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The month of Ramadan has special significance for Muslims the
world over. ‘The month of Ramadan is the month in which was
sent down the Quran, as a guide to mankind, also clear (Signs)
for guidance and judgement (between right and wrong).’ (The
Quran 2:185). It is a time for deep devotion and reflection on the
wisdom and guidance that comes with faith. It brings the spirit of
giving and sharing to the fore. US President Barack Obama in his
Ramadan message this year reminded us that fasting is shared by
many faiths as a way to bring people closer to God and to those
among us who cannot take their next meal for granted, and for
all of us to remember that the world we want to build and the
changes we want to make must begin in our own hearts and in
our own communities.
NewHorizon ponders how Islamic finance mechanisms can be
applied to a long-term strategy of poverty alleviation. To begin
with, we focus on waqf, followed by an in-depth analysis of zakat
in the next issue of the magazine. Would Islamic finance have
prevented the crisis? What lessons should be learned from recent
events? Eminent Islamic finance specialists attempt to answer these
pertinent questions.
Together with GK partners (advisers to socially responsible business)
and the British Library, the IIBI held the UK’s first Access to Islamic
Finance (A2IF) conference. The Institute’s third annual residential
workshop on structuring innovative Islamic financial products, held
in August in Cambridge, was also a success. Furthermore, the IIBI
has signed a memorandum of understanding with the International
Shari’ah Research Academy for Islamic Finance (ISRA), and an
agreement with the Securities and Investment Institute (SII), a London-based professional body for those working in the financial and
investment industry, to promote the UK as an Islamic finance hub.
As always, I hope that you will find this issue of the magazine
interesting, informative and thought-provoking.

Mohammad Ali Qayyum
Director General IIBI

©Institute of Islamic Banking and Insurance
ISSN 0955-095X
Cover photo: © Amanda Rihde,
iStockphoto.com
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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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AAOIFI to perform temporary watchdog role
The Accounting and Auditing
Organisation for Islamic Financial Institutions (AAOIFI) has
announced its intention to monitor Islamic financial products in
the absence of a sector watchdog. AAOIFI stated it plans to
‘screen products and services offered by the industry for Shari’ah compliance’. According to
Mohamad Nedal Alchaar, secretary general of the organisation,
the move would help to ‘homogenise the market’.
‘Although AAOIFI is not taking
on a permanent role of industry
watchdog, there exists a current
huge gap in the market relating

to credible Shari’ah compliance
screening of products and services,’ stated Alchaar.
Currently, the Islamic financial
industry must rely on different
standard-setting bodies, such as
AAOIFI in Bahrain and the International Financial Services
Board (IFSB) in Malaysia, which
recently issued new governance
and capital adequacy guidelines
(NewHorizon, April–June
2009). The guidance of individual, qualified Shari’ah scholars
also plays an important role, as
do national governments in
countries which practice Islamic
finance.

An example of the difficulties
facing the industry came with
comments from Shaikh Muhammad Taqi Usmani, head of the
Shari’ah committee of AAOIFI,
pronounced in February 2008
that many sukuk issues up to
that point were not Shari’ahcompliant. This resulted in a
sharp drop in new issues of
sukuk, despite having doubled
every year since 2004
(NewHorizon, October–
December 2008).
As well as preparing accounting,
governance, ethics and Shari’ah
standards for Islamic banking
and financial institutions,

AAOIFI already provides product and auditing standards
which are mandatory in seven
countries across the Islamic
world (Dubai, Bahrain, Jordan,
Lebanon, Qatar, Syria and
Sudan). Alchaar stated that
AAOIFI wants to screen products of all institutions, not just
those which are members of
AAOIFI, and not just those in
the seven countries listed. ‘It will
be market-wide, regardless of
the geographic distribution of
products,’ he said.
AAOFI plans to submit a proposal to this effect to its board
of trustees by the end of 2009.

Thailand’s government supports Islamic microfinance
Thailand’s Ministry of Interior has told government
agencies and state-owned organisations to provide technical, management and financial
support to encourage Islamic
microfinance in the country.
The proposal by the Ministry
has received cabinet support.
It will result in knowledge of
transactions, accountancy and
welfare arrangements according to Shari’ah being passed
on to staff in the sector by the
agencies and organisations involved. Social welfare and
other benefits, in terms of education, social services and
the environment, will also be
provided for members of Islamic microcredit plans.
According to the Ministry of
Interior, the Southern Border
Provinces Administrative Cen-

tre had appointed a
working group to study
what form and model of
Islamic microcredit
would be most appropriate. The population of
this region is predominantly Muslim, and the
Ministry’s objective is
that communities in the
area have access to financial institutions which
operate in accordance
with their own lifestyle
and religious beliefs.

Pattani Mosque,
Thailand

The working group’s
study demonstrated that
most villagers were keen
© Jean-Yves Benedeyt, iStockphoto.com
to see the establishment
of Shari’ah-compliant microdustry. Once the working
finance in their communities,
group submitted its study, in
although they still lacked unMay 2009, the administrative
derstanding of financial
centre then made its proposal
mechanisms used in the inon Shari’ah-compliant microfi-
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nance to the government.
Muslims are the second largest
religious group in Thailand,
numbering approximately two
million.
IIBI 5
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First fully Islamic bank to open in India
The first Indian bank to deal
only in Islamic financial products is to open in Kochi, in the
south western Indian state of
Kerala, early next year. The Kerala State Industrial Development
Corporation has initiated the
company with an authorised
capital of over $100 million.
The company is expected to invest mainly in infrastructure
projects and pay dividends to
depositors, and the state government is looking into which products to finance with the bank.
P. Mohammed Ali of Oman’s
Galfar Group, C.K. Menon of
Doha-based Behzad Group,
M.A. Yusuf Ali who heads the
LuLu supermarket chain in the
Gulf, and Azad Moopen of
Moopen’s Group are said to be

the company’s major promoters. The state government said
that the outfit will first operate as a non-banking finance
company before becoming a
fully Shari’ah-compliant bank.
There are approximately 150
million Muslims in India,
making the Indian Muslim
population the third largest in
the world (after Indonesia and
Pakistan). Senior politicians
and officials in India, such as
Amar Singh, general secretary
of India’s Socialist party, have
in recent times spoken in
favour of Islamic finance in
the country. The push in
Kerala is supported by the
regional government headed
by state finance minister Dr
Thomas Isaac, who believes

that Islamic
finance options will help
expatriates
who return to
India having
lost their jobs
as a result of
the global
recession.

New Dehli,
India

It will apparently also set
up a separate
social fund
for financing interest-free loans
for Gulf returnees (Indians
who had previously worked in
the GCC) to start small-scale
ventures. Isaac was recently
quoted as saying that he
wanted GCC members to contribute to the fund. The gov-

ernment had formed a promoters group, including businessman Mohammed Ali, who was
quoted as explaining that ‘Islamic banking doesn’t work on
interest. It invests deposits in
business and returns a share of
its profit to depositors.’

Bank Negara Malaysia issues first Shari’ah parameter
Malaysia’s central bank and
regulator, Bank Negara
Malaysia (BNM), has issued its
murabaha parameter, the first
in a series of Shari’ah parameters to Islamic financial institutions in the country. These are
issued as guidance and reference to promote greater harmonisation in the development
of the Islamic finance industry
in the Malaysia.
This initiative aims to define
the essential features of Shari’ah-compliant financial products and services based on
existing contracts that have
been endorsed by Shari’ah
boards and used by Islamic in-
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stitutions. The parameters will
act as standard documents for
understanding the principles
and basis for adopting Shari’ah
contracts.
The murabaha parameter outlines the main Shari’ah requirements in the contracts and
provides examples, methods and
models for practical application
of this mode of financing. It will
also contribute to further harmonisation in the interpretation
and application of Shari’ah
views and opinions among Shari’ah committee members.
To ensure the robustness of the
parameter, BNM has conducted

extensive research and compiled
various fatwas in addition to the
views of several local and international Shari’ah boards.
Further parameters are currently
being developed, including ijara,
mudarabah, musharakah, istisna and al-wadia.
Meanwhile, the Association of
Islamic Banking Institutions
Malaysia (AIBIM) has launched
a Corporate Murabaha Master
Agreement (CMMA), with the
intention of boosting the workings of the Islamic money market in the country. AIBIM’s
president, Datuk Zukri Samat,
said the launch came at a good

time as it would unlock the
huge potential of the domestic
market. He believed that the
agreement could improve the
innovation level of deposit
products.
‘The adoption of the CMMA
for corporate deposits is expected to result in cost and
resource savings for both Islamic banks and corporations,’ said Zukri at the
launch. Takaful Malaysia,
ACR Retakaful, Astro, Maesat and the Employees Provident Fund have all signed a
memorandum of understanding (MoU) to participate in
the CMMA.

www.newhorizon-islamicbanking.com
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Ramadan inspires CSR in Islamic banks
A number of Islamic financial
institutions around the world
are celebrating the holy month
of Ramadan by stepping up
their charitable operations. Corporate social responsibility
(CSR) is an important yearround consideration, but this
time represents a valuable opportunity to double charitable
deeds and strengthen relations
with the community.

Orphan Care Charitable Society, Ensan.

In Malaysia, Maybank has set
up a fund, Tabung Maybank Sejahtera, to assist the creation of
sustainable living environments
for vulnerable communities in
the country regardless of race,
religion or creed. Members of
the public are able to donate to
this fund via all of the bank’s
delivery channels.

Shamil Bank, an Islamic commercial bank in Bahrain, is
helping two children in the
Kingdom regain their ability to
hear with the purchase of two
sophisticated cochlear implant
hearing aids. The bank has presented the hearing aids to the
Bahraini Society for
Cochlear Implantation and Hearing Impairment (right). They
will then be passed
on to the Cochlear
Implantation team
of the country’s Ministry of Health for
implantation to two
children on the
waiting list.

For the second successive year
Saudi Arabian bank, SABB, is
sponsoring orphans to perform
Umrah during Ramadan. The
bank is covering the expenses of
300 boys and girls to perform
the pilgrimage through its participation in the Umrah Programme organised by Riyadh

The Indian Islamic Association
and Qatar International Islamic
Bank have partnered to translate three Arabic religious
books into Malayalam to help
create awareness of Islam in the
Indian community in Qatar.
The books are: ‘The Complete
Prayer’ by Sheikh Abdullah Jar-

allah al-Jarallah; ‘This Is
What Life Has Taught Me’ by
Mustafa al-Sibaai and ‘Comprehensiveness of Islam’ by Sheikh
Yousef al-Qaradawi. The books
have been printed in India and
are being distributed among
Malayalam speakers in Qatar
for free. A number have also
been sent to educational establishments and public libraries in

the Indian state of Kerala.
Meanwhile in Malaysia, Takaful Ikhlas, a provider of Shari’ah-compliant insurance, has
brought joy to a score of poor
children in the Petaling Jaya district of Selangor, by treating
them to a day of Hari Raya
(Eid) shopping followed by a
dinner to break their fast. The

day out was organised by Takaful Ikhlas in conjunction with
the Petaling Jaya branch of the
Selangor Tithe Board.
The children, aged between five
and 17, were accompanied to
a shopping complex in Bukit
Tinggi, Klang, where the takaful
firm paid for the purchase of
all their clothes and shoes, before picking up the tab for an
iftar dinner. Takaful Ikhlas also
made a donation to nine further
children, who were unable to
attend.
‘The children got to know our
staff, who could be like foster
brothers and sisters to them,’
said chief operating officer
and executive vice president
of Takaful Ikhlas, Wan Mohd
Fadzlullah.
While Takaful Ikhlas has embraced the social side of Islamic
finance for Ramadan, it does
have a track record of making
charitable donations. In July
2009, it donated a dialysis machine to the Mersing District
Hospital in Johor.

Meezan Bank partners with Islamic Relief
Pakistan-based Meezan
Bank has signed a memorandum of understanding
(MoU) with international
non-governmental organisation (NGO), Islamic Relief.
Under the terms of the
MoU, Meezan will assist Islamic Relief to further en-
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hance its Shari’ah-compliant
microfinance operations in the
country by capacity building,
training and product development support.
Islamic Relief has been offering Shari’ah-compliant microcredit facilities around the
world for a number of years,

and in Pakistan since 2001. It
gives out loans through a noninterest bearing mudarabah
financing strategy. Once selected for loan eligibility, beneficiaries are provided the
desired working capital on
credit. Repayments are made
in instalments over the period
of one year.

Islamic Relief has several ongoing projects in Pakistan,
such as a small enterprise
development programme in
partnership with HSBC that
offers halal lending to female
entrepreneurs. To date, this
project has helped 388
women in the Rawalpindi
district in Punjab.

www.newhorizon-islamicbanking.com
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GFH and Macquarie enter into wholesale Islamic finance JV
Gulf Finance House (GFH),
the Middle Eastern Islamic
investment bank, plans to
found a joint Islamic financial
services platform in the Middle East with Macquarie
Group Limited, the Australialisted global bank. The platform will focus on providing
Shari’ah-compliant financial
services on the wholesale
side for the Middle East and
North Africa. The two parties
signed a memorandum of understanding at a ceremony in
Bahrain.
The partnership, which
awaits approval, will see a
joint presence based in the re-

gion and an investment by
Macquarie in GFH of around
$100 million in the form of a
convertible murabaha, as part
of GFH’s current capital management initiatives. An executive of GFH stated that the pair
plan to have the platform up
and running by the beginning
of 2010. The agreement will
enable GFH to structure Macquarie’s existing products to be
Shari’ah-compliant, while allowing GFH access to Macquarie’s global advisory services
and trading links, and helping
it expand geographically.
Meanwhile, the agreement signals Macquarie’s interest in the

New charity takaful scheme
T’azur, a takaful firm headquartered in Bahrain, has
launched what it claims to be
the world’s first Shari’ahcompliant charitable insurance product, called the
‘Sadaqah’ plan.
The plan helps donors save
regular contributions which
T’azur invests over a set
number of years in Shari’ahcompliant funds. Accumulated capital is then passed
on to the donor’s charity of
choice. T’azur will continue
to make payments on behalf
of the donor if unforeseen
events (such as an illness)
force the donor to stop paying them. These donations
will be made through takaful, thereby ensuring that the
charity chosen by the donor

receives the intended amount
no matter what happens.
Dr Abdulaziz Bin Naif Al
Orayer, chairman of the
board of T’azur, said: ‘This
plan embodies the essence of
takaful, namely mutual help
and assistance for the common good, and demonstrates
our commitment to charities
and all communities in
Bahrain.’
Nikolaus Frei, T’azur’s chief
executive officer, added: ‘The
Sadaqah plan is to our knowledge the world’s first insured
charitable savings plan.’ This
innovation, in his view, is
an affirmation of Bahrain’s
position as a leading financial
services hub in the Middle
East.

www.newhorizon-islamicbanking.com

Middle Eastern region, as well
as in Shari’ah-compliant finance.
John Wright, group COO of
GFH, suggested that part of the
rationale for the joint venture
was to help the bank diversify
away from its core business of
infrastructure and real estate financing, which currently stands
at around 65 per cent of its business. Wright indicated that GFH
aims to reduce this down to
about 20 per cent. It also recently signalled its intention to
raise up to $300 million of fresh
capital, which is to help it expand the activities and geographies it covers, as well as
strengthen its balance sheet.

