations and organizations, and in
addition they adopt, in some instances, different accounting policies. The implications
of “industry differences” have an important bearing on the distribution of financial
ratios, which should be taken into account in any attempt to compare the performance

of the two types of bank.

W.M. Khan (1989) used rigorous mathematical techniques to compare the
Islamic financial system based on the variable return scheme [VRS] with the
traditional one based on the fixed retumn scheme [FRS]. It is shown, under certain
assumptions which include risk aversion on the part of the investors, that a Pareto
optimal contract is the VRS. Also VRS spreads risks more evenly than FRS allowing
more risk taking in the economy. The domination in the real world by FRS 1.e. debt
contracts, is shown to be caused mainly by international asymmetry and higher
monitoring costs in the case of VRS. But these costs are not prohibitive. The more
effective the methods of monitoring and the higher the level of honesty on the part of
economic agents, the more superior the Islamic financial system would prove to be in

practice.

The economist (1996) argues that Islamic banks are reluctant to tie up cash for
long periods because Muslim investors, like non-Muslim ones, want access to their
savings at short notice. To raise money at short notice, non-Islamic banks either tap
local money markets or borrow from one another in interbank markets. But, largely
because of religious disputes, the economist argues, there are no Islamic versions of
these markets. Hence Islamic institutions’ growing enthusiasm for investing in
equities. In principle, by buying a firm’s shares instead of lending it money, they can

get around the religious prohibition on receiving interest. And because most publicly
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traded shares are easy to buy and sell, they should be able to raise cash swiftly when
they need it. As well as investing directly in shares, some banks have also set up
“Islamic” equity funds to attract money both from other Islamic banks and from
Muslim investors currently with non-Islamic institutions. Since September 1994, five
equity funds have been set up. These include a $137m fund launched by Saudi
Arabian national Commercial Bank [NCB] in January 1995. Several more are in the

pipeline.

According to Qureshi [1990], the Islamic banks have identified and developed
a relatively broad range of business and banking instruments which include Mudaraba,
Musharaka, Murabaha, Bai-Muajjal, Bai Salam, Jjarah and Qard Hasan. In his recent
contributions (1993 and 1994), Qureshi describes a financial instrument called
“Participation term Certificate {PTC}”, a substitute for traditional debentures which is

widely practiced in the area of corporate finance in Pakistan.

Mannan (1990) suggested some new innovative instruments to mobilise
financial resources. These products include: Loan Certificates, Index Linked Loan
Certificates, Islamic Commercial Papers, Integrated Investment bonds, Profit Sharning
Certificates, Expected Rate of Dividend Certificates, Rent sharing Certificates, Firm
Commercial Certificates, Zakah Certificates and Human Capital Certificates. These
products he says “can be organized in one way or another based on the principles of

Mudaraba, Musharaka, Murabaha and Hire Purchase”.

Mirakhor (1992) presents two models of Islamic banking. The first model
integrates the asset and liability sides of the bank based on the principle called “Two-
tier Mudaraba”, whereby the bank accepts funds from depositors on a profit/loss
sharing basis and then, on its asset side, lends out to agent-entrepreneurs for
investment. The bank shares the profit/loss with the entrepreneurs according to the
terms of the contract and the depositors as well as shareholders share the pooled
profit/loss accruing to the bank’s business again in some pre-determined percentages.
This model of banking also permits the acceptance of demand deposits that earn no
profit and may be subjected to a service charge. The second model divides the

liabilities of the bank into two sections: demand deposits and investment deposits.
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This model requires 100% reserves for demand deposit accounts and the bank charges
a safe keeping fee while the latter account has fixed terms as agreed upon by the
parties involved. Siddiqi (1980); Chapra (1985) and Uzair (1980) are proponents of
the first model, while Khan (1986) advocates the second model.

Haron (1993) empirically studied the perception of potential customers
towards the Islamic banking system in two of the states of Malaysia, namely Kedah
and Perlis. He found that almost the entire Muslim population and about 75% of the
non-Muslims in these areas were aware of the existence of the Islamic banks.
However, although these banks were operational in the country more than a decade
ago, only about 63% of Muslims have either partly or fully understood the difference
between Islamic banks and non-Islamic banks. The percentage of non-Muslims having
such knowledge was insignificant. The same conclusion seems to be held by Wilson
(1990) who claims that there i1s a lack of knowledge about Islamic financing
techniques and instruments in Muslim societies. The last few years, he says, have
certainly witnessed a considerable spread of knowledge on Islamic banking but it is
still a minority of Muslims who are aware of this system and a few non-Muslims. In
such a poor state of knowledge, he suggests that “an enormous educative effort will be
needed if Islamic financing methods are to become more widely known and

understood’.

A few researchers have looked into the question of competition between
Islamic and non-Islamic banks within a dual banking system. The State Bank of
Malaysia Annual Report (1993) envisaged a greater and fiercer competition within the
domestic banking industry because all Commercial banks and financial institutions in
Malaysia are allowed to offer Islamic banking products in addition to the existing

Islamic bank and financial institutions in the country.

Wilson (1990), however, believes that there is no real competition between
Islamic banks and conventional banks in a dual financial system because the market is
characterised by differentiated products. Although the clients of Islamic banks have
religious incentives to use Islamic products, they inevitably make comparisons

between returns on investment accounts with Islamic banks and those on time deposit
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accounts with conventional banks since they do not want to be short changed or
exploited because of their religious beliefs. This fact of real life should induce some

competition even between these two types of banks.

Baldwin (1990) argues that the two Islamic banks in Turkey [Al-Barakah Turk
Ozal Finana Kurmu and Faisal Finans Kurmu] compete with each other and with the
conventional banks and other financial institutions. The two Islamic banks offer a
similar range of services and it appears that profits paid to their account holders are
also very similar. Baldwin points out that the clients of these banks are largely
motivated by having the opportunity to conduct financial transactions in conformity
with Islamic principles. The rates of return generated by these banks are of secondary
importance to them. On the marketing and advertising front, Baldwin does not see too
much opportunity for the Islamic banks to promote themselves because “strict rates on
advertising preclude the finance houses (Islamic banks) from marketing any religious
references or direct comparisons with each other or with the conventional riba banks

In matters such as returns on deposits, efficiency or profitability”.

There i1s also some element of competition between Islamic banks in the
international markets. The Geneva based Dar Al-Mal Al-Islam and the Jeddah based
Al-Barakah Group compete 1n the international arena. However, Al-Barakah
concentrates on equity investments while Dar Al-Mal focuses on trade finance. There
is also a number of non-Islamic financial institutions which offer a similar kind of
Islamic products in the international market. These include Kleinworth Benson which
offers an Islamic Unit Trust, the Union Bank of Switzerland and Landerbank of
Vienna which offer Islamic investment funds, Saudi International bank which offers
Islamic trade finance, the Bank of Credit and Commerce International which offers a

variety of Islamic financial services.
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Conclusions

The literature on Islamic banking and finance though recent is growing fast.
Western scholars have began to show an interest and make substantial contributions.

The interdisciplinary nature of the literature offers a challenge.

However, there are still numerous questions to be answered, many problems to
be solved and a number of challenges to be faced. In particular, empirical work is
needed to assess the differences in financial characteristics of interest-free and
conventional banks. Also, nothing much has been written about the loan market in a
dual banking system. Moreover, very little is known about the attitudes of clients
towards Islamic vis-a-vis traditional banks. Furthermore, research on the performance
of Islamic banks in individual countries has not received much attention. It is hoped

that this will make a contribution towards filling the gap in the existing literature.
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Chapter Three

Evolution of Interest Free (Islamic) Banks

Abstract

This chapter briefly reviews the theoretical foundation of interest-free (Islamic) banks
and outlines the main objectives of these banks and the means of achieving these
objectives. The chapter lays particular emphasis on Islamic banking tools of finance,
Islamic banking products and gives a summary of the financial highlights of the Islamic
Financial Institutes (IFIs) operating in various parts of the world.
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Evolution of Interest - Free (Islamic) Banks

Introduction

Islamic banks, known as interest-free banks, were established to conform with
Islamic laws which prohibit interest on all types of loans (personal, commercial,
agricultural, individual, etc) whether these loans are made to friends, private or public

companies, government or any other identity (Metwally, 1984).

All agree that modern banks perform a useful function which can not simply be
ignored. The supporters of interest-free banking believe that the best solution is to
permit banks to function but to specify a code under which they should avoid the
payment and receipt of interest. Such a code already exists and is being consistently

refined and modified to meet new challenges.

Currently there are more than 150 Islamic Financial Institutions in various parts
of the world operating on a profit/loss sharing basis. The Al Baraka group, which began
business at the start of 1980’s, 1s the fastest growing interest-free banking group with
branches in the Middle East, Africa and Europe. The Al-Rajhi group, which was
developed by a group of Saudi money changers in 1978, is also expanding in the United
Kingdom. It, together with Al Baraka group and the Kuwait Financial House,
established the Islamic Banking System International which has founded a separate
Islamic Bank in Denmark - the first such European-based bank designed to encourage

trade and development participation between Scandinavia and the Middle East.
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Very few Western business people deal with interest-free banks, however, as
they are regarded as a strange kind of institution which functions in unusual ways that
few can understand, although this is beginning to change as such institutions penetrate
European Financial Services and set up branches there (Wilson, 1985). Normally,
however, the first indirect contact most Western business people have with these banks
is when importers in the Islamic world arrange their own credit through Islamic Banks.
It 1s clearly important for the Western exporters to have some understanding of interest-
free banking methods, even if the exporter is not involved directly with an interest-free
bank and the contract is through a Muslim importer, so that the Western exporter can
appreciate the principles of operation involved.

Many countries all over the world currently experience what became known as *
“Dual Banking ” where interest-free banks operate side by side with conventional banks.
The degree of competition between Islamic banks and interest-based (traditional) banks
operating in the same country is not known. Some researchers (Wilson, 1990) believes
that there is no real competition between Islamic banks and conventional banks in a dual
financial system because the market is characterized by differentiated products.
Although the clients of Islamic banks have religious incentives to use Islamic products,
they inevitably make comparisons between returns and investment accounts with
Islamic banks and those on time deposit accounts with conventional banks since they do

not want to be exploited because of their religious beliefs.

This chapter analyses the evolution of Islamic banking. It is divided into six
sections. Section one reviews the theoretical foundation of Islamic banks. The
objectives of these banks are outlined in section two. Some types of Islamic banks are
distinguished in section three, while section four analysis the tools, practices and
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products of contemporary Islamic International Financial Institutions currently operating
in various parts of the world are discussed in section five. Finally, section Six

summarizes the main findings of the chapter.

1. Theoretical Foundation of Islamic Banks

Islam prohibits the payment of interest on all types of loans (personal,
commercial, agricultural, industrial, etc.) whether these loans are made to friends,
private or public companies, government or any other identity. The relevant verses of
the Holy Qur’an are clear and unambiguous. Some of these verses may be mentioned

here:

‘Those who devour usury will not stand except as stands one whom The Evil
One by his touch hath driven to madness. That is because they say: ‘Trade is like usury’.

But Allah hath permitted trade and forbidden usury...’(2:275)

‘Allah will deprive usury of all blessing, but will give increase for Deeds of

Charity: For He loveth not creatures ungrateful and wicked.” (2:76)

‘O Ye who believe! Fear Allah and give what remains of your demand for usury,
if Ye are indeed believers. If Ye do it not, take notice of war from Allah and His
Apostle: But if Ye turn back, Ye shall have your capital sums: Deal not unjustly and Ye

shall not be dealth with unjustly.’ (2:278-279)
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‘O Ye who believe! Devour not usury, doubled and multiplied: but fear Allah;
that Ye may (really) prosper. Fear the Fire, which is prepared, for those who reject

Faith.” (3:130-131)

‘That which Ye give in usury in order that it may increase on (other) people’s
property hath no increase with Allah: but that which Ye give in Charity, seeking Allah’s

countenance, has increased manifold’ (3:39)

The following points need to be emphasized:

(1) ‘Usury’ is translated to mean ‘riba’. Riba literally means an excess or addition.
With reference to debt, it means any excess above the principal lent. Since interest,
however small, is an excess over the capital lent, it is prohibited according to verse 279,
Chapter 2 of the Qur’an. It is a common mistake, particularly in the Westemn thinking, to

believe that Islam prohibits usury (excessive interest) and not (mild or small) interest.

(1) Islam prohibits interest on all types of loans. It is simply not true to say that Islam
prohibits interest only on personal loans and allows it for productive loans where the
borrower uses the money to make a profit. It should be noted that even i the early days
of Islam, money was borrowed not only for consumption purposes, but also for trade.
And it is very clear from verse 275, Chapter 2 of the Qur’an (quoted above) that Islam

permits trade and prohibits interest. (Qureshi, 1967)
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(1) Islam prohibits all kinds of ’back-door’ dealings with interest, particularly those
practices followed by some financial institutions in lending money for the purchase of

durable goods on installments.

The Prophet has condemned both the receiver and the giver of usury. It is
claimed that the Prophet said ‘Sell not gold for gold except in equal quantity, nor sell
silver for silver except in equal quantity, nor sell anything present for that which is

absent.” (Siddiqui, 1962)

Islam was not alone or even first in prohibiting the payment of interest. Many
ancient thinkers regarded the payment of interest unjust. Lending money at interest was
forbidden by the ancient Greeks. Aristotle, whose influence extended over centuries,
strongly condemned the taking of interest (Aristotle, 1965). According to him, the sole
object of the use of money was to facilitate exchange. A piece of money cannot beget
another piece, said Arnstotle. Plato, too, condemned interest (Plato, 1921). In its early
stages, the Roman Empire prohibited the charging of interest but gradually, with the
extension of the Empire and the rise of the trading classes, interest appeared. However,
severe restrictions were imposed on rates of interest. These laws were strictly policed.
The Romans were the first to enact laws for protection of debtors (Haney, 1911).
Payment of interest on money loans was prohibited by Common Law in the Middle

Ages (Ahmad, 1964).

Opposition to interest does not mean that modern banks do not have a place in
Muslim society. What is needed is a new type of banking which avoids the payment and
receipt of interest. This interest-free banking system must specify a code which is
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consistent with Islamic Laws (Sharia’h) and yet capable of meeting the rapidly changing
needs of ever more sophisticated businesses (Metwally, 1993). The core idea is to
replace interest by some other principle e.g. profit/loss sharing. By this, is meant both
the suppliers and the borrower of the funds share the risks; both prosper when returns
are favourable and suffer together when conditions are poor. This is the basis for what

became known as “Islamic Banks” or Interest-free Banks”.

2. Objectives of Islamic Banks

In general, the main objective of any Islamic bank is to promote and accelerate
the economic development of the society by performing all banking, financial,
commercial and investment business in accordance with Islamic principles. Thus the

working of Islamic banks must be based on:

1. Prohibition of interest in all forms of transactions.

2. Undertaking business and trade activities on the basis of fair and legitimate profits
(Khan, 1983).

3. Attracting funds and employ them in Islamic countries.

4. Developing the saving habit among Muslim individuals.

5. Engagement in business activities that are acceptable and consistent with Islamic law
(Shariah). Thus an Islamic bank will not under any circumstances, associate itself

with any kind of activity which directly or indirectly involve payment or receipt of
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interest, production, consumption or distribution of alcoholic drinks, gambling,
production, consumption or distribution of pig meat or any other un-Islamic activity.
6. Promotion of competition.
7. Giving Zakat.
8. Cooperating with other Islamic banks in other countries to foster economic

development and social progress of the Muslim community.

The above suggests that Islamic banks have different objectives from traditional
banks. While Islamic banks are responsible for the wider social welfare of muslims
worldwide, the traditional commercial banks are simply public companies with an
essential responsibility to maximize the wealth of their shareholders. This, however,
does not mean that Islamic banks do not operate on commercial principles. It only

means that profit maximization may not be the sole objective of these banks.

3. Types of Islamic Banks

Existing Islamic Banks may be classified into the following three groups, which

characterize their banking activities and ownership.

a) Islamic Commercial Banks

These banks perform their activities like normal commercial banks, but according to the
Sharia. They offer diversified alternative modes of finance. Most of the Islamic Banks
are of this type. Islamic banks may also be classified according to ownership. There are

thus, International Islamic Banks, government-owned Islamic banks, privately-owned
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Islamic banks and co-operative Islamic banks. The Islamic Development Bank is an
international bank. Nasser Social Bank is government-owned. However, most Islamic
banks are privately owned. In Pakistan, there is a mix of ownership of Islamic banks;

some are state-owned while others are private owned.

b) Development Banks

The main purpose of a development bank is to foster the process of social and economic
development in the country. Usually their activities include financing development
projects of the various governments. The Islamic Development Bank in Jeddah, is one

type of such bank.

c) Special Purpose Islamic Banks

Some Islamic banks may be created for a specific purpose and they do serve some
special class of clients. These may further be classified as social banks, Agricultural
banks, Industrial banks etc. These special-purpose banks offer a wide range of services.

Nasser Social Bank of Egypt and the Western Sudan bank may be stated as examples.

4. Tools and Practices of Islamic Banks

Islamic banks use the same tools and procedures as traditional (i.e. non-Islamic
modern banks) in those areas where there is no conflict between banking operation and
Islamic principles. These activities include foreign exchange transactions, domestic and

international transfers, letters of credit, and availing safe custody.
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{A} Lending and Investment Instruments
Since Islamic banks can not pay or receive interest, it was imperative that they
devise new instruments to enable them to achieve their objectives in accordance with

Islamic Laws. These instruments include:

[1] Partnership (Musharaka)

Under this method, the bank and the would-be customer agree to join in a
partnership for effecting certain operations within an agreed period of time. Both parties
contribute to the capital of the project and agree to divide the net profits in proportions
determined in advance(Khan and Mirakhar, 1989). There is no fixed formula for profit-
sharing and each case is dealt with on its own merit. Such operations in practice vary in
duration from a few weeks to a few months, or if need be can go for years. In the case of
medium and long-term operations a ‘decreasing’ form of participation 1s usually agreed
on whereby the ownership of the whole project passes to the client after an agreed
period of time during which the Bank is expected to have retrieved its principal plus a
suitable sharé of profits. The Bank screens the client, appraises the project, monitors
implementations and, if necessary, takes part in actual management in order to make
sure that the anticipated results are achieved (Khan. S., 1987). It 1s the Bank’s policy,
however, to entrust management to its partners in the different joint-ventures. A
percentage of the net profit is left to the partner in consideration of his role as manager.
The rest of the profits are distributed between the Bank and partner according to their
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respective shares in the capital of the venture. The value of the fixed assets owned by
the partner is estimated in money terms and included in his share of capital (Agaban,

1983).

[11] Lending With No Participation in Management {Mudaraba or Qirad}

Under this method, the bank provides all the capital of the operation and the
client is fully responsible for management. In consideration, the partner gets an agreed
proportion of the net profits. In the case of loss resulting from normal business
activities, the bank bears all the losses and the client loses only the profit that would

have been the reward of his efforts.

The mudaraba agreement could be formal or informal and wntten or oral.
However, in view of the Qur’anic emphasis on the writing and formalizing of loan
agreements (The Qur’an. 2: 282-3), it would be preferable for all mudaraba agreements

to be in writing, with proper witnesses, to avoid any misunderstanding.

Mudaraba contracts could also be unrestricted or restricted. In the unrestricted
case, the mudaraba agreement does not specify the period, the place of business, the
specific line of trade, industry or service, and the suppliers or customers to be dealt with.
A restriction in terms of any one of these renders the mudaraba into a restricted one. In
the case of restricted mudaraba, the mudarib (borrower) must respect the restrictions
imposed by the lender. If the mudarib acts contrary to these restrictions, he is alone
responsible for the consequences. In the case of mudaraba restricted by time, the
mudaraba is dissolved with the expiry of the specified time period. In the case of
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unrestricted mudaraba, the mudarib has an open mandate and is authorized to do
everything necessitated by the mudaraba in the ordinary course of business. If he is
guilty of willful negligence, fraud or misrepresentation, he is himself responsible for the
consequences, and the resulting loss, if any, cannot be charged to the mudaraba account

(Chapra, 1985).

[i11]  Resale Contract (Morabaha)

Under this method the client requests the bank to buy a specific commodity. The
bank resells the commodity at a price which covers the purchase price plus the profit
margin agreed upon by both parties, which transforms traditional lending into a sale and
purchase agreement. The banks claim that there is no element of riba (interest) in this
transaction since the agreement of the bank and the actual execution of buying do not
contribute any legal obligation (according to Shari’ah) on the customer to buy. Until the
partner fulfills his original promise of ‘rebuying’ the commodity, the risk remains with
the bank which justifies the profit. Some Muslim economists (Metwally, 1993; 1994)

are concemed about this method of finance on the following grounds:

1. The bank may not actually own the commodity required by the client.

2. The bank itself may not finalize the deal with the owner of the good unless the bank’s
client approves the purchase or paid a (non-refundable) deposit or offered some sort
of security to guarantee that the transaction will not fall through. Hence the risk
element may not exist.

3. It is not clear how the profit margin is determined.
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4. If the profit margin varies with the time over which the price is repaid, in what way

does it differ from interest?

The following requirements must be fulfilled to validate the murabaha contract

according to Shana.

It 1s necessary that the profit margin (or the mark-up) which the bank charges be

determined by mutual agreement between the parties concerned.

e The good in question should be in physical possession of the bank before it is sold to
the client.

e The transaction between the bank and the seller should be separate from the
transaction between the bank and the purchaser.

e The client should not be asked to pay any deposit. If the client has paid a deposit and

changed its mind, the deposit should be refunded in full.

[iv] Baa’ye Salam (Post Delivery Sale)

The bank buys certain goods on post delivery and pays the cost immediately or
sells certain goods on post delivery and receives its cost immediately (Khan, Fahim
1983:264). This instrument has significant implications for agriculture, as it can be used
to substitute the present system for advance financing of agriculture commodities or pre-
export finance. In the case of Baa’ye Salam the item is delivered at a future date for a
price paid in advance. Its main conditions as agreed upon by the majority of Muslim
jurists are:
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Contracting parties should be aware of the original purchase price, as well as the
margin of profit, provided that profit margin should not be specifically, related to the
length of credit allowed to the customer (Gambling T. and Karim R. 1991).

The agreed price of the product to be delivered should be fully paid immediately in
cash at the time of contract. This is the basic condition to hold, otherwise the Salam
contract is considered void. This condition is different from the conventional rural
credit systems where the payment schedules are spread over throughout the season.
Delivery of the goods must be fixed for a definite time. That is, the sale contract
should be used to acquire goods immediately.

The goods to be delivered against the Salam contract should be of a type that is
commonly available at the time fixed for delivery. This is to hedge the financier
against unnecessary risk (Hamdi 1992). However the contract must specify clearly

the kind, description and quality of goods to be delivered.

Baa’ye Muajjal (deferred sale)

It is a trade deal in which the seller allows the buyer to pay the price of the

commodity purchased on deferred basis in lump-sum or installments. The seller may sell

on deferred basis with or without a profit margin (the profit margin may be above or

bellow the current market rate or profit) as may be agreed between the parties. Thus,

Baa’ye Muajjal does not necessary involve a mark-up, which makes it permissible in

principle. Moreover, no extra charge on the agreed price is allowed if the buyer defaults

on the due date of payment. The seller may extend the time to the buyer or resort to the

court of law (Ali, Manzoor 1994:270).
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[vi] Ijara (Leasing)

According to this method of finance the bank purchases a physical
capital/equipment and rents it out to the client for a specific period against specific rent.
The pros and cons concerning the responsibility of each party have been spelled out

before the contract 1s made to avoid any uncertainty.

Leasing i1s emerging as a popular technique of financing. The Islamic
Development Bank Jeddah, The Bank Islam Malaysia and the commercial banks in
Pakistan are using these techniques. At present, Islamic banks are practicing various
forms of leasing; one of these is lease purchase agreement. This is a reduced renting
procedure whereby the lease can purchase the asset at the lease period at an agreed price.

The rental paid during the period of lease may constitute part of the price.

[vil] Ijara-wa-Iktina (Leasing the Physical Capital/equipment)

If the customer needs physical assets for a long time. The bank may procure this
asset for the client and lease it for the period desired. The customer is given the option
if he wants to own the asset. The client pays the agreed amount of instalments in an
investment account. The bank invests these funds for the client in the ordinary way,
until the accumulated funds equal the assets price. After paying the cost of procurement
and the bank’s profit according to the agreement the client may own the asset (Gambling

T. and Kannm R 1991:38).
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In addition to the above, Islamic banks may also provide the usual ancillary
services on the basis of commission or service charge such as; opening of L/Cs,
purchase and sale of foreign exchange, issue of letters of guarantee, acceptance and
servicing of shares, local and overseas transfers, renting of lockers and safes, accepting
of subscriptions to shares of companies, acting as Investment Trustees, collection of due

payments and claims on behalf of clients and safe custody of documents, securities, etc.

for their clients (Ali, 1994:272).

