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Abstract

Profit sharing investment accounts (PSIAs) are unique and                             
foundational to Islamic banking. PSIAs are a hybrid between current 
accounts (unstable sources of funding due to withdrawal risk) on one 
extreme, and partnership (stable sources of funding due to risk taking 
nature) on the other extreme. In the literature, considerable interest 
has been attached to this nature of the PSIAs in the capital structure 
of Islamic banks, specially, with respect to its implications for banking 
stability and regulatory capital assessment. Recognising the hybrid 
nature of the PSIAs, the Islamic Financial Services Board (IFSB) 
introduced two formulas addressing the inherent risk in the full range 
of the hybrid nature of PSIAs. The standard formula treats the PSIAs 
as partnership and risk taking. The supervisory discretionary formula 
treats the PSIAs as deposits tempting to migrate between banks                  
seeking higher rate of returns. If depositors have to migrate,                      
shareholders have to face the migratory depositors’ risk displaced on 
their responsibility. In quantitative terms how much this displaced 
commercial risk will be in a particular Islamic bank? The measure is 
known as the Alpha factor in the second IFSB formula. In this paper 
we empirically address the robustness of the Alpha factor in the          
selected GCC Islamic banks. We show that the regulatory practice in 
this regard needs improvement on credibility. If Islamic banking has to 
make a difference in the global scene, the management of PSIAs 
requires a deep rooted reform. We set the pillars of such a reform that 
policy makers may find useful in supporting the promotion of genuine 
Islamic banking.

Keywords: Displaced Commercial Risk, PSIA management, capital adequacy of 
Islamic banks, Islamic banking
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INTRODUCTION

Thanks to globalization of trade, novel financial engineering and significant growth, 
the Islamic Finance industry has been garnering credibility in the eyes of significant 
international players, who are now considering it as an alternative or additional source 
to finance their economies. As a result, what was once just a localized phenomenon, 
has now become international. Nevertheless, in order to effectively integrate Islamic 
financial institutions into the wider global system requires enhanced regulations, 
adequate policies and risk management systems to be in place. Because by virtue of its 
structure, Islamic banks carry unique risk characteristics on both its funding as well as 
its asset side on the balance sheet exposing itself to specific risks that are in addition to 
bearing those already inherent in the conventional banking structure. 

One of the unique features of Islamic banks that sets itself apart from its conventional 
counterparts is its ‘Profit Sharing Investment Accounts’ (PSIA). These PSIAs have the 
characteristic features of both a deposit as well as equity. They resemble deposits as 
they do not have any maturity as well as any governance rights. However, it fails to 
satisfy the proper definition of a deposit as neither the principle nor the return on its 
investment is guaranteed, thus resembling more like an equity or investment like               
product. This issue poses a regulatory challenge as traditionally banking institutions 
were licensed to operate as depository institutions paying fixed returns. Additionally 
these PSIAs are bundled with many unique risks of which the most significant is the 
‘Displaced Commercial Risk’ (DCR) which if not measured and managed adequately 
can result in instability for the bank since PSIAs are the largest source of funds for 
Islamic banks. While on one hand the PSIA is a unique characteristic feature of Islamic 
banks and thus from a regulatory perspective needs to be preserved, on the other hand, 
this also necessitates the assignment of certain safeguards so that they do not become 
the cause of insolvency for banks. Due to the unique nature of the PSIAs and the risks 
associated with it, different jurisdictions treat and regulate the PSIAs in various ways. 
Some jurisdictions: 

• Do not allow PSIAs at all: Certain jurisdictions such as Saudi Arabia, the Saudi 
Arabian Monetary Agency (SAMA) does not allow commercial banks to offer PSIAs 
in the country. Instead they are substituted by Islamic mutual funds. 

• Allow PSIAs, but treat it same as deposits: Countries such as Malaysia, Qatar and 
Indonesia, treat PSIAs as highly protected deposit like product with implicitly                     
guaranteed capital.

• Allow PSIAs and treat it as a pure partnership product: The PSIAs tend to resemble 
equity in nature as the IAH bears the complete risk on these underlying investments

• Allow PSIAs but treat it as a hybrid of partnership and deposits: In most countries the 
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PSIAs tend to be a combination of the two extreme cases with certain amount of risk 
being borne by the IAH while the remaining risk on the PSIAs investment is                    
transferred onto the heads of the shareholders.