Meanwhile, the involvement
of Macquarie reflects a
wider interest from Australia
in Islamic finance – The
Muslim Community Co-operative (Australia) recently
received a financial services
license from the Australian
Securities and Investments
Commission (ASIC)
(NewHorizon, April–July
2009), and has since
launched the first Australian
Shari’ah-compliant investment fund. It is believed to
be the first ASIC registered
retail managed investment
mortgage fund directed
primarily to Islamic investments.

Kuwait Finance House
eyes up Germany
The Turkish operation of
Kuwait Finance House (KFH),
known as Baytak, has received a
licence from the Federal Financial Supervisory Authority of
Germany to establish a Shari’ah-compliant financial services
branch in the country. The
branch will be headquartered in
Mannheim, in the south western
German state of Baden-Württemberg. Mohammed Al-Omar,
chairman of Baytak, stated that
this is a significant step in the
geographical expansion strategy
of the bank. He added that it is
likely to open more branches in
Germany, and also apply for licences to operate in other European countries.
Turks are the second largest eth-

nic group in Germany, while
Muslims in the country account
for 3.7 per cent of the population. Saxony-Anhalt, another
federal state of Germany, has
the distinction of issuing the
only sovereign sukuk in western
Europe (NewHorizon, January
– March 2009), showing that
there is an interest in Islamic
banking that KFH will be able
to target.
KFH has over 100 branches
in Turkey, as well as offices in
other countries including recently established representation
in Kazakhstan. Other parts of
KFH have also continued to
grow, for example in Kuwait,
where another five branches
are due to open.
IIBI 9
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Islamic banks make core system decisions
As the Islamic finance industry
continues to modernise the technology which underpins it, a
number of banks have recently
taken the decision to upgrade
their core banking systems.
Among these are two Sudanese
banks, United Capital Bank
(UCB) and Bank of Khartoum
(BOK). Both have chosen to implement the iMAL core banking
system of Kuwait-based Path
Solutions, which was recently
certified by the Accounting and
Auditing Organisation for Islamic Financial Institutions

(AAOIFI) as Shari’ah-compliant
(NewHorizon, January–March
2009).
BOK is a universal financial institution, while UCB focuses on
corporate banking. UCB looked
at four international core banking system offerings before
choosing iMAL, which the
bank’s IT manager, Abdelrazag
Mustafa Abdelrazag, describes
as a ‘pure Islamic system’. He
adds that ‘Path Solutions has
good knowledge of Islamic
banking itself, which is reflected
in the solution’. The project at

Largest Islamic banks’ assets
continue to grow
Despite, or perhaps because of,
the strong headwinds in the
conventional international financial markets, the world’s
largest fully-fledged Islamic
banks have continued to grow
strongly, according to statistics
from Asian Banker Research,
the consultancy division of The
Asian Banker. The hundred
largest Islamic banks’ assets
grew to $580 billion in 2008,
up from $350 billion the previous year (a 66 per cent rise).
Compared to the previous year,
the identities of the largest
banks remained fairly constant,
with Bank Melli of Iran at the
top of the list and Al-Rajhi
Bank, headquartered in Saudi
Arabia, in second place. Indeed,
seven out of the top ten institutions are Iranian, and the twelve
Iranian banks in the list account
10 IIBI

for 40 per cent of the top 100
banks’ assets. Four other countries, Malaysia, the UAE, Saudi
Arabia and Kuwait, accounted
for most of the rest of the wealth
of the top 100 banks, in roughly
equal proportion to each other.
Some have questioned whether
the Iranian institutions should be
included, since their treatment of
riba (interest) appears to be different from other Islamic finance
markets. Likewise, the report
shows that, while Iranian banks
are often very large by assets,
they are not necessarily the most
profitable. Al-Rajhi Bank had the
highest net income at $1.74 billion, with the next highest, Kuwait Finance House, just under
$1 billion. In terms of asset size,
the study suggested that Bank
Melli may lose its top spot, since
it did not grow in 2008.

UCB includes about ten modules
of the product, and will last
until March 2010. Among the
benefits UCB will see will be an
easing of the process of opening
new branches. ‘The system is designed in a way that when we
open a new branch we can do
that with minimum effort.’
Among other banks who have
recently been active in upgrading their IT, Abu Dhabi Islamic
Bank in Egypt has gone live
with a new Shari’ah-compliant
banking system from International Turnkey Systems (ITS),

while First East Export Bank in
Malaysia, a subsidiary of Iranbased Bank Mellat, also took
iMAL from Path Solutions.
Path Solutions itself has recently
claimed to be nearing the completion of a rewrite of its core
banking system in Java, with all
modules to be completed and
commercially available by the
end of 2009. Around 35 of the
company’s staff have been working on the project, and existing
users of iMAL will be able to
upgrade over a period of three
years or so.

Alms to remain voluntary
in UAE
The secretary general of the
zakat fund of the UAE, Abdullah Bin Aqeeda Al
Muhairi, has rowed back on
suggestions made last year
(NewHorizon, July – September 2008) that the collection
and distribution of zakat
should be made mandatory
for all UAE citizens whose
income surpassed a certain
threshold. According to these
plans, local Islamic financial
institutions and companies
would have had to pay 2.5
per cent of their net operating capital to the fund from
the beginning of 2009, with
eight Islamic banks included
among those that would have
to make payments.
Al Muhairi had wanted to
amend the fund’s bylaws to

make it mandatory to submit
audited accounts and pay the
required share, the purpose
being to streamline the process
of distribution. However, the
government of the UAE last
year rejected the fund’s proposal for new legislation,
which would have mandated
that individuals earning over a
threshold make an annual payment. Al Muhairi has now admitted that the payment of
zakat will remain discretional
‘for the time being’, for both
companies and individuals.
‘What we have to do now is
raise awareness of how voluntary payment can benefit us as
a society,’ Al Muhairi said. The
UAE’s zakat fund has grown
from its inception in 2004 to
be worth over $12 million.
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Recent crisis:
lessons for Islamic finance
Abbas Mirakhor, former executive director at the International Monetary Fund (IMF), and
Noureddine Krichene, economist at the IMF and former advisor at the Islamic Development
Bank in Jeddah, examine the valuable lessons that the recent financial turmoil can teach the
Islamic finance industry.
Inherent instability of the conventional
financial system
The conventional financial system, based on
interest and debt contracts, has been shaken
by frequent crises with varying intensity
over the centuries in almost every country
where it has operated. Both advanced and
poor countries have suffered major banking
crises; some devastating. Each crisis required a government guarantee of deposits
and bank bailouts, without which the contagious effect would have led to total failure
of the banking system with severe consequences for the real economy. The role of
the central bank as a lender of last resort
was stressed by a prominent British economist and journalist, Walter Bagehot (1873).
Deposit insurance was introduced in 1935
in response to massive losses of deposits
that occurred in each crisis. Each banking
crisis has had dramatic effect on economic
growth and employment and caused an economic recession or depression.
Financial crises have occurred in spite of the
existence of regulatory and supervisory
frameworks, including Basel I and II regulations. Each crisis called for more regulation
and supervision. Such was the case for Peel
Act in 1844 in the United Kingdom, the establishment of the US Federal Reserve System (Fed) in 1913, and the Roosevelt
Administration banking regulations in
1935. At times, new regulations became
sources of new instability. For instance, the
Fed was a key contributing factor in the
Great Depression and in the recent financial
12 IIBI

crisis. New regulations often engendered
regulatory arbitrage where these regulations
were evaded by financial innovations. Legislative gaps were also a factor in sustaining
weak or outdated regulatory framework.
Additionally, ideologically driven deregulation exacerbated efforts at forging an effective regulatory framework that could
promote stability. The frequency and magnitude of banking crises with significant adverse consequences for income and
employment both over time and across
countries has led many thinkers to conclude
that the conventional financial system contains seeds of inherent instability. The theory of inherent instability of the
conventional interest-based, debt-dominated
financial system has been expounded upon
at least since the late eighteenth and early
nineteenth centuries. One of the most erudite advocates of the inherent instability hypothesis was an American economist,
Hyman Minsky (1996) who, beginning in
the second half of the last century, noted
that the stability of such a system, if and
when achieved, could not be sustained. This
was because conventional finance was destined to evolve from stability created by equity-dominated financial transactions by
firms, which he called hedge finance, to instability created by interest-debt-dominated
financing, which he called speculative and
Ponzi finance. Such instability would hardly
be a surprise when we recall Verse 2, 276 in
the Quran which unequivocally declares
that riba-based debt transactions have
within them the seeds of their own destruction. Instability would be unavoidable when

To promote Islamic banking,
there is a priority to develop the
regulatory and supervisory
framework and demonstrate
the strength and resilience of
Islamic banks.
www.newhorizon-islamicbanking.com
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those who resort to riba-based transactions
call forth a declaration of a direct war from
Allah (s.w.t) and His Messenger PBUH
(Quran, Verse 2, 279).
During the Great Depression, a number of
scholars, especially those economists associated with the Department of Economics of
the University of Chicago, offered a proposal to the Government of the USA for the
reform of the financial system. The crux of
the Chicago Reform Plan corresponds to a
large degree to the core of the financial system that emerges from Islamic teachings.
The Reform proposed a two-tier banking
system: (i) 100 per cent reserve banking that
would preclude money creation and destruction by the banking system, which would
consequently fully protect deposits and the
nation's payments system; and (ii) a regulated investment banking system without
government protection such as a deposit
guarantee system of insurance. The Islamic
finance version converts the second tier into
an equity-based system in which interestbased debt transactions are prohibited. Theoretical analyses of such a system have
demonstrated its inherent stability. This conclusion stems from the fact that no maturity
mismatching is possible since there is a 100
per cent money reserve system in place and
because any asset-side price inflation or deflation is mapped one-to-one onto the liability side of the balance sheet of the financial
institution.
Causes of conventional finance instability
Economic literature has analysed at great
length the causes of financial instability. As
early as the beginning of the nineteenth century, English economist, banker and philanthropist Henry Thornton (1802) observed
costless paper money creation by the central
bank and banks and explained a banking
crisis essentially as the result of two factors:
(i) deviation of the market interest rate from
a non-observed natural interest rate which
measures the rate of profit or marginal productivity of capital in the economy; and (ii)
consequent multiple expansion and contraction of the deposit base of the banks into
credit. If the market interest rate is below
the natural rate, demand for credit expands.
www.newhorizon-islamicbanking.com

Banks have no difficulty issuing loans in
multiples of their deposits and capital, including fictitious credit that has no deposit
backup in the form of promissory notes.
Asset and commodity prices rise. Monetisation of government deficits causes abundant
liquidity, depresses money interest rates,
and leads to credit expansion. When the inverted credit pyramid becomes too overleveraged, i.e. unsustainable, in relation to
real economy, or to the tax base, governments, entrepreneurs, and consumers face
difficulties in servicing their debt. A rapid
contraction of credit ensues, asset and commodity prices fall steeply, and a massive
bank failure occurs.
Thornton’s two interest rates theory was
elaborated by many writers. Among these
was the re-examination of the quantity theory of money (1898) by Johan Gustaf Knut
Wicksell, a renowned Swedish economist.
He argued that deviations of the money
market interest rates from the natural interest rates set forth changes in money velocity,
as well as in the quantity of money, leading
in turn to changes in the price level as well
as in real economic activity. Observing the
Great Depression unfold, American economist Irving Fisher (1933) ruled out all possible causes except over-indebtedness arising
from cheap money followed by debt deflation as the single cause of financial crises.
He firmly concluded that financial crises can
be explained only by excessive expansion of
credit and grave financial and economic disorders that follow such expansion, including
money and credit contraction, falling prices,
bankruptcies, and massive unemployment.
The recent financial crisis which broke out
in August 2007 could be explained by the
same factors repeatedly mentioned in the literature, namely interest and over-indebtedness. Financialisation has drastically
weakened the link between the financial and
real sectors, allowing for the inverted credit
pyramid to reach a leverage ratio in relation
to real GDP that might have exceeded a
multiple of 50. Mirakhor (2002) noted the
alarming growth of the inverted credit pyramid in relation to real GDP and determined
that financialisation had nearly severed the
relationship between finance and produc-
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tion. He stated that for each dollar worth of
production there are thousands of dollars of
debt claims, and predicted the imminent collapse of such a credit pyramid.
The chart indicates that the crisis was preceded by a long period of record low interest rates and largely negative real interest
rates forced by the US Fed and over-abundant liquidity that fuelled excessive speculation in asset and commodity markets. The
US war financing and excessive external
current account deficits that ranged between
five and seven per cent during 2002/07 have
allowed dollar deposits of foreign central
banks at US banks to increase considerably
and fuel more liquidity and lending in the
US markets. Over-abundant liquidity could
not be absorbed by prime markets. Financialisation, which encompasses securitisation of assets and credit derivatives, pushed
floods of liquidity into sub-prime markets
and fuelled housing and commodity bubbles. The ratio of credit has risen to an unprecedented level in relation to GDP, which
led to difficulties in servicing such credit.
Households were not able to pay the speculative prices and speculative gains as well as
the high salaries of debt merchants. These
become a burden on households. Foreclosures have transferred all the burden to
banks that suffered large losses and had to
be bailed out with trillions of dollars by
governments.
Major reserve banks have become a dangerous destabilising force and a powerful taxation and wealth redistribution agency. Much
financial wealth, in the form of stocks, has
been wiped out. No financial system no
matter how perfectly regulated could survive cheap money policy in the form of excessively low interest rates and abundant
liquidity. Although the credit to GDP ratio
has been at its highest level ever, central
banks have been reckless in pushing more
sub prime debt by injecting trillions of dollars in liquidity at near-zero interest rates
that has been amassed in excess reserves and
has only fuelled speculation in commodity
and exchange markets. By depressing interest rates and printing unlimited money, central banks are only paving the ground for an
even more powerful financial crisis, creating
IIBI 13
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considerable distortions, and imposing prohibitive taxation on workers and fixed income pensioners.
Islamic finance is inherently stable
Logically, there can be little doubt that a financial system that derives its operating
principles from the Quran and the Sunnah
will be inherently stable. In such a system,
banks do not contract interest bearing loans
and do not create and destroy money. They
do not finance speculation, nor do they engage in debt trading. Although lending is
not prohibited in Islam, it has to be free of
any element that can be considered as interest. Interest-based lending cannot be part of
Islamic economic activity. Such lending and
borrowing redistribute wealth when there
are wide price fluctuations and therefore
cannot be part of Islamic finance that is
based on justice. Lending can increase the
wealth of borrowers in undeserved ways at
the expense of workers and low-income
classes. Besides causing inflation when it exceeds savings, it can fuel speculation. Moreover, borrowers always shift the risk to
lenders. They repay interest and principal
only when their projects are profitable.
When projects instead make losses, borrowers default, resulting in the deterioration of
bank portfolios.
14 IIBI

