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Abdelilah Belatik
The Secretary General

(CIBAFI)

Welcome to the 25th issue of the Global Islamic Economics
Magazine. As always, we keep you up to date on industry
happenings and offer expert opinion from some of the
industry’s foremost thought leaders on a diverse array of
issues.

This month | would like to bring particular attention to an
important report that has been published by the Islamic
Research and Training Institute (IRTI) of the Islamic
Development Group (IDB), and the Islamic Financial
Services Board (IFSB).

The report, entitled the “Islamic Financial Services
Industry Development: Ten-Year Framework and
Strategies - A Mid Term Review”, assesses the relevance
of the recommendations made in 2007 by the IDB, IRTI
and IFSB in the “Islamic Financial Services Industry
Development: Ten-Year Framework and Strategies” (Ten-
Year Framework), a document which was created as a
general guideline from which national authorities may find
benefit when designing Islamic financial services industry
(IFSI) development initiatives, and looking to integrate
these initiatives into their national financial sector
development policies.

However, considering the dynamic nature of the business
environment, and the tumultuous business landscape since
2007, an assessment of the Framework was vital to ensure
that the Ten-Year Framework not only continues to remain
current, relevant, and beneficial, but also serves to provide
resilience and stability to the IFSI as it moves forward.

The Mid Term Review assists stakeholders to understand
not only the progress of the implementation of the Ten-
Year Framework and Strategies, but also the development
in the global financial system post-crisis, the impact of the
Crisis on the Ten-Year Framework and Strategies, and thus
the relevance of the Framework post crisis. The Report
also underscores the new challenges and priorities for the
IFSI going forward.

The Mid-Term Review utilised a rigorous and
comprehensive methodology that took into account
feedback from regulatory and supervisory authorities, as
well as market players and leading industry experts. The
feedback was obtained via several platforms that were
organised by the IFSB and IRTI, including a Roundtable
held in Doha, Qatar; a Forum on preliminary findings of the
mid-term review held in Kuala ~ Lumpur, Malaysia; and
a High-Level Review Committee Meeting that took place
in Istanbul, Turkey. Most noteworthy though is the fact

that an industry-wide survey, covering the regulators and
market players of the IFSI, was also conducted in order to
fully understand the various challenges and opportunities
currently facing industry stakeholders.

As well as a rigorous methodological approach that draws
from the views of a wide range of profiles including
prominent academia, regulators, practitioners, scholars,
and various committees, the Mid Term Review is also
highly valuable for a myriad of other reasons.

Firstly, the report offers an assessment of the progress that
has been made over the last 7 years in the implementation
of the initial Ten Year Framework recommendations.
Secondly, although the recommendations from the original
Framework have shown substantial resilience, the Mid
Term Review offers new recommendations that take into
consideration the growing complexity of the environment
in which our institutions operate, and the challenges that a
changing global financial system present to the IFSI.

The new recommendations can be summarized into three
themes or categories: ‘Enablement’, ‘Performance’ and
‘Reach’. ‘Enablement’ appeals for the development of a
deeper appreciation of the correlations between different
components of Islamic financial services in order to
enable a more informed strategic planning process to be
undertaken. ‘Performance’ calls for stakeholders to foster
and embrace innovative business models, including the
leveraging of new technologies and delivery channels, in
order to offer pioneering Islamic financial services. In terms
of ‘reach’ the new recommendation entreaty strengthened
contributions to the global dialogue on financial services;
offering principles and perspectives that work towards
enhancing the global financial system.

As well as new recommendations the report offers metrics
to measure performance that were not available in the
original framework. Sixteen key performance indicators
(KPI’s) are proposed that will enable the progress of the
implementation of the recommendations to be tracked and
weaknesses to be addressed.

As strategic implementation is often the most difficult
area of strategy, the Mid Term Review offers an
Implementation Plan. The Implementation Plan outlines
the roles and responsibilities of the various industry
stakeholders in ensuring the successful implementation of
the recommendations and underscores the importance of a
collaborative effort in order to realize our shared vision of
a robust Islamic Financial Services Industry.
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Wagf (the plural is awgaf) is an Arabic word derived from the root verb wagafa. It
is a form of Islamic endowment or an inalienable trust. According to Lev (2005),
wagqf is epitomized as the highest form of charity in Islam. Notably, its benefits
are not only restricted to the Muslim community, but it goes beyond religious,
sectarian, cultural and racial boundaries. There are no direct injunctions on waqf
in the Quran, however the detailed concept of wagf can be found in the hadith.