{B} Islamic Banking Accounts

Islamic banks obtain their funds from two main sources:

1. Equity Capital

2. Deposits

The banks operate three kinds of deposit accounts. These are:

[1] Accounts not committed for investment (Current Accounts)

These accounts are operated in the same way as in the conventional banking
system. The clients are allowed to withdraw their funds at any time without notice.
These deposits are not usually directed for investment in any productivity activity where
risk is involved. The banks can recover Zakat and service charges on these. The
deduction of Zakat discourages the holding of cash in idle form and stimulates use of
these funds for investing in productive activities.
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[11] Accounts duly committed for investment

These may be of two types; savings account and investment accounts.

e Saving Accounts

In this account clients can deposit their savings for short-term and allow the
banks to use their money. These funds may be invested in productive affairs on a short-
term basis. The banks do not charge any fees but pay a share of the profit to depositors
in form of dividends. If loss occurs, the depositor would be liable to share these losses

proportionally as realized at the end of the financial year.

e Investment Accounts

In real terms it 1s not a deposit or saving account but money advanced or offered
by the depositor to the bank to invest on his behalf on partnership basis. The depositor is
treated as the financier and the bank acts as the managing agent. The investment account
holder is entitled to get a proportion of actually realized profits by the banks. These
investment accounts are different from the savings account with traditional banks in the
sense that Islamic banks cannot determine in advance the level of return that may be

offered to investment account holders. The investment account can be of two types:

1. Accounts with authornsation

2. Accounts without authorisation.
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In the case of account with authorisation, the account holder authorises the bank
to invest the funds in any one of its projects without specifying the project. On
completion of the specified period the account holder will get a proportional share of
profit/loss. If the accounts are placed without authorisation, the account holder specifies
the particular project for investment of his deposited money. The account holder may or
may not specify the period of deposits. The bank gives the account holder a share of
profit/loss from that particular project according to the specified agreed percentage. For
a fixed period-term investment, the depositor is not allowed to withdraw his money
before the lapse of the specified period. If withdrawal is made before the specified
period, the depositor will lose his share of the profit or which is most common in
practice, the bank discounts some of the profit depending upon the duration of the

deposit. The client must also share a proportion of any loss on prorata basis.

[ii1]  Joint or general investment accounts

Some Islamic banks establish some kind of investment pool in place of fixed
term deposits. This investment pool is a type of general investment account in which
investment deposits of different maturities are pooled together. The deposits are not tied
to any specific investment project and can be utilized in different financing operations of
the banks. The actual profits are distributed on a prorata basis. These differ from the
accounts with authorisation in the sense that banks can utilize these funds for longer-

term projects and there may be a higher rate of return.
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{C} Islamic Bonds And Securities

To finance big projects and mobilize the resources, Islamic banks may issue
securities and bonds on the basis of profit-loss sharing. The following are details of

these stocks:

(1] Al-Mugarda Bonds (Lending Bonds)

Some Muslim countries have recently introduced these bonds. These bonds
differ from the normal bonds in that they do not have any guaranteed or fixed return to
investors. The holders of the bond get a percentage of the profits of the projects financed
by the bonds. The proceeds of these bonds are used to finance public utility projects
such as; construction of the bridges, roads, etc. The bond holders will have a share in the

collection of toll fees and other like receipts.

[i1] Al-Mudarba Securities

This 1s similar to the Al-Mugarda Bonds in nature and has the same basis as
mentioned above. The Islamic securities, however, are not issued for any specified
project. For this a Mudarba (participation) company is established. Mudarba company
issue these securities in a form of certificate. This is the receipt of money invested for
securities and a guarantee of mudarba company to reimburse the share of profit/loss of
the company at a date of maturity. The Mudarba companies then invest the money
collected from these deposits in local or international enterprises, with the condition that
it must in no way utilize against the rulings of Islamic Sharia.
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{D} Non-Commercial Loans

Islamic banks cannot get returns on the loans. These loans are provided to the
priority sectors where no other alternative technique is feasible. In providing loans,
banks are ensured by all lawful means such as collateral or guarantee that the principal
amount will be repaid to them. Islamic banks may charge service charges on the basis of
actual administrative expenses. The most common forms of loan provisions by these

banks are discussed briefly below.

[1] Loans with Service Charges

Some Islamic banks give loans with service charges. This fee should however,
be within actual expenses and any addition in fee to the actual service related expenses
1s forbidden because it is considered to be usurious. The Council of Islamic Figh
Academy has worked out the following formula for service charges of the bank (Ahmed
Ausus 1994:364).

Service Charge = Actual Administration Expenses X 100
Average assets during the period

Actual administrative expenditures include: the total expenditures accrued on the
profit and loss account minus a return to the depositors, provision to the bad debt and
income tax payable. While average assets are the average of total assets at beginning of
the year and end of the year. These services charges are calculated at the end of the
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period. For the interim practice, bank may levy approximately charges, which will be

adjusted at the actual calculation.

[11] Loan Certificates

These certificates are designed for such Muslims who want to avoid risk on their
investments and desire to keep their savings in banks. Mudarba companies and banks,
have designed certificates against these savings and utilize the funds for investments.
Maturity of these certificates is defined and the face value of the certificate is
guaranteed to reimburse. The lender, however 1s not entitled to a share in the profit and

loss of these finances.

[ii]]  Benevolent Funds (Qard-e-hasana)

Qard-e-hasana is a loan which is returned at the agreed period without any
interest or return or share in the profit and loss or any stringent repayment schedule.
These are soft loans granted on compassionate grounds such as for medical treatment or
to poor students to continue their studies. The bank may claim service charges to cover
the cost of providing loans. These service charges do not relate to the sum lent. It 1s an

absolute amount calculated after working out the actual cost in providing the loans.

[iv]  Consumption Loans

The Islamic bank may provide consumption loans in catering for the needs of

daily life. These consumption loans are not, directly productive. These loans influence
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the productivity indirectly and stimulate aggregate production and supply. These loans
are also provided on the welfare grounds to enhance the consumption level of the
society up to a preferred level. Mannan (1986) has discussed the provision of
consumption loans as a part of a government function through co-operative societies or
credit agencies. Islamic banks currently use ways for financing the non-commercial

loans, these are by way of lease financing and on hire-purchase basis.

Metwally (1994) devised a new method called ‘the opportunity-cost project
approach’ for dealing with these loans. According to his idea the rate of profit or loss
which should be charged to a household loan is the opportunity cost of the alternative
loan which is not made because funds were diverted to the household loans. As he
proposed, the loans on an opportunity cost basis will work as follows: the bank will
provide information to the household about all projects, industries or business activities
to which it advances loans on Mudarba basis and the past rate of profit or loss on these
loans. The household borrower has to select one of the projects which he wishes the
bank to treat him accordingly. The household would then be liable to comply with the
profit and loss ratio of the chosen project. The household borrower will pay to the bank
the amount of profit as realized by the chosen industry or project as accounted for his
loan amount, if the specified project makes a loss, the bank will credit the household

borrower with the amount of the loss.

{E} Insurance And Underwriting
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Some of the Islamic banks undertake insurance as a subsidiary business of their
organization. This insurance is a sort of co-operative insurance. The principle is that all
the losses have to be borne by the participants (policy holders) on a mutual support
(takaful) basis. The participants agree to pay instalment's to a fund managed by the
Islamic bank for the “takaful” company. The bank or the “takaful” company acts as a
management company. It admits participants, collects instalments, provides
management services, invests the funds in the sharia legitimate projects and pays takaful
benefits (Metwally 1994:124). In accordance to permissible limit of sharia, this principle
1s being applied to life insurance too. The procedure is that all the participants at the
maturity of their policy get all that amount that they paid as premium plus the share in

profit (Khan, Fahim 1983:268).

5. Contemporary Islamic Financial Institutions

Interest-free (Islamic) Financial Institutes (IFAs) have spread over many
countries including non Muslim ones, developed and developing countries. It 1s difficult
to identify all of these institutions because some of them are not registered as Islamic
Banks, and not all of them are members of the International Association of Islamic
Banks. Around 152 IFIs are reporting their statistics to the Association. Table 1 shows

the geographical spread over and summary of the financial highlights of these IFIs.

Table 2 gives a summary of IFIs in various countries. At present, there are 125
[FIs working in different Muslim countries, while 27, are established in non-Muslim

countries. Dar-al-Mal Islami and Al-Barkah Holding company own many subsidiaries
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working in different countries. These two have interest also in some other institutions
established as a separate entity. Table 3 briefly specifies the period over which some of
the Islamic Financial Institutions were established in different countries, with the
exception of Pakistan, Iran and Sudan. The data suggest that the movement started in the
mid half of 1970s and reached its peak in mid 1980s. Thirty two institutions were
established during 1980-85. This does not include the statistics of mushroom growth of
IFIs in Pakistan, Iran and the Sudan. The movement of establishing interest-free banks
and conversion of banking operations into the interest-free mode is still in progress.
During the last five years, 23 IFIs were established in different countries, out of which
17 were established in Indonesia. Table 4 below gives some financial indicators of

twenty nine selected Islamic Financial Institution.

A considerably good number of Islamic Financial institutions are working in
several countries, particularly in the Muslim minority countries like India, and some are
in Western countries. These types of institutions comprise, saving and loan associations,
credit association, co-operative societies, co-operative funds. Some are performing other
obligations of an Islamic co-operative credit system. One organization, named Muslim
Community Co-operative Australia Ltd., (Melnourne), also offers some financial

facilities according to Islamic principles. This started functioning in February 1989.

The interest-free financing techniques as currently adopted by the Islamic
Financial Institutions in various countries may not be totally compatible with the Shana.
Working in different countries and in different socio-economic set-up, may put these
institutions under various constraints when complying with their respective national
laws. Furthermore, Interest-free techniques are relatively complex and diverse in nature,
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as compared to conventional banking. This has pushed some Islamic Financial
Institutions to adopt relatively easy financing techniques. Murabaha has become one of
the most popular financing techniques among Islamic banks. It has been estimated that
70 to 80 percent of the total finance provided by the Islamic banks is through murabaha
(Ahmed Ausaf 1995:28). Murabaha based operations are practiced by Islamic Financial
Institutions under several names such as: mark-up, cost plus financing, production

support program, short term financing or simply sales-purchase contracts.

Organization and Financial Structure of existing Islamic Banks

Most of the existing Islamic banks are joint stock companies. These banks may

be divided into three broad groups:

1. Islamic banks belonging to some financial holding company. In this group are
included the Islamic banks owned by the Dar al Mal Islami (DMI) and Al-Barakah
group. The DMI is an umbrella organization of several companies, organized as a
trust under the laws of Bahamas. It was established in 1981 with an authorized
capital of US $ 1,000 million out of which US $ 310 million have been paid. The,
Faisal Islamic Bank of Guinea, Niger and Senegal are subsidiaries of DMI which

holds 40% share in Faisal Islamic Bank of Sudan and in some other Faisal Banks.

2. Other Islamic banks established by private or semi-government initiative. Like

Nasser Social bank Cairo and some banks in Pakistan.
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3. In some cases, the governments have also subscribed to the capital of the Islamic
Banks, for instance, in case of Bahrain Islamic Bank, the major portion of the capital
1s shared as follows: Kuwaiti government 17.4%, Bahrain government 10.4%, the
Islamic Development Bank 13.0%, the Kuwait Finance House 8.7%, the Dubai
Islamic Bank 4.4% and private shareholders 3.7%. In some cases, the religious
bodies and Governments have subscribed most of the capital. In case of the Bank
Islam Malaysia, the percentage shares are: the government contributed 37.5%,
Pilgnm’s Management Fund 10%, Muslim Welfare Organizations of Malaysia 5%,
State Religious Councils 17%, State Religious Agencies 6%, and Federal Agencies

12%.

The Islamic Development Bank (Jeddah), is an international financial institution.
The main purpose of the creation of this bank is to foster the economic development and
social progress of the member Islamic Dinars (US $ 2515.6 million). The Islamic
Development bank participates in the equity capital, grants loans and provides
assistance for economic and social development to member countries. It assists the
member countries in promotion of foreign trade with other member countries. Islamic
Development bank provides assistance in promoting trade particularly for trade of
capital goods, and also provides technical guidance to Muslim countries in establishing

their financial and banking activities in line of the recommendations of Sharia.
6. Conclusions

e Interest-free Islamic banks were established to conform with Islamic laws (Sharia)
which prohibits interest on all types of transactions irrespective of the parties

involved in such transactions.
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It is possible to establish and operate anywhere financial institutions which work on a
profit/loss share basis rather than an interest-based rate of return.

Profit maximization is not the sole objective of Islamic banks. These banks are
responsible for wider social welfare of Muslims worldwide.

Islamic banks use the same tools and procedures as traditional (i.e. interest-based)
banks in those areas where there is no conflict between banking operations and
Islamic principles. These activities include foreign exchange transactions, domestic
and international transfers, letters of credit and availing safe custody.

Islamic banks have devised (and are still devising) new instruments to enable them to
achieve their objectives in accordance with Islamic Laws. These tools of finance
include Musharaka, Mudaraba, Mirabaha, Baa’ye Salam, Baa’ye Muajjal, Jjara and
[jara-wa-Iktina.

Islamic banks offer a number of accounts that suit their depositors and comply with
the profit/loss sharing principles. These products include current accounts, saving
accounts, investment accounts and joint investment accounts. Islamic banks also
offer Islamic bonds and securities which carry no interest. Moreover, various types of
interest-free non-commercial loans based on the profit/loss sharing principle are also
available.

Interest-free Islamic Financial Institutions (IFIs) have spread over in many countries
including non-Muslim developed and developing countries. Over 150 IFIs are
members of the International Association of Islamic banks. The movement of
establishing interest-free banks and conversion of banking operations into the
interest-free mode is still in progress. During the last five years, 23 IFIs were
established in different countries, out of which 17 were established in Indonesia

alone.
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e Morabaha has become one of the most popular financing techniques among Islamic
banks. It has been estimated that 70 to 80 percent of total finance provided by Islamic
banks is done through Morabaha. These operations are practiced by Islamic Financial
Institutions under several names such as mark-up, cost plus financing, production

support program, short-term financing or simply sales-purchase contract.
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Chapter Four

A Study of the Commercial L.oans Market in a Dual Banking System:
A Simultaneous Equations Model

Abstract

This chapter develops and tests simultaneous equations models to find out if the
profit/loss sharing principle adopted by Islamic (interest-free) banks, operating side-by-side with
conventional (interest-based) banks, has any significant effect on the commercial loans market.
A demand-supply model has been estimated using time series data for conventional and Islamic
banks during the period 1980-1995.

The regression analysis suggests that the price of loans charged by Islamic banks do not
exert any significant influence on the demand for commercial loans of the customers of
conventional banks. However, the demand for funds offered by Islamic banks is positively
correlated with the rates of interest charged by conventional banks operating within the dual
banking system. The results also suggest that deposits exert a much stronger influence on the
supply of loans by Islamic banks than by non-Islamic banks.
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A Study of the Commercial Loans Market in a Dual Banking System:
A Simultaneous Equations Model

Introduction

Many countries, all over the world, currently experience what has become known as a
"dual banking system" where interest-free banks operate side by side with conventional banks.
The borrowers have the option to deal with any of these banks. If they choose to transact with
an Islamic bank, they would have to obtain funds on a profit/loss sharing principle either
through a partnership (Musharaka) or joint investment with no participation in management
(Mudaraba) a resale contract (Murababa). If, on the other hand, borrowers choose to deal with

conventional banks, they will pay fixed (or vaniable) interest.

The aim of this chapter is to study the main determinants of the supply of commercial
loans and demand for these loans within a dual banking system. The chapter is divided into
four sections. Section one offers a brief theoretical discussion of the commercial loans market
in a dual banking system. Section two develops demand-supply models that can be tested using
simultaneous equation systems. The regression results are reported in section three. Finally,

section four summaries the main findings of the subject.
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Musharaka) where both parties contribute to the capital of the project and agree to divide the net
profit in proportions determined in advance. Islamic lending need not be with participation in
management. Under the "Mudaraba" method the bank provides the capital and the client is fully
responsible for management. In consideration, the partner gets an agreed proportion of the net
profits. In the case of loss resulting from normal business activities, the bank bears all the losses
and the client looses only the profit that would have been the reward of his effort. If the purpose
of borrowing is to purchase a durable (e.g., a car) this can be done through a resale contract or
what is known as "Morabaha"” where the client requests the bank to buy the specific commodity.
The bank resells the commodity at a price which covers the purchase price plus the profit
margin agreed upon by both parties, which transforms traditional lending into a sale and
purchase agreement. To borrow for the purpose of purchasing a house, the bank buys the house
and rents it to the client. This procedure can be converted into a reduced renting procedure
whereby the customer, by paying every year an instalment of the value of the house, reduces the
rent till the house is fully owned by the borrower and the rent is eliminated. Metwally’s

"opportunity cost approach" is used by some banks to finance personal loans (Metwally, 1994).
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II

A Simultaneous Equations Model for Commercial
Loan Market in a Dual-Banking System

The commercial loans market, like any other market, is cleared through equilibrium of
demand and supply. This section builds a demand-supply model to investigate the behaviour of
the market in a dualistic economy where commercial banks operating on conventional lines
compete with Islamic banks which use the profit/loss sharing method of finance. Because
Islamic banks do not deal in interest, they have no alternative other than investing in interest-
free assets. These banks, therefore, have a limited scope of finance (Wilson, 1985). The
conventional banks on the other hand, are able to invest in various types of securities (e.g.,
government banks) if the return (in terms of interest) on these securities is relatively more
attractive than the return on commercial loans.

The above suggests that the supply function of the commercial loans of conventional
banks will be different from that of the Islamic (interest-free banks). For the interest-based

banks we can think of the following function:

Sc=¢|(rc’rsaD) (1)

where:

Supply of commercial loans of conventional banks.

W
IS
I
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Ic = average rate of interest charged by commercial banks operating in a dual-

banking system.
Is = average rate of interest on securities.
D = an index of deposits.

The supply function of commercial loans by Islamic banks may be represented by

Si =¢2 (n,D) (2)
where
St = supply of commercial loans by Islamic banks.
s = average profit/loss share on the Islamic banks transactions (Musharaka,
Modaraba, and Morabaha)
D = an index of deposit.

The deposit index is introduced in the supply function on the ground that the banks' ability

to lend depends on the availability of loanable funds in terms of deposits.
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The demand function for commercial loans is assumed to depend on the charges (interest
rate in the case of conventional banks and the profit/loss share in the case of Islamic banks). also,
users of funds in a dual banking system, usually compare between the terms of the two types of
banks. Therefore, the alternative rate of receiving the debt is expected to exert a significant
influence on the demand for commercial loans on a dual-banking system. Also, the demand for
commercial loans would depend on the borrowers' expectations regarding the growth of the
economy. The more optimistic the borrowers are about the future profitability, the greater will be
their demand for commercial loans. The rate of growth of GDP may be a good proxy variable to
reflect borrowers' expectations. Thus, the demand function for commercial loans of both the

traditional and the Islamic banks operating in a dualistic banking system may be expressed as:

Dc=\l/](ch[,Y) (3)
DIZWQ(rcan,Y) (4)
where:
D¢ = demand for commercial loans of conventional banks.
Dy = demand for commercial loans of Islamic banks.
Y = rate of growth of GDP

r. and 7 as before.
We may thus, develop two simultaneous equation models for the commercial loan market

in a dual banking system.
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1. Conventional Banks

Supply Q =atairatarrg tasDi+ 1, (5)
Demand: Q =botbiratbym by, +1, ©)

The above system of structural equations has the following variables:

Endogenous variables

Q = total commercial loans (billion of dollars).

Tet = average prime rate charged by banks.

Pretermined variables

Ta = short-term government bonds rate (represents an alternate rate of return to
banks).

D« = total bank deposits (billions of dollars)

e = the profit/loss rate of return

Y = rate of growth of GDP (represents expectations about future economic
activity)

The above system has two equations and two endogenous variables. Hence it is

mathematically complete.
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2. Islamic Banks

Supp]y Li=atoimtoa: D+ vy (7)
Demand: L=B,+ B+ Borat B, Y +v, 8)

The above system has the following variables.

Endogenous variables

L. = total commercial loans (billion of dollars)

0 profit/loss rate or return

Pretermined variables

D, = total bank deposits (billion of dollars)

Tt = conventional banks' rate (represents the price of altemnative financing to
business).

).’ = rate of growth of GDP (represents expectations about the future

economic activity.

The above system is mathematically complete in the sense that it contains as many

equations as it contain endogeneous variables.
We now need to examine the above system for identification. A necessary condition of

identification of a given structural equation is that the number of predetermined varables

excluded from the given equation is at least as large as the number of endogenous vanables
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included 1n the equation less one. This is known as the order condition for identification.
(Kmenta, 1990). This rule is as follows: Let g be the number of endogenous variables in the
system and k the total number of variables (endogenous and exogenous) missing from the

equation under consideration. Then (Maddala, 1992):

If k=g- 1, the equation is exactly identified

If k> g- 1, the equation is over-identified

If k <g- 1, the equation is under-identified.

This condition is only necessary but not sufficient.

Let us apply his rule to the equation system of the conventional banks. We notice that
for the two equations, k = 6 and g = 2. There are two vanables excluded from each equation;
thus k > g - 1 and hence both equations are over-identified.

As to the equation system of the Islamic banks, we notice that there are two variables
missing in equation (7); thus k > g - 1 and the equation is over-identified. There is one variable
missing in equation (8), thus k = g - 1 and the equation is just identified. Applying the rank
conditions, we notice that each equation is identified. We may, therefore, use the method of

Two-stage least squares to estimate the equations of each system (Intriligator, et. al. 1996).
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111
The Regression Results

The above two systems were estimated using the two-stage least squares method
(2SLS). The regression analysis covers 18 conventional banks and 12 Islamic banks operating
in various Middle Eastern countries. Table 1 gives the estimates for the demand-supply model
of the commercial loan market facing each type of financial institution.

The results in Table 4-1 suggest that all coefficients carry the expected sign. The
coefficient of the variable r., has a positive sign in the supply function and a negative sign in the
demand function. This coefficient is also statistically significant as suggested by the "t" value
(in parenthesis under the coefficient). This suggests that interest rates charged by the
conventional banks exert a strong negative influence over the demand for commercial loans and
a strong positive influence over the supply of commercial loans by the conventional banks. The
coefficient of the variable r,, is negative and statistically significant which suggests that the

larger the alternative rate of interest on securities, the smaller the volume of commercial loans
offered by conventional banks. The coefficient of the variables Dy and Y. are positive and

statistically significant implying that the banks will lend more if they can attract more deposits and

the borrowers will be inclined to demand more commercial loans if they are more optimistic about the
future economic activity.

The simultaneous equation system results, however, seem to support that the price of

loans charged by Islamic banks does not exert a significant influence on the demand for

64



commercial loans by the customers of the conventional banks. This may suggest that the
interest-free banks' charges do not differ much from the conventional banks' charges operating
with a dual banking system.

The regression results for the Islamic banks also indicate that the coefficients of all
variables carry the expected sign. Moreover, all coefficients are statistically significant beyond
the 1 per cent level of significance. The profit/loss sharing rate exerts a strong positive effect on
the supply of funds and a strong negative effect on the demand for funds. Expectations
regarding future activity are also a very important determinant of the demand for funds offered
by Islamic banks.

Perhaps the most striking result of the simultaneous equations' models is that related to
the variable r.,. The coefficient of this variable, which represents the alternative charge to users
of Islamic banking, is positive and highly significant. This suggests that the demand for funds
of Islamic banks is strongly influenced by the terms of borrowing of non-Islamic banks
operating side-by-side. We have already seen that the opposite is not true. In other words, the
clients of Islamic banks pay attention to interest rates charged by non-Islamic banks and this will
increase the higher the rate of interest charged by conventional banks and vice versa. However,
the demand for funds offered by conventional banks does not seem to be affected by the
profit/loss sharing rate of the Islamic banks operating within a dual banking system, face
difficulties in attracting deposits (Abdul Gader and Al-Ghahtani, (1990), Brown (1994), and

Ray (1995).
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Table 4-1: 2SLS Estimates for the Demand-Supply Model

of the Commercial Loan Market

1. Conventional Banks
(i) Supply function

Q=  -934 +2348 14 - 1.746 14
(-3.857) (2.954) (-2.583)

R’= 914, F=259
(i) Demand function

Q(‘—‘ -176.2 -11.3 Tet +2.167 T
(-2.933) (-3.544) (1.746)

R*= 825, F=237
2. Islamic Banks
(i) Supply function

L= -198.7 +3.120 m + 653D,
(2.945) (4.865) (5.986)

R*= 909, F=213
(1)) Demand function

L= -2175 -18.7 m +3212 14
(-2.368) (-5.117) (3.088)

R*= 914, F=397
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Conclusions

The main conclusions of the chapter may be summarized in the following:

The commercial loans market within a dual banking system is represented by a demand-
supply model which can be tested using a simultaneous equation model. However, each
type of banking system (i.e., interest-based and interest-free banks) requires a different
model since the mode of operation is completely different. Although there are many

common variables, the supply function is highly distinguished in the two cases.

The commercial loans market in a dual-banking system 1s cleared through changes in the
price of loanable funds. This price is represented by the rate of interest in the case of the
conventional banks and the profit/loss sharing rate of return in the case of interest-free
Islamic banks. The price has a negative effect on the demand for commercial loans and

a positive effect on the supply of these loans.

The supply of commercial loans by conventional banks is influenced by the altemative
rate of interest which these banks can obtain through investment in securities
(government bonds, treasury bills etc.). This alternative does not exist for Islamic banks

which do not deal in interest. Thus these banks are limited in their scope of finance.

67



Borrowing from both the conventional banks and the interest-free banks operating side-
by-side is strongly affected by the expectation concerning the future level of activity.
The demand for loanable funds, in a dual banking system is positively correlated with

the rate of growth of GDP.