Mirakhor (1988) defined an Islamic financial system as one in which there are no
risk-free assets and where all financial
arrangements are based on risk and profit
and loss sharing. Hence all financial assets
are contingent claims and there are no debt
instruments with fixed or floating interest
rates. Modelling the financial system as
non-speculative equity shares, he showed
that the rate of return to financial assets is
primarily determined by the return in the
real sector, and therefore in a growing
economy, Islamic banks will always experience net positive returns. Mirakhor noted
the absence of an inverted credit pyramid
and showed that there is a one-to-one
mapping between the real and financial
sector. Because the interest rate is absent,
there is no discrepancy between interest
and profit rates, and hence the economy
always operates at full employment equilibrium. More specifically, underemployment equilibrium (devised by British
economist John Maynard Keynes), based
on pivotal role of interest rate, liquidity
trap and deficient demand, is inapplicable
to Islamic finance.
Conceptually, an Islamic banking system
can have two basic types of banking activities: first, a safekeeping and payments activity as in the pre-Islam and early Islam

periods and also as in goldsmith houses,
and the second are investment activities.
The first type of activity is similar to the
100 per cent reserve system, with deposits
remaining highly liquid and checking
services fully available. This system has
to be a fee-based system to cover the cost
of safekeeping, transfers and payments
services.
The second activity, investment activity, is
where deposits are considered as longerterm savings and banks engage directly in
risk taking in trade, leasing, and productive investment in agriculture, industry,
and services. The most important characteristic of this activity is that it is immune
to un-backed expansion of credit. An Islamic bank is assumed to match deposit
maturities with investment maturities.
Short-term deposits may finance shortterm trade operations, with the bank purchasing merchandise or raw materials and
selling to other companies; liquidity is replenished as proceeds from sales operations are generated. For longer-term
investment, longer-term deposits are used.
Liquidity is replenished as amortization
funds become available. It can also be replenished through stock market transactions by selling and buying shares.
In all these cases, an Islamic bank is a direct owner of the investment. In such a
system, a financial institution participates
directly in the evaluation, management
and monitoring of the investment process.
Returns to invested funds arise ex-post
from the profits or losses of the operation,
and are distributed to depositors as if they
were shareholders of equity capital. Since
loan default is absent, depositors face a
small risk of loss of their assets. In conventional finance, loan default is pervasive, and the rate of default increases more
than proportionally relative to the rate of
credit expansion. Furthermore, the higher
the share of consumer loans the higher the
risk of default. Credit default can become
a systemic risk and degenerate into a
banking crisis. Without government guarantee, depositors face a significant risk of
losing their deposits. Such risk does not
exist in Islamic finance.
www.newhorizon-islamicbanking.com
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Lessons for Islamic finance
The recent financial crisis has brought Islamic finance to the centre stage. Leading
financial places are looking toward Islamic finance as a new type of banking
that will promote lasting stability and
durable growth of production, trade, and
employment. To promote Islamic banking, there is a priority to develop the regulatory and supervisory framework and
demonstrate the strength and resilience of
Islamic banks. The establishment of a universal regulatory framework and diffusion of knowledge about Islamic banking
would help attract investors and businessmen to this field.
The regulatory and supervisory framework of conventional finance cannot remove the two fundamental causes of
banking instability namely: interest and
debt. Islamic finance is theoretically inherently stable as these two fundamental
causes do not exist in Islamic finance.
However, practitioners admit that Islamic
finance as it is practiced at this stage cannot be distinguished from conventional finance. Financialisation is proceeding at
the same rate as in conventional finance.
There is evidence that failed Islamic banks
were simply conducting conventional
banking and were plagued by the same
causes that made conventional banks
fragile and prone to failure.
Regulators have to agree on a definition
of Islamic finance. Our view is that such a
system has to be a two component system: a 100 per cent reserve component
and an equity investment component. The
two functions should be mandated to separate institutions; a legislative-regulatory
firewall must keep the two separate. The
investment component can undertake financial transactions stemming from contractual modes of financing such as
mudarabah, murabaha, ijara and istisna.
More broadly, it has to be an equitybased component. Where and when
needed, non-interest debt financing can
facilitate transactions that are not
amenable to equity participation. Regulators have to set guidelines for ensuring the
www.newhorizon-islamicbanking.com

soundness and viability of the investment
component through up to date risk analysis
and compliance with Shari’ah principles.
The promulgation of a theoretical regulatory framework that represents a consensusdriven definition of Islamic finance would
enable people to determine deviations of
practicing institutions from pure Islamic finance and the degree of their compliance
with Shari’ah principles. Currently, Islamic
financial institutions operate in different
regulatory jurisdictions and under different
schools of jurisprudence that have varying
understandings of Islamic banking. The existence of a universal regulatory framework
would allow the measurement of crosscountry differences.
Only banks licensed by central banks should
be allowed to practice Islamic banking. This
would prevent swindles and schemes that
rob consumers under the cover of Islamic
banking. Many types of financial transactions and instruments should be excluded
from Islamic finance, particularly interest
rate-based bonds, and securities often disguised as collateralised instruments that
make them more expensive than those issued under the conventional system. Additionally, excluded from Islamic transactions
are finance based on securitisation of fictitious assets, speculative finance, hedge
funds, and consumer finance that is not
backed by real assets. In all of this type of
finance, either the acquired assets are financial papers, or loans that have no real backing, and do not contribute to generating real
activity, income, and employment. In particular, conventional consumer loans, besides
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being expensive for consumers, have a
high default risk, and do not generate new
wealth. Financial innovations such as securitisation, originate and distribute models, and many instruments that lead to
speculation or to fictitious assets, cannot
exist in an Islamic system. Attempts by
banks to issue their own money and liabilities, beyond full asset-liability matching,
would be strictly prohibited. Supervision
should be tightly conducted to ensure full
compliance with Islamic banking principles. Violations should carry prohibitive
penalties.
The resilience of many Islamic banks to
the Asian as well as the recent financial
crises has shown the inherent stability of
these institutions. Such resilience would be
further enhanced through issuing universal
regulatory and supervisory guidelines for
Islamic finance and putting in place an effective reference framework that measures
compliance with true Islamic banking and
aims at eliminating serious credit and interest rate risks that may compromise
depositors’ savings and undermine the
safety of Islamic banks. Such an edifice of
unified and universal regulatory-supervisory framework is becoming increasingly
urgent lest the failure of a few more ostensibly Islamic financial institutions and instruments lead to reputational damage
that would be more destructive to Islamic
finance than in the case of the conventional system. Whereas in the conventional
system, the failure of a few institutions
cannot threaten the entire system, damage
to the reputation of Islamic finance is a
pronounced systemic risk.

Many types of financial transactions and instruments should
be excluded from Islamic finance, particularly interest ratebased bonds, and securities often disguised as collateralised
instruments that make them more expensive than those
issued under the conventional system.
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On the move
HSBC Middle East has appointed David
Hunt as head of insurance for the region.
Hunt will oversee all HSBC insurance
business in the Middle East, including
Egypt and Saudi Arabia. He will also be
responsible for the provision of insurance
products and services for all of the bank’s
personal and commercial customers including the development of its Shari’ahcompliant takaful business. Hunt moves
from SABB Takaful Company in Saudi
Arabia, which is an associate company of
SABB and HSBC.

Ithmaar Bank, the Bahraini outfit whose
subsidiaries include the Shari’ah-compliant universal bank, Shamil Bank, in
Bahrain, has appointed Mohamed Hussain as chief executive officer. Hussain has
been co-CEO since April 2008, and takes
over from Michael P Lee. Prior to his appointment at Ithmaar last year, Hussain
was an executive and board member at
the bank.

Dow Jones Indexes, which produces the
Dow Jones Islamic Market World Index,
has announced the appointment of Tariq
Al-Rifai as its new director of Islamic indexes. He will be charged with working
with clients to develop new business opportunities, developing new Shari’ah-compliant indexes and working with money
managers and investors. Al-Rifai will also
be the contact point between Dow Jones’
board of Islamic scholars and its maintenance, research and development teams.
Al-Rifai is a veteran of 13 years in Islamic
finance. He founded Failaka Advisors in
1996 to develop and promote Shari’ahcompliant financial instruments. He has
since served as vice president of Islamic
banking at HSBC, and was a partner in
The International Investor, a Kuwaiti
shareholding company. Since 2004, he has
been vice president of UIB Capital.
16 IIBI

Ali bin Za’al Al Mansouri has replaced Dr
Abdul Latif Al Shamsi as chairman of UAEbased Methaq Takaful Insurance Company,
after the latter resigned at the end of July.
Samer Mohammed Kanan has also been
elected as managing director. Kanan will
manage the company’s administrative staff
and represent Methaq legally and financially.

Abu Dhabi Islamic
Bank (ADIB) has recently made a spate of
new appointments.
Malik Sarwar has been
named global wealth
management executive
to target high net
worth and affluent
clients with Shari’ah-compliant products.
Dhafer Faroq Lugman has been named head
of strategy, product management and international retail banking. Lugman will be
responsible for planning and directing all
business development strategies, including
the tapping of new geographies. Mrs Nawal
Al Bayari (above) has been appointed vice
president and business head for ladies banking, in a role to ensure the development
of new products and services for female
customers.
Sarwar has worked in the US, Asia and the
Middle East in a career which spans numerous posts, including at Permal Group, Citigroup and Merrill Lynch. He worked at the
latter for 17 years, in sales and business
roles, primarily in global wealth management. Before moving to ADIB, he was head
of US business for Permal, an independent
fund of hedge funds.
Lugman has 19 years of experience, mostly
with HSBC and Dubai Islamic Bank (DIB) in
the Saudi and UAE markets. He finished his
career at HSBC as country manager for retail
in the UAE. He previously spent twelve years
in Saudi Arabia in the corporate and retail
banking divisions. While at DIB, he was

head of corporate development and a board
member of two of its subsidiaries.
Mrs Al Bayari boasts considerable experience at international banks including Barclays, Standard Chartered Bank, American
Express and DIB. She joins ADIB from Barclays, where she spent two years overseeing
business coordination in over 15 countries
across MENA, Africa, Asia and Eastern Europe. While at DIB, she was relationship
manager and acting head of private banking
for ladies. Her spell at Standard Chartered
Bank was as business support manager for
offshore accounts in the international banking wealth management division.

Kuwait’s Securities House is to bring together its two UK-listed subsidiaries, Gatehouse Bank (a fully fledged Islamic bank)
and GSH UK (a Shari’ah-compliant financial services firm), into one organisation
under the Gatehouse Bank brand, resulting
in a number of senior management changes.
Fahed Faisal Boodai has been appointed
chairman of Gatehhouse Bank, and Richard
Thomas will become CEO, stepping down
from his former roles as non-executive
chairman of Gatehouse Bank and managing
director of GSH. He is to replace David
Testa, who is leaving the group. Thomas
has worked in merchant and investment
banking for 29 years, the last 25 of which
have been in Islamic banking. He has
worked for Saudi International Bank,
United Bank of Kuwait and Arab Banking
Corporation, helping each set up Islamic
banking operations.

Rohail Ali Khan has become deputy CEO
of Pak-Qatar General Takaful, a Pakistanbased Islamic insurance company. Khan has
over 15 years of senior management experience in the Islamic finance sector, with previous senior roles at Adamjee Insurance,
Pak-Kuwait Takaful Company Ltd and
Takaful Pakistan Ltd.
www.newhorizon-islamicbanking.com
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Horses for courses
Good technology is the cornerstone of any Islamic institution, but different approaches to
Shari’ah-compliant banking require different systems. One bank with first-hand experience
of this is Arab Bank. It has recently completed two implementation projects of separate systems
to cover its operations. James Ling, NewHorizon contributing editor, reports.
Established in 1930, Arab Bank was the
first private sector financial institution in
the Arab world. It has achieved a number
of milestones throughout its nearly 80year history, such as becoming the first
Arab financial institution in Switzerland
in 1962. It is the largest company listed
on the Amman Stock Exchange and the
biggest bank in Jordan in terms of assets,
equity and banking market share.
As part of the larger Arab Bank Group, it
has a presence of over 500 branches in 30
countries across five continents, and more
than $48 billion in assets. It has been run
since its inception by the Shoman family.
Current chairman and CEO, Abdel
Hamid Shoman, marks the third generation to take charge of the bank that his
grandfather established.

‘Currently we have alternative models to
deliver Islamic banking services in different
parts of the group. We offer services
through the IIAB and Arab Sudanese Bank
as full Islamic subsidiaries, with Islamic
windows and branches offered by Arab
Bank Plc in Qatar and the UAE. The reason
behind the different approaches is a combination of market preference and the prevailing central bank regulations in these
countries,’ explains Cobb.
Arab Bank

Across the group it offers products via
four divisions, which are personal banking, corporate and investment banking,
private banking and treasury. These are
aimed at individuals, corporations, government agencies, and other international
financial institutions.
It made the decision to enter the Islamic
financial services market 13 years ago
with the launch of its International Islamic
Arab Bank (IIAB) subsidiary. According
to Andrew Cobb, chief projects officer
at Arab Bank, ‘we wanted to extend
the existing services within our established
businesses in the Gulf to provide a
wider range of products in response to
the needs of our customers and the
growing demand for Shari’ah-compliant
banking’.
18 IIBI

Another critical factor has been the technology that supports the delivery of the Islamic
banking services. Arab Bank has set up
IIAB using a core system from Path Solutions, iMAL. Two of its other Islamic units
have recently launched, and have shown
that different operations require different
types of software.
The first project was with the Islamic windows and branches in Qatar and the UAE.
It is one thing to start a fully Islamic opera-

tion with a purpose-built Shari’ah-compliant
system. It is a very different challenge to take
an existing conventional institution and add
in Islamic products. And, at the end of 2007,
this was exactly what the bank wanted to
do. ‘We were looking to extend our corporate and treasury Islamic banking products
and services in Qatar and the UAE through
a branch/window model,’ says Cobb. It
started by defining its business case, before
moving on to the operating model design
and platform selection in the first quarter
of 2008.
The technology to power its Islamic offerings was an important factor for consideration at the bank. It had been using a
conventional system for a number of years,
but this would not be able to support the
additional products. ‘Key processes that
underpin the Islamic products and services
have special characteristics and functional
requirements related to Shari’ah rules, including profit calculation and distribution
that are fundamentally different from interest calculation.’ The bank decided that
where it did not impact Shari’ah rules and
regulations it would leverage its existing
back office functions and processes. But it
would need new technology for the rest.
The selection process began with a review
of the available Islamic banking systems.
The policy at the bank is to ‘consider all
known solutions from existing and potential
suppliers’, explains Cobb. As a result, ‘we
shortlisted a number of solutions and conducted an in-depth review with each one before finalising the decision’. It was a rapid
selection process which lasted approximately
eight weeks.
www.newhorizon-islamicbanking.com
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Among the vendors considered was a UKbased software house, Misys. The company
had an advantage as it provided Arab Bank
with the existing core system it was looking
to expand, Equation. On top of its conventional core, the vendor can also boast a
high number of users for the Islamic version
of its software, particularly in the Middle
East. Indeed, Equation was tailored for Islamic banking in the region. The vendor
also had experience of installing the system
for Islamic windows, with twelve banks in
the Middle East, South and South East Asia
using it for this purpose on top of their conventional operations.
There were a number of factors that led to
the selection of Misys. ‘Arab Bank has a
long relationship with Misys,’ says Cobb.
‘It was very important that we can extend
the current platform functionality using the
resources and expertise that we have developed internally.’ The contract with Misys
was signed in April 2008, and the implementation began the following month.
The implementation was two months long,
with the first Islamic branch in Qatar going
live at the end of July. The project continued in Qatar until August 2008. The implementation then moved to the UAE where it
ran from October to December of that year.
The bank used a team of internal resources
from various banking functions as well as
external consultants and key staff from
Misys. Cobb puts the rapid implementation
down to good planning, business commitment and effective decision making. ‘This
enabled us to commit to deliver the solution
to our customers within a relatively short
timeframe.’