From the birth of Islam in the Arabian Peninsula till the Ottoman caliphate
period (15th — 19th century) the glorious wagf administration continued to
flourish. During the period of the Ottoman caliphate, it was estimated that three-
quarters of all the arable land belonged to wagf (Boudjellal, 2008). Even during
the Umayyad, Abbasid and Ottoman caliphate, waqf had a strong presence in
other Muslim minority principalities. It was through these wagf lands that one
of the major economic problems, i.e. employment, was addressed by creating
job opportunities (Cizakca, 1984). Apart from waqgf for religious purposes,
education was the second largest recipient of waqf proceeds. It is noteworthy
that the financing of education through waqf led to several positive outcomes,
such as free education.

Unfortunately ever since the colonial occupation of many Muslim countries,
the development of waqf properties has become very sluggish. This situation is
further worsened by the presence of vast idle and stagnant waqgf lands attributed
to poor management and administration of institutions handling awgaf. Besides
that, the general public believes that waqgf is mainly associated with properties
that are for religious and educational purposes only, and thus lack the proper
understanding of the potential dynamics in the concept of waqgf.

Apart from the general discussion on waqf mentioned above, the article
will further highlight the various contemporary modes of financing through
waqf. However, due to the limitations of the article, it will focus mainly on
the development of waqgf through sukuk. This discussion will provide a more
exciting turn-out of waqf through case-studies underlined. The final part of the
article will deal with issues raised during the development of waqgf through
sukuk, followed by the conclusion and recommendation on the way forward.

To resolve the problems currently faced in the management and development
of waqf, various new measures have been implemented. One of the measures
popularly discussed in the development of wagf is the corporate waqf. According
to Ibrahim and Ibrahim (2013), corporate waqf is defined as an innovative
mechanism in generating income for the benefits of most society in the form of
cash waqf, waqgf shares, sukuk, ibdal (sale) and istibdal (exchange) of a waqf,
etc. However, due to the limitations of this paper, it will only discuss on the
innovative development of wagf through sukuk.
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The tremendous growth of the Islamic financial industry has amounted to various
challenges such as liquidity management and raising large amounts of financing to
fund both the national and international development projects. However, unlike their
conventional counterparts, Islamic financial institutions (IFIs) cannot meet these
challenges by issuing interest-based debt instruments. This led both the figh councils
and the IFIs to assume in-depth efforts to provide a substitute for these riba-based
instruments, identified as Islamic bonds or sukuk so as to meet the ever-increasing
demand for large-scale Shari’ah-compliant financing. According to Rahail (2008), the
first sovereign sukuk was issued in September 2001 for the amount of $100 million
by the Bahrain Monetary Agency.

In the area of waqgf, with many of wagf assets being in the form of property, sukuk
issuance can therefore be regarded as a popular choice that can be used to finance the
development of awaqaf properties. While the Islamic traditional modes made use of
tools such as hikr and ijaratayn, nonetheless, the introduction of sukuk instruments
has helped to further accelerate the progress and development of waqf. Moreover, the
combination of sukuk and wagf in a single structure is an interesting development
that is worth pursuing. The section below will delve into some of the waqf financing
that has used such instrument.

Through sukuk intifa’, the King Abdul Aziz Waqgf has developed a multiplex of
high towers named Zam Zam Tower, located near Masjid Al-Haram in Makkah,
Saudi Arabia. Through this sukuk structure, a 24-year reversionary ground lease
was awarded to the developer. Therefore, the ground belongs to wagf, the buildings
to the developer, and the manfa’ah was sold to the sukuk holders. This structure is
somehow similar to a time-share vacation facility with a fraction of ownership in the
lease. More importantly, sukuk intifa was used instead of the normal sukuk ijarah due
to the fact that the Saudi laws do not allow foreign ownership of real estate in the holy
site, i.e. Makkah and Madinah.

