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This issue of NewHorizon, as always, strives to educate
and update its readers across the globe on the newest
reports of the ever evolving Islamic finance industry. 

Despite the feelings of some within the Muslim
community that Shari’ah and finance are not compatible,
more and more countries around the world are embracing
the concept of Shari’ah-compliant banking and insurance.
There have been talks of issuing sukuk in South Korea.
Ajman, one of the Arab Emirates, has announced the
establishment of an Islamic bank. News has emerged that
Italy is to host a Shari’ah-compliant bank in the course 
of this year. Islamic microinsurance has been launched 
in Indonesia. And Kazakhstan, the largest country (by
territory) with a majority Muslim population – over
eleven million people – is vigorously developing Islamic
banking and insurance (takaful). 

This NewHorizon puts takaful in the spotlight, featuring
a comprehensive article on this type of protection – its
concept, its structure and its products, with up to date
developments and impending challenges. 

Basel II, a stumbling-block for Islamic banks, is also
explained in detail, and so is another highly topical issue,
that of risk management. 

There is also good news for those willing to study Islamic
accounting – IIBI has partnered with the Accounting and
Auditing Organisation for Islamic Financial Institutions
(AAOIFI) to offer those in the UK and Europe the
Certified Islamic Professional Accountant programme 
(the CIPA programme) of this reputable organisation. 
We hope that the next step will be the introduction of the
AAOIFI’s Certified Shari’ah Adviser & Auditors (CSAA)
programme. 

EDITORIAL

Deal not unjustly,
and ye shall not be 
dealt with unjustly.

Surat Al Baqara, Holy Quran

This magazine is published to provide information on developments in Islamic finance, and not to provide professional advice. The views expressed in
the articles are those of the authors alone. The Publishers, Editors and Contributors accept no responsibility to any person who acts, or refrains from
acting, based upon any material published in the magazine. The Editorial Advisory Panel exists to provide general advice to the editors regarding
matters that may be of interest to readers. All decisions regarding the published content of the magazine are the sole responsibility of the Editors,
and the Editorial Advisory Panel accepts no responsibility for the content.

Mohammad Ali Qayyum
Director General, IIBI
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NCB helps handicapped
Muslims to worship

Saudi Arabia’s National
Commercial Bank is to make 
20 mosques accessible to
handicapped Muslims. The
project has come out of an
agreement signed with the
Collaborative Charity, whereby
the bank has committed itself 
to the training and development
of people with special needs in
the province of Makkah.

The programme has been
designed to enable elderly and
handicapped Muslims to
perform their prayers and
worship. The mosques will 
be selected by the charity 

based on location and the
number of elderly and
handicapped visitors. The
charity will also decide on the
adjustments needed to make 
the mosques accessible. 

The first site to be enhanced
will be in Jeddah. This will be
followed by similar projects in
the rest of the cities of the
province. 

This programme is part of the
bank’s strategy to assist people
with special needs by training
them to work in the private
sector.

Maybank increases foreign
currency product set

After launching Malaysia’s
first Islamic foreign currency
products at the start of the
year (NewHorizon online,
31st January 2008), Maybank
has now increased its offering
to include two further
treasury products. The
products are foreign currency

deposit and placement, and
they work on the commodity
murabaha principle. The
products are aimed at
corporates and high net-worth
individuals, and have been
designed to enable investors to
mobilise surplus funds into the
Islamic financial market.

HSBC Amanah Malaysia has
been formally incorporated 
by its parent bank as a fully-
fledged Islamic bank in the
country. HSBC has been an
active player in the Malaysian
market on both the
conventional and Islamic 

sides (NewHorizon,
July–September 2007), and was
the first locally incorporated
foreign bank to receive a licence
from the country’s regulator,
Bank Negara Malaysia
(NewHorizon online, 9th
November 2007).

HSBC incorporates Malaysian Islamic subsidiary
The bank will have a universal
banking scope, which it hopes
will give it better access to
Malaysia’s growing Islamic
finance industry. The banking
giant hopes that its new
subsidiary will make the
country the regional hub for 

its Amanah brand.

HSBC Amanah Malaysia will
be launched in the second half
of 2008. It will offer a full
suite of Shari’ah-compliant
products and services to both
retail and corporate clients.

Moody’s Investors Service, the
global credit analyst, has
released a report entitled ‘2007
Review & 2008 Outlook:
Islamic Finance’, which paints
an encouraging picture for the
Islamic finance industry.
Authored by Dominique
Gribot-Carroz, Moody's
assistant vice president in Hong
Kong, and Faisal Hijazi, an
analyst in London, the report
calculates that the Islamic
finance market grew by around
15 per cent for each of the last
three years, which can be
attributed mainly to the
increased wealth of Islamic
countries thanks to the oil price
boom. 

The report estimates Shari’ah-
compliant finance to be worth
$700 billion worldwide, with
the largest increase in value
coming from the sukuk market.
Within this market, the report
reckons that sukuk held in
Asian currencies increased by
around half last year. Overall,
the report expects the sukuk
market to grow by 30 to 35 per
cent this year, mostly in GCC
countries, North Africa and
Asia Pacific. 

The report affirms Malaysia’s
lead in the global sukuk market,
quoting 66 per cent of all sukuk
as being issued in the Malaysian
ringgit.  

Moody’s report rosy about
Islamic finance market

Mosque in Jeddah

©iStockphoto    jamjom
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Energy boom spurs Islamic banking interest
Gulf Finance House, Bahrain-
based financial services
company, has announced the
formation of the region’s first
Shari’ah-compliant bank to 
be tailored to the energy
sector.

First Energy Bank has been
granted ‘in principle’ approval
from the Central Bank of
Bahrain, and is now under
formation with a planned
paid-up capital of $750
million. It will focus on oil
and gas upstream and
downstream, transportation,
petrochemicals, power, and
independent water and power
production. 

The new bank is designed to
cater to the huge anticipated
demand for investment in the
global energy industry; the
energy infrastructure for the
Middle East and North Africa
(MENA) region alone requires
approximately $56 billion 
a year according to the
International Energy Agency
(IEA). This suggests a require-
ment for $280 billion in invest-
ment in the next five years.

The investment will be timely 
due to IEA estimates of an
annual increase in global
demand for energy of 1.8 per
cent until 2030, which equates
to a need for global investment

City Council leader pledges support for Islamic Bank

The Islamic Bank of Britain
(IBB) and Birmingham City
Council are to work together to
bring economic opportunities 
to entrepreneurs in the UK’s
second city. The bank was the
first Shari’ah-compliant retail
bank in the country, and began

its operations in Birmingham
more than three years ago. 
The announcement came out of 
a meeting between the leader of
Birmingham City Council, Mike
Whitby, and the chairman and
directors of the IBB in February
(above). Whitby pledged to

work with the bank to bring
new economic opportunity to
potential entrepreneurs in the
city. The meeting discussed ‘the
way Islamic financial institu-
tions may be of specific interest
to communities in the city, and
could be part of a way to en-
courage entrepreneurship and
development’, says head of Lo-
cate in Birmingham, Michael
Loftus. The Council wants to
work with the bank to ensure
that its presence in the city
translates into business growth
in communities that may feel 
excluded from other financial
avenues.

The meeting was also a way for
the City Council to acknowl-
edge the bank’s commitment to
building its brand in Birming-
ham. The city prides itself on its
cultural diversity and has a large

Muslim population, but this
was only part of the reason why
the IBB decided to locate its
headquarters there, says Loftus,
it was also because ‘it is a good
place to do business from’. 

Also discussed was a way for
the City Council and the bank
to work together to explore mu-
tual opportunities. ‘The finan-
cial initiative that underpins the
IBB came out of the Gulf, and
the Gulf is a source of other
kinds of investment around the
world,’ says Loftus. ‘We’re very
keen on encouraging that inter-
est and awareness around Birm-
ingham.’ He hopes to create an
enhanced profile for the city
amongst sovereign wealth funds
and believes ‘the bank and its
connections, and its own degree
of recognition can be very useful
to the city’.

of $4.3 trillion in the oil sect-
or alone between now and
2030. Esam Janahi, chairman 
of the founding committee for
First Energy Bank, has referred
to the opportunity that the
increasing global demand for
energy presents for investors, 
and is proud that First Energy
Bank will be the first Shari’ah-
compliant bank devoted to
the industry.

Peter Panayiotou, acting chief
executive of Gulf Finance
House, believes that First Energy
Bank can fulfil the needs of a
number of private developers 
for capital and development
expertise. 

Similarly, the bank will consider
acquiring regional energy
companies which currently 
lack resources to fully exploit
the growth of this sector. First
Energy Bank plans a variety 
of investment activities, such 
as energy development projects,
co-investment, acquisitions and
mezzanine capital. The bank
will be established in asso-
ciation with strategic partners
Tasameem LLC, Emirates
Islamic Bank, Kuwait
Investment Co, Capital
Management House, Bahrain
Islamic Bank, QINVEST,
Energy City Qatar, Khaleeji
Commercial Bank and PFC
Energy International.  
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Indonesia-based PT Asuransi
Allianz Life has permanently
included an Islamic micro-
insurance product line in its
portfolio after the successful
completion of a two year pilot.
The product range is dubbed
‘Payung Keluagra’, which 
means ‘Family Umbrella’ and is
specifically tailored to meet the
needs of low income customers. 

According to Jens Reisch, CEO
of Allianz Life, the company
was ‘the first international
insurer to offer a micro-
insurance product that complies
with Islamic law’. The company
has already been offering
takaful products in Indonesia
since April 2006, and now 
the range has expanded to
incorporate Shari’ah-compliant
microinsurance. 

The majority of the Indonesian
population is Muslim (over 88
per cent), so ‘ensuring that the
products they buy do not go
against the principles of the
Quran is an important
consideration for many,’ noted
Reisch, ‘and that applies to
potential microinsurance
customers, too’. 

Allianz Life is currently
collaborating with seven
domestic microbanks that offer
the company’s microinsurance
policies to the Indonesian
market. However, Reisch
expects to increase the
cooperation network in future,
citing around 600 microbanks
in the country that ‘are large
and modern enough to be viable
partners’. He also sees

considerable potential in large
commercial banks, ‘more and
more of which are entering the
microfinance sector’. 

At present, the company has
around 42,000 microfinance
policyholders, the overwhelming
majority of whom are women,
who own and run small
businesses. Allianz Life has a 
far reaching aim to sell a total 
of 100,000 policies in the course 
of 2008, increasing this number
three fold by 2010. ‘Our initial
experiences have encouraged 
us greatly,’ said Reisch. The
company has been able to build
up a sustainable customer base
and ‘is in the black’. 

A new distribution concept has
also been announced. To make
its products more accessible, 
the company is going to
introduce specialist micro-
finance service providers,
representatives and brokers at
microbanks. The next step,
according to Reisch, is to
further diversify the product
portfolio. Health insurance and
children’s education, which are
‘important considerations for
low income families’, as well as
property insurance are among
the new planned policies. 

Allianz Life is part of Allianz
Group, an insurance, banking
and asset management services
provider with a global reach.
Outside Indonesia, the Group’s
local subsidiaries currently offer
microinsurance products in
India and Egypt, with 250,000
and 30,000 takers in each
country respectively.

Islamic microinsurance
launched in Indonesia

First Ajman-based Islamic
bank announced

The city of Ajman will become
the latest Arab Emirate to host
the headquarters of a Shari’ah-
compliant bank. In February,
Ajman Bank held an initial
public offering (IPO) for ten
days, with the aim of raising
AED550 million ($149
million) on the Dubai
Financial Market. The sum
equates to 55 per cent of its
total capital. Of the rest, 25
per cent will be owned by the
government of Ajman, and 20
per cent will be set aside for
international investors.

The IPO was the most heavily
oversubscribed in the UAE for
over a year, with investors
offering more than 80 times 
the anticipated amount.
‘Investors have clearly seen the
opportunity that the creation
of Ajman Bank offers,’ said
Ajman Bank’s chairman,
Sheikh Ammar bin Humaid al-
Nuaimi. Yousif Saleh Khalaf

(above), who has a wealth of
experience in the banking
sector in the region and
abroad, has been appointed
CEO of the bank. 

The bank plans to offer a range
of Shari’ah-compliant services,
and seeks to tap into the
growing market for Islamic
banking in the UAE. It hopes 
to open ten branches in the 
first two years, with the stated
aim of becoming the favourite
financial services brand in the
UAE and the region. 

A Shari’ah-compliant bank is 
to be established in Italy in the
course of 2008, which will be
the first Islamic bank in the
country. This was announced 
at a recent meeting between
bankers from the Middle East
and Italy.

Adnan Yousif, chairman of the
Union of Arab Banks, noted
progress on the plans to set up a
fully-fledged Islamic financial
institution, worth $147 million.
Although no details are being
disclosed at present, there is a

Italy to get an Islamic bank
possibility that the new entity
will be incorporated under the
umbrella of the European
Islamic Investment Bank (EIIB).
London-based EIIB is itself a
pioneer – it was the first
Shari’ah-compliant investment
bank to be launched in the UK.
Yousif stated that the deal is to
go ahead in the course of this
year. Initially, the bank will
target the Muslim population 
of Italy, however once settled, 
it hopes to expand its customer
base to include non-Muslims 
as well.  



The service was launched in
February, and is available for
Islamic mortgages in the UK.
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eConveyancer launches Islamic mortgage panel

The online conveyance services
platform from the United
Group, eConveyancer, has
launched an Islamic mortgage
panel. The eConveyancer
service enables financial
intermediaries, estate agents
and lenders to select and
appoint a conveyancer
(someone required to look after
the legal interests for every
mortgage in the UK) on behalf
of their clients, and then track
progress of a specific case. ‘The
company has now decided to
enhance its service by launching
a specialist panel of solicitors

capable of managing Islamic
mortgage applications on behalf
of clients,’ explains sales and
marketing director, Vanessa
Blount (right).

The new service focuses on 
law firms that understand the
requirements of Shari’ah-
compliant mortgages. Blount
believes there is a growing
demand for Islamic home 
finance in the UK, and that 
this is driving the need for
conveyancers with an
understanding of the specific
requirements of Islamic law. 

‘The benefit for borrowers is 
that they will be dealing with
conveyancers that understand
their specific needs,’ she explains.

The service works by an adviser
inputting basic client and
instruction details into
eConveyancer. This will 
produce a list of quotes that 
can be sorted by fee, distance 
or performance rating from
which the client will select their
conveyancer. Once selected, 
the conveyancer will commence
work and update eConveyancer
on a daily basis.

Sukuk in Korea?
A strategic alliance between
Malaysia-based CIMB
Investment Bank, and Daewoo
Securities Co. Ltd, the largest
securities firm in South Korea,
has raised the prospect of a
sukuk market being nurtured 
on the peninsula. 

CIMB will provide expertise as
an established Islamic bank to
the regional footprint, and
Daewoo will supply its brand
name, which is prominent in 
the South Korean market.

The two entities are going to 
set up an Alliance Initiative
Committee that will include
representatives from CIMB 
and Daewoo. The group will
research, negotiate, strategise,

Switzerland-based ICB
Financial Group Holdings 
AG has become the new
majority owner of Oriental
Bank, a Bangladeshi Shari’ah-
compliant bank with a recent
troubled history of corruption. 

Oriental Bank has a wide
footprint in Bangladesh, 
with 30 branches. However,
Bangladesh Bank, the
country’s central bank and
regulator, dissolved Oriental
Bank’s board in 2006, and
Obaidul Karim, a key
industrialist, was served 
a life sentence for mis-
appropriating 67 million 
taka (around £50,000) from
the bank in December.

The bank was also banned
from conducting many of its
services for much of 2007 

by the army-backed interim
government.

ICB, which is looking to
expand into emerging Asian
economies, has seen a positive
opportunity to overhaul the
outfit, with the aim of it
becoming one of the most
efficient banks in the country
in five or so years, under the
new name of ICB Islamic
Bank, according to Dr
Hadenan Bin A Jalil, chairman
of the ICB Group. 

Emphasis will be placed on
improving the technology 
and infrastructure of the 
bank, as well as retraining
employees, with a view to
providing an improved range
of competitive products for 
the country’s hundred million-
plus Muslims.  

Overhaul for Bangladeshi
Islamic bank operate and manage the

financial products and services
to be offered.  

Dato’ Nazir Razak, group chief
executive of CIMB Group,
states that ‘this alliance will give
Korean investors easier access 
to South East Asian stocks and 
will also give our clients access
to the Korean market. [This is] 
a region we believe holds great
potential for the financial
services sector.’ 

The estimated number of
Muslims in Korea varies, and it
is thought unlikely that many
reside in North Korea; however,
the number of Muslims in South
Korea is probably between
40,000 and 100,000. 

To stay up to date with all the news in the Islamic financial sector,
visit the Breaking News section of the NewHorizon website at

www.newhorizon-islamicbanking.com
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and demanded that the CMHC abandon 
its study. The MCC essentially makes four
points concerning Islamic banking: that it
needlessly ‘scares’ Muslims into paying
more than they should for banking; that 
it charges interest by another name; that 
the scholars, who gain financially by
determining what is and is not Shari’ah-
compliant, often use the position to
promote the products of their employers,
and are therefore incentivised to preach
against conventional banking; and that
Islamic banking marginalises those Muslims
who use it by separating their banking
activities from the mainstream of society. 

The MCC also calls into question how the
Quran should be interpreted on the subject
of Islamic finance, particularly on the
distinction between usury and interest. The
debate centres on the concept of ‘riba’ from
the Quran and the Hadith. Farzana Hassan,
president of the MCC and also a women’s
rights activist, has denied that the Quran
mentions the concept of interest at all,
saying, ‘what it does talk about is usury 
and the two are completely different’. 

Dr Humayon Dar, a well-known economist,
an expert on Shari’ah-compliant product
structuring, and CEO of BMB Islamic (the
Shari’ah advisory and structuring arm of
BMB Group) agrees that the concept of
‘riba’ is confusing. The IIBI’s perspective is
that the concept of ‘riba’, which comes from
the Arabic root meaning ‘to increase’ or 
‘to gain’, is much wider than its common
translation as ‘usury’. Today, riba is

10 IIBI www.newhorizon-islamicbanking.com

NEWHORIZON January–March 2008

Shari’ah and banking: 
compatible or unsuitable? 
A recently announced study by the Canadian federal mortgage insurer has reignited debate
within the Muslim community and among Islamic finance specialists about whether the concept
of Islamic banking is acceptable. NewHorizon’s contributing editor, Lawrence Freeborn, talks to
industry experts to get the full picture. 

