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Challenges and Incentives of Implementing International Prudential Supervisory Standards
On The Sudanese Islamic Banking Industry (SIBI)

Dr. Omer Hassan Ahmed (Al-Hareef); Editor in Chief of Al-Amwal Magazine
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Unrestricted Cointegration Rank Test (Trace)
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GDP Percapita growth and M2/GDP in Sudan 1970-2009 Pairwise Granger Causality Tests

30
Null Hypothesis: Obs F-Statistic Prob.
2 OPEN does not Granger Cause TB 34  3.63156 0.0391
FDIF does not Granger Cause TB 32 9.48562 0.0008
10 TB does not Granger Cause IMPORTG 3.66401 0.0490
IMPORTG does not Granger Cause GDPG 22  6.18852 0.0096
0 GDPG does not Granger Cause GGDP 3.89201 0.0314
-1+
70 75 8 8 90 95 00 05 DCREDIT does not Granger Cause OPEN 37 393267  0.0297
| — PERCAPITG —— M2GDP]
GGDP does not Granger Cause OPEN 35  0.45964 0.6359
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| Current account, trade balance, financial account and FDI flows 1980—2008|
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Response of GDPG to Cholesky
One S.D. Innovations

4
3
2
1
0 WV
&l T T T T T T T T T
1 2 3 4 5 6 7 8 9 10
—— GDPG —— FDIGDP
— EXPORTG —— IMPORTG
Response of EXPORTG to Cholesky
One S.D. Innovations
30
20 4
10 4
0
20 T T T T T T T T T

1 2 3 4 5 6 7 8 9 10

—— GDPG —— FDIGDP
—— EXPORTG —— IMPORTG

Dependent Variable: FDIGDP

Method: Least Squares

Time: 22:48 10/02/Date: 10

Sample (adjusted): 1970 2006

Included observations: 36 after adjustments
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Variable Coefficient Std. Error  t-Statistic .Prob

(¢ -10.72584 0.903596  -11.87017 0.0000
GDP 2.18E-08  1.26E-08 1.729050  0.0937
POP 0.294672  0.024377  12.08830  0.0000
GGDP 0.140036  0.044649  3.136351 0.0037
OPEN 0.107840  0.017874  6.033521  0.0000
R-squared 0.925724  Mean dependent var 1.504640
Adjusted R-squared 0.916140  S.D. dependent var 2.753346
S.E. of regression 0.797330  Akaike info criterion 2.513151
Sum squared resid  19.70781  Schwarz criterion 2.733084
Log likelihood -40.23671 .Hannan-Quinn criter 2.589913
F-statistic 96.59052  Durbin-Watson stat 1.259295
(Prob(F-statistic 0.000000
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Response of FDIF to Cholesky
One S.D. Innovations
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Variance Decomposition of FDIF:

Period S.E. FDIF GDPG EXPORTS IMPORTS DCREDIT OPEN

1 281.6061 100.0000 0.000000 0.000000 0.000000 0.000000 0.000000
2 463.0612 85.64417 2.996632 0.357135 9.837895 1.071988 0.092175
3 557.9370 84.11788 3.399606 0.285685 9.586045 0.765362 1.845424
4 801.8433 89.83995 1.817971 1.187002 5.011443 0.562981 1.580653
5 9445817 83.57342 3.968396 0.970860 9.146054 0.577804 1.763466
6 987.7947 80.80929 4.719181 0.926069 9.783683 0.910841 2.850934
7 1253.486 84.21697 3.812224 1.701707 7.458077 0.796799 2.014224
8 1415.746 76.94442 5.437104 1.564162 12.88343 1.181973 1.988913
9 1459.134 75.12240 5.665478 1.5636372 13.16350 1.500341 3.011908
10 1982.065 81.33759 4.595614 2.220173 9.221689 0911134 1.713798
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| FDI, Imports and Exqports in Sudan 1970-2009 |
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Vector Error Correction Estimates

Standard errors in () & t-statistics in [ ]