The wagf land, which is adjacent to the Ka’bah, was leased by King Abdulaziz
Endowment (Wagf) through a Build-Operate-Transfer (BOT) agreement to a
prominent Saudi Arabian builder, which in the agreement will build a shopping
complex, four towers and a hotel under the Zam Zam Tower Project. The prominent
Saudi Arabian builder then leased the project to Munshaat Real Estate Projects KSC
to finance the construction of the project, operate it and then transfer it back to King
Abdulaziz Endowment at the end of the 28-year lease tenor. Both the prominent
Saudi Arabian builder and Munshaat Real Estate Projects KSC signed a forward
ijarah contract.

To finance the development of the project, Munshaat Real Estate Projects KSC issued
a US$390 million sukuk intifa’ for a period of 24 years. With the proceeds from the
sukuk subscription, Munshaat Real Estate Projects KSC then disbursed the progress
payment to the necessary party involved in the development of the project. Once
completed, the sukuk holders are provided with four options, namely to show up at
the reserved time, exchange the time through a specialized affiliate of Munshaat Real
Estate Projects KSC, contract to Munshaat Real Estate Projects KSC to sub-lease the
contracted time to a willing tenant who wishes to visit Mecca at that point of time or
to sell the sakk to a willing buyer. The transaction structure is as depicted in figure 1
below.
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Figure 1: Transaction Structure of Zam-Zam Tower Sukuk Al-Intifa’
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The musharakah sukuk issued by MUIS is done based on 2 tranches whereby the first tranche
was a $25 million musharakah sukuk for the purchase of a building located at 11 Beach Road,
whilst the second tranche was the raising of $35 million for the mixed development project at
Bencoleen Street. The paper will discuss in detail on the second tranche of the musharakah sukuk
issued. The waqgf property for the second tranche belongs to an Arab merchant named Shaikh
Ali B Omar Aljunied. Due to the huge commercial potential of the land at Bencoolen Street,
MUIS decided to develop the area. The suggested development is 104 serviced-apartments,
a mosque and a 6-storey commercial complex. The cost is approximated to be $35 million. A
musharakah sukuk was issued to raise the capital. The initial stage was a musharakah venture
between 3 parties, i.e., waqgf, baitulmal and Warees (wholly-owned subsidiary of MUIS). The
wagqf contributed the land and capital, the baitulmal provided $35 million from investors and
Warees provided a nominal amount along with their expertise. The second stage involves
a leasing contract agreement that was entered between the Special Purpose Vehicle (SPV)
and Ascott International Pte. Ltd. The latter agrees to lease the property for a period of 10
years thus a steady flow of income was secured and this can be complemented with returns
to the investors. Since it is a musharakah venture, the profit shall be apportioned accordingly
within the proportion of the capital invested by the 3 parties. It is noteworthy that due to
the success of this sukuk structure issuance, MUIS was awarded Mohammad Bin Rashid Al
Makhtoum Islamic Finance Awards in the category of Regional Continuing Contribution to
Islamic Finance in that particular year. Importantly, this successful innovation has increased
the revenue of the properties from an annual rental of $19,000 per annum to an escalated gross
income of $5.3 million in 2006. The distribution of returns to the 3 parties is further illustrated
in figure 2 below.

Figure 2: Distribution of Returns to the 3 Parties
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An important matter to consider is that during the development process of the
wagqf property through sukuk, the income, which is due to the beneficiaries,
will be put on hold till the completion of the construction and there is
rental income flows. During this period of time, the beneficiaries are cut off
from receiving any share of the waqf proceeds. Hence, it is very important
to ensure that during the development process of the waqgf property, the
beneficiaries should still be provided with proceeds and not to terminate their
proceeds altogether. Besides that, another important issue to ponder is that
the sukuk investors will be given the usufruct resulting in a total standstill of
the beneficiaries’ income. The question raised is whether this is permissible
under the will. Another major problem highlighted is when a development
is undertaken, the repayment period of the capital is usually extended.
Repayment can take a substantial period to complete, and as a result the waqf
will be indebted for a considerable period of time.