Governments in the West are increasingly
taking note of the growth of Islamic
banking across the world. In the United
States, the treasury has recently appointed
an Islamic finance specialist, and an Islamic
Finance Information Program at Harvard
University has lately attracted media
interest. In Britain, the government has
recently announced its plans to consider the
issuing of Islamic bonds, with the hope of
attracting investment from the Middle East.
Lloyds TSB, a huge high street bank,
currently has 200 branches offering
Shari’ah-compliant services in the UK. 

This activity has encouraged a study into
Islamic and other faith-based mortgages, 
to be conducted by the Canadian Mortgage
and Housing Corporation (CMHC), a
federal government body which provides
mortgage insurance, and this has further
stoked debate on the subject. The study
aims to determine how much demand 
there might be for faith-based mortgages 
in Canada, as well as to consider side issues
such as whether the lack of faith-based
alternatives is potentially deterring people
from entering the market. (This debate
looks set to rumble on – a spokesman 
from the CMHC stressed that the research
is not yet under way, and a report may not 
be produced until the end of this year.)

The Muslim Canadian Congress (MCC), 
a body which claims to provide a voice for
progressive and liberal Muslims everywhere,
has ranged familiar criticisms against the
concept of Islamic banking in a press release

POINT OF VIEW

Baron Junaid Bhatti,
Ballencrieff House



form of profits.’ Professor Wilson agrees 
that ‘no Islamic bank, or indeed conven-
tional bank which offers a Shari’ah-
compliant service, charges interest. They 
use different financing techniques, and 
have different ways of rewarding their
depositors.’

Professor Wilson goes further, explaining
that, ‘potentially the return is a bit lower, 
but many people are prepared to pay a
modest price to have a clear conscience
about where their money is actually going’.
This point hints at the reason why Islamic
banking may be marginally more expensive
than the conventional alternative in some
cases. Shari’ah-compliant banks in the 
West face extra costs, such as the cost of
compliance, and the cost of employing a
Shari’ah board of scholars. Professor 
Wilson disagrees with the idea that scholars
should be expected to work for banks for
free, saying that ‘scholars who are sitting 
on these boards are doing a job, and can 
expect recompense’. Dr Dar, based on his
experience of dealing with Shari’ah scholars,
suggests that scholars’ fees have in any case
decreased in recent times, particularly in
Malaysia. It is also important to note that
today’s Shari’ah scholars, who sit on
Shari’ah advisory boards of financial
institutions, are not only well-versed in
Shari’ah, but also in operations of the
conventional financial system.

To Muslims, Islamic finance can perhaps best
be compared to the fair-trade food move-
ment, or indeed to buying a car. ‘If I buy 
an expensive car, obviously I’m buying the
particular features of that car. I could get
another car which is much cheaper, but I’m
buying it because it’s the car I want,’ cites
Wilson, ‘so it’s not just a question of com-
peting on price, it’s also a question of the
quality, the integrity of what’s provided.’ In 
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generally understood to encompass all 
forms of interest, whether ‘reasonable’ or
‘exorbitant’. It is prohibited due to being
exploitive and unproductive, as an effortless
gain and unjust enrichment at the expense
of others. Meanwhile, to some, it is largely 
a question of degree. Professor Rodney
Wilson, of the School of Government and
International Affairs at UK-based Durham
University, explains the definition of ‘riba’
thus; ‘people in the Islamic finance
movement do tend to interpret it as all
interest, and I do myself because I think it’s
very difficult to distinguish interest from
usury. Usury is high interest, but how high 
is high? Do you have it at ten per cent or 
15 per cent? Where do you draw the line?’ 

Professor Wilson also draws attention to 
the point that high interest is not just an
issue in Shari’ah-compliant banking.
Conventional credit cards and loans in the
West can often charge high interest, and
‘quite often the poor people borrow at very
high rates because there’s no collateral to
offer’. Meanwhile, Western consumers who
build up unaffordable levels of debt can be
seen as morally dubious too, for the same
reason as highly charging banks, since they
can be seen as ripping off the lender. With
these kinds of caveats, it is clear that
morality is hardly the ‘black versus white’
issue that critics of Shari’ah-compliant
banking would make it out to be.

In a recent statement, UM Group, a
Canadian Islamic finance organisation,
supports the CMHC’s move to consider 
faith-based mortgages, and compares
Shari’ah-compliant banking to ethical
finance. ‘Islamic finance is structured trade
products devoid of usury, similar to ethical
products which have filters,’ states the UM
Group. ‘Islamic mortgages are equity
partnership with payments coming in the

Potentially the return is a bit lower, but many people are prepared
to pay a modest price to have a clear conscience about where
their money is actually going.

Professor Rodney Wilson, 
Durham University

Professor Rodney Wilson,
Durham University
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a similar way, Shari’ah-compliant banking 
is an exercise in choice by the customer. ‘It
does not come at the expense of other pro-
ducts and nor does it compel any Canadian
to purchase,’ according to the UM Group.

However, a cursory look at the state of the
industry in Britain suggests that it should
not be taken as read that Islamic finance 
is more expensive that its conventional
counterpart. Baron Junaid Bhatti, an expert
in Islamic finance and head of Ballencrieff
House, a consultancy firm for ethical and
Islamic finance, suggests that this industry
can indeed compete on price, but that it 
will not happen instantly. ‘Any new product 
in any new niche will always be expensive
until you reach a certain critical mass, and
then it starts dropping in price rapidly as
different providers start to compete.’ So has
the price dropped in Britain? ‘Absolutely.
When you’ve only got one, it can pitch by
saying that it is the only provider. However,
when a few more pop up it can no longer 
do that. It has to start competing on service
quality and price, just like everybody else.’
Baron Bhatti points to personal loans
offered by the Islamic Bank of Britain,
which have competed with conventional
loans since 2004. ‘It’s a much more mature
product. Now the rate you can get is, I
believe, amongst the top ten cheapest
providers in the UK.’    

The idea that Shari’ah finance marginalises
Muslims in the West is also strongly
disagreed with. Omar Kalair, president and
CEO of UM Financial, says: ‘We don't see
Islamic financing ghettoising the Muslim
community. There would be no reason to
assume [that], when today we have banks 
in Detroit and Chicago which offer Islamic
mortgages at par to the Muslim community
through their branches’. Meanwhile,
Professor Wilson thinks that Islamic
banking can serve as a useful tool for
integration. ‘It’s a way forward for young
Muslims who are keen to see their faith
applied,’ and it sends a positive signal ‘if
they can aspire to work in a financial
institution’. As far as the progressive cause
for Muslims in the West is concerned,
Professor Wilson finds it difficult to be
unsympathetic to the MCC. ‘There are 

many other bodies in Canada that represent
Muslim opinion, but not many that have this
particular agenda, which is about separation
of church and state. I’d not necessarily argue
with the agenda, but I’d argue with the way
it tries to forward it.’ Professor Wilson’s
point is that, as one of the most progressive
areas of Shari’ah law, the MCC would be
better off embracing Islamic banking 
rather than bundling it with other, more
inflammatory, issues which are unrelated.
For instance by claiming that, as the MCC
does, ‘Saudi-inspired’ Islamic banking
legitimises a particular brand of extremism
associated with the Wahhabi sect of Islam. 

The MCC statement quotes from Professor
Timur Kuran, a professor of Islamic thought
and culture at the University of Southern
California, that Islamic banking ‘has
promoted the spread of anti-modern currents
of thought all across the Islamic world. It has
also fostered an environment conducive to
Islamist militancy.’ The MCC goes as far as
to state that it’s ‘clear that most [scholars 
on Shari’ah boards] are hard line Islamists
and, in at least some cases, open supporters
of terrorism.’ But categorisations of
conservatism and liberalism may be rather
different from that which the MCC suggests.
It is possible that Shari’ah-compliant
banking has much more of an affinity with
liberal rather than strident interpretations 
of the faith, as Dr Dar implies: ‘As a liberal
Muslim myself, I know how much cynicism I
face for being an advocate of Islamic
banking from the conservative echelons of
Muslim communities all over the world’.
Likewise, Professor Wilson believes that this
charge is unlikely to stand up to scrutiny,
commenting that, ‘I think there’s some
mischief making there’. In such a way 
does the MCC ‘undermine its case’. 

Partly for this reason, Baron Bhatti finds it
hard to believe that the views of the MCC
will find much traction in the community 
of up to one million Canadian Muslims, with
words that should encourage the industry in
Canada. ‘I am certain that the vast majority
of Muslims in Canada are keen to live their
life in a halal manner, and this will include
the way they conduct their business and
financial affairs.’ 

As a liberal Muslim myself, 
I know how much cynicism I
face for being an advocate of
Islamic banking from the
conservative echelons of
Muslim communities all over
the world.

Dr Humayon Dar,
BMB Islamic



Takaful International, the Bahrain-based
Islamic insurer, has shuffled employees in
senior positions as part of a restructuring
plan. Younis Jamal Al Sayed has become
chief executive of Takaful International,
having previously been general manager 
of the company. He can draw on 20 years’
experience from working with Arab
Insurance Group. 

Essam Al Ansari has replaced Al Sayed 
as general manager and Abdulaziz Al
Othman is promoted to deputy general
manager. Both have extensive experience 
in the takaful industry, having worked for 
a number of high-profile insurance
companies in Bahrain and outside it.

Abdul Rahman Tolefat has been named 
as the new chief executive of Allianz
Takaful Bahrain. Prior to this assignment,
Tolefat worked for the Central Bank of
Bahrain where he was responsible for the
development of the country’s Shari’ah-
compliant finance sector.

Bank of London and The Middle East
(BLME), an Islamic wholesale bank based
in London, has appointed two new non-
executive directors. Masood Akbar was a
non-executive director at Genesis Emerging
Market Fund for six years before joining
BLME, and is also currently an executive
director of AREF Investment Group in
Kuwait.

Sheikh Abdullah Jaber Al-Ahmad Al-Sabah,
the other newly appointed non-executive
director of BLME,  has also become vice
chairman of the bank. He is currently the
deputy director general of investments at
the Public Institution for Social Security
(PIFSS) in Kuwait, as well as the chairman
of Housing Finance Company (ISKAN) 
and a board member of Global Investment
House and Al-Ahli Bank of Kuwait.

Tuan Hj Sharkawi bin Alis has been
appointed chairman of Malaysia-based
Takaful IKHLAS. He has served in the
Malaysian Judicial and Legal Service, as 
well as working for the Malaysian Mining
Corporation and Malaysian Securities
Commission. He is also chairman of MNRB
Holdings Berhad, Takaful IKHLAS’ parent
company.

Takaful IKHLAS has also appointed Tuan
Haji Yusoff Bin Yaacob, to be the board’s
independent director. He is a fellow of the
Chartered Insurance Institute in the UK, and
a director of MNRB and the Malaysian
Reinsurance Berhad.
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On the move

APPOINTMENTS

Khaleeji Commercial Bank, an Islamic bank
in Bahrain, has elected a new board of
directors for a three year term, reflecting the
new shareholding structure of the bank. The
members are: Dr Fuad Al Omar; Esam
Yousif Janahi; Abdul Latif A Al Meer;
Hesham Abdullatif Al Jaber; Talal Alghalib;
Rashad Yusuf Janahi; Abdulrahman M Al
Shared; Abdulla Showaiter Abdullateef
Moosa Al Abdul Razzaq and Ebrahim
Hussain Ebrahim.

Suhail Al Shamsi, Naofal Abd Al Karim Al
Shawarib, Sarah Ahmad Ibrahim and
Fatima Al Suwaidi have been chosen as the
branch managers of four new branches of
the Dubai Islamic Bank (DIB) in Abu Dhabi,
Sharjah, Ajman, and Ras Al Khaimah. The
four have extensive experience in the
banking industry and will help DIB in its
aim of widening distribution channels for a
range of services.

The Saudi Arabian Alahli Takaful Company
has appointed Omar Khalifaty as new
chairman of the board of the company. He
was previously director of Alujain
Corporation, a Jeddah-based industrial
investment firm. 

Abu Dhabi Islamic Bank has announced 
the appointment of Tirad Mahmoud to the
position of CEO. Mahmoud has 25 years 
of experience from Citigroup and Saudi
American Bank, with much senior
management exposure, including being a
CEO and managing director for Citibank.

Saeed Al-Khuraimi has been appointed
general manager at Saudi-based SABB
Amanah Islamic Services to lead the bank’s
Shari’ah-compliant financial services. He
had previously been manager, private
banking.
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Ms Fozia
Amanulla (left) has
been named as
CEO of Malaysian
EONCAP Islamic
Bank Berhad.
Prior to joining
EONCAP Islamic
in early 2007,
Amanulla headed

the Islamic debt capital markets in
Aseambankers Malaysia Berhad (an
investment banking arm of Maybank),
responsible for both the domestic and
overseas market operations. 

Mohamed Qasim
Al Ali (right) has
become the new
CEO of National
Bonds Corporation,
the Shari’ah-
compliant national
saving scheme of
UAE having been
promoted from deputy CEO of the
company. He graduated in the US and
has previously served as general manager
in the UK and Ireland for Emirates
Airlines.



The term ‘Basel II’ is now commonplace
around the banking world. Most people
have at least some idea of what it means,
but some of the nuances of its application 
to Islamic banks may not be quite so well
understood.

The intention of Basel II, quite simply, is
that the regulators want to ensure that
banks are prudent in maintaining sufficient
reserves to protect themselves and their de-
positors against untoward events in their
loans, their operations or, within reason, the
market itself. The idea is that a bank needs
to set aside capital, which is essentially the
bank’s own money, for each of a set of de-
fined categories of risk. The more risky the
bank or its business, then the more capital 
it needs to put to one side to provide a cush-
ion against things going wrong.

As Dr Schoon points out, ‘the initiative was
really aimed at the large banks of the G10
developed countries. What was originally
intended for a Citibank or a JPMorgan now
equally applies to a small savings & loan
[institution] in the United States’.

It also, of course, applies to Islamic institu-
tions. Depending on the uptake of Basel II
in a particular country, it will apply to some
Islamic banks sooner than others. Neverthe-
less, it may eventually apply to almost every
Islamic financial institution. In many coun-
tries the regulations are already in place –
for others it is on its way. In the main, 

Islamic banks tend to be relatively small and
are often located in countries where Basel II
is not the regulator’s top priority, according
to Dr Schoon. So the impact on Islamic
banking has not been felt as much as it has
been on some small conventional banks that
happen to be situated in nations that have
already adopted the directive. Nevertheless,
Dr Schoon believes that Islamic banks will
largely be affected in ‘the same way as any
of the smaller conventional banks’ around
the world.

Even though Basel II applies equally across
all banks, its impact is felt differently in the
smaller banks than in the bigger banks. The
differences are not in the legislation itself
but in the availability of associated models
and historical data that a bank requires to
complete its capital adequacy calculations.
‘The larger banks are able to progress major
development projects,’ Dr Schoon says,
‘even when the actual capital relief was yet
unknown’. These development projects re-
late to banks creating customised ratings
models based on available historical data in
the bank rather than using the ‘standard-
ised’ approaches that are generally adopted
by the smaller banks. Those standardised
approaches offer reduced costs of imple-
mentation and maintenance compared to
the custom internally-built models used by
the largest banks. 

‘Smaller banks, including the Islamic banks,
are likely to suffer from a lack of data and 
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Islamic banking and Basel II:
challenges ahead 
‘No obstacles – no special favours’ describes the UK regulator’s attitude towards Islamic banks
when applying banking regulations – which includes the regulations surrounding the Basel II
capital adequacy directive. But is the directive itself quite as accommodating? Don Brownlow,
NewHorizon’s contributing editor, talks to Dr Natalie Schoon, head of product development at the
Bank of London and The Middle East plc.

Dr Natalie Schoon,
Bank of London and The Middle East plc



the bank’s internal processes, people and 
systems.

When comparing Islamic banks to smaller
conventional banks there is not likely to be
too much difference in the levels of opera-
tional risk encountered by either group. It 
is in the assessment of credit risk where the 
Islamic and conventional approaches to 
financing can result in different capital 
adequacy treatments.

As an example of such a difference, Dr
Schoon points out that ‘one of the areas of
concern to regulators is when banks lend 
to institutions for which they also own eq-
uity’. In the conventional banking world
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a smaller sample size,’ according to Dr
Schoon, which restricts them when attempt-
ing to build their own models, whereas the
largest banks, including those that offer 
Islamic windows, are able to develop cus-
tomised risk models using their own histori-
cal experience. 

When specifically looking at historical loan
losses, there are loss databases available to
the conventional banks such as the Pan 
European Credit Data Consortium
(PECDC) or the North American Loan Loss
Database (NALLD). These databases are
however not necessarily suitable for Islamic
banks since they are associated with conven-
tional finance. In addition, the risk appetite
of Islamic banks may be different. There is 
an opportunity in the Islamic banking com-
munity to create a specialised database that
is specific to Islamic institutions and their
loan loss history. In fairness, many Islamic
banks are so new that they have not as yet
seen the full economic cycle, so even if the
industry’s loan loss history were available
then it might not yet provide a significant
sample size.

The main components of Basel II – credit
risk and operational risk – are shown in 
Box 1. There are other risks but, for the
most part, conversation is often restricted 
to these two main items. ‘Credit risk’ gener-
ally means the quality and risk level of the
bank’s loan book; ‘operational risk’ 
generally refers to the quality of 

The amount of regulatory capital is calculated based on the aggregate of all of the bank’s risk weighted
assets multiplied by eight per cent. The eight per cent multiplier originated in the Basel I agreement
and has not been changed in Basel II. See below:

For example: A loan to a ‘bank incorporated in OECD’ attracts a 20 per cent weighting. The 
calculation is: for each £100 lent the lending bank must maintain £100 x 20% x 8% or £1.60 in 
regulatory capital. For the 400 per cent weighting given to lending with an equity position 
(see body of article), the calculation would be £100 x 400% x 8% or equal to £32 in regulatory 
capital.

How capital adequacy is calculated

Example Asset Classes Risk Weight

Central governments, central banks, OECD governments 0%

Multilateral development banks, banks incorporated in the OECD 20%

Mortgages 50%

Private sector, commercial companies owned by the public sector, all other assets 100%

Credit risk is defined as the risk that a counter-
party will default on one or more payments.
Three approaches can be used to determine
the required capital:

Standardised Approach

Roughly the same as the current Basel II 
approach. In addition to the standard risk
weights currently available, clients need to be
graded by an External Credit Assessment Insti-
tution (ECAI). The rating of the counterparty
will be incorporated into the overall risk
weighting.