Cointegrating Eq: CointEq1
FDIF(-1) 1.000000
GDPG(-1) 13.30769
(2.07472)
[6.41421]
EXPORTS(-1) -0.047118
(0.03338)
[-1.41167]
IMPORTS(-1) -0.029677
(0.02553)
[-1.16227]
DCREDIT(-1) -8.62E-09
(1.4E-09)
[-5.98424]
OPEN(-1) -2.704648
(0.97910)
[-2.76239]
C -289.2340
Error Correction: D(FDIF) D(GDPG) D(EXPORTS) D(IMPORTS) D(DCREDIT) D(OPEN)
CointEq1 -0.048756 0.010060 2.227148 -0.272402 9281593. -0.010273
(0.71277) (0.01340) (0.43660) (1.26351) (1.4E+07) (0.01065)
[-0.06840] [ 0.75057] [5.10111] [-0.21559] [ 0.68727] [-0.96494]
D(FDIF(-1)) -0.182478 -0.017838 -1.500365 1.033724 -14745571 0.012752
(0.77890) (0.01465) (0.47710) (1.38073) (1.5E+07) (0.01163)
[-0.23428] [-1.21792] [-3.14473] [ 0.74868] [-0.99917] [ 1.09613]
D(FDIF(-2)) -0.822143 0.012654 0.202054 1.527395 -25097068 0.024471
(0.83132) (0.01563) (0.50922) (1.47366) (1.6E+07) (0.01242)
[-0.98896] [ 0.80951] [ 0.39679] [ 1.03646] [-1.59335] [ 1.97089]
D(GDPG(-1)) -8.882093 0.304926 -8.565837 10.75127 2.58E+08 0.318690
(12.9090) (0.24274) (7.90727) (22.8834) (2.4E+08) (0.19281)
[-0.68805] [ 1.25620] [-1.08329] [ 0.46983] [ 1.05424] [ 1.65291]
D(GDPG(-2)) -2.734636 -0.647106 -13.49582 -8.841421 -3.86E+08 -0.391295
(11.0565) (0.20790) (6.77257) (19.5996) (2.1E+08) (0.16514)
[-0.24733] [-3.11252] [-1.99272] [-0.45110] [-1.84139] [-2.36951]
D(EXPORTS(-1)) 0.421656 -0.014863 -0.493844 0.490304 374720.8 0.002525
(0.40013) (0.00752) (0.24509) (0.70929) (7581225) (0.00598)
[ 1.05381] [-1.97546] [-2.01492] [ 0.69126] [ 0.04943] [ 0.42259]

