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Global Aspect:

Islamic Banking system was originated in the 70s, since then, over 150 Islamic banks and financial institutions have been set up in more than 50 countries. Islamic banking has developed into a global industry and has assets exceeding $900 billion. Though the share of Islamic banking is very small in the worldwide banking industry, it is showing an impressive growth, i.e., 15-20 per cent per year. 
According to an estimate by Moody’s, it could hit $4 trillion in five years. Islamic banks have been set up not only in Muslim countries, but also in non-Muslim jurisdictions, like England and the US that have Muslim minorities. Islamic banks have avoided complex debt-based structures and have relied more on retail deposits and financed real estate, private equity, and equities. In other words, Islamic banks have never been exposed to the risks that have affected their conventional counterparts. Even now, western governments and banks are considering possible regulation instead of giving up interest based and speculative transactions. Just surviving the financial crisis does not mean that Islamic banking will influence conventional banking. 
Islamic Banking In Pakistan:

Steps for Islamization of banking and financial system of Pakistan were started in 1977-78. Pakistan was among the three countries in the world that had been trying to implement interest free banking at comprehensive/national level. But as it was a enormous task, the switchover plan was implemented in phases.

The legal framework of Pakistan's financial and corporate system was amended in early 1980; however, incredible growth has been viewed in Islamic banking from 2002 to 2009. On January 2002 licenses has been issued for commencement of first Islamic bank and at present there are 6 full-fledged Islamic Banks with almost 514 branches all over Pakistan.     
Current Scenario
Islamic banking remained resilient during the first quarter 2009, despite some negative shocks witnessed by the banking sector in Pakistan—especially in October 2008. More specifically, the conventional banking industry remained surrounded by rumors at the start of October 2008, which culminated in pressure on rupee deposits with the conventional banks. 
The growth in assets, deposits, financing & investment, and number of branches in the last quarter were 10, 18, 2.4 and 40 percent, respectively. Number of branches of Islamic banking institutions has crossed 500mark, which is indeed impressive. This growth is a continuation of growth momentum since CY02. In specific terms, Islamic banking grew at a yearly average of 37 percent. Despite the increase in size, the continuation of growth rate is commendable. The rapid growth in Islamic banking is reflected in growing share of Islamic banking in assets, deposits and financing of banking industry. The respective share of Islamic banking assets and deposits are 4.9 and 4.8 percent of the banking sector. On the face, these look modest shares but given the smaller timeframe and other countries experiences this is really significant.

Industry Progress & Market Share:

	Descriptions
	Dec-08
	07-Dec
	Dec-06
	Dec-05
	01-Dec
	Nov-03

	Total Assets
	276
	206
	119
	72
	44
	13

	% of Banking Industry
	4.9%
	4.0%
	2.8%
	2.0%
	1.5%
	0.5%

	Deposits
	202
	147
	84
	50
	30
	8

	% of Banking Industry
	4.8%
	3.8%
	2.6%
	1.8%
	1.3%
	0.4%

	Financing & Investment
	187
	138
	73
	48
	30
	10

	% of Banking Industry
	4.4%
	3.5%
	2.3%
	1.7%
	1.3%
	0.5%

	No. of full fledge Islamic banks
	6
	6
	4
	2
	2
	1

	No. of Conventional Banks with Islamic Banking Divisions
	12.0%
	12.0%
	12.0%
	9.0%
	9.0%
	3.0%

	No. of Branches
	514
	289
	150
	70
	48
	17


Financing Breakup Of the Islamic Banking:

The financing & investment mix have changed in favor of investments during Oct-Dec 2008. The increase Investments shows the increase in investment avenues arising from issuance of Ijarah Sukuk. While slowdown in the financing, as discusses earlier, is a reflection of general risk aversion by banks. The breakup of financing activities remained almost same as the third quarter with a concentration of financing activities in trade/sale based modes. 
The participatory modes remained sidelined with combined share of less than 2 percent in the overall financing. Specifically, Murabaha, Diminishing Musharaka and Ijarah are leading financing modes with shares of 40.6, 30.5, and 20.5 percent in total financing, respectively. The share of other modes, namely Mudaraba, Musharaka, Salam and Istisna remained dismal, at 0.2, 1.7, 1.8, and 2.9 respectively.
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Islamic Housing Finance – in Pakistan:

