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Executive Editor’s Note
Islamic finance presents itself as a discipline promising ethical
and diversified tools and systems. But has it drifted away from
its social origins in pursuit of unbridled profit? Has the industry
mimicked its conventional counterpart so much that it itself
has become purely commercially-oriented? Are there lessons to
be learnt from what many view as one of the worst financial
crises, fuelled by irresponsible financial practices, and the
creation of ever-more complex financial instruments while
ignoring common sense regulations and procedures? These are
the questions to seriously ponder as Ramadan, the Holy Month
for Muslims, comes to an end.
There have been implications of the ongoing ‘form over
substance’ debate. A sharp drop in sukuk sales (a staggering
50 per cent), for example, was a direct result of a ruling by
Shaikh Muhammad Taqi Usmani, head of Shari’ah committee
of AAOIFI, which labelled many sukuk issues as not Shari’ahcompliant.
However, overall, the criticism (which is always needed in
healthy doses for any industry to stay on track) has not
deterred Islamic finance from moving forward. The past
quarter of 2008 has seen such new developments worldwide as
membership of Korea’s financial services authority in IFSB, the
roll out of Russia’s only Islamic debit card product across the
country, Indonesia’s first sukuk, the UK’s first independent
takaful company and the introduction of a masters degree in
Islamic commerce from an Australian university.
There have been developments within the IIBI, too. Our
second annual three-day residential workshop, ‘Structuring
Innovative Islamic Financial Products’, held at the University
of Cambridge, was very successful – you can read more about
it on the pages of this issue. Also, the IIBI is assisting the UK
Financial Services Skills Council with the development of
National Occupational Standards (NOS) in Islamic financial
services, aiming to standardise skills and requirements in the
vibrant Islamic finance market of the UK.

Mohammad Ali Qayyum
Director General, IIBI
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 and should not be attributed to the organisations they are associated with or their management. Any errors
and omissions are the sole responsibility of the authors. 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.
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Gulf African Bank targets
pilgrims with new
Hajj account
Gulf African Bank, the fully
Shari’ah-compliant Kenyan
institution, has launched a
savings account designed to help
Muslims fulfil their obligation
of Hajj (pilgrimage to Mecca).
This pilgrimage is one of the five
pillars of Islam, according to
which every Muslim is required
to travel at least once to Mecca
if his/her financial circumstances
support doing so. This year’s
Hajj will take place in the first
week of December.
The Hajj savings account will
grow through earnings on
savings, and clients who hold a

Hajj account will enjoy a
number of benefits such as pretravel information sessions,
travel insurance and a hamper
pack including a Hajj guide, a
travel pouch and a jammarat
bag. A deal between Gulf
African Bank and Qatar
Airways means that account
holders can also expect special
fares with the airline, along with
a stop over in Doha.
There are currently six million
Muslims in Kenya. The bank
has also recently announced
special accounts for women and
children.

Mecca

© Aidar Ayazbayev Dreamstime.com

NEWS

Two innovations from
Sharjah Islamic Bank
UAE-based Sharjah Islamic
Bank (SIB) has launched ‘Al
Hurr’, the Emirates’ first
mobile ATM service in Islamic
banking. This move will ease
access of Muslims to their cash
in the Emirates. The mobile
ATMs will offer the same
services as stationary ones, and
are designed to work
regardless of how far they are
from a stationary ATM or
bank branch, anywhere across
the UAE. In April this year, SIB
also launched ATMs designed
for the handicapped.

Sharp drop in sukuk sales
Since Shaikh Muhammad Taqi
Usmani, head of Shari’ah
committee of the Bahrain-based
Accounting and Auditing
Organisation for Islamic
Financial Institutions (AAOIFI),
ruled in February this year that
many sukuk issues were not
Shari’ah-compliant, sales of
sukuk have fallen 50 per cent in
2008, and prices have dropped
an average of 1.5 per cent,
according to HSBC Holdings Plc
index data.
Shaikh Usmani pointed out
several issues, such as purchase
undertaking by the obligor in
case of sukuk with underlying
contract as mudarabah or
musharakah was not Shari’ahcompliant as it does not fulfil
the conditions of the contract.
The sukuk market has doubled
in size every year since 2004,
and had become worth $90

www.newhorizon-islamicbanking.com

SIB has also launched a
Shari’ah-compliant prepaid
card, which acts in the same
way as a credit or debit card,
but must be loaded with funds
before they can be spent. This
‘Jeans Card’ will be aimed at
all age groups of customer,
from 14 years old upwards.
Customers will receive a text
message each time the card has
been used. As well as being
secure, the card can help teach
youths to be responsible with
cash, since the user cannot go
overdrawn.

billion. However, since the edict
in February, borrowing costs
have been pushed up across
the region, including on $200
billion of real estate
developments in the UAE
capital. Sales of sukuk dropped
to $11 billion in the period of
January to August this year,
compared to $21 billion in the
corresponding period in 2007.
Some have suggested the drop is
due to global economic factors,
however the decline in prices of
sukuk is more severe than the
decline in the value of US
corporate debt over the same
period, which has been hit by
the credit crunch.
The purpose of the Shaikh
Usmani’s ruling was to reinforce
the message that Shari’ah
boards and sukuk issuers should
follow the Shari’ah principles ‘in
substance as well as in form’.
IIBI 5
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Express Bank extends
Islamic card across Russia
Express Bank, a regional
Russian bank, which has been
issuing Islamic debit cards in
the Russian republic of
Dagestan since July, intends to
launch the product across the
whole country, by making it
possible for customers to apply
for the card online. The roll
out is a response to the
popularity of the card in
Dagestan, a predominantly
Muslim area. The terms of the
card have been designed in
collaboration with the
Spiritual Council of Muslims
in Dagestan. According to a
spokesman from the bank, the
product has also proved
popular with many Christians
and Jews in Dagestan.
To comply with Shari’ah and
at the same time with the
Russian banking legislation,
Kremlin of Kazan, Russia

the accrued interest will not
be paid into the cardholder’s
account, but instead will be
donated to charitable causes,
primarily child healthcare,
purchase of hospital
equipment and modern
diagnostic and life support
apparatus for maternity wards.
This will be the only card of
its type on the market in
Russia, though it will not be
the first foray by a Russian
bank into Shari’ah-compliant
finance. Badr-Forte Bank,
the only Islamic bank to have
been established in Russia,
offered a similar interest-free
debit card after opening in
1991. However, Badr-Forte
had its license revoked in
2006, with many Russians
considering the decision
controversial.

Prominent Indians in
support of Islamic banking
Amar Singh, a member of
parliament and general
secretary of the Samajwadi
Party in India, is to meet the
Indian government to
encourage the growth of
Islamic banking. Singh said he
will press Indian Prime
Minister, Dr Manmohan
Singh, face to face on the issue,
while attending a gathering of
economists and intellectuals at
the India Islamic Cultural
Centre in New Delhi. Abdur
Raqueeb, director of the
Centre, also strongly
supported Islamic finance,
saying that opening the door
to the industry would
immediately unleash trillions
of dollars in foreign direct
investment.
Raqueeb went on to say that
an Islamic banking system has
already been introduced in
many nearby countries,

including Singapore, Malaysia
and Japan, and that investors in
the Gulf region were less keen
than previously to invest in the
West. India, Raqueeb believes,
should be an attractive target
given the level of economic
growth in the country. Raqueeb
stated that, since Islamic finance
is based on equity and justice, it
should be an antidote to the US
sub-prime mortgage crisis, and
that it should decrease
inequalities in the country. A
report by Raghuram Rajan,
former chief economist of the
IMF (International Monetary
Fund) will also be submitted to
the government, calling for the
encouragement of Islamic
finance in response to the
financial exclusion of India’s
Muslims. There are
approximately 150 million
Muslims in India, equal to
about 13 per cent of the
country’s population.

Korea joins IFSB

© Anver Dreamstime.com
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The Islamic Financial Services
Board (IFSB) in Malaysia has
admitted South Korea’s
Financial Services Commission
and Financial Supervisory
Service to its membership, along
with ten other organisations.
New members include Kuwait
International Bank (Kuwait),
Sudanese French Bank (Sudan),
Deutsche Bank AG (UAE),
Gatehouse Bank plc (UK),
Mitsubishi UFJ Securities Co
Ltd (Japan) and Unicorn
International Islamic Bank
(Malaysia).

This takes the total of IFSB
membership up to 34 jurisdictions and 175 organisations
around the world. IFSB,
officially inaugurated in 2002,
serves as an international
standard-setting body of
regulatory and supervisory
agencies for the Islamic financial
industry.
The number of member
organisations has continued to
rise steadily; it was 150 at the
start of the year (NewHorizon
January–March 2008).

www.newhorizon-islamicbanking.com
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Australian university to offer
Islamic finance course
La Trobe University in
Melbourne, Australia, is to be
the first university in the
country to offer a masters
degree in Islamic commerce. The
course will begin in February
2009 and will cost AU$17,000
(US$14,000), and will be either
one or two years’ duration
depending on the priority of the
student. The course should
appeal to international students
from the subcontinent, and
those countries in Asia which
value learning about Shari’ahcompliant finance in the English
language.
Eight subjects will be covered,
including legal and Islamic
jurisprudence, Islamic
commercial law, Islamic
banking, Islamic insurance,
Islamic financial markets and
general areas of finance. The
course has been set up to
respond to the expected growth
in demand for staff in Islamic
finance which, according to

experts’ estimates, might require
up to 50,000 extra employees in
the next five to ten years. A
number of banks in Australia
are already active in Shari’ahcompliant finance, such as
Kuwait Finance House (KFH)
and HSBC. National Australia
Bank (NAB), one of the
country’s top financial institutions, has also been researching
Islamic finance options, including buying into a Shari’ahcompliant industrial property
trust. NAB has attempted to
build bridges with the domestic
Islamic community by setting
up a scholarship in Islamic
finance, named after Sheikh
Fehmi Naji El-Imam, Mufti of
Australia.
Hayat Khan, co-founder of the
course at La Trobe University,
believes that Islamic finance will
account for 40 to 50 per cent of
total savings of the worldwide
Muslim population within a
decade.

Islamic banking heads
for Sweden
Islamic Bank of Britain (IBB),
which was first granted
authorisation in 2004 in the UK,
is now considering a move into
Sweden. IBB has been in contact
with Sweden’s authorities for
some time. The Swedish
Financial Authority has stated
that ‘in general there are no
legal obstacles to conducting
Islamic banking operations in
Sweden’. IBB is also eyeing

Germany for an expansion of its
European presence.
Meanwhile, Sweden’s first
Islamic investment fund has also
recently opened. The fund
follows Shari’ah-compliant
criteria, and includes 110
international firms which may
not be associated with haram
activities, such as alcohol
brewing, for example.

www.newhorizon-islamicbanking.com
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Islamic online treasury
platform from
Standard Chartered
Standard Chartered has relaunched the Shari’ahcompliant version of its
online treasury FX and
hedging platform under its
Saadiq Islamic products
brand.
‘Incorporating the Islamic
online treasury channel under
the bank’s Saadiq brand
unifies our Islamic product
base under a single name,
and demonstrates our
commitment to providing a
fully integrated service for
our customers who operate
under Shari’ah law,’ says the
bank’s head of Islamic
products, Ghazanfar Naqvi.
The system itself will not be
modified as part of the
exercise. According to Naqvi,
Standard Chartered is the first
bank to launch online services
in Islamic FX utilising the
wa’ad structure. This structure
is defined as a promise to
buy or sell certain goods in a
certain quantity at a certain
time in the future at a certain
price. The system, he says,
‘allows Islamic companies
and institutions to hedge
forward FX exposures under
a Shari’ah-compliant
structure’.
It has been designed to deliver
automated prices from the
bank’s trading floors to any
desktop. By utilising the bank’s
coverage of global FX
markets, it supports spot,

forward and swap pricing in
more than 100 currencies.
Naqvi claims it ‘offers
customers instant access
to liquidity, reduction in
operating costs and reduction
on operational risk, while
allowing them to efficiently
achieve their FX management
objectives’.
Naqvi is expecting the rebranded system to be a
popular offering. He has seen
a sharp growth in Shari’ahcompliant corporates and
institutions, and a rapid
adoption of eFX services in
the Middle East.
‘Over 2500 clients use
Standard Chartered’s online
treasury system. With the
number of corporates and
financial institutions operating
under Islamic principals we
anticipate considerable
demand for the Shari’ahcompliant version.’
This will not be the last of
Standard Chartered’s Shari’ahcompliant products to be
offered via this channel. ‘We
anticipate migrating more
Islamic products to our online
platforms as part of a
progressive technology build
out,’ confirms Naqvi. ‘It is
essential to us and to our
clients that our Shari’ahcompliant FX products can
be delivered electronically
alongside our conventional
eFX offering.’
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Pakistan encourages Islamic agriculture financing
The State Bank of Pakistan,
Pakistan’s central bank and
regulator, has drawn up and
issued new draft guidelines
which are intended to
facilitate Islamic (and
conventional) banks in
agricultural financing. The
guidelines cover most modes

of Islamic finance that can
be used to support farm and
non-farm sector activities, such
as agricultural implements,
farm mechanisation and
development, and transport.
The guidelines were prepared by
a taskforce which included

Indonesia issues first sukuk
Indonesia raised Rp4699 billion
($500 million) from its first
rupiah-denominated Islamic
bond issue. The figure was
just short of the target of
Rp5000 billion. The sukuk was
issued with seven and ten year
maturities, and it is thought that
it will pave the way for the issue
of foreign currency sukuk soon.
Total demand, according to
Rahmat Waluyanto from
Indonesia’s finance ministry, was
worth almost twice the figure
raised, but many applicants
wanted higher yields than those
on offer. Indonesia’s high

inflation, at eleven per cent,
may have been a deterrent to
investors.
Islamic finance in Indonesia lags
behind that of its neighbour,
Malaysia, and Indonesia’s
finance minister, Sir Mulyani
Indrawati, indicated that the
sukuk issue was part of the
government’s efforts to help
the development of Islamic
finance in the country, as well
as diversify its fundraising
sources. The seven year bonds
were priced at a yield of 11.8
per cent, and the ten year bonds
at 11.95 per cent.

New Shari’ah-compliant
bank in Qatar
Qatari First Investment Bank
(QFIB), a new Islamic
investment bank, has been
awarded a license by Qatar
Financial Centre Regulation
Authority (QFCRA).
QFIB plans to become a
significant player in Qatar,
and harbours regional
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ambitions also. Phillip
Thorpe, chairman and CEO
of QFCRA welcomed the
establishment of QFIB stating,
‘we recognise the importance
of attracting major Islamic
financial institutions as part
of our aim of broadening
Qatar’s financial services
base’.

senior officials from the bank,
Shari’ah compliance advisers
and heads of agriculture from
private banks. They are
designed to help particularly
Islamic banks which are
extending their branch networks
into rural areas. Officials believe
that there has long been a

demand in agriculture for
Islamic finance. Dr Shamshad
Akhtar, governor of the State
Bank of Pakistan, also said
that Pakistan intends to launch
the country’s first ijara sukuk,
to increase liquidity in the
market, and to help the
government diversify its debts.

DIB to ‘convert’
Jordanian bank
Dubai Islamic Bank (DIB), the
world’s first fully-fledged
Islamic bank, has announced
plans to buy a majority stake
in Industrial Development Bank
of Jordan, with the intention of
turning the Jordanian institution
into a Shari’ah-compliant
business. The acquisition is
planned to be a joint venture
between DIB, Dubai
International Capital (DIC),
and Jordan Dubai Capital, and
will lead to an entity under the
name of Jordan Dubai Islamic
Bank, if all goes to plan.
DIC already has interests in
Jordan through a $500 million
investment fund, and declared
earlier this year that it intended
to partner with DIB to set up an
Islamic lender in the country. It
has also partnered with Amlak
Finance to start a Shari’ah-

compliant lending firm. Meanwhile, DIB has already created
Shari’ah-compliant subsidiaries
in other countries, including
Sudan and Pakistan. Khaled
al-Kamda, group managing
director and CEO of DIB,
stated that the bank is ‘very
keen to expand its business
methods to countries throughout the Arab and Muslim
world’.
In the meantime, another
Dubai-based Islamic bank,
Dubai Bank (which became a
Shari’ah-compliant financial
institution last year), is also
considering acquisitions worth
$5 billion in Africa and Asia.
Ahmed Elshall, Dubai Bank’s
chief financial officer, told
Reuters that the bank plans to
become a major Islamic lender
over the next five years.

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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POINT OF VIEW

Islamic banking and finance:
social failure
Have Islamic financial institutions lost their social origins and become too ‘commercialised’ in
pursuit of profits? How can the industry be true to its ethical principles? Dr Mehmet Asutay,
lecturer in political economy at the School of Government and International Affairs, Durham
University, UK, explores this controversial issue.
Introduction

Dr Mehmet Asutay,
Durham University

The phenomenal growth of the Islamic
banking and finance (IBF) industry has
been remarkable since it came into existence
just over thirty years ago. However, a
closer reading of this positive development
indicates that IBF does not necessarily share
the aspirations or the foundational claims
of Islamic moral economy (IME), an
authentic value system for human-centred
economic development and social justice.
Despite its contribution in expanding the
financial base in Muslim countries and
overcoming financial exclusion through
product diversification, IBF, in responding
to the realities of the international financial
system has converged towards the
conventional notion of managing wealth,
resulting in tensions with the foundational
axioms upon which an Islamo-ethical
financial system was intended to be built. In
such transformation, the identity of IBF is
reduced to the mere removal of riba and
conducting financial activity in contractual
norms derived from the Shari’ah. The result,
therefore, has been the divergence between
the aspirations of IME and IBF as an
instrument of that system.