Foundation Internal Ratings-Based 
Approach (FIRB)

Banks do not rely on ECAIs for their ratings,
but determine the probability of default (PD)
of their borrowers using an internally built
model. Loss-given default (LGD) and expo-
sure-at-default (EAD) are determined based
on supervisory rules defined in Basel II.

Advanced Internal Ratings Based (AIRB)

Not only the PD, but also LGD and EAD are 
determined based on internally built models.

Operational risk is defined as the risk of loss

resulting from inadequate or failed internal
processes, people and systems or from 
external events. This includes legal risk, but
excludes strategic and reputational risk. Simi-
lar to the calculation of the minimum capital 
requirements for credit risk, three methodolo-
gies are available for the calculation of opera-
tional risk capital charges:

Basic Indicator Approach

The capital charge is calculated as a fixed 
percentage (15%) of average gross income
over the previous three years. The percentage
is determined by the local regulator.

Standardised Approach

The banks’ activities are divided intro eight
business lines, and the capital charge is 
calculated per business line as a percentage 
of gross income. The percentages differ ac-
cording to the business line and are set by 
the local regulator.

Advanced Measurement Approach (AMA)

Banks apply their own internally developed
model, which incorporates quantitative and
qualitative criteria such as internal loss data,
key risk indicators, scenario analysis and self-
assessment.

Basel II: Available approaches for 
Credit Risk

Basel II: Available approaches for 
Operational Risk

Box 1
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this could signal a risky situation. But, of
course, taking an equity position in a 
company can often be an integral part of 
a transaction when an Islamic bank lends
using Shari’ah-compliant instruments.

Generally, regulators are of the view that
banks should not hold significant equity 
positions in companies to which they also
lend. This is based on the belief that a
bank’s risk increases when the ownership
position and the provision of lending are in
the same hands. The view is that lending
money to a company you own (or have a
significant stake in) results in ‘non-arm’s
length dealing’ which generally attracts a
significantly higher risk. Any equity position
held by a bank is therefore penalised under
Basel II by assigning a higher risk weighting
for capital adequacy purposes. This can
have a direct impact on an Islamic bank
when it lends to an institution under an 
equity participation financing arrangement,
such as a musharakah or a mudarabah
structure for example. In these structures
the bank’s financing takes the form of an 
equity position in accordance with Islamic
principles.

It is in an attempt to rectify possible in-
equities that the regulators not only look 
at the type of instrument being used but also

the purpose for which it is used. Dr Schoon
points out that, for example, ‘a musharakah
that is used for a mortgage would attract
the same treatment as a conventional mort-
gage; if it is used for specialised finance then
the regulator could apply “supervisory slot-
ting criteria”; however, if it is used for other
purposes then it would attract the same
treatment as would an equity holding’ i.e. a
three or four hundred per cent risk weight-
ing depending on whether it is public or 

private equity. This adds to the capital costs 
of mudarabah and musharakah agreements
making them more expensive. This higher
cost of capital should be taken into account
when advising a client and it may be that 
alternate structures would meet the client’s
needs at a lower cost. 

The Islamic Financial Services Board (IFSB)
has published a standard for capital 
adequacy – The Application of Capital 

Adequacy Standards – that follows the Basel
II directive. Because this standard is aimed
purely at Islamic institutions its breadth is
not as broad as the main Basel II directive.
It contains, for example, only the ‘standard-
ised model’. Similarly to Basel II, the 
recommended IFSB standards are not 
implemented globally in the same way. For 
example, the Financial Services Authority
(FSA – the UK’s financial services regulator)
through its local implementation of Basel II

does not apply the IFSB guidelines in the
UK, but treats Islamic transactions under
the same guidelines as conventional transac-
tions. There is, however, still no relief from
the four hundred per cent weighting for 
equity positions held in counterparty institu-
tions. The Islamic banking community is
small but it is pressing for its voice to be
heard by regulators regarding this equity
issue. There are no known plans at this 
time for the weightings to be changed.

www.newhorizon-islamicbanking.com

Basel II is an update to the original Basel agreement (often referred to as Basel I) that was reached by the Basel Committee for Bank-
ing Supervision in the Swiss town of the same name. The Basel I capital adequacy rules came into effect in 1988.

Basel II was intended to improve some of the weaknesses in the original agreement. Most notably, Basel I did not take into account
the quality or credit-worthiness of a bank’s counterparty (borrower). A large and well managed organisation with no defaults in its 
history was rated at the same level as a much more risky institution. 

This was corrected by the introduction of weighting that varied according to the counterparty’s credit risk history. In addition, 
weightings for operational risk were also introduced.

Having reached an accord in Basel each regulator was then to arrange for appropriate legislation in its own country to turn the 
agreement into locally applicable law.

The initiative was really aimed at the large banks of the G10 developed countries. But various international accounting scandals and 
the atmosphere of corporate regulation that created such reactions as the Sarbanes-Oxley regulations in the US provided a fertile 
regulatory environment for the emerging Basel II standard to be adopted worldwide and for every type of bank.

The origins of Basel II

The initiative was really aimed at the large banks of the G10
developed countries. What was originally intended for a Citibank
or a JPMorgan now equally applies to a small savings & loan
[institution] in the United States.
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‘Islamic finance through its equity-based
nature has a lot to offer for the stability 
of the markets and the economies of the
world,’ states Dawood. ‘Debt has helped
the Western economies grow very fast but
they keep having these hiccups,’ he
continues, referring not only to the recent
sub-prime shake-up but to similar crises in
the past as well.

But Dawood does think that the current
sub-prime crisis is helping the Islamic
banking world because of debt trading
uncertainty. ‘You’d get an asset against
which you created a debt but then you’d
create debt against that debt again. If it’s 
a $100,000 asset (a house, for example)
and you’ve created a $90,000 asset out of
that [mortgage loan] and then out of the
$90,000 debt you create another $80,000
asset [loan], so out of an original asset 
of $100K you’ve created a debt of
$170,000. That can’t be right. And that
happens again and again and again. It’s like
musical chairs, when the music stops there
will be no chairs to sit on.’ He thinks that
growing awareness of the situation will 
give a boost to Islamic finance, and that 
it’s important that people know and
remember that the conventional side of
banking is debt-based, whilst the Islamic
side is equity-based.

Yet, despite the differences, he sees many
similarities between the two forms of
banking. ‘You are comparing a 40 year 
old industry to a 700 year old one,’ says
Dawood. ‘But at the end of the day,

Islamic banking evolution: today’s
achievements and tomorrow’s trends 
In this edition’s interview column, Majid Dawood, chief executive of Yasaar Limited, an
independent firm that provides Shari’ah compliance services and consultancy to financial
institutions, shares with NewHorizon his views on the contribution Islamic finance can make 
to the world’s economy and the important contribution the scholars make to Islamic finance.

banking is still banking – the risk analysis
and nature of the business are similar.’ 

There are certain layers in Islamic banking
that the specialists wish to import into the
conventional banking models but, while
there are some things that can’t be accepted
by Shari’ah-compliant finance, ‘more or 
less what’s been happening so far is an
adaptation of the conventional market –
because it’s there – the technology is there,
the capability, the innovation is all there’. 

Dawood sees this restatement of
conventional banking in Islamic terms
continuing, but he also believes that the
next trend will be for products and
structures which are built ‘from the ground
up’, so that they are purely Islamic. He
compares it to building a house; in order to
build it exactly the way you want, you have
to start at the foundations. The industry is
continually evolving – first there were
Islamic windows, then Islamic divisions
were set up and now purely Islamic banks
are being established. 

‘The other aspect is that we have to get the
development of a critical mass.’ What
Dawood means by this is that as Shari’ah-
compliant banking proceeds, more and
more countries are trying to create juris-
dictions and tax changes to accommodate
this type of finance, and therefore it
becomes ‘an alternative asset class’. He
continues: ‘I have heard that by 2025,
about twelve per cent of the world’s
banking will be Islamic banking. If that’s

INTERVIEW

Majid Dawood,
Yasaar Limited

A client may expect a Shari’ah
scholar to be a scholar, a
banker and to know about
transaction structure; and they
want him to be a lawyer and an
accountant as well. That’s
asking a lot.
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the case, then you’re getting a critical mass –
and once you get it, there will be enough
products, enough depth in the market for it
to have its own benchmarks.’ There will be 
no need to use LIBOR (London Interbank
Offered Rate, an internationally recognised
interest rate) or to refer to LIBOR as a
benchmark. Islamic finance will have its
own rules, regulations, documentation,
standards and so on.

In Dawood’s view, the first generation 
of products were an adaptation of
conventional products and in some cases 
the scholars accepted them on the basis of
necessity. ‘Now the scholars are saying “It’s
time to move on”.’ Recently there has been
some controversy over sukuk, and before
that it was over commodity murabaha and
also hedge funds. Initially, the hedge funds
were based on salam contracts but these
were deemed not acceptable. So people 
went back to the drawing board. Salam
contracts have been replaced and funds are
now based on arboun. ‘Development is
taking place,’ observes Dawood. Similarly,
when referring to the recent debate
surrounding sukuk, he believes that ‘these
things have been moving away from the
original concept to a point where it’s
becoming unacceptable to the scholars.
Now they’ve reined them in.’ 

Dawood notes that it is not just the form 
of the contract but also its end-purpose 
that the scholars are interested in. As an
example he points out that ‘the wa’ad
contract is a promise from one party to
another to fulfil in the future; a totally
acceptable contract with specification and
such’. The end-consequences are important,
he emphasises. ‘If you do all of this to
achieve something and the end-
consequences are not acceptable then 
you’ve circumvented the contract’s essential
nature.’ So, for example, the question of
benchmarking to a hedge fund becomes 
an issue if the hedge fund has an income
from an unacceptable activity. 

‘There will be evolution on all fronts,
because it’s a very young industry,’ projects
Dawood. ‘But it can be controlled and
should be in the essence of what it is

expected to be.’ The scholars have a central
role in this control as well as in helping the
market to develop. His belief is that the
scholars’ views are important opinions
because of their knowledge, and that the
industry needs their interpretation of 
earlier precedents. He says that ‘things 
have changed in 1400 years from those of

the Hadith, and today’s world is a very
different world’. What the scholars are
doing is interpreting what may have been
the case and how it would have been
interpreted then based on certain
precedents. 

‘A client may expect a Shari’ah scholar to 
be a scholar, a banker and to know about
transaction structure; and they want him 
to be a lawyer and an accountant as well.
That’s asking a lot,’ he notes. In the future,
people may refer to the scholars of today
and to their precedents, so their involvement
and contribution are essential. Dawood
stresses that it is important to get the
scholars engaged early in the product
development process, virtually from Day
One. They can guide as to what direction 
to follow, or suggest options and warn
about potential pitfalls. ‘It is like a pilot
guiding a ship into port,’ says Dawood.
‘They take you into it in the right way.’

‘We have got to deal with the scholars and
we have to pay them, but in the end it’s a
development cost,’ he continues. Once a
product is developed and the standard-
isation is there, the costs will reduce. If one
Shari’ah board has created and devised a
product and given it a fatwa, the bank that
has developed the product will try to place 
it with other institutions as investors. If
successful, this means the Shari’ah boards 
of those organisations have also seen and
accepted the product. ‘So you have 20 or 30
scholars that have cleared it. Surely that
becomes a standard?’ Then, if a standard-
setting body adopts a product, it should
understand the changes for tax and the legal
implications and get the approval of legal

firms, central banks and regulators. ‘Once
that’s cleared, you have a product that you
can use anywhere in the world, in those
jurisdictions as you need them,’ explains
Dawood.

But he disputes the notion that once the
industry is standardised then there will be

no further need for scholars. He feels that
even if the investor knows that the product
is acceptable, the Shari’ah board still needs
to monitor the use of that product. As an
example of productive monitoring he 
cites an example of the US-based energy
company, Enron. One year before Enron
went bust, the scholars insisted on removing
this company from the Dow Jones Islamic
Market Index, because of unacceptable 
debt ratios. The core principles of Islamic
finance and the prudence of the scholars
acting according to those principles meant
that Islamic investors were out of Enron
‘before it went belly up’.

And for the future of the industry, Dawood
thinks it is the international business centres
that we should be looking at. He cites
Singapore with its efforts to accommodate
Islamic finance and also the UK, which 
is being ‘very, very proactive’. Financial
centres such as Dubai International
Financial Centre (DIFC) in Dubai, as well 
as those in Bahrain and Malaysia, will 
play significant roles in the maturity and
internationalisation of Islamic finance. As
for the US, it is currently ‘behind the curve 
a little bit’, but once it decides to implement
the changes, these will be done ‘very
strongly and very thoroughly’ (for more
information on developments within the
Islamic finance industry in the US, see
NewHorizon, October–December 2007).
The US economy is ‘one of the biggest
components of the engine of the world’s
economy’, emphasises Dawood, and it
cannot possibly be ignored. The US, in its
turn, cannot ignore the Islamic market;
therefore, ‘both have to work together for
the future’. 

I have heard that by 2025, about twelve per cent of the world’s
banking will be Islamic banking.

NEWHORIZON Muharrum–Rabi Al Awwal 1429
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between parties in a shared risk–return
model. A more comprehensive definition 
of Islamic banking and finance, however, is
one that states that they are the activities,
transactions and interactions initiated by
financial institutions whose intentions,
goals, objectives and operations are based
on principles prescribed by the Holy Quran
and the Sunnah.

Fundamentally, the Shari’ah principles
forbid ‘interest’ but they do not prohibit all
gains on capital. Simply stated, Shari’ah
principles recognise the time value of money
(profit) but not the monetary value of time
(interest). Shari’ah law requires that the
performance of capital must be taken into
consideration when rewarding capital.

Within the past five years, the world has
discovered Islamic finance. Today’s
investors, retail banking consumers and
corporations are embracing Islamic finance
as a viable alternative in investments,
lending, and corporate financing. The
surprise and shock of the new century has
been that Islamic banking is now being used
not only by Muslims, but by non-Muslims
as well. Why is Islamic finance gaining the
attention of worldwide financial markets as
a new part of the suite of financial products
that are a viable alternative to conventional
interest-based financing? What is the big
attraction? Is Islamic finance better, faster,
more competitive, cheaper or safer? In a
world where the promises of liberal
capitalism have brought to light the sad
reality whereby economic systems have
simply been unable to solve social problems,
Islamic finance presents itself as an
alternative for both Muslims and non-
Muslims to facilitate their finances under
the moral and ethical constructs of Islam.
This article aims to address the promise of
Islamic banking to markets worldwide by
identifying what makes it different from
traditional banking.  

So what are the basic tenets of Islamic
finance?

Islamic finance has been defined as Shari’ah-
compliant, whereby a local Islamic scholar
interprets the word of the Shari’ah law, at
the same time reflecting the views of the
local community. Just as Islamic banking is
interest-free, multi-purpose, not purely
commercial, and strongly equity-oriented,
Islamic finance strives to achieve equity

A cloud is a promise, fulfilment is rain
Why is the underlying promise in Islamic finance different? Joe DiVanna, managing director of
Maris Strategies Ltd, a strategic think tank for financial institutions worldwide, and the author of
‘Understanding Islamic Banking’, ‘The Future of Retail Banking’, ‘Redefining Financial Services’
and ‘The Merchants of Fear’, explores the issue.

Therefore, in financial terms, the use of
capital must add value and not be devoid of
risk (Holy Quran, 2:275). Islamic financial
transactions are an exchange based on the
premise of an equitable transfer between
two parties whereby there is equality in
sharing risk and a clear title to the owning
and handling of physical goods (assets). In
many cases, in modern societies, banks and
financial institutions that facilitate the
transfer between two parties typically play
the role of a hands-off intermediary. Islamic
banks act as hands-on intermediaries as 
they deal and trade in assets purely for the
purpose of income generation or profits.
The key difference is that Islamic banks
convert money into assets based on their
utility. An Islamic bank must handle the
risks associated with the transfer of assets,
trades and other ancillary transactions while
adhering to the best practices of corporate
governance and the principles outlined in
Shari’ah law. If the profits generated from
these transactions are considered compliant
and free of interest, they are said to be
permissible, or halal, and the proceeds are 
in turn passed on to the depositors as
income. If they do not meet Shari’ah
principles, they are considered unsuitable, 
or haram, and the Shari’ah advisors to the
institution may in many cases assess a
penalty to the intermediary to correct the
mistake. 

It is important to remember that Shari’ah
principles are not simply a prohibition of
interest. They are also designed to avoid
unethical practices. Islamic institutions
provide customers with the means to
facilitate the transfer of value between

OVERVIEW

Joe DiVanna,
Maris Strategies Ltd
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parties, by measuring their intentions
against the fundamental social values
expressed in the Holy Quran and the
Sunnah. Therefore, Islamic institutions are
set apart from other financial institutions 
in two ways. Firstly, they must review their
intentions through a moral and ethical lens
before they take action, and the products 
or services they bring to the market must
reflect the direct values and beliefs of their
customers, ranging from strict funda-
mentalism to moderate multicultural
environments. Put simply, Islamic financial
institutions assess the needs of the
communities they serve in order to create
products that reflect the values and beliefs
of their customers, unlike non-Muslim
institutions that create products with the
specific intention to get customers to adapt
to a new banking behaviour.

For Western bankers and non-Muslims, the
inevitable question is, how can a financial
system operate without interest, treat
lenders and borrowers equitably and work
towards the overall improvement of society?
The answer is not simply that Islamic
institutions have developed complex profit-
and-loss sharing mechanisms. Nor is it 
that over time the use of interest-like
alternatives, such as instituting offsetting
service charges or merely acting as buying
agents from which assets are leased and
then transferred at the end of the term has
evolved. Islamic banking is interpretive,
adaptive and, above all, dynamic in that the
elucidation of Shari’ah law reflects the local
culture and social fabric of the communities
served.

A bit of history….

Furthering the question of the different
underlying promise of Islamic banking as
opposed to traditional banking, a few
historical considerations are in order. In
today’s contemporary debate between the
academics who study financial services and
the banking industry professionals, one
question that often arises is, how can an
economic system thrive without the
charging of interest? The concept of an
interest-free economic system should not 
be alien to conventional bankers in Europe

and other large economies though, simply
because, at one time in history, the same
basic principle guided the Christian
economies of the Middle Ages. 

There are numerous variations on how
Islamic banking is brought to market
according to various schools of Islamic
thought. The variations centre on
interpretations of Shari’ah principles that
are universal in nature throughout Islam. 
During the Middle Ages, Christian
ecclesiastics were fiercely against usury,
arguing that usury was against the 
natural order of things, ‘a sin of cosmic
proportions’, which was a direct reflection
of the Aristotelian view on lending whereby
natural law was of a just equality: whatever
was lent was returned and nothing more,
nothing less. By the thirteenth century,
Augustine’s definition of usury as being
practised by anyone who expected to 
receive more than the amount lent was
widespread. The Church established canon
law prohibiting borrowing money where 
the lender would receive back more that 
the original amount. 