The demand for funds offered by Islamic banks is strongly influenced by the interest
charges of the conventional banks operating side-by-side. However, the profit/loss
sharing rate of the Islamic banks does not seem to exert any significant influence on
borrowing from interest-based banks operating within the dual banking system. this
suggests that customers used to the traditional methods of finance may not shift to the
profit/loss sharing principle even if it was relatively cheaper to obtain funds on this

principle.
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Chapter Five

Financial Characteristics of Islamic and Non-Islamic Banks: A
Discriminant Analysis

Abstract

This chapter uses discriminant analysis to test for structural differences between the
financial characteristics of interest-free banks and conventional banks. The study covers
a sample of 48 Middle Eastern banks, 12 of which are (Interest-free) Islamic banks. The
analysis extends to a number of financial ratios which evaluate liquidity, leverage,
performance, credit risks, profitability and efficiency. The two-group discriminant
analysis suggests that the two groups of banks are differentiated in terms of liquidity,
leverage and credit risk but not in terms of profitability and efficency.
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Financial Characteristics of Islamic and Non-Islamic Banks: A

Discriminant Analysis

Introduction

The analysis of the previous chapter suggests that Islamic banks use different
methods of finance to those applied by traditional (interest-free banks). It is logical to
enquire about the accounting and financial implications of the profit/loss sharing
principle. In particular, we try in this chapter to answer the question: Do the financial
dimensions of Islamic banks differ from those of traditional banks? To answer this
question, we collected recent data on financial aspects of a number of Islamic and non-
Islamic banks operating in Middle-Eastern countries. 20 financial ratios were calculated
and subjected to discriminant analysis to find out which predictors discriminate between

the two groups of banks.

This chapter is divided into four sections. Section one discusses the main
properties of the sample. The methodology is outlined in section two. Section three
gives the results of discriminant analysis while section four summarizes the main

findings of the study.
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{I The Main Properties of the Sample

The sample for this study covers 48 commercial banks operating in the Middle
East. 12 out of those banks are (interest-free) Islamic banks and 36 are (interest-based)
traditional banks. The data cover the three years 1994-1996. All banks operating in that
region were requested to supply information on their total assets and labilities and
details of these items as well as information on their operating income, employment,
profit before tax, return on deposits and structure of their loans for the specified time
period. It was possible to obtain useable data for only 48 banks. These data were used in
calculating a number of financial ratios related to the structure and performance of
commercial banks. Twenty ratios were calculated and subjected to statistical analysis.
The theoretical foundation of this calculation is as follows:

First, we tried to test for structural differences between the two groups of banks
in terms of the five financial dimensions suggested by Wood and Porter (1979), namely:
liquidity, leverage, credit risk, profitabilty and efficiency.

Liquidity refers to the bank ability to meet deposit withdrawals, maturing
liabilities and loan requests without delay. Three ratios are used in this chapter to reflect
a bank liquidity status. These ratios are cash to assets {CA}; liquid assets to assets
{LAA} and liquid assets to deposit liabilities {LAD}.

Leverage or capital adequacy refers to the bank’s ability to absorb losses. If these
losses are large to wipe out reserves and profit then the bank is in danger of becoming
insolvent. This study use two ratios as an indication of leverage. These are equity to

assets {EA} and assets to equity {AE}.
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Credit risk analysis ratios were also used to assess the level of risk in the bank
credit policies. Six ratios were used. These are Investment to assets {IA}, loans to assets
{LA}, loans to deposit liabilities {LD}, fixed assets to assets {FAA}, earning assets to

assets {EAA} and other assets to assets {OAA}.

We also used the ratio of personal loans to total loans {PLTL} as an indicator of
nisk analysis. Bank’s profitability is measured by the four ratios; operating income to
assets {OIA}, investment and deposit income rate {IDIR}, profit (before tax) to assets
{PA} and profit (before tax) to equity {PE}. Efficiency is measured by two ratios:

operating expenses to assets {OEA} and employee expenses to assets {EEA}.

Secondly, in order to test the hypothesis that the profit/loss sharing principle may
have some impact on the bank’s ability to attract deposits, we calculated the deposit to
assets ratio {DA}. Also, to test the impact of the profit/loss sharing principle on the rate

of return on deposits, we calculated this variable for the two groups of banks.

The appendix to this chapter lists the data for the 48 banks. The number 0
identifies a traditional bank, while the number 1 identifies an Islamic bank. Bank names

are not disclosed to maintain confidentiality.

Some intuitive feeling for the comparisons may be obtained by examining the

means and standard deviations of the 20 ratios for both Islamic and non-Islamic banks.

These statistics are given in Table 5-1. The data in this table would seem to suggest that:
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Table S-1

Performance Ratios and Productivity Measures of Islamic and Non-Islamic Banks

Traditional Banks II

Ratios | Islamic Banks
Mean (%) S.D. Mean (%) S.D. ||

A Liquidity Ratios

[1] Cashtoasscts {CA} 6.771 1.310 4.738 0.531

[2] Liquid asscts to asscts {LAA} 49.929 3.048 34.394 2.581

|31 Liquid asscts to deposit liabilitics {LAD} 62.433 3.619 42.959 2.338
B Assct Structure Indicators .

|4} Investments 10 asscts (1A}

[S] Loans to asscts {LA} 38.376 3.447 24.570 1.564

|6] Loans to decposit liabilities {LD} 38.672 3.193 57.460 2.802

|7] Fixed assets to asscts {FAA} 55.539 3.155 69.404 2.625

|81 Other asscts to asscts {0OAA} 10.166 1.429 3.940 0912

|9] Earning asscts to assets {EAA} 3.303 0.731 3.290 0.499

| 10] Asscts to cqiuty {AE} 91.617 1.799 91.928 1.153
C Liability Structure Indicators 5.628 0.691 16.079 1.189

|11} Equity to asscts {EA}

[12] Dcposits to asscts {DA} 17.964 1.821 7.120 0.811
D Incomc Related Ratios 61.883 2.361 77.036 3.563

| 13] Opcrating incomc to assets {OIA} 8.126 0.292 8.050 0.325

| 14] Investment & Deposit income rate {DIR} 5.524 0.369 5.559 0.379
E Expenses Related Ratios

[15] Operating expenses to assets {OEA} 5.875 0.405 5.258 0.636

[16] Employee cxpensces to assets {EEA} 1.853 0.205 1.736 0.149
F Profitability Indicators

[17] Profit before tax to assets {PA} 0.902 0.048 0.860 0.049

| 18] Profit before tax to equity {PE} 9.496 0.804 14.407 0.839
G Other Ratios

| 19] Return on deposits {RD} 8.220 0.327 8111 0.339

|20| Personal loans to total loans {PLTL} 4.863 1.319 15.747 2.086
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1. The two groups of banks are more widely separated in terms of the following ratios:
e Cash to assets
e Liquid assets to assets
e Liquid assets to deposits
e Investment to assets
e [oans to assets
e Loans to deposits
e Fixed assets to assets
e Assets to equity
¢ Equity to assets
¢ Deposits to assets
¢ Profit (before tax) to equity

e Personal loans to total loans

2. There appears to be close resemblance between the two group of banks in terms of
the following ratios:
¢ Eamning assets to assets
e Other assets to assets
e Operating income to assets
¢ Investment and deposit income rate
e Operating expenses to assets
¢ Employee expenses to assets
e Profit (before) tax to assets

e Return in deposits
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3. There seems to be more varations in ratios amongst Islamic banks than amongst
traditional banks. More sophisticated analysis was carried out using the technique of

discriminant analysis.

{II} Methodology

This chapter uses discriminant analysis in studying the differences in the
financial structure of interest-free (Islamic) banks and traditional (interest-based) banks.
Discriminant analysis is a multivariate technique used to identify the relative importance
of vanables that indicate the respondents belong to the same or different group by
analysing data with a categorical dependent variable and interval scaled independent

variables (Malhotra, et. al, 1996).

Suppose we have n banks for which we have observations on k financial ratios
and we observe that n; of them belong to interest-free banks and n, of them belong to
traditional banks where n; + n, = n . We want to construct a linear function of the k
variables that we can use to predict that a new observation belongs to one of the two

groups. This linear function is called the linear discriminant function.

Let us define a linear function
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K
Z=h, + inxi

=1

then it is intuitively clear that to get the best discrimination between the two groups, we

would want to choose the A, so that the ratio (Haddah, 1992):

between — group variance of Z . _
isa maximum

within — group variance of Z

Fisher (1936) suggested an anology between this problem and multiple regression

analysis. He suggested that we define a dummy variable

n
y= +2 if the observation belongs to the first group
nl nZ

n1
n, +n

y=- if the observation belong to the semnd group

2

If we estimate the multiple regression equation

y=PB, T Bx, +Bx, +...F B,x, T v

and obtained the sum of squares RSS, then
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RSS
'‘n,+n, -2

B, = A

Thus, once we have the regression coefficients and the residual sum of squares
from the dummy dependent variable regression, we can very easily obtain the

discriminant function coefficients (Maddala, 1992)

The technique can be generalized to more than two groups [Johnson & Nichern,
1982 and Joseph and Anderson, 1992], Mabhotra et. al (1996) explained this derivation as

follows:

Suppose there are G groups, 1 =1, 2, ...... , G, each containing n; observations

on k independent variables x;, X, ...... , Xk and assume the following notations.

G
N=  Total sample size= D _n,

1=1

Wi= Matrix of mean corrected sum of squares and cross-products for the ith group

W= Matrix of pooled within-groups mean correlated sum of squares and cross-
products

B=  Matrix of Between-groups mean corrected sum of squares and cross products

T=  Matrix of total mean corrected sum of squares and cross-products for all the N

observations ( = W + B)

x|
I

Vector of means of observations in the ith group

|
i

Vector of grand means of the N observations
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A = Ratio of between groups to within-group sums of squares

b= Vector of discriminant coefficients or weights

then

Wi = i (x1j - X;) (x1 - X, )

W=W,+W,+ W3+ ..+ Wg

Define the linear composite D = b! x or
D =bg+bix; +byxy + ... tby Xk
where D = discriminant score

b’s = discriminant coefficients or weights

x’s = predictor or independent variables.
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Then with reference to D, the between-groups and within groups sums of squares are,

respectively, given by b/ B b and b Wb. In order to maximally discriminate between

the groups, the discriminant functions are estimated to maximise the between-group
vanability. The coefficients b are calculated to maximise A , by solving

b'Bb
bWb

Max A =

Taking the partial derivative with respect to A and setting it equal to zero, with some

simplifications, yields

B-AW)b=0

To solve for b, it is more convenient to pre-multiply by W™ and solve the following

characteristic equation:

(W'B-AD)B=0
The maximum value of XA is the largest eigenvalue of the matrix W'B and b is the
associated eigenvector (Malhotra et. al., 1996). The elements of b are the discriminant
coefficients, or weights, associated with the first discriminant function. In general, it is
possible to estimate up to smaller of G - 1 or k discriminant functions, each with its
associated eigenvalue. The discriminant functions are estimated sequentially, i.e., the
first discriminant function exhausts most of the between-group vanability. The second
function maximises the between-group variation that was not explained by the first one,

and so on.
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{II1} Discriminant Analysis Results

Table 5-2 gives the discriminant analysis results. The pooled within-groups
correlated matrix, which is computed by averaging the separate covariance matrices for
all groups, indicates low correlations between the predictors. Multi-collinearity is

unlikely to be a problem.

The values of Wilks’A or the U Statisitic, as is sometimes called, which
represents the ratio of the within-group sum of squares to the total sum of squares,
together with the significance of the Univariate F ratios indicated that when the
predictors are consided individually, 15 financial ratios out of the 20 ratios considered,
significantly differentiate between Islamic banks and non-Islamic Banks. These five
ratios which do not seem to separate the two groups of banks are the earning assets to
assets ratios, the investment and deposit income rate, the other to assets to assets ratios,

the operating income to asset ratio and the return on deposits.

Because there are two groups, only one discriminant function function is
estimated. The eigenvalue associated with this function 1s extremely large (153.2342).
This value represents the ratio of between-group to within-group sums of squares
(Lachenbrunch, 1975) and accounts for 100% of the explained variance. The cannonical
correlation associated with this function is .9968. The square of this correlation (.9968)2
= 9936 indicates that 99.36% of the variance in the dependent variable (difference in

type of banking) is explaind or accounted for by this model.
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Table 5-2 Results of Two-group Discriminant Analysis

Pooled within-groups correlation matrix

AE CA DA EA EAA EEA
AE 1.00000
CA -.00136 1.00000
DA 22196 .02734 1.00000
EA -.18939 .03107 -.28637 1.00000
EAA -.07171 -.00824 11538 -31596 1.00000
EEA -.26912 .06393 .08534 -.02549 .03202 1.00000
FAA 15368 .33976 -.14943 -.04761 .10703 .11055
IA -.17809 11331 01668 11321 -.19043 -.12312
IDIR 13169 -.07655 -.05027 .25947 .07718 .00211
LA 26311 -.20299 -.27501 -.07266 06415 .01393
LAA -.22621 -.23685 -.10178 25794 -.04394 -.08920
LAD -.13453 -.29386 -.04199 .08828 -.12430 -.24286
LD -.09506 -.02804 -.17267 -.06643 01316 .25526
OAA .04833 .10950 -.04881 03159 04014 16304
OEA -.17065 .09469 -.16310 -.20571 -.09238 05964
OIA .14867 -.09010 -.24166 -.06596 -.05157 05475
PA -.02044 -.02329 17791 -.17885 -.05752 -.10102
PE -.17751 35886 -.05314 06120 -.00941 .20053
PLTL -.22790 .08974 -.12741 .11848 .04870 -.08511
RD -.08621 -.20156 -.12191 .08210 -.21284 -.01881
FAA IA IDIR LA LAA LAD
FAA 1.00000
IA -.00819 1.00000
IDIR .10200 11382 1.00000
LA .08599 -.31468 -.07780 1.00000
LAA 06831 .14729 07786 -.10598 1.00000
LAD -.14262 31421 .18437 03456 44908 1.00000
LD .04359 .00845 -.04519 -.22522 .06380 -.12562
OAA -.13724 -.33034 -.16972 13106 -.09553 -.07264
OEA .26952 .07812 -.08959 -.08212 09565 .08251
OIA -.03003 03132 -.23142 11567 02128 -.25740
PA -.02100 .20081 -.10485 -.09774 23641 .26509
PE 17727 -.14724 -31216 .02838 -.06603 .03882
PLTL -.15391 .00078 -.05371 -.11006 -.01215 -17717
RD -.09845 11616 .02890 -.17645 .04090 -.00009
LD OAA OEA OIA PA PE
LD 1.00000
OAA .02577 1.00000
OEA -.06560 -.02660 1.00000
OlA 17513 02193 .03881 1.00000
PA -.10230 .02472 .13065 -.09479 1.00000
PE -.09676 .18002 02524 -.20808 .03406 1.00000
PLTL .16353 -.03496 -.25321 05915 -.15985 .00146
RD .14946 -.02338 .01234 18794 .17354 -.13929
PLTL RD
PLTL 1.00000
RD .08287 1.00000
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Table 5-2 Results of Two-group Discriminant Analysis (...contd.)

Wilks" Lambda (U-statistic) and univariate F-ratio with | and 46 degrees of freedom

...Vaniable ~ Wilks’ Lambda F o _.Significance _
AE 05270 826.8948 .0000
CA 43612 59.4768 .0000
DA .19657 188.0087 .0000
EA 05319 818.7861 .0000
EAA 98951 4877 4885
EEA 90882 4.6151 .0370
FAA .12881 311.1083 .0000
IA 11199 364.7604 .0000
IDIR 99831 0778 7815
LA .10854 377.8005 .0000
LAA .13376 297.9046 .0000
LAD .08946 468.1947 .0000
LD .16834 227.2536 .0000
OAA .99989 .0053 9425
OEA 82352 9.8576 .0030
OolA .98906 .5089 4792
PA 87791 6.3970 .0149
PE .12758 314.5643 .0000
PLTL .13846 286.2166 .0000
RD 97987 .9450 3361

Canonical Discriminant Functions
Fcn  Eigenvalue  Pct of Cum  Cannonical After  Wilks’ Chi- df  Sig

Variance Pct Corr Fecn  Lambda  square
0 006484 181.385 20 .0000

I* 153.2342 100.00 100.00 .0068

* Marks the 1 canonical discriminant functions remaining in the analysis.

Standardized canonical discriminant function coefficients

Func 1
AE .35078
CA -.17387
DA .37425
EA -.39797
EAA -.07250
EEA -.31621
FAA -.58959
IA 19614
IDIR .56098
LA .61907
LAA .28632
LAD -.68158
LD .44694
OAA -.09428
OEA 37799
OlA -.13406
PA -.10534
PE 99315
PLTL 23211
RD 42781
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Table 5-2 Results of Two-group Discriminant Analysis (...contd.)

Structure matrix:

Pooled within-groups correlations between discriminating variables and canonical discriminant
functions (Variables ordered by size of correlation within function)

Func |
AE 34251
EA ~.34082
LAD -25772
LA 23151
1A -.22748
PE 21125
FAA -.21009
LAA -.20558
PLTL 20151
LD 17956
DA 16332
CA -.09186
OEA -.03740
PA -.03013
EEA -.02559
RD -.01158
OlAa -.00850
EAA .00832
IDIR -.00332
OAA -.00086

Unstandardized canonical discriminant function coefficients

Canonical discriminant functions evaluated at groups means (group centroids)

Func 1
AE 3217174
CA -.2198511
DA .1128858
EA -.3500509
EAA -.0542488
EEA -1.9225838
FAA -.5567866
IA .0904309
IDIR 1.4903505
LA 2134829
LAA .1060339
LAD -.2524310
LD .1618612
OAA -.1674235
OEA 6412124
OlAa -4219243
PA -2.1456875
PE 1.1954179
PLTL .1202622
RD 1.2730930
Constant -46.6005185

Group
0
1

Func 1
6.99641
-20.98924
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Table 5-2 Results of Two-group Discriminant Analysis (...contd.)

Classification results —

Actual  Group No. of Predicted Group Membership
.............................. Cases O . L.
Group 0 36 36 0

100.0% 0%
Group 1 12 0 12
0% 100.0%

Percent of “grouped” cases correctly classified: 100.00%
Classification processing summary

48 (Unweighted) cases were processed.
0 cases were excluded for missing or out-of-range group codes.
0 cases had at least one missing discriminating variable.

48 (Unweighted) cases were used for printed output.

48 cases were written into the working field.
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We notice that Wilks” A statistic associated with the estimated discriminant
function 1s .006484 which transforms to a Chi-square of 181.385 with 20 degrees of
freedom. This is significant beyond the .00001 level. Thus the null hypothesis is rejected

indicating significant discrimination (Morrism, 1969)

An examination of the absolute magnitudes of the standardized canonical
disciminant function coefficients gives some idea of the relative importance of the
predictors 1n discriminating between the groups. Generally, predictors with relatively
large standardized coefficients contribute more to the discriminating power of the
function, as compared with predictors with smaller coefficients (Klecha, 1980). Given
the low intercorrelations between the predictors we would conclude that the ratios:
profits to equity; liquid assets to deposits; loans to assets; fixed assets to assets and
investment and deposit income rate are the most important predictors in discriminating
between the two groups of banking. The same observation is obtained from examination
of structure correlations. These simple correlations between the predictors and the
discriminant function are listed in order of magnitude. The unstandardized discriminant

function coefficients are also given.

The group centroids, giving the values of the discriminant function evaluated at
the group means are also shown. Group 0, which represents the traditional banks has a
positive value, while group 1 which represents Islamic banks has a negative value. The
signs of the coefficients of the ratios: cash to assets, equity to assets, fixed assets to
assets and liquid assets to deposits are large and negative. This seems to support
available evidence that Islamic banks tend to hold a relatively higher proportion of their
assets in liquid forms (Abdel-Gader and Ghahtain, 1990). Also, Islamic banks hold a
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higher proportion of equity to assets than non-Islamic banks. (Ray, 1995) and Islamic
banks seem to find difficulties in attracting deposits (Metwally, 1993). Moreover, these
(Islamic) banks seem to be very cautious in lending funds and thus have excess liquidity
(Metwally, 1993). Moreover, they invest more extensively than traditional banks in
fixed assets. The coefficients with positive sign suggest that traditional banks enjoy a
relatively higher return on equity (because equity as a proportion to assets is much lower
in the case of these banks than in the case of Islamic banks); lend more especially in
terms of personal loans (Brown, 1994) and attract relatively more deposits than Islamic
banks. (The coefficients of the ratios of deposits to assets and loans to deposits are

positive and large in magnitude).

The above results can be analyzed in terms of the five financial dimensions
suggested by Wood and Porter (1979), namely: liquidity, leverage, credit sk,
profitability and efficency. The discriminant analysis results suggest that the two types
of banks (Islamic and non-Islamic) are differentiated in terms of liquidity, leverage and
credit risk but not in terms of profitability and efficiency. We note that the discriminant
function coefficients for the ratios PA (profits to assets), RD (return on deposits) which
measure profitability, are too small. The same conclusion would seem to hold for the
two ratios EEA (employee expenses to asssets) and OEA (operating expenses to assets)
which measure efficiency. Also, the income related ratios OIA (operating mcome to
assets) and IDIR (investment and deposit income rate) have very small coefficients in

the structure matrix.

Table 2 also gives the classification results based on the analysis sample. The hit
ratio or the percentage of cases correctly classified is 100%. This is not surprising given
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the fact that the two types of banks are extremely different in their mode of operation. It
would be difficult, therefore, to misclassify a traditional bank for an Islamic bank
although it should be noted that most traditional banks in the Middle East have a section
or centre that operates (so it is claimed) on profit/loss sharing basis. However, the role

of such units 1s very minor.
Conclusions
The main findings of this chapter may be summarized in the following:
1. A simple examination of the means and standard deviations of 20 financial ratios

suggests that Islamic banks are seperated from traditional banks in terms of 12 ratios

and show simularity in terms of the other eight ratios.

2. When the predictors are considered individually, 15 financial ratios out of the 20
ratios considered, significantly differentiate between Islamic banks and non-Islamic
banks. These five ratios which do not seem to separate the two groups of banks are
the earning assets to assets ratio, the investment and deposit income ratio, the other

assets to assets ratio, the operating income to assets ratio and the return on deposits.

3. The discriminant function applied to the data seems to be a good fit. The cannonical
correlation associated with this function is .9986 which indicates that 99.36% of the
variance in the dependent variable (difference in the type of banking) is explained or

accounted for by the model.

4. The null hypothesis of no discrimination between the two type of banks 1s rejected at

a significant level beyond .00001 level.

87



5. Discriminant analysis results suggest that the two type of banks are differentiated in
terms of liquidity, leverage and credit risk but not in terms of profitability or

efficiency.

6. It would be very difficult to wrongly classify a bank in some group (e.g. interest-free
banks) into the other group (interest-based) banks. The hit ratio for our sample is

100%.
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Chapter Six

Client’s Choice of Interest-Free Banking :
Logit and Probit RegressionAnalysis

Abstract

This chapter uses the logit and probit regression analysis to model the decision
as to whether a client in a society with a dual banking system chooses to deal with a
conventional bank or an Islamic bank. The analysis is based on data collected from three
Middie Eastern Countries namely Egypt, Saudi Arabia and the United Arab Emirates.
The results suggest that the more people adhere to Islamic teachings, the higher the
proportion of clients which deals with Islamic banks. The results also suggest that Age,
income and occupation are important factors in deciding which banking system to
choose. The level of education seems to exert some influence on the decision to select a
particular banking system only in some countries. The older the client, the higher the
probability that he or she will choose to deal with an Islamic bank. Income has a strong
negative on this probability. Also, the increase in the number of public servants,
increases the probability of dealing with Islamic banks. Only in the case of Egypt, does
there seem to be a negative relationship between the level of education and the
probability of selecting an Islamic bank.
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Client’s Choice of Interest-Free Banking :

Logit and Probit Regression Analysis

Introduction

Most research on Islamic banking has focused on differences in the methods of
finance and vanations in the performance of interest-free banks and traditional banks. It
appears that no attempt has been made to model the decision as to whether a client in a
society which has a dual banking system chooses to deal with a conventional bank or an
Islamic bank. It is not known whether the socio-economic characteristics of the client
has any bearing on this selection. More importantly, it would be useful to learn if the
probability that a client chooses to deal with an Islamic bank increases or decreases with

changes in such variables as age, income, level of education and job.

This chapter uses logit and probit regression analysis to model the decision to
deal with a traditional or Islamic bank in a society which has a dual banking system. The
chapter is divided into five sections. Section one lays the theoretical foundation of the
study. The main characteristics of the sample used in the analysis are discussed in
section two. Section three briefly reviews the logit and the probit models. The regression
results are given in section four, while section five summarizes the main findings of the

chapter.
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1 Some Theoretical Discussion

It is well known that interest-free banks came to exist for religious reasons. As
discussed previously, Islam prohibits payment and receipt of interest on any type of
transaction irrespective of the parties involved. Because banks play an important role in
modern economies, it was imperative to look for an alternative to traditional banking
interest-based methods of finance. Hence, the concept of profit/loss sharing and the

emergence of Islamic (interest-free) banks.

The establishment of Islamic banks during the seventies and early eighties was
facilitated by the availability of funds during The Oil Boom following the embargo in
late 1973. Also, the Revolution in Iran and the move towards “more Islamisation* in
various countries created a better environment for the growth of interest-free banks. As
we have seen before, some countries have converted their whole banking system into

Islamic banks. These include Iran, Pakistan and the Sudan.

The above discussion suggests that the more strict an individual is regarding
religion, the higher the probability that he (she) will select an interest-free bank for his
(her) banking needs. Although, it is not that easy to assess the degree of adherence to
religion, it is expected that the scope of civil laws, traditions, and style of life would
have strong effects on religious tendencies. Therefore, it may be possible to measure the
adherence to religion in an ordinal way. Thus, Saudi Arabia is relatively more strict in
its adherence to Islamic teachings than other members of the Gulf Cooperation Council
[GCC] and Iran is more strict than other Asian Countries.
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Socio-economic characteristics also play an important role in shaping one’s
beliefs. For example, the older the person gets, the more likely he (she) thinks of life
after death. Also, the higher the level of education, the greater the degree of
sophistication in thinking about religious factors. Moreover, businessmen are usually
more occupied with day-to-day decisions and material aspects of life. Furthermore,
poorer Muslims believe that they usually have greater hope for better rewards in the
Hearafter than in this life.