In recognition of the exposure of Islamic Banks to DCR, the Islamic Financial services 
Board (IFSB) has proposed two alternative capital adequacy ratios for Islamic banks in 
which one ratio treats PSIAs as typical risk bearing Mudaraba investment while the 
other treats PSIAs as semi-deposits with a part of or entire risk on the PSIAs being 
borne by the shareholders which is denoted by an Alpha.  In the latter case, it is upon 
the discretion of the supervisory authorities to determine the value of Alpha to be used 
in according to the risk sharing nature in their respective jurisdictions. But whether in 
reality the Alpha value determined by the supervisory authority is an actual reflection 
of the DCR prevalent in the jurisdiction is highly debatable. This paper attempts to 
empirically address the robustness of the Alpha factor by applying the IFSB                        
Supervisory Discretion Formula that is currently in place and test it on selected Islamic 
banks in Qatar and Bahrain. 

PSIA and Displaced Commercial Risk

Theoretically Mudaraba based accounts, which typically constitute the PSIA, requires 
the profits to be shared on a pre-agreed proportion and the losses on the investment to 
be borne by the IAH, while the Mudarib bears the loss of his efforts unless otherwise 
proven to be a case of negligence (Shariah Standard 13, AAOIFI, 2008).  Nevertheless, 
in practise, this is not the case as the sharing of ‘actual profits’ is not implemented per 
se as often there is smoothing of returns to IAH due to market considerations or                        
regulatory climate which gives rise to a unique risk called displaced commercial risk 
(DCR).  (Archer & Karim, 2006) Thus, DCR is specific to Islamic Banks arising out 
of the management of PSIAs because banks have to pay a competitive rate of return on 
the investments rather than the actual. This has important implications on the capital 
adequacy of Islamic banks because any risks borne by the shareholders on the PSIAs 
have to be reflected in the capital ratio.. Income smoothing is not uncommon in 
conventional finance practices. It is normally done through the use of loan loss                     
provisions (LLP) which managers easily appropriate according to the desired result. 
Income smoothing in Islamic finance for PSIA is either done by maintaining                       
prudential reserves such as the Profit Equalization Reserves (PER) and the Investment 
Risk Reserves (IRR) which mitigates DCR to some extent. But when the reserves are 
insufficient, the bank reduces its percentage of share in profits or transfer from the 
equity of the shareholders or a combination of either techniques, both of which will 
result in displacement of risk due to it being borne by the equity holders instead of the 
IAH (IFSB, 2011). The policies in place to manage PER and IRR have important 
consequences on the bank’s management of DCR since insufficient reserves will lead 
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to smoothing techniques that have DCR (Sundararajan V., 2008). The various                     
smoothing techniques practiced by banks pose a challenge to regulators in assessing 
the actual risk borne by the shareholders since this calls for additional capital charge. 
(Sundararajan V. , 2005) A study on the relationship between investment deposits and 
capitalization of Islamic banks revealed that a significant negative relationship 
between PSIA and regulatory capital ratio exists indicating that the specific nature of 
the PSIA could be a source of excessive risk taking in Islamic banks which could 
ultimately threaten the solvency of Islamic banks. (Hamza & Saadaoui, 2013)

Displaced Commercial Risk is a relatively new term in the banking literature. DCR is 
so named because of the ‘displacement’ of risk from the investment account holders to 
the bank’s shareholders as the returns to the IAH consists of higher than actual or 
fictitious profits generally drawn from equity. (IFSB-15, 2013) This risk is also one of 
the main initiating factor for withdrawal risk. The logic that prevails is that, it is in the 
interest of the equity holders to pay competitive returns even if it is at their expense, as 
this will prevent the depositors from withdrawing their accounts and migrating to other 
banks and thus reducing withdrawal risk due to low returns (Khan & Ahmed, 2001). 
This is significant because several studies on banking behaviour of Islamic bank 
customers revealed that maximisation of benefits was found to be one of the                          
predominant motivation for patronizing Islamic banks among other factors (Dusuki & 
Abdullah, 2007) (Al- Ajmi, Hussein, & Al-Saleh, 2009) (Edris & Al-Mahmeed, 1997) 
(Abduh & Othman, 2014). This implies that Islamic bank customers are highly                         
sensitive to variability in the rate of return on their PSIA which might eventually lead 
them to withdraw their deposits if the returns are low. This is also proven by several 
other studies which reveal an inverse relationship between the  market interest rates 
and volume of deposits in Islamic banks as well as a strong positive relationship 
between the profit rates offered by Islamic banks on PSIAs and conventional interest 
rates (Haron & Azmi, 2008) (Cevik & Charap, 2011) (Zainol & Kassim, 2010). 