Conclusively, it is notable to point out that the framework in developing
wagf has evolved. This evolvement is heightened with the renewed interest
of the Muslim communities towards waqf, especially after realizing the
various potentials that wagf creates; one such evolvement is the development
of waqgf through sukuk. Issues in the development of waqf through sukuk,
as highlighted above, are acknowledged, however, instead of putting the
evolvement of wagf on hold, the above-mentioned issues should be properly
addressed and adhered to. Henceforth, it is hoped that religious scholars,
awqaf authorities, academicians, practitioners, developers, financial
institutions, etc. would collaboratively work together to synergies proper
efforts and to bring forward creative and Shari’ah compliant ideas, methods
and initiatives for successful development of wagf locally and globally.

“You will never attain virtue until you spend something you are fond of;
while God is Aware of anything you may spend“ Qur’an: Al-Nahl, 16:92
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Discounting And Money’s Time Value;
How to use NPV and other valuation methods to weigh
investment potentials in an Islamic environment?

Part 1

Economist - Visionary entrepreneur - Certified Shari’a Adviser and Auditor (CSAA- AAOIFI Certified)
- MA Islamic Comparative Jurisprudence - BS International Economics Managing Partner And CEO of
Data and Investment Consult-Lebanon

Modern banking and finance are based on the concept of money’s time value; the main parameter in the formula
delivering the discounted cash value is that of the interest rate of the investment / and or loan in question.
Introducing an interest rate component to any equation would jeopardize the view that Islamic economists hold.
A question to be answered in this respect would be why the time value of money is denied in case of interest
and what would be the appropriate determinant of the time value of money (and hence of the discount rate) in
an Islamic economy. Although the discounted cash value is considered a basic investment concept and also a
basic element of conventional financial theory and, in return, is fully compatible with the conceptual system of
economic science; the question is: is it compatible with an Islamic view of accounting or appraisal of projects?

A key concept of TVM is that a single sum of money or a series of equal, evenly-spaced payments or receipts
promised in the future can be converted to an equivalent value today. Conversely, you can determine the value to
which a single sum or a series of future payments will grow to at some future date.

You can calculate the fifth value if you are given any four of: Interest Rate, Number of Periods, Payments, Present
Value, and Future Value. Each of these factors is very briefly defined in the right-hand column below. The left
column has references to more detailed explanations, formulas, and examples.

Interest is a charge for borrowing money, usually stated as a percentage
of the amount borrowed over a specific period of time. Simple interest
. is computed only on the original amount borrowed. It is the return on
« Simple that principal for one time period. In contrast, compound interest is
. Compound calculated each period on the original amount borrowed plus all unpaid
interest accumulated to date. Compound interest is always assumed in
TVM problems.

Interest

Periods are evenly-spaced intervals of time. They are intentionally not
stated in years since each interval must correspond to a compounding
period for a single amount or a payment period for an annuity.

Number of Periods

Payments Payments are a series of equal, evenly-spaced cash flows. In TVM
applications, payments must represent all outflows (negative amount) or
all inflows (positive amount).

Present Value
« Single Amount
« Annuity

Present Value is an amount today that is equivalent to a future payment,
or series of payments, that has been discounted by an appropriate interest
rate. The future amount can be a single sum that will be received at
the end of the last period, as a series of equally-spaced payments (an
annuity), or both. Since money has time value, the present value of
a promised future amount is worth less the longer you have to wait to
receive it.




I will examine different evaluating techniques used in
financial management. The Net Present Value concept
is the most contended case in point; NPV use in modern
finance implies a simulation on those values which will be
amplified by time and interest rates. At a point t0 it would
be beneficial for the investor to get an idea of their cash
value worth between two time values. That is what NPV
dedicates itself to show. The Net present value (NPV) is
a sophisticated capital budgeting technique; found by
subtracting a project’s initial investment from the present
value of its cash inflows discounted at a rate equal to the
firm’s cost of capital.

I will try to answer how to use NPV and other valuation
methods to weigh investment potentials in an Islamic
environment? [ will conclude with defining the concept of
opportunity cost in evaluating investments and will try to
place it in an Islamic environment.

Literature review

To my knowledge little has been written on the specific
subject of relating NPV and DCF to an Islamic environment.
However significant research has focused on financial
evaluation techniques. | will underline the valuable The
Professional Accountants in Business International Good
Practice Guidance Project and Investment Appraisal for
Sustainable Value Creation Exposure Draft November 2012
published by the International Federation of Accountants.