The above suggests that the decision as to whether a client elects to deal with a
conventional bank or an Islamic bank may be affected by such socio-economic variables
as age, income, education and occupation. To test this hypothesis, information was
collected from people of various Middle Eastern countries which currently operate a
dual banking system i.e., the clients have the choice to bank with traditional (interest-
based) financial institutions or Islamic banks. This information focus on the socio-
economic characteristics of the clients. The effect of these charactenistics on the
selection of a particular banking system was then analysed using both the logit and the

probit models.

11 The Sample

The sample for this study is based on three surveys conducted in Egypt, Saudi
Arabia and the United Arab Emirates. 385 persons in the capital city of each country
were asked by telephone whether they deal with Islamic or a traditional bank. The
sample size was determined using 95 percent confidence level; 0.05 level of precision
and 0.5 population proportion. Thus, we have:
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_ (5)(5)(196)°
(0.05)°

=385

This sample size reflects the maximum possible variation in the population. The
respondents were selected at random using the table of random numbers and the
telephone directory. When a number did not reply or the respondent indicated that they
do not deal with any bank, the next number in the directory was contacted. The
respondents were asked to indicate their age, level of education, monthly family income
and the type of job they occupy. Both the age and income variables were recorded as
given. Three educational levels were distinguished: no education or primary education,
intermediate education (school level) and higher education (university degree). The
respondents were also classified according to whether they were employees or self-
employed.

The basic characteristics of the three samples are given in Table 1, 2 and 3. Out
of the 385 respondents in each case, only 40 clients (10.4%) dealt with Islamic banks in
Egypt; 148 (38.4%) in Saudi Arabia and 75 (19.5%) in the UAE. Thus the proportion of
population which elects to deal with interest-free banks 1s much higher in Saudi Arabia
then in the other two countries. Also, the proportion of the UAE Population which deals
with Islamic banks is higher than in Egypt. These variations may be explained by the
degree of adherence to Islamic teachings. Saudi Arabia is relatively more strict than
other Arab countries. It must however, be stressed that Saudi Arabia’s main Islamic
financial institution (Al-Rajhi Company) has a large number of branches which offer all
variety of services at convenient hours of business. The same story does not seem to

hold in the case of the other two countries.
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The data in Tables 1-3 would seem to suggest that:

1. The mean age of those clients which deal with Islamic banks (group 1) is higher than
that of the clients which deal with traditional banks (group 0). This seems to hold for
all three countries surveyed. However, the standard deviation seems to be much
higher in the case of Egypt than in other countries.

2. There 1s no much difference between the mean values of the education levels of
persons dealing with Islamic banks in Saudi Arabia and the UAE but the mean value
of those who deal with Islamic banks in Egypt is much smaller than that of those who

deal with traditional banks.

3. The mean income of persons dealing with Islamic banks seems to be smaller than
that of those who deal with traditional banks in all three countries. The standard

deviation is much larger in Saudi Arabia and the UAE.

4. A smaller number of self-employed persons and business people select to deal with
Islamic banks than the number of employed persons. This seems to hold true for all
three countries. Moreover, the standard deviation does not seem to differ much

between the three countries.

5. As expected, the average monthly income in Egypt is much lower in Egypt than in

Saudi Arabia and the UAE. Also, the average monthly income in the UAE 1s greater

than that in Saudi Arabia.
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6. The level of education in the Egyptian sample is, an average, higher than those in

Saudi Arabia and the UAE.

111 The Models

Since the aim is to model the decision as to whether a customer should deal with
a traditional bank or an Islamic (interest-free) bank, the dependent variable in this case
takes the value of O (if the customer uses the services of a conventional bank) or 1 (if the
customer chooses an Islamic bank). If an ordinary model is used in such cases, there is
no assurance that the predicted value will be 0 and 1. (Maddala, 1993). To make sure
that such a situation does not arise, the following functional form (known as the logistic

curve) is commonly adopted:

P
In [I_P}:a+BX+p

where P is the value of the dependent variable between 0 and 1. This model is more

commonly known as the logit model (Kramer, 1991).

Solving this equation for P (by first exponentiating both sides) we get (Ramanathan,

1992)
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B 1
]+ e (@bren)

It is easy to see that if B>0, then P takes the value O when X = -0 and 1 when X = co.

Thus P can never be outside the range [0, 1]. The marginal effect of X on P is calculated

by taking the partial derivative of P with respect to X. The estimated marginal effect is

given as follows:

dP Be-(a+f3x) . A
X T [14 e @pay PPOZP)

The parameters of the logit model, where P=0 or P=1, are estimated using the maximum
likelihood method (Aldrich and Nelson, and Demaris, 1992)

The decision whether to deal with an Islamic bank or a conventional bank can
also be analysed using what is known as the Probit model. The assumption underlying

probit analysis is that there is a response function of the form:

Y.1 :a+BXl+“l

Where X, is observable but where Y", is an unobservable variable. What we observe 1n
practice is Y,, which takes the value of 1 if Y*,>0 and O if otherwise (Ramanathan,

1992). We thus have:

Y.=1 ifa+BX, +u,>0

Y, =0 if a+BX, +p, <0
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If we denote by F(z) the cumulative distribution function of the normal distribution, that

1s, ¥(z) =P (Z £ 2), then

P(Y,=1)  =P(p,>-o-PX,)
- 1-F (—G_BXlJ
(e)
P(Y,=0)  =P(u, <-a-PpX,)

The joint probability density of the sample of observations ( the likelihood

function) is therefore given by:

The parameters o and B are estimated by maximising the above expression. The
likelihood function above is concave, i.e. does not have multiple maxima (Pratt, 1981).

Hence, any starting value of the parameters will be acceptable for the iterations.
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The estimates of the parameters from the two methods (the probits and the
logits) are not directly comaprable (Maddala, 1992). Amemiya (1981) suggests that if
we multiply the logits estimates by 0.625 we will obtain a close approximation between

the logistic and the distribution function of the standard normal.

v Regression Results

The regression results of the logit and the probit models for the three samples are
shown in Table 6-1 (with t-statistics in parenthesis). The dependent variable being the

probability of dealing with an Islamic bank. These results suggest the following:

1. Age has a very strong positive effect. Thus, the older the person, the higher the
possibility that he or she will bank with an interest-free (Islamic) bank. Older people
adhere more to religion than younger persons. Hence, they tend to observe Islamic

teachings about interest or Riba.

2. Income has a strong negative effect. Thus, the higher the income, the lower the
probability of dealing with an Islamic bank. Poorer persons tend to be more religious
than richer people. Also, poorer persons tend to borrow heavily to purchase durables.

It is easier to do so using the Morabaha method of finance offered by Islamic banks.
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3. The coefficient for education is insignificant in both Saudi Arabia and the UAE, but
that coefficient is significantly positive (at the 5 percent level of significance) in the
case of Egypt. The effects of traditions may over shadow that of education in the Gulf
countries. However, the results of Egypt suggest that the higher the level of education

the lower the probability of dealing with an Islamic bank.

4. The coefficient of the occupation variable is negative and statistically significant in
all cases. Since this variable takes the value of 0 if the person is an employee and the
value of 1 if he/she is self-employed, (e.g. businessmen, professional), this result
suggests that the more independent the person in deriving its income, the lower the
probability that it will bank with an Islamic bank. Employees can obtain funds from
interest-free banks on Morabaha basis through transferring their salary to the bank as
a collatory. The bank deducts directly the repayment instalment. This method of
finance does not suit too much business persons and professionals who do not have a
stable flow of periodical income (monthly or fortnightly). Also, many business
persons are accustomed to borrowing at fixed interest charges, and may resist the

principle of Musharaka which involves participation in management.
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Table 6-1

Summary of the Logit and Probit Analysis

Variables Egypt Saudi Arabia UAE

Logit Probit Logit Probit Logit Probit

-5.589 -2.817 -9.912 -5.668 -7.138 -4.016

Constant (-2.258) (-2.182) (-4.497) (-4.660) | (-3.827) | (4.072)
0.325 0.172 0.417 0.239 0.305 0.165

Age (5.085) (5.479) (7.564) (8.068) (7.172) | (7.935)

-0.027 -0.015 -0.0020 -0.0011 -0.016 -0.0085

Income (-4.380) (-4.569) (-5.350) (-5.503) | (-5.183) | (5.460)
-0.882 -0.431 -0.082 -0.049 -0.215 0.129

Education (-2.526) (-2.3395) (-0.416) (0.450) (0.277) | (0.882)

-2.385 -1.369 -2.275 -1.314 -2.709 -1.433

Job (-2.793) (-2.884) (-5.341) (-5.571) | (-5.219) | (-5.429)
Maddala R? 0.403 0.403 0.592 0.595 0.473 0.471
Cragg-Uhler R’ 0.828 0.828 0.804 0.809 0.754 0.751
YcFadden R? 0.772 0.773 0.673 0.679 0.649 0.645
Chow R? 0.764 0.760 0.702 0.705 0.680 0.676
Log-Likelihood Function -29.3 -29.1 -83.8 -82.4 -66.7 -67.4

Likelihood Ratio Test

(With 4 dif) 198.3 198.7 345.3 348.2 246.3 244 .9
% of Correct Prediction 0.977 0.974 0.894 0.894 0.930 0.930
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V Conclusions:

The main findings of this chapter may be summarised in the following:

1. The more strict the country with respect to Islamic teachings, as evidence from its
civil laws, traditions and way of life, the larger the proportion of its population which
selects to deal with Islamic banks. Thus the proportion of population which deals
with interest-free banks in Saudi Arabia is much higher than its counterpart in Egypt
and the UAE. Similarly, the proportion of population which deals with Islamic

Financial Institutions in the UAE is greater than its Egyptian counterpart.

2. Selection of an Islamic bank, though depends heavily on religious factors, is also
affected by such factors as banking services, convenience visibility and staff

competence.

3. The mean values of age and income of persons dealing with Islamic banks differ
from those of persons dealing with traditional banks. Also, those who deal with
Islamic banks seems to occupy different occupations from those who deal with
conventional banks.

4. The logit and probit analysis suggest that age, income and occupation have
significant effects on the probability of banking with an interest-free (Islamic) bank

operating in a dual banking system:

o The probability of dealing with an Islamic bank increases with the increase in
age.
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e As income increases the probability of dealing with an Islamic bank
decreases.
e Salary earners have a higher probability of dealing with Islamic banks

(particularly obtaining funds on Morabaha basis) than self-employed persons.

5. The effect of the level education on the probability of dealing with an Islamic bank 1s
not uniform amongst Middle Eastern countries which enjoy a dual-banking system. The
education variable has a significant negative effect on the probability of dealing with an

Islamic bank in Egypt but not in Saudi Arabia or the UAE.
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Chapter Seven

Structure and Performance of

Kuwait Finance House (KFH)

Abstract

This chapter analyses the structure and performance of KFH; the oldest and
largest interest-free financial institution operating in Kuwait. The study examines the
activities and products of the company, analyses its most recent financial statements and
assesses its performance over the last twenty years.

The chapter also compares the structure and performance of KFH with those of
the commercial banks operating in the same country.
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Structure and Performance of

Kuwait Finance House (KFH)

Introduction

Kuwait Finance House (KFH) is a public share holding company incorporated
in Kuwait. The company was established in 1977 and started its operations in 1978 as
an interest-free bank. The principal activities of the company include the provision of
banking services, the purchase and sale of property and other trading activities
including project construction for its own account as well as third parties. Sales may
take various forms including cash, credit and murabaha sales. It also includes joint
venture business with third parties. All activities are claimed to be conducted in

accordance with the teachings of Islam without practicing usury.

The aim of this chapter is to analyze the structure and performance of the
K.F.H., being the major Islamic (interest-free) financial institution in Kuwait. The
chapter is divided into four sections. Section one examines the various activities of
KFH and the type of products which the company offers. An analysis of KFH
financial statements is conducted in section two. Indicators of the company’s
performance are analyzed in section three, while section four compares the structure
and performance of the KFH with conventional (interest-free) commercial banks
operating in Kuwait. Finally, section five summarizes the main conclusions of the

study.
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L Activities and Products of K.F.H.

KFH offers all kinds of traditional banking services. It is possible to divide the

activities of KFH between four sectors.

A. The Banking Sector

This sector offers the following type of accounts:
1. Current Cheque Accounts. This account may be opened in Kuwaiti Dinar (KD) or
foreign currency.
2. Saving Accounts.

3. Investment Accounts. These are of four types:

One. Investment Saving Account (in KD). The minimum amount for opening

and keeping this account is KD 100 (z US $ 330). The holders of this

account received a profit rate of approximately 4.667 percent in 1996.

Two. Continuous Investment Deposit. This deposit is an approximate medium

term investment (more than one year) where KFH invests 90% of its value
in various investment fields. The minimum amount for opening and
keeping this account is KD 3000 (= US § 10,000). The account is self
renewed at maturity. The deposit can be used as a collateral against any
service requiring such collateral such as Visa Classic Card, “Murabaha” or
“Guarantees”. The holders of this account received a profit rate of

approximately 7% in 1996.

Three. Timed Investment Deposits (in KD). This deposit is a suitable short

term investment (one year), where KFH invests 80% of its value in various
investment fields. The minimum account for opening and keeping this
account is KD 1,000 (= US $ 3,300). The deposit can be used as a
collateral in the same way as the continuous investment deposit. The
holders of this account achieved a rate of profit of approximately 6.2

percent in 1996.
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Four. Timed Investment Deposit in Foreign Currency. This deposit i1s a

suitable investment for clients requesting investment in foreign currency;
US dollars or Sterling pounds. The minimum amount to open this type of
deposit 1s KD 3,000. The account has different maturity options (3 /6 /9
months and one year). The holders of this account achieved rates of profits

of 5.1% and 6.54% for US § and Stg. respectively.

B. The Trading Sector

This sector has three branches, namely Shuwaikh trading center, the
regional branch of Tunis Street, Tunis street branch and the headquarters at

Farwaniya. The services rendered by this sector can be described as follows:

1. “Murabaha” service for purchasing vehicles, building materials, furniture
and house equipment.

Selling new and used cars.

Lease to own service.

Purchasing used cars.

Commercial deals.

Participation transactions.

Sales representatives at car agents.

0 N L AW W

. Other services.

C. The Finance Sector

The finance sector provides its services through Credit and Letters of Credit
Departments, Vip department, and local real estate department. These services aim at
fulfilling the clients’ needs of different financial products and banking services in
addition to supporting their economic activities. The services offered by these

departments could be listed as follows (KFH, integrated services, 1997):

(1). Letters of Credit
(2). “Murabaha” Credit
(3). Export Credit

(4). Guarantees
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(5).
(6).
(7).
(8).
9.

(10).
(11).
(12).
(13).
(14).
(15).
(16).

Bills of Collection
Credit and Banking Facilities
“Istisna” product - (co-operative sales)
“Murabaha” Real Estate and Land Purchasing/Selling
“Al ajal” Credit Selling
Cash Selling
Residential Real Estate Assessment
Construction for Second Party
Housing Buildings Finance
Financing and Executing Public Utilities Works at Housing Areas
Real Estate Portfolio Management

Other Services

D. The Investment Sector

The investment sector introduces its services through international investment

department,

international real estate department and dealing room. These departments

offer the following services:

—

A T A o T

. “Murabaha” Service

“Mudaraba’ Service

“Iyara” Service

Projects Management Service

Companies Establishment Service

Clients’ Fund Management

International Trade Finance Service
“Murabaha” Purchase of Overseas Real Estate

Investment in International Real Estate Portfolio (“Dana” Real Estate

Portfolio)

10. Currencies “Mudaraba” in favour of KFH Clients and Others

11. Other Investment Services
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Methods of Finance Used by KFH:

1. Murabaha (Profiteering)

The fields and activities of Murabaha Department include:

» All kinds of cars, either new or used, and either at the companies or the
individuals.

e Furniture either ready made or pre-fabricated.

e Electrical and electronic devices.

e Materals and constructional works.

e Boats, machines and marine equipment's.

e Spare parts.

e Commercial transactions.

KFC also caters for Egyptians working in Kuwait (some 300,000) and
Kuwaitis who own property in Egypt by offering them the service of purchasing
Egyptian cars, either they are manufactured in Egypt or imported, where the

purchasing and paying will take place in Kuwait and the delivery in Egypt.

The Murabaha transactions procedures followed by KFH are based on three

principles:

1. The client (the promissor with purchase) offers a price including
specifications of the desired goods to be bought from the exhibition or the
company or the establishment, to one of the Murabaha branches of the KFH
where there 1s a special form to be filled.

2. K.F.H. purchases the goods and possesses them.

3. The goods will be sold to the client (the promissor with purchase), where he will be

given a delivery order from the principal seller (company or establishment).
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KFH claims that its Murabaha method of finance conforms with Islamic
principles as it is one of the well-known sales (trust sales) where the capital or cost

price of the seller ( KFH ) is known by the purchaser (client) and the agreed profit will
be added.

KFH also claims that its Murabaha process cannot be considered as a personal

loan but only a business operation based on two bases:

(a). The purchasing by KFH from the source (principal selier) in order to fully
own the product and then selling to the client according to an agreed

profit.

(b). The sale price fixed mutually will not increase with delay and will not

decrease with acceleration.

Not all people are convinced by the KFH arguments regarding the Islamization
of the Murabaha method. Some claim that KFH purchases the product only after
receiving a solid promise from the purchaser and that if the purchasers change their
mind about the transaction, they may lose a deposit or open themselves to some
liability. Thus, KFH does not really bear any risk to justify its profit. Also, the
selling price to the client includes a margin (profit) which can only be calculated using
some predetermined rate. This to some people, is nothing but an “interest rate” in a
fancy dress. Moreover, many customers find it unjust that acceleration of payment
does not allow for reduction in the charges. Furthermore, there are instances where

customers were charged for delays in payments.

2. ljara (Leasing)

Leasing (Ijara) is another important tool of finance used by KFH. The method
1s applied mostly to business customers. A large number of businesses in Kuwait rely
more on leasing their assets instead of the traditional method of spending huge
amounts of cash to buy capital assets. Various items of equipment, including
aeroplanes, heavy equipment, computers, vehicles and even furniture can be leased

through Ijara.
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Through Tjara KFH buys and owns the equipment the customer requires and
leases it to the customer on a “lease and return” basis or if the customer chooses on a
“lease to purchase” basis in which the customer purchases the equipment at the end of
the lease period at a price agreed upon between the lessor and the lessee before the
signing of the contract. The lessee can extend the lease period if he also so wishes.

Equipment could also be exchanged to upgrade the technology, the capacity and/or
quality of the equipment.

Here again, some Muslim economists claim that this method of finance, like
“Morabaha” is not interest-free since KFH does not own all leased assets; the profit
margin 1s a function of the time of lease and is calculated in advance at some fixed

rate.

3. Istisna (Project Financing):

Istisna (project financing) is used by KFH to finance industrial and
construction projects. According to this method of finance, KFH acts as a major
contractor responsible for supervising, over-seeing and maintaining the project.
Subcontractors are assigned the task of executing and commissioning the project.
Upon completion of the project, the customer begins to pay the cost of the project and
the profit due to KFH based on the initial agreement which provides flexible and easy

instalments.

This method of finance suggests that KFH acts as a contractor and not as a
mere bank. KFH supplies the funds during the construction period and the customer
has no choice of repaying the debt (the principal plus the agreed profit) at the end of
the construction or in installments over a long period. Thus KFH does not share the
customer the profit/loss outcome of the project after construction. Hence, this method
is not similar to the “Mudaraba” or “Musharaka” methods of finance. The
determination of the instalments raises doubts on whether the “Istisna” method of

finance is truly “interest-free”.

110



4. Co-op Marketing:

This method is used in financing local commerce. KFH purchases customer’s
products and sells them to cooperative supermarkets in accordance with a supply,
representation and distribution agreement which delegates the customer to transport
and deliver goods to the cooperative supermarkets. Payments for goods delivered to
cooperatives will be deposited in the customer’s account within one week from the
submission to KFH of sales statements and delivery notes, after deduction of a pre-

agreed profit percentage of the total amount due to the customer.

This method suggests that KFH acts as an agent as well as a financer.

5. Real Estate Trading:

This service helps first-time home buying nationals to purchase their choice of
residence by selling it to them on an easy and flexible Murabaha basis. The company
utilizes the government’s housing grant awarded to nationals, as a down payment,
providing the opportunity for long-term repayment. It is claimed that KFH
transactions are non-usurious. But the question is: in what way does the provision of
finance and the repayment of the instalments to KFH differ from borrowing from a

traditional (interest-based) bank?

KFH also acts as a real estate agent. It manages local properties and purchases

and sells plots of land.

KFH also acts as a land developer. It purchases and develops vacant plots of

land into residential areas of various design, offering them for sale to the public.

The partnership (Musharaka) principle is also applied in the case of real estate.

KFH joins other parties in building investment-oriented properties.

6. Mudaraba Service:

KFH invests client’s money in successful companies in different fields of

activity against deducting a profit percentage from the achieved profit of KFH.
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This form of “Mudaraba” differs from the classical case where the Islamic

bank provides finance and the client provides its effort in a joint venture and both the

client and the bank share the profit/loss of the venture.

The “Mudaraba” service of KFH is more of an “agent” service than “Islamic-

banking finance”.

Another peculiar type of “Mudaraba” offered by KFH is what is called
“Currencies Mudaraba” whereby the company deals in different currencies on behalf
of the clients. Some people are concerned whether these currency speculations are

Islamic, since Islam prohibits all kinds of gambling.

II. An Analysis of K.F.H. Financial Statements

KFH financial statements have been prepared in conformity with International

Accounting Standards. The significant accounting policies adopted are as follows:

(1). Accounting Convention: The financial statements are prepared under the

historical cost convention.

(i1). Receivables: Receivables are stated in the balance sheet net of specific and
general provisions on the basis of a continuous appraisal of the receivables,
having regard to the company’s past experience, current economic conditions
and other relevant factors. Specific provisions are made to reduce all impaired
receivables to their expected realizable value whereas general provisions are
made to provide for losses known from experience to exist but not yet
specifically identified.

(i11). Leased assets: Leased assets are stated at amounts equal to the net investment

outstanding in the leases.

(iv). Government Debt Bonds: Government debt bonds are stated at cost.
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(v). Investment:

) Investments in rental buildings are intended to be held for long-term purposes
and are carried at cost less depreciation.

) Investments in trading properties are intended to be held for short-term
purposes and are carried at the lower of cost or market value, determined on an
aggregate portfolio basis.

o Investments in other properties are intended to be held for long-term purposes
and are carried at cost less provision for decline other than temporary in value,
determined on an individual basis.

o Investments in securities and managerial portfolios are held for long-term
purposes and are carried at cost less provision for decline other than temporary

in value, determined on an individual basis.

(vi). Subsidiary and associated companies:

Subsidiary companies are those companies which are owned more than 50%
and are fully controlled by KFH. The financial statements of subsidiary companies
are not consolidated, since the amounts involved are immaterial. Accordingly, the
investments in these unconsolidated subsidiary companies are consistently accounted

for using the cost method of accounting for long-term investments.

Associated companies are those companies in which Finance House has a
long-term investment between 20% and 50% and over which it exerts significant
influence including participation in the decision making of their operating and
financial policies. The investments in these associated companies are consistently
accounted for using the cost method of accounting for long-term investments, since
the amounts involved are immaterial. Table 7-1 lists the subsidiary and associated

companies of KFH.
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Table 7- 1: Subsidiary and Associated Companies of KFH

Source: K.F.H., 1996 Eighteenth Annual Report, Kuwait, 1996
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(vil). Property and Equipment : Property and equipment are initially recorded at

cost.

(viil). Depreciation:

. Depreciation is provided on all property and equipment, other than free hold
land, at rates calculated to write off the cost of each asset over its expected
useful life or the period of lease, whichever is shorter. Expected future cash
flows are not discounted to their present values in determining the recoverable
amount of items of property and equipment.

. Depreciation 1s provided on all rental buildings or freehold and leasehold land
at rates calculated to write off the cost of each asset over its expected useful

life or the period of lease, whichever is shorter.

(ix). Foreign Currency: Transactions in foreign currencies are recorded at the rate

ruling at the date of the transaction. Monetary assets and liabilities
denominated in foreign currencies are retranslated at the rate of exchange
ruling at the balance sheet date. All differences are taken to the statement of

income.

(x). Fiduciary Assets: Assets held in trust or in a fiduciary capacity are not treated as

assets of the company and accordingly are not included in the company’s

financial statements.

Table 7-2 gives the balance sheet of K.F.H. on 31 December 1996.

The data in Table 7-2 suggest that:

1. KFH holds approximately 6.5 percent of its total assets in the form of cash (KD
14,533 or 1.0%) balances with the Central Bank of Kuwait (KD 52,253 or 3.7%)
and balances with banks and other financial institutions (KD 25,660 or 1.8%).
Since KFH does not deal in interest, the money held with the Central Bank and

other financial institutions do not produce any interest income.
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Table 7-2: Balance Sheet of K.F.H. 31 December 1996
KD 000 ’S Pla

Source: K.F.H., 1996 Eighteenth Annual Report, Kuwait, 1996
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2. The receivables which amount to 62 percent of total assets comprise Murabah,

Istisna and Qard Hasan. The composition and residual maturity of receivables

are given in Table 7-3.