The Supervisory Discretion on Alpha
From a Shari’ah consideration, the treatment of PSIA as deposits or quasi deposit 
products violates the underlying principle of Mudaraba contract on the basis of which 
PSIA are risk bearing instruments. Since legal and regulatory measures often seek to 
protect the PSIA and commercial pressures force Islamic Banks to treat PSIA as a 
depository product, it is of utmost importance to improvise measures that may                     
reconcile the legal, market as well as Shari’ah consideration. In order to accommodate 
the different treatments of PSIAs in various jurisdictions the IFSB has proposed two 
alternative formulas for the capital adequacy ratio of Islamic Banks – the Standard 
Formula and the Supervisory Discretion Formula. 

The standard formula deals with PSIAs as typical Mudaraba investments where the 
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entire commercial risk (credit or market) on investment is borne by the IAH. This 
implies that the bank does not have to involve in any kind of smoothing of profit 
payouts or hold any extra regulatory capital to cover the commercial risk associated 
with assets funded by the PSIAs except for operational risk. On the other hand, the 
Supervisory Discretion Formula is used in jurisdictions where the supervisory            
authority views that smoothing of returns is necessary in order to mitigate withdrawal 
risk and the associated systemic risk (IFSB-15, 2013). In this case the bank absorbs 
(partially or entirely) the risks on the PSIAs investments which has implications on the 
capital of the bank.   This is a much better formulation than the arbitrary CAR, since it 
considers the localized national exposure to DCR. The proportion of the RWA funded 
by the PSIAs to be treated as deposits is denoted as ‘alpha’ and is included in the 
denominator in the calculation of the CAR. The value of alpha is subject to the            
discretion of the supervisors and thus gets its name – supervisory discretion formula. 
Thus additional regulatory capital must be held by the bank in order to cater to the 
DCR. The formula by IFSB is given below:

Supervisory Discretion Formula:

Where,

RWA= Risk Weighted assets

CR = Credit Risk

MR= Market Risk

OR= Operational Risk

The value of alpha can fall anywhere between zero and one, with 0 implying                    
partnership like instrument where the IAH bears the commercial risk while an alpha 
value of 1 implies a pure depository instrument with the entire risk being borne by the 
bank shareholders thus resembling a conventional deposit since the capital is implicitly 
guaranteed by the Islamic bank.  This also depicts a direct relationship between the 
value of alpha and DCR. To obtain realistic values of alpha that correspond to the 
actual risk profile of the banks in their jurisdictions, the regulators can use an ‘IIFS 
specific data approach’ or a ‘Panel Data Approach’ (IFSB GN4 2011). The former 
approach leaves it up to the discretion of the regulatory authorities to impose                     
individual alphas for banks according to their assessment of the bank’s exposure to 
DCR while in the latter, the regulatory authority may estimate a country specific alpha 
factor using panel data of all the IIFS operating under its jurisdiction. 
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In practice however, in most cases, the central banks determine the value of alpha 
arbitrarily, which is then imposed on the Islamic banks in their jurisdictions (Toumi, 
Viviani and Belkacem 2011). The value of α for select jurisdictions are given in Table 
1 in Appendix I. The rationale of supervisory discretion on alpha is to let the                
authorities to determine the DCR that is faced by the Islamic Banks in their respective 
jurisdictions. However if it’s a single value for the entire jurisdiction, this would imply 
the assumption that all Islamic banks in its jurisdictions practice the same method of 
return smoothing which can however not be the actual case as different Islamic banks 
have varying risk profiles and thus an arbitrary alpha value will only provide an 
inaccurate measure of capital adequacy for the concerned banks. Because of the 
presence of DCR and the different smoothing methodologies used by individual   
Islamic banks, an appropriate measurement of the actual risk sharing has to be the 
basis of the calculation of alpha which is an important input for calculating the capital 
adequacy ratio. 

The IFSB GN-4 Guidance Note on the Determination of Alpha in the CAR for IIFS 
details an algebraic approach to determine the value of alpha as well as measure the 
DCR.  This is the same methodology developed by Sundararajan (2005) who found 
that the current extent of disclosure is not adequate for the calculation of an                   
appropriate value of alpha and that additional data is required to estimate the alpha and 
the DCR reasonably for which the supervisory authorities will have to review their 
existing accounting frameworks as well as reporting and disclosure standards by IIFS 
in their respective jurisdictions to determine the data requirements. The IFSB GN4 
also mentions that a higher value of alpha is necessary in jurisdictions where IAH are 
protected by the regulatory authorities. This implies that the supervisors have to also 
consider the legal status of the PSIA in their jurisdiction such as whether PSIAs are by 
default capital certain because of legal or regulatory/supervisory requirements, or are 
led to expect market-related returns, or are protected by Shari’ah compliant deposit 
insurance in their jurisdictions. Similarly bank policies concerning the maintenance of 
the reserves (PER and IRR) are also important while estimating the appropriate value 
of alpha because a bank with adequate size of reserves will have lesser DCR and thus 
will push the value of alpha closer to zero. Conversely if there is no PER or IRR or they 
are insufficient, it will result in risk sharing and thus DCR, moving the value of alpha 
closer to one. 