critical re-launch into Sudan,’ explains
Cobb.
The bank signed the contract with Path for
Arab Sudanese Bank in October 2008 and
the implementation started in November. It
initiated the programme with a team of internal resources and various external consultants. ‘The team collaborated in defining
and planning the best approach and implementation phases which enabled us to deliver Islamic banking to our customers
within the expectations of senior management and the Arab Bank CEO,’ says Cobb.
‘The project teams worked with high discipline to meet the delivery schedule deadlines and were able to deliver the required
solution on time, within budget, and the
bank achieved full customer launch in June
2009.’
Arab Bank has seen many benefits from
expanding its Islamic operations. ‘Primarily,
this allows us to provide a wider choice to
existing and new customers. We can achieve
this through building on our well established business and operations and the
existing network of branches and subsidiaries around the world to this new line
of business.’
The bank is now able to offer a variety of
services through its new units. ‘We offer full
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Islamic banking products and services for
retail, corporate and treasury, such as
murabaha, ijara, trade finance, commodity
murabaha and sukuk in addition to Islamic
deposits and services to all our customer
segments,’ says Cobb. He believes the new
operations have enabled the bank to offer a
wider choice for its customers, and adds
that it will ‘continue to deliver the products
based on our customer needs and developments of the market’.
The experiences of Arab Bank highlight the
importance that different types of technology play in Islamic banking. When setting
up a full Islamic subsidiary there can be
considerable advantages from taking a complete Shari’ah-compliant system. However,
if Islamic windows are being added to existing operations, it is always worth considering Shari’ah-compliant modules that can be
added to the conventional core.
Arab Bank had the advantage of previous
experience and knowledge of the systems it
chose, and this enabled the rapid selection
and implementation times. However, not all
projects run this smoothly, and the most important factor for banks embarking on this
process is making sure they select the system
that best meets their needs. Arab Bank did
this for both projects and is now reaping the
benefits.

Key processes that underpin the Islamic products and services
have special characteristics and functional requirements related
to Shari’ah rules, including profit calculation and distribution that
are fundamentally different from interest calculation.
Andrew Cobb,
Arab Bank

The most recent project was at Arab Sudanese Bank. This involved setting up a full
Islamic bank, so presented a different challenge from a technology point of view.
Again, it did a full but rapid selection, opting for iMAL from Path after a six-week review of the available products. ‘This
solution was already implemented at IIAB
and enabled us to leverage the resources
and expertise that we have to support this
www.newhorizon-islamicbanking.com

IIBI 19

NEWHORIZON October–December 2009

IIBI NEWS

Access to Islamic Finance (A2IF):
meeting new social economy partners
Improving Islamic finance investment in socially responsible
businesses in the UK was the
focus of the UK’s first Access to
Islamic Finance (A2IF) conference, held at the British Library
Conference Centre. It was
hosted by GK Partners, a consultancy firm to socially responsible business, in partnership
with The British Library and the
IIBI. The conference followed
on from the series of Islamic finance workshops run at the library. Gabrielle Rose of the
British Library’s Business and
Intellectual Property Centre introduced the conference.

tors. I want to see more businesses from the social and real
economy having greater access
to Islamic finance funds and
services.’
He spoke passionately about
how Islamic finance should embrace new partners in a manner
that improves the financial and
socio-economic benefits that accrue to the whole society and
country. This theme was rein-

For the first time in the UK, the
A2IF event brought finance policymakers and practitioners
from the ethical, social enterprise, community development
and SME sectors, together with
Islamic finance experts, to discuss the areas of common interest. As professionals working on
enterprise development, A2IF
enabled them to understand the
relevance of Islamic finance to
their work and highlighted how
they can make new business
partnerships.

forced by various speakers. Anthony Clarke, chairman of the
British Business Angels Association stated that ‘Business Angel
investment is a form of equity
finance which is in line with the
Islamic principles of profit-andloss sharing’. Therefore, he believes that the two types of
models fit well together.

Gibril Faal, director of GK Partners and convenor of A2IF,
stated that ‘the A2IF programme is a comprehensive and
inclusive approach, based on
new forms of synergistic crosssectoral partnerships. The practical business benefits and
ethical virtues of Islamic finance
are relevant and consistent with
the values and financing needs
of commercial and social enterprises from a wide range of sec-

Bernie Morgan, CEO of Community Development Finance
Association, and Penny Shepherd, CEO of UK Sustainable
Investment and Finance, gave
background information about
their sectors. This demonstrated
the commonality of goals and offered a framework for partnership and collaboration between
Islamic, sustainable and community development investment.
Richard T de Belder, partner at
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law firm Denton Wilde Sapte,
explored the legal and regulatory challenges relating to the
expansion of Islamic finance investment in UK businesses, and
the issues raised were discussed
by other speakers and delegates.
Stephen Alambritis of the Federation of Small Businesses urged
Islamic finance institutions (IFIs)
to engage with smaller businesses and provided statistical
data to challenge the myth that
SMEs are riskier
businesses to invest
in. Mohammed
Amin, tax partner
at PricewaterhouseCoopers, demonstrated how IFIs can
use current tax relief
schemes as incentives to increase and
expand their investments in the commercial
and social economy. Some of
these schemes are already widely
used to enhance equity-based investments in SMEs and social
enterprises.
Ian Shaw, who is responsible for
reviewing the government’s Enterprise Finance Guarantee
scheme (a loan guarantee
scheme introduced to cushion
the impact of the current economic recession) represented the
Department of Business, Innovation and Skills (BIS). He talked
about the importance of Business Link (the government’s
business support agency) having
greater awareness of Islamic finance options. As the only Islamic retail bank in the UK,
Islamic Bank of Britain (IBB)
was among the institutions that

participated in the ‘A2IF marketplace’ – meeting delegates interested in their services. Fezal
Boodhoo of IBB explained that
about 20 per cent of deposits
held by the bank are in business
accounts and about 35 per cent
of the value of IBB mortgages relate to the bank’s Commercial
Property Finance scheme.
For the benefit of delegates who
were new to Islamic finance,
master classes were held. Mufti
Muhammad Nurullah Shikder
of Gatehouse Bank and Mufti
Mohammed Zubair Butt of the
Institute of Islamic Jurisprudence presented on the ‘Principles of Islamic Finance’; Davide
Barzilai, partner at law firm
Norton Rose, presented on
‘Legal Structures of Islamic Finance Products’. For those familiar with Islamic finance but
not with a business background,
Faal conducted a master class,
‘Shari’ah-Compliant Business
Plans’. GreenEquity, a firm of Islamic and ethical investment advisers, presented case studies on
the ‘dos and don’ts’ of raising
equity and debt finance from
IFIs.
As part of the A2IF programme,
GK Partners, in association with
the IIBI, had started a research
project assessing the nature and
size of Islamic finance investment in the UK. Prior to the
conference, both BIS and HM
Treasury expressed interest in
the results of the findings of the
research. In light of the potential
policy implications of the research project, delegates were invited to make suggestions and
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recommendations on how Islamic finance investment in the
UK can be improved. These recommendations were collated to
be reflected in the final report
published later this year. At the
end of the conference, delegates
expressed their satisfaction with
the content, quality and diversity
of the programme and speakers,
with one commenting about the
excellent quality of all the speakers who were engaging, concise
and kept the attention of the audience.
There was overwhelming realisation and palpable excitement

amongst the professional delegates about
the potential for partnership between Islamic finance and
other vibrant socioeconomic development
sectors. The first A2IF
conference has established a definitive
framework and platform through which to pursue
ambitious and feasible goals of
‘mainstreaming’ Islamic finance
in the UK, and improving investment in the corporate, public, charitable, social enterprise
and SME sectors. GK Partners
has developed an A2IF action
plan to cultivate and deepen relationships with new strategic
and business partners. Furthermore, after the publication of
the A2IF research report, a series of thematic A2IF events are
planned for 2009/10, focussing
on improving Islamic finance
investments in other sectors of
the UK economy.

IIBI NEWS

IIBI and ISRA sign MoU
IIBI and the International
Shari’ah Research Academy
for Islamic Finance (ISRA)
signed a memorandum of understanding (MoU) at a oneday Islamic finance conference
in London, titled ‘Managing
Shari’ah Risk through Shari’ah
Governance’.
ISRA was established by
Malaysia’s central bank, Bank
Negara Malaysia (BNM), as a
repository of knowledge for
Shari’ah fatwas and part of
the International Centre for
Education in Islamic Finance
(INCEIF). It also promotes
applied research and undertakes studies on contemporary
issues in the Islamic finance
industry.
The organisations will work
on areas of mutual interest in

Islamic finance to further the
knowledge in Shari’ah rulings
as well as other aspects, particularly with regard to translation and fatwa collection.
‘ISRA is playing a very proactive role to promote applied research in the area of Shari’ah
and Islamic finance, and the
strength of our relationship
will benefit the industry as
whole,’ stated Mohammad A.
Qayyum, IIBI director general.
Dr Mohammad Akram, ISRA
executive director, added: ‘We
are pleased to sign this agreement and look forward to
working with the IIBI – the
only organisation of its kind
in Europe, in furthering the
research as well as other activities intended for promotion of
Islamic finance.’

IIBI and SII join forces to promote the UK as Islamic finance hub
The institutes will share their ex- students following achievement
pertise and advocate each other’s of the IFQ. There is also potential for the two organisations to
services to advance the professional development in the Islamic develop a long-term strategy to
finance industry. As
part of the agreement,
The SII is a professional body
for practitioners in the securities the IIBI will encourand investment industry globally, age its members to
which sets professional standards study for the SII’s Islamic Finance Qualifiand measures them through
cation (IFQ) as an
examinations. It also monitors
entry level exam in
and develops the competence of
individual specialists and organi- the field. In its turn,
sations through a code of conduct, the SII will promote
the IIBI’s Diploma
and provides continuous profesMohammad A. Qayyum and Ruth Martin
sional development (CPD) oppor- and Post Graduate
tunities for its members, through Diploma (PGD) in Islamic Bank- include market research relating
to specialist Islamic finance
ing and Insurance as qualificaseminars, conferences and webmodules, such as sukuk.
tions for further progression for
based services.
The IIBI has inked an agreement
with the Securities and Investment
Institute (SII) to promote the UK
as the hub of Islamic finance.

www.newhorizon-islamicbanking.com

‘We are delighted to work with
the IIBI to promote our common goals for the development
of Islamic finance skills in the
UK,’ said Ruth Martin, managing director of the SII.
Mohammad A. Qayyum, IIBI
director general, stated that the
Institute is looking forward to
working closely with the SII in
strengthening the UK’s position
as the leading centre for Islamic
finance qualifications. ‘The
agreement with the SII will undoubtedly afford greater scope
of advancement of competent
persons in the Islamic financial
services industry,’ he added.
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IIBI awards post graduate diplomas
The IIBI’s Post Graduate
Diploma (PGD) course in
Islamic banking and insurance,
offered since 1994, is highly
regarded worldwide. UK-based
Durham University has accorded this course recognition
as an entry qualification for
its postgraduate degrees in Islamic finance, including the MA
and MSc in Islamic finance and
the Research MA. Applicants
will also have to fulfil the specific entry qualifications for
each specialist degree programme.
To date, students from nearly 80
countries have enrolled in the
PGD course. In the period of
July 2009 to September 2009,
the following students successfully completed their studies:
❏ Adamu Ibrahim,
executive director, Integrated
Microfinance Bank, Nigeria
❏ Afsaneh Leissner, trainee
solicitor, Gide Loyrette Nouel
LLP, UK
❏ Muath Mubarak, assistant
manager, corporate strategy,
First Global Group, Sri Lanka
❏ Alaaddin Karakus, US
❏ Amjad Zaki Mohamed Radi,
head of structured finance
products, Qatar National Bank
Islamic Branch, Qatar
❏ Enoch Lawrence, senior vice
president, CBRE, Capital Markets, USA
❏ Farhan Ahmed, senior financial analyst, Hewlett-Packard,
India
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❏ Fawaz Abdul Basith,
financial analyst, EKSAB
Investments, Saudi Arabia

❏ Muhammad Adam,
risk analyst, Khushhali Bank
Ltd, Pakistan

❏ Mulindwa Mubarak,
banking officer, Bank of Africa
(U) Ltd, Uganda

❏ Garry Monksfield, director,
authorisation, QFCRA, Qatar

❏ Muhammad Saarim Ghazi,
student, International Islamic
University, Islamabad, Pakistan

❏ Murtadh Al-Sharae,
content manager, Thomson
Reuters, UAE

❏ Muhammad Hisham Alif,
junior executive, operations,
First Global Group, Sri Lanka

❏ Nariman A Barakjie,
business structuring manager,
Access Company WLL,
Qatar

❏ Hussain Buhary, senior
manager, Saif Capital (Pvt) Ltd,
Sri Lanka
❏ Hussain Alloub Mohammed,
underwriter, export credit insurance, The Islamic Corporation
for the Insurance of Investment
and Export Credit (ICIEC),
Saudi Arabia
❏ Inuwa Garba Affa, lecturer,
Bahrain Institute of Banking
and Finance (BIBF), Bahrain
❏ Irshad A A Byraub, operations officer, Barclays Bank Plc,
Mauritius
❏ Irum Saba, assistant director,
Islamic banking department,
State Bank of Pakistan, Pakistan

❏ Muhammad Nadeem, branch
manager, Bank AlFalah, Pakistan
❏ Muhammad Nasir Aliyu,
transaction processing assistant,
Bank PHB Plc, Nigeria

❏ Sani Danbatta,
operations manager,
Afribanking Plc, Nigeria

❏ Muhammad Zahid Bhatti,
Atlas Asset Management Ltd,
Pakistan

❏ Md Touhidul Alam Khan,
executive vice president and
head of syndications and
structured finance, Prime Bank
Ltd, Bangladesh

❏ Mukthar Mohamed
Mubarak, assistant manager,
Amana Investments Ltd,
Sri Lanka

❏ Vanessa Wood, associate
director, Qatar Financial
Centre Regulatory Authority,
Qatar.