e



D(EXPORTS(-2)) -0.273935 -0.002196 -0.351012 0.003155 2156174. 0.002271

(0.37962) (0.00714) (0.23253) (0.67294) (7192660) (0.00567)
[-0.72161] [-0.307701] [-1.50953] [ 0.00469] [ 0.29977] [ 0.40062]
D(MPORTS(-1)) 0.568050 0.005394 -0.408601 0.334063 -932160.4 9.15E-05
(0.22094) (0.00415) (0.13533) (0.39165) (4186130) (0.00330)
[ 2.57108] [ 1.29833] [-3.01922] [ 0.85296] [-0.22268] [ 0.02772]
D(MPORTS(-2)) -0.207818 -0.003989 -0.294441 -0.747321 2485643. -0.003105
(0.25147) (0.00473) (0.15404) (0.44577) (4764618) (0.00376)
[-0.82641] [-0.843631] [-1.91152] [-1.67646] [ 0.52169] [-0.82675]
D(DCREDIT(-1)) -1.57E-08 7.48E-11 1.42E-08 -7.62E-09 -0.028388 -7.08E-11
(1.2E-08) (2.3E-10) (7.6E-09) (2.2E-08) (0.23497) (1.9E-10)
[-1.268501] [ 0.32097] [ 1.87244] [-0.34644] [-0.12082] [-0.38221]
D(DCREDIT(-2)) 1.62E-08 -2.74E-11 2.52E-08 1.20E-08 0.151087 1.83E-10
(1.4E-08) (2.6E-10) (8.6E-09) (2.5E-08) (0.26578) (2.1E-10)
[ 1.15214] [-0.103761 [ 2.93280] [ 0.48251] [ 0.56847] [ 0.87125]
D(OPEN(-1)) 4.012363 0.513840 22.89806 12.57144 -98615001 0.087086
(15.5499) (0.29240) (9.52491) (27.5648) (2.9E+08) (0.23225)
[ 0.25803] [ 1.75734] [ 2.40402] [ 0.45607] [-0.33471] [ 0.37497]
D(OPEN(-2)) 6.171815 -0.113251 9.921205 12.46002 3.97E+08 0.100538
(15.2253) (0.28629) (9.32611) (26.9895) (2.9E+08) (0.22740)
[ 0.40537] [-0.39558] [ 1.06381] [ 0.46166] [ 1.37742] [ 0.44211]
C 34.64221 4.126349 880.9815 -12.07468 3.92E+09 -4.037213
(291.019) (5.47224) (178.261) (515.881) (5.5E+09) (4.34659)
[ 0.11904] [ 0.75405] [ 4.94210] [-0.02341] [ 0.71004] [-0.92882]
R-squared 0.663305 0.560785 0.979451 0.619900 0.493218 0.560206
Adj. R-squared 0.389740 0.203923 0.962755 0.311069 0.081457 0.202874
Sum sq. resids 1268832. 448.6337 476071.6 3987139. 4.56E+20 283.0473
S.E. equation 281.6061 5.295244 172.4949 499.1955 5.34E+09 4.206003
F-statistic 2.424673 1.571433 58.66299 2.007245 1.197827 1.567746
Log likelihood -202.3543 -83.14330 -187.6500 -219.5290 -705.0691 -76.23441
Akaike AIC 14.42362 6.476220 13.44334 15.56860 47.93794 6.015627
Schwarz SC 15.07751 7.130112 14.09723 16.22249 48.59183 6.669519
Mean dependent 86.80300 -0.333701 409.6450 293.2480 6.17E+08 0.172924
S.D. dependent 360.4829 5.934832 893.7985 601.4267 5.57E+09 4710924
Determinant resid covariance (dof adj.) 1.92E+35
Determinant resid covariance 4.42E+33
Log likelihood -1417.476
Akaike information criterion 100.4984
Schwarz criterion 104.7020
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(IBs) will also benefit from using credit
mitigation techniques (e.g. before hand
(Urbon), Binding Murabaha Contract,
Investment Risk Reserve (IRR), and Profit
Equalization Reserve (PER)....etc.) to lower
risks and capital charge against expected risks
(all not applicable in Sudan).

Unification and  application of the
internationally accepted standards and at the
same time Shari’ah compliant standards in the
Sudanese Islamic Banks will facilitate entrance
and competition of Islamic Banks into the
global financial market.

Application of (CAS) in Islamic Banks will
give incentive to (IBs) to extend investment
facilities to investment companies who have
high financial adequacy as well as high
creditworthiness. This process will minimize
risks on exposure and at the same time will
increase the (IBs) total revenue and net profit,
the raising level of clients’ confidence. (IBs’)
assets will be increased, soundness and stability
of the (IBs) will be positively enhanced and
improved.

Treatment of Investment Account Holders
(IAHs) as partners in IIFS operations should
result in a more effective use of capital and
other available resources to Islamic Banking.

RECOMMENDATION:
The following recommendations can be adopted
to mitigate the above problems and challenges;

1-

3.

Capital Adequacy, Risk Management,
Disclosure to promote Transparency and
Corporate Governance are complementary
and thus they have to be applied urgently and
side by side so as improve the Islamic Banking
Practice.

(SIBS’s) mechanism for collecting debts and
solving the problem of Non-performing Loan/
Finance (NPL/F) must be reinforced. There is
also a need to strength the performance of the
Juridical and legislative system to help banks
to execute their contractual and financial
obligations and collect debts more efficiently.
Development of a Shari’ah compliant

governance framework will strength the
uniqueness of the Sudanese Banks, and at the
same time combines both internal and external
arrangements and relies significantly on
transparency and disclosure.

Transparency and supervision at national level
must be improved and accounting standards
must be developed. Furthermore, there is
a need to establish unified organizational,
Shari’ah compliant and accounting standards
and rules in line with international standards.
Moreover, there must be better exchange of
banking information in the (SIBS).
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in the case of wages and some other contracts but
it has not allowed it in the case of monetary debts.
(See Igbal and Molyneux p., 107)

(4) Financial engineering field:

Nowadays financial market are becoming more
and more sophisticated, so financial engineering
and innovation in the field of classical or traditional
instruments of banking finance is imperative, so as
to cope with the fast changing and moving market
environment, to face the severe competition in the
area of banking financial business, so as to meet
the needs of the societies of today.