If the PSIAs are practised true to its original nature, then the IAH bears all the risk and 
the issue of DCR does not arise. The only risk that the bank would have to provide 
regulatory capital is for operational risks associated with these deposits. However in 
reality this is not the case as the bank absorbs a significant amount of risk on the IAH 
funds, and thus has to provide regulatory capital to cover these risk exposures. The 
existence of DCR warrants allocation of regulatory capital to absorb any losses               



54 Managing Displaced Commercial Risk in Selected GCC Islamic Banks

associated with the IAH funds that are borne by the shareholders. It is very risky for 
Islamic banks if alpha is set to 0 while it is in fact closer to 1 as this will result in under-
capitalization. On the other hand, if supervisors impose alpha close to 1 while in fact 
it should be closer to 0 will result in banks carrying excess capital which will take a toll 
on its efficiency and thus competition. Thus an adequate alpha value is important in 
order to promote bank stability while incentivizing banks to manage DCR without 
effecting its competitiveness.

Evaluating the IFSB Methodology to Estimate DCR 

3.  For more details on the derivation of the alternative formulas see V. Sundararajan (2011) and Archer et 
al (2007)
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PSIAs in Qatar & Bahrain

 a)  Qatar :

Being an important regional player, the Qatar government has designed several 
policies to promote the development of Islamic Finance in the country. One significant 
step is the legislature banning the operation of Islamic windows of conventional banks 
(QFCRA Rules 2012-13) owing to increased concerns over of overlapping of business 
of both the conventional and Islamic sources and uses of funds. It is a positive attempt 



56 Managing Displaced Commercial Risk in Selected GCC Islamic Banks

to induce much needed transparency and governance to the industry as well as a boost 
for the Islamic finance institutions. In 2012, the Qatar Central Bank (QCB) issued a 
new law - Law of the Qatar Central Bank and the Regulation of Financial Institutions 
(Law No.13 of 2012) - which introduces clear legal distinction between Islamic banks 
and conventional banks. 

Currently the country has four full-fledged Islamic banks of which Qatar Islamic Bank 
(QIB) is the oldest, being established in 1982 as well as the largest Islamic Bank in 
Qatar. The other three Islamic banks are Qatar International Islamic bank (QIIB), 
Masraf Al Rayyan (MAR) and Barwa Bank. Together the four banks own 33.5% (as of 
2014) market share of the total banking assets in Qatar (QIB 2014). Qatar’s Sovereign 
Wealth Fund –Qatar Investment Authority (QIA) – is a major shareholder of Masraf Al 
Rayyan, Qatar Islamic Bank as well as Qatar International Islamic Bank while         
government based Qatar Holding is a major shareholder of the Barwa Bank.               
Additionally with a view to facilitate liquidity management in Islamic banks, the 
government issues regular bonds as well as sovereign sukuks.

In the case of unrestricted investment accounts, the QCB directs the Islamic banks in 
Qatar to distribute the profit between the IAH and the shareholders by calculating the 
net profit after taking into account all expenses. The IAH share of profit is normally 
calculated based on the daily deposit balances over the year minus the mudarib fee. 
QCB forbids passing on the losses to the IAH and in the case of a negative earnings in 
any year, then QCB determines the bank’s responsibility for the losses as well as how 
to treat it without violating Shari’ah principles. (QCB 2014). Prior to 2008, Islamic 
banks in Qatar were required to appropriate profits to PER and IRR for the purpose of 
income smoothing to IAH. However in 2008, QCB issued its circular No. 87/2008, 
wherein risk reserves are not to be deducted from the profit attributable to the IAH. 
Instead any shortcomings in the rate of profit should be appropriated from the                
shareholders’ funds. Accordingly, none of the banks report the existence of any such 
reserves in their annual reports. Smoothing of profits is done mainly through            
Shareholders contribution to the IAH share of profits (QCB 2014). The amount 
contributed to the depositors’ profits is clearly mentioned in the annual reports. The 
Table 3 shows the amount of shareholders contribution to the profit of IAH in Islamic 
Banks in Qatar for the years 2008-2013.