❏ Mohamed Farhad Chundoo,
compliance officer, South East
Asian Bank Ltd, Mauritius
❏ Mohammad Amin Tejani,
vice president, Habib Metropolitan Bank Ltd, Pakistan

Enoch Lawrence

Afsaneh Leissner

Mohammad Amin Tejani

The course has brilliantly taught me the fundamentals of Islamic banking and insurance. The lessons are written in such a way that the more you read the more
eager you are to know of what’s coming next. Not only do we understand how
Islamic banking functions but we also learn about its history and its value proposition, which is very important to get a bigger picture of Islamic finance and its
objectives. The course was great to follow. The IIBI team is very professional and
I would certainly recommend this course to anyone who wishes to learn about
Islamic banking. If it’s Islamic banking, then it’s definitely the IIBI!
Irshad A A Byraub, Barclays Bank Plc, Mauritius
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Waqf and zakat: alleviating poverty
In the first of a two-part analysis, Dr Renat Bekkin, researcher at Moscow State Institute of
International Relations, Ministry of Foreign Affairs of Russia, ponders the issue of poverty
alleviation by the means of waqf, in the case of Russia.

Islamic finance in Russia: overview
At the dawn of Islamic finance, when there
were no Islamic banks, some of the scholars
were writing that it would be enough to create an effective mechanism of collecting and
distributing zakat and to restore waqfs in
order to set up a fair economic system in the
Muslim world. However, even today only a
handful of countries have set up working
zakat systems and effective waqfs. Even in
the countries with developed Islamic banking, investment and insurance systems zakat
and waqf do not play a key role in economic development.
Russia, which according to various sources
is home to between nine and 25 million
Muslims, is a country with a conventional
banking system, where Islamic financial institutions do not enjoy any special status.
Moreover, in December 2006, the central
bank revoked Badr-Forte Bank’s licence, the
only Islamic bank in the country. And since
then Russia has not been deemed the best
place for developing Islamic economics, at
least in comparison with Europe.

was practically no demand for Islamic financial services domestically. Time is needed to
create this kind of demand. In a number of
Russia’s regions (Moscow, Tatarstan, Dagestan, Chechnya, etc.) there is constantly
growing interest in Islamic financial services
from potential Muslim clients.
❏ Europe has almost 30 years of experience
in Islamic finance. Over this time there were
both successes and noticeable failures. In
Russia, Islamic financial services were provided by Badr-Forte since the late 1990s. In
other words, an Islamic bank with a limited
number of products consistent with Shari’ah
worked in Russia for just over six years. This
time span is too short to seriously discuss the
prospects of Islamic banking.

At the same time one should not be excessively pessimistic about the prospects of
Islamic financing in Russia due to the following reasons:

Some experts note that one substantial obstacle to the development of Islamic finance
in Russia is lack of demand from the Russian
population for such services. This is true
only in part. Many Muslims realise that
conventional financial institutions build
their operations on the basis of charging
interest. However, they don’t know how they
can avoid participating in interest-bearing
transactions. To resolve this problem it is
necessary that as many people as possible
have access to information on Islamic financial services.

❏ The establishment of Islamic banks and
Islamic banking windows in Europe at the
end of the 1990s and the early 2000s was a
response to a firm interest European Muslims showed in such services. Badr-Forte
was thus unique not because it was the only
Islamic financial institution in Russia but
rather because it was established when there

However, even when Islamic financial bodies
start fully functioning in Russia, they will
not be able to satisfy the demand of all those
in need of this kind of service. As the experience of other countries demonstrates, few Islamic banks in a post-industrial society want
to work in rural areas providing microfinancing. Moreover, one should not forget
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that any bank, be it Islamic or conventional,
is not a charity organisation – its main goal
is maximising profit.
In recent years a number of banks in Russia
have been lending to SMEs. However, this
co-operation is hardly mutually beneficial.
For example, even before the US mortgage
crisis influenced Russia’s economy, a number of banks raised interest rates on previously granted loans, basing their decisions
on the clauses in the loan agreements that
covered possible changes in the macroeconomic situation. As a result, many SMEs
were unable to service their debts and went
bankrupt. It is obvious that in this situation
banks need help from other classical Islamic
financial institutions that for centuries have
been proving their effectiveness in resolving
the problems of economic development, including a major issue of alleviating poverty.
Waqf and zakat are among these institutions. Nevertheless, it is fair to note that by
the mid-twentieth century waqf and zakat
did not play a key role in economic development in most of the Muslim countries.
Russia can be viewed as one of the countries
with historically developed waqf usage,
which was seemingly lost in the Soviet era.
This study attempts to determine whether
this is true and, if so, whether there are objective preconditions for setting up waqf
and zakat systems anew in Russia.
Waqf in Russia
Waqf is property alienated for charity.
When certain property is made waqf (or, according to some Muslim theologians, when
the intention is announced), it no longer bewww.newhorizon-islamicbanking.com
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longs to the waqf institutor (waqif), but nor
is it transferred as property to those who receive the waqf and manage it in the interests
of the receivers (designated by the waqif) of
waqf-created profits. Using waqf property
for purposes other than those designated by
the waqif is prohibited.
The renaissance of waqfs in the Muslim
world happened in the eleventh century.
History testifies to the existence of a broad
range of waqf, contributing to the development of medicine, education, and enabled
the provision of food essentials to the needy.
For centuries, waqf was the only regular
source of funding for higher education in
Muslim countries.
A few years ago, Kazan hosted ‘Waqf and
Its Prospects in Modern Russia’ – an allRussian seminar of the heads of Muslim
religious boards. According to the imams
who spoke at the event, today, waqf is the
only chance for Russia’s Muslim religious
organisations to preserve their financial independence. Judging by what was said at
the seminar and by the information presented at previous similar seminars, the
Muslim spiritual leaders do not always
clearly understand the purpose of waqf.
Sometimes waqf is confused with other Islamic institutions: gyshar (‘ushr is the more
correct name, that is, tithe, or a tenth part
of the yield), zakat, as well as the revenues
produced by some religious rituals: khatemlar (gatherings that pray for the dead),
janaza (burial rites), etc.
Quite often waqf is treated as a fund for financing of the operational expenditure of
mosques and Muslim clergymen. It is hard
to start a constructive dialogue if those who
want to develop the waqf system have vague
ideas about it.
Significantly, similar problems also existed
in Russia before the revolution: one of the
first officially registered waqfs bequeathed
in 1830 to the First Main Mosque of Kazan
by merchant Gabdulla Yunusov did not
specify the rules of its management and control over the revenue it produced. This was
by far not the only example of misunderwww.newhorizon-islamicbanking.com
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standing the waqf institution in the Volga
area: the heirs of a rich industrialist, Utiamyshev refused to fulfill his will under
which part of his money was intended for
waqf, arguing that there was no specific
procedure for executing the will.
Prominent Tatar enlightener of the 19th
century, Shigabuddin Mardjani, resolutely
rejected this interpretation of waqf exploited by rich merchants to control the
economic life of the community (mahallya).
It was mainly thanks to his efforts that the
question regarding the direct purpose of
waqf, which corresponded to the Shari’ah,
was raised and a system of collective selfadministration in individual Muslim
parishes established. The number of embezzlements in the charity sphere decreased
along with, first, the power of the patrons
in the Yunusov brothers’ mahallya and then
of other Tatar merchants who had been
dominating their communities. Thus, approximately since the mid-nineteenth century in the Volga region waqf started being
used for its main social purpose, that of an
institute for protecting economic interests of
Muslim communities and their individual
representatives.

Russian Muslims, instead of
restoring waqfs that are
questionable from the point
of view of Shari’ah, have a
chance to set up new waqfs,
capable of coping with the
challenges of the 21st century,
one of which is the demand of
Islamic SMEs for financing.
Dr Renat Bekkin,
Moscow State Institute
of International Relations

In the late 19th century, the mechanism
for transforming property into waqf was
legally registered. Under the newly established legal procedure, a waqf institutor
applied in writing to the assembly of parishioners representing the community. He was
duty bound to describe in detail the property to be turned into waqf, state its value,
and enumerate the owners and the conditions for managing and disposing of this
property. The community empowered the
mosque leaders to apply to the governor
with a request to seek permission from the
Ministry of the Interior Affairs. The latter’s
permission was sent to the Orenburg Mahomeddan Spiritual Assembly which, in
turn, approved the permission and informed
the parishioners of the ministry’s decision.
After a dedicatory inscription was made
on the property transferred to waqf, a notary procedure completed the process. The
community was responsible for annual reporting about waqf management and bookkeeping.
IIBI 25
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It should be said that in pre-revolutionary
Russia, so-called cash waqf was very popular: the institutor allotted a certain sum,
the interest on which was used by the
mosques, Muslim clergy, students (shakirds)
of religious schools etc. for which the waqf
was intended. In this way, while one of the
provisions of Islamic law was strictly observed practically everywhere, another,
much more important provision, the ban on
usury repeatedly formulated in the Quran,
was violated.
In the Volga region a large number of Muslim parishes were financed by the interest
from bank deposits. After the October
revolution in 1917, waqfs were abolished in
various regions of Russia, although this
happened over time. Waqf institutions existed for longest in the North-Eastern Caucasus. Only ten years after the revolution, in
1927, a decree nationalising the waqf property was issued by the local authorities of
the Dagestan Autonomous Socialist Soviet
Republic.
The waqf issue is repeatedly discussed in
present-day Tatarstan at the highest level.
In the mid-1990s, at one of the first meetings, members of the Muslim clergy and the
republic’s president, Mintimer Shaimiev,
discussed the possibility of setting up a
waqf system badly needed for the construction and maintenance of mosques and
madrasahs, and for public activities. The
president set up a special commission to
study the issue in depth. Specialists were
sent to Turkey to gain experience. A few
years later, a united congress of the republic’s Muslims created the post of chairman
of the waqfs, in the rank of first deputy
mufti, and a waqf department under the
mufti. The very concept of waqf was first
introduced into Russia’s legislation by the
Law of Tatarstan on the Freedom of Conscience and Religious Associations.
The provision on the waqf property and its
inalienability, contained in this law, was just
a declaration of intentions rather than a
legal norm that was spelling out existing
practices. However, even this provision over
time has raised questions on its compliance
with federal legislation, and the law was
26 IIBI
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subsequently amended. Nevertheless, the
provision on waqf property, although nonexistent in practice, was retained.

darabah mechanism, but instead is provided
as a loan with an interest rate, where the
interest is transferred to the beneficiary.

The deputies of the State Council of
Tatarstan have insisted that all efforts to
provide a legal framework for non-existent
waqfs are useless unless necessary changes
are made in federal laws. In June 2008,
they came up with an initiative to include
the notion of ‘waqf property’ into Russian
legislation. Earlier that year, the chairman
of the Muslim Religious Board of the Republic of Tatarstan, Gusman Iskhakov, proposed the same measures. There has been
no reaction from the federal authorities so
far.

The modern world provides plenty of other
ways to use cash waqf in compliance with
Shari’ah rules. One example is transferring
shares that have been approved by Islamic
scholars into waqf. The shareholder might
decide that all of the dividends on shares or
part of them will be used for charity purposes. An institute of waqf may also play

Kremlin of Kazan,
Tatarstan

The issue of spelling out the notion of waqf
in federal legislation is also important in
terms of restoring Muslim ownership of
the waqf property, nationalised after the
1917 revolution. For example, in the Autonomous Republic of Crimea (Ukraine),
when local Tatars argue for restoring their
ownership of the lands confiscated in Soviet
times, they refer among other things to the
existence of waqf property in the tsarist
times in Russia. As was mentioned before,
work is done by Tatarstan historians and
law scholars on finding previously existing
waqfs in the Volga region. However, even if
the notion of waqf is introduced in federal
legislation, it will not guarantee the Muslims that their waqf property, confiscated
after the revolution, would be returned,
since the major part of documentation on
setting up waqfs has not been preserved.
And in terms of setting up new waqfs, then,
even without the notion of ‘waqf property’
spelled out in the Russian federal legislation, those willing to do so can use many
other legal mechanisms at their disposal.
For example, in order to set up the aforementioned cash waqf there is no need to
create any institutional structure.
Cash waqfs exist in two forms. In the first
case, cash turned into waqf is given to the
beneficiary as a loan with no interest rate.
This form raises no objections on the side
of Islamic law scholars. In the other form
money is invested not based on the muwww.newhorizon-islamicbanking.com
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an important role in dealing with Islamic
bonds (sukuk).
In terms of Russian legislation, it is inadvisable to include cash waqf in the trust
law structure. In accordance with the
Civil Code of Russia, money cannot be
an independent object for a trust, except
for the cases specified by law (art. 1013,
point 2, Civil Code of Russian Federation).
An alternative solution is in acquiring
shares and other equities, allowed by the

Shari’ah, in the name of the beneficiary.
As for the real estate as the base for waqf
property, in 2004 the State Duma (Russia’s
legislative body) passed amendments to the
Land Code, which transferred, free of
charge, land under the buildings and other
facilities used for religious and charity purposes to the religious organisations that
owned them. Those religious organisations
that do not own the buildings in which they
function will receive the land under them
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gratis for the entire period they continue
using the buildings. These amendments
were intended to favour the Russian Orthodox Church, but other faiths benefited from
them as well.
Therefore, from a legal point of view, there
are no problems with instituting waqfs in
Russia or, to be correct, institutions close
to waqfs. Neither were there such problems
in the previous legislation, which was more
vague about waqf property. However, this
study refers to the institutions close to waqf,
or so-called quasiwaqfs. Waqfs in their classical interpretation in the Muslim law cannot be set up in modern Russia – except for
the cash waqf mentioned by a Hanafi jurist,
Zufar ibn Hudhayl. When the status of all
parties to a waqf is not clear, it is hard to
guarantee that waqf will be used for the
purposes it was initially set up for and that
the rights and obligations of the parties will
be within the Shari’ah.
Those who propose using a trust agreement
(chapter 53 of the Civil Code) in order to
set up a waqf forget that a trust agreement
in contrast to a waqf is limited in time and
cannot be concluded for a period over five
years (art. 1016, point 2 of the Civil Code).
Moreover, current legislation does not envisage any mechanism of managing the trust
if it is managed by a citizen who is not a
businessman or by a non-commercial organisation (art. 1015, point 1 of the Civil
Code).
Naturally, this situation requires appropriate amendments to the legislation. Certainly
it would be naive to talk about introducing
provisions of Islamic law on waqf property
into Russian legislation. And the problem is
not even in the political complications. A
more serious obstacle lies in the loss of Islamic legal culture in Russia.