Achieving sustainable value creation aligns directly with
IFAC’s vision: Recognition of the global accountancy
profession as a valued leader in the development of strong
and sustainable organizations, financial markets, and
economies. In advocating fundamental principles, this
IGPG establishes a benchmark that can help professional
accountants deal with the complexities of practice and
ensure that their organization’s approach and processes are
aligned with widely accepted and emerging practices .

In an Islamic context a first attempt was made by Anas
Zarga (1983) who concluded that discounting is permissible
in Islam and the rate of return in the projects of comparable
riskiness already in operation should be used as the rate of
discount. However, he did not discuss the Islamic position
on the time value of money and also questioned the
relevance of time preference in determining the discount
rate. Rafiq al-Masri (1986) discussed the question of the
time value of money in detail and argued that Islam allows
the time value of money.

Rauf Azhar (1986) discussed the consumer's time
preference as well as productivity of investment and
concluded that the rate of profit, and not the rate of interest,
would be the appropriate rate of discount in an Islamic
economy. But since, he kept the conventional assumption
of perfect foresight and lack of uncertainty, his conclusion
loses Islamic perspective. Also, issues like, the concept
and nature of time value of money and the principles under
which time value of money is to be distinguished in a loan
contract from an investment contract were not discussed
by him.

Though several good attempts have been made in this area,
the issue is far from settled. The first attempt was made
by Anas Zarga (1983) who concluded that discounting is
permissible in Islam and the rate of return in the projects of
comparable riskiness already in operation should be used
as the rate of discount.

Rafiq al-Masri (1986) discussed the question of the time
value of money in detail and argued that Islam allows
the time value of money. However, he did not discuss a
number of important issues; such as, why the time value of
money is denied in case of interest and what would be the
appropriate determinant of the time value of money (and
hence of the discount rate) in an Islamic economy.

Rauf Azhar (1986) discussed the consumer's time
preference as well as productivity of investment and
concluded that the rate of profit, and not the rate of interest,
would be the appropriate rate of discount in an Islamic
economy. But since, he kept the conventional assumption
of perfect foresight and lack of uncertainty, his conclusion
loses Islamic perspective. Also, issues like, the concept
and nature of time value of money and the principles under
which time value of money is to be distinguished in a loan
contract from an investment contract were not discussed
by him

Forecasting, economic or accounting term?

To my understanding the real divergence between classical
and Islamic economics is the equating of the time value of
money.

Therefore any analysis scenario would have simply to
deduct the time value of money devoid of interest rate
and henceforth creating a viable capital budgeting and
forecasting scenario with the use of time component- hence
interest rate- in the methodology. As Islamic economic
requires to disregard interest rates as it leads to usury;
their capital budgeting to free the concept of NPV from its
interest rate component; and | will propose henceforth to
touch upon Economic Value Added (or EVA).

The EVA method begins the same way that NPV does—by
calculating a project’s net cash flows. However, the EVA
approach subtracts from those cash flows a charge that
is designed to capture the return that the firm’s investors
demand on the project. The EVA determines whether a
project earns a pure economic profit-a profit above and
beyond the normal competitive rate of return in a line of
business. | feel more at ease with this jargon as it does not
involve a discount over a specific interest rate value.

However it seems to me that the real problem lies in the
conceptual understanding of the concept of time value
between economists and accountants. In The Role of
Central Banks in Islamic Banking Dr. Iraj Toutounchian
highlights J. M. Keynes' criticism on the classical
economists inability to recognize the speculative demand
for money in the presence of interest (rate), it can easily
be shown that interest is both necessary and sufficient
condition for speculation. In other words, there is a two-way
relationship between interest and speculation. Speculation,



which necessarily entails artificial risk in any market, be it in money, bond, gold, commodities and
the like, is not permissible in an Islamic setting; he states.

A corollary to the above assertion is that with the disappearance of bond market stocks are expected
to be exchanged in an Islamic stock market based upon their book values; Toutounchian asserts.
In terms of Tobin's Q this quotient is supposed to be close to unity (one). It is because in a world
with perfect markets, economic value (EV) and replacement cost (RC), will coincide. This brings
the quotient to unity. An implication of this is that in a world with perfect markets valuing the firm
would be easy; i.e. we could read the economic value of the firm off the current balance sheet.