As far as the DCR is concerned, prior to 2014 the QCB required Islamic banks to 
provide for an alpha of. 35 wherein a part of the risk was borne by the shareholders of 
the bank. However as a part of the ongoing implementation of Basel III accords, in 
January 2014 the value of α has been changed to 1 which treats the PSIA as pure          
deposits thus displacing all the risk on the IAH funds to the shareholders. (QCB 2014)
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 b)  Bahrain 

With major Islamic finance architectural institutions headquartered in Bahrain, it is 
undoubtedly one of the major Islamic Finance hub in the region. Bahrain is also one of 
the first countries to recognize the potential of Islamic banking and embed it into its 
financial system. As of 2014, there are 22 Islamic Banks operating within the country 
of which 6 are retail Islamic banks. Bahrain Islamic Bank is the oldest which was 
established in 1983. 

Islamic banks in Bahrain invest the PSIA funds commingled with its own funds and 
profits distributed on pre agreed ratios. However any losses on the investment of IAH 
funds is borne by the IAH themselves, except in case of gross negligence or                    
misconduct on the part of the Bank. The deposit amount collected from the customers          
contribute towards ‘Equity of Investment Account holders’. The IAH funds are not 
entirely invested as the Banks are required to maintain a cash reserve with the CBB. 
Additionally amounts required to meet operational needs are also set aside. The profit 
thus distributed is according to the utilisation of such deposits. Since these IAH are a 
major source of funding for Islamic banks, the banks also monitor closely the returns 
offered by its competitors in order to meet customer expectations. Profits are allocated 
between the bank and IAH based on the contribution of each of the group and             
distributed after deducting the Mudarib Share. The Unrestricted Investment account 
deposits in Islamic banks are protected by the CBB upto a maximum of BD 15,000 per 
eligible account in the case of insolvency of the bank. This is done through an Islamic 
Fund that is collected and maintained over many years from the Islamic Banks that 
contribute on an annual pro-rata basis of the total Eligible Accounts in the Bank.    
(CBB n.d.)

The Central Bank of Bahrain recognizes the concept of DCR and requires Islamic 
banks in the country to have a strong policies in place for the management of DCR. 
CBB also requires the Islamic banks to maintain PER and IRR in order to reduce the 
negative effects of DCR. CBB does not impose any upper limit on appropriation to 
PER and IRR accounts. However, banks are mandated to provide detailed disclosure 
on the amount appropriated and used as reserves, profit distributed and other                
information related to the unrestricted IAH. It is mentioned in the annual reports of the 
Islamic banks that the most common method used by the banks for income smoothing 
is reducing or increasing the Mudarib Share. Detailed disclosures on the ‘Equity of 
Investment Account Holders’ are given as a separate section in the banks’ annual 
reports as required by “Basel II Pillar 3 Disclosures’ in which the type of deposits, the 
assets, income smoothing, profit calculation and distribution are clearly mentioned. 
CBB requires regulatory capital to be held to provide for DCR and operational risk 
with respect to the residual risk to the shareholders. The banks are required to provide 
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regulatory capital to cover a minimum requirement arising from 30% of the RWA 
financed by the PSIA.  (CBB Rulebook, CA- 1.1.11). 

Empirical Analysis 

 a)  Data & Methodology

All four Islamic banks in Qatar and four out of six retail Islamic banks in Bahrain are 
being analysed to estimate the DCR and alpha by applying the IFSB formula. These 
countries have been selected due to the availability of the appropriate data to our 
specific need which is derived entirely from the annual reports for the time period of 
seven years (2008 -2014). The general practise in Islamic banks in these jurisdictions 
is to commingle its own funds with the IAH funds for investments. Since the exact 
amount of commingled funds is not available the shareholders equity and the total 
investment deposits have been taken as a proxy. The same proxies have been used in 
previous related studies by Farook et al (2012) and Toumi et al (2011). The market 
interest rate on deposits is considered as the benchmark rate of return (R

M
).