Housing finance continues to have very significant relevance on the micro and macro economic health of the country. A well-functioning housing finance system offers incentives for households to save, provides investors with opportunities to gain stable, long term returns, creates large numbers of jobs for skilled and unskilled workers in construction and ancillary industries, enables home owners to leverage their physical assets into financial assets for investment, and contributes greatly to the deepening and broadening of the financial sector. 
Housing market activity is thus an important leading indicator of overall macroeconomic activity and has a tremendous impact, both in terms of providing social stability and in promoting economic development. Resultantly, ensuring the availability of housing and the growth of housing finance markets is a policy priority in Pakistan.

Unfortunately, this facilitation had always occurred on a conventional interest-based platform. With the availability and rapid proliferation of Islamic mortgages however, the benefits of Islamic financing are now being brought to not only the interest-averse, but the traditionally non-Shariah compliant as well.

Meezan Bank’s Easy Home Finance 

Meezan Bank being a premier Islamic Bank has taken initiative to launch nation’s first Islamic Housing Finance facility.  Meezan Bank’s Easy Home has successfully completed its 5th year in December 2008.  Employing a shared equity financing structure the product operates on the Musharakah mode (Diminishing Musharakah) of Islamic finance. 
Diminishing Musharakah is also known as a declining balance partnership in which the client purchases a predetermined share of the property through an equity contribution, the remainder is owned by the financier. The client’s total monthly payment is a combination of continuing equity injection and utilization cost for the right to use the financier’s share. Naturally then, as the financier’s equity is decreasing over time, this utilization cost proportionality decreases. Over time, the total monthly installment decreases at a regular pace.

Following models can be used for the home financing:

1. Murabaha Model
2. Ijarah Model
3. Istisna’a Model
4. Diminishing Musharakah Model

Murabaha Model:


Payment


Payment





Mortgage
Title


1. 
Consumer selects house and applies to financier.

2.
Financier approves consumer and house.

3. 
Financier buys house and obtains title.

4. 
Financier leases house to consumer for monthly rent.

5. 
Consumer promises to buy house and financier promises to sell house.

6. 
Consumer contributes to account to buy out the lease.

7. 
Upon lease buyout, consumer takes title.

•
Ijarah provides the flexibility of early payments and rentals may be changed based on mutual consent.
•
Monthly rentals are based on security deposit, tenure, and financier’s investment and return targets.
•
Important for the leasing and selling contracts to be transacted separately.

Ijarah Model:


Payment





Mortgage
Title



Payment


1. 
Consumer selects house and applies to financier.

2. 
Financier approves consumer and house.

3. 
Financier buys house and obtains title.

4. 
Financier leases house to consumer for monthly rent.

5. 
Consumer promises to buy house and financier promises to sell house.

6. 
Consumer contributes to account to buy out the lease.

7. 
Upon lease buyout, consumer takes title.

• 
Ijarah provides the flexibility of early payments and rentals may be changed based on mutual consent.
• 
Monthly rentals are based on security deposit, tenure, and financier’s investment and return targets.
• 
Important for the leasing and selling contracts to be transacted separately.

Istisna’a Model:


Payment





Title




Construction Draw



Payment


1. 
Consumer selects site and contractors, and then applies to financier.

2. 
Financier approves consumer credit, contractors, plans and permits.

3. 
Financier buys site and engages contractors, then funds draws.

4. 
At completion, financier either leases house to consumer for monthly rent, or sells outright.
• 
Upon completion, there may be an outright cash sale, a Murabaha sale, an Ijarah process or a Musharakah.
• 
The consumer will, through one of the above exit routes, pay a premium over and above the Bank’s basis in the property in order to take title.
Chosen Model:
The chosen mode of financing (among a few possible Shariah compliant structures (namely Murabaha Musharakah, Ijarah, Istisna) would be a Diminishing Musharaka arrangement, where the financier and the client participate in a joint ownership of the property. 