The data in Table 7-2 indicate that over 58 percent of the receivables mature
on demand or in less than one year. This suggests that KFH avoids long-maturity

investments. Less than 5 percent of the receivables have a residual maturity between

5 and 10 years.

The data in Table 7-3 also suggests that only 36.8 percent of total receivables
are made to individuals, on ‘“Morabaha” basis. The bulk of the receivables are made

to banks and other financial institutions and to companies in the productive sector.

3. The leased assets represent the net investment in assets leased for periods
which either approximate or cover a major part of the estimated useful lives of
such assets. The lease agreements provide a purchase option to lessees at a
price equal to the estimated residual value of the gross investment outstanding

at the time when such option 1s exercised.

4. Approximately 16 percent of total assets are in the form of government debt
bonds. The bulk of these bonds (99.5 percent) are real estate bonds maturing
within 10 years. Only 0.5 percent of these bonds are commercial debt bonds

maturing within 20 years.

The Central Bank of Kuwait (on behalf of the Government of Kuwait),
purchased local estate portfolio and resident Kuwaiti customers’ debts and resident
debts of other Gulf Cooperation Council nationals existing on 31 December 1991, In
accordance with Decree No. 32 of 1992, concerning the treatment of the financial and
banking sector, Law No. 41 of 1993, concerning the purchase of certain debts by the
Government, as amended by Law No. 80 of 1995, the Council of Ministers Resolution
No. 865, and chapter five, concerning regulations pertaining to the management of

local real estate purchased from Kuwait Finance House, of the Council of Ministers
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Table 7-3. Residual Maturity of Receivables
KD 000'’s

Source: As per Table 7-1.
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Resolution No. 1096 of 1993 relating to the executive regulations of Law No. 41 of
1993.

Under the terms of the above regulations, the company is committed to re-
purchase the local real estate portfolio from the Government within a period not to
exceed 10 years as of 31 December 1991. The company is also committed to manage

the local real estate portfolio without remuneration.

The subvention on the bonds was 5.45% per annum for the first half and
5.31% per annum for the second half of the year ended 31 December 1996 and 1s
payable semi-annually. This suggests that the transactions of KFH are not entirely

interest-free.

5. The investments include three items: investment properties (79.1%);
investments in securities and managed portfolios (16.1%) and investments in
affiliates (4.8%). It is expected that the investment in securities carry fixed
interest charges. This again suggests that the transactions of KFH are not

purely interest-free.

6. The depositors’ accounts comprise the following:

. Non-investment deposits which take the form of current accounts. These
deposits are not entitled to any profits nor do they bear any risk or loss, as the
company guarantees to pay the related balances on demand. Accordingly,
these deposits are considered “Qard Hasan” from depositors to the company,

on the grounds of Islamic Sharee’a .

. Investment deposits are deposits for unlimited period which are valid for one
year and are automatically renewable for the same period unless the depositors
concerned give written notice to the contrary three months before the due date,
or deposits for a limited period which are valid for one year and are renewable
only by specific instructions from the depositors concerned, or investment

savings accounts which are valid for unlimited period. In all cases the
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investment deposits receive a proportion of the profit as the board of directors

determine, or bears share of loss based on the results of the financial year.

The company generally invests approximately 90% of investment deposits for
an unlimited period, 80% of investment deposits for a limited period and 60% of
investment saving accounts, respectively. The company guarantees to pay the
remaining non-invested portion of these investment deposits. Accordingly, this
portion is considered “Qard Hasan” from depositors to the company, on the grounds
of Islamic Sharee’a. Investing such “Qard Hasan” is made at the discretion of the

board of directors, the results of which are attributable to the company.

Table 7-4 gives statements of income and appropnations of KFH for the year

ended 31 December 1996. The following accounting policies are applied to revenue

items:

¢ Income from Murabaha and Istisna’a is recognised on a time apportionment
basis.

¢ Income from leased assets is recognized on a pattern reflecting a constant
periodic return on the net investment outstanding.

. Subvention on government debt bonds and income from rental buildings are
recognized on an accruals basis.

. Dividend income is recognized when the right to receive payment is
established.

. Fee and commission income is recognized when earned, at the time the related

services are provided.
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The data in Table 7-4 suggest that:

1. The largest income accrues through Murabaha, Istisna’a and leasing.
Subvention of government debt bonds is the second largest source of income

followed by investment income.

2. General and administrative expenses amount to approximately 59 percent of

total operating expenses.

3. Over 57 percent of gross profits have been paid to depositors. Investment
deposits for unlimited period received a rate of 7 percent; investment deposits
for a limited period received a rate of 6.222 percent while investment savings

accounts received a rate of 4.667 percent.

4, Approximately 54.1 percent of net profits were transferred to reserves while

34.7 percent were distributed to share-holders as cash dividends.

Table 7-5 gives a statement of cash flows of KFH. It can be seen that there has
been increase in receivables, leased assets and other assets and a decrease in trading

properties during the year ending 31 December 1996.

As to liabilities, the statement of cash flows suggests that there has been a
decrease in due to banks and other financial institutions while an increase in

depositors’ accounts and other liabilities.

The investing activities resulted in a net cash of approximately 106.8 million
KD. This resulted from a redemption of government debt bonds up to the value of

121.3 million KD.
The financing activities used some 10.4 million KD. These include 590,000

KD as payment of Zakat. The cash and balances with banks and other financial

institutions at 31 December was 92,446 thousand KD as stated in the balance sheet.
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Table 7-4: Statements of Income and Appropriations of KFH
Year ended 31 December 1996
KD 000,s

Source: As per Table 7-2.




Table 7-5: Statement of Cash Flows of KFH
Year ended 31 December 1996

(KD 000's)

Source: As per Table 7- 2.




II1I. Performance of KFH Over the Last Two Decades

KFH enjoyed significant growth over the past two decades. Its total assets
grew from 25.7 million KD in 1978 to 1419.6 KD in 1996. This represents a growth

rate of 25 percent per annum.

The data in Table 7-6 suggest that:

1. KFH has changed its portfolio in a radical way for one period to another during

the past two decades.

2. KFH, like many other Islamic banks had excess liquidity until 1990/91.
However, the situation changed radically since the company started investing

in Government bonds following the Iraqi aggression.

3. The company’s deposits increased at a substantial rate during the last two
decades. These deposits grew from 21.0 million KD in 1978 to 1130 million

KD in 1996; this represents a rate of growth of 24.8 percent per annum.

4. As a result of the strong performance of KFH, its equity grew fast during the
same period. The data in Table 7 show that total equity capital increased from

2.8 million KD in 1978 to 110.3 million KD in 1996; a rate of growth of 22.6

percent per annum.

Table 7-7 gives information on the performance revenues of expenditures of
KFH over the last two decades. The data in this table suggest that KFH performed
very well in terms of profits. Its operating profit grew by approximately 30 percent

per annum.
5. Despite the high rates of inflation and the expansion in business, KFH total

expenses did not witness the same rate of growth as assets, deposits or profits.

Actually, these expenses were reduced sharply since 1984.
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Table7-6: Growth in Financial Variables of KFH
(KD 000's)

Source: Unpublished data supplied by KFH
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Table 7-7: Growth in Revenue and Expenditure of KFH
(KD 000’s)

* Loss

Source: As per Table 7-6
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Iv.

Despite the high growth in profits, the distribution to profits did not change
much during the last two decades. The rate of return on deposits were reduced
from an (average) of 6.5 percent in 1981 to only 4.16 percent in 1996. Thus
the gain in profits went largely to the shareholders of KFH rather than its

depositors who are supposed to share the profit (and loss) with the interest-free

bank.

A Comparison Between the Structure and Performance of KFH and Kuwaiti

Commercial Banks

There are currently six commercial banks operating in Kuwait and using

traditional methods of finance. It would be very useful to compare the structure and

performance of these banks with that of KFH. It was possible to collect financial data

and calculate financial ratios for these banks in 1996. The ratios cover various

financial dimensions suggested by Wood and Porter (1979).

The results are given in Table 7-8. The figures in this table suggest that KFH

differs substantially from the six Kuwaiti (interest-based) commercial banks. This

difference manifests itself in the following:

The cash to asset and cash to deposit ratios are lower in KFH than in any

Kuwaiti Commercial Banks.

KFH holds a much smaller ratio of liquid assets to assets. The KFH ratio 1s
6.51 percent while that of the commercial banks ranges from 15 percent to
35.03 percent. This suggests that, unlike most other Islamic banks, KFH does
not face a problem of excess liquidity (Abdul-Gader and Al-Ghahtani, 1990,
Metwally, 1994 and Ray, 1995). This supports the above results which
suggest that KFH is not a mere bank and its structure, therefore, may not be
strictly comparable to those of commercial banks, or even other Islamic banks

which do not have the same kind of activities.

127



8C1

9661 ‘Nemny] ‘uoday [enuuy YiuaaySig 9661 ‘OSNOH 2duUeUI 1IEMRD] PUB 966] ‘NEMNY 9661-0861 Hoday BunesadQ [etdurul] ‘Sa1pmig Sunjueg Jo aynJsuf :294n0§

S3|QBAI303S SUBOT =

IS0 WT  06LL  «00'79 6S6L 059 818 159 6T 01 v9¢ 6TLE 99 LITY 0¢ $89t HAM
T8l €91 8€ly  9§S¢E 658 ve'8  LLOE vy'9T £y 18°¢ LS11 8TIL1 i1 9816 {443 15621 HeMmny jOHueyg [BUOHEN
£esl 91 689€ 19°1€ 6968 0601  ¥8¥E §867 vs'9 09'S 0£s 91t Lz 1LES 151 198¢ yueg Jind
6T'S £90  LT6] LTyl 90vL  To'll  OfLY £0°s¢ €787 1607 | €8t 000€ 4% 7957 61p1 0s0Y yEAMNY JO yueg [BIIIWWO)
LES 180 $9°9Z 112z $6T8 001 Z6'ST 0s°1¢ 89°S Iy 9Ly 1£92 6 8LET 789 1L1g yueg ueding
09°¢ 820 S8¥T ST 9706  S8L 1192 1z SL'S 61§ 8T LS8 1€ 124 £9L 991¢ ISE IPPIA P HEmn)| joqueq
0f'¢ €60 1LST oIT 9p'€8  LOOI  L6'LI 00°S1 Lel SU'l ozy 8LYE LL 60¥¢ $29 L9y yemny joqjued IYV-1V

$)ISSY juawysaAaug $)ISSyY NENAS

J/u v/ ar v/ v/d v/d avi \A4 an v/D | Aumbg  susodag  paxyy  puesueo] pinbyy  [Eio)

(%) soney [euEUL] stg[lod S UO!lIIAl BIE( [EIdUEBUL] jueg

[9661) SYuDg [D1o13WWa,) (PasDq-1So4a1ul] TIDMMnY 13Y)() Pup [ JO 2oUDUI0fi3d pUD 24mIRLIS 3Yf] U22Midg uosDdwo) ¥ -§-7 21Q0]




The ratio of deposits to assets of KFH is smaller than that of all Kuwaiti
Commercial banks with the exception of the Commercial bank of Kuwait.
This seems to conform with the trend for other Islamic countries (Brown,

1994)

The ratio of loans to assets is much higher in the case of KFH than in the case
of commercial banks. This, however, could be due to incompatibility of
definitions. The KFH data do not include “loans” as a component of assets.
- We considered the receivables as a proxy to these loans. The ratio of
receivables to total assets was 62 percent in 1996. This compares to a loan to
assets ratio for Kuwaiti commercial banks which ranges ﬁdm 14.27 percent (in
the case of the Commercial Bank of Kuwait) to 35.56 percent (in the case of
the National bank of Kuwait). Being an interest-free bank, KFH does not hold
as much securities and investments (which yield interest) as Commercial

Banks (Moore, 1990).

The ratio of net profits to assets is much higher in the case of KFH than in the
case of Kuwaiti (interest-based) commercial banks. The data in Table 7
suggest that the KFH’s net profit ratio to total assets is more than double that
of the most profitable Kuwaiti Commercial banks and is more than eight times
that of the least profitable bank. A similar conclusion is reached for the ratio
of profit to equity. This suggest that the “Morabaha” method of finance
adopted by KFH and the other unique(non-traditional banking) activities
performed by this company result in a much higher ratio of profit to assets and
profit to equity than obtained through traditional banking operations
(Choudhry, 1992 and Wilson, 1985).
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Conclusions

The main findings of this chapter may be summarized in the following;

An analysis of the activities and tools of finance of KFH suggests that this
company is not a mere bank. It acts as a financier, contractor, lessor,
developer and agent. It receives a profit margin for its role. The calculation of
this margin, particularly when the repayment is made over installments, may

introduce interest charges from the back door.

KFH relies heavily on the “Morabaha” method of finance. And only 36.8

percent of “Morabaha” funds are directed to individuals.

An analysis of the KFH balance sheet suggests that the transactions of this
company cannot be labelled purely interest-free. The company holds

government debt bonds, securities and portfolios which pay fixed interest.

KFH avoids long-term investments. Less than 5 percent of the receivables

have a residual maturity over 5 years.

KFH has changed its portfolio in a radical way from one period to another

during the last two decades.

The company’s assets, deposits, equity and profits have grown at sky-rocking

rates during the last twenty years.

The gains in profits of KFH went largely to its shareholders rather than its
depositors who are supposed to share the profits (and Losses) with the interest-

free bank.
The liquidity ratio of KFH is much smaller than those ratios of Kuwaiti
Commercial banks. This does not conform with the results obtained for other

Islamic banks which suggest that these banks face problems of excess
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10.

liquidity. The contradiction may be explained by the nature of activities of
KFH. These activities, which rely heavily on the principle of “Morabaha” and
on the role of KFH as a contractor, a real estate agent, a lessor and a
speculation, render KFH strictly incomparable with Commercial banks

operating in Kuwait and Islamic banks operating in other countries.

The ratio of loans to assets is much higher in KFH than in Commercial
(interest-based) banks operating in Kuwait. This is due to the relatively small

component of securities and investments in KFH portfolio.
KFH achieved a much higher ratio of profit to assets and to equity than any

Kuwaiti Commercial bank. This may be due to the unique non-banking

activities performed by this company.
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Chapter Eight

Kuwaitis’ Attitudes Towards Interest-Free Banks:

The Case of Kuwait Finance House: Factor Analysis

Abstract

This chapter uses factor analysis to determine Kuwaitis’ attitudes towards
Kuwait Finance House [KFH], the largest and the oldest interest-free financial
institution in Kuwait. A survey was conducted by the author covering 385 Kuwattis.
Respondents were asked to indicate their degree of agreement with a number of
statements regarding borrowing, depositing and dealing with KFH vis-a-vis the other six
traditional Kuwaiti Commercial banks.

Bartlett’s test of sphericity and the Kaiser-Meyer-Olkin [KMO] measure of
sampling adequacy suggest that factor analysis is appropriate. The application of the
principal components analysis to the survey results shows that there are three main
motives for depositing with KFH; five main factors determining the attitudes towards
borrowing from KFH and five factors responsible for preference in dealing with
traditional banks rather than KFH.
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Kuwaitis’ Attitudes Towards Interest-Free Banks:
The Case Of Kuwait Finance House: Factor Analysis

Introduction

Kuwait, like many other Middle Eastern Countries has a dual banking system,
1., Interest-free financial organizations operate side-by-side with traditional [interest-
based] banks. Kuwait Finance House [KFH] is the largest interest-free bank operating

in Kuwait.

KFH is a public shareholding company incorporated in Kuwait and is engaged
principally in providing banking services, the purchase and sale of properties, leasing,
project construction for its own account as well as for third parties and other trading
activities without practicing “usury” {i.e., paying or receiving interest}. KFH 1s
interested in developing and operating an Islamic banking system globally, thereby
offering financial products and investment services in its target markets at competitive
rates and returns to both depositors and shareholders.

Almost one-half of Kuwaitis have had some dealing [mostly purchase or leasing
some asset] with KFH during the past few years. Also, a large proportion of the
population holds a deposit of some kind with KFH.

There has never been an inquiry into the preferences of Kuwaitis for dealing
with a particular type of bank i.e., interest-free vis-a-vis traditional banks. This chapter
is an attempt to close this gap in the literature. The chapter applies the principal
cémponent analysis to survey results which were obtained by this researcher.

The chapter is divided into four sections. Section one examines the main
characteristics of the sample. The methodology is outlined in section two. Section three
summarizes the results of factor analysis. Three sets of results are incorporated: {1}

factor analysis applied to the main variables affecting Kuwaitis’ decision to borrow
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from KFH, {2} factor analysis applied to the reasons for selecting KFH as a venue for
deposits and {3} factor analysis applied to the main banking attributes which determine
the attitudes of customers towards KFH vis-a-vis the other six traditional banks. Finally,

section four summarizes the main conclusions of the chapter.

{It Main Characteristics of the Sample

A survey was conducted by the author to gather opinions of banks’ clients in
Kuwait toward the Kuwait Finance House [KFH], the largest Islamic financial
institution in Kuwait. These clients have a free choice to bank with KFH or any of the
other six commercial banks which are interest-based financial institutions. The
questionnaire was prepared by the author in Arabic {with an English translation} and
was filled through telephone interviews conducted by trained personnel after a random
sample w‘as selected. The size was determined using a 95 percent level of confidence, 5
percent level of precision and a proportion of 0.5 {which reflects the maximum possible

variation in the population}. Under these assumptions, the sample size is:

n=0.5(0.5) (1.96)* = 384.16 = 385
(0.5)°

The questionnaire, a copy of which is enclosed n the appendix to this chapter,
consisted of three main sections: section one dealt with reasons for borrowing from
Kuwait Finance House (KFH), section two examined the motives for holding deposits
with KFH, while section three investigated the reasons for preferring to deal with
conventional commercial banks rather than KFH. The respondents were asked to

indicate their degree of agreement with a number of statements using a five point scale
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[1 = strongly disagree, 5 = strongly agree]. The questionnaire also collected

information on a number of socio-economic characteristics of the respondents.

Table 8-1 gives the main characteristics of the sample. The data in this table
suggest that:

1. Approximately 63 percent of all respondents were males and 37 percent females.

2. Over two-thirds of the respondents aged 25 to 45. The mean age was 36 years and the
standard deviation was 10.4 years.

3. Over one-half of the respondents had an average monthly family income of 750-1500
KD [approximately US § 2500-5000]. The mean income is approximately 1161 KD
[US § 3800] and the standard deviation is 533 KD [US $ 1700].

4. Most people interviewed reached an education level at the intermediate or secondary
level. However, 18.4 percent of the respondents completed at least a first university
degree.

5. Approximately three-quarters of the respondents are public servants 1.e., work in the
government sector and only 4.7 percent are self-employed.

6. The vast majority of respondents [77.5%] are Kuwaitis. Only 22.6 percent of the

respondents who carry bank accounts in Kuwait were non-Kuwaitis.
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Table8-1: Main Characteristics of the Sample

Two)Non-Kuwaiti

Socio-Economic Characteristics No. % Mean Std. Deviation

. SEX:
[1] Male 241 62.9
[2] Female 144 37.1

. AGE: 36 10.4
One)Less than 21 17 44
Two)21 and less than 25 48 12.5
Three)25 and less than 35 121 31.4
Four)35 and less than 45 138 359
Five)45 or more 61 15.8

. MONTHLY FAMILY INCOME 1161 533
One)Less than 500 KD 30 7.8
Two)500 and less than 750 KD 68 17.7
Three)750 and less than 1000 KD 86 223
Four)1000 and less than 1500 KD 107 27.8
Five)1500 and less than 2000 KD 56 14.5
Six)More than 2000 KD 38 9.9

. EDUCATION
One)Primary 4] 10.6
Two)Intermediate 90 23.4
Three)Secondary 111 28.8
Four)Diploma for high school 72 18.7
Five)1® University degree 56 14.5
Six)Higher education 15 3.9

. OCCUPATION
One)Public servant 287 74.5
Two)Employee in a private organization 80 20.8
Three)Self-employed 18 4.7

. NATIONALITY
One)Kuwaiti 298 774

87 22.6
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[11] A Brief Review Of The Technique Of Factor Analysis

Factor analysis is usually used by social scientists as a variable-reducing
technique. This section briefly reviews the mathematics of this technique. The review is
heavily based on the work developed by Muliak (1972) and summarized by Malhotra et.
al (1996). Mathematically, factor analysis is somewhat similar to multiple regression
analysis, in that each vanable is expressed as a linear combination of underlying factors.
The amount of variance a variable shares with all other vanables included in the
analysis is referred to as communality. The covariation among the variables is described
in terms of a small number of common factors plus a unique factor for each variable.
These factors are not overtly observed. If the variables are standardised, the factor model

may be represented as:

Xi= A Fl + ApF2 + AF3 + ... + AipFm + ViU
where:
X; = ith standardised vanable
A;; = standardised multiple regression coefficient of variable / on common
factorj
F = common factor
V; = standardised regression coefficient of variable I on unique factor :
U; = the unique factor of variable i

m = number of common factors

The unique factors are uncorrelated with each other and with the common factors. The
common factors themselves can be expressed as linear combinations of the observed

variables.

Fi=WuXi + WX, + WXz + ... + WaXk

where:
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h’j
(I

estimate of ith factor
W; = weight or factor score coefficient
k = number of variables

It is possible to select weights or factor score coefficients so that the first factor
explains the largest portion of the total variance. Then a second set of weights can be
selected, so that the second factor accounts for most of the residual variance, subject to
being uncorrelated with the first factor. This same principal could be applied to
selecting additional weights for the additional factors. Thus, the factors can be
estimated so that their factor scores, unlike the values of the original variables, are not
correlated. Furthermore, the first factor accounts for the highest variance in the data, the
second factor the second highest, and so on.

In the factor analysis mode, hypothetical components are derived that account
for the linear relationship between observed variables. The factor analysis model
requires that the relationships between observed varnables be linear and that the
variables have non-zero correlations between them. The derived hypothetical
components have the following properties:

1. They form a linearly independent set of variables. No hypothetical component is
derivable from the other hypothetical components as a linear combination of them.

2. The hypothetical components’ variables can be divided into two basic kinds of
components: common factors and unique factors. These two components can be
distinguished in terms of the patterns of weights in the linear equations which derive
the observed variables from the hypothetical components’ variables. A common
factor has more than one variable vlvith a non-zero weight or factor loading associated
with the factor. A unique factor has only one variable with a non-zero weight

associated with the factor. Hence, only one variable depends upon a unique factor.
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3. Common factors are always assumed to be uncorrelated with the unique factors.
Unique factors are also usually assumed to be mutually uncorrelated, but common

factors may or may not be correlated with each other.

4. Generally, it is assumed that there are fewer common factors than observed variables.
However, the number of unique factors is usually assumed to be equal to the number

of observed variables.

The following notations are used.

X= An n x 1 random vector of observed random variables X, X3, X3,... Xy.

It 1s assumed that
E(X) =0, and
E(XIX' ) =R,x a correlation matrix with unities in the main diagonal.
F= An m x 1 vector of m common factors Fy, F»,...Fn. It is assumed that
E(F) = 0, and
E(FF) = Ry a correlation matrix
U = Ann x 1 random vector of the n unique factors variables U, Us,...U.

It is assumed that

EU) = 0, and
E(UU) = 1. The unique factors are normalised to have unit variances and are
mutually uncorrelated
A = Ann x m matrix of coefficients called the factor pattern matrix
14

The observed variables, which are the coordinates of X, are weighted

An 7 x n diagonal matrix of coefficients for the unique factors.

combinations of the common factors and the unique factors. The fundamental equation

of factor analysis can then be written as:

X=AF + VU
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The correlations between variables in terms of the factors may be derived as

follows:

Rxx

E(XX)

E{(AF + VU) (AF + VU)}

E{(AF + VU)(FA + UV}

E(AFFA + AFUV + VUFA + VUUV)
ARgA + ARV + VRyA + V2

Given that the common factors are uncorrelated with the unique factors, we

have:
Rq =Rur =0.
Hence,
Ryx = ARgA' + V7
Suppose we subtract the matrix of unique factor variance, V2, from both sides.
We then obtain:

Ry - V2 = ARyA’

Rxx is dependent only upon the common factor variables, and the correlations
among the variable are related only to the common factors. Let Re = Ry - V% be the

reduced correlation matrix.

We have already defined the factor pattern matrix A. The coefficients of the
factor pattern matrix are weights assigned to the common factors when the observed

variables are expressed as linear combinations of the common and unique factors.
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We now define the factor structure matrix. The coefficients of the factor structure
matrix are the covariances between the observed variables and the factors. The factor
structure matrix is helpful in the interpretation of factors as it shows which variables are

similar to a common factor variable. The factor structure matrix, 4, is defined as:

A, = E(XF)
= E[(AF + VU)F]
= ARg+ VRys
= ARy

Thus, the factor structure matrix is equivalent to the factor pattern matrix A
multiplied by the matrix of covariance's among the factors Ry Substituting A; for ARg,
the reduced correlation matrix becomes the product of the factor structure and the factor

pattern matrix.

R, = ARgA’
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[III] Results of Factor Analysis

A. Borrowing from KFH

190 respondents [49.3%)] borrowed funds from KFH at some time during the last five
years. They preferred to approach this interest-free bank rather than the traditional bank.
It is logical, therefore, to find out the main reasons for this preference. Respondents
were asked to indicate their degree of agreement with the following 20 statements using

a five point scale:

\2 = KFH is an interest-free financial institution

Vs = [t i1s difficult to obtain the loans from other banks

Vs = It costs less to borrow from KFH

V; = The employees of KFH are more efficient

Vg = Hours of business of KFH are more convenient

Vy = Loans of KFH extend over longer time periods

Vio = Borrowing from KFH was based on the recommendations of friends

and relatives.