Critics of various implementations of
today’s Islamic banking compare the
formulaic methods of calculating the time
value of money with a method of
circumventing canon law used by European
bankers during the Middle Ages, known as
contractum trinius. 

It is essential to understand the progression
of medieval contracts, which had originated
using the same set of fundamental beliefs as
Muslim finance, in the context of where the
value proposition for Islamic banking stands
today and what path it may take in the
future. Shari’ah scholars will continue 
to review the modern adaptations and use

of more sophisticated techniques in
facilitating interest-free commerce with 
an ever-watchful eye towards the future. 
As we can see, the evolution to today’s

conventional interest-driven banking
industry did not happen in one single event.
Rather, it was a slow gradual process
originating from within the Christian
economies in order to facilitate the
monetary needs of a world becoming 
less agrarian and more commercial.
The three central issues that transformed
society’s views on usury can be directly
linked to the overall value proposition of
the process of capital provision. First of 
all, the nature of the Western world’s
understanding of time was changing from 
a cyclical mindset to the recognition of a
linear progression. This had direct
implications for the value of assets,
commodities and money over the time 
each was used, relative to their use
elsewhere. 

A second factor, that of just price, was also
changing as society’s attitude moved from
the idea of fair price or ideal price (iustum
pretium), based on a good’s value in its
usefulness to the community, to that of
prices based on the market-driven forces 
of erratic supply and demand. The Christian
Church found that over time it was
impossible to fight the combined forces of
everyday life. As scholars debated, people
still needed to eat, farmers to plant and
harvest and businesses to engage in
commerce and trade.

Another factor which must be considered 
is the centralised nature of the Church that
acted to concentrate the matter of legal
infraction due to its hierarchical structure.
This is a striking dissimilarity with Islam’s

For Western bankers and non-Muslims, the inevitable question is
how can a financial system operate without interest, treat lenders
and borrowers equitably and work towards the overall
improvement of society?
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decentralisation of Shari’ah principles
whereby local scholars interpret the law 
that technically reflects the local community.
One might argue that this is the first point
of divergence between traditional banking
and Islamic banking, indeed one which will
lead the two types of banking to move far
apart in modern times. 

Several final factors that were shaping the
medieval mindset included the realisation
that the value of money was affected by
supply and demand, when over time what
was lent might be returned at full face value
but be worth less than before. This line of
thinking shifted the debate from usury to
one of risk, fair use and the generation of
profits. In addition, throughout the
Renaissance and into the seventeenth
century, there was a consistent gradual
decline of the influence of the Church in
economic affairs. 

The Church took little official interest in
matters of usury after the seventeenth
century. An encyclical of 1745 by Pope
Benedict XIV stated that the nature of the
sin called usury has its proper place and
origin in a loan contract (mutuum), stating
that one returns to another only as much 
as he has received. The act that constitutes 
a sin rests on the fact that sometimes a
creditor desires more than was given. One
hundred and fifty years later, in 1917, 
the Code of Canon Law number 1543
described contracting for legal interest as
not in itself illicit, unless interest rates are
found to be manifestly excessive. Over time,
the Christian definition has struggled to
make a clear distinction between the cost 
of capital and interest.

In Islamic finance, the prohibition of
interest does not imply that capital is
costless: Islam recognises that capital is an
aspect of production. However, it is haram
to make a prior or predetermined claim 
on a productive surplus in the form of
interest. Under Shari’ah principles, the
owner of the capital can legitimately share
the profits made by the entrepreneur
because it is the ratio of the profit-sharing,
not the rate of return, itself that is
predetermined. 

Does Islamic finance then open doors to an
alternative economic system in the long
term? 

To answer this question, let us first examine
the fundamentals of Islamic finance with 
a little history lesson. Economists in the 
past two centuries who have addressed the
inequalities of liberal capitalism specifically
aimed at the role interest plays in striking 
a balance between social classes. In 1906,
Silvio Gesell, a German merchant who
moved to Buenos Aires during the height 
of the Argentine depression, wrote ‘The
Natural Economic Order’, a reflection of
the structural problems caused by the
monetary system. In the 1930s, John
Maynard Keynes reviewed Gesell’s work,
commenting on his theory and describing
interest as belonging to the quality of
money, being purely a monetary occurrence
setting a limit on the growth rate of real
capital. In Keynes’ view, a non-interest
based economic system warranted closer
examination and was conceivably viable.
Gesell’s evaluation of zero-interest
economies advocated that money should 
be used to stimulate consumption rather
than to earn interest. If one looks at the
fundamental tenets of the Islamic value
proposition, the potential reduction of

money circulating in the economy does not
determine zero-interest. Rather, the Islamic
theory of zero-interest is based on the idea
that the time value of money (profit) is
acceptable, but the monetary value of time
(interest) is not. 

In 1958, Islamic economist Mahmout Abu
Saud also wrote about Gesell’s ‘free money’
theory; ‘Gesell's theory of interest is in
harmony with the teaching of the Koran
and should be welcomed in all Islamic
countries. His plan for an interest-free

economy is a solid basis for constructive
attempts to liberate man from the slavery 
of his own illusions, from the tyranny of
mistaken tradition, and from exploitation
by his fellowman.’ Perhaps with further
development of Gesell’s ideas, Islamic
banking will be in a key position to help
develop an alternative economic system
which is fundamentally different from the
liberal capitalism that we now know.

So is the underlying promise in Islamic
finance fundamentally different? 

Yes, Islamic finance is different in that it
offers both Muslims and non-Muslims an
avenue of finance that is based on a higher
set of principles. Perhaps John Maynard
Keynes, who noted that Gesell’s concept of 
a fair and equitable economy needed more
study, gave us a clue as to why the world is
now looking at Islamic finance with new
eyes. In Keynes’ words: ‘Capitalism is the
astounding belief that the most wickedest 
of men will do the most wickedest of things
for the greatest good of everyone.’ An old
Arab proverb is possibly the best description
of where Islamic finance is as an industry
today – ‘a cloud is a promise, fulfilment is
rain’. Perhaps we should be investing in
umbrellas. 

It is important to remember that Shari’ah principles are not simply
a prohibition of interest; they are also designed to avoid unethical
practices.
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COUNTRY FOCUS

Kazakhstan holds a unique position among
the countries that gained sovereignty after
the collapse of the USSR. Being the ninth
largest state in the world and the largest (by
territory) state with a majority Muslim
population, Kazakhstan occupies more than
2.7 million square kilometres (over one
million square miles). 

Situated between Europe and Asia and,
therefore, called the ‘heart of Eurasia’,
Kazakhstan has ample natural resources 
of oil, uranium, ferrous and non-ferrous
metals. Over the last decade, the economic
growth of Kazakhstan has been nothing less
than remarkable: if GDP per capita ten
years ago comprised barely over $700, in
2005 it attained $3000, and in 2007 the
economic growth constituted 8.7 per cent.  

The Index of Economic Freedom (a series 
of ten economic measurements created by
the Wall Street Journal and The Heritage
Foundation to measure the degree of
economic freedom in the world's nations)
ranks Kazakhstan as 75th in the world,
which is higher than China (119th) and
Russia (120th). The Index takes into
account such factors of economic freedom
as trade and business freedom, labour
freedom, property rights and financial
freedom.

Kazakhstan has played a significant role in
the history of Europe and Asia over the
centuries, connecting the West and the East.

A considerable stretch of the Silk Road ran
across it, and Kazakhstan was the starting
point of the great migration of peoples after
the collapse of the ancient empires. 

The wide spread of Islam in Kazakhstan
began in the 750s, after the Battle of Talas,
when the Chinese army was defeated by
Arab, Kyrgyz and Nepali forces on the bank
of the Talas River (which runs through 
the modern states of Kyrgyzstan and
Kazakhstan). In the aftermath, the Turkic
folks in the region accepted Islam on a mass
scale.

The city of Farab (also known as Otrar),
birthplace of the prominent philosopher,
Mohammed Abu Nasr Al Farabi (870–950)
and also home to the world’s second richest
library after the Alexandrian Library, is
located within the borders of present-day
Kazakhstan. This region was also the
homeland to a host of renowned Islamic
public figures and scientists of the XI–XII
centuries, including Usuf Balasaguni (poet
and philosopher), Mahmud Kashgari
(linguist and philosopher) and Kozha
Akhmed Yasaui (a Sufi teacher and mystical
poet). The Turkic governor of Egypt and
Syria, Sultan Baibars, was also born in
Kazakh lands. 

For centuries, Islam has been the main
religion for the whole region. However, in
the days of the Soviet regime, the country
where thousands of Islamic state figures and

Reestablishment of Muslim identity is on the rise in Kazakhstan, a former Soviet republic and
now an independent oil-rich state in Central Asia. The country’s financial sector is gearing up to
cater for over eleven million Muslims residing in this ‘heart of Eurasia’. Some Shari’ah-compliant
banking products have already been launched and takaful protection is currently in the pipeline.
Kuralay Yeldesbay, actuary at Kazakhstan-based BTA Insurance Group, has been behind the
idea of introducing takaful to the country’s insurance market. She reports on the progress the
country has made so far in accommodating Shari’ah-compliant finance. 
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April–June 2007). Abdulla Showaiter,
general manager of corporate and
investment banking at Emirates Islamic
Bank, referred to Kazakhstan as ‘a very
promising and prospective region’ and
dubbed the country as ‘golden gates’ for
Islamic products to other CIS countries. 
As the first step in introducing Islamic
banking, BTA declared its readiness to
swiftly introduce an interest-free deposit 
to the market. 

The two entities are also planning to
establish a fully-fledged Shari’ah-compliant
bank in Kazakhstan, with BTA and Emirates
Islamic Bank having an equal 50/50
shareholding in this financial institution.
According to Roman Solodchenko,
chairman of the board at BTA, ‘it will
operate as a joint venture, offering
corporate and retail products’. 

At present, Islamic financing in Kazakhstan,
despite the success of the credit transactions,
is still only at the start of a great journey.
Nevertheless, according to specialists,
within a few years, Shari’ah-compliant
financing will take more than five per cent
of the country’s banking services market.  

In 2007, the Agency for Regulation and
Supervision of Financial Market and
Financial Institutions (the industry’s
regulator in Kazakhstan), together with 
the Islamic Development Bank (IDB),
announced plans to issue Islamic securities
in Kazakhstan. These will be nominated in
the local currency, tenge. The plans were
motivated by the state’s proposal to develop
the country’s capital markets by introducing
Islamic financial instruments, starting with
sukuk. This means that Kazakhstan may
become the second country after Malaysia
where IDB issues Shari’ah-compliant
securities in the national currency.

Due to the immense interest in financing
according to Shari’ah canons, an
international conference entitled ‘Islamic
Banking and Finances in Kazakhstan’ was
held in May 2007 in Almaty, the country’s
largest city. This credible event was
organised under the Agency’s sponsorship

COUNTRY FOCUS: KAZAKHSTAN

scientists lived and worked was subjected to
violent elimination of religious values and
Islam was saved for domestic aspects of life
only.   

Once Kazakhstan had gained sovereignty 
in the early 1990s after the demise of the
Soviet Union, the process of the revival of
Islamic values started with a vengeance.
According to recent data, about 16 million
people of 120 nationalities are currently
living in Kazakhstan, about 70 per cent of
whom are Muslims. The official number of
mosques operating in the country is
approximately 1700, and construction of
mosques is taking place in all regions of the
country, mostly on the initiative of state
officials and businessmen. In recent years,
there has been an overwhelming increase in
numbers amongst the younger population
attending mosques, which reflects the rising
importance of religion in young people’s
lives. 

TV programmes and documentaries
dedicated to various Islamic issues are
emerging, with religion becoming a focus
topic of many radio programmes, while a
significant number of printed publications
on the subject of Islam have also been
issued. In 2001, the halal standard was
introduced in Kazakhstan, resulting in a
growing number of cafes and restaurants
offering halal food, and stores selling
clothes that meet Shari’ah requirements.  

Consequently, it is not surprising that there
is vast interest in introducing Shari’ah
finance in Kazakhstan. The financial 
sector of the country is aware that the
development of Islamic banking will, firstly,
meet the demand of the population that

wishes to bank in accordance with its
religious beliefs; secondly, facilitate the
expansion of international contacts; and
thirdly, diversify the country’s financial
system enhancing its flexibility and stability.  

The current instability in the international
financial markets (e.g. the recent subprime
mortgage crisis in the US) has had an
impact on the local economy, and
Kazakhstan’s banks and regulatory
authorities are increasingly turning their
attention to financing based on Shari’ah
guidelines.

With respect to the present domestic
business environment and local clients’
capabilities, murabaha (where the bank
buys and sells items required by the
customer), which is the simplest type of
Islamic financing, is already practised in
Kazakhstan today. Other forms, specifically
musharakah (joint venture), ijara (leasing),

sukuk (Islamic bonds) and mudarabah
(profit/loss sharing) are currently under
examination, and their introduction is 
being planned. 

Islamic banking guidelines were first
approved in 2003 by one of the major
banks in Kazakhstan, Bank TuranAlem 
JSC (BTA Bank). From 2006, these were
acceded to other leading domestic banks,
CenterCredit Bank, Alliance Bank and
Kazcommertzbank. In the spring of 2007,
BTA Bank signed a memorandum of
understanding with Dubai-based Emirates
Islamic Bank to promote Shari’ah-compliant
banking in Kazakhstan and other CIS states,
where BTA has a number of subsidiaries
(reported in detail in NewHorizon,
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We want to see Kazakhstan become a regional centre for Islamic
finance, so that the securities issued within Kazakhstan’s borders
are recognised by the public interested in purchasing such
products and banking in accordance with Islamic principles.

Ghani Uzbekov, 
Agency for Regulation and Supervision of Financial Market and Financial Institutions
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by the Financial Experts Association of
Kazakhstan, IDB, BTA Bank and a number
of state agencies. The conference was
attended by official authorities and experts
of Islamic banks, local financial institutions,
auditors and law firms. A wide variety of
issues was discussed at the event, from
general subjects such as the main principles
of Islamic finance, its distinction from
conventional banking and the role of
Shari’ah boards at Islamic banks, to the
practical application of this type of finance
in Kazakhstan and the regulatory
requirements needed for further
development of the industry in the country.

Also, in the course of discussions on the
legal aspects of the broad introduction of
Islamic finance, an inter-agency task group
was established and a development plan
drawn up. The task group, comprising IDB
and Agency representatives, is set to resolve
the issues of the absence of a regulatory
framework for the Islamic finance industry
in Kazakhstan, the absence of an agency or
state authority with sufficient knowledge of
Shari’ah standards, and the disparity of
Kazakhstan’s tax laws with a number of
regulations for Islamic banking products.
One of the group’s leaders, Ghani Uzbekov,
deputy chairman of the Agency, noted: 
‘We want to see Kazakhstan become a
regional centre for Islamic finance, so that
the securities issued within Kazakhstan’s
borders are recognised by the public
interested in purchasing such products 
and banking in accordance with Islamic
principles.’

At the end of August 2007, a framework
agreement between BTA and IDB was
executed, providing BTA with the
opportunity to finance small and medium
business projects in the industrial,
agricultural and processing sectors through
the use of ijara, murabaha and istisna
(contractual agreement for manufacturing
goods and commodities) methods.
As for Islamic insurance (takaful), it is
currently in the very initial stages in
Kazakhstan. The BTA’s subsidiary, BTA
Insurance Group, was one of the first
companies to express an interest in takaful.

The author of this article nurtured the idea
of introducing takaful to the country’s
insurance market after reviewing a series 
of publications on Islamic insurance,
including Renat Bekkin’s book, ‘Insurance
under Islamic Law: Theory and Practice’.
(An in-depth interview with Bekkin, PhD 
in Law, on the subject of Islamic finance in
Russia and the CIS countries, was

published in NewHorizon, January–March
2007.)

After studying the takaful concept and the
experience of Malaysian takaful companies,
the management of BTA Insurance 
Group decided to introduce the alternative
insurance system. However, at the moment,
it seems too early to announce the

Astana,
Kazakhstan
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establishment of a separate takaful 
company or division. Aiman Mykhtibaeva,
chairperson of the board of BTA Life (a
member of the BTA Group, which also
incorporates BTA Bank) – a leading life
insurance company in Kazakhstan today –
explained: ‘Though there is a demand for
halal insurance products in the country,
especially in retail business, the local
regulatory framework and securities market
are still unavailable for full implementation
of the concept. Nevertheless, we are looking
into devising a Shari’ah-compliant product
that will operate on the principle of the
investment of insurance contributions based
on mudarabah concept.’ It is worth noting

that, at present, the insurance market in
Kazakhstan occupies a small portion of 
the financial sector – thus, in 2007, the
insurance market ratio to GDP comprised
approximately 1.8 per cent.   

As the country’s economy continues to
develop, the percentage of young practising
Muslims with higher economic and
technology education keeps growing and 
so does the number of specialists with
professional experience in the financial
sphere. The Muslim population is eager 
to work in accordance with their religious
beliefs, so it can be assumed that the
establishment of an Islamic bank or a

takaful company in Kazakhstan will not
face any problems with staff insufficiency.

Of course, further development of Shari’ah-
compliant banking and takaful significantly
depends on the modernisation of the
relevant legislation and how soon the
necessary amendments are adopted by 
the parliament of Kazakhstan. But what’s
most important and reassuring is that the
country is already on the development 
path. The foundation of the critical mass
required for successful growth and the
expansion of the Shari’ah-compliant finance
industry in Kazakhstan is already in full
swing. 
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The Islamic Finance News has awarded BTA’s syndicated wakala facility the ‘Best Deal of the Year 2007 in Kazakhstan’. The key
reasons for the award were that the deal was the largest Islamic facility in the country and was the largest Islamic financial institution
syndicated deal outside the Middle East.

The transaction was launched in May 2007 for an amount of $150 million with syndication limited to a group of investors primarily
in the Middle East and Malaysia. It was so successful that BTA increased the facility amount to $250 million. The syndication closed
oversubscribed in July 2007. The facility tenure is two years, and its proceeds are used to finance BTA’s Islamic trade finance activities. 

