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1. Organising Principles of Islamic Finance:

—

- Verse 48: Chapter 5
- Verse 275: Chapter 2

- Major objective: risk sharing
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- 2. Past, present and possible future trajectory of

Islamic Finance

1 anomaly at inception: historical evolution of financial and banking
system;

T roots in the conventional system: organic relations;

1 instruments reversed engineered without much attention to the
deeper objectives of Islam.

1 present: size and magnitude still not significant compared to the
conventional. There is time to change course;
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2. Past, present and possible future trajectory of
Islamic Finance
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present: size and magnitude still not significant compared to the
conventional. There is time to change course;
most instruments are short-t e r m, highly I iquid, | ow

R R o e e e e e e

most, if not all, are wholesale: risk concentration;

proliferation of instruments that have basically the same risk-return profile but
differentiated as marketing device;

proliferation of complicated and non-transparent instruments has added to the
conceptual complexity which, together with technical shariah terms, has mystified
non-muslim financiers and investors and is

factored as a risk. Islamic finance is considered as too difficult to understand;

all of the above has created a systemic risk for Islamic finance. Even relatively
small failures have disproportional large adverse systemic consequences;

inconsistent macro policy.
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3. Future trajectory:

Scenario |.

Scenario ll.

Extrapolation of present path into the
future: more of the same.

Development of Islamic finance based on
risk sharing: domestic and international.
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- 4. Question of stability of the financial system:

A. Conventional finance unstable: factors:

reliance on interest-based debt financing;
maturity mismatch;

market value mismatch in response to asset price shocks;
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moral hazard of deposit guarantee;
- prone to high leverage;
-0too big to fail o phenomenon

- government leveraging of tax payer (moral hazard);
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- 4. Question of stability of the financial system:

B. Stability of Islamic finance: Scenario I.
Present structure of Islamic finance exposed to risk: factors

1 debt-like structures of low-risk, highly liquid, short-term
instruments exposed to:

a) macroenomomic shocks;

b)  asset price shocks;

C) reputational risk;
d) systemic risk.

I deposit guarantees and related risks.



/

/

_ =
- 4. Question of stability of the financial system:

C.

Stability of Islamic finance: Scenario ll.

— (

bifurcation of the financial system;

—(

no maturity or value mismatch;

—(

economic and financial stability;

in Scenario I, Islamic finance exploits the wedge

—(

created by equity premium.
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- 5. Malaysian Paradigm

A. lts characteristics:

- government commitment;

- gradual and deliberate: ground well prepared;
- strong supervision/regulation;

- human capital.

B. Future Prospects: greater reliance on risk sharing.