Diminishing Musharakah: 

It is based on the concept of Shirkat-ul-Milk, one of the three basic types of Shirkah. It means joint ownership of two or more persons in a particular property.

In Diminishing Musharakah basically a joint ownership is created in a property on the basis of Shirkat-ul-Milk between bank & customer under a Musharakah (Master) agreement. This agreement defines the share of each party in the property. 

The bank divides its share into Musharakah units and then rent out its share (units) to the customer under a Monthly Payment (Rent/ Ijarah) Agreement. 

The customer also undertakes to buy bank’s share in the property over the tenure of the transaction and in this manner increases his share in the property and bank’s ownership reduces (diminishes). Eventually the customer becomes the owner of 100% share (units). 
Diminishing Musharakah: 


Payment





Title

1. 
Consumer selects house and applies to financier.

2.
Financier approves consumer and house.

3.
Financier and consumer jointly buy house and obtain title.

4. 
Consumer leases house form Financier.

5. 
Eventual buy out of Financier’s equity provides sole title to Consumer.
• 
Also called declining balance / shared equity partnership.
• 
Both parties share the risks and obligations related to the property.

• 
Ownership divided into equal units and purchased regularly by Consumer, with declining Financier’s share resulting in decreasing monthly payments.

• 
Leasing and selling contracts must be conducted separately.

Potential of Islamic Mortgage finance in Pakistan;

Housing is one of the basic human requirements, as every family needs a roof. Providing shelter to every family has become a major issue as a result of rapid urbanization and higher population growth. On the other hand, the provision of house has not kept pace with the above phenomenon and resulted in the deterioration of living condition, increased health hazarded and rapid growth of slums and squatter settlements (Katchi Abdies). The government is committed to give priority to housing sector and has demonstrated its commitment by allocating significant resources for its accelerated development. 

Composition of Consumer Finance
	 Composition of CF Volume
	FY04
	FY05
	FY06
	FY07
	FY08

	Consumer Durables
	2.0
	2.4
	1.6
	1.0
	0.5

	Credit Cards
	12.4
	19.5
	33.5
	42.8
	44.4

	Mortgage Loans
	9.7
	29.0
	41.8
	54.7
	66.5

	Auto Finance
	31.6
	66.1
	97.3
	105.4
	105.0

	Personal Loan
	48.1
	91.9
	120.5
	142.5
	142.9


Augmenting other Industries:

Housing segment contributes to the economy in the form of additional employment and support 30-40 allied industries. The multiple effects of the housing and construction sector have the potential to create maximum employment opportunities besides generating industrial, commerce and trade activities.
Islamic Mortgage finance Potential
Currently projected at 7 Million housing backlog, it is estimated that to address the backlog and to meet the shortfall in the next 20 years the overall housing production has to be increased to 500,000 housing units annually. The present housing stock is also rapidly aging and estimates suggest the more than 50% stock is over 50 years old. It is also estimated that 50% urban population now lives is slumps & squatter settlement. Meeting the backlog in housing, besides replacement of out-lived housing units is beyond the financial resources of government. This necessitates putting in place a framework to facilitate financing in the form of Islamic Banking system.

Mortgage Debt to GDP Ratio:

Housing market in the region is underdeveloped as compared to impressive development in other Socio Socio-economic sectors. Region among the lowest in terms of mortgage debt to GDP ratio. This shows huge potential for housing finance.
	S. No.
	Country
	Mortgage Debt to GDP Ratio

	1
	Pakistan
	1%

	2
	Bangladesh
	2%

	3
	Sri Lanka
	3%

	4
	India
	5%

	5
	China
	15%

	6
	Malaysia
	18%

	7
	European Union 
	42%

	8
	U.S.A
	70%


Importance of the Region Scenario

The economies are fast growing resulting in Urbanization: 

· New employment generation 

· Rising income levels 

· Reducing household size 

· All adding to already existing urban shortage. Regional countries face a massive backlog. Urbanization rate in the world is rapidly increasing. Urbanization in Asia is highest, on average 25% to 35 % of the population lives in urban areas. 