Abu Dhabi Islamic Bank (ADIB), Barclays Capital and CIMB Bank were the principal agents of the transaction. A total of 14 financiers
joined the facility, with four being new players in Kazakhstan’s finance market. ADIB acted as Shari’ah advisor, documentation agent
and wakil (facility agent). The structure of the transaction was approved by ADIB’s Shari’ah & Fatwa Supervisory Board. Barclays
Capital acted as bookrunner, and CIMB as Malaysian roadshow arranger in connection with the facility. Allen & Overy, an
international law firm, provided legal advice. 

BTA’s Islamic transaction wins the 
‘Best Deal of the Year’ award

Astana,
Kazakhstan
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Takaful is a form of financial protection,
similar to insurance, which is designed to 
be compliant with Islamic principles and is
based on the principles of solidarity and
mutual guarantee.

In order to be acceptable to Islam, insurance
must avoid the payment or receipt of
interest (riba) amongst other requirements.
For instance, gambling (maysir) or
uncertainty and unclear terms (gharar) 
are not permitted. In addition, a takaful
business can only invest in industries that
are halal (acceptable) and must avoid those
that are haram (unacceptable); examples 
of haram businesses include brewing and
gambling, both of which contravene Islamic

law. Although the principles of what is
permitted are fairly clear, the interpretation
of these rules can be controversial.
Conventional insurers will often fail all of
the requirements noted above because they
may have significant interest-bearing
investments or debt issues, non-compliant
product design and investments in
prohibited industries. Takaful firms are
increasingly being set up to address these
issues from an Islamic perspective.

Current takaful landscape

With global takaful contributions estimated
at around $2.6 billion for 2006, the takaful
industry is small compared with the world’s
insurance sector as a whole, which has
premiums of around $3.7 trillion. However,
its influence and importance extend beyond
its current size. There is substantial
potential for growth in the Middle East and
Asia, as well as in certain Western European
countries which have sizeable Muslim
communities. The takaful industry already
forms an important part of the total
insurance market in some Muslim countries
and many of these markets are themselves
seeing rapid growth in insurance
purchasing. This increased purchasing is 
a trend that is likely to continue, especially
as a result of steady urbanisation, the ageing
of the workforce and rising living standards
in these regions.

The main takaful markets are located in the
Middle East and South East Asia, with
Africa accounting for a smaller percentage

of total premiums. Many of the
multinational insurers that are expanding
into this sector have established subsidiaries
in either Bahrain or Malaysia, two countries
that have been particularly proactive in
developing the necessary legal and
regulatory environment and which also have
the required infrastructure. More recently,
other countries have also made progress in
developing a suitable business environment
for takaful operators. Pakistan is one such
example; new legislation was published
there in September 2005.

During 2006 and 2007, a significant
number of takaful and retakaful operations
were established by major conventional
re/insurance players (e.g. Munich Re,
HSBC, Hannover Re, Prudential, AIG,
Tokio Marine and Swiss Re in 2006; Aviva
and Allianz in 2007) and more are expected
in 2008. These players see takaful as a 
way to protect market share in growing
Islamic markets as well as to leverage their
existing expertise to reach a new client base. 
A key feature of a takaful business is the
principle of tabarru, or donation. Instead 
of charging a premium as a conventional
insurer or reinsurer would, a takaful firm
receives contributions, at least a part of
which is treated as a donation. 

The fact that contributions are made
through donation helps to eliminate issues
of gharar and maysir. This is therefore an
important element in making takaful
structures acceptable under Islamic
principles. Although the classification of

Insurance: the Islamic way
Takaful has been established in its modern form for more than 25 years and firms that offer
Shari’ah-compliant insurance protection have grown significantly in both number and scale.
Takaful contributions (premiums) are expected to increase in volume substantially over the next
decade, thinks Andrew Murray, senior director of Fitch Ratings’ insurance team in London. 
In this article, he discusses why takaful is necessary and examines various key features of this
form of financial protection.
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Andrew Murray,
Fitch Ratings



IIBI  31

NEWHORIZON Muharrum–Rabi Al Awwal 1429 ANALYSIS

funds received as a donation rather than as
premiums may appear to make little
difference from a credit perspective, the
different classification does have a direct
impact on the form of relationship between
the participant (policyholder) and the entity
providing protection. In some cases, it can
therefore affect future obligations to
participants and, hence, have an analytical
impact.

There are notable differences in structure
between the various takaful providers. 
For example, they may operate as non-
commercial providers – on a purely mutual
and cooperative basis with the participants
of the scheme guaranteeing each other, or
they may operate on a commercial basis.
The non-commercial structure is similar to 
a traditional mutual company; legal and
regulatory issues and complexities are
generally lower than for the commercial
form of operation described below.

Under this commercial alternative, the
takaful operation is run with a segregation
of assets between the takaful fund and the
takaful operator. In this instance, the takaful
fund collects contributions from the fund
participants and it is from here that claims
and certain expenses are paid. The takaful
operator is a service provider, which is
entrusted to organise and run the fund for
the benefit of the fund participants. The
reward for the operator’s services can take
several forms and these are discussed further
below. Taken together, the takaful operator
and takaful fund make up a takaful firm 
or business.

It should be noted that there may be several
pools of assets within the takaful firm, with
separate funds generally applied for family
takaful (life insurance) and general takaful
(non-life insurance) where composite firms
are permitted. In addition, different
products may be supported by separate 
sub-funds and, in particular, contributions
for family takaful are in many cases divided
into several portions. The extent of legal
separation among the pools, especially in a
winding-up scenario, is an important credit
factor and can vary between takaful firms.
The shareholders’ and the participants’

funds can be linked in three main ways.
There is the pure mudarabah model, under
which the takaful operator acts as a
mudarib (entrepreneur) and the participants
as the capital providers (rab-al-maal). A
contract specifies how the profits are split
but, in the absence of negligence, any losses

are borne entirely by the capital providers.
There is also the pure wakala model, under
which the operator acts as agent for takaful
participants and takes a fee for performing
this service. In this case, in principle the
operator takes no underwriting or
investment risk and all profits as well as
losses accrue to the participants only. 
The fee taken by the takaful operator is
known as the wakala fee and is often set 
as a percentage of contributions paid. The
operator is able to make a profit if the fee
that is received is greater than the
management expenses incurred. There may
also be a performance-based element to the
fee, which can help to align more closely the
incentives of the fund participants and the
takaful operator (e.g. modified wakala). In
addition to aligning incentives more closely,
such contracts can also make it easier for
the operator to offer its shareholders an
adequate economic return.

Finally, a combination of wakala and
mudarabah contracts is also possible. It is
relatively common for investment activities
to be carried out under a mudarabah
contract and for underwriting activities to
be undertaken as part of a wakala contract.
This means that a takaful operator does
share in the potential upside of investment
operations but is remunerated for its
underwriting selection based on a wakala
fee. This has implications for the incentives
of the operator and for corporate
governance.

Where there is a segregation of assets within
the takaful firm (for example, between a

takaful operator and takaful funds), it is
accepted practice for a takaful operator to
provide an interest-free loan (known as a
qard hasan) to cover any deficiency in the
takaful fund if it arises. This interest-free
loan is generally repaid from future
surpluses. 

If the takaful operator and fund are treated
as a single entity on winding-up (or more
broadly if there is recourse to the takaful
operator by the takaful fund in case of an
insufficiency of fund assets), then all assets
of the takaful firm would be available to
fund participants. In such cases, the
importance of the qard hasan would be
reduced and the exact terms of the loan
would become much less crucial. 

Corporate governance structures

Perhaps the most obvious common feature
of takaful firms is the existence of a Shari’ah
board. This body is responsible for the
review and supervision of the company’s
activities in order to ensure compliance 
with Shari’ah law.

The Shari’ah board operates in conjunction
with the management board, which is
responsible for strategic decisions and the
general running of the organisation in
accordance with the relevant legislation.
Where a separate takaful fund exists, this
fund has no management of its own but
instead relies on that of the takaful operator
for controlling the business and ensuring
Shari’ah compliance. The interaction
between these two boards (Shari’ah and
management) is critical to an effective
takaful operation. In many cases, the
management board will also need actuarial
or technical advice in order to facilitate 
and assist in decision-making.

Many of the Shari’ah scholars who offer
advice will work for more than one
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Further development depends in part on the industry’s ability to
convince Muslims and others of the need to use takaful
businesses.



company or takaful business. Although this
can lead to a broader range of experience 
in Islamic finance issues, it can also lead 
to conflicts of interest and these potential
conflicts need to be suitably managed.
There are also issues concerning corporate
governance, such as oversight over the
actions of the board of directors. In a
traditional insurance company, there may 
be non-executive directors and the directors
are often also held accountable to the
shareholders at an annual general meeting.
For a takaful business, shareholders may or
may not exist, non-executive directors are
by no means universally employed and there
may also be heightened ‘principal–agent’
challenges if the takaful operator does not
suffer the negative consequences of poor
underwriting or investment losses. This
would be the case, for example, if there
were no existing (or compulsory future)
qard hasan between the takaful operator
and fund and no legal recourse of the
takaful participants to the assets of the
takaful operator.

Products

Products offered by takaful businesses are
grouped into two main categories, general
takaful (non-life or property and casualty
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insurance) and family takaful (life
insurance). Within these categories, the
product range that is offered by takaful
businesses can be quite different from that
offered by conventional insurers. This
reflects a number of factors including the
geographical concentration of takaful firms
in certain regions with particular market
structures but also the requirements of
Shari’ah compliance.

For example, takaful products tend to have
a high degree of transparency associated
with them due to the Islamic requirement
for the contracts to be fair and to avoid
unclear terms. Disclosure and the avoidance
of ambiguity is therefore a critical aspect 
of product design and guarantees are very
rarely offered as this can create an
unbalanced contract which contravenes
Islamic principles.

Some product types are only offered in a
very limited way due to difficulties in
controlling risk. For example, it can be
difficult for takaful firms to offer annuity
products on a large scale due to the limited
availability of appropriate sukuk (Islamic
financial instruments) to back them. The
relative scarcity of high-quality instruments
with a fixed return to match the annuity

payments can make annuities difficult
products to provide without taking
excessive risk.

In practice, general insurance tends to be
concentrated in motor and property
insurance, with medical insurance, accident
and marine constituting the majority of the
rest. A business line that has performed 
well may pay a distribution to participants
where a surplus has arisen. The degree to
which results are considered by product or
in total can vary significantly between firms
according to the applicable documentation.
The participants in takaful pools tend to 
be concentrated in the personal and small
business sectors, with larger corporates
much more rarely using takaful solutions.
To the extent that personal and small
business insurance lines are more
predictable than those of larger corporates,
a takaful portfolio may contain less risk
than some conventional portfolios writing
similar business lines.

Challenges for the takaful sector

Although there is undoubtedly very strong
potential for the takaful industry and rapid
development is taking place, there are also a
number of challenges for the future. For
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Simplified diagram of generic commercial takaful structure

Source: Fitch Ratings
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example, it has already been noted that the
takaful sector is very small relative to the
size of the conventional insurance industry.
Further development depends in part on the
industry’s ability to convince Muslims and
others of the need to use takaful businesses.
In some cases, this may involve individuals
accepting cover which has a lower financial
security due to lack of diversification, a
short operating history or increased
concentration of investment risks because 
of the narrower range of investment assets
available. It will be a key challenge for
takaful firms to educate customers and
convince individuals and businesses that
such perceptions are either unwarranted 
or a worthwhile trade-off. In this regard, 
credit ratings are increasingly being viewed
as an important method for demonstrating
financial strength, gaining access to business
and increasing transparency, and this trend
is expected to continue.

Other challenges for the industry include
strong competition, both from conventional
insurers, which may be able to earn a
greater investment return and have greater
economies of scale, as well as from other
takaful businesses. Economies of scale are
a particular challenge due to the small size
of many takaful operations, as are the lack
of a clear regulatory and accounting
framework for many takaful providers, 
and a shortage of skilled staff. There is a
need for training and compliance to ensure
that Shari’ah practices are understood and
adhered to by the workforce. Many takaful
businesses currently have only modest levels
of capitalisation, especially within the
takaful fund. Increasing this capital base
within the takaful fund can take time as 
the surplus is often provided by the fund’s
participants and would therefore
accumulate gradually over time.

A scarcity of suitable (Islamic-compliant)
investments and reinsurers can lead to
concentration risks or lower quality assets
than desired by the takaful businesses. In
addition, there is a need for careful product
design to ensure both a suitable risk profile
and compliance with Shari’ah principles.
A few challenges have a particular impact
on the rating process including the legal

framework, risk management and
regulation. These are considered in more
detail below.

Legal Framework – The legal system used
varies significantly between jurisdictions,
particularly as some countries operate a
Shari’ah-based legal system (e.g. Iran, Saudi
Arabia and Sudan) while others (e.g.
Malaysia and Bahrain) operate a dual legal
system with Shari’ah-based laws operating
alongside either common or civil law. In
other countries, such as the UK and France,
Shari’ah plays no role in the legal process.
Where more than one set of laws apply
(legal pluralism) this can in some cases
affect the certainty and predictability of
legal transactions and procedures, especially
as it affects Islamic finance and takaful.
There is also a wide divergence in the 
extent to which the legal and regulatory
regimes of different countries address
takaful. Where no specific provisions are
made for takaful then legal certainty can 
be reduced and risk correspondingly
increased. However, this is an area where
many countries are making progress with
consideration being given to new (or
revised) legal and regulatory provisions 
in respect of takaful.

There are several legal aspects which are
important in assessing the financial strength
of takaful firms. These issues include the
extent to which the takaful operator and 
the takaful fund are legally considered
separate in the event of a winding-up of the
business, the circumstances (if any) under
which an interest-free loan is required from
the operator to the fund, and the priority of 
the interest-free loan (qard hasan) from 
the operator in the event of a winding-up 
of the takaful firm.

Risk Management – Risk management
within a takaful undertaking has some
important differences compared with
conventional insurers. The lack of
guarantees offered and the high degree of
transparency usually associated with the
products generally helps to reduce risk. 
However, takaful firms are also more
limited in the forms of risk management
that they are able to use. For example, a
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takaful firm would not usually be permitted
to use investment derivatives (such as
options, futures and forwards) to control
risks, as these instruments are generally
deemed to contain unacceptable levels of
uncertainty and have no underlying assets.
Although Shari’ah-compliant versions of
these instruments do exist in some cases, 
the liquidity associated with these markets 
is considerably reduced compared with the
conventional alternative. The regulatory 
and accounting framework used by takaful
firms is generally at an earlier stage of
development than that used by equivalent
conventional insurers. In some cases, the
regulatory requirements (for example, 
those relating to required investment
holdings) require companies to breach
Shari’ah principles by investment in non-
compliant instruments. That said, there
has been significant development in some
regulatory regimes over recent years, 
with an increasing number of countries
developing regulations specifically targeted 
at the takaful sector.

Regulation – A key challenge for regulators
will be ensuring adequate protection for
takaful participants, especially in those 
cases where takaful firms have modest
capital within the takaful fund (or funds). 
A failure to apply equivalent capital require-
ments to takaful and conventional insurers
could potentially lead to inadequate pro-
tection for policyholders, as well as
encouraging regulatory arbitrage. In ad-
dition, regulators also face many of the same
issues as the takaful firms, such as trying 
to recruit and retain skilled experts in the
area of takaful.

Conclusion

Takaful is an increasingly important sector 
of the market for financial protection which
has strong future growth prospects. That
said, as would be expected for a rapidly
growing industry that is in many cases com-
peting against more established conventional
insurance players, challenges do lie ahead.
However, the takaful industry continues to
develop and mature, with an increasing
number of takaful firms considering credit
ratings as a method of differentiation.
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beyond those that are currently available.
While still adhering to the prohibition of riba
(interest), gharar (uncertainty) and maysir
(gambling), but promoting the provision of
zakat and avoiding activities which are
haram, Islamic finance is seeking ways to
manage the specific risk incurred in its
diversified and ever-evolving product range. 

Financial intermediation creates a chain of
relationships which result in a series of
financial obligations. The web of
relationships involved among the financial
entities creates uncertainty which leads to
financial risk. The unpredictability of factors
in the financial transactions creates risk: the
greater the unpredictability, the higher the
risk. Information asymmetry is also a
contributing factor. There is a direct
relationship between the ways in which FIs
manage the risk and the return generated.
Risk-based pricing is a fundamental theorem
in risk management, where the products and
services are directly related to the risks they
carry. If the FI fails to recognise the risk
accurately it is at a disadvantage on two
fronts: if it overestimates the risk, it loses a
good customer, hence also the revenue; if it
underestimates the risk, it finances a bad
customer, thus exposing itself to possible

Background

An important way for financial institutions
(FIs) to avoid default is to have adequate
capital in place. The ultimate goal of Basel II,
which focuses primarily on capital adequacy,
is to foster better risk management practices.
The safety of the bank and the soundness of
the banking system are at the core of risk
management in the conventional financial
markets. In Islamic finance, the need for a
minimum capital requirement is just as
relevant. Despite being only three decades
old, the modern Islamic finance movement is
making remarkable progress, especially in the
Middle East and Malaysia. Some of the
indicators of growing influence of Islamic
finance are an increasing number of
institutions offering Islamic financial
products, an improved range of products
being available, the rapid progress of the
sukuk market, and the consolidation of
standards in relation to accounting and risk
management. 

The failures of several conventional FIs in the
recent past, together with growing concerns
about the occurrence of such incidents again
in the future, have prompted Islamic finance
to look for risk management practices

Risk management in murabaha 

Islamic finance is typified by products which are based around a small number of contracts. 
Risk in Islamic finance revolves around the nature of these financial contracts. Because of the
methods stipulated for participation, however, Shari’ah-compliant financial products are quite
different from their conventional counterparts. Islamic financial institutions (IFIs) are exposed to
credit risk, market risk, operational risk, equity investment risk and ‘rate of return’ risk.
Musharakah, mudarabah, murabaha, ijara, salam, and istisna are some of the more popular
types of Shari’ah-compliant contracts. Dr Sunil Kumar, head of risk management, Middle East,
IRIS integrated risk management ag Switzerland, discusses the risks associated with a
murabaha contract and related risk mitigation measures.

losses. So, effective risk management is
pertinent to the FI’s financial stability, the
soundness of its business and its profitability.
Risk can be broadly categorised as financial,
business, and operational. Credit risk,
market risk, and liquidity risk are three
common subsets of financial risk.
Operational risk includes risks related to
internal or external systems, people and
processes. 