© Andrew Veretennikov, Dreamstime.com
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After analysing the recent experience of
reviving waqf property in the Republic of
Dagestan (federal subject of Russia), where
a few waqfs appeared here and there in
the early 1990s, Russian researcher V.
Bobrovnikov concluded that even this republic, which is arguably the most Islamic
among Russia’s republics, lacks the prereqIIBI 27
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uisites for further development of the waqf
system as it was known before the revolution. The most important reason is that the
institution of waqf lost its former social and
cultural meaning. Today, Muslim schools
and higher educational establishments in
Dagestan are mainly functioning on personal donations (sadaqah) and incomes derived from leasing out property and trade
rather than on waqf-created incomes. The
same is true of the Volga region where the
waqf culture was lost even earlier than in
Dagestan.
In view of the above, waqf today and tomorrow is a different phenomenon that has
little in common with the classical waqf of
the Islamic law. It seems that in the context
of the lost Islamic legal culture in Russia as
a whole (and Dagestan in particular), most
waqf-related issues will be regulated by
Russian legislation and adats, while Islamic
law will no longer affect this institution in
the old way.
Does all of the above mean that waqf in
contemporary Russia has no prospects? Not
at all. The author of this article believes that
Russia losing its waqf culture, which existed
before the revolution, is positive rather than
negative. Contemporary Tatar historians
often recall the experience of using waqfs
in the Volga region in mid-19th century.
However, the fact that a substantial part
of these waqfs functioned in violation of a
fundamental Islamic law on the prohibition
of usury is omitted. A large part of waqfs in
the Volga region were the results of usurious
operations. That means that Russian Muslims, instead of restoring waqfs that
are questionable from the point of view
of Shari’ah, have a chance to set up new
waqfs, capable of coping with the challenges
of the 21st century, one of which is the demand of Islamic SMEs for financing. The
process of creating new characteristics for
the waqf institute is inevitable. In contrast
to zakat, waqf is open to a wider interpretation within specific provisions of the Quran
and Sunnah on charity.
Since the problem of waqfs is mostly raised
by Muslim clerics and people associated
with them, waqf in modern Russia is usually
28 IIBI
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associated with religious waqfs, not the
philanthropic ones.
One of the leading contemporary waqf
specialists, Monzer Kahf, divides waqfs
into the following categories: philanthropic, religious (mosques, graves of the
religious leaders, gravestones etc.) and private. At the same time, a waqf in any of
the three groups can be direct or secondary. In the first case, waqfs directly perform their charitable, religious or social
role: e.g. a well transferred into waqf is
a free source of water for everybody. In
the case of the secondary waqf, material
objects or revenue from them are initially
invested in various spheres and only afterwards are the revenues from these investments donated for charity purposes. An
example of secondary waqf is cash waqf.
In modern Russia, direct waqfs are practically ignored while they are in fact an
example of non-targeted help to the impoverished. For example, a waqf in the
form of a public library, given the high
prices of books, may practically be the
only source for the poor to raise their social status by increasing their knowledge.
As is known, revenues from waqfs as well
as from zakat and sadaqah can be transferred gratis to those who are not capable
of providing for themselves (children, disabled etc.), as well as to those who are in
temporary need of resources, including resources for implementing specific projects.
And as for the waqfs that have their primary goal as receiving revenues, there is
no need to reinvent the wheel. The experience of Western states, where waqf and
quasiwaqf enterprises effectively function,
can be borrowed. The managing organisation, specialising in managing waqf property, plays the role of a collective
mutawalli.
Although the main goal of the Russian
Ummah lies in developing charity waqfs,
the philanthropic enterprises that want to
provide various services and not generate
revenue should not be left unnoticed. It is
hard to deny the importance for Muslim

people of a waqf in the form of a public library, where besides access to books the
visitors can enjoy free access to the internet, including access to scientific and other
articles on various aspects of Muslim faith.
The institute of waqf can prove to be effective in the sphere of helping Muslim migrants in Russia to adapt. It is common
knowledge that there are large numbers
of migrants from Central Asia working in
the country: according to some sources
between 500,000 and one million citizens
of Tajikistan temporarily live and work in
Russia. Most do not speak proper Russian,
do not know basic information about the
country, its laws etc. It is the migrants
from former Soviet republics who are most
actively involved in developing SMEs. Increasing their knowledge will undoubtedly
facilitate an increase in the effectiveness of
their businesses.
To help Muslims from other countries
adapt to the Russian environment it is necessary to set up a non-governmental centre, where migrants can study the Russian
language, Russian legislation, and even
master a new profession. It is even possible
to pay stipends to needy Muslim students
from the funds of this quasiwaqf. The centre can be set up either by one legal entity
or by a number of individuals.
The real support to SMEs belonging to
Muslims in Russia is provided by their
fellow believers. This way, given the high
rent prices for commercial real estate,
some owners or renters of the buildings
provide them gratis. Specifically, there are
known cases when publishers, specialising
in Islamic literature, were given offices to
sell books and other printed matters for
free. Moreover, these premises can be
used for an extended period of time. Statistics on this kind of activity are hard to
find since businessmen try not to make it
public.
In other words, help for SMEs does not
have to take the form of cash, but can also
be a substantial decrease in their expenses.
In this respect, information and consultancy services financed through a waqf
www.newhorizon-islamicbanking.com
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or quasiwaqf can also be priceless.
As for the financing of Muslim religious
boards and mosques, at present the most
effective sources of their financing in Russia
are sadaqah and partly zakat, not waqf.
Main conclusions
❏ Banks are not reliable partners for SMEs
in Russia. As a result of the global financial
crisis, many of them increased the interest
rates on loans, making businessmen unable
to service their debt.

❏ Help for SMEs does not necessarily
have to be expressed in cash, but can also
be given in the form of decreasing the expenses of these entities. In this respect,
free premises for business providing free
information or consultancy services, financed through waqf or quasiwaqf, can
be priceless.

ANALYSIS

The second part of our
perspectives of poverty
alleviation series will
focus on zakat, and will
appear in the next edition
of NewHorizon.

Mosque, St Petersburg, Russia

❏ Although the notion of waqf is absent in
the federal legislation, Russia has a real opportunity to create institutions close to waqf
(quasiwaqf).
❏ The fact that the waqf culture was
lost in modern Russia is positive, since a
large part of waqfs in pre-revolution times
in the Volga region were functioning with
violations of the Islamic law against usury.
❏ Raising the issue of returning the prerevolution waqfs to the Muslims is pointless, since most of legal papers on setting
up those waqfs have been lost.
❏ When there is no clear definition of
the status of all sides to the waqf agreement
in the federal legislation, it is hard
to guarantee that waqf will serve the purposes it is created for and that the rights
and responsibilities of the parties will not
violate the Shari’ah.
❏ Trust institutions, stipulated in the
Russian legislation, do not suit waqf principles for a number of reasons. Many functions of a charity waqf can be performed by
a charity fund, combining targeted help to
the impoverished and the needy with educational and art sponsoring activities.
❏ Nowadays in Russia waqf is mostly
perceived as religious waqf for Muslim
religious boards and mosques, whereas
the most effective waqf that does not
require any amendments to the current
legislation is the charity cash waqf that
can be used for wide-ranging support of
SMEs.
www.newhorizon-islamicbanking.com

© Nikolaev, Dreamstime.com

IIBI 29

NEWHORIZON October–December 2009

IIBI LECTURES

Promoting Islamic finance
July: Would Islamic finance
have prevented the global
financial crisis?
At the July lecture, Mohammed Amin
(right), UK head of Islamic finance at
PricewaterhouseCoopers LLP, raised the
question of whether Islamic finance would
have prevented the financial crisis of 2008.
The lecture was chaired by Iqbal Khan, CEO
of Fajr Capital plc and former founding CEO
of HSBC Amanah.
Amin began with a chart of Eurodollar
LIBOR (the rate prime banks pay to borrow from each other) from January 1999
to January 2009 compared with the yield
on US Treasury securities (see the diagram
below). They are regarded as risk free, so

LIBOR is always
above the Treasury
yield. The red line
shows the difference,
called the TED
spread. This was almost always below
one per cent, and for
much of the decade
was below 0.5 per
cent.
Amin pointed out
that the first spike to
almost 2.5 per cent
coincided with the run on Northern Rock in
the UK. The TED spread then stayed high
and volatile, peaking in September 2008
when Lehman Brothers collapsed in the US.
He showed IMF projections of global bank
losses for the period 2007/10 totalling $2.8
trillion, and reminded the audience of the

massive falls in share prices of
global banks such as Citigroup
and the Royal Bank of Scotland.
He explained the danger of a
downward spiral: losses reducing
banks’ capital, making them less
willing to lend, leading to customer bankruptcies resulting in
more bank losses. This danger
forced governments around the
world to support their banking
sectors.
In Amin’s view, the key cause
of the crisis was securitisation,
which led to US banks reducing the care
given to credit assessment of sub-prime
borrowers. These sub-prime mortgages
were then packaged along with much larger
amounts of regular mortgages into securities
such as collateralised debt obligations.
When borrowers began defaulting, there
was a very large fall in the market value of
the securities causing the huge bank losses
calculated by the IMF.

The US Treasuries/Eurodollar Libor (TED) spread
He then compared Islamic finance with conventional finance and explained that some
of the contracts used in the former, such as
mudarabah, share risk in very different ways
from the latter. This should make Islamic
banks more resilient to losses than conventional banks, since losses on assets are
shared by the holders of profit-sharing investment accounts.
Most fundamentally, Amin pointed out
the requirements in Islam for fair dealing,
and that in his view ‘caveat emptor’ (let
the buyer beware) had no place in Islamic
finance. Accordingly, Islamic financiers
should not provide finance to customers
when borrowing was clearly against the
customer’s best interests. Such ethical behaviour would have prevented the growth of
the sub-prime mortgage market, which was
the root cause of the global financial crisis.
PricewaterhouseCoopers LLP
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A more detailed article on this subject can
be found on p40.
www.newhorizon-islamicbanking.com
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August: Beyond the forms –
economic transactions and
the ideals of Islam
Despite the enormous growth of the Islamic
finance industry in the last three and half
decades, still the most popular structures
used by Islamic financial institutions (IFIs)
are murabaha (cost plus mark-up) and ijara
(leasing), which in economic terms are similar
to conventional secured loans and leasing
from the customers’ point of view. These
structures constitute around 80 per cent of
all global Shari’ah-compliant finance
transactions.
Ali Allawi, visiting fellow, Carr Centre, Kennedy
School of Government, Harvard University
and senior associate member, St. Antony's
College, Oxford, delved into the wider
paradigm and economic parameters which
must be in place to achieve the social benefits
of economic transactions as emphasised in
Islam. He also looked at whether existing
Islamic finance practices are leading to the
right direction. The lecture was chaired by M
Iqbal Asaria from Afkar Consulting Ltd.

The lecture began by looking at the historical developments in Muslim civilisations
and the loss of vitality that Allawi considered one of the most important props,
both economic and material, in any civilisation, and how it has impacted on the economic activities. Allawi referred to the
remarkable achievements of the early Muslim traders and merchants who promoted
long distance trade and commercial partnership over vast areas of land. These commercial relationships and economic transactions
were overlaid by a very sophisticated system
and detailed regulations and rulings. Justification of all kinds of transactions and their
legal and moral basis were rooted in the
Quranic and Prophetic tradition. According
to him, there was always a form and an
ideal that to a very large extent determined
the boundaries and limits of economic
transactions.
www.newhorizon-islamicbanking.com

Allawi then went on to discuss the phenomenon of globalisation and liberal capitalism.
Liberal capitalism is predicated on the individual, driven by self-interest (or greed) and
constrained only by law. The entire scaffolding of the modern capitalist era presumes
the individual as the irreducible actor. The
ideas of duty, charity, solidarity, and selfsufficiency do not sit well with the premise
that it is only through cultivating and channelling a ‘natural’ selfishness that economic
activity can be optimised or maximised. The
assumption is made that man by nature is
acquisitive and predatory, and that the function of a well-ordered economy is to channel these energies and drives into a socially
productive direction. This, of course, does
not square well with the idea that humans
can perfect (or at least aspire to perfect)
their qualities, and that a moral imperative
should underlie human action. Islam does
not deny the follies and greed of man but
these must always be tempered by a constant questioning of the purposes of human
action. Wealth-creation is a by-product of
moral action and not the purpose of man’s
work.
He mentioned that the latest onslaught on
the world-view of Islam, the spread of the
ethic of globalisation and the liberal economy, has created another battleground for
the loyalties of Muslims. The last twenty
years have seen a powerful push to universalise the ‘benefits’ of globalisation and the
liberal capitalist order. According to Allawi,
the push is championed not only by the
major western economic powers but also by
the international financial institutions that
frequently act as their proxies on the world
stage. They have had a significant impact on
the world of Muslims, and not only in negative ways. Privatisation, deregulation and
licensing of monopolies all played their
part in the shift of economic power from
a poorly managed and frequently corrupt
state sector to a better managed but predatory form of liberal capitalism. He stated
that this process further distanced the Muslim world from the possibility of regenerating the basis of an Islamic economic system
and order. In Allawi’s mind, Islamic banking
was the single most important step in the
last thirty to forty years in trying to realise
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the institutional basis of a new Islamic economic order. But for a variety of reasons it
has been shunted along a different track, a
track where the rules of transactions may be
obeyed in their narrow sense but their purpose and meaning is lost. He reflected the
opinion shared by some academics, scholars
and practitioners that in the demand for
being competitive, flexible and pragmatic,
certain parts are chosen that eliminate an
alternative route.
Allawi considered how far Muslims have
gone down the road in disconnecting with
the seeds of change and rejuvenation to
bring back the moral economy. He pointed
out that in reality, the order can only be reborn if certain fundamental reforms – in
August lecture

fact fundamental paradigm shifts – are undertaken. The main features of an Islamic
economy have been eroding for several centuries, so that most are merely religious vestiges of a long-forgotten past. The role of
zakat, for example, in the public finance of
Islamic states, or the structuring and formulation of economic and financial transactions in which the use of interest is simply
unimaginable, had been long superseded by
economic models that draw their outlines
from the conventional world of business
and banking. The weakening in the average
Muslim’s commitment to the idea of zakat
as fundamental to his or her identity as a
Muslim is mirrored by the loss of charitable
giving that lies at the heart of Islamic redistributive justice. It has become almost commonplace to bemoan the unwillingness of
the wealthy in the Muslim lands to share
their wealth through charitable acts and the
endowment of foundations. The Muslim
IIBI 31
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world’s wealthy are notorious for their private indulgences and excesses, and their
lack of any public spiritedness. There are
no major research foundations, universities,
hospitals or educational trusts that are
funded by large charitable donations. The
scale and scope of the philanthropic work
of the modern west – especially the US –
is inconceivable amongst the Muslim rich,
even though their individual fortunes also
run into the billions of dollars. But servicebased charitable work is an essential element of the Islamic economy, weaving,
as it were, religious obligations with a
strong sense of social justice and moral
responsibility.
He mentioned that it will be of course
impossible to reconstruct the basis of an
Islamic economy without tackling the
‘problem of interest’. The rise of the Islamic
banking movement was primarily driven by
the continuing public suspicions of interestbearing accounts and the work of commercial banks. It is thus doubly incongruous,
even disturbing, that after waiting for a
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long time to produce financial practices and
institutions that reflect the teachings of
Islam, the Islamic banking movement, which
was this very outcome, was in turn subverted to the purposes of finance capital.

nomic framework that reflect the ideals of
Islam. These ideals may provide some solutions for the future stability of the global
financial system and return to old truths
and values.