Issues related to Islamic Mortgage Finance in Pakistan:

Weak Securities & property titling parameters:

The record at property registrar offices is manually maintained. There may be oversight on marking lien / equitable mortgage of the bank. Land records must be computerized through out Pakistan.

High financing/lending rates:

Due to high lending rates, the housing finance becomes unaffordable for major portion of the lower income group.  There should be a separate lower benchmark specifically for housing finance industry. In all over world, the profit rates of housing finance are very lower than other financing rates. 

Complicated procedures and documentation:

Simplification of procedures shall be introduced for land transaction and standardization of mortgage documents to facilitate sale/purchase of housing. All legal and title documents shall be standardized for the convenience of all stakeholders.

Pricing Formulas:

Islamic banks are using the interest based bench mark i.e. KIBOR , Discount rate etc. There must be separate Interbank system for Islamic Banks and they should have their own benchmark system for determination of profit.  Initially since the Islamic banking industry was in its initial stage of development, it started using the available benchmark for the banking industry.  Now that the industry has  grown to a sizable level, it must have its own benchmark. 

Weaknesses of Legal Framework:

In the present form the Recovery Ordinance 2001 falls short of effectively protecting the rights of the respective parties i.e. financial institutions, mortgagors, landlords and tenants (in case of buy to let mortgages), therefore, there is a need of making amendments to the Recovery Ordinance 2001. The weakness of legal framework is deterrent for Financial Institutions to provide housing finance, therefore: 

Effective foreclosure laws shall be introduced to ensure effective recovery of loans and advances from the defaulters. Banks shall have legal powers to possess and sell the property in case the borrower defaults. 

Establishment of Real Market Links:

Trading modes of financing require contact with Real Estate Agents and marketing channels for the purpose of approaching new customer. Standing arrangements with agents and marketing agencies can considerably reduce transaction costs and financial risks for Islamic banks.  There should be such a mechanism that the Real Estate agents should market market the Islamic mortgage products.

Lack of Proper Information System:

Estimation and provision of credit to the housing sector are a function of sufficient, timely and reliable information relating to new home starts, existing home sales and causative factors that impact housing demand, i.e. incomes, demographics, consumer spending etc. Lack of sufficient information impedes the ability of financial institutions to form an informed opinion about the demand and supply of housing units and the need of credit arrangements thereupon. 

High Prices of housing units:

A survey on real estate prices indicate that about 5-10 years before, the overall cost of a house, the cost of land was around 1/3rd of the total cost of the house of even lasses, wherein remaining 2/3rd was the cost of construction. Due to skyrocketing of the prices of land in all major cities of the country, the situation has now practically reversed. In major cities, the land constitutes more than 2/3rd of the overall cost of the house. Due to high prices of land and also the cost of construction due to various inflationary trends, the major portion of lower income group has been thrown out of the housing affordability.

Measures to be taken by SBP for resource mobilization:

For housing finance, the SBP should provide subsidy to commercial banks to cater the need of lower income group who cannot afford acquiring own house through housing finance due to high rate of return.

a) State Bank shall be encouraged to give mortgage loans for housing purposes at low market rates. 
b) All commercial banks shall be motivated to advance loans for housing and housing projects by earmarking a substantial percentage of their loan portfolio like other industrial and commercial projects. 
c) State Bank shall float long term bonds at market rates to raise housing finance funds & that fund should be utilize to allowed finance facility to low income class. 
d) Housing refinance window shall be set up at State Bank of Pakistan for long-term multilateral agencies. 
e) Institutions maintaining insurance funds, provident funds, EQBI funds etc. shall be encouraged to invest a part of their portfolio in the housing and construction sector including long term housing bonds. 
f) Part of the sale proceeds of valuable public land shall be set aside to subsidize low income housing and housing for the poor and needy.
g) Subsidized loaning facilities shall be extended for rural housing construction and improvements through micro-financing system and institutions. 