(5) Risk management field:

Many kind of risk face banking business whether
being Islamic or conventional. These risks include
credit risks, market risk, liquidity and operational
risks. Islamic banks face risk in the same footing
as their conventional counterparts, although
Islamic banks have their unique characteristic as
mentioned earlier. Since then, it will be unjust
for Islamic Banks to be treated equally with the
conventional BANKS in many areas of business.
B) The practical challenges

There are some operational problems that face
Islamic banking business and they required to be
completed as soon as possible to cope with the
international banking business. In brief we can
mention the following:

1- Appropriate legal framework and supportive
policies are highly needed.

2- Recent and up to date regulation and
supervision.

3- Development of Islamic money market.

4- Shari’ah compliant corporate governance.

5- Human or intellectual capital formation is a
high priority.

Generally speaking there is a shortage of scholars;
most managers as well as employees are not very
well trained in the use of Islamic modes of finance
and other Shari’ah related issues (In Sudan this
problem is to some extent minor).

Future Prospects of Islamic Banking: Islamic
banks need to cover or reach the following areas:
1- Broaden their base.

2- Diversity their use of Islamic modes of finance

I

instead of concentrating on a limited number of
instruments of finance.
3- Increase their size.
4- Establish equity institutions.
5- Increase in the use of Islamic sukuk and other
instruments of financial engineering.
6- Employ modern risk management techniques,
with regard to the forthcoming implementation of
Basel 11, Basel 3 and the (IFSB’s) requirements,
and they have to inject more capital, employ
modern risk management techniques, develop
internal models to compute capital requirements,
improve internal audit systems and enhance
international standards of transparency, regulation
and supervision.
INCENTIVES OF IMPLEMENTING
INTERNATIONAL STANDARD:
1- The new international regulations have so many
incentives and opportunities for banks, some of
them include, they are intended to encourage banks
to use their capital and other resources efficiently
and in particular, to improve their control process
which in the final place leads to banking safety,
soundness, growth and stability.

2- Well capitalized Banks will have good rating

according to the standards, hence playing their

economic and developmental roles effectively.

3- Good rating qualifies Sudanese Banks to have

wide and less risk business opportunities (i.e.

improve their competitiveness locally, regionally,

and internationally).

4- Banks with good and efficient risk management

systems will have financial incentives and capital

charges deduction in dealing with credit worthy
clients.

5- The (CAS) of the Islamic Financial Services

Board (IFSB) have so many benefits and incentives

for Islamic Banks (IBs), some of which can be

mentioned as follows:

* Improvement of risk management methods
and risk measure tools inside (IBs).

* Adoption of the standardize approach in
measuring credit risks by the (CAS), will give
low risk weights for the (IBs) claims on high
creditworthiness clients.




of conventional banks. Exposure of market risk
in most of the balance sheet items poses more
challenges to manage this risk for Islamic banks.
Due to lacking of historical information, the Islamic
Banks have not yet developed any mechanism of
identification and measuring of distinct market risk
to their asset backing financing products. They are
till now using Basel measures and standards. Thus,
the way the market risk is managed in Islamic
banks is similar to the conventional banks.

4. Collaterals: The financing transactions such as
Murabahah and [jarah in Islamic Banks have some
resemblance to conventional banks. The collaterals
in these contracts from real estate and commodities
are not problematic. The participatory nature
of investment contracts put constraints to the
Islamic banks to ask collaterals from their partners
(except for negligence, misconduct and breach of
contract and according to regulatory requirement).
Therefore, Mudarabah and M usharakah  equity
financing cannot be properly collateralized in
Islamic banks.

5. Basel II capital adequacy requirements
emphasize using derivatives to manage the market
risk. However, use of derivatives especially the
use of financial derivatives are not approved
by Shariah scholars due to their non- Shariah
compliant nature.

6. External Credit Assessment Institutions (ECAI)
are needed to rate Islamic Banks and Institutions. In
this regard, IFSB (2008) guidelines suggested that
‘Supervisory authorities should conduct a separate
assessment of an ECAI’s methodology for Shariah
compliant financial assets’, and there is a need to
establish rating agencies having expertise of both
Shariah knowledge as well as technical and sound
banking practices.