 b)  Empirical Test for Smoothing & DCR

Ideally a positive correlation between return on assets and rates paid to IAH is              
expected when there is no smoothing of returns and hence no DCR. To empirically test 
this rationale the ‘return on assets’ (ROA) and the return to the IAH which is termed as 
‘return on Mudaraba deposits’ (ROMD) of six Islamic Banks from Bahrain and Qatar 
for the period of seven years (2008-2014) selected randomly was compared as             
depicted in Figure 1 in the appendix II. It is clearly observed that at every point the 
ROMD is different from that of the ROA and mostly if not always, much higher than 
the actual asset returns. Another interesting observation is that, even while the ROA 
has been negative for certain years, the ROMD still shows positive trend as seen from 
the data for Khaleeji Commercial Bank and Al Baraka Bank in Bahrain. This is a clear 
indication of income smoothing.  Similar results was obtained by Sundarajan (2005) 
who studied a sample of Islamic banks in different jurisdictions for two time periods 
and found that there was no positive correlation between these two rates of returns. 
Instead, the rate paid to IAH was positively correlated with the market rate of return on 
deposits which is a strong indication of the existence of return smoothing and the 
existence of DCR as the bank capital is absorbing a significant amount of risk.

To find the extent of income smoothing, data on investment account funds were also 
analysed for all four Islamic banks in Qatar. The regulators in Qatar prohibits Islamic 
banks from making any appropriations from the IAH returns as well as he maintenance 
of risk reserves. Hence any shortfalls in the returns to IAH will have to be carried out 
at the expense of the equity holders. This is presented in Table 3 in Appendix I which 
clearly shows the amount transferred from shareholders equity to IAH in Islamic banks 
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in Qatar and is denoted as Dk. This is also a clear evidence of the presence of DCR.

 c)  Measurement of DCR and Alpha for banks in Qatar

From Table 5 we see that the α of the Islamic banks in Qatar for the seven year data 
ranges from .22 to .31 which shows that almost one third of the commercial risk is 
borne by the shareholders. But this calculation does not entirely justify the actual 
amount of risk borne by the shareholders as the IFSB methodology assumes that either 
utilization of PER, IRR or reduction in mudarib share is present in all cases of income 
smoothing. However in the case of Qatari Islamic banks, there is neither PER nor IRR 
and the case of reducing mudarib’s share is not disclosed clearly. They do clearly                
mention the transfer of income from shareholders (D

K
) in all cases of income              

smoothing. DK is generally a donation (expressed as a rate) from the shareholders to 
the IAH out of the shareholders’ share of profits on commingled funds, which is very 

4.  Refer IFSB GN 4 for Calculation Steps
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much different from a reduction of the Mudarib share (1-�) to a level below the           
percentage specified in the Mudarabah contract. Even though the effects of either - the 
donation or the reduction - may be the same, the reduction in Mudarib share is usually 
practiced in the case when there are no commingled funds (Sundararajan, 2005). On 
referring back to Table 3 in Appendix I, it is clear that Masraf Al Rayyan and Barwa 
Bank has made significantly large contributions to the IAH returns as a percentage of 
Total returns. However the value of α calculated is the lower for these banks which 
suggests that the model may not be entirely reliable for accuracy or that the                   
unavailability of accurate data limits the potential of the model. 

While the QCB mandates Islamic Banks to calculate the CAR with the value =1, the 
calculation reveals the value of α to be ranging from 0.22 to 0.31.  If the calculated 
values are to be relied, then Islamic banks in Qatar are having to hold extra capital than 
required to cover for risks arising out of assets funded by the PSIA. In effect by taking 
the α as 1, the Islamic banks are shutting out the unique characteristic of risk sharing on 
its funding side while on the other hand, they are extra capitalising which leads to 
inefficiency for Islamic banks and reduces their competitiveness. Another important 
point that has to be noted is that up until 2011 the banks offered high rates of returns 
that closely followed the market. However after 2011 when the Islamic banking 
windows in their conventional counterparts were closed, the rate of returns to the IAH 
in all Islamic banks in Qatar has turned meagre and not really in line with the market 
rate of return. Hence the w i.e., the reliance on market rate of return, may actually be 
much smaller for the years 2011 onwards which can also affect the data analysis. 

 d)  Measurement of DCR and Alpha for banks in Bahrain

Data from annual reports for seven years (2008 – 2014) have been collected for four 
Islamic Retail banks in Bahrain. Only one bank (Al Salam Bank- Bahrain) had the 
complete set of data that was required in the IFSB methodology for calculation of 
Alpha. For the remaining three banks the same proxies as used in the case of Qatar was 
applied and the IFSB steps were applied. The regression of R