Philosophical sources of Islamic
finance: utopia
IME, in its modern usage, came into
existence in the early 1970s mainly as a
critique of economic development strategies
that ignored the importance of societal well-
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being. Therefore, it aimed at formulating a
human-centric development strategy by
providing the following foundational base
through which financial and economic
activity could be conducted:
❏ Tawhid (unity) indicates the vertical
dimension of the Islamic ethical system
in terms of equality in front of God;
❏ Al-’adl wa’l-ihsan (justice and
equilibrium) provides for the horizontal
dimension of equity in terms of equality
between individuals;
❏ Ikhtiyar (free will), provides individual
opportunities in the economic system to
choose between various options;
❏ Fard (responsibility) implies that
individuals and society need to uphold
the public good;
❏ Rububiyyah indicates divine
arrangements for nourishment,
sustenance and directing things towards
their perfection;
❏ Tazkiyah calls for growth with
purification to incorporate the good of
the others and be conducted with ethical
and moral considerations;
❏ Khilafah indicating an individual’s role
as God’s vicegerent on earth.
Within this framework, maqasid alShari’ah, or the objectives of Shari’ah, is
interpreted to suggest that economic
and financial activity must lead to ‘human
well-being’.
Being the institutional aspect of this IME,

www.newhorizon-islamicbanking.com
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IBF institutions are expected to operate
within this framework to produce a social
and environmentally acceptable optimum.

From utopia to reality
In responding to this moral economy
strategy, the initial experience of IBF in
Egypt in late 1960s was structured as a
socially-oriented institution, aimed to
provide credit to peasants, small
businesses, and workers to overcome
financial exclusion and expand the
ownership base of society.
However, despite such a novel origin, with
the internationalisation and unprecedented
growth in their assets base and financing
since 1980s, the lives of Muslim individuals
have not been significantly affected by
such development of IBF, as the social
dimension is limited to zakat and other
non-systematic charitable activities, which
negates systematic economic development.
It might be useful, therefore, to compare
the realities against the aspirational
worldview by deconstructing the practices
of IBF through values the practitioners
attach to IBF against the foundational
values mentioned above. Speaking at the
Islamic Finance Seminar held in London
last year, Iqbal Khan, a leading contributor
to the development of the sector, suggested
the following values among the aims of
IBF:
❏ Profit-and-loss (PLS) sharing and risksharing is preferred alongside creating
more value addition to the economy;
❏ Community banking: serving
communities, not markets;
❏ Responsible finance, as it builds
systematic checks on financial providers;
and restrains consumer indebtedness;
ethical investment, and corporate social
responsibility (CSR) initiatives;
❏ Alternative paradigm in terms of
stability from linking financial services
to the productive, real economy; and

www.newhorizon-islamicbanking.com

also it provides moral compass for
capitalism;
❏ Fulfils aspirations in the sense it widens
ownership base of society, and offers
‘success with authenticity’.
It is clear that these values fit into the
aspirational values of IME as well. A critical
examination of these objectives, however,
indicates that the reality is far from fulfilling
these objectives.
Regarding preference towards equity-based
PLS and risk-sharing financing over debt
financing, data analysis, for instance, in
the Malaysian IBF case depicts that the
percentage share of musharakah declined
from 1.4 per cent in 2000 to 0.2 per cent
in 2006, while major modes of Islamic
financing remain to be bai bithaman ajil
(sale of goods on a deferred payment basis;
another term used for such sales is bai
mu’ajjal) and ijara wa iqtina (leasing and
subsequent purchase) with 55.9 per cent
and 25.2 per cent respectively in 2006. In
addition, from 1984 to 2006, murabaha
constituted 88.1 per cent of the mode of
financing for Bank Islam Malaysia Berhad,
and 67.3 per cent for Dubai Islamic Bank,
while mudarabah and musharakah was
about 1.7 per cent and 9.3 per cent
respectively.
Moreover, in relation to social lending, the
percentage of qard hasan (an interest-free
loan for welfare purposes/short-term
funding requirements) is at a negligible level
in IBF sector. Taking into account that IME
aims for equity financing for creating value
addition in economic activity, the change
towards debt-financing is rather meaningful,
which indicates that IBF institutions have
deviated from the economic development
and social welfare objectives of IME. Thus,
the promise of Islamic finance in relation
to its performance failed to be realised in
providing socio-economic development for
the larger parts of the Muslim world and
communities.
Data analysis also shows that long-term
financing is not the norm, as most of the
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financing focuses on projects with
maturities lasting less than a year. In
addition, while developmental financing
necessitates financing sectors such as
agriculture and manufacturing, the majority
of IBF is related to retail or trade financing.
For instance, after the initial years, Islamic
banks in the Sudan moved away from
financing agriculture and industry using
PLS schemes. Furthermore, instead of
investing in value-added economic activity
in the Muslim countries, there has been a
tendency to invest the funds abroad. As a
result, the value addition of IBF to the local
economy has further declined, and the
contribution of IBF for economic
development through real economy has
been rather elusive.
Regarding the community banking
objective, experience shows that IBF
has done little to contribute to capacity
building in the communities. On the
contrary, IBF has aimed at becoming part
of the international financial markets and,
despite the social expectations, IBF claims
that it is not a charity, and that firms have
to work under difficult competitive
conditions. Clearly, this indicates profit
maximisation as the aim, which negates the
importance of societal responsibility.
As regards to responsible finance, there
is no universally accepted regulatory
body that systematically checks Islamic
financial providers. The initiatives by
AAOIFI (Accounting and Auditing
Organisation for Islamic Financial
Institutions) in Bahrain and IFSB (Islamic
Financial Services Board) in Malaysia
remain weak and are not generally
adopted. To evidence this, a recent study
demonstrates that a large number of Saudi
Islamic finance practitioners, accountants
and auditors, are largely unaware of
AAOIFI standards.
Pertaining to fulfilling aspirations, IBF
has not positively affected social capacity
building and contributed to widening
ownership, which could have been possible
through venture capital or PLS type of
investments. However, as discussed
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previously, these do not seem to be preferred
by IBF.
As part of restraining consumer
indebtedness, the data indicates that IBF
institutions prefer to involve themselves
in transactions, which are debt-financing
oriented, as they are more profitable. Thus,
this aim remains unfulfilled.
Concerning ethical investments, restraining
the investment areas does not necessarily
make IBF ethical. Rather, it only implies
that IBF fulfils its legal expectations, as
screening of Islamic investment is part
of Shari’ah. However, considering that
ethicality includes being pro-active in
regards to IBF, there is little indication that
the industry is entirely ethical. This, again,
refers to the CSR, as recent studies on these
initiatives of IBF demonstrate they have
not pro-actively developed such an understanding. Their perceptions of CSR remain
within the framework of zakat distribution
and other non-systemic charitable activities
rather than working towards capacity
building for developing communities.
In terms of real economy consequences,
the claim that IBF links financial services
to the economy’s productive side is not
convincing, since IBF does not exhibit
macroeconomic consequences. Particularly
so, when considering the most preferred
financing is debt financing as opposed to
equity financing. It is, therefore, difficult
to argue that IBF is related to the real
economy beyond financing the retail
markets. In addition, further involvement
of IBF sector in debt-like financing,
including tawaruq products (sale of a
commodity to the customer by a bank on
deferred payment at cost plus profit), clearly
undermines the ‘productive economic
activity’ discourse in Islamic economics.
The realities of financial markets, which
prioritise economic incentives rather than
religious behavioural norms, has thus forced
IBF to become part of the international
financial system by adopting the commercial
banking model. In that predicament, IBF
is described as heterogeneous financial
products deprived of their value system as
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expected by IME. Under such circumstances, it is difficult to argue that IBF acts
as a moral compass for capitalism, either.
On the contrary, recent studies show that
IBF has much to learn from conventional
finance in terms of ethical and CSR
financing issues.
As to locating the principles governing
IBF in the Quran, indeed it reveals the
importance of authenticity. Yet, the
characteristics of IBF do not necessarily
reflect the Quranic economic meaning of
authenticity or, for that matter, Shari’ahbased principles as formulated in the
aspirational notions of IME. Instead,
religion serves to provide justification for
IBF’s current operations by claiming
legitimacy in the form of ethicality and
social responsibility as shaped by Islam.

Conclusion
The discussion so far should not be
considered to undermine the progress of
IBF, as its contribution in terms of bringing
economic growth through expansion of
the financial base in Islamic commercial
banking is self-evidenced with the
developments in the sector. Also, provision
of alterative products in compliance with
Shari’ah overcomes financial exclusion.
However, against this ‘commercial’ nature,
social aspects of IBF, in terms of economic
development and as described in IME need
to be addressed, which constitutes the gap
between promised expectations and
performance.
It can, therefore, be suggested that IBF
has failed to internalise the social dimension
and social justice into its own operational
function, as the distinguishing characteristics of IBF has been reduced to a
technicality in which the value system is
referred to only in describing the Quranic
prohibition of riba. As a consequence, a
solution to overcome social failure requires
new models of institutional developments
beyond commercial IBF, by going back to
the Islamic construction. In this new
modelling or reorienting social banking,
community banking, ethical and social
investment, community development-

oriented projects and microfinance have
to be endogenised and addressed as
objectives.
In reorienting towards social banking,
Professor Mahmoud El-Gamal, a renowned
contributor to academic discourse in the
field, in his recent books states that ‘the
“Islamic” in “Islamic finance” should relate
to the social and economic ends of financial
transactions, rather than the contract
mechanics through which financial ends
are achieved’.
The difficult state of economic affairs in
the developing world requires such a
transformation. In this effort, the
evolutionary financial experience in the
West can be taken as an example in
developing Islamic community development banks and Islamic social banks
alongside commercial IBF. Such an
institutional solution aiming at correcting
and moderating the social failure of IBF
will contribute to the development of
individual lives by focusing on societies’
micro-dynamics rather than affecting the
financial equilibrium by extending financial
involvement to embrace larger society in
this economic dynamics. This fits into the
new development paradigm, which has
shifted focus from macroeconomic
development to micro dynamics.
Thus, a move towards goals and policy
rather than the mechanistic and legal
structure of IBF will serve human well-being
much better, as suggested by Professor
Nejatullah Siddiqi, a leading scholar in the
field. This will help to establish optimality
between venal behaviour and sacrificial
behaviour, and the choice between the two
will be determined by the values of the
participants in the sector and the interest
of the larger environment. However,
Islamic social and community banking can
provide this balance, and the new brand
in compliance with ethical religious norms
of IME regarding economic and financial
activity for achieving prosperity (falah)
in this world and in hereafter through
purification and perfection of individuals
and institutions for growth and
development, as tazkiyah suggests.
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Islamic dynamic strategies
In light of the recent market turmoil, a number of Islamic investors have turned to Islamic hedge
funds in search of alpha (a risk-adjusted measure of the active return on an investment). In this
article, Ahmad Chaudry and Ruggiero Lomonaco of RBS Global Banking & Markets discuss
some of the problems associated with these vehicles and instead propose a movement of the
Islamic wealth management industry towards ‘Islamic dynamic strategies’. In this context, the
article presents the ‘Islamic Navigator’, the first multi-asset strategy that utilises a unique
dynamic allocation and volatility stabilisation mechanism on a number of Islamic underlyings.
Since the spring 2006 correction in GCC
equity markets and the global credit crunch
just over a year later, buy-and-hold
strategies on the two dominant asset classes
in the Islamic wealth management industry,
namely Islamic equities and real estate, have
begun to develop a less desirable riskreward profile. That is, investors find
themselves facing higher levels of volatility
for lower returns.
Because of this deterioration in the riskreward trade-off, Islamic investors are
shifting attention to Islamic hedge funds.
These aim to provide stable, positive
returns by means of a Shari’ah-compliant
investment. On the one hand, critics of
these vehicles highlight the intrinsic
contradiction between Islamic finance and
speculation/arbitrage, whilst on the other
Shari’ah-compliant investors have expressed
a need for investments which offer decent
returns without exposing their capital to
excessive risk.
The issue of the level of Shari’ah compliance
observed by Islamic hedge funds is beyond
the scope of this discussion. Instead, we
focus here on whether Islamic hedge fund
vehicles meet the goals and expectations
of investors and whether there are
alternative ways of achieving the same
goals. The first and sometimes most
frustrating limitation for investors when it
comes to hedge funds is the large minimum
investment amounts. This automatically
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narrows the target audience to high net
worth individuals and institutional
proprietary books. As a result, a sizeable
retail market is left to choose its investments
from an Islamic wealth management market
that offers a limited choice of innovative,
low risk alpha strategies.
Secondly, hedge funds, be they Islamic or
conventional, very rarely offer capital
protection. If the market turns considerably
against the fund, investors could lose a
significant amount of the invested principal.
In such an event, losses to investors can be
compounded by the fact that hedge funds
routinely limit or even ban redemptions
when it suits them. In practice this means
hedge funds restrict redemptions when they
incur losses and investors would like to
withdraw funds. In effect, liquidity in hedge
funds is even more limited than assumed at
the outset of the investment precisely at
those times when investors may want it.
This leads to the third issue: the level of
risk taken by these vehicles. Whilst it is
generally true that hedge funds operate
with strong risk controls in place, in
practice it is impossible to tell exactly what
the individual fund is doing. One has to
trust on faith that the fund’s managers have
not decided to take on board excessive risk
relative to their advertised mandate. At the
end of the day, this is left at the fund’s
discretion and investors have no way of
ensuring or even demanding compliance.

This in turn leads us to the fourth issue: lack
of regulation. It is because of this that
Islamic hedge funds are able to operate as
black boxes, making it difficult to follow
their trading activities, which are often
executed at high frequency. This also means
that the level of protection that would
otherwise be available legally to investors is
lacking when they take up hedge fund
investments.
The fifth issue is that despite all this, Islamic
hedge funds charge high management fees,
which can be as high as ten per cent upfront
of the invested principal and up to 30 per
cent of the performance.
Finally, additional issues include an illiquid
– or even complete lack of a – secondary
market, as well as short track records.
Islamic hedge funds are relatively new
vehicles.
In an effort to address these concerns and
provide Islamic investors with more
accessible alpha ideas, the Islamic wealth
management industry needs to encourage
the development of ‘Islamic dynamic
strategies’ (see also NewHorizon,
July–September 2008 issue). Through
whatever strategy the investor may believe
is optimum, whether it be based on meanreversion/momentum, a dynamic weightings
adaptation of the ‘efficient frontier’ or some
other fundamental-based algorithm, it could
be this breed of investing that will drive the
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Islamic wealth management industry over
the next several years.
These strategies should be transparent and
made available in the form of capitalprotected certificates which, in the event of
a collapse of the issuer or a malfunction of
the strategy, have the ability to offer 100
per cent redemption by adopting a strict
segregation of the Islamic principal via an
Islamic trust, which in turn invests in
Shari’ah-compliant assets only. This
certificate must be offered at competitive
levels in an attempt to rival their
conventional counterparts and be made
available in the secondary market at
reasonable bid/offer spreads. Target
investors should include retail, private and
institutional clients.

The result is a transparent, Shari’ahcompliant, low volatility strategy which
provides stable returns. A simple historical
simulation of the Islamic Navigator
vindicates the attractive risk-return profile
this strategy offers. Since January 2002, the
Islamic Navigator has provided an IRR
(internal rate of return) of approximately
13.6 per cent p.a. with an annualised
volatility of only seven per cent. This
compares favourably against the Dow Jones
Islamic Market Index, which during the
same period provided an IRR of
approximately 7.2 per cent p.a. with an
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annualised volatility of around 14 per cent
(see the graphs below).
The goal of Islamic dynamic strategies is to
develop low risk but stable return strategies
that do not suffer from the same issues as
Islamic hedge fund investments. Historical
simulations of strategies such as the Islamic
Navigator indicate that they have been
largely successful in achieving these goals.
This provides an excellent addition to
Islamic portfolios which have traditionally
missed this ‘quadrant’ on the risk-return
profile of their investments.