In Allawi’s view, ‘Islamising’ economic and
financial transactions in conventional institutional forms, such as banks and insurance
companies, will not lead to the revitalisation
of the Islamic economy nor significantly affect the well-being of Muslims around the
world. What is needed is a re-imagination of
the nature and purpose of economic transactions in Islam. From this process will evolve
the policies, institutions and enterprises that
could form the basis of an entirely new eco-

He concluded that a revitalisation of an
Islamic economy does not simply mean the
reinvention of ancient institutions and practices in a modern context. It will have to be
based on a fundamental rethinking of the
purposes and goals of individual and social
economic acts; and how these could be best
expressed outwardly in the form of new institutions, practices and habits of conduct
that reflect the ethical foundations that underlie all economic life.

The mission of the IIBI is to be a centre of excellence for professional education, training,
research and related activities, to build a wider knowledge base and deeper understanding
of the world of finance promoting the Islamic principles of equity, socio-economic justice
and inclusiveness. The Institute holds regular lectures on topical issues, delivered
by industry experts. For information on upcoming lectures and other events,
please visit the IIBI’s website:
www.islamic-banking.com

Managing Shari’ah Risk through Shari’ah Governance
The IIBI, in collaboration with the International Shari’ah Research Academy for Islamic Finance
(ISRA) and Thomson Reuters, conducted a one-day conference in London. The event,
sponsored by Westlaw Business, focused on managing Shari’ah risk through Shari’ah
governance.
Shari’ah compliance is the raison d’être of
Islamic financial institutions (IFIs), while
non-compliance is a significant and substantial risk for IFIs. If a product is found to be
non-compliant, it must be retracted from
the market and any profit earned on it must
be channelled to charity. Although Shari’ah
compliance risk is difficult to quantify exante, IFIs must explore ways to manage this
important risk as it might significantly damage their reputation and creditability.
The Islamic Financial Services Board (IFSB),
a Malaysia-based standard-setting body, de32 IIBI

fines Shari’ah governance as the structures
and processes adopted by IFIs to ensure
compliance with Shari’ah. Alternatively,
Shari’ah governance focuses on the roles
and functions of the Shari’ah boards in IFIs
to ensure the implementation of the Shari’ah
rules in product development and supervision of IFIs’ operations to fulfil the Shari’ah
objectives.
Currently, different IFIs adopt different
models of Shari’ah governance. Malaysia,
on the one hand, has a two-tier Shari’ah
governance system: one at the institutional

level and one at the National Shari’ah Advisory Council, which has the final say. This is
also referred to as the centralised Shari’ah
governance system. On the other hand,
most other jurisdictions practice a decentralised Shari’ah governance model with
Shari’ah governance being carried out at the
institutional level.
The aim of the workshop was, firstly, to
deliberate on Shari’ah risk (particularly in
fund management and structured products)
and, secondly, to elaborate on Shari’ah governance models practised in the market and
www.newhorizon-islamicbanking.com
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examine how effective these models are in
managing this risk.
After the welcome address by Dr Mohamad
Akram Laldin, executive director at ISRA,
Ahmad Hizzad, the director of Islamic banking and takaful department at Bank Negara
Malaysia (BNM, the central bank), delivered
the first keynote address, in which he shared
the experience of the Malaysian market and
BNM’s efforts to create an effective
Shari’ah governance framework. However, he pointed out that the soundness
of a Shari’ah governance structure lies
in the efficiency of the organisation as
a whole.

sues, and extra collateral funding costs,
greater operational requirements and governing law of the product documents.
ISRA’s Laldin presented the third session,
‘Shari’ah governance from scholars’ perspective’. He explained that Shari’ah governance requires an adequate framework with
defined roles and responsibilities of Shari’ah
advisors. He pointed out that at the moment
there are different approaches in Shari’ah

Professor Rifaat Ahmad Abdel Karim,
secretary general of the IFSB, was the
second keynote speaker. He discussed
the broader issues of Shari’ah governance and the important role played
by the IFSB in this regard.

www.newhorizon-islamicbanking.com

advisors need to be more dynamic and gain
as much exposure and experience as they
can, as well as ensure enhancement of their
knowledge and skills to effectively supervise
the activities of IFIs.
In the fourth session, Madzlan Mohamad
Hussain, senior project manager of the
IFSB, focused on the regulatory approach
to a Shari’ah governance system. He provided an insight into the exposure
draft of IFSB-10 – Guiding Principles
on Shari’ah Governance Systems for
IFIs. The four key attributes identified
by the IFSB for sound and effective
Shari’ah governance are competence,
independence, confidentiality and
consistency.
In the fifth and final session, Dr
Humayon Dar, CEO of BMB Islamic,
discussed the challenges of implementing Shari’ah governance. He
explained various approaches to regulating Shari’ah advisory services: one
is laissez faire in which there is no
government intervention in the provision of Shari’ah advisory services;
a second one is central regulation
where government regulates the Shari’ah advisory firms on a central level;
another one is a hybrid model where
IFIs must ensure Shari’ah compliance
on their own and report their efforts
to the central regulatory authority. He
commented that Shari’ah governance
is a national issue and not an international one; the regulators must play
an active role in ensuring Shari’ah
compliance, and the Shari’ah governance regime must be developed on
the national level.

The conference had five sessions followed by a panel discussion at the end.
The first session, ‘Shari’ah risk in
product development, processes and
operations: Islamic equity indices and
their use in Islamic fund management’,
was presented by Rushdi Siddiqui,
global head of Islamic finance at
Thomson Reuters. He discussed the
Shari’ah-related risks in Islamic index
construction, including applying the
screening criteria for business as well
as financial ratios, the role of Shari’ah
boards and the purification and zakat
calculations.
In the second session Mohamed Virani, vice president, Islamic structuring
of Société Générale, discussed the
Shari’ah risk in product development,
processes and operations in the context of
Islamic structured products which are instruments created for specified needs and to provide an alternative to direct investment. He
looked at structural, legal and documentation risks, as well as scholars’ non-consensus
and reputational risks in developing structured products. He also elaborated on the
constraints resulting from providing Shari’ah-compliant solutions, such as hedging is-
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decision-making, ranging from having a
full-time in-house Shari’ah advisor to a professional body of Shari’ah advisors. He
highlighted that a comprehensive Shari’ah
governance framework is vital for the development and growth of the Islamic finance
industry; continuous enhancement of the
current framework as well as advisory services is necessary and it requires the support
and co-operation of all Islamic finance industry stakeholders. Nowadays, Shari’ah

This was followed by a panel discussion,
titled ‘The road ahead for Shari’ah governance, regulation and Islamic capital
markets’, and a lively Q&A session. The
conference was attended by 120 participants and included representatives of financial regulators from Germany, France,
Italy and the UK, as well as Shari’ah scholars, legal practitioners, accountants, academics and post graduate students in
Islamic finance.
IIBI 33
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Structuring Innovative Islamic Financial Products
Mohammad Shafique, IIBI editor of NewHorizon and programme development co-ordinator,
presents a summary of the third annual three-day residential workshop organised by the Institute
and held at Clare College, University of Cambridge, UK.
There is increasingly recognition that there
must be an ethical and moral face to financial transactions. These voices are heard
from all corners, from financial industry regulators to veteran bankers to religious leaders. There is much said and written about
the recent financial crisis in the media,
nonetheless, the lack of a moral compass in
governance structures of conventional financial institutions is among the main causes
of the financial quandary we are in today.
Islamic finance is all about embedding moral
values in financial dealings. With its valueoriented system, Islamic finance stands apart
from conventional financing, providing a
viable alternative.
Against this backdrop, the IIBI held a threeday residential workshop in Cambridge,
the historic University town in the UK, on
structuring innovative Islamic financial
products. The event was supported by Path
Solutions, a core banking system provider
for the Islamic finance industry. The workshop was aimed at increasing the participants understanding of the products and
services offered within the model of conventional finance, and was attended by participants who came from Argentina, France,
Lebanon, Saudi Arabia, Trinidad and Tobago, Tanzania, the US and the UK. With
the help of practical examples, the workshop also provided an opportunity to learn
how to structure innovative Islamic financial
products and reconcile Islamic and conventional legal and compliance requirements.
The workshop was run by Dr Humayon
Dar, chief executive of BMB. He was assisted by: Richard T de Belder, partner at
Denton Wilde Sapte, an international law
firm; Ms Haliza Abd Rahim, head of project
management at BMB Islamic; Jasani Abdul34 IIBI

lah, chief executive officer of Hong Leong
Islamic Bank, Malaysia; Dr Asyraf Wajdi
Dato’ Dusuki, head of research affairs at the
International Shari’ah Research Academy
for Islamic Finance (ISRA), Malaysia; and
Muhammad Ismail, financial controller at
Sony Europe.
After the introduction, Dr Dar discussed
some of the essential elements of structuring
Shari’ah-compliant products. These include
deep knowledge of Shari’ah, insight into developments in the financial markets and
clear understanding of the customers’ needs.
In the next session, Jasani Abdullah explained the idea of product innovation and
compliance in Islamic finance and shared
the experience of the Malaysian market, and
how basic structures of ijara, murabaha,
mudarabah and istisna have been innovatively used in various products. Innovation
is referred to as introducing something new
or an act of starting something for the first
time. In the Islamic finance context, questions arise from the adaptation of financial
products from a conventional structure as to
whether those converted products can be
considered as innovative efforts or otherwise. He stated that one may say that the
structuring of a conventional product to
comply with Shari’ah standards is something new and if such a structure is a first of
its kind, thus it can be accepted as innovation. Conversely, some may view that a
product can only be considered innovative
when it is derived from an Islamic concept
without similar conventional structure before it. However, every innovative product
must comply with Shari’ah principles and
the national legal framework, should meet
customers’ needs and must be commercially
viable.

Abdullah mentioned that the innovative
use of murabaha includes, but is not limited
to, syndicated murabaha financing and
sukuk murabaha. It is also used for bridge
financing, treasury and liquidity management and offering a fixed return to depositors. He also discussed the hybrid structures
which are a combination of murabaha, lease
and other contracts with the example of the
Air Asia Bank Guarantee Sukuk. He referred to the PLSA Sukuk and MPG Sukuk
Mudarabah as examples of innovative applications of mudarabah and musharakah
structures. He pointed out that risk management is the key to success in offering innovative products, whether it is credit risk,
Shari’ah compliance or operational risk, and
in case of Islamic finance, due to the small
size of the industry, reputational risk is very
high. Then he discussed the credit crunch
and its impact on Islamic product development. As Islamic finance industry players do
not as yet have access to diverse asset classes
for their asset and liquidity management as
compared to their conventional counterparts, innovation of products is therefore
very important for creating more Shari’ahcompliant instruments and products and to
avoid the concentration of assets in one
area.
In the following session, Ms Rahim went on
to discuss the key issues in the documentation required for Islamic financial products.
She mentioned that broadly there are two
types of Islamic financial products, retail
and investment, and documentation of
products should reflect the legal structure as
well as their operational mechanism and the
resulting tax and regulatory requirements.
With the help of practical examples such as
a profit rate swap and a euro medium term
note (EMTN) structure, she elaborated variwww.newhorizon-islamicbanking.com
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Cambridge workshop

ous practical issues which needed to be
taken care of in the documentation applicable for Islamic financial products.
Then, Ismail provided an overview of
sukuk and its applications. He pointed out
that though sukuk share some financial
characteristics with conventional bonds,
these may be debt or equity instruments
based on the underlying contract. Sukuk
holders have proportional ownership of assets of the underlying project, but this is not
the case in conventional bonds where bond
holders own cash flow only. The proceeds
of sukuk issuance are invested in Shari’ahcompliant businesses and the maturity of
sukuk corresponds to an underlying project; returns for sukuk holders are linked to
actual profit earned from the underlying
project (which includes the risk of loss),
while in conventional bonds the returns are
linked to interest rates. These features of
sukuk make them closer to conventional
bank securitisation than to conventional
bonds. He explained that securitisation is a
financial process which involves pooling
and repackaging of cash flow producing financial assets into securities that are then
36 IIBI

sold to investors. In Islamic finance, this
process is achieved through ‘taskeek’ – the
process of issuing sukuk which are certificates that represent ownership of the asset
pool. In this way, the owner of incomeproducing assets, for example, commercial properties that produce rental income,
can package and sell them to a special
purpose vehicle (SPV), which in turn
re-sells these assets to investors. Periodically, income from the asset is distributed
to the sukuk holders and at the end of the
term, the asset is re-sold to get back the
initial investment of investors.
Ismail stated that the size and coverage
of the issues to date means that there is
huge potential for growth of the sukuk
market. Although most of the sukuk issues have been done by governments or
government-backed entities, there is more
potential for multi-national companies to
enter the market and diversify their
sources of funding. The increase in size
and depth of the sukuk market will also
benefit the Islamic finance industry by
providing a secondary market for liquidity
management.