Toutounchian conclude discussing about this assertion by citing two statements correctly made by
Prof. Gardner Ackley:

»  "Speculation - if mistaken - tends ultimately to be self -correcting in any commodity market."
» "..the real cause of unemployment is speculative demand for money".

Therefore this contains the fact of a contagion effect between speculation and unemployment on
one hand and speculation and demand for money. Let me start by looking over different capital
budgeting techniques and investment analysis scenarios.

What does the NPV contends?

NPV is an indicator of how much value an investment or project adds to the firm. With a particular
project, if is a positive value, the project is in the status of positive cash inflow in the time of't. If is
anegative value, the project is in the status of discounted cash outflow in the time of t. Appropriately
risked projects with a positive NPV could be accepted. This does not necessarily mean that they
should be undertaken since NPV at the cost of capital may not account for opportunity cost, i.e.,
compared with other available investments. In financial theory, if there is a choice between two
mutually exclusive alternatives, the one yielding the higher NPV should be selected. To illustrate
this:

NPV = Present value of cash inflows — Initial investment

Each cash inflow/outflow is discounted back to its present value (PV). Then they are summed.
Therefore NPV is the sum of all terms, R,

(1+4)F
where
+ 1 the time of the cash flow

» 7 the discount rate (the rate of return that could be earned on an investment in the financial
markets with similar risk.); the opportunity cost of capital

. R't the net cash flow i.e. cash inflow — cash outflow, at time t . For educational purposes, is
commonly placed to the left of the sum to emphasize its role as (minus) the investment.

The result of this formula is multiplied with the Annual Net cash inflows and reduced by Initial
Cash outlay the present value but in cases where the cash flows are not equal in amount, then the
previous formula will be used to determine the present value of each cash flow separately. Any
cash flow within 12 months will not be discounted for NPV purpose, nevertheless the usual initial
investments during the first year RO are summed up a negative cash flow.

Given the (period, cash flow) pairs ( ,4% ) where N is the total number of periods, the net present
value NPV s given by:

N

: Ry
NPV(i,N)=>"
Y
= (1+1)
Af ..Then ...It means
NPV >0 the project may be accepted the investment would add
value to the firm
NPV <0 the project should be rejected the investment would
subtract value from the firm
NPV =0 We should be indifferent in the decision whether to accept or reject the investment would
the project. This project adds no monetary value. A decision should be neither gain nor lose value
based on other criteria, e.g., strategic positioning or other factors not for the firm
.explicitly included in the calculation




The discount rate, which is the rate used to discount future cash flows to the present value is a key
variable of this process.

Other methods to equate time value

IRR

According to Grame Pietersz, (© 2005-2012) rate of return on the invested amount is called IRR.
A little investment with more rate of return would have higher IRR, a shareholder's wealth will
increase when he makes heavy investment with lower rate of return and obtain gains in more
volume (Grame Pietersz, 2005-2012). If a project's IRR is more than the project required rate
of return, it is accepted and if the required rate of return exceeds the IRR, the investment in this
project is refused

In another aspect, IRR base on discounted cash flows that empower the investor to observe the
timing of cash outflow and inflows and the risk involve in the project (Van Horne and Wachowicz,
p-321 12th edition). Horne and Wachowicz (p.321 12th edition) defines IRR is the discount rate of
an investment proposal that makes the difference between cash inflows and outflow equal to zero
(Van Horne and Wachowicz, p. 322 12th edition).

IRR is the discount rate that maintains break-even point between the present worth of cash outflows
and cash inflows

NPV and IRR are closely related as both have almost similar mathematical formula and measure
investment profitability with respect to time (corporate finance fine622 p.29). In the case, where
the presence of one project does not preclude the presence of other, IRR and NPV give the same
results and the decision criteria for the acceptance or rejection of the project will be same and
where the presence of one project influence the presence of other the rejection and acceptance
criteria for the IRR and NPV will vary (corporate finance fine622 p. 29). This is the shortcomings
of IRR that it may lead to wrong decisions in two conditions.

*  First, when there is an unconventional trend in cash inflows in both mutually exclusive and
independent that fuel to multiple IRRs.