One such Islamic dynamic strategy is the
‘Islamic Navigator’, which invests in four
Shari’ah-compliant assets based on an
algorithm that identifies medium-term
trends in these assets. The trend is identified
by comparing the prevailing spot price of
the asset to its recent moving average. The
length of the moving average may vary for
each asset and can be optimised based on
historical simulations. Should the algorithm
detect a positive trend (i.e. when spot price
is above the moving average) for an asset,
a fixed allocation is provided to that asset.
In the event of a negative trend being
detected, the allocation for the asset is
directed to a commodity-based reserve asset.
The shift in these weightings is conducted
on a monthly basis. The initial result is a
dynamic index linked to a number of
underlying assets.
The strategy is then controlled through a
volatility stabilisation mechanism, which
employs a ‘dynamic participation’ level
based on the volatility of the initial index.
Should the index observe high short-term
volatility, the mechanism reduces exposure
to the index, and vice versa. In effect, the
strategy targets a certain standard deviation
from the average daily returns by decreasing
or increasing the exposure to the index.
Hence, the volatility is ex ante defined and
is measurable at the outset, which is unusual
for Islamic strategies.

www.newhorizon-islamicbanking.com
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Islamic banking and
financial stability
The ongoing turbulence in the global financial markets highlights the importance of financial
stability for broader economic developments. Although Islamic banking and finance have so
far remained on the sidelines of this unrest, given the ongoing rapid growth of the industry
worldwide it is relevant to ask about its potential role and input in steering through the crisis.
Hesse Heiko (above right), economist at the global stability division of the International Monetary
Fund (IMF), and Martin Cihak (above left), senior economist at the IMF, discuss a prudential
perspective on Islamic versus commercial banks, surveying recent empirical work on the subject,
and discussing some of the challenges faced by Islamic banks.
Since the inception of Islamic banking about
three decades ago, the number and reach
of Islamic financial institutions worldwide
has risen significantly. Institutions offering
Islamic financial services constitute a
significant and growing share of the
financial system in several countries. For
example, the entire banking system of Iran
is based on Islamic principles. Although
Islamic banks are concentrated in the
Middle East and Southeast Asia, they are
also niche players in Europe and the United
States. Islamic banking assets and assets
under management are currently standing
at over $800 billion. According to a recent
study by a global management consulting
firm, McKinsey, ‘The World Islamic
Banking Competitiveness Report 2007/08:
Capturing the Trillion Dollar Opportunity’,
the value of Islamic banking assets and
assets under management is expected to
reach US$1 trillion by 2010, with Islamic
banks growing more rapidly than the
average banking sector in many countries.
The Islamic finance industry is in the midst
of a phenomenal expansionary phase,
exhibiting average annual growth rates of
about 15 per cent in recent years. This rapid
growth has been fuelled not only by surging
demand for Shari’ah-compliant products
from financiers from the Middle East and
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other Muslim countries, but also by
investors around the world, thus rendering
the expansion of Islamic finance a global
phenomenon. Besides its wide geographical
scope, the rapid expansion of Islamic
finance is also taking place across the
whole spectrum of financial activities,
ranging from retail banking to insurance
and capital market investments. But perhaps
the most striking has been the fast growth
of sukuk (Islamic bonds), the most popular
form of securitised credit finance within the
industry. Sukuk issuance has soared over
the last three years in response to growing
demand for alternative investments.

A prudential perspective
Shari’ah-compliant banking provides and
uses financial services and products that
conform to Islamic religious practices and
laws, which, in particular, prohibit the
payment and receipt of interest at a fixed or
predetermined rate. In practice, this means
that instead of loans, Islamic banks use
profit-and-loss sharing (PLS) arrangements,
purchase and resale of goods and services,
and the provision of services for fees form
the basis of contracts. In PLS modes, the
rate of return on financial assets is not
known or fixed prior to undertaking the
transaction. In purchase-resale transactions,

a mark-up is based on a benchmark rate of
return, typically a return determined in
international markets such as LIBOR
(London Interbank Offered Rate, an internationally recognised reference interest rate).
Islamic banks also determine return on
deposits differently. In a commercial bank,
the rate of return is set contractually (fixed
in advance or tied to a reference rate) and
does not directly depend on the bank's
lending performance. In an Islamic bank,
the rate of return on a deposit is directly
linked to the quality of the bank’s investment
decisions. If the bank records losses as a
result of bad investments, depositors may
lose some (or all) of their deposits. The
contractual agreement between depositors
and Islamic banks does not pre-determine
any rates of return, it only sets the ratio
according to which profits and losses are
distributed between the parties to the deposit
contract.
A majority of the relevant literature suggests
that the risks posed by Islamic banks to the
financial system differ in many ways from
those posed by conventional banks. Risks
unique to Islamic banks arise from the
specific features of Islamic contracts, and
the overall legal, governance, and liquidity
infrastructure of Islamic finance. For
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example, PLS financing shifts the direct
credit risk from banks to their investment
depositors. But it also increases the overall
degree of risk on the asset side of banks’
balance sheets, because it makes Islamic
banks vulnerable to risks normally borne
by equity investors rather than holders of
debt. Also, because of their compliance
with Shari’ah, Islamic banks can use fewer
risk-hedging techniques and instruments
(such as derivatives and swaps) than
conventional banks. Moreover, most Islamic
banks have operated in environments with
less developed or non-existent interbank
and money markets and government
securities, and with limited availability
of and access to lender-of-last-resort
facilities operated by central banks. These
differences have been reduced somewhat
because of recent developments in Islamic
money market instruments and Islamic
lender-of-last-resort modes, and the implicit
commitment to provide liquidity support
to all banks during exceptional circumstances in most countries.
In some ways, Islamic banks could be less
risky than conventional banks. For example,
Islamic banks are able to pass through a
negative shock from the asset side (such as
a worsened economic situation that causes
lower cash flow from PLS transactions) to
the investment depositors. The risk-sharing
arrangements on the deposit side thus
arguably provide another layer of protection
to the bank, in addition to its book capital.
Also, it could be argued that the need to
provide a stable and competitive return to
investors, the shareholders’ responsibility
for negligence or misconduct (operational
risk) and the more difficult access to
liquidity put pressures on Islamic banks to
be more conservative. Furthermore, because
investors (depositors) share in the risks
(and typically do not have deposit
insurance), they have more incentive to
exercise tight oversight over bank
management. Finally, Islamic banks have
traditionally held a larger proportion of
their assets than commercial banks in
reserve accounts with central banks or in
correspondent accounts with other banks.
So, even if Islamic investments are more
risky than conventional investments, from
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a financial stability perspective the question
is whether or not these higher risks are
offset by bigger buffers.
Are Islamic banks more or less stable than
conventional banks? The answer depends
on the relative sizes of the effects discussed
above, and it may in principle differ from
country to country and even from bank to
bank.

Islamic banking and financial
soundness: some empirical
evidence
There is a large body of descriptive
literature about Islamic finance, but there
has been relatively little empirical work
on Islamic banking and financial stability,
an area of increasing interest as Islamic
banking grows. In recent IMF research,
‘Islamic Banks and Financial Stability: An
Empirical Analysis’, we attempt to fill this
gap in the literature, using data on 18
banking systems with a substantial presence
of Shari’ah-compliant banks to provide
a cross-country empirical analysis of the
role of these banks in financial stability.
An increasingly popular way of assessing
banks’ soundness is to analyse their socalled z-scores. The z-score combines a
bank’s capitalisation, profitability, and
a measure of risk faced by the bank into
a single index. The interpretation of the
z-score is straightforward: the lower the
score, the more likely it is that a bank will
run out of capital.
Defining large banks as those with total
assets of more than $1 billion and
small banks as all others, the paper finds
that:
❏ small Islamic banks tend to be
financially stronger (that is, have
higher z-scores) than small and large
conventional banks;
❏ large conventional banks tend to be
financially stronger than large Islamic
banks;
❏ small Islamic banks tend to be
financially stronger than large Islamic
banks (see the bar chart).
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A plausible explanation of the contrast
between the high stability in small Islamic
banks and the relatively lower stability in
larger ones is that it is significantly more
complex for Islamic banks to adjust their
credit risk monitoring system as they
become bigger. For example, the PLS modes
used by Islamic banks are more diverse
and more difficult to standardise than loans
used by conventional banks. As a result, as
the scale of the banking operation grows,
monitoring of credit risk rapidly becomes
much more complex. That results in a
greater prominence of problems relating
to adverse selection and moral hazard.
Another explanation is that small banks
concentrate on low risk investments and fee
income, while large banks do more PLS
business.
We also found that as the presence of
Islamic banks grows in a country’s financial
system, there is no significant impact on the
soundness of other banks. This suggests that
Islamic and conventional banks can co-exist
in the same system without substantial
‘crowding out’ effects through competition
and deteriorating soundness.
These findings are subject to several
caveats relating to the cross-country
data. Databases are often incomplete in
coverage of Shari’ah-compliant and
conventional banks. Moreover, we focused
only on fully-fledged Islamic banks and
did not cover Islamic branches operated by
some conventional banks. Data limitations
also prevented the study from fully taking
into account all aspects of Islamic financial
contracts, for example, by distinguishing
between PLS and other investments.
Nonetheless, the main results are encouragingly robust with respect to a range of
sensitivity tests, such as using different
measures of financial soundness and
different estimation methods.
Our findings provide some comfort
regarding the financial soundness of small
Islamic banks. At the same time, they
underscore the importance for regulators
of paying attention to the prudential risks
of Islamic banks, in particular those that are
large.
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Comparison of average z-scores

while eliminating the possibilities of noncompliance, which in some cases might
render transactions invalid.
Liquidity risk management of Islamic
banks is an important challenge and is
constrained due to limited availability of
tradable Islamic money market instruments
and weak systemic liquidity infrastructure.
At the moment, there is no Shari’ahcompliant short-term Islamic money market
(less than one week maturity) in local
currency or in US dollars, and Islamic repo
markets have not yet developed. Islamic
money markets with longer maturities,
which are based on commodity murabaha
transactions (mark-up financing), sometimes
suffer from unreliable brokers with low
creditworthiness. Islamic banks also
have a competitive disadvantage with
conventional banks, as they deposit their
overnight money with their domestic central
bank interest free. The lack of liquidity
and viable alternatives, combined with the
competitive disadvantage, hamper the local
Islamic banks and can even create a
liquidity crisis.

Source: authors’ calculations, based on data from BankScope (a global database of public and private banks)
Note: individual bank risk is measured by the z-score, which increases with equity and ROA and decreases
with return volatility. The z-score has become a popular measure in the recent literature on bank soundness
since it is inversely related to the probability of a bank’s insolvency.

Islamic banks going forward:
challenges
The continuing rapid growth of demand
for Islamic financial services is clearly good
news for Islamic banks. At the same time, it
also presents some challenges, as the banks
need to invest in upgrading their credit risk
management capabilities in line with the
more complex and larger projects into
which they are entering.
Despite the rapid growth, business models
and products of Islamic banks are still
rather homogeneous, while Shari’ah
compliance amplifies risks stemming from
product configuration and process
implementation. The success of Islamic
18 IIBI

banking in recent years has produced too
many Islamic banks with the same business
models. There is a lack of ‘bread and butter’
lending, and the current excess liquidity has
led to too much complacency among Islamic
banks.
In addition, there is a large and diverse set
of accounting standard differences across
different jurisdictions. The development
and setting of simple standard legal
contracts is necessary in order to overcome
the complexity and heterogeneity of current
contracts. Furthermore, the deployment of
IT systems that help monitor the fulfilment
and visibility of processes on an end-to-end
basis are crucial to facilitate the continuous
monitoring of activities by Shari’ah scholars

Islamic banks going forward:
solutions and opportunities
Both risk managers and regulators are
working to address the above challenges.
To overcome the shortcomings of the
Islamic money market, many investment
banks are currently designing new complex
products, compliant with Shari’ah law. It
remains to be seen whether these new
solutions will obtain widespread Shari’ahcompliant status in the Islamic finance
community, and generate enough demand
for a functional Islamic money market to
develop.
The rapid developments are likely to
continue. Financial institutions in countries
such as Bahrain, the UAE and Malaysia
have been gearing up for more Shari’ahcompliant financial instruments and
structured finance – on both the asset and
liability sides. At the same time, the leading
financial centres, such as London, New
York and Singapore, are making significant
progress in establishing the legal and
www.newhorizon-islamicbanking.com
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prudential foundations to accommodate
Islamic finance side-by-side with the
conventional financial system. Many of
the largest western banks, through their
Islamic windows, have become active
and sometimes leading players in financial
innovation, through new Shari’ah-compliant
financial instruments that attempt to
alleviate many of the current constraints
such as a weak systemic liquidity infrastructure. More conventional banks are
expected to offer Islamic products, enticed
by enormous profit opportunities and also
ample liquidity, especially across the Middle
East.
New product innovation is also driven
by domestic banks’ interest in risk
diversification. With a large number of new
Islamic banks across the Middle East and
Asia especially, diversification of products
enables banks to offer the right product mix
to more sophisticated clients. A few banks
are already active across different
jurisdictions, and this trend is certainly
going to continue in the near future,
possibly with some consolidation.
On the regulatory front, the Islamic
Financial Services Board (IFSB), an international standard-setting organisation
based in Malaysia, has moved ahead with
its efforts aimed at fostering of the
soundness and stability of the Islamic
financial services industry through more
standardised regulation. Globally accepted
prudential standards have been adopted by
the IFSB that smoothly integrate Islamic
finance with the conventional financial
system. For instance, the adoption of the
IFSB standards (somewhat akin to Basel II),
which take into account the specificities of
Islamic finance, ensures a level playing field
between Islamic and conventional banks.
Many challenges still lie ahead, as is
clear from the discussion above. However,
the ongoing improvements in banks’ risk
management techniques and prudential
frameworks for Shari’ah-compliant
banking give reasonable hope that the
Islamic financial industry’s growth will
contribute positively to broader financial
and economic stability.
www.newhorizon-islamicbanking.com

RATINGS & INDICES

Islamic credit ratings:
how is your bank doing?
Below is a list of the current credit ratings for Islamic financial
institutions monitored by Moody’s Investors Service, an
international credit rating agency. Detailed information on rating
processes and definitions can be found on the Moody’s website
www.moodys.com

LONG
TERM

SHORT
TERM

FINANCIAL
STRENGTH

DATE

Boubyan Bank

Baa2

P-2

D

22-Oct-07

Stable

Kuwait

Kuwait Finance House

Aa3

P-1

C-

06-Nov-06

Stable

Kuwait

Al Rajhi Bank

A1

P-1

C

27-Jul-07

Stable

Saudi Arabia

Bank Al-Jazira

A3

P-2

D+

16-Nov-05

Stable

Saudi Arabia

Asya Katilim Bankasi
A.S.

B1

D

10-Aug-07

Stable

Turkey

Abu Dhabi Islamic Bank

A2*

P-1

D

10-Oct-06

Stable

UAE

Dubai Islamic Bank PJSC

A1*

P-1

D+

16-Nov-06

Stable

UAE

Dubai Bank

A3

P-2

D

18-Aug-08

Positive

UAE

Tamweel PJSC

A3*

P-2

12-Nov-07

Stable

UAE

BANKS

OUTLOOK COUNTRY

*Issuer rating
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Insurance with principles
After three years of negotiations and preparations, Salaam Halal Insurance is finally open for
business. James Ling, NewHorizon’s contributing editor, takes a look at the UK’s first
independent takaful provider.
Despite all the positive words about making
the UK a global Islamic finance hub, it had
been severely lacking one aspect of Shari’ahcompliant financial services – a dedicated
takaful provider. This is no longer the case.

Holdings (BIIH) was formed and attracted
£60 million ($107 million) of investment
from Saudi Arabia, the GCC and Asia. BIIH
set about the lengthy discussions with the
FSA to become the first insurance company
in the country authorised to act entirely
under Islamic rules. During this process it
also changed its name to become Principal
Insurance Holdings, before finally getting its
approval.

The UK’s first independent Islamic insurance
company, Salaam Halal Insurance (SHI),
was granted approval by the UK’s Financial
Services Authority (FSA) in April of this
year, and, at the end of July, it came to
market with its first product, motor
insurance.
The UK takaful market had previously been
seriously under served. Whilst there were
products on the market, these only came
through specialist Islamic windows at
banks, and Muslims would usually have to
compromise their faith in order to get
insurance.
The decision to offer takaful in the UK,
therefore, seems like an obvious choice.
‘Islamic finance is growing at a very rapid
rate universally, but [UK Prime Minister]
Gordon Brown and the Government, The
Bank of England and the FSA have all
provided support in terms of Islamic
finance and banking,’ says Iqbal Gelu,
business development director for Principal
Insurance Holdings. ‘The Government
really wants Britain to be the global centre
for Islamic financial products. We feel that
there’s a great opportunity for us as the first
independent takaful provider in this country
to make a difference.’
It has been a long journey to get this far,
and one regular NewHorizon readers will
be familiar with. The seeds of the idea were
sown in 2005, British Islamic Insurance

20 IIBI

We know there are 140,000
Muslim-owned businesses and
we believe there is a market
there.
Iqbal Gelu,
Principal Insurance Holdings