Vi = It is easier to read KFH financial statements

Vi, = Community services is one important reason for dealing with KFH

Vi3 = Transactions of KFH are carried out in a speedy manner

Vig = KFH enjoys a good reputation

Vis = Religion is the main reason for borrowing from KFH

Vie = KFH offers unique services

V7 = The transactions of KFH are fair when borrowing and paying back

Vis = It is easier to borrow from KFH for any purpose

Vie = There are no serious problems if repayment of the installments are
delayed

Vao = Employees of KFH are understanding and helpful

Vi = The terms of borrowing from KFH are easy and just

Vi = The loans can be repayed at anytime at reduced cost

Va3 = [ never dealt with any other bank except KFH

Table 8-2 gives the means and standard deviations of scores of variables related

to borrowing from KFH.
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Table 8-2 : Means and Standard Deviations of Scores of Variables Related To

Borrowing From KFH
Variable Mean Std. Deviation
VARI10 3.03684 1.07088
VARI1 3.39474 0.98506
VARI12 3.51053 1.05780
VARI3 3.20526 1.10553
VARI14 3.60000 1.13062
VARI1S 4.02105 1.27224
VARI16 3.07895 1.14969
VARI17 2.95789 1.19448
VARI8 3.16842 1.10939
VARI19 290526 1.08938
VAR20 3.54211 0.99513
VAR2] 3.18947 1.10118
VAR22 247368 1.14404
VAR23 2.85263 1.33308
VAR4 3.72105 1.23489
VARS 2.46316 1.18018
VARG 2.66842 1.18659
VAR?7 2.58947 1.11265
VARS 3.26316 1.07113
VAR9 3.34211 1.05601

The data in Table 8-2 suggest that adhering to religion [variables 15 and 4] is

the main variable which motivate Kuwaitis to borrow from KFH rather than traditional
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banks. These are followed by reputation [Variable 14], understanding of employees
[Var. 20] and community services [Var. 12]. The mean scores of variables 5,6,17 and
22, which relate to traditional banking services regarding borrowing, are much smaller.
This suggests that KFH does not differ much in terms of traditional services, from

interest-based banks.

Factor analysis was performed on the explanatory variables with the primary
goal of data reduction. A correlation matrix was constructed based on the survey
results. This matrix is given in Table 8- 3. The data in this table show high correlation
between a number of variables which suggest that factor analysis is appropriate.

Bartlett’s test of sphericity was used to test the null hypothesis that the variables
are uncorrelated in the population. The test gave a value of 1796.6 which is highly
significant favoring a rejection of the null hypothesis [Dillon and Goldstein, 1984].
Also, the Kaiser-Meyer-Olkin [KMO] measure of sampling adequacy was calculated.
A value of 0.898 was obtained which indicate that correlation's between pairs of
variables can be explained by other vanables and hence factor analysis is appropriate
[Hair. Et. al, 1992].

Table 8-4 shows the application of principal component analysis to the survey
results. The initial statistics show that each of vanables Vo, V1 and Vi, has an
eigenvalue greater than one. These variables account for 55.8 percent of the variance.

Thus the 20 explanatory variables can be redced to only three factors.
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Table 8-3 : Correlation Matrix of Vanables Determining Borrowing From KFH

Correlation Matrix:

VARI10
VARL1I
VARI12
VARI13
VARI14
VARI15
VARI6
VAR17
VARIS8
VARI19
VAR20
VAR21
VAR22
VAR23
VAR4
VAR5
VARG
VAR7
VARS
VARS9

VARI10

1.00000
0.35731
0.30092
0.24385
0.31376
0.27128
0.24258
0.05499
0.22188
0.21617
0.26913
0.08827
0.21457
0.18914
0.09583
0.25018
0.06379
0.32804
0.21291
0.30695

VARI11

1.00000
0.57740
0.55681
0.36105
0.24665
0.45355
0.30649
0.38911
0.27663
0.39587
0.46724
0.34496
0.32658
0.15624
0.23786
0.31627
0.42380
0.63817
0.52055

VARI12

1.00000
0.51167
0.47691
0.27898
0.48876
0.39398
0.50796
0.34523
0.46452
0.56153
0.36749
0.44761
0.28377
0.16560
0.37586
0.45324
0.51122
0.48700

VARI13

1.00000
0.49357
0.30914
© 041595
0.38321
0.49798
0.35452
0.53797
0.62416
0.38289
0.36170
0.28245
0.22278
0.35869
0.48180
0.48585
0.50152
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VARI14

1.00000
0.51349
0.34192
0.45760
0.41255
0.40724
0.59818
0.42243
0.42951
0.35034
0.54873
0.11182
0.32655
0.45340
0.36699
0.33237

VARI1S

1.00000
0.29910
0.30697
0.10619
0.22668
0.41303
0.29550
0.29483
0.40428
0.53249
-0.07348
0.14835
0.28273
0.22111
.20334

VAR16

1.00000
0.39927
0.39606
0.29750
0.32312
0.48964
0.40587
0.24238
0.29510
0.28487
0.32569
0.44736
0.52440
0.36550



VARI17
VARI8
VARI19
VAR20
VAR21
VAR22
VAR23
VAR4
VARS
VARG
VAR7
VARS
VAR9

VAR4
VARS5
VARG
VAR7
VARS
VARY

VAR17

1.00000
0.49250
0.53771
0.38876
0.62959
0.57222
0.36159
0.45113
0.07771
0.37460
0.44077
0.33540
0.26735

VAR4

1.00000
-0.07425
0.23624
0.27049
0.18779
0.13443

VARI18

1.00000
0.42918
0.42967
0.56710
0.43707
0.26015
0.25462
0.16237
0.33606
0.27921
0.37214
0.32542

VARS

1.00000
0.34072
0.32286
0.31744
0.29674

VARI19

1.00000
0.52593
0.44288
0.43526
0.30731
0.44042
0.12073
0.21707
0.39117
0.34342
0.31808

VARG6

1.00000
0.36524
0.45617
0.39503

Determinant of Correlation Matrix = 0.0000502

Kaiser-Meyer-Olkin Measure of Sampling Adequacy = 0.89769
Bartlett Test of Sphericity = 1796.6024, Significance = 0.00000

VAR20

1.00000
0.54312
0.39137
0.48331
0.41648
0.06440
0.20680
0.50311
0.35687
0.35629

VAR7

1.00000
0.50401
0.44439
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VAR21

1.00000
0.51217
0.35072
0.34646
0.17232
0.45732
0.49566
0.49580
0.43992

VARS8

1.00000
0.53276

VAR22

1.00000
0.37213
0.36367
0.17366
0.33848
0.39050
0.28202
0.25932

VAR9

1.00000

VAR23

1.00000
0.34130
-0.00347
0.29005
0.41559
0.29039
0.28406



The factor matrix contains the coefficients used to express the standardized
vaniables in terms of the factors. These coefficients, the factor loadings, represent the
correlation's between the factors and the variables. A coefficient with a large absolute
value indicates that the factor and the variable are closely related. The section labeled
“final statistics” gives relevant information after the desired number of factors have
been extracted. It shows the commonalties for the variables, along with the variance

accounted for by each factor that is retained.

The rotated factor matrix obtained by the varimax procedure suggests that factor
1 has high coefficients for the variables representing clarity of bank statements [Vy;],
hours of business [V8], length of the loans [V9], easiness to obtain the loans [V5], speed
in approving the loan [V13], unique services in lending [V16] and efficiency of
employees [V7]. Therefore, this factor may be labeled “traditional services”. Factor 2
is highly correlated with variables V17, V21, V18, V22, V19 and V6. These vanables
refer to the conditions and terms of borrowing. Hence, factor 2 may be labeled “terms
of borrowing”. Finally, factor 3 is highly related to the variables representing religion
[V15], reputation [V14], interest-free dealings [V4], staff understanding [V20] and

customer loyalty [V23]. Therefore, this factor may be labeled “religious factor”.

The reproduced correlation matrix suggests that only 34% residuals are larger

than 0.05 indicating an acceptable model fit.
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Tale 8-4 : Results of Principal Component Analysis For Loans

Initial Statistics:

Variable

VARI10
VARI11
VARI2
VARI13
VAR14
VARI15
VAR16
VAR17
VARIE
VARI19
VAR20
VAR21
VAR22
VAR23
VAR4
VAR5
VARG6
VAR7
VARS
VAR9

Communality

1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000

*

Factor

—_—

O 0 N N B W

Eigenvalue
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7.94778
1.88679
1.31560
0.98509
0.95160
0.79194
0.73032
0.69416
0.62139
0.55432
0.48269
0.47713
0.41891
0.39365
0.37671
0.35723
0.30108
0.28680
0.24548
0.18135

Pct of Var

39.7
9.4
6.6
49
4.8
4.0
37
35
31
2.8
24
24
2.1
2.0
1.9
1.8
1.5
14
1.2
0.9

Cum Pct

397
49.2
55.8
60.7
65.4
69.4
73.0
76.5
79.6
824
84.8
87.2
89.3
913
93.1
94.9
96.4
97.9
99.1
100.0



Factor Matrix:

VARI10
VARI1I
VARI12
VARI13
VARI14
VARIS
VARI6
VAR17
VARI1S8
VARI9
VAR20
VAR21
VAR22
VAR23
VAR4
VARS
VARG
VAR7
VARS
VAR9

Factor 1

0.38826
0.67703
0.73538
0.73750
0.70275
0.49368
0.64594
0.67467
0.64441
0.61590
0.70863
0.77749
0.64153
0.56860
0.52383
0.29746
0.54954
0.69900
0.68288
0.62296
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Factor 2

0.16874
0.34239
0.13199
0.11867
-0.29533
-0.46830
0.17953

-0.27266
0.03911

-0.23690
-0.26243
0.00035

-0.17560
-0.24913
-0.59186
0.60263

0.24007
0.12349
0.38484
0.37764

Factor 3

0.62082
0.19473
0.071317
0.03178
0.19102
0.42411
-0.04275
-0.43077
-0.31421
-0.16498
0.16877
-0.33232
-0.24165
0.17543
0.01509
-0.02933
-0.30066
0.12100
0.01952
0.14787



Final Statistics:

Variable

VAR10
VARI1
VARI12
VARI13
VAR14
VARIS
VARI16
VAR17
VARI]S
VARI19
VAR20
VAR21
VAR22
VAR23
VAR4
VARS5
VARG
VAR7
VARS
VAR9

Communality

0.56463
0.61352
0.56329
0.55900
0.61757
0.64290
0.45130
0.71508
0.51553
0.46268
0.59951
0.71494
0.50079
0.41615
0.62492
0.45251
0.45002
0.51849
0.61480
0.55256

*

Factor
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Eigenvalue

7.94778
1.88679
1.31560

Pct of Var

39.7
94
6.6

Cum Pct

39.7
49.2
55.8



Rotated Factor Matrix:

VARI10
VARI]
VARI12
VARI13
VAR14
VAR15
VARI6
VAR17
VARI18
VARI19
VAR20
VAR2]
VAR22
VAR23
VAR4
VARS
VARG
VAR7
VARS
VAR9

Factor 1

0.53379
0.72068
0.56564
0.54606
0.26127
0.06995
0.51491
0.08880
0.33441
0.15321
0.28314
0.38161
0.19316
0.20961
-0.11682
0.62095
0.42978
0.55091
0.70726
0.70098
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Factor 2

-0.28533
0.18399
0.35642
0.39114
0.32844
0.05670
0.38256
0.79122
0.62075
0.54225
0.34275
0.72180
0.60505
0.25151
0.41749
0.08075
0.51389
0.29781
0.31545
0.18128

Factor 3

0.44530
0.24554
0.34104
0.32837
0.66440
0.79674
0.19954
0.28490

13552
0.38101
0.63393
0.21979
0.31207
0.55584
0.66104
-0.24578
-0.03495
0.35538
0.12277
0.16830



B. Depositing With KFH

133 respondents [34.5%] held deposits with KFH at the time of the survey.

These respondents were asked to indicate their degree of agreement with the following
20 statements using a five-point scale:

V26 = Deposits of KFH are guaranteed by the Central Banks

V27 = Deposits of KFH are guaranteed by the government

V28 = Deposits with KFH realize a higher rate of return than deposits with

other banks
V29

KFH offers a variety of deposit accounts
V30 = Deposits of KFH are interest-free
V31 = Deposits of KFH are never used for interest-based transactions
V32 = Religious factors are the main reasons for depositing with KFH
V33 = Itis easier to read and understand the bank statements of KFH
V34 = The large number of branches of KFH makes it easier to deposit with

that bank
V35 = Business hours of KFH are very convenient
V36 = Employees of KFH are very efficient
V37 = It is possible to pay Zakat directly on the returns of deposits with KFH
V38 = KFH contributes to the society’s and Muslim nation’s development
V39 = KFH has a good reputation
V40 = It is easy to have access to deposits with KFH
V41 =1t is easy to borrow at low cost using the security of deposits with KFH
V42 = It is possible to open a deposit account in KFH with a small sum of
money

V43 = It is easy to transfer money deposited with KFH to overseas
V44 = KFH offers preference to its depositors when lending money
V45 = Inever deposited with any bank other than KFH

Table 8-5 gives the means and standard deviations of scores of variables related

to deposits with KFH.
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Table 8-5 : Means And Standard Deviations of Scores
Related To Deposits With KFH

Mean Std. Dev.
VAR26 3.42857 1.00969
VAR27 3.52632 0.98149
VAR28 2.95489 1.14060
VAR29 3.51880 0.82206
VAR30 3.65414 1.33737
VAR31 3.48120 1.27090
VAR32 4.11278 1.13921
VAR33 3.60902 1.02125
VAR34 3.72180 1.06851
VAR3S 3.70677 0.95173
VAR36 3.29323 0.96752
VAR37 3.52632 0.96593
VAR38 3.48120 1.04882
VAR39 3.63910 1.05413
VAR40 3.24812 1.02548
VAR41 2.94737 1.12355
VAR42 3.62406 0.90956
VAR43 3.60902 1.02125
VAR44 3.35338 1.00902
VAR4S 3.1534 1.35837

The data in Table 8-5 suggests that, once again, adhering to religion [variables
32 and 30] are the main factors which motivate Kuwaitis to deposit with KFH rather

than with traditional banks. The data also suggests that convenience in terms of number
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of branches [Var 34] and business hours [V35] is a major reason for depositing with
KFH. The data in Table 5, however, suggests that returns on deposits [V28] and use of
deposits as secunty for loans [V41] were not so important to the respondents when
making a decision to deposit with KFH.

A correlation matrix was constructed based on the survey results. This matrix is
given in Table 8-6. The data in this table show high correlation between a number of
variables which suggest that factor analysis is appropriate.

Bartlett’s test of sphericity was used to test the null hypothesis that the vanables
are uncorrelated in the population. The test gave a value of 1490.9849 which is highly
significant favoring a rejection of the null hypothesis. Also, the Kaiser-Meyer-Olkin
[KMO] measure of sampling adequacy was calculated. A value of 0.86862 was
obtained which indicate that correlation between pairs of variables can be explained by
other variables and hence factor analysis is appropnate.

Table 8-7 shows the application of the principal component analysis to the survey
results. The initial statistics show that each of the variables 26,27,38,29 and 30 has an
eigenvalue greater than one. These variables account for 68.6 percent of the variance.

Thus the 20 explanatory variables can be reduced to only five factors.
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VAR26
VAR27
VAR28
VAR29
VAR 30
VAR3]
VAR32
VAR33
VAR34
VAR3S
VAR36
VAR37
VAR38
VAR39
VAR40
VAR41
VAR42
VARA43
VAR44
VARA4S

VAR26

1.00000
0.76445
0.47080
0.40550
0.27330
0.26904
0.35942
0.36945
0.51160
0.39193
0.15731
0.20196
0.42616
0.40266
0.42332
0.35393
0.32525
0.45761
0.25176
0.22252

Table 8-6 : Correlation Matrix of Variables

Determining Depositing With KFH

VAR27

1.00000
0.42063
0.47590
0.23785
0.32988
0.38691
0.41092
0.55243
0.40978
0.25907
0.25697
0.47332
0.47788
0.32841]
0.43750
0.27424
0.44871
0.28505
0.26438

VAR2S8

1.00000
0.43721
0.33237
0.25549
0.14970
0.44650
0.38745
0.32270
0.11505
0.28301
0.41091
0.31400
0.41768
0.46514
0.23911
0.39448
0.43524
0.19955

VAR29

1.00000
0.36428
0.30308
0.26063
0.39685
0.33805
0.27338
0.35973
0.23550
0.51663
047123
0.33142
0.40709
0.39454
0.32466
0.37096
0.24872
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VAR30

1.00000
0.78953
0.64736
0.24414
0.31386
0.24112
0.40099
0.36483
0.54083
0.66312
0.49391
0.44659
0.37808
0.38836
0.35512
0.43881

VAR31

1.00000
0.59537
0.25696
0.30574
0.26786
0.45120
0.29200
0.52404
0.58300
0.45410
0.45823
0.41328
0.42623
0.31537
0.38766

VAR32

1.00000
0.25307
0.38694
0.22638
0.32031
0.21415
0.44879
0.50729
0.28714
0.30653
0.26788
0.26610
0.20233
0.49920



VAR33
VAR34
VAR3S5
VAR36
VAR37
VAR38
VAR39
VAR40
VAR41
VARA42
VAR43
VAR44
VAR45

VAR40
VAR41
VARA42
VARA43
VAR44
VARA45

VAR33

1.00000
0.57993
0.54367
0.32392
0.33306
0.49526
0.40276
0.38269
0.45730
0.24835
0.44069
0.28949
0.20772

VAR40

1.00000
0.63606
0.49062
0.56353
0.36855
0.34009

VAR34

1.00000
0.611990
0.22607
0.25304
0.49216
0.40118
0.43682
0.37264
0.33589
0.51051
0.21835
0.32365

VARA41

1.00000
0.44011
0.55634
0.43753
0.40181

VAR35

1.00000
0.20927
0.21860
0.33217
0.34679
0.46322
0.37512
0.29176
0.43455
0.15606
0.26533

VAR 42

1.00000
0.48487
0.41000
0.25610

Determinant of Correlation Matrix = 0.0000063

Kaiser-Meyer-Olkin Measure of Sampling Adequacy = 0.86862
Bartlett Test of Sphericity = 1490.9849, Significance = 0.00000

VAR36

1.00000
0.44969
0.55420
0.57252
0.26208
0.41851
0.28978
0.24725
0.30434
0.22320

VAR 43

1.00000
0.38506
0.36063
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VAR37

1.00000
0.57816
0.52278
0.45607
0.36078
0.33901
0.38682
0.38292
0.21667

VAR44

1.00000
0.18593

VAR3S8

1.00000
0.73386
0.53617
0.62597
0.43725
0.51648
0.50385
0.33148

VAR45

1.00000

VAR39

1.00000
0.51797
0.55313
0.44212
0.50832
0.49831
043117



The rotated factor matrix obtained by the varimax procedure suggests that factor
1 has high efficiency for the variables representing religious variables [V30, V31, V32
and V45]. Hence, this factor may be labeled “religious factor”. Factor 2 is highly to
variables: V40, V41, V42, V43 and V44. These variables represent traditional banking
services attached to the holding of a deposit account. Therefore, this factor may be
labeled ‘traditional services’. Factor 3 is highly related to variables representing
guarantees of deposits [V26 and V27] and returns on deposits. This factor may be
labeled “secunity factor”. Factor 4 has high coefficients for the variables representing
payment of ‘Zakat’ and community development. This factor may, therefore, be
labeled “community services”. Finally, factor S is highly related to variables
representing easiness to read bank statements, number of branches and hours of
business. Therefore, this factor may be labeled “convenience”. The reproduced
correlation matrix suggest that only 35% of the residuals are larger than 0.05 indicating

an acceptable model fit.
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Table 8-7 : Results of Principal Component Analysis On Deposits With KFH

Initial Statistics:

Variable

VAR26
VAR27
VAR28
VAR29
VAR30
VAR 3]
VAR32
VAR33
VAR34
VAR35
VAR 36
VAR37
VAR38
VAR39
VAR40
VARA41
VAR42
VARA43
VAR44
VARA45

Communality

1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000
1.00000

*

Factor

—

O 00 N1 O v AW

[N T S T N
S O 00 N1 N W b W N - O
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Eigenvalue

8.43927
1.85745
1.36169
1.05512
1.00272
0.78382
0.71850
0.68534
0.60027
0.54002
0.45412
0.42272
0.40415
0.34555
0.29795
0.27882
0.25773
0.22014
0.17230
0.10233

Pct. Of Var

42.2
93
6.8
53
5.0
39
3.6
34
3.0
2.7
23
2.1
20
1.7
1.5
1.4
1.3
1.1
0.9
0.5

Cum. Pct.

42.2
51.5
58.3
63.6
68.6
72.5
76.1
79.5
82.5
85.2
87.5
89.6
91.6
934
94.8
96.2
97.5
98.6
99.5
100.0



Factor Matrix:

VAR26
VAR27
VAR28
VAR29
VAR30
VAR3I
VAR32
VAR33
VAR34
VAR3S
VAR36
VAR37
VAR38
VAR39
VAR40
VAR41
VARA42
VARA43
VAR44
VAR45

Factor 1

0.62075
0.65665
0.57554
0.61028
0.69629
0.67807
0.58541
0.62274
0.66069
0.56539
0.55231
0.56834
0.82154
0.81076
0.71892
0.74465
0.59994
0.71046
0.56768
0.51882

Factor 2

0.44535
0.39842
0.34946
0.11215
-0.48658
-0.44621
-0.33302
0.36665
0.40869
0.41556
-0.36365
-0.18264
-0.12530
-0.27427
0.03474
-0.00558
-0.07999
0.16335
-0.09411
-0.21228
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Factor 3

0.22284
0.21112
-0.19159
-0.12941
0.21890
0.24815
0.55647
-0.06912
0.26355
0.17802
-0.19429
-0.41181
-0.18883
-0.04772
-0.12344
-0.17900
-0.17970
-0.06048
-45738
0.38888

Factor 4

0.31494
0.39503
0.14358
0.42161
-0.00859
-0.02603
0.14299
-0.10597
-0.14758
-0.37574
0.16848
-0.10140
0.11629
0.10782
-0.38027
-0.15091
-0.17286
-0.28718
0.16503
-0.18799

Factor 5

-0.16369
0.01316
-0.30807
-0.04070
-0.14271
-0.09347
0.02672
0.37363
0.20518
0.25023
0.51119
0.25256
0.16727
0.11552
-0.20902
-0.11554
-0.27371
-0.16526
-0.25567
-0.11829



Final Statistics:

Variable

VAR26
VAR27
VAR28
VAR29
VAR30
VAR31
VAR32
VAR33
VAR34
VAR35
VAR36
VAR37
VAR38
VAR39
VAR40
VAR41
VARA42
VARA43
VAR44
VARA4S

Communality

0.75931
0.79072
0.60560
0.58117
0.78993
0.72987
0.78442
0.67784
0.73688
0.72785
0.76473
0.60002
0.76779
0.75980
0.72158
0.62270
0.50343
0.64488
0.63291
0.51479

*

Factor

—

[ T S VS N (S
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Eigenvalue

8.43927
1.85745
1.36169
1.05512
1.00272

Pct of Var

422
93
6.8
53
5.0

Cum Pct

422
51.5
583
63.6
68.6



Rotated Factor Matrix:

VAR26
VAR27
VAR 28
VAR29
VAR30
VAR31
VAR32
VAR33
VAR34
VAR35
VAR36
VAR37
VAR38
VAR39
VAR40
VAR4]
VARA42
VAR43
VAR44
VARA45

Factor 1

0.20273
0.21110
-0.01306
0.13173
0.76881
0.75051
0.82452
-0.00608
0.23319
0.12892
0.26094
0.0 6763
0.30738
0.48709
0.28086
0.25834
0.25407
0.23686
0.04925
0.64529

Factor 2

0.17567
0.06692
0.51316
0.23926
0.33107
0.28473
-0.05397
0.17336
0.13675
0.19230
0.02044
0.39134
0.37317
0.32981
0.69424
0.59437
0.62172
0.59650
0.60794
0.20695

Factor 3

0.76186
0.77796
0.55952
0.62004
0.10803
0.09964

0.24443

0.28063

0.35101

0.12820
0.06737
-0.00880
0.32506
0.26714
0.07125
0.20865
0.12666
0.19483
0.32567
0.04168
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Factor 4

-0.04224
0.12702
0.03947
0.34717
0.27852
0.26935
0.15732
0.37274
0.09862
0.07299
0.82503
0.64072
0.61588
0.56513
0.12859
0.29277
0.153%94
0.09641
0.36573
-0.00449

Factor §

0.32425
0.34688
0.16574
0.03986
0.00124
0.05518
0.13107
0.65580
0.72860
0.80777
0.10492
0.17803
0.22154
0.15178
0.37298
0.27100
0.11222
0.43094
-0.14516
0.23198



[C] Attitudes Towards KFH Vis-A-Vis Kuwaiti Traditional Banks

195 respondents [51.7%)] preferred to deal with conventional banks rather than
KFH. These respondents were asked to indicate their reasons for this preferences. They
were given the following 20 statements and were told to express their agreement or
disagreement using a five-point scale:

V46 = The transactions of the KFH does not differ from those of traditional

banks

V47 = Itis not true that KFH does not deal in interest

V48 = Most of KFH transactions are based on ‘Morabaha’ principle which uses

riba in a disguised manner

V49 = Deposits of KFH are not guaranteed by the Central Bank

V50 = The cost of borrowing from KFH is too high

V51 = The return on saving with KFH is very low

V52 =1t 1s easier to use the conventional bank credit cards locally or overseas

V53 = The employees of KFH are more efficient than those of the conventional
bank

V54 = The hours of business of the KFH are similar to those of other
commercial banks

V55 = Conventional banks offer more choices with respect to the type of
saving accounts

V56 = It s easier to get loans for any purpose from conventional banks

V57 = 1t is better to deal at a fixed interest rate rather than a variable rate of
profit

V58 = KFH does not give personal loans

V59 = KFH charges total interest on the loan for the whole period of the loan
even if the loan was paid earlier

V60 = Borrowing on Musharaka or Mudaraba basis results in business
interaction

V61 = There is no difference between statement accounts of KFH and other
conventional banks

V62 = Fixed income through a predetermined interest rate is preferred to
variable unknown profit

V63 = Borrowing at a fixed interest rate is better than profit sharing
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V64 = Bank accounts of the traditional banks cost less to open and keep than
accounts in KFH
V65 = It 1s not necessary to transfer the salary to the conventional banks in

order to borrow money

Table 8-8 gives the means and standard deviations of success of variables related

to views on dealing with KFH vis-a-vis Kuwaiti traditional banks.