Murabaha and risk

In murabaha which is commonly referred 
to as ‘cost-plus financing’ or ‘mark-up
financing’, the seller discloses the true cost 
of the product and then adds a mark-up to
sell it at an agreed price to the customer.
Payment can be at spot or in the future.
Murabaha is a sales contract and hence
should honour all the requirements of a 
valid contract of sale under Shari’ah, namely: 

o The commodity should be certain and 
an existing commodity and not a future
commodity which is going to be produced
or cultivated;

o The seller must be the owner, either
physical or constructive, at the time of
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and interwoven and are highly time-specific
in the Shari’ah-compliant contract. In
murabaha, before the client takes delivery,
the IFI faces market risk as well as credit
risk. Then, as the customer takes delivery
and starts making murabaha payments, the
IFI is exposed to credit risk and liquidity risk
as a result of the credit risk. The dynamism
of risk exposure through the life of the
contract is unique to Islamic finance. Risk
management in Islamic finance needs a clear
time-line, showing the relational changes
taking place between the parties to the
contract. It warrants special treatment in 
the form of breaking down the contract life-
span into identifiable phases and managing
the risk differently in each phase. 

Risk in murabaha should be considered
within the wider context and should be dealt
with on an integrated basis rather than in
isolation. It would be inappropriate to
manage each risk separately. For example, 
in order to cover market risk, the IFI may
have a higher mark-up, which may in turn
mean that the customer is unable to pay the
installment, so exposing the IFI to credit 
and liquidity risk. Similarly, when the market
price falls significantly, it creates a
disincentive for the customer to continue 

price of the underlying commodity. 

Between stages 3 and 4, the IFI is further
exposed to market risk via the downward
movement in the price of the underlying
commodity. The IFI is also exposed to the
operational risk incurred in holding the
commodity (as a result of damage, spoilage,
theft etc.) for the period in which it is in its
possession. If the IFI delays delivery it
exposes itself further to market and
operational risk. 

Between stages 4 and 5, the IFI is exposed 
to credit risk linked to potential default or
delayed payments from the customer, as well
as to liquidity risk resulting from changes in
the anticipated cash flow. 

The relationship between the IFI and the
customer also keeps changing at various
stages, namely from promisee–promisor in
stages 1/2, to seller–buyer in stages 3/4 and,
finally, to debtor–creditor in stages 4/5. 
Several steps are required to address these
risks, including risk identification,
measurement, mitigation, and management. 

Credit risk, market risk, operational risk and
liquidity risk are all interlinked, interrelated,
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sale;

o The sale cannot be conditional and must
have a fixed consideration;

o The commodity must have value at the
time of sale. 

Other covenants of murabaha may include:

o A penalty may be applied in the case of
delayed payments. This amount thus
collected from penalty should be used for
charitable purposes;

o In the event of default in payment an
immediate claim can be made on the
remaining instalments;

o Security in the form of mortgage or lien is
also permitted.

IFIs use murabaha as a sale agreement
whereby the IFI first purchases and then sells
the contracted goods to the customer at 
an agreed profit with payment either in
instalments or as a lump sum. Murabaha is
extremely popular and is widely used by IFIs.
It is their preferred mode of financing
consumer goods, real estate, raw materials,
machinery and equipment. Sometimes it is
also used to finance letters of credit. 

The activities which make up a murabaha
contract pass through several important
phases, each of which has different risk
implications. The process generally starts
with customer identifying the commodity
he/she wishes to acquire through bank
financing. The IFI is then approached by the
customer for financing. The commodity is
acquired by the IFI, which subsequently 
sells it to the customer after adding its profit
margin. The IFI is exposed to different risks
in each stage of this process.  The four main
types of risk associated with a murabaha
contract are: credit risk, market risk,
operational risk and liquidity risk. Figure 1
summarises these phases.

Between stages 2 and 3, the IFI faces the risk
of the customer refusing to honour his
commitment to buy, thus it is exposed to
market risk through any fluctuation in the
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Figure 1: The sequence of activities in a typical murabaha contract
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to make payments, thus exposing the IFI
to credit and liquidity risk vis-à-vis the
market.

There are several ways of handling risk in
murabaha contracts:

o To cover the operational risk related to
customer binding, the IFI can take
collateral from the customer;

o To cover other operational risks related 
to possession in the intervening period,
Shari’ah-permitted insurance can be
used;

o To cover any potential payment
default, a guarantee or a mortgage can
be used;

o To cover the commodity price risk, the 
IFI can use dynamic simulation to
create scenarios for future commodity
prices and can use optimised prices for
mark-up;

o Liquidity risk exposure can be covered
by properly managing the other risks.
The IFI is also able to estimate the cash
flows associated with the murabaha
contract more accurately, thus reducing
the liquidity risk.

Murabaha is a transitory mode and not 
a full profit and loss sharing mode like
musharakah. Shari’ah scholars generally 
do not encourage the long-term use of
murabaha. According to many Shari’ah
experts, murabaha should be used only 
as a stop-gap. Because of its fixed cash-
flow pattern, however, murabaha is
preferred by IFIs over other contracts
such as musharakah and mudarabah
which do not offer a fixed cash-flow
pattern. One disturbing trend is the use
of murabaha for financing non-
commodity needs, such as holidays,
house renovations and other similar
financial needs which fall under the grey
definition of commodities. Although very
popular, murabaha should be used
judiciously and IFIs should reduce their
dependence on it.  

This major Islamic finance event provided
over 300 attendees with the opportunity to
interact with both Shari’ah scholars and
practitioners. The objective of the forum
was to create increased awareness among
professionals and members of the public 
in relation to the evolution of Islamic
finance from the global perspective, and the
resulting opportunities as well as challenges
faced by the industry. A key part of the
programme was the panel discussion by
leading Shari’ah scholars and practitioners
from the industry.

This was moderated by Iqbal Khan, CEO 
of Fajr Capital plc, a board member of
Brunei Islamic Development Bank, chair 
of the executive committee of Jedwa Bank
in Saudi Arabia, a member of IIBI’s Board 
of Governors and former founding CEO of
HSBC Amanah. The panel members were:
Mohammad Faiz Azmi, leader of the
Financial Services Group,
PricewaterhouseCoopers (PWC) Malaysia
as well as the PWC Global Islamic financial
leader; Mohammad Khan, director of
takaful and retakaful services at PWC,
London; Mohaimin Chowdhury, head of
legal, Shari’ah and compliance at the
European Islamic Investment Bank (EIIB);
Sarwar Lodhi, head of marketing at the
Islamic Bank of Britain (IBB); Dr Mohd
Daud Bakar, president and CEO of the
International Institute of Islamic Finance;
Mufti Barakatullah, Shari’ah scholar for
Alburaq (a subsidiary of Arab Banking
Corporation) and a member of the Al
Qalam Shari’ah Scholars Panel; Mufti
Muhammed Zubair Butt, senior advisor 
on Islamic law at the Institute of Islamic
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Islamic Banking Forum: discussing 
growth, innovation & Shari’ah challenges

Mohammad Shafique, IIBI programme development co-ordinator,
presents a summary of the Islamic Banking Forum, organised by
the London UMNO Club in partnership with the IIBI and held on
2nd February 2008 at Imperial College, London.

Jurisprudence, Bradford, and chair of the 
Al Qalam Shari’ah Scholars Panel; and
Muhammad Nurullah Shikder, Shari’ah
board member at the Arab Banking
Corporation (London) and Lloyds TSB
Bank (UK).

The keynote speaker, Encik Badlisyah Abdul
Ghani, CEO of CIMB Islamic, Malaysia,
discussed the growth of Islamic finance and
the leading role played by Malaysia. The
Islamic finance industry is continually
expanding and becoming increasingly
mainstream, meeting the needs of clients by
offering many products, including home
financing, asset management, debt capital
markets, equity capital markets and many
more financial activities. He said that
Shari’ah is approached in a pragmatic way
in Malaysia, stating that ‘it is incorrect that
there should be one Shari’ah principle for
one financial activity’. For example, the
Shari’ah principles relating to ijara (leasing)
may be applied to many financial activities
including operating lease, financial lease,
fixed/floating rate and auto financing. He
also mentioned other financial activities,
such as home financing based on
diminishing musharakah, which combines
ijara, musharakah and sale contracts. 

There must be a ‘substance over form’
approach when applying Shari’ah principles
for various products and services, as
Shari’ah principles by themselves cannot
determine the substance of a transaction.
Industry practitioners should find ways and
means to serve the needs of their customers
in a Shari’ah-compliant way, while the
regulators should provide enabling
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frameworks for meeting the needs of
customers. He said that difference in
Shari’ah scholars’ opinions is allowed and,
in fact, is a blessing from God. However, in
Malaysia, the Central Bank (Bank Negara
Malaysia) Shari’ah Advisory Council’s
pronouncements are applicable to all Islamic
financial institutions (IFIs) in the country.
This creates certainty about the Shari’ah
compliance of products and simplifies the
operations of IFIs.

Ghani concluded the session by stating that
the global Islamic finance industry has
evolved from a mere faith-based to a
business-driven industry aimed at all
communities, but it still has a long way to
go. Its current size of over 300 institutions 
is very small compared to the more than
2300 conventional financial institutions. 

Malaysia is playing a key role in the growth
of both the local and the international
markets. He pointed out that we should 
not place too much emphasis on
development of the Islamic global market
but should focus instead on the growth of
the local market. When there is sufficient
critical mass in the local market, it will 
grow naturally into the international
market. Meanwhile, there must be respect
for each jurisdiction active in promoting
Shari’ah-compliant finance business, as 
each jurisdiction has its own customs, 
which may not be applicable in other
jurisdictions. 

After the keynote speaker, Iqbal Khan
moderated a panel discussion by the
Shari’ah scholars and practitioners. In his
introductory comments, he mentioned that
Islamic finance is a customer to business
(C–B) model. This means that, just as it has
attracted Muslims, it should prove
appealing to non-Muslims who are
interested in ethical finance and investment,
which is founded on similar premises.

Panel member and practitioner Azmi then
discussed the accounting framework
required for IFIs and the role played by
AAOIFI. He also stressed the need for
levelling the playing field of taxation for
Shari’ah-compliant products. 

Then Mohammed Khan discussed the
importance of the development of takaful
(Islamic insurance). He pointed out that
there is a lack of asset classes where funds
may be invested, and that it is also a big
challenge for IFIs to deploy their surplus
funds in a Shari’ah-compliant way.

Later, Chowdhury discussed the need for a
legal and regulatory framework for IFIs,
which he said should be on a par with the
framework for conventional financial
institutions.

The final practitioner on the panel, Lodhi,
discussed the challenges of pitching
Shari’ah-compliant products to the retail
market.

From the Shari’ah scholars’ panel, Dr Bakar
highlighted the way the industry has moved
from imitating conventional products to
innovating Shari’ah-compliant products,
and how Shari’ah scholars are facilitating
the growth of the industry.

Then Mufti Barakatullah discussed the
challenges for Shari’ah scholars when
issuing fatwas (Shari’ah rulings). He said
that the education of customers and the
wider public is the main challenge for the
industry.

Mufti Butt followed by outlining the
challenges involved in the innovation and

growth of Islamic finance, and by discussing
the issue of harmonisation of Shari’ah
scholars’ rulings.

Finally, Shikder expressed the need for the
involvement of Shari’ah scholars from day
one in the product development process, as
well as the need for more dialogue between
Shari’ah scholars and practitioners to
resolve any issues which arise. He also
emphasised the importance of setting up
systems of Islamic finance dispute
resolution, and arbitration centres, in order
to meet the growing demand of the Islamic
finance industry. The questions surrounding
the enforcement of judgments given by such
arbitration centres in western jurisdictions
remains a great challenge ahead for the
industry.   

After the panel members’ comments, there
was a lively question and answer session.
Participants raised questions about: the
continuing use of LIBOR (the London
Interbank Offered Rate) for the pricing 
of products; the issue of conflict of interest
when one Shari’ah scholar sits on the boards
of various IFIs; the process of the issuance
of fatwas and whether scholars consider the
views of all schools of thought when doing
so; the problems in application of Islamic
and conventional law in a dual jurisdiction;
the problems in the trading of sukuk; and
the provision of debt in Shari’ah-compliant
equity transactions.

Islamic Banking Forum,
London
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Over the past fifteen years, there has been
tremendous growth in private equity,
producing significant returns. The size of
the industry has grown substantially –

January: Exploring
opportunities within the
Islamic private equity
market 

Promoting Islamic finance

Omar Shaikh discussed the growth of
private equity as an asset class in the
conventional financial system, and
how the private equity model, on the
face of it, seems to provide a natural
musharakah-based solution to the
Islamic finance industry which may
also improve its image and credibility.

Shaikh currently works in Ernst &
Young’s Private Equity Transaction
Advisory Services practice. He has
recently established the Middle East
desk for providing services to large
Middle Eastern funds that target
European acquisition. In addition,
Shaikh is leading the roll-out of Ernst
& Young’s London Islamic finance
service. He is a member of the IIBI
and the Islamic Finance Council
(based in Scotland), and also sits on
the UK Treasury Islamic Finance Sub-
Committee which supports the
formation of government policies to
provide a level playing field for Islamic
financial products in the UK. 

The lecture was chaired by Richard T
de Belder, partner at the international
law firm, Denton Wilde Sapte LLP. 
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according to some estimates, a quarter of
the workforce in the UK is employed by
companies owned by private equity funds.
The term ‘private equity’ represents a
diverse set of investors who typically take a
majority equity stake in a private limited
company. In Europe, the term is
synonymous with ‘venture capital’ and is
used to cover funding at all stages of a
business life cycle. In the United States,
‘venture capital’ refers specifically to
investments in early-stage and expanding
companies, while ‘private equity’ relates to
involvement in more mature businesses –
typically through leveraged buy-outs
(LBOs). Private equity provides medium- to
long-term finance (usually three to seven
years) in return for an equity stake in
potentially high-growth, unquoted
companies. In the course of the holding
period, the focus of the private equity firm

is to improve the profitability of the com-
pany, thereby increasing its value on exit.

After outlining the concept and principles
of private equity, Shaikh discussed the
growth of the Islamic finance industry, and
how it has emerged from a niche to the
mainstream in the short time span of four
decades. He pointed out that the essence of
Islamic finance is equity-based rather than
debt-based. The Islamic finance sector is
still in its infancy, and so far, products have
been structured to provide customers with

IIBI and AAOIFI
sign MOU

IIBI and the Accounting and Auditing
Organisation for Islamic Financial
Institutions (AAOIFI) have signed a
memorandum of understanding
(MOU), under which the IIBI will 
offer the Certified Islamic Professional
Accountant Programme (the CIPA
programme) of AAOIFI in the United
Kingdom. This agreement was the 
result of discussions between Kamal
Abdelkarim Hassan (below) from
AAOIFI and Mohammad Shafique 
from IIBI, and marks the beginning 
of cooperation between the IIBI and
AAOIFI in supporting each other’s
programmes in the future.

‘The agreement
between IIBI
and AAOIFI –
leading
organisations
in the Islamic
finance
industry –
will certainly
contribute in
creating greater

awareness about the CIPA programme
among professionals in UK and
Europe,’ said  Shafique, programme
development co-ordinator at the IIBI. 
‘It will also facilitate the students of 
this programme to get assistance
without the need for traveling to
Bahrain, headquarters of AAOIFI.’ 

Hassan, director at AAOIFI, noted 
that ‘the CIPA Programme is a perfect
addition to the array of professional
training programmes and certification
in the area of Islamic banking and
finance offered by the IIBI’. He also
expressed hope that with the successful
launch of the CIPA programme, the
Certified Shari’ah Adviser & Auditors
(CSAA) programme will follow suit.

Omar Shaikh,
Ernst & Young



an alternative choice which complies with
their faith while having the same features as
those offered by conventional financial
institutions. This was necessary in order to
gain a foothold in the financial sector, as
the supporting legal, regulatory and
taxation framework for Islamic finance was
not widespread. However, this ‘copy and
paste’ structure has raised questions about
the differentiation and credibility of this
newly emerging financial industry. Shaikh
emphasized that the spirit of Islamic finance
is reflected more in partnership-based
modes like musharakah, which give rise to
true asset or commercial risk. According to
the principles of musharakah, the loss must
be shared in proportion to the capital
invested, whereas the profit share can be set
at agreed levels. In general, the Islamic
model for business financing encourages
profit and loss sharing through equitable
financial and contractual arrangements. 

He then went on to discuss the growth of
private equity in the Middle East, the key
area in the growth of Islamic finance. Due
to high oil prices, the region is flush with
liquidity. Analysts have estimated that the
region currently has approximately $1.5
trillion of excess liquidity. Part of this cash
has been directed towards Shari’ah-
compliant investments and, because of the
limited universe of such assets, many of the
sukuk issues have been oversubscribed.
Islamic banks continue to face the challenge
of excess liquidity. A report by the Gulf
Venture Capital Association (GVCA)
indicates that $7.1 billion was raised in
private equity funds in 2006, up from $4.3
billion in 2005. The value of private equity
has reached $14 billion, which is a
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significant increase on the $78 million
experienced in 2001.  

Shaikh concluded the session by stating that
the private equity model, on the face of it,
seems to provide a natural musharakah-
based solution with a proven track record of
success in the conventional financial system.
This is resulting in a greater number of
Islamic banks becoming involved in private
equity deals. To engage effectively in private
equity deals, Islamic banks need to ensure
that they have experienced individuals or
alternatively, they should consider
partnering up with existing boutiques or
deploying a ‘fund of funds’ approach. 

After the presentation, the participants
raised questions about: how to leverage
Shari’ah-compliant equity transactions; 
why there are inconsistencies in Shari’ah
scholars’ opinions about leveraging private
equity transactions; how the target
companies’ financing structures are
converted from conventional debt-based 
to Shari’ah-compliant debt or equity; and
what the hurdles are for the growth of
Shari’ah-compliant private equity firms 
in the UK. 

www.newhorizon-islamicbanking.com
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February: Prospects for
Shari’ah-compliant fund
management

Professor Rodney Wilson presented
an overview of Shari’ah-compliant
fund management, its importance for
the Islamic finance industry and the
potential growth prospects. 

Professor Wilson is the director of
postgraduate studies at Durham
University’s School of Government and
International Affairs. He manages the
Durham Islamic Finance Programme
and is also on the academic
committee of the IIBI. He has worked
with the Islamic Development Bank
and is currently serving as a consultant

Professor Wilson explained that funds 
have a greater role in Islamic than in
conventional investment, as not only do
they provide portfolio diversification and
risk reduction, but the fund managers 
can accept responsibility for Shari’ah
compliance – which may be managed either
by putting in place in-house monitoring
mechanisms or by outsourcing to an
external institution like the Dow Jones
Islamic Index. Fund managers may also
advise investors about the deduction of
‘haram’ income that must be donated to
charity for purification purposes. Open-
ended funds remain open for investment
irrespective of the size of the fund,
certificates of which can be bought and 
sold either at the issue counter of the fund
or in the capital markets. Closed-ended
funds are issued for specified amounts, and
sometimes also for specified projects, and
can only be sold in the capital market.  