Principal then underwent a marketing
exercise to find the most relevant brand
for the company. It presented a choice
of 30 potential names to focus groups to
find the one that people could most
identify with. This selection was narrowed
down to five before Salaam Halal Insurance
was chosen. ‘Salaam was preferred
because it has strong positive connotations
with our target audience, and similarly
with all ages and backgrounds,’ explains
Gelu.
The decision to come to market with motor
insurance first was a tactical one. In the
UK every driver is required by law to have
car insurance. If you add to this the two
million Muslims in the country, the size
of the potential market is clear. ‘We decided
that car insurance is probably the product
that has the largest distribution,’ says Gelu.
‘We wanted to go into the personal lines
business first because it’s a product
everybody needs.’
Gelu is keen to point out that SHI will not
be providing products that are exclusively
for Muslims. ‘One of the most important
aspects of ourselves, our raison d’être as it
were, is that this product is not only for
Muslims. This is a mutual product and we
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would like to promote it to the community
at large as an ethical product.’
The car insurance product has been
designed as a mutual product within
Shari’ah principals. Policy holders (takaful
participants) contribute a premium into a
takaful pool. Any money in this pool is
then invested into Shari’ah-compliant or
ethical products that don’t provide interest.
Any return on these investments goes back
into the pool and any claims are taken out
of it. Anything that is left over in that pool
is then distributed to the policy holders as
a discount on their renewal premium for
the next year. ‘It’s a mutual pot, they are
guaranteeing each other. They are the
insurer and the insured,’ explains Gelu.
‘When they put in premiums it’s their
money that’s invested, any return is their
money.’
Principal will act as the takaful operator.
Therefore, it will make its money through
taking a wakala fee. ‘That fee covers us
for all our costs, including administration,
operating costs and the profit for the
shareholders,’ say Gelu. The details of the
wakala fee and the specifics of the takaful
model adopted will be communicated to
the participants through their
documentation.
To ensure that Principal’s activities are in
line with Islamic law, it has appointed a
Shari’ah supervisory committee made up
of three prominent Shari’ah scholars: Shaikh
Nizam Yaquby of Bahrain, Dr Mohammed
Elgari of Saudi Arabia, and Mufti Abdul
Kader Barkatulla from the UK. ‘All aspects
of our business are underpinned by
independent Muslim scholars, specialising
in Islamic law, who give guidance, approval
and supervision of our activities,’ explains
Gelu. This is not just restricted to the
products the insurer will put out. The
committee will look at everything the
takaful operator does to ensure it is
Shari’ah-compliant.
The company is working to a timetable of
motor insurance first, followed by contents
and buildings insurance, a product Gelu
says will be ready for the market by the end
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of the year. In the next 18 to 24 months it
is also looking to launch family takaful
products, such as life insurance. It is also
looking at commercial lines for SMEs. ‘We
know there are 140,000 Muslim-owned
businesses and we believe there is a market
there,’ he explains. On top of this, it wants
to examine expansion plans into Europe
and the GCC.
Gelu believes ‘the climate is right’ for
Islamic finance. He is determined to
challenge the stereotype that Islamic
products are more expensive than conventional ones. ‘With our motor products
we have to be competitive [in terms of
price], and also our products will be
competitive in terms of their features and
conditions. We feel that we have to give
our customers the same product that they
enjoy today.’
The next challenge for Principal is to make
its audience aware of SHI. To do this it is
embarking on a community awareness
and outreach programme. It is looking to
get in touch with mosques, imams and
community leaders, as well as organisations
such as the Muslim Council of Britain to
raise awareness of its products.
It is taking a dual approach bring its
products to the market. The first is taking
the direct route. It has a UK-based call
centre with advisers who can speak a
number of languages to deal directly with
customers. It is also using the online
channel where people can get a quote and
purchase insurance via its website. Gelu
thinks this is a particularly important
channel because ‘web-based business
accounts for around 60 per cent of the
insurance business’. However, this will not
be the only route to market. The takaful
company is also looking to sell its products
through other Islamic financial service
providers, such as banks. It is in discussions
with these institutions in order to ‘try to get
some cohesion and synergy with them to
promote our products in conjunction with
their financial products’. Principal is also
looking at other organisations not currently
involved with Shari’ah-compliant finance,
such as supermarkets, to try and get its
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products sold this way as well. ‘It is very
important that we have other channels,’ he
concludes.
One thing that Principal has benefited from
in its marathon quest to get to market, is
talking to the other Islamic financial service
providers in the UK to get their experiences
of starting out in this market. ‘Although we
are a different type of organisation, we have
learnt a lot, and experience has shown to
us it’s going to be a slow process,’ explains
Gelu. ‘Like any new business you can’t say
you’re going to start making profits
tomorrow. But in this case, because it’s a
unique market, we have talked to the
Islamic Bank of Britain and others, and
taken their advice.’
By learning from others, Principal knows
it needs to be in for the long-haul to be a
successful business. ‘Currently we are
positioned as an organisation to take
market share in time. We’ve done a lot of
analysis to see how our rates and prices
match up.’ To take that market share it
must provide products that are attractive
across the board. Whilst it is true that
Muslims do tend to buy products in
accordance with their faith, to gain a
significant market share the products must
be universally appealing.
In order to be a success, SHI’s products
must be in line with what the market is
demanding. Gelu knows that he is in for
a challenge, the competition will be fierce
and where Principal has led, others are
bound to follow. But the company does
have first mover advantage in a market that
is clearly ready for its products. Modern
Britain is a cultural melting pot, and any
products that can provide ethical benefits
are sure to be a hit with consumers.
Only time will tell if SHI will be a success.
Currently it has everything going for it;
now it must take advantage of this, and
push on to drive the industry forward. The
UK has a long way to go if it is to achieve
its aim of being a global hub for Islamic
finance. But with its first takaful provider
making it to the market, it is certainly on
the right path.
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On the move
UK-based
Gatehouse Bank
plc, has named
Michael Clarke
(left) as its new
director, capital
markets. Clarke
joins Gatehouse
from Abu Dhabi
Islamic Bank,
where he
worked for seven and a half years in
multiple roles, including assistant vice
president of financial institutions.
Clarke has also previously worked with
NatWest Bank in the UK, US and Hong
Kong, and Jordan International Bank.
Datuk Mohammed Azahari Kamil is the
new CEO of Asian Finance Bhd. Kamil is
the first Malaysian to be CEO of a foreign
Islamic bank in Malaysia. He will bring
close to 30 years of experience in fund
management and corporate finance. Kamil
moves from Amanahraya Investment Bank
(Labuan), where he was managing director
and CEO. Kamil replaces Faisal Alshowaikh
at Asian Finance, who recently resigned.

Qatar-based Al Khaliji has appointed
Rosmah Ismail to lead the bank’s Islamic
banking activities. Ismail moves from ABN
Amro in Malaysia, where she was in charge
of the bank’s global Islamic finance.

Dr Salman Khan has taken up the role of
head of Shari’ah of the Dubai office in the
Shari’ah division of Abu Dhabi Islamic
Bank. Dr Khan has much varied expertise in
Shari’ah and advisory services, including allround knowledge of corporate, retail and
investment banking products, Shari’ah
review and coordination. Dr Khan is also an
Islamic finance trainer, and NIBAF-certified
Islamic finance practitioner. Previously, he
worked as senior product manager at Dar
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Al Istithmar, and at BMB Islamic, both UKheadquartered Shari’ah advisory firms.
Abu Dhabi Islamic Bank has also appointed
Ali Al Shaqoosh Al Mueen as senior vice
president, head of branches in the UAE. Al
Mueen will be responsible for all branches
in the Emirates, and also further expansion.
He has previously built up 20 years of
experience in the banking industry in the
region, including in roles with Citigroup
and Standard Chartered Bank.

Dubai Islamic Bank (DIB) has announced
the appointment of two senior additions
to its management. Dr Adnan Chilwan has
been appointed chief of retail and business
banking at DIB. Over 14 years in the
industry Dr Chilwan has worked for many
banks in the region, both conventional
and Islamic. These include Dubai Bank,
Commercial Bank of Qatar, Mashreq Bank,
Abu Dhabi Islamic Bank and HSBC.
DIB’s second appointment is of Mohamed
Al Nahdi as chief of central operations, to
focus on business in the UAE. Al Nahdi has
worked in banking operations, project
management, corporate banking and
personal banking for 26 years. Having
started his career with HSBC, he held many
senior posts before becoming chief retail
banking officer at Dubai Bank.

European Islamic Investment Bank (EIIB)
has appointed Keith McLeod as finance
director. He replaces Atif Raza. McLeod
trained with Price Waterhouse (now part
of PricewaterhouseCoopers) and was
previously executive director at UBS Global
Asset Management, where he was also head
of fund services and logistical reporting.

Jacques Bernard has been appointed chief
investment officer of National Bonds, the
Shari’ah-compliant national savings scheme

of the UAE. Bernard previously served as
head of investment funds at Global
Investment House, Kuwait. He also worked
as chief investment officer at Banque Ferrier
Lullin & Cie Geneva, a subsidiary of UBS,
as managing director with Prudential
Finance in New York, and as head of
Citibank Asset Management Group in
London.

Reef, the Islamic real estate finance firm
in Bahrain, has announced two new
appointments. Ali Salem joins as head of
retail and placement, and Mukhtar Al
Toblani has been named the new head of
sales and marketing. The appointments
form part of Reef’s plan to expand and
bring a new approach to Islamic mortgage
finance in Bahrain.

HSBC Amanah has named Khaled Rasheed
as regional head for Middle East and North
Africa. Rasheed will oversee Islamic banking business, including private, consumer
and commercial banking as well as personal
finance. He will also be in charge of the
unit’s regional expansion. Rasheed has
worked with HSBC in the Middle East since
1996.
Oliver Agha
(right), global
head of Islamic
finance at an
international
law firm, DLA
Piper, has been
appointed to
the Accounting
and Auditing
Standards Board
and Auditing
and Governance Standards Committee
of Bahrain-based AAOIFI. Agha
spearheaded the development of DLA
Piper’s Islamic finance team in 2007.
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Ancient tower,
Azerbaijan
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Azerbaijan: emerging market
With a long history of secularism, Azerbaijan has not been prominent in the Islamic world,
despite being essentially a Muslim state, with around 95 per cent of the 8.5 million population
Muslim. Can this oil-rich state on the shores of the Caspian Sea be put on the map of Islamic
finance? Renat Bekkin, PhD in Law, senior researcher at the Institute for African Studies of the
Russian Academy of Sciences, reports from the country’s capital, Baku.
Like many other former republics of the
USSR, for a few years after the October
(Soviet) Revolution of 1917 Azerbaijan
was an independent state. Azerbaijanis
are proud that the Azerbaijani Democratic
Republic (ADR), declared in 1918, became
the first secular state in the region, a few
years prior to abolition of the caliphate in
Turkey. At that time, the ADR was a classic
parliamentary republic.
Furthermore, Azerbaijani historians
emphasise that all reforms in the country
were carried out in a democratic way,
unlike, for example, in neighbouring Turkey
at the time of conversion to a republican
system (based on the Kemalist ideology) and
Atatürk’s Reforms under the leadership of
Mustafa Kemal Atatürk.
The modern Republic of Azerbaijan, which
gained independence in 1991 after the
demise of the USSR, adopted ADR’s flag,
the national emblem and the anthem, as
well as the policy of secularism, which
meant minimisation of Islamic influence
in the public and political life of the country.
ADR’s ideology was based on the views
of the founders of the Musavat Party
(‘musavat’ is translated as ‘equality’), who
believed that religion should be separate
from the state. Interestingly, today’s
Musavat Party, which considers itself the
successor of original Musavat movement
of early 1900s, is in the opposition to the
current Azerbaijani government, despite
the mutual support of secularism.
Analysing the role of Islam in Azerbaijan
today, it is important to remember that at
www.newhorizon-islamicbanking.com

the time of ADR’s emergence, Musavat’s
opposition, an Islamist party called Ittihad
(Arabic word for ‘alliance, union’), was
against the creation of ADR. The ideologists
of Ittihad were true pan-Islamists and
therefore were calling for the unification of
all Muslim nations of the Russian Empire
and against the concept of the nation state
of Azerbaijanis, or ‘Transcaucasian Tatars’,
as they were often referred to in those days.
So, the leaders of Ittihad felt there was no
other option but to support the Soviet
regime as the only power, in their opinion,
capable of uniting the Muslims of the fallen
apart Russian Empire.
So, the idea of national statehood in
Azerbaijan is closely connected with
secularism and anti-clericalism rather
than with Islam and religious values. The
religious observance of Muslims residing in
the country is relatively low and Muslim
identity tends to be based more on culture
and ethnicity rather than religion. Even
hardcore Azerbaijani nationalists admit that
over 70 years of imposed atheism during
the Soviet era strengthened the foundation
of the country’s national identity.
Nevertheless, starting from the early 1990s
the number of mosques across Azerbaijan
has risen dramatically. Many were built
with the support of other Muslim states,
such as Iran, Oman and Saudi Arabia. A
Muslim seminary was also established
during that period. In the last five years or
so, local imams have reported increased
attendance at mosques, especially among
the younger generation. However, Islam
does not yet play a major role in the

country’s social and political life. The key
partner of modern Azerbaijan is Turkey,
which advocates the principles of
secularism, and not its other neighbour,
Iran, despite the fact that the overwhelming
majority of Azerbaijani and Iranian
Muslims share the same denomination of
Islam – Shia.
A handful of initiatives to amend
Azerbaijan’s banking legislation to
accommodate Islamic banks and facilitate
their development are still by and large
blocked by the regulatory bodies on the
grounds of the constitution that proclaims
Azerbaijan a ‘democratic, constitutional,
secular and unitary republic’, and asserts
the separation of religion and state as
well as the equality of all religions before
the law.
However, with the forthcoming sweeping
reforms of Azerbaijan’s financial sector
and the need for investment in the economy,
there are expectations of the shift in the
regulators’ politics (particularly of the
central bank, National Bank of Azerbaijan)
towards Shari’ah-compliant banking and
finance.
The banking sector of Azerbaijan is
characterised, above all, by a low level
of transparency and a lack of capital
(although the current economic upturn
has spurred notable growth of the banking
market, quadrupling the assets of domestic
banks in the last three years). State-owned
financial institutions dominate the market,
but are gradually losing ground to the
emerging commercial banking segment.
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Baku,
Azerbaijan

Since Azerbaijan is a country with a
traditional banking system, Islamic banks
do not have a special status or fall under
a separate category. The first and only
Shari’ah-compliant bank in the country,
Kauthar Bank, is considered to be a
conventional bank according to the official
documents. Nevertheless, it is probably
safe to say that Kauthar is the only fullyfledged Islamic bank in the post-Soviet
space, though Ekobank in Kyrgyzstan
has an Islamic window (NewHorizon,
April–June 2007 issue) and in Kazakhstan,
a standalone Islamic bank is currently a
work in progress (NewHorizon,
January–March 2008 issue).
Kauthar is one of the first non-state banks
in Azerbaijan. It obtained a licence back in
1988 and until September 2001 was known
as Universal Bank. A year later the bank
obtained a new banking licence to carry out
the full range of banking operations, and
around the same time, it started to cleanse
its loan and debt portfolios of riba. It also
ceased participating in all transactions that
involved usury. All interest-accruing loans
that had been issued prior to the bank going
Islamic were sold off to a specialist
company.
It is worth noting that Kauthar is regarded
as a Shari’ah-compliant bank by the
worldwide community. At the same time,
it is still too early to state that the bank
offers a complete range of Islamic banking
products and services. At the moment, it
has only four offerings – investment
accounts based on mudarabah (profit-andloss sharing), loans to businesses based
on musharakah (joint venture), loans for
retail and corporate clients by purchase
and sale of bills of exchange analogous to
sukuk (Islamic bonds), and consumer loans
based on ijara wa iqtina (leasing and
subsequent purchase). Due to restrictions
on banks’ trading activity stipulated in the
Azerbaijani legislation, Kauthar cannot
base any of its operations on the murabaha
principle (the bank buys and sells the items
required by the customer).
Not being able to use some of the Islamic
finance instruments, Kauthar fulfils its
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potential in financing halal sectors of
economy, although not always with a
desired outcome. A good example is a
multi-million dollar project of constructing
several skyscrapers in Baku. In 2004, the
bank signed an agreement with ICD
(Corporation for the Development of
the Private Sector, a member of Islamic
Development Bank (IDB) group). According to this agreement, ICD was going to
finance the bulk of the project. Kauthar’s
assets and one of the multi-storey buildings
was the guarantee. The same year, ICD
purchased a shareholding stake in the bank.
The project remained at a standstill for a
long time due to the developers’ main
stipulation requiring financing of the entire
construction project. In due course, a
number of significant changes were made to
the plans, such as building four 24-storey
structures instead of two 45-storey ones.
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Then it was decided to create a complex of
two 39-storey buildings with a gross floor
area of 170 thousand square metres. The
last option attracted $300 million from
some Korean investors (conventional
banks). In the end, the participation of
Kauthar in the project was minimised and
there was no longer a need for ICD’s
investment.
The entire complex is going to be rented
out as offices and apartments. The project
is managed by a local firm, Baku Pride, set
up by the Korean investors with minimal
input from the Azerbaijani partner (close
to Kauthar’s management).

With the forthcoming sweeping reforms of Azerbaijan’s financial
sector and the need for investment in the economy, there are
expectations of the shift in the regulators’ politics (particularly
of the central bank, National Bank of Azerbaijan) towards
Shari’ah-compliant banking and finance.