The data in Table 8-8 suggest that respondents who prefer to deal with
conventional banks do so because these banks offer better services than KFH, including
use of credit cards locally and overseas [V52], availability of a variety of saving
accounts [V55], easiness of obtaining loans for any purpose [V56]. The data in Table 8
would also seem to suggest that the respondents do not see much difference in the

returns on savings or the cost of borrowing of both types of banks,
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Table 8-8 : Mean And Standard Deviations of Scores Related To Views on Dealing

Deposits With KFH vis-a-vis Traditional Kuwaiti Banks

Mean Std. Dev.
VAR46 3.06034 1.30743
VAR47 2.81034 1.34432
VARA48 2.98276 1.31865
VAR49 2.77586 1.00508
VARS0 3.43103 1.21744
VARSI 3.27586 1.05159
VARS2 3.73276 0.90753
VARS53 3.46966 1.15185
VARS4 3.31034 1. 05841
VARSS 3.55172 1.00732
VARS56 3.58621 1.12728
VARS7 3.00862 1.35451
VARSS 3.29310 1.23018
VARS9 3.50862 1.26831
VARG60 3.23276 0.93583
VARG61 3.41379 1.03897
VARG62 3.09483 1.18673
VARG63 2.82759 1.27365
VARG4 298276 0.97787
VARG6S 297414 1.21913
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A correlation matrix was constructed based on the survey results. This matrix is
given in Table 8-9. The data in this table show high correlation between a number of
variables which suggest that factor analysis is appropriate. Bartlett’s test of sphericity
was used to test the null hypothesis that the variables are uncorrelated in the population.
The test gave a value of 1092.9646 which is highly significant favoring a rejection of the
null hypothesis. Also, the Kaiser-Meyer-Olkin [KMO] measure of sampling adequacy
was calculated. A value of 0.83649 was obtained which indicate that correlation
between pairs of variables can be explained by other variables and hence factor analysis
1s appropriate.

Table 8-10 shows the application of the principal component analysis to the
survey results. The initial statistics show that each of the variables 46, 47, 48, 49 and 50
has an eigenvalue greater than one. These variables account for 65.6 percent of the

variance. Thus the 20 explanatory variables can be reduced to only five factors.
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Table 8-9 : Correlation Matrix of Variables Determining Attitudes Towards KFH vis-a-

vis Conventional Banks

Correlation Matrix:

VAR46 VAR47 VAR48 VAR49 VARS0 VARS5I] VARS2

VAR46 1.00000

VAR47 0.32320 1.00000

VARA48 0.41924 0.52792 1.00000

VAR49 0.12949 0.30292 0.31199 1.00000

VARSO 0.07093 0.36386 0.38383 0.34258 1.00000

VARS1 0.22180 0.24647 0.34836 0.30582 0.49723 1.00000

VARS52 0.06501 0.14341 0.13418 0.41042 0.37276 0.405%4 1.00000
VARS3 0.40374 -0.08046 0.14243 0.11590 0.14273 0.23641 0.27974
VARS4 0.25027 0.12118 0.38392 0.36840 0.27319 0.17242 0.42205
VARSS 0.17918 0.43754 0.40656 0.37228 0.57019 0.50358 0.45756
VARS56 0.12919 0.28631 0.21745 0.15535 0.47324 0.41989 0.30746
VARS7 0.22557 0.45458 0.49180 0.24415 0.37212 0.37071 0.26362
VARS8 -0.06516 0.09700 -0.00222 0.08173 0.35618 0.34698 0.07856
VARS9 0.00231 0.14887 0.08328 0.21981 0.38052 0.31767 0.15689
VARG60 0.05238 0.20819 0.24991 0.34254 0.41491 0.40249 0.30937
VARG61 0.35274 0.19364 0.21470 0.27279 0.15338 0.29256 0.34886
VARG62 0.29892 0.42017 0.42893 0.25856 0.35666 0.34119 0.32247
VARG63 0.30395 0.42258 0.54703 0.30240 0.30070 0.37992 0.28328
VARG64 0.15045 0.36792 0.33695 0.21722 0.51759 0.48667 0.45529
VARG5S 0.18102 0.29410 0.30804 0.26490 0.42941 0.42614 0.32379
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VARS3
VARS54
VARSS
VARS6
VARS7
VARS8
VARS9
VAR 60
VARG61
VARG2
VARG63
VARG64
VARG6S

VARG0
VARG61
VARG62
VARG3
VARG64
VARG6S

VARS3

1.00000
0.45059
0.05892
0.22839
0.14803
0.24579
0.24440
0.13011
0.37709
0.21733
0.08176
0.18435
0.19394

VAR60

1.00000
0.40985
0.26966
0.28201
0.28949
0.24159

VARS4

1.00000
0.28659
0.16687
0.15582
0.03639
0.17289
0.28638
0.31712
0.27406
0.22065
0.23206
0.22192

VARG61

1.00000
0.39105
0.24495
0.35800
0.37924

VARSS

1.00000
0.60866
0.52545
0.34554
0.30253
0.34226
0.24525
0.37776
0.50856
0.54824
0.42949

VARG62

1.00000
0.60348
0.53344
0.39238

Determinant of Correlation Matrix = 0.0000384

Kaiser-Meyer-Olkin Measure of Sampling Adequacy = 0.83649
Bartlett Test of Sphericity = 1092.9646, Significance = 0.00000

VARS6

1.00000
0.49212
0.55223
0.41609
0.40531
0.16231
0.41309
0.41623
0.35634
0.34647

VARG63

1.00000
0.39556
0.26591
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VARS7

1.00000
0.18634
0.28594
0.24526
0.24460
0.70274
0.70653
0.53188
0.43720

VARG64

1.00000
0.56856

VARSS

1.00000
0.63371
0.36321
0.18322
0.09397
0.09358
0.22110
0.34139

VARG65

1.00000

VARS9

1.00000
0.50014
0.30742
0.22766
0.20010
0.33666
0.27852



The rotated factor matrix obtained by the varimax procedure suggests that factor
1 has high coefficients for the variable: Var. 47 [interest-based transactions], Var. 48
[Morabaha transactions] and Var. 63 [borrowing at fixed rates vis-a-vis participation in
profit/loss]. We may therefore label this factor “interest-free finance”. Factor 2 has
high coefficients for variables V52, V64 and V65 represent traditional services. This
factor may be labeled “traditional services”.

Factor 3 has high coefficients for variables V58 and V59 which represent
restrictions 1n the application of profit/loss principle of finance. This factor may
therefore, be labeled “profit/loss sharing factor”. Factor 4 has a high coefficient for
variable, V53 and V61 which indicates no difference in the nature of transactions of the
two type of banks. Hence this factor may be labeled ‘similarity in transactions”.
Finally, factor 5 has a high coefficient for variable 49 which represents security of

deposits. This factor may therefore be labeled a nisk factor.
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Table 8-10 : Results of Principal Component Analysis on Dealing With KFH vis-A-vis

Kuwaiti Traditional Banks

Initial Statistics:

Variable Communality * Factor Eigenvalue Pct. Of Var. Cum. Pct.

VAR46 1.00000 * 1 7.02898 35.1 35.1
VAR47 1.00000 * 2 2.04117 10.2 454
VAR48 1.00000 * 3 1.72517 8.6 54.0
VAR49 1.00000 * 4 1.26592 6.3 60.3
VARS0 1.00000 * S 1.05180 5.3 65.6
VARSI] 1.00000 * 6 091115 4.6 70.1
VARS2 1.00000 * 7 0.89110 4.5 74.6
VARS3 1.00000 * 8 0.71238 3.6 78.1
VARS54 1.00000 * 9 0.63407 32 81.3
VARSS 1.00000 * 10 0.59132 3.0 84.3
VARS6 1.00000 * 11 0.51402 2.6 86.8
VARS7 1.00000 * 12 0.45212 23 89.1
VARS8 1.00000 * 13 0.38026 1.9 91.0
VARS59 1.00000 * 14 0.34398 1.7 92.7
VARG0 1.00000 * 15 0.32006 1.6 943
VARG1 1.00000 * 16 0.29356 1.5 95.8
VARG62 1.00000 * 17 0.24233 1.2 97.0
VARG63 1.00000 * 18 0.23313 1.2 98.2
VARG64 1.00000 * 19 0.20504 1.0 99.2
VARG6S 1.00000 * 20 0.16246 0.8 100.0
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Factor Matrix:

VAR46
VAR47
VARA48
VAR49
VARS0
VARSI
VARS2
VARS3
VARS4
VARSS
VARS56
VARS7
VARSS
VARS9
VARG0
VARG61
VARG62
VARG3
VARG64
VARG6S

Factor 1

0.36326
0.55019
0.59734
0.50266
0.68236
0.66958
0.55831
0.35347
0.46218
0.75427
0.65831
0.72295
0.42845
0.51503
0.56826
0.52207
0.69619
0.67051
0.71702
0.63480

Factor 2

-0.47208
036211
-0.49447
-0.07326
0.20217
0.15330
0.06272

0.10172

-0.11637
0.04607
0.30901

-0.25513
-0.70696
0.57511

0.34167

0.00457
-0.30668
-0.36609
0.00209
0.08385
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Factor 3

0.36352
-0.31974
-0.04381
0.18216
-0.16619
-0.01466
0.28888
0.69484
0.57609
-0.24247
-0.23192
-0.30772
-0.11221
0.01010
0.09643
0.48320
-0.06946
-0.22931]
-0.09736
-0.00897

Factor 4

0.42241
0.00382
0.02514
-0.50729
-0.24271
-0.06353
-0.48763
0.35453
-0.23556
-0.19161
0.19977
0.21123
0.30667
0.21206
-0.12707
0.14479
0.18387
0.10532
-0.06886
0.02435

Factor §

0.14852
0.28026
0.31458
0.31299
0.04039
-0.09455
-0.33810
-0.11856
0.14591
-0.02582
0.01116
-0.14643
0.12724
0.24175
0.39127
-0.04810
-0.19338
0.06819
-0.42563
-0.34434



Final Statistics:

Variable

VAR46
VAR47
VAR48
VAR49
VARS0
VARS]1
VARS2
VARS3
VARS54
VARSS
VARS6
VARS57
VARS8
VARS9
VARG60
VARG61
VARG62
VARG63
VARG64
VARG5S

Communality

0.68745
0.61463
0.70283
0.64652
0.59464
0.48503
0.75118
0.75785
0.63580
0.66722
0.62268
0.74849
0.80619
0.69952
0.61820
0.52934
0.65476
0.65194
0.70950
0.52925

*

Factor

[ R N Y

171

Eigenvalue

7.02898
2.04117
1.72517
1.26592
1.05180

Pct. Of Var.

351
10.2
8.6
6.3
5.3

Cum. Pct

351
45.4
54.0
60.3
65.6



Rotated Factor Matrix:

VAR46
VAR47
VARA48
VAR49
VARSO
VARS]
VARS2
VARS3
VARS4
VARSS
VARS6
VARS7
VARSS
VARS9
VARG60
VARG61
VARG62
VARG63
VARG64
VARG6S

Factor 1

0.50849
0.73993
0.76160
0.23049
0.25834
0.22379
-0.07626
-0.08864
0.09776
0.41489
0.29965
-0.66994
-0.05668
0.04239
0.15378
0.11621
0.57621
-0.72767
0.26516
0.18524

Factor 2

-0.07642
0.1151
0.06441
0.13350
0.45412
0.48989
-0.66189
0.14554
0.12954
0.53232
0.38293

0.50302

0.15451
0.11194
0.07223
0.25204
0.49720
0.31184
0.77151
-0.63691
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Factor 3

-0.08441
0.11166
0.00453
0.08786
0.41657
0.35610
-0.02103
0.18154
-0.00311
0.33361

0.62028
0.18019
0.87653
0.80488
0.58647
0.17648
0.06622
0.10285

0.15903

0.22731

Factor 4

0.64476
-0.08972
0.17696
0.04154
-0.09409
0.12659
0.18162
-0.83320
0.50082
-0.09066
0.03737
0.07813
0.06672
0.15710
0.10604
-0.61305
0.26641
0.07979
0.10935
0.18805

Factor 5

-0.0143]
0.18488
0.29548
-0.75242
0.37322
0.22830
0.52330
0.04024
-0.59886
0.30367
-0.01072
-0.08984
-0.07970
0.11260
0.48388
0.21292
-0.01344
0.09078
0.08189
0.04742



{1}.

(2}

(3}

{4}.

{5}.

[1V] Conclusions

The main conclusions of this chapter may be summarized in the following:

The survey reports suggest that 49.3 percent of the respondents borowed funds
from KFH at some time during the last five years, but only 34.5% of the
respondents held some type of deposit account with KFH during the time of the
survey. The survey also suggests that 51.7 per cent of the population prefer to

deal with traditional banks rather than KFH.

Adhering to Islamic religion, which prohibits using (i.e. paying or receiving)
interest 1s one main variable which motivate Kuwaitis to deal (borrow or deposit

funds) with KFH rather than traditional (interest-based) banks.

Customers who prefer to deal with conventional banks rather than KFH do so
because these banks offer better services than KFH, including use of credit cards,

locally and overseas, personal loans and varieties of deposit accounts.

There does not seem to be enough difference between the cost and retuns of
KFH and other traditional banks to warrant a preference of one type of bank over
the other.

Bartlett’s test of sphericity and Kaiser-Meyer-Olkin (KMO) measure of sampling
suggest that faction analysis is appropriate in determining the main reasons for
preferring one type of bank over the other within the dual-banking system

currently operating in Kuwait.
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Application of principal component analysis to survey results suggest that:
1}. Variables responsible for borrowing from KFH rather than interest-
based banks can be reduced to three factors, namely: religion,

traditional services and terms of borrowing.

ii}. Variables which motivate customers to deposit their savings with
KFH rather than traditional bank can be condensed into five factors
namely, religion, traditional services, security, community

development and convenience.

iii}. Reasons for dealing with interest-based banks rather than KFH can
be represented by five factors, namely similarity in the transactions
of the two type of banks, applied restrictions of the profit/loss

sharing principle, risk, traditional services and religions believes.

Those respondents who prefer to deal with traditional banks rather than KFH
expressed doubts about the interest-free nature of transactions of KFH; fear that
their deposits with KFH may not be guaranteed by the Kuwaiti Central Bank,
dissatisfaction with current restrictions of the application of the profit/loss
sharing principle, particularly in the area of personal loans, belief that the
transactions of the two type of banks are very similar and feeling each type of

bank provide same traditional services.
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(D.

Q).

3).

4.

Chapter Nine
CONCLUSIONS

The main findings of this study may be summarized in the following:

The literature on Islamic banking and finance though recent is growing fast.
Western scholars began to show interest and make substantial contributions.
The interdisciplinary nature of the literature offers a challenge. However, there
are still numerous questions to be answered, many problems to be solved and a
number of challenges to be faced. It is hoped that this thesis made some

contribution towards filling in some of the gaps in the existing literature.

Interest-free Islamic banks were established to confirm with Islamic laws
(Sharta) which prohibits interest on all types of transactions irrespective of the
parties involved in such transactions. It is possible to establish and operate
anywhere financial institutions which work on a profit/loss basis rather than on
interest-based rate of retun. Profit maximization is not the sole objective of
Islamic banks. These banks are responsible for wider social welfare of Muslims

worldwide.

Islamic banks use the same tools and procedures as traditional (i.e. interest-
based) banks in those areas where there is no conflict between banking
operations and Islamic principles. These activities include foreign exchange
transactions, domestic and international transfers, letters of credit and availing

safe custody.

Islamic banks have devised ( and still devising) new instruments to enable them
achieve their objectives in accordance with Islamic laws. These tools of finance
include ‘“Musharaka”, ‘“Mudaraba”, “Morabaha”, “Baa’ye Salam”, “Baa’ye

Muajjal”, “Jjara” and “Jjara-wa-Iktna”.
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(5).

(6).

(7).

(8).

Islamic banks offer a number of accounts that suit their depositors and comply
with the profit/loss sharing principles. These products include current accounts,
saving accounts, investment accounts and joint investment accounts. Islamic
banks also offer Islamic bonds and securities which carry no interest. Moreover,
various types of interest-free non-commercial loans based on the profit/loss

sharing principle are also available.

Interest-free Islamic Financial Institutions (IFIs) have spread over many
countries including non-Muslim developed and developing countries. The
movement of establishing interest-free banks and conversion of banking
operations into the interest-free mode is still in progress. During the last five
years, 23 IFIs were established in different countries; out of which 17 were

established in Indonesia alone.

“Morabaha” has become one of the most popular financing techniques among
Islamic banks. It has been estimated that 70 to 80 percent of total finance
provided by Islamic banks is done through “Morabaha”. These operations are
practiced by Islamic Financial Institutions under several names such as “Mark-

ups”, ‘“cost-plus financing”, “production support programme”, “short-term

financing” or simply ‘‘sales-purchase contract.”

Empirical evidence is produced in this study to assess the differences in financial
characteristics of interest-free and conventional banks. The main findings of this

evidence are:

(1) A simple examination of the means and standard deviations of 20
financial ratios suggests that Islamic banks are separated from traditional
banks in terms of 12 ratios and share similarity in terms of the other eight

ratios.

(il)  When the predictors are considered individually, 15 financial ratios out of
the 20 ratios considered, significantly differentiate between Islamic and

non-Islamic banks. These five ratios which do not seem to separate the
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©).

(iii)

(iv)

(v)

two groups of banks are the eamning assets to assets ratio, the investment
and deposit income ratio, the other assets to assets ratio, the operating

income to assets ratio and the return on deposits.

The discriminant function applied to the data seems to be a good fit. The
canonical correlation associated with this function is 0.9986 which
indicates that 99.36% of the variance in the dependent variable
(difference in the type of banking) is explained or accounted for by the
model. The null hypothesis of no discrimination between the two type of

banks is rejected at a significant level beyond the 0.00001 level.

Discriminant analysis results suggest that the two type of banks are
differentiated in terms of liquidity, leverage and credit risk but not in

terms of profitability or efficiency.

It would be very difficult to wrongly classify a bank in some group (e.g.
interest-free banks) into the other group (interest-based) banks. The hit

ratio for the sample in this study is 100%.

The empirical evidence produced in this study regarding the client’s decision to

deal with a particular type of bank, within a dual banking system, suggest that:

(1)

(i1)

The more strict the country with respect to Islamic teachings, as evidence
from its civil laws, traditions and way of life, the larger the proportion of
its population which selects to deal with Islamic banks. Thus, the
proportion of population which deals with interest-free banks in Saudi
Arabia is much higher than its counterpart in Egypt and the UAE.
Similarly, the proportion of population which deals with Islamic
Financial Institutions in the UAE is greater than its Egyptian counterpart.

Selection of an Islamic bank, though depending heavily on religious
factors, is also affected by such factors as banking services, convenience,

visibility and staff competence.
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(iii)

(iv)

v)

The mean values of age and income of persons dealing with Islamic
banks differ from those of persons dealing with traditional banks. Also,
those who deal with Islamic banks seem to occupy different occupations

from those who deal with conventional banks.

The logit and probit analysis suggest that age, income and occupation
have significant effects on the probability of banking with an interest-free

(Islamic) bank operating in a dual banking system:

{a}  The probability of dealing with an Islamic bank increases with the

increase in age.

{b}  As income increases, the probability of dealing with an Islamic

bank decreases.

{c}  Salary eamers have a higher probability of dealing with Islamic
banks (particularly obtaining funds on ‘“Morabaha” basis) than

self-employed persons.

The effect of the level of education on the probability of dealing with an
Islamic bank is not uniform amongst Middle Eastem countries which
enjoy a dual-banking system. The education variable has a significant
negative effect on the probability of dealing with an Islamic bank in
Egypt but not in Saudi Arabia or the UAE.
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(10).

The empirical evidence produced in this study regarding the effect of the

profit/loss sharing principle on the performance of the commercial loans market

would seem to suggest that:

®)

(i)

(i11)

(iv)

)

The performance of the commercial loans market within a dual banking
system can be represented by a demand-supply model which can be
tested using a simultaneous-equation model. However, each type of
banking system (i.e. interest-based and interest-free banks) requires a
different modél since the mode of operation is completely different.
Although there are many common variables, the supply function is highly
distinguished in the two cases.

The commercial loans market in a dual banking system 1is cleared through
changes in the price of loanable funds. The price is represented by the
rate of interest in the case of the conventional banks and the profit/loss
sharing rate of return in the case of interest-free Islamic banks. The price
has a negative effect on the demand for commercial loans and a positive

effect on the supply of loans.

The supply of loans by conventional banks is influenced by the
alternative rate of interest which these banks can obtain through
investment in securities (government bonds, treasury bills etc). This
alternative does not exist for Islamic banks which do not deal in interest.

Thus these banks are limited in their scope of finance.

Borrowings from both the conventional banks and the interest-free banks
operating side-by-side is strongly affected by the expectations concerning
the future level of activity. The demand for loanable funds, in a dual

banking system, is positively correlated with the rate of growth of GDP.

The demand for funds offered by Islamic banks is strongly influenced by
the interest charges of the conventional banks operating side-by-side.

However, the profit/loss sharing rate of Islamic banks does not seem to
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(11).

(12).

exert any significant influence on borrowing from interest-based banks
operating within the dual banking system. This suggests that customers
used to the traditional methods of finance may not shift to the profit/loss
sharing principles even if it was relatively cheaper to obtain funds on this

principle.

To find out whether Islamic banks’ transactions are truly free of all traces of

interest, a case study was taken and analyzed in details. An analysis of Kuwait

Finance House (KFH), the oldest and largest interest-free bank in Kuwait,

suggest that:

(@)

(i1)

(ii)

(iv)

The company is not a mere bank. It acts as a financier, contractor,
developer, lessor, real estate agent and even a speculator. It receives a
profit margin for its financial activities. The calculation of this margin,
particularly when the repayment is made over installments, may introduce

interest charges from the back door.

An analysis of KFH balance sheet suggests that the transactions of this
company can not be labeled purely interest-free. The company holds
government debt bonds, securities and portfolios which pay fixed

interest.

KFH avoids long-term investments. Less than 5 percent of the

receivables have a residual maturity over S years.

The gains in profits of KFH went largely to its shareholders rather than
its depositors who are supposed to share the profit (and losses) with this
interest-free bank. Actually, the KFH’s rate of return on deposits is very
similar to the rate of interest paid by the Kuwait Commercial banks to

these banks depositors.

Empirical evidence produced in this study regarding consumers’ perception of

Islamic banking suggest that:
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(1)

(i1)

(111)

(iv)

v)

Well over half the Kuwaiti population prefer to deal with conventional

banks rather than Kuwait Finance House (KFH).

Adhering to Islamic religion, which prohibits using (i.e. paying or
receiving) interest is one main factor which motivates Kuwaitis to deal
(obtain or deposit funds) with KFH rather than traditional (interest-based)
banks.

Customers who prefer to deal with conventional banks rather than KFH
do so because these banks offer better services than KFH, including use
of credit cards locally and overseas, personal loans and varieties of

deposits accounts.

There does not seem to be enough difference between the cost of
obtaining funds and returns on deposits of KFH and other traditional
banks to warrant preference of one type of bank over the other in this

respect.

Bartlett’s test of sphencity and Kaiser-Meyer-Olkin (KMO) measure of
sampling suggests that factor analysis is appropriate in determining the
main reasons for preferring one type of bank over the other within the

dual-banking system currently operating in Kuwait.
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(vi)  Application of principal component analysis to survey results suggest

that:

{a}  Variables responsible for borrowing from KFH rather than
Interest-based banks can be reduced to three factors, namely:

religion, traditional services and terms of borrowing.

{b}  Variables which motivate customers to deposit their savings with
KFH rather than traditional banks can be condensed into five
factors, namely: religion, traditional services, security, community

development and convenience.

{c}  Reasons for dealing with interest-based banks rather than KFH
can be represented by five factors, namely: similarity in the nature
of the transactions of the two type of banks, as perceived by the
clients, applied restrictions of the profit/loss sharing principle,

risk, traditional services and religious believes.