» Second, when investment is done in mutually exclusive projects the time and scale
differences direct to the inappropriate investment decision and this problem is connected
with the assumption of reinvestment

MIRR

MIRR was introduced to cope with the constraints of multiple IRRs with the consistence of NPV
(Suzette Vivers, Howard Cohen, 2011).When it is applied in initially invested outlay, accrues
terminal value and also called terminal rate of return (Suzette Vivers, Howard Cohen, 2011).
MIRR is also known compound rate of return and terminal rate of return. It is the discount rate that
equates the NPV to zero and present value of investment to future cash flows (Kierulff, 2008, p.
326). MIRR has prominent differences from IRR as MIRR bases on the project cost of capital and
IRR accounts for project's IRR (Suzette Vivers, Howard Cohen, 2011).

Therefore, reinvestment on the cost of capital is most reliable method to calculate the project
profitability (Chang and Swales, 1999, p. 133).

PI Profitability index

The PI Profitability index is also known as benefit-cost ratio of a project (Van Horne and

Wachowicz, p.325, 12th edition).PI is calculated by dividing net future cash inflows to the startup
cost of project (Van Horne and Wachowicz, p. 325, 12th edition).

When profitability index is greater than 1 or equal to one, we will accept the project otherwise
when it is less than 1, project will be rejected (Van Horne and Wachowicz, p. 326, 12th edition).
In the case of independent project NPV also produces the same results as profitability index and
accepting/ rejecting criteria also remains same (Suzette Vivers, Howard Cohen, 2011).

PB The payback period

PB The payback period is the simplest and widely used method (Suzette Vivers, Howard Cohen,
2011). Itis the required time period to recover the original cost of investment. The payback period
of a project is the duration of time to get original cash back. Although discounted cash flow does
not encompass the in payback period still it is mostly practiced method (Pike, 1996, p. 82).

Advantages



»  Sometimes a payback period may be preferred on NPV because it considers the time frame
of incoming cash flow when the total invested amount will be gained and helps to select the
project that least recovery period in the case when projects are mutually exclusive (Suzette
Vivers, Howard Cohen, 2011). The payback method is widely used by large firms to evaluate
small projects and by small firms to evaluate most projects.

» Its popularity results from its computational simplicity and intuitive appeal.

* By measuring how quickly the firm recovers its initial investment, the payback period also
gives implicit consideration to the timing of cash flows and therefore to the time value of
money.

*  Because it can be viewed as a measure of risk exposure, many firms use the payback period as
a decision criterion or as a supplement to other decision techniques.

» Disadvantages

»  The major weakness of the payback period is that the appropriate payback period is merely
a subjectively determined number. It cannot be specified in the light of wealth maximization
goal because it is not based on discounting cash flows to determine whether they add to the
firm’s value.

» Asecond weakness is that this approach fails to take fully into account the time factor in the
value of money.

*  Athird weakness of payback is its failure to recognize cash flows that occur after the payback
period.

*  While easy to compute and easy to understand, the payback period simplicity brings with it
some drawbacks.

»  Whatever the weaknesses of the payback period method of evaluating capital projects, the
simplicity of the method does allow it to be used in conjunction with other, more sophisticated
measures.

* In your view, if the payback period method is used in conjunction with the NPV method,
should it be used before or after the NPV evaluation?

DPB

DPB (discounted payback period) is the method of calculating the recovery time of present cash
outflows using the discounting technique Hirsch (1994, p. 536 and Peterson and Fabozzi 2002, p.
64). It takes into account the philosophy of the changing value of money with the passage of time to
provide more sophisticated results (Bierman and Smidt, 2007, p. 58; Northcott, 1992, p. 16).

Instead of measuring the time period to recover the initial investment, some investors computes the
length of time required, when negative present value will convert into positive ( Bierman and Smidt
2007, p. 58). If an asset works more than it's DPB, the asset has positive NPV and if its lifetime is
less than DPB the asset has negative NPV. DPB is more considered in investment decisions because if
DPB is less than asset life, then it will bring required returns on investment (Suzette Vivers, Howard
Cohen, 2011).

When DCF techniques are used to make capital budgeting, the analyst must also account for the
hurdle rate (Suzette Vivers, Howard Cohen, 2011).