Nevertheless, it seems that at present it
is precisely the Shari’ah-compliant
investment business that is the best option
for unlocking the Islamic finance potential
in Azerbaijan (as opposed to expanding
the range of Islamic banking products
and services). And the recent flurry of
activity in this area seems to substantiate
the point. One of the notable ventures is
the launch of Caspian International
Investment Corporation (CIIC), which
operates according to Shari’ah principles.
CIIC was established in June this year as
a result of an agreement signed at the
International Investment Conference in
Baku in 2006, a high profile event organised
by the IDB.
ICD has a 75 per cent stake in the company,
with the remaining 25 per cent owned by
a domestic investment firm, Azerbaijan
Investment Company (AIC). The main
objective of the CIIC is to attract foreign
investment to Azerbaijan and gain a strong
foothold in the international market. It is
expected that in the next two years the
capital of the CIIC will increase many fold
to reach $70 million from a current $4
million.
The corporation’s investment activity will
kick off with financing logistics projects,
although other favourable spheres are also
being analysed. The priority segments
include agriculture, the pharmaceutical
industry, the building materials industry
and the services sector.
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Needless to say, that the future
of Islamic banking and
insurance in Azerbaijan
depends not only on the
politicians and regulators, but
on the country’s Muslims
as a whole.
Renat Bekkin,
Russian Academy of Sciences
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Overall, ICD and its parent, IDB, show a
great deal of interest in Azerbaijan. In
addition to partnerships with AIC and
Kauthar, the group has issued a number of
credit lines for SME financing to another
domestic bank, Rabitabank. International
Bank of Azerbaijan and Unibank also
received loans from ICD. Most recently,
in September, a similar agreement was
signed with Azerdemiryolbank, securing a
$3 million credit line for SME development
in agricultural, bio-technology, multimedia,
telecommunications and transport sectors.
Both parties emphasise that none of the
financing will be directed at spheres
prohibited by Shari’ah. Two other domestic
banks, Bank Standard and TuranBank, also
held talks with ICD about possible
cooperation.
IDB group is not the only Islamic financial
institution investing in Azerbaijan (although
to date, it is the largest Shari’ah-compliant
investor, having contributed around
$300 million). In May last year, Kuwait
Finance House (KFH) and AIC signed a
memorandum of understanding, according
to which a company similar to CIIC is to
be established. KFH will have a majority
shareholding of 75 per cent in the new
entity and AIC a 25 per cent stake.
Despite not being able to set up an Islamic
bank in Azerbaijan so far, IDB is not
abandoning this idea. Nik Zeinal Abidin,
director of IDB’s regional office in Almaty,
Kazakhstan, has noted on numerous
occasions that IDB is ready to provide
support in establishing an Islamic bank in
Azerbaijan, but the initiative has to come
from the country’s government.
The lack of dedicated legislation and
somewhat disapproving attitude towards
the industry from the regulators, without
doubt, hinder the development of the
country’s Islamic banking sector. In
October 2007, Bahrain-based International
Investment Bank (IIB) purchased a 49 per
cent stake in Amrahbank. IIB, which is a
shareholder of European Islamic Investment
Bank (EIIB) in the UK, is actively supporting
the development of Islamic finance in both
Muslim and non-Muslim countries.
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Amrahbank was to be converted to a fullyfledged Shari’ah-compliant bank to seize the
benefits of Azerbaijan’s ‘untapped demand
for Islamic banking products and services’,
according to the IIB’s CEO, Aabed AlZeera. However, this initiative has never
been put into practice due to regulatory and
legislative uncertainty. To date, the Islamic
banking section of Amrahbank’s website
states that this type of products and services
will be introduced in near future.
As for Kauthar’s Shari’ah-compliant activity,
it is not being widely advertised and the
information about it is mainly spread by
word of mouth. Furthermore, the bank’s
official documents contain hardly any
Arabic terminology relating to Islamic
finance. There is hardly any mention of
Shari’ah principles the bank adheres to in
the published information about Kauthar.
For example, in the English version of
Kauthar’s promotional literature its activity
is described as ‘Islamic banking’, while in
Azeri language version the phrase used is
‘faizsiz qazanc’, which is translated as ‘noninterest banking’.
Such discrepancy in terminology is not a
conspiracy, but rather a sensible precaution,
says Heydar Ibrahimov, chairman of
Kauthar. ‘Shari’ah-compliant banking in
Azerbaijan has its foes, including in the
National Bank,’ says Ibrahimov. ‘But
nevertheless, compared to Russian BadrForte Bank, we are in a more favourable
environment.’ Badr-Forte, the only Islamic
bank in Russia, had its licence revoked
in late 2006 on the grounds of money
laundering activity and terrorism financing
(for more details on Badr-Forte’s story and
Islamic finance in Russia, see NewHorizon,
January–March 2007 issue). Badr-Forte and
its chairman, Adalet Dzhabiev, are well
known to Kauthar and Ibrahimov. Back in
2002, when nothing seemed to threaten
Badr-Forte’s existence, Dzhabiev consulted
Kauthar’s management on applying Islamic
finance methods. The two banks have,
indeed, a lot in common. Similar to
Kauthar, Badr-Forte was restricted in
applying Islamic principles. The central
bank not only refused to make any
concessions for Badr-Forte’s specifics (for
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example, a mandatory deposit insurance
scheme introduced by the Central Bank
of Russia was a huge stumbling-block for
the bank), but also demonstrated excessive
regulatory pressure towards every aspect
of the bank’s activity. All this resulted in
Badr-Forte eventually losing its licence.
In their reluctance to accommodate Islamic
finance, both Russian and Azerbaijani
regulators consistently refer to the
constitution and the secular foundation
of the state, as well as absence of the
necessary regulatory control over banking
activity based on Shari’ah principles.
However, to be fair, Kauthar’s management
is in no rush to advertise its Shari’ahcompliant products, and not just for
political reasons. ‘The information about
our bank gets about through the system of
social networks,’ observes Ibrahimov. ‘In
other words, Kauthar Bank adheres to
Know Your Customer (KYC) principles
by more than 100 per cent. Our clients
are religious people and understand that
according to Shari’ah, we cannot guarantee
them fixed profit. Our customers know
and trust us and we, in our turn, know that
they are prepared to accept profit as well
as loss. They realise that mudarabah is not
a guaranteed income. But if we advertise
widely in the mass media, we’ll gain clients
that we don’t know and who might not be
aware of the specifics of Islamic banking.
And we won’t feel comfortable if we can’t
provide them with the same level of profit
as a conventional bank.’

today, but so far none of them have
expressed interest in takaful.
The issue is complicated by the new
insurance legislation (compliant with
the key principles of the International
Association of Insurance Supervisors, IAIS)
that came into effect in Azerbaijan in March
2008. This regulatory act does not cater
for the specifics of takaful, and it seems
that the same omission has been made in
preparing another law on compulsory
insurance, drawn up by the Ministry of
Finance with the assistance from Lawrie
Savage & Associates, a Canadian law firm.
Development of takaful is also hampered
by the deficiency of effective instruments
that would enable Shari’ah-compliant
investment of actuarial reserves.
A lack of an insurance culture in Azerbaijan
is not to the benefit of takaful either. There

COUNTRY FOCUS

is widespread mistrust from the population
towards long term investments such as
insurance and as a result life insurance
represents just over one per cent of
insurance premiums. Nevertheless,
Ibrahimov states that despite the
obstacles takaful is a high priority task
for Kauthar.
Needless to say that the future of Islamic
banking and insurance in Azerbaijan
depends not only on the politicians and
regulators, but on the country’s Muslims
as a whole. And the word of mouth
spreading by the system of social
networks that Kauthar extensively relies
on is clearly not enough. The demand for
Shari’ah-compliant products and services
can appear and flourish only when the
population of Azerbaijan has access to
comprehensive information about the
industry.

The Mausoleum of the Shirvanshahs,
Baku, Azerbaijan

As a result of such caution within Kauthar’s
management, many Muslims in Baku have
no idea that an Islamic bank has been
operating in the country for over five years
now.
And what about Islamic insurance (takaful),
is there a market for it in Azerbaijan? The
potential is there. However, at present,
the country’s overall insurance sector is
underdeveloped, constituting only one per
cent of the GDP (gross domestic product).
There are 28 insurance companies and
seven insurance brokers, as well as one
reinsurance firm operating in Azerbaijan
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Promoting Islamic finance
July: UK taxation of Islamic finance – levelling the playing field
Mohammed Amin, MA FCA AMCT CTA (Fellow), tax partner at PricewaterhouseCoopers LLP
and head of the firm’s Islamic finance practice in the UK, reviewed the tax law changes the UK
has made since 2005 to facilitate Islamic finance, and assessed whether the playing field is now
level.
Amin is a member of the Council of the Chartered Institute of Taxation, of the Policy & Technical
Committee of the Association of Corporate Treasurers and of the HM Treasury Islamic Finance
Experts Group. He is also chairman of the Muslim Council of Britain’s Business & Economics
Committee and member of the IIBI editorial panel of NewHorizon.
The lecture began by explaining why UK
tax law needed to change to enable Islamic
finance transactions to be carried out
without excessive tax costs. Amin
contrasted two transactions, which from the
customer’s perspective have identical
economic consequences and identical net
cash flow.
Diagram 1 below shows the purchase of a
machine financed by conventional bank
debt, with a loan of £1000 to be repaid
Diagram 1
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Conventional purchase

after two years with rolled up interest of
£100.
Diagram 2 below shows the purchase of a
machine with Islamic finance, which the
bank provides through a murabaha
transaction. The customer purchases the
machine from the bank for £1100 which is
payable in two years time.
Although the two transactions result in the
customer obtaining a machine immediately

Diagram 2

and paying £1100 in two years time, under
UK tax law prior to modification, the tax
consequences of the two transactions were
very different.
In the case of the conventional transaction,
the customer claims capital allowances on a
machine costing £1000 and deducts £50 in
years one and two as interest expense.
Capital allowances are a deduction for the
cost of the machine, which in general would
be given at 20 per cent per year on a

Islamic purchase
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reducing balance basis, so the cost of the
machine can only be amortised over a
number of years.
With the Islamic transaction, the customer
claims capital allowances on a machine
costing £1100. As the capital allowances
are given over an extended period of time,
the customer’s tax relief with the Islamic
transaction would be deferred further into
the future than with a conventional
purchase where the finance cost of £100 is
deducted over the first two years. Overall,
the Islamic transaction would be treated less
favourably than the conventional
transaction.
Having illustrated the problem, Amin then
went on to explain how UK tax law has
been modified with the goal of equalising
the tax treatment. He explained that, strictly
speaking, the UK has no tax law for Islamic
finance. Instead, the legislation reveals a
fundamental principle that the same tax law
should apply to all citizens, regardless of
religion, and that the tax treatment of a
transaction cannot be allowed to depend on
whether or not it is Shari’ah-compliant.
Instead, UK law now defines certain types
of transactions, carefully using language
that is completely neutral regarding religion.
Amin illustrated this with the text of
Finance Act (FA) 2005 s.47, which defines a
transaction called ‘purchase and resale’ that
happens to correspond to murabaha. The
legislation then separates the mark-up in the
transaction (£100 in the example above)
and treats it in the same way as interest is
treated for tax purposes.
The table below sets out the UK tax law
concepts Amin covered, and the Islamic
transactions to which they correspond:

After covering the tax rules in more detail,
especially those for alternative finance
investment bonds (sukuk), Amin addressed
some of the remaining problem areas. He
illustrated one problem with the Diagram 3
below:
Diagram 3

though the customer will be committed to
repurchasing the property in due course.
‘A level playing field for Islamic and
conventional finance remains several years
away. However, the UK has made good
progress,’ concluded Amin.

Islamic refinancing

In this example, a customer already owns a
property now worth £100, but which was
originally acquired, perhaps some years ago,
at a cost of £20. With conventional finance,
the customer could simply borrow money
secured on the property. However, if the
customer wants to raise finance in a Shari’ahcompliant way using the property, he will
need to sell the property to the bank, rent it
back, and then eventually repurchase it.
The stamp duty land tax rules (SDLT) for
Islamic finance ensure that no SDLT arises
on such an Islamic refinancing, provided it
is carried out with a financial institution as
defined for tax law. However, there has been
no equivalent development of the capital
gains tax rules. Accordingly, the sale of the
property to the bank for any price above £20
will trigger a taxable capital gain, even

Tax law

Islamic finance

Purchase and resale

Murabaha

Deposit

Mudarabah

Profit share agency

Wakala

Diminishing shared ownership

Diminishing musharakah

Alternative finance investment bond

Sukuk

www.newhorizon-islamicbanking.com

IIBI LECTURES

October preview: Surviving the
credit crunch – Shari’ah-compliant
retail investment opportunities
The love affair with bricks and mortar has
been especially pronounced within the UK
Muslim community, who have historically
embraced property as a low-risk ‘Shari’ahcompliant’ alternative to conventional
investments. The credit crunch and resulting
property market price fall have dramatically
underlined the need for investors to hold a
diverse range of assets. Bashir Timol, director
of 1st Ethical, a UK-based independent
financial advisers firm, will analyse what
Shari’ah-compliant investments are currently
being developed by retail product providers in
light of current market conditions and assess
which existing conventional investments can
be adapted to meet Shari’ah requirements.
The lecture will take place on 16th October
at 6.30 pm at:
British Bankers’ Association
Pinners Hall 105–108 Old Broad Street
London EC2N 1EX
There is no charge to attend the lecture but
you must register. To register, please visit:
www.islamic-banking.com
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Structuring Innovative Islamic Financial Products
Mohammad Shafique, IIBI editor of NewHorizon and programme development coordinator,
presents a summary of the second annual three-day residential workshop organised by the
Institute and held on 8th–10th August 2008 at Clare College, University of Cambridge, UK.
The recent turbulence caused by the subprime crisis and resulting credit crunch has
not settled down. The flush of liquidity in
the Middle East, due to high oil prices, and
the problems in the conventional financial
sector is mainly driving the increasing
interest in Islamic finance. As Islamic
finance continues to consolidate its position
in the financial world, it inevitably comes
face to face with many issues that need
immediate attention. A key issue is the
dearth of professionals well versed in the
structuring of Shari’ah-compliant products.
The demand for Islamic financial products
and services will continue to be highest
where Islamic financial institutions are able
to offer a diverse range of instruments to
meet their clients’ needs, and also utilise
their liquidity in an effective way for
offering optimal returns to the investors.
Those organisations that have competent
teams in Shari’ah-compliant product
structuring will always have a competitive
advantage.
In this backdrop, IIBI organised its second
annual three-day workshop, ‘Structuring
Innovative Islamic Financial Products’. The
workshop, which was held at Clare College,
University of Cambridge, was supported by
Path Solutions, one of the leading systems
providers for Islamic finance industry, and
Bank Islam Brunei Darussalam (BIBD), a
Shari’ah-compliant bank striving to offer
innovative Islamic financial products and
services to the public in Brunei.
The workshop was run by Dr Humayon
Dar, chief executive officer of BMB Islamic
(an international Shari’ah advisory firm)
and member of IIBI editorial advisory panel.
Dr Dar was assisted by Dr Adnan Aziz,
Ms Haliza Abd Rahim and Ms Zaineb
Sefiani from BMB Islamic, and Kamran

32 IIBI

Khalid Sherwani from Dubai Islamic Bank
(DIB).
After the introduction and overview of the
workshop, Dr Dar discussed the essential
ingredients of Islamic financial innovation,
such as knowledge of cutting-edge financial
technology, deep understanding of Islamic
commercial law and awareness of the needs
and trends in the industry.
In the next session, on working capital
products, Dr Dar elaborated on the
emerging trends in Islamic trade finance
with examples of some existing products
from the industry. As two key markets in
Islamic finance development are the GCC
countries and Malaysia in South East Asia,
he discussed the variations in Islamic trade
financing practices in these two markets.
Rahim followed with a discussion on an
innovative overdraft facility based on
mudarabah contract, which mimics the
economic effects of a conventional overdraft
facility while complying with Shari’ah
principles of profit-and-loss sharing (PLS).
In the following session, Sefiani explained
the evolution of Islamic private wealth
management, the concept of Islamic private
banks, various products available in the
market and the level of innovation they
employ, and the institutions that offer such
services. She also mentioned the available
asset classes, the future growth potential
and challenges.
Dr Adnan followed by providing a brief
overview of sukuk (Islamic bonds) as an
Islamic capital market instrument, how it
works with the example of the generic
structure of sukuk, its progress and the
secondary market prospects. He cited some
examples of innovative sukuk issued so far,

such as DP World exchangeable sukuk, DP
World’s PCFC convertible sukuk, Abaar
Petroleum sukuk, Tamweel’s sukuk,
Khazanah exchangeable sukuk and
Tabreed’s mandatory exchangeable sukuk.
He also described Shari’ah-compliant
contracts used in structuring such bonds,
their key features and innovative ways to
use such contracts to structure products that
meet the requirements of the diverse set of
investors and clients.
Then, Dr Dar provided an overview of
personal finance products. Broadly these
products are of two types: one offering cash
to the clients and other financing purchases
of the clients. After that, Dr Aziz explained
the cash-based products which are
structured with underlying contracts of
either bai al-ina or tawaruq. Bai al-ina refers
to sale of an asset by one party (financer) at
an higher price to other party (client) on
deferred payment basis and then purchasing
back same asset from the client at lower
cash price (and vice versa); as a result, the
client gets cash. This contract is mainly used
in Malaysia while tawaruq (reversed
murabaha), which involves at least three
parties (bank, client and brokerage house),
is widely used in the GCC and other Islamic
finance markets. For example, in the UK
tawaruq is applied by the Islamic Bank of
Britain, the country’s first fully-fledged
Shari’ah-compliant retail bank.
The following session was taken by
Sherwani, who provided an analysis of
asset-based personal finance products
offered by DIB and Emirates Islamic Bank
(EIB). These products cover a wide range of
financing, from travelling, education and
healthcare to household and auto finance.
He pointed out that commonly used
contracts in such transactions are murabaha
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and ijara, whereas salam (not currently used
by either DIB or EIB) may also be used in
the future.
Afterwards, Dr Dar provided an overview
of structures used in Islamic credit cards,
such as widely used bai al-ina (mainly in
Malaysian market) and tawaruq (GCC and
other markets apart from Malaysia). He
also explained some other less common
structures of ujrah (fee), ijara (leasing),
murabaha (cost plus mark-up), and a
combination of wakala (agency) and kafala

IIBI WORKSHOP

is a savings product offered by National
Bond Corporation, UAE, in which depositors act as investors and place their money
with the manager (mudarib), NBC; profitsharing ratio is defined from the outset.
Mudarib may, at its sole discretion, offer part
of its earned profit to the capital providers/
sukuk holders (arbub-al-maal) in the form of
prizes based on a draw system. He outlined
the comparison between premium bonds in
the UK and Wataniyya sukuk, and commented on the commercial and Shari’ah related
issues in this type of structure.

various underlying contracts in Islamic
mortgage products will impact on a bank’s
balance sheet, cost of financing and other
rights such as securitisation of receivables
and therefore must be considered at the
start of product development.