(vil) Those respondents who prefer to deal with traditional banks rather than
KFH expressed doubts about the interest-free nature of the transactions of
KFH; fear that their deposits with KFH may not be guaranteed by the
Central Bank; dissatisfaction with current restrictions of the application
of the profit/loss sharing principle, particularly in the are of personal
loans; belief that the transactions of the two type of banks are very similar

and feeling that each type of bank provides same traditional services.
While there is scope for further research into the problems faced by Islamic banking, the

above findings bridge some of the gaps in the existing literature on Islamic banking and

finance.
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APPENDICIES



APPENDIX 1

Data on Financial Ratios of Islamic and NonlIslamic Banks



bank ca laa lad ia la Id faa
1 1 7.252 44 46 62.66 39.18 36.18 56.19 11.18
2 1 6.879 48.98 58.18 37.46 41.20 55.48 11.48
3 1 7.310 51.44 60.26 36.55 38.36 59.68 10.22
4 1 6.887 49.38 57.39 36.18 35.24 57.43 8.35
5 o 8.253 47.92 58.22 38.29 36.80 55.78 10.36
6 1 4.642 48.99 63.48 37.54 34.91 59.60 9.41
7 1 5916 53.51 65.26 41.22 42.82 51.22 8.55
8 1 B.276 46.74 64.20 34.26 43.65 50.17 11.33
9 1 6.005 50.21 61.56 36.91 39.15 58.78 10.22
10 1 7.192 51.22 62.42 35.36 40.22 53.12 11.26
11 1 4.389 50.12 69.76 40.22 41.21 52.78 7.54
12 1 8.245 56.18 €65.81 47.36 34.32 56.12 12.11
13 0 4,728 36.79 42.22 22.18 59.18 71.21 421
14 0 4,382 35.18 41.36 23.44 60.22 68.70 3.81
15 0 4.606 37.92 44 .55 22.16 55.33 71.73 462
16 0 3.976 38.12 49.21 25.36 56.44 68.76 3.91
17 0 4712 37.16 4433 23.77 60.18 66.75 4.24
18 0 3.976 41.41 46.22 24.86 58.44 69.33 5.26
19 0 4816 33.46 46.28 25.43 55.59 70.51 4.36
20 0 3.999 35.12 41.78 23.55 60.32 72.67 6.32
21 0 4.512 36.18 45.91 25.42 59.22 " 69.70 412
22 0 5.116 33.20 47.66 27.33 55.26 65.18 3.18
23 0 5.324 32.15 40.18 26.41 58.68 72.22 5.44
24 0 4.728 29.18 40.33 25.28 56.71 70.19 3.22
25 0 4.769 31.11 41.27 22.16 59.79 68.76 3.19
26 0 4.341 35.46 44.36 23.18 59.12 70.12 3.16
27 0 4.618 34.26 43.63 24.46 61.62 69.28 2.26
28 o] 4.692 36.19 44 .91 23.29 58.42 71.38 4.36
29 0 4.387 33.24 42.44 25.77 57.26 69.71 3.49
30 0 4.592 32.79 43.62 26.33 61.22 72.14 2.16
31 0 6.821 32.18 44.51 27.18 50.18 74.18 3.29
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bank ca laa lad ia la Id faa
32 5.310 34.46 40.28 28.14 55.14 70.16 412
33 4.601 35.71 41.83 26.15 52.26 69.12 .77
34 3.876 33.96 42.26 27.22 54.59 67.22 3.07
35 4.916 36.24 43.13 23.76 53.62 68.74 2.43
36 4.824 38.19 41.46 23.33 52.61 66.23 3.56
37 4.312 32.27 40.87 23.18 57.69 67.57 462
38 4,916 30.76 39.38 24.12 61.81 69.28 5.11
39 4.522 35.24 44 22 25.74 56.22 72.18 467
40 4.711 33.69 41.19 23.86 58.33 76.54 3.29
41 4.875 36.20 44.34 22.48 56.42 71.12 2.91
42 4.641 35.23 41.86 23.65 55.91 68.16 3.87
43 5212 31.27 40.22 2424 54.23 66.17 4.62
44 5.046 30.76 39.36 23.91 58.26 65.27 3.66
45 4816 33.11 43.48 24.26 59.36 69.76 4.69
46 4.454 34.12 40.91 23.28 58.58 65.33 3.65
47 4,682 35.16 4455 24.29 59.64 67.28 5.05
48 5.741 30.71 42.41 25.36 60.71 64.91 4.15
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oaa eaa ae ea da oia idir oea
1 4.14 90.50 5.46 17.38 65.3 7.92 5.29 5.86
2 3.48 92.30 6.12 16.54 60.2 8.94 5.34 6.32ﬁ
3 4.26 94.60 5.76 16.98 64.1 8.23 5.31 6.16
4 4.36 90.80 4.89 19.10 61.6 7.94 5.11 572
5 3.18 90.10 6.33 16.74 66.5 8.06 5.56 5.46
6 2.18 94.20 5.89 17.01 63.2 7.99 577 5.68
7 2.39 89.60 4.66 19.72 59.6 8.16 5.12 6.21
8 3.48 94.30 6.72 14.89 60.7 7.95 | 5.34 6.33
9 3.61 90.20 5.33 17.76 61.4 8.07 5.68 6.04
10 2.76 90.70 4.46 21.24 60.0 7.82 5.92 5.82
11 3.26 90.50 6.12 17.78 59.2 8.1 6.04 4.91
12 2.54 91.60 5.79 20.43 60.8 8.32 6.23 5.98
13 3.23 92.00 16.18 7.23 71.3 8.44 5.14 4.96
14 3.65 92.70 18.23 6.84 74.5 8.45 5.26 5.49
15 3.41 91.80 15.54 6.91 77.7 7.95 5.71 5.28
16 3.36 91.60 16.22 7.35 80.0 7.67 5.35 577
17 3.22 90.90 15.92 7.29 78.3 8.09 5.45 6.03
18 3.51 91.60 14.89 6.77 746 8.13 5.36 5.72
19 3.16 90.20 15.15 7.14 71.4 8.24 6.00 6.96
20 3.24 90.70 18.22 6.23 75.9 8.35 5.23 5.84
21 346 92.40 16.33 5.98 74.8 7.98 5.12 5.66
22 3.58 91.50 14.89 7.12 80.2 7.79 5.36 6.08
23 245 92.00 14.76 6.82 71.9 7.88 5.29 6.34
24 2.79 91.90 15.24 7.39 74.5 8.13 5.66 5.91
25 4.12 90.80 16.28 8.54 73.1 8.24 5.02 5.42
26 3.16 90.60 16.14 7.31 79.4 8.12 5.12 4.76
27 2.77 91.70 15.82 6.18_4 ‘ 82.3 7.96 4.89 4.28
28 3.04 90.90 18.64 7.22 80.6 7.56 6.23 4.66
29 2.91 92.30 15.01 5.39 78.9 8.32 5.54 5.35
30 4.11 93.40 16.44 6.12 812 8.49 5.72 5.29
31 3.21 90.80 15.82 7.22 78.6 1.77 5.16 4.87
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caa eaa ae ea da oia idir oea
32 2.56 91.20 15.71 6.54 75.4 7.98 5.47 5.14
33 3.51 92.30 14.63 5.98 80.3 7.64 5.38 5.92
34 2.94 90.70 16.82 6.32 79.9 8.21 5.62 468
35 2.87 94.60 15.46 6.77 76.8 8.07 6.02 5.26
36 3.16 91.70 14.77 7.14 76.4 8.13 5.48 6.01
37 3.22 93.20 18.51 7.45 82.5 7.75 5.92 5.32
38 2,76 93.60 16.12 6.89 736 7.68 5.78 4.32
39 2.94 93.40 14.36 8.25 74.9 8.26 5.21 4.18
40 3.65 90.80 16.01 8.13 70.2 8.94 5.63 4.69
41 4.11 90.60 15.92 8.82 75.6 7.61 5.92 4.75
42 3.81 94.50 14.67 7.92 79.7 8.13 5.17 4.32
43 2.16 90.70 18.55 6.86 83.4 8.55 5.55 5.06
44 3.67 92.20 16.73 6.71 81.5 8.13 4.89 5.22
45 2.79 93.40 15.11 6.74 79.1 7.34 6.25 5.31
46 3.66 92.60 16.29 8.92 78.2 8.19 6.32 4.65
47 4.01 93.10 15.84 7.63 74.8 7.76 5.86 4.97
48 422 91.00 17.61 8.21 71.8 7.88 5.79 4.82
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eea pa pe pitl
1 2.04 .93 10.64 8.41 482
2 2.16 .88 9.82 7.93 3.97
3 1.98 .82 10.01 8.06 6.86
4 1.76 .94 9.35 8.72 7.92
5 1.84 .87 g.21 8.14 4.16
6 1.77 .88 8.64 8.73 5.22
7 1.65 .92 10.16 8.00 4.69
8 1.53 .97 10.34 7.78 3.14
9 2.11 .83 8.59 8.16 4.25
10 2.03 81 10.22 '7.93 467
11 1.71 .92 8.64 8.14 3.89
12 1.66 95 8.33 8.64 4.76
13 1.72 .86 13.72 8.82 12.79
14 1.64 .94 13.91 8.15 16.52
15 1.53 .89 14.65 7.93 15.12
16 1.59 .88 15.01 8.16 11.37
17 2.01 92 14.62 8.09 12.69
18 1.88 .94 15.33 7.89 13.71
19 1.72 85 14.65 8.82 15.62
20 1.68 .83 13.82 8.33 14.95
21 1.59 .82 14.61 8.05 16.89
22 143 .90 13.92 7.82 17.22
23 1.77 .83 15.11 7.64 18.66
24 1.81 85 13.72 8.32 11.95
25 1.77 .86 14.62 8.16 14.62
26 1.76 .90 14.15 8.12 17.24
27 1.59 .88 14.72 8.34 18.61
28 1.68 .85 13.89 8.02 15.43 |
29 1.92 .84 15.11 8.35 16.76
30 2.03 .81 12.98 7.92 13.28
31 1.88 .86 16.44 7.68 14.68

198




eea pa pe pitl
32 1.73 .92 15.19 7.74 15.97
33 1.75 .94 13.02 8.62 12.80
34 1.59 .83 12.87 8.51 16.52
35 1.68 .80 13.76 7.66 17.93
‘36 1.73 .78 14.13 8.16 18.75
37 1.52 .82 14.55 7.25 12.36
38 1.64 .76 14.02 7.87 15.98
39 1.76 .81 13.68 8.37 19.29
40 1.59 .83 13.92 8.19 18.67
41 1.88 .85 15.14 7.99 17.61
42 1.92 .87 16.72 7.77 15.43
43 1.73 .88 14.21 8.17 16.02
44 1.80 .79 14.36 8.09 15.85
45 2.1 .85 14.11 8.36 17.34
46 1.62 .86 13.78 8.52 16.14
47 1.77 .87 14.92 7.76 15.56
48 1.66 .80 15.31 8.36 16.55
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APPENDIX 2

A Copy of the Questionnaire Used in
the Survey Regarding KFH



A Questionnaire on Transactions with
Islamic and Non-Islamic Banks

L) 8 gl CYales o i)

L) 2k

16yl LY e x Ll ad y el

Please put the mark x on your chosen answer.

ol Ol o I SO gl e el ()
1. Have you ever dealt with Kuwait Finance House in the last five years?
No [y | Yes [ o

S ol o e Sl Ul 2l oo () i e 1Y 21T 1512
2 If the answer to question (1) is yes, do you currently hold an account with Kuwait
Finance House? -

No [y Yes [ -

Jtsf =i e 2) O o Y o S et e 2Bl Sl e N 2 3 e (3
c'Ci ...... t)j.:u
3. Have you ever borrowed money from Kuwait Finance House over the last five

years for any prupose whatsoever (e.g. to finance a car, a project ...etc.)?

NoO vy Yes Oen

Jmmdt e e Y AL hzes I Y al b e (B) Jidt e bt 07 131 4)
Sl bl Bl oy o SO
4. If the answer to question (3) is ~Yes', what are the main reasons which made you

choose this particular bank and no other bank?

201



U N My oF B | Gyl | e e B Sy Las o

u‘f-'." );J y :Q\ ‘}::_-':-

Strongly | Disagree | Neither | Agree | Strongly | Reason for borrowing

Disagree Agree Nor Agree | from Kuwait Finance
Disagree House

LA gt e Belany

Kuwait Finance House is
an interest free-bank.

J’J—m u—l’ Jr‘—‘" L yao
gl Byt e il

It is difficult to obtain the
loans from other banks.

Ll st e oy 5 S
.2.,.;\.;5\ ﬂ)—s‘ o
Cost of finance is less

with  Kuwait Finance
House.

S ST et ey ik

.z.gJu‘ 5,—" g‘.‘b)" o
Employees of - Kuwait
Finance House are more
efficient.

JC L RO R DO VA
vy
The hours of business of

Kuwait Finance House
are more convenient.

) o A el o g

A il b
The loans of Kuwait
Finance House extends
over longer periods of
time.

e ¢ Tl o p ASY!
wlasly o ey o

Borrowing from Kuwait

Finance @ House was

recommended by friends
and relatives.
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oty el

Strongly
Disagree

A

Disagree

My s
S pF
Neither

Agree Nor
Disagree

W4l
)

Agree

o dey ;J\:|

Strongly
Agree

- . 3 . l -7 ‘ . . ¢
N ._-l S—’ J—’Y UL'A-“ \.JL—o‘

A g
borrowing
Finance

Reason for
from Kuwait
House

-l > J:—'—.{ ic‘) J-q——_r
35 e

It 1s easier to read Kuwait

Finance House’s
statements.

— & VbL-.'J' Cﬁ'}: r..l' o
pids il i SO gadh

C..a.U VRV PR
Community services Is
one important reason for

dealing with Kuwait
Finance House.

[are camied out

P Sy IPUC Y VTR
iy
transactions  of

Finance House
in a

The
Kuwait

speedy manner.

10

e T N T (O
Kuwait Finance House
enjoys a good reputation.

11

e r_;f o s

AP Uy P PORP VIR
Religion is the main
reason for dealing with
Kuwait Finance House.

12

S J et e py
_6,,'.\11 L ybwl

Kuwait Finance House
offers unique services.

13

203




sl f«‘“"

Strongly
Disagree

ey

Disagree

P n
SO 2y
Neither

Agree Nor
Disagree

L.:"’\J‘

Agree

si Wyl

Strongly
Agree

[ _'J -.9‘4-.-;7| UL,—:-‘J \-JL—‘

A
borrowing
Finance

Reason for
from Kuwait
House

e S e e SNl

ey B Y aze dole
The  transactions  of
Kuwait Finance House

are fair when borrowing
and paying back.

14

Gl oy o 2 AY S
It 1s easier to borrow
from Kuwait Finance
House for whatever
purpose.

S B ST st Sl .
— 2y — O pe
S e
There are no serious
problems if repayment of

the instalments  was
delayed.

16

;;—z,&“ J— ey @Ly

(O p gz y O pAliza
The  employees  of
Kuwait Finance House

are understanding and
helpful.

17

S S s By 2
The terms of borrowing

of Kuwait Finance House
are easy and just.

18

iyt g o A A e
.J-.J&.'.“ ‘}4,‘; &
The loan can be repayed

at any time at reduced
cost.

19
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ot ‘_-"’,'-5'; v'ﬁf'-ﬂ-; My S ‘_:J\){ [y ‘_'d\;; S o -.'a‘/'_"}" V\.—:.u_ a2 _JL_-'\
P 2 ) R e
Strongly | Disagree | Neither | Agree | Strongly | Reason for borrowing
Disagree Agree Nor Agree | from Kuwait Finance
Disagree House
—t AT s et § | 20
L:#)g‘ g)"’f.;“ —
We never dealt with any
other bank except Kuwait
Finance House.

S et o 9 Wy 0 kit b (5)
5. Do you hold any saving with Kuwait Finance House?

No v Yes O
C o SO bl ey O haind s Jada e g st e B D1t e Y1 ST 5L (6)

6. If the answer to the above question is "Yes" what kindly of deposits do you keep
with Kuwait Finance House?

Demand Deposit | NI 1% &1
Saving Deposit =] ) Wity
Time Deposit 0 J—=N @y

o Y Wy O hind (Sidas & oy Al AL ¢ e S (5) Jisd e Y1 ST 51 (T)
- Qo S e
7. If the answer to question (5) above is ~Yes", what are the main motives for
keeping deposits with Kuwait Finance House?
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i ezl | ol R B B B RO N r
NGV 2SI et

Strongly | Disagree | Neither | Agree | Strongly | Motives  for holding

Disagree Agree Nor Agree | deposits with Kuwait
Disagree Finance House

CSEEN| E — & saa

S A
The deposits of Kuwait
Finance House  are

guaranteed by the Central
Bank.

S e )
e S Sl o § e

S S
The deposits of the
Kuwait Finance House

are guaranteed by the
government.

Jot S e e s
Ll Je
RV U PR
Deposits with Kuwait
Finance House realise a
higher rate of return than

deposits  with  other
banks.

.'J:.'__h C:b; Nl

)

s S Jm e o
le_.—.» — 03d__aza L;\fi

& S
Kuwait Finance House

offers a variety of deposit
accords.

—F @:g' Jigdh o sy
Ay
The deposits of Kuwait

Finance House are
interest-free.
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iy \,-—'j“"

Strongly
Disagree

PP

- -

Disagree

By £
P 2
Neither
Agree Nor
Disagree

i

Agree

a.L_! ""l‘l:

Strongly
Agree

— S ahy Sy C'ﬂ;;

.
e S-'I
- -

W1
D
- e

Motives  for  holding
deposits  with  Kuwait
Finance House

J__,J..;‘l S C:bj poY

Ay e g O 2 S
The deposits of Kuwait
Finance House are never
used in  financing
interest-based
transactions.

> el & Ll U
Jt e W15 Bl
.;,._,JSM
Religious factors are the
main reasons for
depositing  with  the
Kuwait Finance House.

K M N JJ..L{ ;G|J; ‘_Lé-—_'

?._4& 'lf_..;i\ R WA P
[t 1s easv to read and
understand the statements

of Kuwait  Finance
House.

o g T e g p e

The large number of
branches of Kuwait
Finance House makes it
easier to deposit with that
bank

S Jesmdt am Jos G
L

Time of business of
Kuwait Finance House is
very convenient.

10
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i | B a5 U R B e by Sl
P ) S

Strongly | Disagree | Neither | Agree | Strongly | Motives  for  holding

Disagree Agree Nor Agree | deposits with Kuwait
Disagree Finance House

;;—z,g‘ SO R ql'-‘i’;‘
e UK O ez,
Employees of Kuwait

Finance House are very
efficient. '

11

P Uy g S
L & ol e

e SO
It is possible to pay Zakat
directly on the returns of

deposits  with Kuwait
Finance House.

12

T T
D (PR R S U

MR
Kuwait Finance House
contributes to the

society’'s and Muslim
nation's development.

13

iy o SI o o e

Kuwait Finance House
has a good reputation.

14

.3.!.3))‘ W ;L‘b! bL.;
It is easy to have access
to deposits with Kuwait
Finance House.

15

ilSy Uy P AY S
oo pall Oliy dadses
It is easy to borrow at
low cost using the
security of deposits with
Kuwait Finance House.

16
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- __(
[ u"f-’

Strongly
Disagree

5 22l
Nabad

Disagree

e e
P 2
Neither
Agree Nor
Disagree

40
S

Agree

saty 1y

Strongly
Agree

— J c‘l;}, .bu;:-}’\ CJ‘;.‘
;;45,51 b}‘::_.;h
Motives  for holding

deposits  with Kuwait
Finance House

~—

cJ'_..f a1y Ol
- ~—

-

It 1s possible to open a
deposit account.

S«

17

g U Jlo JisE S
.\.‘,L"-‘J ;i J}\J‘
It is easy to transfer

money domestically and-

overseas.

18

e, il JirS e

ALY
Kuwait Finance House
offers preference to its

depositors when borrowing
funds.

19

S UY C’Ji ¢
.;;).Ql L
I never deposited with

any other bank other than
Kuwait Finance House.

20

—al 2 b ¢ o S et o bt e 2l a3l o oladt ek ST 13) (8)

8. If you prefer to deal with conventional commercial banks rather than the Kuwait

Finance House, what are the main reasons for this?
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.. oo
"‘L-'!\,‘r’

Strongly
Disagree

2%

Disagree

Sy aF
S 2E Y
Neither
Agree Nor
Disagree

.
.ol
-~ ,"

Agree

s, u

Strongly
Agree

L TR 8 PP I Y i
4 [ - i
l:)h.j‘

Reasons for prefering to
deal with Conventional
Commercial Banks

T e JOE e
L JEEERCE VIPUREE R VS S PR
Al 4 e

The  transactions of
Kuwait Finance House
do not differ from those
of commercial banks.

Lo o i |
LA Jelany
It is not true that Kuwait

Finance House does not
deal in Interest.

Had et e Slas b

Most of the transactions
of Kuwait Finance House
are based on
"Morabaha”  principle,

which uses Riba in a
disguised manner.

;_F@}(h Ji)-'J‘ - c:\))
N WEER | S W SN VN

SSA
The Deposits of Kuwait
Finance House are not

guaranteed by the Central
Bank.

Jted e oy S
R
The cost of borrowing

from Kuwait Finance
House is too high.
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sy &_gf:;l

Strongly
Disagree

2 2zl
g

Disagree

e o
SO 2
Neither
Agree Nor
Disagree

ol
A o

Agree

PR T 1IN
-

Strongly
Agree

Lo bl s ol
uall
Reasons for prefering to

deal with Conventional
Commercial Banks

—_— Sl et L
‘s.." - s}ffh.w
The return on saving with

Kuwait Finance House is
too low.

lilay plass ol Lt s

ol gy 3 ol

LY CJ'.F'J "L>I) '

It is easier to use the
conventional bank credit
cards locally and
overseas.

3 OREY o o e
Sy b el

sl
The employees of Kuwait
Finance House are not

more efficient than those
of the convermonal banks.

LJE N WE A RO
BRI T ER

The hours of business of
Kuwait Finance House
are similar to those of
other commercial banks.

oladl iyl Sl e

Sl e g J 2ST o o)

J___,,U ;}'.u,-_L\ C’I;}!l |

The conventional banks
offer more choices with
respect to the type of
saving accounts.

10
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VT SR

Strongly | Disagree | Neither | Agree | Strongly | Reasons for prefering to

Disagree Agree Nor Agree | deal with Conventional
Disagree Commercial Banks

$Y s A fe et L
AW it Sl sk
It 1s easy to get loans for

any pruposes  from
conventional banks.

11

PG I gy J‘L‘J‘ UL.'A.'DQ\ o

L8342 |

It 1s better to deal at a
fixed interest-rate rather
than a variable rate of
profit.

12

~ 'Y\; 'JQ|VL3}‘;"‘-"‘-"'
A '_."a; )
Kuwait Finance House

does not give personal
loans.

13

e AN e 5 ot

S &y el LU
Kuwait Finance House
charges all interest to the
end of the duration of the

loan even if the loan was
paid earlier.

14

J=tr e e A ASY
g dlally Sl ol 2Y
Sl o o S 5 )
Borrowing on Musharaka

or Mudaraba basis results
in business interaction.

15
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Strongly
Disagree

Disagree

My pF
Neither
Agree Nor
Disagree

e
1
u.«""

-

Agree

.
[ 3= Sk 1Y
.

Strongly
Agree

Yo ! L=l
- 0 —
lg)L:J‘

Reasons for prefering to
deal with Conventional
Commercial Banks

VB UL S )
rSPIE RIS P W O

el gl B ey
There is no difference
between stiatemert accounts
of Kuwait Finance House

and other conventional
banks.

16

&M P el J’JJ‘
i 8, aiws g d
Ll J)J_G.U ;ﬁ) \_'.U;U
j Srp SN CRY W— NV 1
R ..Q‘
-~
Fixed income through a
predetermined  interest

rate is prefered to
variable unknown profit.

17

Y SV S RN N
P I LG LA
Borrowing at a fixed

interest rate is better
than profit sharing.

18

o—F L i 8L oL
J— e 3 L

.@,Q\
Bank accounts of the
traditional banks cost
less to open and keep

ten accournts m Kuwait
Finance House.

19
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N ~

Sy L
Strongly | Disagree | Neither | Agree | Strongly | Reasons for prefering to
Disagree Agree Nor Agree | deal with Conventional

Disagree Commercial Banks

o S b Y
e e S

Ll
It is not necessary to
transfer the salary to
the conventional banks

in order to borrow
money.

§ St (3l U Ly 1 oo S et o e LU i g S8 e (9)
9. Do you consider transferring your accounts from a conventional commercial bank
to Kuwait Finance House or the other way round?

NoOY Yes (e

_“_—? ;; Qj; 4'_ PPeLE | r_{:\.‘_a ‘;.F '4.:.;%‘ s.'JLOJh.'A‘ ‘Ua.:-} cL’-J (10)
10. Please answer the following questions about your personal characteristics without
mentioning any names.

(i) Sex : !
Female (J i Male O3 7

(i) Age : —bi
Less than 21 O 2l e Bl
21 and less than 25 O i 25 . piy 21
25 and less than 35 O i 35 .0 Jily 25
35 and less than 45 J i 45 .. Jily 35
45 or more | ST e 45
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(iif) Monthly family income: ¢ —0 i Y1 25

Less than 500 KD

500 and less than 750 KD I;,
750 and less than 1000 KD 0O
1000 and less than 1500 KD ]
1500 and less than 2000 KD -
More than 2000KD O
(iv) Education : alad Wb
Primary O
Intermediate ]
Secondary ]
Diploma after High School |
Holds a first University Degree [
Higher Education ]
(v) Occupation : us J
Public servant O
Employee in a private organization [
Self employed 0
(vi) Nationality : a—3!
- Kuwaiti 0 =55
Non-Kuwaiti O oS
YT TIIILL
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J=> 500 - Ui

=2 750 . iy 500
s=> 1000 - iy 750
,%2 1500 . i, 1000
J=5 2000 - ity 1500
Sk 2000 o 57
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