After discussing the importance of Shari’ah-
compliant investment funds for the Islamic
finance sector, Professor Wilson explained
the traditional Shari’ah concerns about
funds, which relate to ensuring the
avoidance of riba, gharar and maysir 
(or qimar). He explained the general
responsibilities of fund managers: they 
have to play the role of an agent or steward
for investors; they should treat investments
as amanah and avoid the betrayal of trust 
and confidence of the investors; they 
should provide them with correct
information for decision making; and 
their agreement should clearly lay down 
the fees or commission to be charged for
services rendered to investors. He
mentioned that Shari’ah scholars are

January lecture to the Islamic Financial Services
Board. He has contributed to a
number of professional publications on
Islamic finance topics including sukuk,
asset management, retail banking and,
most recently, takaful. 

The lecture was chaired by
Mohammad Amin, tax partner at
PricewaterhouseCoopers LLP.
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divided about the gearing of investment
funds, as gearing involves riba and reduces
the element of risk sharing for debt
providers (gearing magnifies both gains and
losses). While some Shari’ah scholars allow
gearing up to maximum of one-third of
fund capital in special circumstances,
scholars generally encourage no gearing 
of Islamic investment funds.

He then looked at the marketing aspects of
Islamic funds. The retail market for these
funds comprises open-ended funds, which
are of great interest to the investing public.
These may include lump sum and monthly
savings plans, the use of ISAs and other tax-
efficient wrappers, indirect selling through
financial advisors and law firms, as well as
cross-selling to holders of Shari’ah-
compliant accounts in conventional and
Islamic banks. Meanwhile, high net-worth
individuals may be more interested in
closed-ended funds. 

Shari’ah-compliant institutional investors
may be targeted by Islamic banks which
provide Shari’ah compliance for offerings
from major fund management groups and
private banks, while wealth managers can
attract their clients to invest in Shari’ah-
compliant funds. He then looked at
categories of Shari’ah-compliant funds,
which include equity funds, ijara funds,
commodity funds, funds of funds, hybrid
capital protected funds, income funds,
index tracker funds, infrastructure funds,

and leasing and real estate funds. Just as 
in the conventional funds world, different
Shari’ah-compliant funds may have
different aims. They may be growth funds
aimed at achieving capital gains, income
funds aimed at maximising dividend
income, balanced funds to produce both
income and modest growth, or recovery
funds which invest in undervalued
companies.

Professor Wilson outlined the risk and
return profile of Shari’ah-funds. Murabaha
funds have lower risk and lower returns,
while Islamic hedge funds have higher risk
and higher returns. Between these two fit
other Shari’ah-compliant funds, like sukuk
funds, ijara funds, Islamic equity funds 
and musharakah funds. Professor Wilson
mentioned that regulatory requirements
differ from one jurisdiction to another.
Generally, these include the disclosure of
Shari’ah compliance and publicising 
Shari’ah board members, as well as
information about screening methods and
significant exclusions. He also said that,
typically, management fees would include
initial fees, annual fees and exit charges if
any, and they would range from 0.5 per
cent to 1.5 per cent of the investment
amount. 

Professor Wilson pointed out that there 
are over 300 Shari’ah-compliant funds,
around two-thirds of which are equity-
based. However, real estate funds are also
popular, as well as commodity and leasing
funds. Islamic funds are mostly offered in
Saudi Arabia and Malaysia, but there are
also a few offerings by major international
fund management groups. Scottish Widows,
a leading UK-based pensions and
investment provider, offers two Islamic
funds which have attracted much attention.
The UK's position as a major fund
management centre, where there is much
experience with ethical funds, means it is
well placed to tap into the growing market
for Islamic funds.

After the presentation, there was an
extensive question and answer session. The
participants raised questions about: the
purification of capital gains and dividends;

March: Stock screening for
Shari’ah-compliant funds

Iqbal Asaria from Afkar Consultants
discussed the rationale and
methodologies of stock screening for
Shari’ah-compliant funds and the role
of Shari’ah scholars from the
perspective of managing Shari’ah-
compliant stocks. 

Asaria has worked as an investment
analyst in the City of London for
several years. He is also a member of
the Bank of England’s Governor’s
working party set up to facilitate the
introduction of Shari’ah-compliant
financial products in the UK market.
He is an associate of the IIBI and the
Islamic Banking and Finance Institute
of Malaysia (IBFIM), a member of the
City's FMLC (Financial Markets Law
Committee), and has spoken at
several conferences and symposia on
Shari’ah-compliant banking and
finance.

The lecture was chaired by Dr Kadom
Shubber, principal lecturer in finance at
Westminster Business School,
University of Westminster.   

Asaria started by pointing out that, with the
growth in Shari’ah-compliant investments,
the need for having a screened universe of
stocks is increasing. These screens typically
opine on the permissibility or otherwise of
investment in stocks and securities.
Investors and/or their fund managers are
thus able to offer Shari’ah-compliant
investment channels. 

Professor Rodney Wilson,
Durham University

use of Shari’ah-compliant debt for
leveraging Islamic funds; and the prospects
for more Islamic fund offerings from 
global financial centres such as London. 
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Traditionally, these screened universes have
been used by long equity fund managers.
Now, increasingly, such universes are used
by index providers such as FTSE and Dow
Jones to provide benchmarks for funds.
They are also used by providers of
exchange-traded funds and other index-
based instruments. Recently, alternative
investment funds have also started to use
them.

He argued that, given this increasing and
varied usage, it is important to have a
robust methodology which is transparent
and verifiable. In addition, there is the 
need to bear in mind that the universe of
investible stocks needs to be as large as
possible so as not to detract from the risk-
mitigating advantages of portfolio
diversification. Therefore, the screening 
of stocks for Shari’ah compliance is
becoming a critical task which demands
thoroughness and professionalism.

Asaria also looked at the rationale behind
the Shari’ah screens and the methodologies
of various providers of these services. This
essentially involves looking at business
compliance and financial compliance. For
business compliance, it needs to be
determined whether a corporation is
engaged in haram industries such as 
alcohol, gambling, armaments, tobacco,
pornography or pork. Most Shari’ah
scholars have put a tolerance level of five
per cent on such activities.

For financial ratios, gearing levels,
receivables and interest income all need to
be considered. One can either base the levels
on a proportion of total assets or of the
market capitalisation of the corporation.
Presently, Dow Jones is the only screening
provider that uses market capitalisation. All
other providers, such as MSCI, S&P, FTSE
and Amiri S3, use total assets for the
calculation of financial ratios. Asaria
discussed the rationale of the ratios, and 
the benefits and disadvantages of the two
approaches. Asaria said that the basic
methodology of ensuring business and
financial compliance may, at first glance,
seem simple. However, on closer exam-
ination, several critical issues crop up. The

first is of business classification. The broad
category of prohibited categories is clear.
However, corporations are complex entities
and engage in a diverse variety of activities.
For this purpose there are two classification
systems that can be used. One is the
Standard Industry Classification (SIC) 
code, the other is the
International
Business
Classification (IBC)
code. SIC codes are
much more detailed,
and delve into 
several layers of
corporations’
activities – an
individual company
may have up to 
eight SIC codes
associated with its
activities. The IBC
codes are much more
general and tend to look at the core
business of the corporation in question.

With the help of some examples he outlined
the complex processes that need to be in
place to keep the screens up to date. For the
purpose of determining whether the
proportion of unacceptable activities 
is under five per cent, SIC codes seem to
provide greater robustness. However,
aggregation of activities by their associated
SIC codes is not free from caveats. As an
example, an SIC code could be assigned to
livestock production. It would be difficult 
to determine whether this includes pig
farming or not. This would have to be
determined by actual contact with the
corporation concerned. Similarly,
production of beverages presents a host 
of issues, including the possible production 
or otherwise of alcoholic drinks. 

At another level, business compliance also
involves some decisions of principle to 
be made. A company specialising in
conventional financial industry publications
is a case in point. Does this activity
constitute a part of the conventional finance
category or the more neutral publishing? If
the latter point of view is accepted, then
what classification would be given, for

example, to a company manufacturing
gaming machines? As one ploughs through
the possible investible stock universe a
multitude of such issues need to be
addressed. In many cases, detailed
discussions with Shari’ah scholars are
needed in order to come to a decision.

For financial compliance, the issues
are somewhat more straightforward
once the definition of terms and
their composition have been agreed.
However, even this area can present
difficult issues. For example, if 
a corporation is generally compliant
but the gearing ratio shoots just
over the prescribed limit in a
particular year, should its status 
be changed to ‘fail’? This could just
be an aberration due to the arbitrary
year-end date. One thus needs to
determine whether the gearing ratio
represents a long-term change in the
corporation’s operating profile or 

a mere blip in its activities. If the latter, 
then Shari’ah scholars would need to be
consulted if the current ‘pass’ status is to 
be retained for the next period. This could
be quite an issue for large ‘index’
constituents as frequent changes in their
status create instability and unsuitability of
their use as benchmarks. 

Finally, Asaria threw some light on the role
of Shari’ah scholars in managing a Shari’ah
screened universe of stocks. He also outlined
a possible affinity with ethical screening and
the possibility of having a unified Shari’ah
and ethical screened universe.

After the presentation, the participants
raised questions about: why there is
divergence in Shari’ah scholars’ opinions 
for allowing tolerance levels for stock
screening; what grace period is used for
holding the stock if a company begins to 
fail in its Shari’ah compliance; and how the
Shari’ah-compliant index providers cover
the time lag between the actual business
activity and the preparation of financial
statements by corporations.

For information on the upcoming lectures,
please visit the IIBI’s website at

www.islamic-banking.com 

Iqbal Asaria,
Afkar Consultants



at the bank’s disposal was never timely and
in one place’.

The inefficiencies led to the decision five
years ago to seek a new core system. It set
about what Yazdi describes as a ‘structured
selection process’ which took in all the main
international players. The bank also consid-
ered an in-house development or the possi-
bility of working with a local company to
build a system but these routes were quickly
discounted, partly due to a belief that there
was insufficient expertise.

A large Request for Proposal (RFP) docu-
ment was produced by the bank and local
consultants. It was felt that international
consultants would not be of use because the
bank’s practices were so different to those 
of non-Iranian banks.

The RFP was sent to 26 companies, with
this number then reduced to five main-
stream international suppliers of core bank-
ing solutions. Each was asked to do a one
week presentation. Representatives from 
60 or so departments attended and saw the 
applications, then rated them. Those rat-
ings, plus price, formed the basis for the
final decision, which came down in favour
of Australia-based Financial Network 
Services (FNS) and its Bancs system.

One attraction of Bancs was that it was
proven to run on the IBM mainframe. There
was a lot more expertise within the bank
and locally for this platform than for Unix,
and the mainframe was also felt to be more
stable. The scalability of Bancs was felt to

There is no doubt that nowadays modern
technology is regarded as a strategic compo-
nent of success by any financial institution,
whether conventional or Islamic. Banks 
require sophisticated ‘engines’ to run their
business – core banking systems that are
flexible, scalable and have a variety of 
modules to support a wide range of banking
activities. Front office, middle office and
back office of a financial institution heavily
depend on technology these days. Some
countries, including the US and those in
Western Europe, have their banking systems
markets firmly established, while other
countries are still playing catch-up and
some, like Iran, are just embarking on the
journey. 

Government-owned Keshavarzi, Iran’s 
agricultural bank, is the first of the coun-
try’s banks to take the IT modernisation
path. Its project to replace the core banking
system is already well under way, while
other banks are seemingly keeping a watch-
ing brief on it before making any decisions
of their own. Formerly, Keshavarzi had a
branch-based system which was used by
most of the outlets. The software stemmed
from a local company and there was no 
online banking support. From a customer
point of view, says the bank’s chief informa-
tion officer, Dr Farzad Yazdi, this meant a
lot of inconvenience. For the bank itself, it
placed an administrative burden on the
branches, with the need to spend time col-
lecting data for head office, doing account-
ing and handling inter-branch tasks such 
as remittances between the individual
branches. In head office, ‘the information 
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IT modernisation: reaping the benefits
at Bank Keshavarzi
One of the top five banks in Iran, Keshavarzi, has surged ahead of its rivals in terms of putting 
in place a new systems infrastructure. The benefits are now starting to be realised. 
Martin Whybrow, NewHorizon’s contributing editor, reports.

It is a huge project by any
standards, considering the size
of the bank. A NatWest or
Barclays, for instance, would
be the same sort of scale.



Negara Indonesia, but not too much 
weight was placed on this. ‘Their Islamic
banking was totally different from ours 
but because we knew FNS had done it for
them, we knew they could do it for us.’ The 
Central Bank of Iran’s rules for lending in
particular are markedly different from else-
where and, to a large extent, the bank had
to implement much of the Islamic banking
support from scratch. This was achieved
through ‘very deep involvement from the
bank from day one’ and all of the required
Islamic banking products were duly imple-
mented. This was despite changing require-
ments due to changes by the Central Bank –
‘banking laws are very fluid in this country’,
says Dr Yazdi.

As well as Islamic banking in its Iranian
form, there were plenty of other anomalies.
For one thing, the sheer size of the bank was
a challenge. Those 1850 branches and 27
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be a benefit, with some large sites in India
and Indonesia. The company’s web-based
technology also seemed to be appropriate,
says Dr Yazdi, and FNS was felt to be a
strong company.

At the time of the selection, in 2003, 
and the subsequent signing of the contract
in 2004, an Indian company, Tata Consul-
tancy Services (TCS), was a partner of FNS
but had not yet acquired the Australian
banking systems vendor (this was to occur
the following year). TCS’s involvement as 
a partner at the time of the selection was 
‘a big confidence booster for us’, says Dr
Yazdi, and the full acquisition was ‘a wel-
come development’ although there were 
no dramatic changes as a result. In terms of
Islamic banking support, this would clearly
be needed by Keshavarzi. There was felt to
be some benefit from FNS having success-
fully delivered a Shari’ah version for Bank

CASE STUDY

million customers span 27 million deposit
accounts and nearly three million loans.
That is a big bank by any standard. There
have been five or six projects in parallel.
One of these has been for the network 
infrastructure, connecting each branch to
the centre via both VSAT (a two-way satel-
lite ground station, most commonly used 
to transmit narrowband or broadband data)
and terrestrial networks so that there is al-
ways a back-up connection. 

The bank has also built a new data centre
and disaster recovery centre, there was a
need for new hardware in head office and
the branches, and there were various organ-
isational and reengineering projects. The
mainframes were acquired two and a half
years ago and so far the UN Security 
Council and US sanctions have not been 
a problem.

In terms of products, a common part of 
the bank’s day-to-day business is centred 
on paper, particularly the equivalent of 
travellers cheques. These are used as a 
substitute for cash in Iran and are exchange-
able on a one-time only basis. Businesses
can exchange them for cash or as value to
transfer to their accounts. There are also
bonds and certificates of deposit, again 
with national characteristics. Banks can 
repurchase them so can act as a secondary
market.

With more than 200 branches using the new
core system by the end of 2007, the aim in
the new year has been now to connect 20
branches each weekend until April so by
that point there are around 450 branches
live, supporting more than ten million cus-
tomers. There will then be a three week
break, followed by a return to the weekly
roll-out, perhaps increasing the rate to 30
per weekend. Dr Yazdi believes that by the
middle of next year or slightly later, the
bank should have completed the roll-out 
to all 1850 branches.

The benefits are starting to be realised. On
the efficiency side, those branches that are
connected have been relieved of the admin-
istrative tasks, which means staff can focus
more attention on customers and can also



plenty more to do, the solid base that Dr
Yazdi was seeking appears to be in place.
This is important from the perspective of
competing not only against the incumbents
but also against newcomers. A small num-
ber of new private banks have been allowed
onto the market in the last few years, three
of which were previously credit institutions
(Saman Bank, Karafarin Bank and EN
Bank). While foreign banks are little in 
evidence, there are recent signs of a slight
opening up, with an initiative to encourage
Turkish banks to establish operations in
Iran.

With all due respect, most of the Iranian
banks are slow moving and unsophisticated.
In fact, the make-up of the market has 
similarities with the Indian banking market
of a decade or so ago. It was new competi-
tion that provoked all of the Indian behe-
moths into action and it might need rather
more pressure than is currently being ex-
erted to persuade most Iranian banks to do
likewise. However, under its own steam,
Bank Keshavarzi has cracked on with the
overhaul of its systems infrastructure and 
it should gain a clear advantage with the 
imminent launch of online internet banking
and card services, combined with its cen-
tralised branch configuration. That in itself
will put more pressure on the other banks,
so perhaps where Keshavarzi has led, others
will follow.
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leave on time, at the end of the working day.
In head office, the bank is gaining consoli-
dated customer information. Customers are
also seeing the up-side to the investment,
with the ability to repay loans or make cash
deposits in any online branch.

However, the real advantages will come 
a bit later, says Dr Yazdi. ‘We are building 
a sound, solid base to offer services on top.’
This will include the introduction of elec-
tronic channels and cards. Using the FNS
software, the bank is doing the ‘finishing
touches’ for internet banking and, using
software from another vendor, will be
launching new card products shortly. Other
banks in Iran have only very limited internet
banking and off-line card services, he says,
so there should be a competitive advantage
from the new systems.

It has been a major project with major chal-
lenges and, of course, there have been ups
and downs along the way, says Dr Yazdi.
Most of the effort has been by the bank and
supplier; a local company has helped with
some aspects, mainly Farsi language sup-
port. ‘It is a huge project by any standards,
considering the size of the bank. A NatWest
or Barclays, for instance, would be the same
sort of scale.’

So of all the Iranian banks, why was it 
Keshavarzi that became the core systems 
pioneer? Despite its considerable size, the
bank is actually smaller in terms of revenues
and branch network than three or four 
others. ‘We knew we would never have their
revenues and customers so we felt we had 
to be first in another area and chose elec-
tronic banking.’ That decision was basically
made at the board level and the direction
given from the top is cited by Dr Yazdi as 
a key reason for the innovation. ‘The other
Iranian banks have not really started be-
cause they are waiting for us, to see how 
we get on.’ Despite what looks to be a clear
success story, there still seems to be a wait-
and-see approach from the others, although
he feels that all are under pressure to tackle
their core system challenges.