In the ensuing session, Rahim elaborated on
the Shari’ah and legal issues in structuring
Islamic mortgages, which included ownership
transfer and law of the land in the context of
the UAE, Malaysia and the UK, and stamp
duty treatment for Islamic mortgages from
the UK market perspective. She explained
various models used for Shari’ah-compliant
mortgages, such as bai bithamin ajil (also
referred to as bai mu’ajal), ijara, diminishing
musharakah and istisna. She concluded that

contracts of mudarabah, wakala and
musharakah (which is tantamount to capital
protection or guarantee). Profit distribution
mechanism between a special purpose
vehicle (SPV) issuing sukuk and the sukuk
holders, the liquidity facility of the obligor
and the incentive payment to the manager
were also discussed by Sherwani. He
proposed a number of remedies, particularly
in the filed of structuring mudarabah and
musharakah sukuk.

Then, Sherwani outlined the recent
controversies in sukuk structuring from
the Shari’ah perceptive. These included
ownership in underlying assets of sukuk and
purchase undertaking by obligor to sukuk
holders in Islamic bonds with underlying

Cambridge workshop participants

(guarantee). Dr Dar also proposed an
innovative structure of a credit card based
on the contract of istijrar (purchasing
goods on ongoing basis without explicit
offer/acceptance each time).
In the next session, he discussed innovations
in Islamic depository/savings schemes with
an example of Wataniyya sukuk with a view
to seeking implications for further product
development of this kind. Wataniyya sukuk
www.newhorizon-islamicbanking.com
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After that, Dr Dar briefly discussed the
Shari’ah-compliant options contracts with
underlying structure based on arboun or
wa’ad. He highlighted how some simple
Shari’ah tools such as wa’ad (which means
‘promise’) can be used to develop some
sophisticated financial products. He then
went on to discuss Shari’ah perspective
on financial swaps and how a Shari’ahcompliant swap structure based on wa’ad
may be developed and its implications
in structuring other Islamic products,
particularly Islamic derivative instruments.
He also commented on related controversies
in swap structures and how these may be
taken care of under the ‘law of necessity’
in Shari’ah in prevalent circumstances.
Dr Dar also explained Islamic hedge funds,
analysed the available products in the
market, pointed out the contentious issues
in Islamic hedge funds from the Shari’ah
perspective emphasising the ‘shorting’
techniques using arboun and salam.
Shorting refers to borrowing a stock and
then selling it with the expectation that its
price will fall and then buying the same
stock from the market at lower price and
passing it to broker or institution from
whom it was initially borrowed thus making
a profit representing the difference of the
initial higher selling price and lower
purchasing price. He also touched upon
the liquidity management issues in Shari’ahcompliant hedge funds. While there are
plenty of short-term money market
instruments available for conventional
hedge funds, there is dearth of such
instruments in Shari’ah-complaint
framework and it is a key area of concern
in Islamic hedge funds. He pointed out
that recent innovation by Deutsche Bank
providing daily/weekly liquidity using
Shari’ah-compliant certificates and a similar
range of products by HSBC Amanah will
remove this hurdle to considerable extent.
In the final session on innovation and
product development in Shari’ah-compliant
framework, there was heated debate about
‘substance over form’ principle. This
covered whether, for the sake of widening
the product range and offering a Shari’ahcomplaint alternative to conventional
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financial products, the Islamic finance
industry should mimic conventional
product structures or embark on developing
products which, in essence, reflect true
spirit of PLS. Some argued that as today’s
financial markets are highly sophisticated,
discriminating and competitive, and demand
a whole range of products and services, the
Islamic finance industry must move forward
quickly to meet the demands of the market
and realise its full potential. It would be
unrealistic for it to rely for business on the
goodwill and aspirations of the people as
has been happening to some extent so far. It
was also pointed out that there are still
considerable hurdles to be overcome in
terms of enabling the taxation, legal and
regulatory framework, even in some Muslim
majority countries, which discourage the
use of mudarabah and musharakah-based
products, and instead push the Islamic
financial institutions to use contracts such
as murabaha and ijara in their product
offerings, although they are not considered
to carry the genuine spirit of Shari’ah by
many. However, there are expectations that

with the increasing internationalisation of
the Islamic finance industry and ongoing
development of standards, switching to
musharakah and mudarabah would be more
widely adopted.
Richard T de Belder, a lead partner in the
London Islamic finance team of Denton
Wilde Sapte, an international law firm,
delivered the closing address. He
emphasised the need for innovative
structures for taking the Islamic finance
industry forward and to keep its momentum
of growth. He added a note of caution that
basic Shari’ah principles should not be
compromised at the expense of business
rationality. His concern is that while
concessions may be needed in certain
circumstances, it should not become the
norm.
At the close, de Belder handed over
certificates to the participants who came
from Australia, Brunei, France, Hong Kong,
Kuwait, Mauritius, Saudi Arabia,
Switzerland, Singapore and the UK.

National Occupational Standards
for Islamic finance
IIBI is assisting the UK Financial Services
Skills Council (FSSC) with the
development of National Occupational
Standards (NOS) to standardise skills
requirements for providing Islamic
financial services. Mohammad Ali
Qayyum, IIBI director general, has
recently attended a meeting at the FSSC
to draw up an initial scope of
requirements for this project. The first
meeting of a working group, which
comprises leading professionals and
consultants in Islamic finance in the UK,
is scheduled for early October.
The group will guide the project team to
sign off the structure and, ultimately, the
details of the draft standards. The
financial services standards consist of a
number of units grouped under twelve

main suite headings. The exercises will
involve identifying the units containing
banking and insurance competences that
have no need for amendment or rewriting to meet Shari’ah requirements.
Then the group will single out the sets
that need to be modified.
Since a number of qualifications relating
to Islamic finance already exist, it is likely
that consideration will be given to placing
some of them in the Qualifications and
Credit Framework. In addition, the
development of NOS in this area means
that various awarding bodies will
consider the development of new
qualifications and/or training courses to
enable banking and insurance staff to
gain competence and knowledge in
Shari’ah-compliant finance.
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IIBI members making waves
Muhammad Ismail
(left), financial
controller of Sony
Marketing Europe
and member of the
IIBI, received Sony
Europe’s prestigious
‘Luca Pacioli’ award.
Prior to joining Sony,
he was head of
finance function of the Pepsi Plant at Baku,
Azerbaijan. His responsibilities included
setting up and training the plant’s finance
team. Before this he worked at Siemens.
Ismail is a chartered accountant and
completed his audit training at
PricewaterhouseCoopers member firm; he
also holds MBA in marketing and MSc in
accounting and finance degrees.

Robert Gray (right),
chairman of the debt
finance and advisory
division of HSBC and
member of the IIBI,
has been appointed
lead representative
for Qatar by the UK
Trade and Investment’s Financial
Services Sector Advisory Board. He joined
HSBC in May 1994 as chairman of HSBC
Markets Limited. Prior to joining HSBC,
he was head of JPMorgan’s capital market
activities in Europe. Gray was appointed
vice chairman, client development of
HSBC Investment Bank plc in September
1999, and took his current role in March
2001.

IIBI Membership aims to create
a fraternity of Islamic finance
professionals and other people with
interest in the Islamic economic
principles. It fosters cooperation in
the exchange of information and ideas,
as well as advances the knowledge and
practices of Islamic finance worldwide.
IIBI Membership provides a wide range
of exclusive benefits to individual
and corporate members, including
continuing professional education,
training and original research
emphasising the Islamic ethical values
that are neither time-bound nor biased
by the whims of human beings.

iPods for IIBI’s knowledge test winners
society’, according to Ismail Patel, director
of Islam Expo.
Islam Expo visitors were invited to take a
knowledge test and win an Apple iPod in a
prize draw of correct entries.

Everyone was welcome to test their
knowledge of Islamic finance at the
IIBI’s stand during Islam Expo 2008
exhibition, Europe’s largest celebration
of Islamic culture, arts and innovation,
held in London earlier this year. The
exhibition’s primary purpose was
‘to build bridges between Britain’s
Muslim communities and the rest of
www.newhorizon-islamicbanking.com

‘A few days after participating in the IIBI’s
knowledge test at Islam Expo I received an
email with a subject line “Congratulations –
winner of Apple iPod”’, recalls Batoul
Maraqa (left), one of the two winners.
‘And although the prize was supplementary
to the benefits I earned from my
participation in the exhibition, it was a
pleasant surprise.’
‘Though I have studied finance as one
of my core subjects, I haven’t read about
Islamic finance before,’ she admits and adds
that one of her friends assisted with finding
the right answers. ‘I would like to thank the
IIBI for its distinguished effort to introduce
us to Shari’ah-compliant finance.’

‘I enjoyed talking with staff at the IIBI
stand and took the quiz. I take a keen
interest in Islamic finance and was glad for
the opportunity to test my knowledge,’ says
the other winner, Lamaan Ball (above). ‘I
was really pleased to be told that I had
won the iPod. Thank you very much for it,
much appreciated. I wish you great success
for the ongoing work, Masha Allah.’
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IIBI awards post graduate diplomas
IIBI’s Post Graduate Diploma (PGD) course
in Islamic banking and insurance, offered
since 1994 and updated in early 2008, is
highly regarded worldwide. UK-based
Durham University has accorded
recognition to this course as an entry
qualification to the University's Research
MA as well as its modules on Islamic
economics and Shari’ah-compliant finance.
Momin Ebaad Vaqar

Sami Saeb Matraji

Kamran Iftikhar

Mohammed Zubair Butt

Said Ali

Mohomad Shamail
Annam

To date, students from 77 countries have
enrolled in the PGD course. In July and
August 2008, the following students
successfully completed their studies:
❏ Amirali Bakirali Nasir, managing
partner, Nasirs, Hong Kong
❏ Faisal Ali Bugshan, France
❏ Farooque Ahmed Siddiqui,
assistant vice president and principal
auditor, Union National Bank, UAE
❏ Gabriela Brust, UK
❏ George Andrew Wattley, lead control
systems engineer, Fluor Ltd, UK
❏ Kamran Iftikhar, branch operations
manager, NIB Bank Ltd, Pakistan
❏ Khalid Mehmood Ghaiba, Pakistan

❏ Mamdouh Yassin, Switzerland
❏ Mubeen Zafar, Pakistan
❏ Mohomad Shamail Annam, senior
business development executive, Amana
Takaful Plc, Sri Lanka
❏ Mohammed Zubair Butt, chair, Al
Qalam Shari’ah Scholars Panel, UK
❏ Momin Ebaad Vaqar, associate director,
IIFL Wealth, UAE
❏ Nafay Al-Alam Choudhury, Canada
❏ Rahat Nadeem, vice president, Allied
Bank Ltd, Pakistan
❏ Said Ali, manager, audit and assurance,
Deloitte Kosova sh.p.k., Kosovo
❏ Sameer Mohammad Saeed, Pakistan
❏ Samer MHD DIB Mardini, UAE
❏ Sami Saeb Matraji, deputy manager,
structured and international finance,
Qatar Islamic Bank, Qatar
❏ Sumaya Bakhsh, UK
❏ Syed Shameem Raza, internal control
unit officer, NIB Bank Ltd, Pakistan
❏ Tarik Rashid, CEO, Tarik Rashid
(Private) Ltd, Pakistan
❏ Yusuf Patel, project manager, Ummah
Welfare Trust, UK.

Although I would not regard myself as a beginner in
this field, I found the course both interesting and
thought-provoking. It is an excellent course for beginners
as well as those who have a good understanding of
Islamic finance because it contains the right balance
between basic information and objective analysis of the
interaction between Shari’ah principles and conventional
banking and insurance. I would recommend the course to
financiers, lawyers, bankers, insurers, accountants
and academics seeking knowledge in a different principle.
In short, an enjoyable learning experience for which I
would like to thank my tutor and the management of the
IIBI.
Amirali Bakirali Nasir, Nasirs

Tarik Rashid
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CALENDAR

Diary of events endorsed by the IIBI

14: The Rise of Islamic Finance and Ethical
Investments, London
Conference to discuss the burgeoning
growth of Shari’ah-compliant and ethical
investments, strategies for attracting funds
and the key selling points of these important
asset classes, as well as multinational
corporate investments, and the implementation of necessary regulatory changes.
Contact: Cordelia Ekeocha
Tel: +44 (0) 20 7309 7705
Email: cekeocha@efinancialnews.com
www.efinancialnewsevents.com
28: The World Islamic Infrastructure
Finance Conference (WIIFC 2008), Doha
Conference to explore the latest developments and opportunities for the next generation of Islamic finance structures; determine which sectors offer the most potential;
and examine the collaboration of Islamic and
conventional banks to deliver innovative
financing solutions to project developers.
Contact: Andrew Chopra
Tel: +971 4 343 1200
Email: andrew@megaevents.net
www.megaevents.net
www.newhorizon-islamicbanking.com

to focus on seizing new market opportunities and creating the next generation
of Islamic finance solutions; to examine
harmonisation of Shari’ah rulings and
development of efficient regulatory
frameworks and governance.
Contact: Andrew Chopra
Tel: + 971 4 343 1200
Email: andrew@megaevents.net
www.megaevents.net

November

February 2009

4–5: Islamic Capital Markets, London
Conference to focus on critical market
issues, explore product innovations, assess
the impact of regulatory developments
and analyse practical issues around pricing,
risk management, relative value, liquidity,
buyside diversification, and the extent to
which Islamic capital markets need to ape
conventional funding solutions.
Contact: John Woodward
Tel: +44 (0) 20 7369 7317
Email: ifr.conferences@thomson.com
www.ifrconferences.com

10–11: Middle East Insurance Forum
(MEIF 2009), Bahrain
Forum to focus on the crucial issues of
unlocking new growth opportunities in
the Islamic and conventional insurance
market of the Middle East, including
assessing key regional (and global) industry
trends, pinpointing real growth potential in
crucial market segments, and looking at
opportunities in the emerging captives and
takaful markets.
Contact: Andrew Chopra
Tel: +971 4 343 1200
Email: andrew@megaevents.net
www.megaevents.net

11–12: Hedge Funds Review Middle East
Summit, Bahrain
Summit to focus on the key issues of the
hedge fund industry in the Middle East,
including the opportunities the recent
global credit crunch created for managers
and investors, and an update on the
recent CIU (collective investment
undertaking) regulatory framework and
how this has affected the alternative
investment landscape in Bahrain.
Contact: Sarika Mehta
Tel: +44 (0) 20 7968 4551
Email: sarika.mehta@incisivemedia.com
www.hedgefundsreview.com

iStockphoto.com

October

28: Middle East Finance Forum 2008, Dubai
Forum to assess the trends in regional
finance centres and to focus on structures
and evolving regulation, including practical
ideas on post-AAOIFI sukuk and the best
ways to structure equity offerings in the
region.
Tel: +44 (0) 20 7779 8999
Email: registrations@iflr.com
www.iflr.com

Bahrain

© Klaas Lingbeek-van kranen

© Paul Cowan

iStockphoto.com

Qatar

23–25: The World Islamic Banking
Conference (WIBC 2008), Bahrain
Now in its 15th year, conference to
discuss the fundamental issues and
challenges of Islamic finance worldwide;
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Iran: technology focus
With international banking systems vendors struggling to find a foothold in Iran, it’s up to the
local suppliers to fill a wide gap in modern banking technology. Tanya Andreasyan,
NewHorizon’s editor, reports.
After a lengthy dormant period, the Iranian
banking market has started gathering pace,
with privately-owned financial institutions
gaining a strong foothold in the formerly
entirely state-owned banking sector. In
2000, the Iranian government ratified a
law allowing the establishment of nongovernmental banks as part of the country’s
Third Economic, Social and Cultural
Development Plan. With the increasing
competition, banks are facing the need to
upgrade their technology – an area which is
now actively developing in parallel with the
banking sector.
One corporation, Pasargad Financial
Group, decided to combine the best of both
worlds and established an IT subsidiary
that not only services the companies within
the group, but also markets its software to
other financial institutions in Iran. Dubbed
Fanap, ‘the IT arm of Pasargad’ takes care
of the technology of the group’s 23
members, ranging from insurance operators
to leasing firms to a banking institution,
says Seyed Ali Daneshgar, project manager
at Fanap.
Bank Pasargad is at the heart of the group’s
business. Launched in 2005 by a number of
prominent Iranian bankers, including a
former governor of the Central Bank of the
Islamic Republic of Iran (CBI) and some
senior ex-directors of state-owned banks,
Pasargad is the fastest growing private bank
in Iran today. It is mainly retail-oriented,
although it also offers some corporate and
wholesale services (particularly global
banking, such as letters of credit and
various currency-related operations).
Daneshgar describes it as a ‘retail bank and
more’. At present, Pasargad has a network
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of 150 branches and outlets nationwide,
with further plans to double it in the next
year. The bank’s paid up capital is expected
to rise from the current $565 million to
$700 million in the coming months and to
$3 billion in five years’ time. ‘Such a growth
rate is unique in Iran,’ says Daneshgar.
As Fanap was established around the same
time as Pasargad, the bank had no option
but to turn to a third party vendor for a
core system, and wait until Fanap’s
development was ready. It opted for one of
the main core system suppliers for banking
and insurance sectors in Iran, Kishware.
After about two years of intensive work,
Fanap came up with its own stand-alone
solution suitable for Pasargad, as well as
other Iranian banks. ‘We are already
marketing our system to other banks,’
notes Daneshgar. ‘It is a universal system,
centralised, scalable and flexible,’ he
continues. ‘It is parameter-based and can
be used in different environments. We’ve
tried to achieve functional and nonfunctional requirements in this solution,
in terms of flexibility, scalability, performance and so on.’ The solution is modular
and is based on SOA (service oriented
architecture). It uses Oracle (although the
system is compatible with other database
management servers) and Java J2EE. The
system’s international operations module
communicates with Swift, and currency
rates are based on Reuters. In conformity
with the country’s legislation, the system is
Shari’ah-compliant. It is worth noting that
it is Shia-based (Iran has a dominant Shia
population) and thus differs from Islamic
systems in some other countries with
prevailing Sunni population.