I
 on R

A
 and R

M
 produces 

the value of w = 0.35. This w was applied to the IFSB formula to calculate the return 
on equity under alternate scenarios.
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The resulting calculation of DCR and α is tabulated in Table 6 and Table 7 in Appendix 
I. The data analysis reveals that the value of α ranges from 0.33 to 0.35 for the three 
banks analysed with proxies. This is more or less around the  =.30, that is stipulated by 
the CBB.  In other words, the Islamic banks must bear 30 % of the credit and market 
risk-weighted assets financed by investment accounts to mitigate the displaced        
commercial risk. The rest (70 %) is to be borne by the IAH. However the alpha value 
was found to be 0.06 for Al Salam Bank which had the complete required data for 
calculating alpha using the IFSB methodology. The low value of alpha is in fact more 
reasonable since it is fitting to note that Islamic banks in Bahrain smooth returns 
through appropriations to and from reserves such as PER and IRR which is an            
important tool in mitigating DCR. In the case of Salam bank, the bank is infact having 
to hold more regulatory capital than is necessary which will inturn affect its efficiency 
due to the imposed alpha value of .30 by the Central Bank of Bahrain.  

This study is consistent with Toumi et al (2011) study which also observed the value 
of α   for Bahrain Islamic bank using the IFSB method to be 0.30.  Although this study 
is not consistent with the value of α calculated by Farooq et al (2012) which was based 
on three Islamic banks in Bahrain for a period of three years which observed the alpha 
value to be closer to 0.52, the difference can be attributed to the variation in the IFSB 
formula utilised by Farooq’s (2012) study. He did not take into consideration the effect 
of the PER and the IRR in the formula. Instead of using the formula R
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PER and IRR used by the bank in profit smoothing and hence could have resulted in 
the higher value of alpha. 

Findings & Implications 

General practice is that the regulatory and supervisory authorities impose a single 
value of alpha on all the Islamic banks in their jurisdiction rather than being ‘bank 
specific’ based on the actual risk sharing and smoothing techniques used by the 
individual banks. This type of indiscriminate regulation imposed on all banks equally 
can in fact tend to harm those banks that practise a true form of profit sharing or are 
attempting to do so and can become a disincentive to utilising prudential risk            
management tools. While Qatar Central Bank has fixed an alpha value of 1 for Islamic 
banks in Qatar in the calculation of its CAR, the Central Bank of Bahrain considers 
PSIAs as semi-deposits and fixes the alpha value of 0.30 for Islamic banks under its 
jurisdiction. This means that 100% of the commercial risk on IAH funds will be borne 
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by the bank in the case of Qatar, while in Bahrain, the bank absorbs a 30% to 35% of 
commercial risks on the assets while the IAH bears the remaining 70% - 65%. 

Empirical analysis on the data collected from Islamic banks in Qatar reveals an alpha 
ranging between 0.22 -0.33 as opposed to the value of alpha to be 1 which is imposed 
by the Qatar Central Bank on Islamic Banks in Qatar. However the finding can be 
misleading since the DCR is high in Islamic Banks in Qatar as they are required by law 
to conduct the smoothing of returns to IAH solely through contributions from the 
shareholders equity and are prohibited from making any appropriations from the 
income of the IAH or maintain any prudential reserves such as the PER or the IRR. 
Data collected from Qatari banks shows clear evidence of this practise which is a cause 
for high DCR. However the lack of clear data on the commingling of funds hinders the 
calculation of real DCR prevalent in these banks. 

 From the empirical analysis employing the IFSB methodology, we find that the alpha 
value of Islamic banks in Bahrain to be range between 0.33-0.35 which is more or less 
nearer to the alpha value of 0.30 that is imposed by Central Bank of Bahrain. However 
this was done using proxies such as total IAH funds and total equity instead of bank’s 
share and IAH share of commingled funds respectively. However when empirical 
analysis on one a certain bank that had full disclosure was conducted, we find that the 
alpha value is only 0.06 which means that the bank actually bears only 6% of risk on 
the IAH assets while regulatory requirements forces it to maintain regulatory capital to 
cover for 30% of the risks arising out of the IAH assets.  