7. The Islamic banking is in infancy stage and is
facing problems of lacking trained manpower;
non standardized products and non availability of
standardized software to the Islamic banks create
challenges in managing operational risk in Islamic
banks.

8. Liquidity management is a serious challenge for
Islamic banks due to limited options available for

short term placement of funds in Shariah compliant
products. The inter banks lending and the facility
of lender of last resort is not available to Islamic
banks. Liquidity risk is one of the most important
risks in Islamic banking due to non availability of
developed Interbank Islamic Money Market.

9. Unique Risks: the unique risks such as displaced
commercialrisk(DCR)andShariahnon-compliance
risk put additional concerns for Islamic banks in
managing their risks. Displaced Commercial Risk
has implication for capital adequacy as it pertained
to the assets funded from (IAHs) or (PSIAs) but
ultimately bear by shareholders instead of IAH.
Therefore, they have to allocate capital for (DCR).
Shariah non-compliance risk is supervisory for
risk management and supervisory authority’s can
impose higher capital charge to cater for Shariah
non compliance risk. However, the Islamic
Banks regulators have not yet specified any
requirements for Displaced Commercial Risk or
Shariah non-Compliance Risk. (See Nisar Ahmad,
4™ International Conference on Islamic Banking
and Finance Risk Management, Regulation and
Supervision Khartoum, Sudan, 4-6 April 2010).
Second: There are many theoretical as well as
practical challenges that face the Sudanese Islamic
Banking Industry.

A) Theoretical challenges:

From these challenges we can mention the
following:

As a practice in Islamic banking no production can
be executed until it is cleared by shariah scholars
or shariah supervisory board .This process has
been very slow, although during the past 30 years
of Islamic banking considerable progress has been
made, but still there are many important issues need
to be resolved from these theoretical unresolved
issues we can mention the following:

(1) Condition of participation in equity market.
(2) Delinquent borrowers and the issues of
penalties.

(3) Indexation : this problem has been raised
especially in the presence of a sustained high rate
ofinflation . The organization of Islamic conference
Academy in Jeddah has so far allowed indexation
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* In 1996 the deposit guarantee fund was formed
in Collaboration with both the (CBOS) and
the Sudanese Banks Association (SBA) with
the objectives of depositors protection, short
period liquidity assistance to banks who might
face temporal liquidity shortage and with
the macro objective of financial stability and
banks’ soundness.

* Optional implementation of Basel I Accords
started 1995, while compulsory implementation
began 1999 onward.

e (1999 -2000) Sudanese Banks Comprehensive
Banking Policy and;

e The Sudanese Banks Restructuring Program
(Phase One 2000-2002) (See Bank of Sudan
(BoS) circular No., BS/MM/2/4, dated
2/5/2000. This circular determined inter—alia,
merger policy plus the gradual increase of
banks’ capital from one SDD Milliard in
(2001) to 3 SDD Milliard by the end of the
year (2002).

* Implementation of AAOIFI Capital Adequacy
Standard (1999 onward).

* In 1999 Bank of Sudan (BOS) revised risk
weighted assets scales or weights by category
of on -balance sheet assets and the version
applied in Sudan differs from that proposed
by the Basel 1 in some respect (See Sabir M.
Hassan “Issues in the regulation of Islamic
Banking (the Case of Sudan)” Bank of Sudan,
series, issue No., (5), October 2004, p., 17.

B) Phase Two: Period from (2003 - 2008) which

witnessed the following incidents:

e The Sudanese Banks Restructuring Program
(Phase Two) 2005 - 2007/2008.

» Establishment of the Islamic Financial Services
Board (IFSB) in 2003, located in Kuala Lumpur
Malaysia.

* Basel II Accords Final Approval, June 2004.
Start of implementation in G 10 countries,
2006, other parts of the world 2007 onward.

* Emergenceofthe(IFSB)Prudential Supervisory
Standards, December 2005 onward. Start of
implementation 2007.

* Outbreak of the international financial crisis

U

2008 and onward.