A team of 20 software engineers –
‘graduates from top universities in Iran’ –
is involved in this venture. ‘We had some
initial help from the consultants in the
banking field, particularly during the
requirements collection and analysis phase,’
recalls Daneshgar. ‘But the actual
development has been done by us.’
‘Our project is bigger than core banking,’
he states. ‘We are creating a comprehensive
solution for banking.’ Fanap has already
developed a payments suite, a card
management system (CMS) and a remote
banking solution (internet, telephone and
SMS). The next stage is developing
analytical reporting (specifically business
intelligence) and AML (anti money
laundering) modules. The only thing that is
missing is a name for the system – an issue
that Fanap hopes to resolve soon. It has
announced a group-wide competition for
the best name but, in the meantime, the
system is referred to as Fanap Core
Banking.
The solution is currently being implemented
at Pasargad and is expected to go live in the
next three to six months. It is equipped
with Weblogic application server and is
implemented on HP machines. ‘We are now
in a very difficult phase of data conversion
and migration,’ says Daneshgar. Due to an
alleged lack of cooperation (and therefore,
information) with the current core system
provider, a lot of additional work is
required for successful data conversion. The
UAT (user acceptance test) is also already
under way.
Despite some setbacks, Daneshgar is
optimistic about the project at Pasargad, as
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well as the system’s success in the Iranian
market. ‘Our system has the newest
technology, while other solutions in the
market do not have this benefit,’ he states.
‘We are sure our solution will sell well. I
don’t know how much time it will take, but
I am confident it will be well received.’
He acknowledges that the company has
been ‘rather late in finishing the product’,
but points out that the reason for this is the
group’s recent inception. The core system
development started as soon as the company
was launched. Meanwhile, the competition
has already been selling its software for
several years, and therefore ‘has some
advantage in this situation’.
Fanap and its parent, Pasargad Financial
Group, are also eyeing foreign markets for
selling the new core system, provided it is
well received in the domestic market first.
‘We have a far reaching view, and our
application is flexible enough to be sold in
other countries,’ says Daneshgar.
Meanwhile, the afore-mentioned Kishware
is keen to expand abroad, too. Syria is the
market where the vendor is planning to take
its first international step, according to
Omid Torabi, banking product manager at
Kishware. About a year ago, the company
made a presentation of its software for the
Finance Ministry of Syria. Other Middle
Eastern countries with Islamic banks are
also on Kishware’s agenda. ‘Islamic banking
is our competency,’ he says. ‘Our other area
of expertise is interface for the Persian
language, Farsi, so we can go to countries
like Tajikistan and Afghanistan, or any
other country that uses this language.’
However, going abroad is not easy for an
Iranian company, observes Ahmad Mirzaei,
Kishware’s virtual banking manager. The
UN-imposed sanctions hinder the
international expansion of Iran-based firms,
and also prevent foreign companies entering
the Iranian market.
So, domestic financial institutions remain a
priority for Kishware. The vendor has
headquarters in Tehran and a number of
offices scattered across the country for
‘implementation, support and

40 IIBI

NEWHORIZON October–December 2008

troubleshooting’. It employs 250 people.
‘Iran is a big country and a big market,’ says
Mirzaei. ‘The majority of the banks here
still have in-house solutions, but are now
starting to turn to specialists for modern
core software.’
He describes the banking market as ‘very
active’, citing the plastic card business as an
exceptional area of growth. ‘Every day we
see new services and new requirements for
card-related operations,’ he says. With
around ten million cards in circulation in
Iran, there is a high demand for card
management systems. Kishware provides
card payments software, which can be
implemented as an independent solution or
part of a suite dubbed Negin (based on the
Oracle platform). The complete package
consists of 32 different applications in four
different arenas: core (covering all major
activities of a universal Islamic bank – retail,
corporate, loans/deposits, trade finance
accounting/general ledger and knowledge
management), remote banking, enterprise
resource management and the aforementioned cards.
Negin was originally developed nearly ten
years ago as a standalone system, with
Saman Bank being the first taker. The bank
remains a user of Negin today. Over time,
more financial institutions joined Kishware’s
customer list, bringing the total number to
15. A handful of clients come from the
state-owned banking sector, such as, for
example, Bank Mellat, which operates the
vendor’s card management system, or the
latest addition, Postbank of Iran, which is
in the process of acquiring Kishware’s retail
offering and branch POS software. ‘We are
currently negotiating a contract,’ says
Mirzaei. This is a large-scale project for
the vendor as the bank, owned by the
country’s Ministry of Information and
Communications Technology, has been
specifically set up to cover rural areas, with
thousands of outlets in virtually every
village in Iran.
However, the main bulk of Kishware’s
customers are private banks, such as
Eqhtesad Novin Bank and Sinabank. The
most recent addition is Parsian Bank, the

largest private bank in the country. The
implementation project here is currently
under way with ‘setting up the system’,
according to Torabi. It will be deployed at
the bank’s head office and the entire branch
network of 150 offices across Iran. The
deal for the total Negin package was signed
around six months ago, and Kishware
will replace some home-grown applications
and a core system from its major rival,
Khadamat. In contrast to Kishware, which
Tehran, Iran

is privately-owned, Khadamat is a state
company and has a natural stronghold in
the state banking sector, whilst its share of
non-governmental banks is quite small.
Kishware’s biggest customer to date is a
non-banking financial institution, Ansar
Financial and Credit Association. ‘It has
been our client for six years,’ says Mirzaei.
The complete Negin suite operates in
Ansar’s 600 branches and supports its 300
ATMs and 10,000 POS terminals.
In parallel with implementation projects,
Kishware is also continuously developing
the functionality range of Negin. ‘We
are currently working on the AML and
business intelligence modules, such as
MIS [management information system],’
confirms Torabi. The vendor is also devising
a new version of its core system that can
use IBM DB2 on the mainframe, scheduled
for completion by the end of this year.
Mirzaei and Torabi are confident that at
present, domestic vendors have advantage
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over their foreign counterparts in Iran. The
Shari’ah law difference between Shia Iran
and Sunni Middle Eastern countries is a
considerable obstacle in the way of a
successful implementation for international
suppliers.
Meanwhile, local specialists have in-depth
knowledge of the legislative requirements
for banking operations in Iran. ‘Some
banks have tried Misys [UK-based] and

deal to replace System Access’ solution at
Zamin Bank, but the implementation never
went ahead. Ayoub admits there was just
too much customisation involved – in
addition to different Islamic rules, there
was also the issue of a Farsi calendar, which
is nothing like a conventional one. The
bank ‘wanted to start very quickly’, but
the work required would have been
immensely time-consuming. Ayoub regrets
pulling out. ‘It’s a pity, because it is a nice
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place. I visited six months ago and I loved it
there. You don’t have to follow the press,
you have to go there and meet people.’ He
adds that he would like Delta to go back
to Iran, but realises that ‘the market is
difficult’ for the company to gain a strong
foothold.
Despite the challenges, Iran could prove to
be a hotbed for core banking systems
activity in the years to come.
© Klaas Lingbeek-van Kranen

System Access [Singapore-based], but later
switched to our solutions because of the
Islamic specifics and amount of work and
cost involved in changing and adapting
the systems,’ claims Torabi (System Access’
acquisition by a US company, Sungard, is
cited by this company as the reason).
Nevertheless, one bank is persevering
with a foreign implementation – stateowned Keshavarzi, Iran’s agricultural bank.
It is implementing the Bancs core system
from an Indian vendor, TCS Financial
Solutions (NewHorizon, January–March
2008 issue).
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Iran is a big country and a big market. The majority of the banks
here still have in-house solutions, but are now starting to turn to
specialists for modern core software.
Ahmad Mirzaei,
Kishware

French supplier, Delta Informatique,
also attempted to enter the Iranian
market, albeit unsuccessfully. According to
Georges Ayoub, Delta’s sales manager,
the company carried out an extensive
marketing campaign there and found a
reliable local partner (a company that
used to collaborate with System Access).
Together with this firm, Delta signed a
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Innovation and authenticity
Dr Nazim Ali, director of Islamic Finance Project at Harvard Law School, US, recaps the
debates held by international academics, Shari’ah scholars and practitioners during the Eighth
Harvard Forum on Islamic Finance.
Given modern technological advances, risk
is now a separate managerial decision, and
risk transfer innovations increase the
efficiency of risk diversification. A potential
for growth in Islamic finance, identified by
Professor Robert C. Merton, is in utilising
available conventional market innovations
in a Shari’ah-compliant manner. A challenge
for the industry is to further probe Shari’ahcompliant derivatives for risk-mitigating
strategies. Merton illustrated the benefits
of derivatives by building a hypothetical
example, noting that Taiwan’s heavy direct
investment in the electronics industry may
be diversified if it contracted with other
countries to exchange similar returns
from unrelated industries. This would
effectively increase the risk-weighted return
without requiring a long-term change in
infrastructure. Furthermore, the contract
may be enacted, as well as reversed,
virtually overnight, thereby causing no
disruptions to the country. The result would
be the same amount of exposure in gross
returns, yet a lower overall risk profile. This
flexibility in risk mitigation and industry
diversification was contrasted with more
disruptive diversification strategies such as
building new industries and infrastructures
from scratch, which require a longer
timeframe, and are harder to reverse.
Applying risk to an Islamic finance context,
innovation is often limited by structural
impediments, and the task remains to
balance the tension between the benefits
of innovation and maintaining the
infrastructural quality of Shari’ah.
Innovation is indispensable, as it is
necessary for a society to move forward to
prevent stagnation and decline. However,
rapid developments have created a global
financial system plagued by crises over the
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last 30 years. As the lack of adequate
market discipline in the overall financial
system causes excessive lending and high
leverage, risk-sharing on an Islamic finance
model can curb lax lending and instill
greater market discipline. Islamic finance
can help raise the share of equity in
businesses and of profit-and-loss sharing
(PLS) in projects and ventures through the
mudarabah and musharakah modes of
financing. To make such a system workable,
Muslim countries should develop unified
financial institutions such as a centralised
Shari’ah board or a Shari’ah clearance and
audit, and a secondary market for Islamic
financial instruments. How Islamic finance
struggles with authenticity and innovation
raises significant questions about how
Muslims choose to live by fiqh and Shari’ah
in the modern era.
In a world dominated by non-Islamic capital
markets, the challenge for Muslims is to
practice their religious tradition in the
context of a conventional western capital
model. While there are many instances
where the Islamic solution is only modestly
different from that of a conventional
western contract, the importance of finding
a halal solution is the person’s intent to
conform to religious principles, not simply
a sleight of hand to get around rules
imposed by Shari’ah boards. According to
Samuel Hayes (professor emeritus, Harvard
Business School), what motivates Muslims is
not the effort to westernise Islamic concepts
but rather to maintain a relationship with
God and invest in a way that they find to be
morally in line with God’s plan.

Dr Nazim Ali,
Harvard Law School

There are continuing debates on who has
authority to speak on authenticity. For
about a thousand years this authority has
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been in the hands of Islamic scholars of fiqh
(fuqaha) practicing ijtihad according
to the age-old science of usul al-fiqh; and it
remains with them today. Should greater
transparency as to fiqh decisions now be
adopted so that the public can better make
their decisions? Are fatwas issued to
individual financial institutions by
individual scholars or by small Shari’ah
boards a sufficient guarantee of authenticity,
or must institutions in the industry be
created to evaluate individual fatwas and
fortify them through reviews and votes by
larger groups of scholars, among them
non-fuqaha? An important issue is how
broadly or narrowly authenticity is to be
judged. Is Islamic finance’s compliance with
traditional fiqh a question to be addressed
solely within the relatively micro sphere of
commercial law? Or is Islamic finance to be
judged by broader, more macro objectives
believed to be maqasid al-Shari’ah, such as
strengthening Muslim economies, aiding the
underprivileged, or better distributing
wealth?
The dilemma concerning authenticity and
innovation is central to Shari’ah. Frank
E. Vogel (founding director, Islamic Legal
Studies Programme, Harvard) has pointed
out that the authenticity of a proposed law
depends on its grounding in the Quran
and Sunnah. However, only a few Quranic
verses deal with the issues in question and
innovation becomes necessary. In modern
times the tension between authenticity and
innovation has grown sharper because
colonialism’s sweeping legal reformulations
destroyed fiqh’s capacity for organic
adaptation to change at the very time
when modern societies began to transform
rapidly. The normal balance between
Shari’ah authenticity and social change
evaporated and created a gulf between
modern daily life and the provisions of
Islamic law.
According to Adnan al-Bahar, chairman and
CEO of The International Investor (TII),
an investment banking and non-banking
financial services company in Kuwait, there
are two distinct forms of innovation. One
type is through the repackaging of existing
tools to serve a new need or more efficiently
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serve an existing need. These include the
hedging of currency positions with a
swap-like transaction achieved through a
simultaneous purchase and sale of the same
commodity (deferred payment murabaha
contract) denominated in two different
currencies. The second type is through new
fatwas and breakthroughs in Shari’ah
thought, such as in the fatwa defining the
Shari’ah-compliant listed shares and the
associated formula of dividend cleansing.
While many share a vision of innovation,
whether something is legally correct may be
easy to answer, but questions of authenticity
per se remain open to discussion, and this
may be more about how an idea sounds
and feels rather than its sheer legality. A
minority assert that authenticity often
comes down to ideas, products and concepts
that are legally correct by the letter of
Shari’ah while also having both scholarly
and consumer (market) acceptance.
Neil Miller, partner at Norton Rose, a
London-based law firm, believes that
tension exists in providing legal advice
while giving Shari’ah guidance. Product
development occurs along a spectrum, and
issues of innovation and authenticity run
throughout that spectrum. As such, it may
be best to move away from the idea of
innovation and toward evolution, a more
comprehensive concept that better
encompasses the manner in which
conventional products are made Shari’ahcompliant.

Shari’ah scholars’ perspectives
Shari’ah scholars agree that there needs
to be a balance between innovation and
authenticity, while stressing that Shari’ah
welcomes innovation within boundaries. A
view is that the room and the opportunity
for innovation are infinite. Esam Ishaq, a
Shari’ah scholar from Manama, Bahrain,
says that ‘there is no need to cut corners and
not to observe what the Shari’ah requires,
because the whole world is open for you.
Just keep away from what is forbidden and
essentially they are the contracts that
contain gharar, maysir or riba.’ Hussain
Hassan, a Shari’ah scholar of Dubai Islamic
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Bank, believes, as do others, that the task
of developing new products lies between
bankers, Shari’ah scholars and lawyers,
and that the greatest potential for useful,
Shari’ah-compliant innovation lies with
individuals who have dual knowledge in
finance from a commercial and Islamic
perspective. The key is cooperation between
Shari’ah scholars and bankers.

The sub-prime mortgage crisis
According to Umer Chapra, well known
for his scholarship in the field of Islamic
economics, currently an adviser to the
Islamic Development Bank research arm,
Islamic Research and Training Institute in
Jeddah, the crisis is a reflection of excessive
lending. Although securitisation is a useful
innovation, it allowed mortgage originators
to pass the risk of default to the ultimate
purchaser of the loan security. This created
less incentive to undertake careful
underwriting, and, consequently, loan
volume gained priority over quality. The
check that market discipline could have
exercised on self-interest therefore did not
come into play. A lack of market discipline
leads first to excessive lending and then to
financial crises. With the US Federal Reserve
lowering interest rates to increase liquidity
and avoid a recession, a risk is created
exacerbating the vicious cycle of loose
funding followed by further financial crisis.
The solution, instead, exists in finding an
effective way of introducing greater
discipline into the financial system with an
objective to check excessive and loose
lending. This is the direction in which
Islamic finance wishes to make a valuable
contribution to the international financial
system.