A critical evaluation of the IFSB formula reveals minor errors in their methodology 
which may affect the calculation of the appropriate value of alpha. The IFSB                    
methodology proposes calculation of return to shareholders under three alternative 
scenarios in order to calculate the DCR. This is done by changing the value of w 
(weightage of return to IAH to market rate of return) in the basic equation where w is 
1 when PSIA are treated as pure deposits, w takes the value of 0 when PSIA are treated 
as a pure investment and 0<w<1 when it is a semi deposit. Instead of keeping other 
variables constant and altering only the variable w, IFSB seems to have used different 
variables in each scenario.  In the equation where w=1, IFSB has seemed to completely 
ignore the effect of PER and IRR in the smoothing of incomes. This equation is 
suitable when the PER and IRR are 0 such as in Qatar. However while evaluating juris-
dictions such as Malaysia or Bahrain, this model will fail to include the effects of these 
reserves. Also there is error regarding mathematical signs in the same equation, instead 
of R

E1
 = (R
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– S

P
) + DI/K. (R

A
 – S

P
 – R

m
), the equation has a negative sign in the middle 

as: R
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 = (R
A
 – S

P
) - DI/K. (R

A
 – S

P
 – R

m
). These errors can cause discrepancies in the 

calculations and hence affect the estimation of the true value of alpha. Such errors from 
a prudential standard setter for IFIs – IFSB – is very unbecoming of its stature and 
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responsibility. Thus the study believes that the model has to be re-evaluated and errors 
duly rectified because as the saying goes ‘The time to fix the roof is when the sun is 
shining, not when it rains.’ 

The IFSB methodology is useful and relevant only if the relevant data can be obtained. 
However since the application of IFSB standards in not mandatory, at present there is 
little or no detailed disclosure regarding PSIA management by IIFS which hinders the 
application of the IFSB model rendering it unviable. Hence it is important that            
supervisors enforce disclosure requirements strictly based on IFSB 4 so that the          
information is accurate, relevant, timely and accessible, to meet the needs of various    
stakeholders.

Conclusion

The treatment and status of the PSIA in the respective jurisdictions have capital 
adequacy implications. One of the main implications of PSIA management on the 
capital adequacy framework of an Islamic bank arises from DCR and the calculation 
of alpha. It is important because alpha is a reflection of the amount of risk sharing 
between the shareholders of the bank and the PSIA holders. The CAR is highly             
sensitive to changes in alpha, hence if the value of alpha is set higher than what is 
actual, then the Islamic banks have to unnecessarily account for additional regulatory 
capital to cover the risks on the assets funded by the IAH. This overcapitalization will 
lead to inefficiency for the bank as well as reduce its competitiveness. At the same 
time, if the alpha value is set lower than the actual, then the bank will hold regulatory 
capital lower than what is required. This may put the bank at high risk at times of 
adverse conditions since IAH funds are the major source of funding for Islamic Banks.

An accurate assessment of risk sharing in PSIA should be undertaken by the                       
supervisors so as to promote stability while sustaining the competitiveness of the 
Islamic banks. Supervisors in jurisdictions with few Islamic banks such as Qatar may 
in fact foster market discipline as well as stability by assessing individual Islamic 
banks and propose alphas that are more realistically tied to the risk profile of the bank.  
The very discretionary power of the supervisors may be utilised to position the capital 
adequacy as a tool for risk mitigation. However for the accurate assessment of risk 
sharing extensive disclosure regarding PSIA management is required. This is an 
important role that banks supervisors can play–by coordinating regulatory                     
requirements with their national accounting standards and mandating compulsory 
disclosures by Islamic banks regarding their risk profile, risk return mix and corporate 
governance. The central banks need to be more aggressive in getting Islamic banks to 
make disclosures in their annual reports. Also the Islamic banks must realize that they 
need to produce the necessary data for their own purposes as part of their own risk 
management procedures with respect to DCR and capital adequacy. Additionally, 
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adequate disclosures by banks can be made as a prerequisite for a lower alpha value 
under supervisory discretion. Conversely, insufficient disclosures would result in a 
higher value for the risk parameter providing little or no capital relief to the IIFS which 
is already burdened by the high risk weights on its profit sharing assets. Thus in this 
way capital adequacy can be used as a tool for risk mitigation to some extent. The     
regulators also have the significant role of reinforcing market discipline by demanding 
Islamic banks within their jurisdictions to provide adequate and timely information 
disclosures.

In effect arbitrarily taking the alpha value to be equal to 1 makes PSIA no different 
from its conventional counterparts and is a rejection of its profit sharing properties on 
the funding side of the balance sheet. Whereas on the asset side, the profit sharing and 
participatory modes are charged up to 400% RW paying full respect to equity and 
default risk. This leads to duplication of capital charge on either sides. Thus ignoring 
the PSIA effect in the CAR calculation will eventually lead to overcapitalization of 
Islamic banks which in turn will lead to underperformance. The regulatory measures 
generally discourage bank exposure to equity based instruments such as Mudaraba. 
Such discrepancies undermines the spirit of Shari’ah and leaves us with just its label 
outwardly.
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