The bank has achieved a great deal in 
the last couple of years and, while there is

Dr Farzad Yazdi,
Bank Keshavarzi

The other Iranian banks have
not really started because they
are waiting for us, to see how
we get on.
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Islamic banks, financial institutions & financial instruments

Below is a monthly list of the latest long- and short-term credit ratings for each Islamic financial institution and financial
instruments monitored by Capital Intelligence (CI), an international credit rating agency. Detailed information on rating
processes and definitions can be found on the CI’s website www.ciratings.com

29th February 2008

CURRENT RATING

FOREIGN CURRENCY
FINANCIAL
STRENGTH

SUPPORT OUTLOOK SINCE
LONG TERM SHORT TERM

ISLAMIC  BANKS

Abu Dhabi Islamic Bank A- A2 A 2 Stable Jun 2007 

Al-Baraka Islamic Bank (Bahrain) BB+ A3 BB 2 Stable Sep 2007 

Al Rajhi Banking & Investment Corp. A+ A1 A+ 2 Stable Jan 2008 

Arab Islamic Bank NA NA B+ 3 Stable Oct 2005 

Bahrain Islamic Bank BBB A3 BBB 3 Stable Sep 2007 

Bank Islam Malaysia BBB- A3 BB+ 2 Stable Jan 2008 

Faysal Bank (Pakistan) B+ B BB 2 Stable Aug 2006 

Gulf Finance House BBB+ A2 BBB+ 3 Stable Sep 2007

Jordan Islamic Bank for Finance & Investment BB B BBB- 3 Stable Nov 2007 

Kuwait Finance House A A1 A 2 Positive Dec 2007 

Qatar International Islamic Bank BBB A2 BBB 3 Stable Aug 2007 

Qatar Islamic Bank A- A2 A- 3 Stable Jul 2007 

Sharjah Islamic Bank BBB+ A2 BBB+ 3 Stable Jun 2007 

Shamil Bank of Bahrain BBB A3 BBB 3 Stable Sep 2007

The National Commercial Bank A+ A1 AA- 1 Stable Oct 2007 

Tadhamon International Islamic Bank B- B BB- 3 Stable Oct 2007 

CORPORATE RATING

OUTLOOK SINCE
LONG    TERM SHORT TERM

FINANCIAL INSTITUTIONS

Al Tawfeek Company for Investment Funds Limited BBB A2 Stable Oct 2006 

A'Ayan Leasing & Investment Co BBB A3 Stable Oct 2007 

Grand Real Estate Projects Co BB B Stable Nov 2006 

Investment Dar Company BBB+ A3 Stable Oct 2007

International Investment Group BB B Positive Dec 2006

CAPIVEST BB+ A3 Stable Jan 2007

BOND RATING

OUTLOOK SINCE
LONG    TERM SHORT TERM

FINANCIAL INSTRUMENTS

Commercial Real Estate Sukuk Company A- Stable Sep 2007 

KCMCC Sukuk Company BBB Stable Jul 2006 

KSA MBS International Sukuk Co. Ltd A- Stable Oct 2007 

Kuwait Resorts Sukuk Co. BSC BBB Stable May 2006 
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1–3: 7th International Conference on
Islamic Economics, Jeddah
Conference to commemorate the passage of
thirty years since the commencement of
modern academic research in the field of
Islamic economics.
Tel: +966 2 695 1768
Email: ierc.7iecon@kaau.edu.sa
www.iaie.net

2: Islamic Finance News Forum, Singapore
Forum to discuss the key issues and
challenges surrounding the growth and
future innovation of the Islamic finance
industry. This forum is repeated in various
locations through the year (see website for
further details).
Contact: Andrew Morgan
Tel: +60 321 416 025
Email: Andrew.Morgan@REDmoneyGroup.com
www.islamicfinanceevents.com

13–17: The International Islamic Finance
Forum, Dubai
Combined forum and workshop to focus on
key topics, including infrastructure issues
and Islamic asset classes.
Contact: Swati Taneja
Tel: +971 4 335 2437
Email: register@iirme.com
www.iiff.com

14–15: The 3rd World Takaful
Conference, Dubai
Conference to discuss practical

issues, strategies and plans of the takaful
industry on the global scale.
Tel: +971 4 343 1200
Email: wtc@megaevents.net
www.megaevents.net

19–20: Eighth Harvard University Forum 
on Islamic Finance, Cambridge, USA
Forum to focus on the latest innovations
and developments in the Islamic finance
industry and the long-term impact, scope

and authenticity of these ideas in the
context of an Islamic community and way
of life. 
Tel: +1 617 496 2296
Email: ifp@law.harvard.edu
http://ifp.law.harvard.edu

22: London Islamic Capital Markets
Summit, London
Conference to examine the role of London
as a hub of the industry, and topical issues
facing the sukuk industry in Europe.
Tel: +44 (0) 20 7156 5190
Email: info@cityandfinancial.com
www.cityandfinancial.com

22–23: Shari’ah and Legal Aspects on
Islamic Banking and Finance, Kuala
Lumpur
Seminar to address the legal aspects of the
Islamic finance industry.
Tel: +60 321 636 990
Email: info@globalpro.com.my
www.globalpro.com.my

29: IIBI Training: Sukuk, Their
Practical Applications and
Challenges, London

An overview of sukuk, including the
discussion of application, structuring issues,
challenges and the development of capital

CALENDAR

April

London
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markets. 
Contact: Mohammad Shafique
Tel: +44 (0) 20 7245 0404
Email: m.shafique@islamic-banking.com
www.islamic-banking.com 

May

6–7: The Euromoney Saudi Arabia
Conference 2008, Riyadh
Conference organised in partnership with
the Ministry of Finance of Saudi Arabia to
focus on the internationalisation of the
Saudi financial sector.
Contact: Ms Evelyne Atim
Tel: +44 (0) 20 7779 8701
Email: eatim@euromoneyplc.com
www.euromoneyconferences.com

13–14: Islamic Financing of Energy
Projects Conference, Abu Dhabi
Conference to explore the challenges and
opportunities for Shari’ah-compliant finance
in the energy industry.
Contact: Rudinov Vincent
Tel: +971 4 336 9992 
Email: rudinov.vincent@ibcgulf.ae
www.ibcgulfconferences.com

13–14: 5th IFSB Summit: Financial
Globalisation and Islamic Financial
Services, Amman
Summit to address some of the major
opportunities and challenges which financial
globalisation poses to the Islamic finance
industry.
Contact: Ms Farrah Aris
Tel: +60 326 984 248
Email: farrah@ifsb.org
www.ifsbamman2008.com

14–15: Kuwait Insurance Forum, Kuwait
Forum to discuss the developments of the
insurance and reinsurance industry, both
conventional and Islamic.
Tel: +965 4 342 929
Email: info@kuwaitinsuranceforum.com
www.kuwaitinsuranceforum.com

©iStockphoto    Douglas Freer
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18–21: Cards Middle East 2008, Dubai
Conference to focus on practical issues of
payments in the Middle East and globally.
Contact: Michael Parsons
Tel: +971 4 709 4530
Email: michael.parsons@terrapinn.com
www.terrapinn.com

19–20: Islamic Finance Forum,
Dubai
Forum to explore the key to

success in the Islamic finance industry and
to establish where the opportunities lie.
Tel: +971 4 221 3452
Email: info@ievents.ae
www.ievents.ae

19–22: Islamic Finance World North
America 2008, New York
Conference to focus on the key industry
issues, including the opportunities in the
region, development of Shari’ah-compliant
products and the future of Islamic finance in
North America.
Contact: Michael Weinberg
Tel: +1 212 379 6320
Email: michael.weinberg@terrapinn.com
www.terrapinn.com

20–21: Conference on Islamic
Management and Leadership Ethics, 
Kuala Lumpur
Conference to focus on various managerial
issues in Islamic finance industry.
Tel: +60 321 636 990

June

1–3: MEFX, Dubai
The Middle East International Banking,
Financial Technology and Services
Exhibition and Conference to focus on
financial technology, banking products and
professional services for the finance
industry. 
Contact: Aleks Duric
Tel: +971 4 308 6597
Email: mefx@dwtc.com
www.mefxevent.com

15–19: Sukuk World Middle East, Dubai
Conference to explore the techniques and
methodologies involved in all facets of the
sukuk issuance and investing process.
Tel: +971 4 335 2437
Email: register@iirme.com
www.iirme.com

16–17: The 2nd Global Islamic Finance
Conference (GIFC2008), Kuala Lumpur
Conference to address key issues and
developments of the industry worldwide. 

Email: info@globalpro.com.my
www.globalpro.com.my

20–21: The London Islamic
Capital Markets Summit, London
Summit to address the issues

facing sukuk, with an emphasis on Islamic
banking in the West, including the UK
government’s consideration of sukuk. 
Contact: Nick Noakes
Tel: +44 (0) 1483 720 707
Email: bookings@cityandfinancial.com
www.cityandfinancial.com

26–28: 4th Annual Middle East Project
Finance Forum, Abu Dhabi
Forum to discuss conventional and Islamic
project finance opportunities in the Middle
East.
Contact: Ms Maria Luminita
Tel: + 971 4 361 6112
Email: maria.luminita@fleminggulf.com
www.fleminggulf.com

26–27: The World Islamic Funds
& Capital Markets Conference,
Bahrain

Conference to discuss the prospects of the
Islamic capital markets, with a focus on
private equity, real estate, alternative
investments and sukuk.
Tel: +971 4 343 1200
Email: wifcmc@megaevents.net
www.megaevents.net

26–27: Bringing Into Market, Islamic
Sukuks III, Singapore
Training course to teach how to capture the
hearts and minds of financial investors in
the industry.
Tel: +65 6324 9733
Email: info@availcorp.com
www.availcorp.com

26–29: Leaders in Islamic Finance,
Istanbul
Summit to herald the launch of the Centre
for Innovation in Islamic Finance, a new
global platform for the Islamic finance
industry to invest in innovation.
Tel: +971 4 364 2975
Email: enquiry@iqpc.ae
www.leadersinislamicfinance.com
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Dubai 29–30: Bringing Into Market, Islamic
Sukuks IV, Hong Kong
Training course to teach how to market
sukuk products.
Tel: +65 6324 9733
Email: info@availcorp.com
www.availcorp.com

Istanbul

©Jarnogz    Dreamstime.com
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CALENDAR

Events endorsed by the IIBI

July

August

8–10: IIBI Training: Structuring
Innovative Islamic Financial 
Products, Cambridge, UK

Workshop to focus on continuing
developments in innovation in Islamic
finance structures and the underlying
techniques evolving in the modern
economy.
Contact: Mohammad Shafique
Tel: +44 (0) 20 7245 0404
Email: m.shafique@islamic-banking.com
www.islamic-banking.com

11–13: MIF 2008 Issuers & Investors
Forum, Kuala Lumpur
Forum to focus on the challenges facing
Islamic finance issuers and investors, and to
discuss the developments within Islamic

Tel: +60 321 636 990
Email: info@globalpro.com.my
www.globalpro.com.my

16–18: Middle East Investments Summit
2008, Dubai
Summit to explore the key aspects and
issues of conventional and Islamic finance
industries in the region, including propelling
Islamic finance in capitalising global
investment trends.
Tel: +357 22 849 321 
Email: webenquiries@marcusevanscy.com
www.mei-summit.com

30–1 July: Seminar on Islamic Trade 
Finance and Sukuk, Kuala Lumpur
Seminar to focus on the key issues,
developments and challenges of Islamic
trade finance and Islamic bonds.
Tel: +60 321 636 990
Email: info@globalpro.com.my
www.globalpro.com.my
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8: The World Islamic Banking
Conference, European Summit,
London

Conference to focus on issues and
developments of the dynamically evolving
market for Islamic in the European context.
Contact: Anu Thomas
Tel: +971 4 343 1200

equity capital markets. 
Contact: Andrew Morgan
Tel: +60 321 416 025
Email: Andrew.Morgan@REDmoneyGroup.com
www.islamicfinanceevents.com

12–13: Risk Management for Financial
Services, Kuala Lumpur
Conference to discuss risk management in
conventional and Shari’ah-compliant
finance.
Tel: +60 321 636 990
Email: info@globalpro.com.my
www.globalpro.com.my

25–28: Islamic Finance and Investment
World Africa 2008, Johannesburg
Conference to address key issues and
developments of Islamic finance industry
and investment opportunities in Africa and
worldwide.
Contact: Brian Shabangu
Tel: +271 14 636 001
Email: brian.shabangu@terrapinn.co.za
www.terrapinn.com

Cambridge

Email: anu@megaevents.net
www.megaevents.net

14–16: The 2nd International Takaful 
Summit and Masterclass, London
Forum for practitioners and researchers to
discuss the current state of the takaful
industry.
Contact: Mohaned Abdullah
Tel: +44 (0) 7765 811 312
Email: contact@takafulsummit.com
www.takafulsummit.com

15–16: Conference on Islamic Financial
Planning & Asset Management, Kuala
Lumpur
Conference to discuss prospects, principles,
issues and avenues of Islamic financial
planning and asset management.
Tel: +60 321 636 990
Email: info@globalpro.com.my
www.globalpro.com.my

22: Innovative Product Development 
Seminar, London
Seminar to focus on the future trends in
product innovation in the Islamic finance
sector.
Tel: +44 (0) 20 8200 9002
Email: info@icg-events.com
www.icg-events.co.uk

Kuala Lumpur

©Socrates    Dreamstime.com
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amanah

Lit: reliability, trustworthiness, loyalty, honesty.
Technically, it describes a business deal where one party
keeps another’s funds or property in trust.

arboun

An Islamic version of option, a deposit for the delivery of
a specified quantity of a commodity on a predetermined
date.

fatwa

A ruling made by a competent Shari'ah scholar on a
particular issue, where fiqh (Islamic jurisprudence) is
unclear. It is an opinion, and is not legally binding. 

gharar

Lit: uncertainty, hazard, chance or risk. Technically, sale
of a thing which is not present at hand; or the sale of a
thing whose consequence or outcome is not known; or a
sale involving risk or hazard in which one does not know
whether it will come to be or not. 

Hadith

A record of the sayings and actions attributed to Prophet
Muhammad (PBUH). 

halal

Activities which are permissible according to Shari'ah.

haram

Activities which are prohibited according to Shari'ah. 

ijara

A leasing contract under which a bank purchases and
leases out a building or equipment or any other facility
required by its client for a rental fee. The duration of the
lease and rental fees are agreed in advance. Ownership of
the equipment remains in the hands of the bank. 

istisna

A contract of acquisition of goods by specification or
order, where the price is fixed in advance, but the goods
are manufactured and delivered at a later date.
Normally, the price is paid progressively in accordance
with the progress of the job.

maysir

Gambling – a prohibited activity, as it is a zero-sum
game just transferring the wealth not creating new
wealth. 

mudarabah

A form of business contract in which one party brings
capital and the other personal effort. The proportionate
share in profit is determined by mutual agreement at the
start. But the loss, if any, is borne only by the owner of
the capital, in which case the entrepreneur gets nothing
for his labour.

mudarib

In a mudarabah contract, the person or party who acts as 
the entrepreneur. 

mufti

An Islamic scholar, who interprets or expounds Islamic law
and gives fatwa.

murabaha

A contract of sale between the bank and its client for the 
sale of goods at a price plus an agreed profit margin for the
bank. The contract involves the purchase of goods by the
bank which then sells them to the client at an agreed mark-
up. Repayment is usually in instalments. 

musharakah

An agreement under which the Islamic bank provides funds
which are mingled with the funds of the business enterprise
and others. All providers of capital are entitled to participate
in the management but not necessarily required to do so.
The profit is distributed among the partners in
predetermined ratios, while the loss is borne by each partner
in proportion to his contribution. 

musharakah, diminishing

An agreement which allows equity participation and sharing
of profit on a pro rata basis, but also provides a method
through which the bank keeps on reducing its equity in the
project and ultimately transfers the ownership of the asset 
to the participants. 

qard hasan

An interest-free loan given for either welfare purposes or for
fulfilling short-term funding requirements. The borrower is
only obligated to pay back the principal amount of the loan. 

qimar

Lit: gambling. Technically, an agreement in which possession
of a property is contingent upon the occurrence of an
uncertain event. By implication it applies to those
agreements in which there is a definite loss for one party 
and definite gain for the other without specifying which
party will gain and which party will lose. 

rab-al-maal

In a mudarabah contract the person who invests the capital.

riba

Lit: increase or addition. Technically it denotes any increase
or addition to capital obtained by the lender as a condition
of the loan. Any risk-free or 'guaranteed' rate of return on 
a loan or investment is riba. Riba, in all forms, is prohibited
in Islam. Usually, riba and interest are used interchangeably. 

salam

A contract in which advance payment is made for goods to
be delivered later on. 

Shari’ah

Refers to the laws contained in or derived from the
Quran and the Sunnah (practice and traditions of the
Prophet Muhammad (PBUH). 

Shari’ah board

An authority appointed by an Islamic financial
institution, which supervises and ensures the Shari’ah
compliance of new product development as well as
existing operations.

sukuk

Similar characteristics to that of a conventional bond
with the key difference being that they are asset backed; a
sukuk represents proportionate beneficial ownership in
the underlying asset. The asset will be leased to the client
to yield the return on the sukuk. 

Sunnah

It refers to the sayings and actions attributed to Prophet
Muhammad (PBUH).

tabarru

A donation covenant in which the participants agree to
mutually help each other by contributing financially.

takaful

A form of Islamic insurance based on the Quranic
principle of mutual assistance (ta'awuni). It provides
mutual protection of assets and property and offers joint
risk sharing in the event of a loss by one of its members. 

usufruct

A legal right to use and derive profit from property
belonging to someone else provided that the property
itself is not damaged.

wa’ad

A promise to buy or sell certain goods in a certain
quantity at a certain time in future at a certain price. It is
not a legally binding agreement. 

wakala

A contract of agency in which one person appoints 
someone else to perform a certain task on his behalf,
usually against a certain fee. 

wakil

In a wakala contract, a representative (agent), who acts
on behalf of the principal/investor.

zakat

An obligation on Muslims to pay a prescribed percentage
of their wealth to specified categories in their society,
when their wealth exceeds a certain limit. Zakat purifies
wealth. The objective is to take away a part of the wealth
of the well-to-do and to distribute it among the poor and
the needy.



iMAL is a pioneering award-winning enterprise banking and investment software 
designed from scratch for the Islamic banding industry. It enables a powerful, 

flexible, service-oriented banking infrastructure. 

www.path-solutions.com
info@path-solutions.com

It grows by itself, sways with the wind and spreads into a green wide field.

Scalable. Flexible. Modular