Law, policy and supervision
Islamic finance can be compared to other
socially responsible forms of investment,
such as socially or ethically oriented funds,
in an effort to elucidate the common agenda
between socially responsible investment and
Islamic finance. The difference between the
two industries is that the latter focuses on
rules while the former focuses on values
and principles. Kilian Bälz (visiting fellow,
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Islamic Legal Studies Programme, Harvard)
believes that regulatory arbitrage between
Shari’ah and local laws may be permissible,
but formalistic adherence to Islamic legal
rules may not be the only correct way
forward. When addressing whether Islamic
finance would enhance emissions trading,
an issue that would arise is whether the
right to pollute can be considered property
in Shari’ah. Abdul Kadir Barkatulla, a
Shari’ah consultant in London, questions
whether the Islamic finance industry can
move from the current model of using
conventional product structures and simply
adjusting them to gain Shari’ah approval,
to creating original Shari’ah-based products
for any market’s benefit. Lines of products
carrying high Shari’ah risk could include
certain capital protected structured
products, money markets, linked notes,
hedge funds and exchange-traded funds.
Abdurrahman Y. Habil, senior vice
president at Abu Dhabi Islamic Bank, views
authenticity of Islamic finance in light of
maqasid al-Shari’ah (the higher objectives
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in compliance with commonly held beliefs
of human reasoning, thereby addressing the
topic of whether there is a need for an
economic justification for the prohibition of
riba.
When furthering a country’s finance
structures, much room for improvement still
exists in developing products and models,
with an eye to sustainability in the modern
world, and, especially, with regard to
industry transparency and access. According
to Shamshad Akhtar, governor of the State
Bank of Pakistan, the process of Islamic
financial development is in its infancy in
Pakistan, and the country is still developing
a model of Islamic finance that serves its
population’s needs while remaining true to
the principles of Islamic law.

Conceptual directions in Shari’ah
The wisdom of some current Islamic
banking and finance practices that seek
their legitimacy from adherence to only

Eighth Harvard Forum on Islamic Finance

of Shari’ah). He opines that the definitions
of riba and gharar are too broad to form
any solid basis for agreement. The role of
al-maslahah al-Shari’ah in contemporary
Islamic finance discourse needs to examine
how to determine the Shari’ah objectives in
the modern age; the pursuit of human goals
and the principle of utility based on human
reason is not necessarily what is meant by
maslahah or maqasid al-Shari’ah.
Furthermore, maslahah may or may not be
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formalistic contractual requirements, as
opposed to looking into the contractual
substance and content, needs to be
questioned. A more open-ended view on
Shari’ah-compliant financial stability should
deal with the application, interpretation,
and impact of Shari’ah compliance in the
Islamic financial services industry. Applying
a more theoretical perspective, the renewal
of waqfs as a pivotal player in the creation
of a distinctively Islamic conception of

development balances socioeconomic
objectives with religious concerns. The
subject of loans, or qard, is still seen as
problematic in Shari’ah-compliant finance
because they, at times, can be easily
associated with riba. The boundaries of
investment risk in Islamic finance also
require analysing financial risk in terms
of gain, temporality, and moral engagement
in order to determine permissible
investments under Islamic law.

Debt and equity modes of
financing
Most Shari’ah scholars agree that
mudarabah and musharakah as equitybased contracts can be used in many areas
of financing and investment, including
deposit-taking kinds of products, venture
capital and sukuk. According to Daud
Bakar, Shari’ah scholar from Kuala Lumpur,
Malaysia, the problem with sukuk, in
particular, arises as we strive to strike a
balance between authenticity and innovation for Islamic fixed income investors. A
minority opinion is that this is a non-issue.
Since the comparison is between a Shari’ahapproved product and a Shari’ah-compliant
product, there is little room for differentiation. The relevant issue is risk management and mitigation; thus we must look to
the structuring of the instrument so that the
instrument or the product retains its original
purpose, remaining validly as mudarabah or
musharakah. Nizam Yaquby, a Shari’ah
scholar, urges caution in giving blanket
pronouncements for such a wide range of
products. To avoid Shari’ah-compliant
products becoming disadvantaged when
compared to conventional products, Islamic
banks must be able to provide sophisticated
tools to hedge against currency and interest
rate fluctuations. On the other hand, Seif
el-Din Tag el-Din of Markfield Institute of
Higher Education, UK, asserts that the
tension is not between conventional banking
and Islamic finance, but rather between
risk management and its proximity to a
structured sort of gambling. As such,
modern Islamic finance has yet to truly
address the problem of risk assurance and
avoidance in a Shari’ah-compliant
framework.
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Playing catch-up
While excess liquidity has driven the growth of Islamic finance, investor confidence has grown
correspondingly. Mark Stanley, assistant manager of the Islamic Financial Services Group (IFSG)
at Ernst & Young, Bahrain, considers how the implementation of the right corporate governance
procedures can ensure the long-term sustainability of Islamic finance.
Liquidity – a catalyst for growth
Over the past three decades Islamic finance
has successfully carved out a niche within
the global financial system. It has done
so by reconciling the financial and
theological needs of an expanding pious
Muslim population. One of the largest
concentrations of this growth has been in
the Middle East region, where the industry
has been invigorated by liquidity owing to
inflows of petrodollars from record high oil
prices.
Excess liquidity has thus far been a major
contributor to the success of Islamic finance
in the Middle East and investor confidence
has correspondingly grown. This confidence
has in turn ensured relative financial
stability in an emerging market place that
is still considered politically unstable.
However, Islamic financial institutions (IFIs)

should remain conscious of the economic
boom-and-bust cycles that have historically
plagued development in a region that
continues to rely heavily upon petroleum
for much of its GDP. Liquidity cannot be
indefinitely relied upon as a foundation for
growth and Islamic finance must instead
focus on fundamentals if it is to offset the
effects of an economic downturn.
The long-term sustainability of Islamic
finance must therefore be based upon the
public’s trust and confidence and aim to
avoid systematic risk through the
establishment and implementation of
regulatory frameworks that embrace
transparency, accountability and
enforceability. Major corporate scandals in
the past have had a detrimental effect on
conventional finance (the Bank of Credit
and Commerce International scandal is a
famous example). Islamic finance, by its

Figure 1 Collective investment schemes and IFIs

very nature, has a responsibility to enact
preventative measures that are specific to
its unique structure.

A mismatch in the role of
corporate governance
According to the Organisation for
Economic Cooperation and Development
(OECD), corporate governance is ‘the
system by which companies are directed
and controlled, in the interest of
shareholders and other stakeholders, to
sustain and enhance value’. Conventional
governance standards seek to address the
separation of ownership and management –
known as the ‘agency problem’ or
‘principal-agent problem’ – by ensuring
that the actions of the management are
kept in line with the interests of
shareholders and stakeholders. Within
Islamic finance, too, the fundamental
teachings of the Quran and the Sunnah,
which form the basis of the Shari’ah and
Islamic jurisprudence that governs the
industry, emphasise the importance of
honesty, transparency, documentation,
accountability and ethics. The conventional
governance standards can therefore be
paired with Shari’ah requirements to create
a corporate governance structure that is
suited to Islamic finance.
However, there is a difference between
conventional and Islamic finance that adds
another dimension to corporate governance
and relates to the equally weighted
importance of ‘other stakeholders’. In
IFIs there are two types of owners, the
shareholders, as in conventional institutions,
and the investment account holders, or
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depositors. The relationship between the
investment account holder and IFI can be
compared to that of a collective investment
scheme, in which participants (the investment account holders) have authorised their
fund manager (the IFI) to manage their
investments.
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Figure 2 Bearers of risk in conventional institutions and IFIs

This is because the mudarabah contract, on
which the relationship between the investment account holder and IFI is based,
specifies that investment account holders,
as owners of capital (rab-al-maal), have an
agency (mudarib) relationship with the IFI.
The depositors are risk/reward-sharing and
therefore provide quasi-equity to the bank,
albeit under restrictions delineated by the
nature of the account (i.e. unrestricted
investment accounts (URIA) and restricted
investment accounts (RIA), see Box 1 for
more details).
As a result, investment account holders are
liable to incur unexpected losses in the
same way as shareholders because there is
effectively no cushion, as is in conventional
institutions, provided by equity from the
shareholders. To counter such uncertainties,
IFIs, in some jurisdictions, have adopted a
process of smoothing out returns to their
unrestricted investment account holder
through the use of a profit equalisation
reserve (PER). This reserve aims to offset
poor performance and maintain a rate of
return that is consistently competitive, even
when the IFI’s earnings are below the
market rate (IFIs are competing against the
guaranteed returns offered by conventional
banks). However, the transparency of
such practices is somewhat questionable,
particularly with regard to risk and reward.

Box 1

Corporate governance in IFIs must therefore
be customised to address such issues and
protect the rights and needs of the
investment account holders.

Tailoring corporate governance to
suit Islamic finance
In response to the issues set out above, the
Islamic Financial Services Board (IFSB) in
Malaysia and the Accounting and Auditing
Organisation for Islamic Financial

Restricted and unrestricted investment accounts
(RIA and URIA)

RIAs will, as their name suggests, allow investors to impose restrictions on the way in
which their funds are invested. The bank will act as a non-participating mudarib
(agent) and the investment account holder is therefore liable for all potential losses
incurred (providing the bank has not acted negligently). Investors in the URIAs will
authorise the IFI to invest their funds in any way the IFI sees as appropriate. The
institution is also permitted to commingle the funds with its own (thus constituting
the equity portion in Figure 2) and any others available to it (e.g. current accounts).

www.newhorizon-islamicbanking.com

Institutions (AAOIFI) in Bahrain have both
issued guiding principles on corporate
governance for IFIs. These recommendations examine issues beyond the scope of
this discussion, but also focus on both
Shari’ah compliance and the importance
of investment account holders.

Shari’ah compliance
Both organisations mentioned above
emphasise the need for IFIs to attain
Shari’ah advisory and supervisory functions
that can guide their business operations. To
this end, AAOIFI states that every IFI shall
have an independent Shari’ah supervisory
board, recommended by the board of
directors and appointed by its shareholders,
consisting of at least three specialised jurists
in Islamic commercial jurisprudence (fiqh
al-mua’malat). Together, these jurists (often
referred to as Shari’ah scholars) are tasked
with directing, reviewing, supervising and
providing rulings (fatwa) on the activities of
the IFI to ensure compliance with Shari’ah
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jurisprudence. The IFSB emphasises the
need for these scholars to address both ex
ante and ex post aspects of financial
transactions, thus ensuring an effective
review process.
Furthermore, it is recommended that IFIs
conduct an internal Shari’ah review of all
activities, executed by a dedicated internal
division/department or as part of the
internal audit department, depending on
the size of the institution. According to
AAOIFI, the main purpose of this function,
referred to as the internal Shari’ah
compliance unit, will be to ensure the
management of an IFI discharges its
responsibilities in relation to implementing
rulings made by the supervisory board. The
compliance unit is therefore an internal and
independent function that assists the
Shari’ah supervisory board and contributes
to ensuring the IFI’s Shari’ah compliance.

Investment account holders
As previously discussed, the investment
account holder is considered a stakeholder
in an IFI. As a result, IFSB has argued for
the creation of a separate governance
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committee, to implement governance policy
frameworks that will protect the interests
of the investment account holder. Such a
committee will be established by the board
of directors and comprise three members:
a member of the audit committee, a nonexecutive director (selected based upon
experience and the ability to contribute)
and a Shari’ah scholar (possibly from
the supervisory board). IFSB argues that
of particular concern to the governance
committee will be the commingling of funds
(relating to unrestricted investment
accounts) from investors with differing risk
expectations. Investment account holders
are generally perceived as requiring
protection of their funds, whereas
shareholders, who have provided equity,
will expect high returns – the result, for
commingled funds, is a conflict of interests,
with investment account holders restricted
in their control over investment strategy.
The investment account holder is therefore
exposed to the same risk as the shareholder,
but is not expected to receive proportionate
rewards.
This problem is then further exacerbated by
the arguably controversial practice of

utilising a PER, which effectively obscures
the actual return on investments and
prevents the unrestricted investment account
holder from properly assessing the
implications of the IFI’s investment strategy.
Moreover, the PER is subject to what IFSB
refers to as inter-generational problem, in
that a build-up of reserves during periods
of above average profits may leave
unrestricted investment account holders
with forgone and unrealised benefits if they
withdraw their investment before such a
time when reserves are utilised. It is this
ambiguity, surrounding the rights of the
investment account holder, which the
governance committee will seek to address.
The committee will provide the board of
directors with reports and recommendations, closely liaise with the management,
the audit committee, and the supervisory
board, and ensure disclosure and the
proper implementation of investment
contracts.
In light of the requirements and suggestions
outlined above, an indicative corporate
governance structure for an IFI should
include the following (Figure 3):

Figure 3 Corporate governance in IFIs
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Addressing gaps in corporate
governance
Maintaining customers’ confidence in an
IFI’s Shari’ah compliance is of vital
importance. It is the fundamental
differentiator between conventional and
Islamic finance and there has subsequently
been significant progress in establishing
corporate governance structures that
support Shari’ah compliance. The
supervisory board has become an
indispensable aspect of corporate governance for IFIs and the demand for reputable
Shari’ah scholars has consequently grown.
However, structures that address internal
controls and ex post aspects of Shari’ah
compliance have not been as comprehensively implemented as the predominantly ex
ante role played by the supervisory board.
The role of the compliance unit is to address
such failings and its establishment should
therefore be considered essential.

It is, however, arguably the lack of
corporate governance aimed at ensuring the
rights and addressing the risk exposure of
investment account holders that requires
immediate attention. The recommendations
put forward by the IFSB are commendable
and IFIs should acknowledge and respond
to the need for corporate governance that
addresses these shortcomings. The
establishment of a governance committee
may not be the only solution; one
alternative would be a board with
independent directors that have dual
responsibilities to the shareholders and
investment account holders, another would
require structures that ensure the
management is held accountable to
investment account holders. Nevertheless,
the structure that is implemented must not
be subservient to the board of directors,
must be allowed to operate independently
and must be enforced in order to influence
decision making processes that affect the
investment account holders.

The Who, What, Where Guide to

Islamic Banking
Systems

ACADEMIC ARTICLE

The way forward
The enactment and implementation of
relevant corporate governance structures is
essential if trust and confidence in Islamic
finance is to be maintained. External shocks
may occur and if they do, the buffer
provided by a solid corporate governance
structure, supported by regulatory
authorities, will help to ensure continued
stability. Islamic finance is becoming
increasingly competitive and clients are
becoming increasingly sophisticated, aware
of available product offerings and less
compelled to remain loyal to any given
institution. The ambiguity that affects
aspects of the industry will have to be
addressed if respective IFIs are to retain
market share and remain competitive.
Islamic finance as a whole must not rest on
its laurels. It must be resolute and embrace
a proactive, instead of reactive, strategy
towards corporate governance if long-term
sustainability is to be assured.
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GLOSSARY

arboun
A non-refundable down payment for attaining the right
to buy goods at a certain time and certain price in future;
if the right is exercised, it becomes part of the purchase
price.
bai al-ina
This refers to the selling of an asset by the bank to the
customer on a deferred payments basis, then buying back
the asset at a lower price, and paying the customer in
cash terms.
bai bithaman ajil
Sale of goods on a deferred payment basis – credit sale;
another term used for such sales is bai mu’ajjal.
Equipment or goods requested by the client are bought
by the bank which subsequently sells the goods to the
client at an agreed price which includes the bank’s
mark-up (profit). The client may be allowed to settle
payment by instalments within a pre-agreed period, or
as a lump sum at a future 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.
fiqh
Islamic jurisprudence. The science of the Shari’ah. This is
an important source of Islamic economics. Islamic
scholars of fiqh are called fuqaha.
fiqh al-mua’malat
Islamic commercial jurisprudence, jurisprudence of
transactions.
Hajj
An annual pilgrimage to Mecca and other holy places.
The fifth pillar of Islam, Muslims have the duty to
perform Hajj at least once in their lifetime.
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.
ijara wa iqtina
The same as ijara except the business owner is committed
to buying the building or equipment or facility at the end
of the lease period. Fees previously paid constitute part
of the purchase price. It is commonly used for home and
commercial equipment financing.
ijtihad
Lit: effort, exertion, diligence. Technically, endeavour of a
jurist to derive/formulate a rule of law on the basis of
evidence found in the various sources of Shari’ah.
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istijrar
A master agreement which facilitates purchasing of
goods on ongoing basis without explicit offer and
acceptance each time; the price is fixed either upfront or
concluded after a predetermined period which is subject
to certain conditions.
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.
kafala
Lit: responsibility or suretyship. In kafala, a third party
becomes surety for the payment of debt. It is a
covenant/pledge given to a creditor that the debtor will
pay the debt or any other liability.
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.

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
Salam means a contract in which advance payment is
made for goods delivered later on.
Shari’ah
Refers to laws contained in or derived from the Quran
and the Sunnah.
sukuk
Sukuk (pl. of sakk) is often referred as Islamic bonds or
Islamic investment instruments, which represent their
holders’ undivided ownership interest in the underlying
assets and their entitlement to the revenue from those
assets.
Sunnah
It refers to the sayings and actions attributed to Prophet
Muhammad (PBUH).

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

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.

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
installments.

tawaruq
A sale of a commodity to the customer by a bank on
deferred payment at cost plus profit. The customer then
sells the commodities to a third party on a spot basis and
gets instant cash.

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
fulfilling short-term funding requirements. The borrower
is only obligated to pay back the principal amount of the
loan.
rab-al-maal
Pl: arbub-al-maal. In a mudarabah contract, the person
who invests the capital.

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 or agency in which one person appoints
someone else to perform a certain task on his behalf,
usually against a certain fee. The agent (wakil) is allowed
to generate an income for himself in excess of the
minimum agreed upon returns as agreed with rab-almaal (investor of the capital).
waqf
An appropriation or tying-up of a property in perpetuity
so that no propriety rights can be exercised over the
usufruct. The waqf property can neither be sold nor
inherited nor donated to anyone.
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.
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