These Challenges can be Illustrated as Below:
It is worth to mention that implementation of
the International Banking Regulation, namely
Basel 1-11 Accords constitutes challenges to both
Conventional as well as Islamic Banking Industry
all over the Globe.
First: Challenges of Implementing Basel Accords
and the Islamic Financial Services Board (IFSB)
Capital Adequacy Standard (CAS) on the Sudanese
Banks:
1. The investment accounts holders’ funds (IAHs)
or (PSIAs) cannot be classified as normal deposits
or considered as equity therefore these funds
are required different treatment which poses
a major challenge to Islamic banks for capital
adequacy requirements. In this regard, Karim
(1996) suggested four different possible options
of treatment for investment account holders, and
AAOIFI suggested 50% weights for these funds
in calculating the CAR. The IFSB excludes Risk-
weighted Assets funded by (IAHs) or (PSIAs),
and as per regulatory requirements, both restricted
and unrestricted IAHs are on balance sheet and no
separate requirements for the treatment of (IAHs)
or (PSIAs) is required.

2. Islamic banks have assets categories different

from the ones suggested in the Basel Accords and

the nature of these assets is significantly different.

The risk characteristics of these assets also differ

due to the reasons that:

*  Most of the Islamic banks’ financial assets are
asset-backed by real estate, commodities, or
work-in-process inventories.

* They are based on profit and loss sharing as
in Musharkah mode or profit sharing and loss
bearing as in the case of Mudarabah mode of
finance.

* Thereal assets have more than one kind of risk.
Such as credit risk as well as market risk (as in
Murabahah mode) which pose more challenges
to Islamic banks in managing theses risks.

3. Islamic banks are exposed to market risk both in

their trading books and banking books as against

market risk on trading books activities in the case
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INTRODUCTION:

The peculiar and special nature of the Sudanese
Islamic Banking System(SIBS), (e.g. assets-based,
profit and loss sharing system (PLS), no interest,
no derivatives plus implementation of all other
Shar1’ah compliant requirements) requires special
treatment when implementing the international
standards (the focus will be on Capital Adequacy
Standard (CAS), Disclosures to Promote
Transparency, Corporate Governance and Risk
Management Standards). It is worth to mention that
some of the contents and components of the above
standards (namely, CAS) when implemented in
Islamic Banks, need to be amended or sometimes
where mere amendment is not enough, radical
change will be inevitable.

BANK SUPERVISION AND PRUDENTIAL
REGULATIONS IN SUDAN (1990’s up to date):
The concept of Islamic banking was introduced
in Sudan for the first time in August 1978 by the
establishmentofFaisal [slamic Bank (Sudan). Other
Islamic banks followed e.g. Tadamon Islamic Bank
and the Sudanese Islamic Bank both in the year
1983, then an emerging stream of Islamic banks
follow, till they reach now by the end 2008 over
32 banks in the country. All these banks including
the Central Bank of Sudan (CBOS) are full-
fledged Islamic banks. Thus Sudan is considered
to be pioneer worldwide in having fully-fledge
Islamic Banking as well as in implementing the
international supervisory regulations, this is when
compared with other 3™ world countries and
namely, the African neighboring countries. In this
regard and in recent years, the Central Bank of

Sudan (CBOS) has undertaken a number of steps
to improve bank supervisory process by impose
implementation of international regulations since
early 1990’s to ensure safe and sound banking
system. This can be illustrated by the following
two phases:

A) Phase One: Period from (1990 - 2002) which

witnessed the following events:

* The start of implementation of modern banking
supervision regulations since early 1990°s.

* According to the financial Institutions and
Banks’ act (1991), which was to be in effect
at the beginning of the year 1992; heavy
administrative and financial penalties were
to be imposed on banks that violate Islamic
banking principles.

* In the year 1992 the Higher Shari’ah
Supervisory Board was established with a
separate presidential decree and it was located
at the Central Bank Premises to follow-up and
revise banking performance so as to be fully
Shari’ah compliant. By the end of the year
1994 the entire economic sectors’ operations
were freed from (Riba) and all interest bearing
transactions. This being the case, since then
Sudanese banks have their own features as
Islamic Banks.

* The end of Implementation of the Banking
Reform Program (1994 - 1997/98); this
program was meant to pave the way for Basel
limplementation.

* In 1995 for the first time a bourse for foreign
currencies was established and Khartoum
Stock Exchange Market (KSE) was set up.
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