DCEF techniques are very helpful to rank value-enhanced capital outlays and to find required rate by
using NPV and IRR (Suzette Vivers, Howard Cohen, 2011). NPV and IRR are best to practice while
evaluating a project for investment because they highlight the required rate of return (Shapiro, 2005,
p. 165; Horngren et al., 2003; McWatters et al., 2001; Garrison and Noreen, 2000; Maher et al., 1997;
Weetman, 1996). Many finance books instruct that should be used as NPV for investment

References:

1. This International Good Practice Guidance (IGPG) applies to professional accountants in business evaluating
investments to support long-term decision making focused on sustainable value creation.
A registered trademark of the consulting firm. Stern Stewart & Co.. is another close cousin of the NPV method.
http.//www.islamic-banking.com/iarticle__1.aspx
(http.//www.investinganswers.com,financialdictionary,/investing/internal-rate-return-irr2130).
(Corporate finance fine622 p.29).
(Brigham and Ehrhardt. 2005. p. 353).
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SWOT Analysis

The internal assessment (weaknesses and strengths) along with the external
audit (scanning threats and opportunities) together referred to as SWOT
analysis, in addition to a clear vision and mission statements are the basis for
establishing long-term objectives in the strategy formulation phase.

As far as internal assessment is concerned, any business has weaknesses and
strengths. Some have strengths in production, others in marketing or sales.

Just like in performing the external audit, managers, employees, and all
stakeholders’ involvement is imperative in performing the internal audit so
as to determine the firm’s strengths and weaknesses.

Such a process requires gathering and evaluating information so as to
highlight critical success factors including the most important strengths and
weaknesses. Such a listing would influence the strategic management in all
its phases (formulation, implementation and evaluation).

The success of any firm depends on optimizing the performance of the
principal functional areas and divisions within the firm.

Financial ratios are also indicators of any business success or failure.

The Resource-based view (RBV) approach contends that the internal
resources are more important for the success of the firm than the external
factors contrary to the 1/0 theory.

The RBV proponents contend that the firm should base its strategic planning
on the internal resources mainly which differentiate it from any other firm.
Such resources, which represent the key strengths of the firm, should be
according to empirical indicators either rare, hard to imitate, or not easily
substitutable.

Another major strength worth highlighting is the company culture and the
way to integrate it with strategy. A successful organization should support
the collective commitment of its staff to a common purpose, which fosters
competence and enthusiasm among managers and employees.

A firm’s culture can either be protagonist or antagonistic of its strategy. Any
disarray among the firm’s staff would rather disrupt the strategy formulation,
implementation and evaluation process.




Research and development is a major strength area in any company. Investing in
research and development is a key element in supporting the existing business
and developing new products depending on the institution’s competitive strategy.

However, some companies may suffer from major weaknesses that are worth
mentioning.

The first is management information system. Information systems represent the
firm’s cornerstone. It ties the firm’s functional departments together and provides
the basis for managerial decisions. Having a weak information system puts the
company at a competitive disadvantage.

Ambiguity in job descriptions for employees is another major weakness. The
employees find themselves sometimes doing things far away from their working
skills or expertise.

Another weakness that an institution may suffer from is the lack of employee
motivation. Employees’ morale is may get very low because no clear incentive
and remuneration plan is put in practice. Employees having neither annual
increment nor bonuses are likely to lose motivation.

In conclusion, the firm’s functional departments represent the core operations
of its business. An internal audit is to be conducted within these departments
to provide basic information needed for strategy formulation. Such an audit
represents an opportunity for management and employees to take part in the
firm’s future and is likely to energize and mobilize the employees being involved
in the process.
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Abstract
Asymmetric Information reflects the lack of information among financial institutions which negatively
affects their decisions about the institution that is supposed to have more information about its financial
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compensate for the lack of information. However. finance institutions through borrowing are affected by
the moral hazard. the adverse selection problems and the credit rationing.

This research aims to highlight and test the ability of Islamic finance formulas to deal with various
problems relating to the asymmetric information.
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CIBAFI

Bringing
ISLAMIC FINANCE
T0 the Worla

SUPPORTING IFSI THROUGH:
FINANCIAL AND ADMINISTRATIVE INFORMATION
FINANCIAL ANALYSES AND REPORTS
TRAINING ACCREDITATION AND CERTIFICATION
MEDIA CENTER
E-LIBRARY
FATAWAS DATABASE
CONSULTANCY SERVICES

Register Now In Executive Professional
Master In Islamic Finance - Bahrain

ww.cibafi.org
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