Institutionalization of Recovery of Debt:

Timely recovery of debt is critical for the success of Islamic financing. In general, debt is created with actualization of obligations of a client. Payment defaults, whether in lieu of some installment or the principal, can adversely affect business plans of Islamic banks, their working and, above all, settlement with different groups of depositors. The Shari’ah bars creditors from charging for payment delays (al- Baqarah 2: 279). And, the prohibition of indexation for inflation of loans and debts can make the matters worse in inflationary regimes. 
In an Islamic environment, these problems will have to be addressed at several levels. Measures available to Islamic banks may include careful evaluation of financing requests (including credit rating of the clients), proper pricing of Islamic financial products, effective covering contracts and efficient machinery for enforcement of contracts. Notwithstanding these, however, as the financial system grows in size, institutions specializing in recovery of debts would be needed. Factors leading to their emergence are likely to be economies of scale enjoyed by such institutions and potential reduction in recovery costs for the financial institutions. There is also need for redefinition of legal rights of the creditors. For example, debts may be recognized as first charge on the assets of the debtors as soon as they become due. Of course, a margin may be given for Shari’ah-recognized basic personal needs of the debtors.
Improvement required in Tenancy Laws:

In many cases, the borrowers let out their properties acquired through housing finance. Banks usually avoid extending housing finance for property purchase for investment purpose. Tenancy Laws shall be reviewed and rationalized to promote housing through investment and to protect the interest of the lending institutions. 

Public Awareness:

The public at large is not aware of the Islamic Mortgage. People usually intend to purchase house through Halal mode of financing. There is no question about this. But due to unfamiliarity with the Islamic mortgage financing, many people either do not avail housing finance or move towards conventional banks. This problem is likely to be solved over time. But pace of development can be expedited through the following: 
(1) Public education campaigns, 

(2) Inclusion of Islamic banking concepts in school curriculum, 

(3) Making Islamic financing course a part of business administration programs (which is already offer some degree level universities). and 

(4) Offering full-fledged degree programs in Islamic financing. 

Training of Banking Professionals:
Lack of qualified manpower is one of the biggest hurdles in the advancement of Islamic mortgage industry. Pioneers in Islamic banking developed their financial instruments and painstakingly trained their staff.  It is pertinent to note here that bank staff dealing with Islamic mortgage shall need a different orientation in the Islamic framework. 

The staff must be given professional training in following areas:

(1) Transaction process flow of Islamic Mortgage finance.

(2) Legal documentation for property transfer & mortgage.

The need for aggressive marketing of Islamic financial products and the follow-up considerations will add a new dimension to training programs for Islamic bankers.

Further Shari’ah Research:

Further research is needed from Shariah perspective to develop more Islamic modes for mortgage financing. This is both important and sensitive matter. Its importance is self-evident. The long fiqhi tradition of last fourteen centuries warrants utmost care for any fresh attempts. We respectfully draw attention to the following points. Is it not that, notwithstanding complexities in the transactions and the institutions that developed after the first century of Islam, in particular last two hundred years, the transactions as well as institutions represent derivatives of those prescribed in the Qur’an and Sunnah? Should the argument on various matters be developed in the light of the principles laid down in the Qur’an and Sunnah? Is there not a need review and reaffirm the received doctrines through a systematic and integrated analysis of the vast Hadith sources compiled in the 3rd Century after Hijrah? A consideration of above points is very likely to be fruitful for expeditious development of Islamic financial paradigm, as also for making it a living reality. Emergence of Islamic banking has provided a golden opportunity for unifying the fiqh. Moves are already underway to look for common ground and to define common fiqh for all Banks.
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