In the ensuing session, de Belder presented
some case studies of recent sukuk deals
which included Tamweel, Sun Finance
(Sorouh), Aldar, Purple Island and Tabreed
Sukuk. The $210 million Tamweel Sukuk
is considered to be a ‘true’ sukuk, involving securitisation of the properties and
leases, but which involved special operational issues relating to the dual SPV structure and issues of relating to UAE law. He
discussed the legal and Shari’ah compliance issues which existed in the Sun Finance (Sorouh) Sukuk – an Abu Dhabi
based issue, in which property sale formed
the basis of the mudarabah assets. He also
commented on an AAOIFI statement
which looked at purchase undertaking in
mudarabah or musharakah sukuk. He discussed sukuk which are issued with warrants attached, where these sukuk are
issued at a discount and the sukuk holders
have the option to exchange sukuk with
company shares. He also highlighted the
difference between asset-based and assetbacked sukuk. If the returns to sukuk
holders are dependent purely on the performance of the underlying project, then
this is termed as asset-backed, and if the
obligor gives an undertaking to cover the
shortfall in the profit to match the required
return to sukuk holders, then it is assetbased. The majority of sukuk issued so far
are asset-based.
In the next session, Dr Dusuki elaborated
on the Shari’ah considerations in sukuk
structuring and also discussed the recent
controversies in sukuk after an AAOIFI
statement in 2008 (NewHorizon, October–December 2008). He stated that the
AAOIFI guidelines on sukuk primarily
focused on two points; tradability and
redemption at maturity. Trading of sukuk
that represent common ownership of tangible assets, usufructs or services is allowed.
This is not considered bai al-dayn (trading
of debt) because the sukuk are backed by
ownership of a real, tangible asset and do
not represent pure indebtedness in the
form of monetary receivables. Then he
looked at the use of hybrid structures, such
as ijara and istisna, in some sukuk deals
where the debt element becomes an overwhelming part of the sukuk transaction in
www.newhorizon-islamicbanking.com
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the beginning and its implications on the
trading of sukuk. He commented that the
AAOIFI statement on sukuk, which was
misreported by some in the mainstream
media, emphasised that the tradable sukuk
must represent ownership of the underlying project/asset and must not represent
receivable or debt except incidental to the
physical asset. In equity-based sukuk, no
liquidity facility should be provided by
the manager of the sukuk, whether the
manager acts as mudarib (investment
manager), sharik (partner), or wakil
(agent) for investment. However, building
a reserve is allowed. In such sukuk, a purchase undertaking should not be at par,
but it should represent market or fair
value. The AAOIFI statement allowed a
purchase undertaking in the case of ijara
sukuk, and widened the scope of Shari’ah
scholars from the mere approval of sukuk
structures to ongoing supervision, and encouraging the sukuk issuers to use equity
based structures.

between premiums bonds in the UK and
sukuk al-wataniyya and also highlighted
commercial and Shari’ah related issues in
such structures. Afterwards, he discussed
Shari’ah-compliant options contracts. An
option is a contract that gives its holder a
right to buy or sell an asset at a future date
or in a certain period for a specified price.
However, it is not ‘maal’ (a valuable asset
according to Shari’ah principles). Therefore, it is not permissible to buy and sell
an option for a price. He explained a call
option contract that gives the holder the
right to buy a certain quantity of an underlying security from the writer of the option, at a specific price (the strike price) at
or up to specified date (the expiration
date). Then, he discussed whether it involves gharar (excessive uncertainty), gambling or riba (interest) and looked at the
use of arboun as a call option. He went on
to discuss a put option which gives the
holder a right to sell a certain quantity of
an underlying security to the writer of the
option, at a specific price (the strike price)

In the following session, taxation of sukuk
from the UK perspective was discussed.
The UK Government has progressively
incorporated changes in the UK Tax Law
since 2003 with particular changes relating
to sukuk in the 2007 Finance Act. These
changes will bring taxation of sukuk,
subject to compliance with certain conditions, in line with conventional interestbearing debt, and will also address the
capital gains and capital allowances issues
in such transactions.
Then, Dr Dar explained the innovations
in Islamic depository/savings schemes with
an example of sukuk al-wataniyya, which
is a savings product offered by the National Bonds Corporation (NCB) in the
UAE and structured on mudarabah basis.
Sukuk holders are investors (arbab-almaal) while NCB acts as mudarib. NCB
invests proceeds from the sale of sukuk in
Shari’ah-compliant assets and the return
from such investments is shared in agreed
ratio between the investors and NCB.
However, NCB distributes the share of its
profits among the sukuk holders, which is
done normally by prize draws, on a regular basis. He then looked at the parallels
www.newhorizon-islamicbanking.com
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at or up to a specified date (the expiration
date) and elaborated on a few structures
using wa’ad (promise) which may replicate
the economic effects of conventional put
options. He stated that unbundled options
cannot be traded. However, options bundled with other assets can be traded.
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Dr Dar then provided an overview of financial swap contracts. There are various types
of swap contracts such as currency swaps,
commodity swaps and interest rate swaps.
He mentioned that as long as a Shari’ahcompliant asset is being traded against
another Shari’ah-compliant asset in a Shari’ah-compliant way, swapping is permissible.
Then he explained a Shari’ah-compliant
swap contract which was developed using
wa’ad and another one using commodity
murabaha.
In the next session, Dr Dar explained Shari’ah-compliant hedge funds (SCHFs) and related issues. Hedge funds provide ‘top-end
of the market’ investment opportunities and
are typically invested in by wealthy individuals/institutions. Rules and regulations governing (other) mutual funds do not apply to
hedge funds, enabling them to pursue aggressive investment goals. Investors in hedge
funds pay a management fee and hedge
fund managers also collect a percentage of
the profits (usually 20 per cent). Hedge
fund managers pursue various strategies
to achieve their investment goals including
but not limited to long/short selling and
leveraging. However, statistics indicate that
long/short funds represent the largest
universe of current hedge funds (in the
region of 30 per cent). He pointed out that
leveraging does not pose a Shari’ah concern
as long as it is obtained through a Shari’ahcompliant debt mechanism. As such, it is
more of a financial/economic decision.
Nevertheless, conventional techniques of
selling short are not allowed by Shari’ah.
Shorting (or selling short) means borrowing
stock and selling it with the expectation that
its price will fall and then buying the same
stock from the market at lower price. This
process gives rise to a range of problems Islamically. The principal attempts to reproduce pay-offs of conventional shorting for
SCHFs are based on using salam and arboun contracts. However, both of the above
contracts are not accepted by the majority
of Shari’ah scholars and this implies restricted marketability. Another key issue in
SCHFs is liquidity management. While conventional hedge funds have a wide array of
instruments for liquidity management, this
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is not the case for SCHFs and therefore, it
is a key area of concern for SCHFs. Dr
Dar shared with the participants information contributed by Sheikh Yusuf Talal
DeLorenzo, chief Shari’ah officer at Shari’ah Capital, on the workings, performance and transparency of the DSAM Al
Kauthar Funds.
In the final session, there was group discussion on innovation and product development. As the Islamic finance industry is
still relatively small, in order to meet the
customers’ needs and maintain the pace
of development, it has to widen the product range. Though some products may
have similar economic effects as their
conventional counterparts, Islamic finance practitioners should focus their at-
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tention and exert their energies on developing new products which are Shari’ahcompliant in ‘substance’ as well as in
‘form’. Such products will bring much required credibility to Islamic finance and
pave the way for its growth in the mainstream financial industry.
Iqbal Khan, CEO of Fajr Capital and
former founding CEO of HSBC Amanah,
and Dr Mohamad Akram Laldin, executive director at ISRA, shared their views
with the participants. They highlighted
the industry challenges, especially the
dearth of well trained practitioners who
must not only have competence to develop products, but also believe in the Islamic finance industry and be fully
committed to it.

The workshop ended with the award of
a ‘Certificate of Attendance’ by Dr Laldin
and a Cambridge University souvenir by
Khan to all participants.

The fourth IIBI three-day residential
workshop at Cambridge University
will be held on 30th July to 1st August,
2010. For further details, please contact
the IIBI. Contact details can be found
on p4 or in the ‘Contact us’ section
on the website.

Diary of events endorsed by the IIBI
October

Dubai

12–14: World Islamic Retail Banking 2009,
Dubai
Conference to seek what lessons can be
learnt from the economic ‘meltdown’, and
how resilient Islamic banks have been during the current crisis, as well as to focus on
Islamic banking and finance as an alternative model to the conventional industry.
Contact: Anthony Permal
Tel: +971 4 609 1581
Email: anthony.permal@fleminggulf.com
www.fleminggulf.com

November
3: 4th World Islamic Infrastructure Finance
Conference (WIIFC), Doha
Conference to strengthen the role Islamic
project finance can play in meeting massive
infrastructure investment needs – which is
seen as key to revitalising growth.
Contact: Naomi Njoroge
Tel: +971 4 343 1200
Email: naomi@megaevents.net
www.megaevents.net
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December
6–8: 16th World Islamic Banking
Conference, Bahrain
Conference to discuss the key issues, developments and challenges of Islamic banking
and finance worldwide. The event boasts
strategic partnerships with central banks
and regulators.
Contact: Naomi Njoroge
Tel: +971 4 343 1200
Email: naomi@megaevents.net
www.megaevents.net

Bahrain

February 2010
7–8: 6th Middle East Insurance Forum,
Bahrain
Forum to engage the key issues shaping the
future of the regional Islamic and conventional insurance, including innovation and
development, as well as achieving international best practice and standards.
Contact: Naomi Njoroge
Tel: +971 4 343 1200
Email: naomi@megaevents.net
www.megaevents.net
www.newhorizon-islamicbanking.com
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Would Islamic finance have prevented
the global financial crisis?
Mohammed Amin, UK head of Islamic finance at PricewaterhouseCoopers LLP, addresses a
question often asked by Islamic finance practitioners.
Based on Amin’s presentation at the IIBI’s
monthly lecture, London, July 2009.
2008 saw the most severe crisis in the
global financial system since the Great Depression of the 1930s. At conferences on
Islamic finance one question occurs repeatedly: ‘Would it have happened with
Islamic finance?’
To address this question systematically,
one needs to consider the following:
❏ What exactly is the global financial
crisis?
❏ What caused it?
❏ How does Islamic finance differ from
conventional finance?
❏ Would the differences between Islamic
finance and conventional finance have
averted the crisis?
These are complex issues and this short
article can only provide signposts for further study.
What is the global financial crisis?
Diagram 1 shows the difference between
Eurodollar LIBOR (the London Interbank
Offered Rate at which prime banks lend
to each other) and the yield on US Treasury securities. As the US government
can print dollars and has never defaulted,
its dollar-denominated liabilities are
regarded as risk-free, so LIBOR always
exceeds the Treasuries’ yield. The spread
between them (called the TED spread)
has typically been under one per cent, and
for most of the last decade was under 0.5
per cent. However it spiked in mid-2007
40 IIBI

to nearly 2.5 per cent, remained volatile
and in late 2008 soared to over 4.5 per
cent. What was happening?
Newspapers report that in mid-2007 UK
bank, Northern Rock, became unable
to fund its operations in the interbank
money market. Liquidity had disappeared,
evidenced by the almost instantaneous
rise in the TED spread to levels unprecedented in recent memory. The historical
phrase ‘credit crunch’ reappeared; an
environment where even creditworthy
borrowers are simply unable to access
funds. In the UK, the US and elsewhere,
central banks had to supply a huge
amount of liquidity to the interbank
money market, but with limited impact
as can be seen from the TED spread chart.
In September 2008, Lehman Brothers
collapsed in the largest bankruptcy, by
size of assets ever.
Diagram 2 shows the International Monetary Fund's projections for the period
2007/10 of bank writedowns on assets by
region. The US write-down of 8.8 per cent
of total assets is enough to wipe out almost all the capital of the US banking system. It is therefore no surprise to see the
massive falls in bank share prices illustrated in Diagram 3.
Governments have been forced to support
their banking sectors with capital injections. Otherwise their economies faced
a perpetual downward spiral: losses
reducing banks’ capital, making them
less willing to lend, leading to customer
bankruptcies resulting in more bank
losses.

What caused the crisis?
A number of different factors came together
in what has been called ‘a perfect storm’.
a) US sub-prime mortgages
This is a mortgage loan to a borrower with
flaws in his or her credit rating, such as a
previous bankruptcy. Normally such borrowers need additional collateral for loans
and face higher interest rates.
However, several years of strongly rising
house prices caused lenders to relax their
lending criteria. Loan-to-value ratios rose
and low starter-interest rates were introduced (typically for the first two years of
the mortgage) to be recouped by higher
interest rates for the remaining 28 years
of the typical 30 year US mortgage. In
many cases the borrowers knew that
they could not afford the monthly payments after the initial two-year low interest
period expired; they were relying on rising
house prices to enable a profit on sale or
refinancing.
However, US house prices started to fall.
Faced with negative equity many US householders simply walked away from their
properties. Unlike the UK, in many US
states residential mortgages are non-recourse, with no personal liability for the
borrower. The mortgage default rates on
these sub-prime mortgages were much
higher than predicted by the lenders’ credit
models. These models were based upon
the historical behaviour of prime borrowers, not sub-prime borrowers who behaved
differently.
www.newhorizon-islamicbanking.com
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b) Securitisation
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Diagram 1
The US Treasuries/Eurodollar Libor (TED) spread

Over the years, the US mortgage market had
moved away from a ‘lend and collect’ model
(the bank lends on a mortgage and collect it
back over 30 years) to an ‘originate to sell’
model (the bank makes a mortgage loan in
order to sell it on.) Originating loans and
selling them on means that banks make
profits from lending as much as possible,
provided that the loans can be sold on; once
the loan has been sold the bank is relatively
indifferent to its collectibility.
c) Complex securitisation structures
As well as securitising original loans, investment bankers developed more complex
structures such as CDO2 (collateralised
debt obligations squared) illustrated on
Diagram 4.
Here CDO securities created by Bank 1
and Bank 2 selling their customer loans are
purchased by Special Purpose Entity (SPE) 3
which pays for them by issuing CDO securities to investors. As these are CDOs based
on other CDOs, they are called CDO2.
The challenge with such complex structures
is that it becomes almost impossible to accurately project likely defaults on the original
customer loans to the likely defaults on the
securities issued by SPE 3. In many cases,
complex CDO structures involved some
sub-prime mortgages being blended with
prime mortgages to boost the yield of the
overall package of assets. Accordingly, once
defaults started happening in the relatively
small sub-prime market, that led to a collapse in the market value of a much larger
amount of CDOs.
d) Credit derivatives
Under a credit default swap contract (CDS)
as shown in Diagram 5, the seller is paid a
regular amount each year by the buyer of
the CDS. If a credit event occurs in relation
to the underlying asset which is referenced
by the CDS, the seller pays the buyer for the
fall in value of the reference asset. However,
the buyer does not need to own the reference asset; in that case the CDS buyer is
www.newhorizon-islamicbanking.com
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Diagram 2
IMF Global Financial Stability
Report April 2009 estimated bank
writedowns 2007–2010
Writedowns
on assets

$US
billion

% of total
assets

US banks

1049

8.8

UK banks

316

5.0

European
banks ex UK

1109

4.6

Asian banks

337

3.5

Total

2810

5.4
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Diagram 3
Falls in bank share prices
1 or 2
Lowest
Jan
price
2007

Date

Citigroup

$56.28

$0.97

Bank of
America

$54.18

$2.53 16/2/2009

Royal
Bank of 582.51p
Scotland

10.3p 20/1/2009

Lloyds
TSB

577.35p

42p

2/3/2009

6/3/2009

PricewaterhouseCoopers LLP
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Diagram 4
CDO squared

simply speculating that the reference asset
will fall into default.
Until a credit event occurs, the seller of the
CDS receives cash each year. Accordingly, to
assess its profits, it needs to assess an actuarial liability for the likelihood of paying
out under the CDS. If it underestimates the
CDS payout risk, it will erroneously report
profits each year. Some very large CDS
sellers did report large profits, only to find
that as credit market conditions changed
they faced losses on their CDS contracts
large enough to bankrupt them. Accordingly, the US government had to inject capital into the largest US insurance company,
American International Group, to save it
from bankruptcy.

PricewaterhouseCoopers LLP

Diagram 5
Insurance companies selling credit default swaps (CDS)

The existence of CDS contracts also changes
the incentives that apply in the capital markets. A CDS purchaser may be in a position
to directly influence the solvency of the underlying borrower of the reference asset. For
example, the CDS may be over bonds issued
by a bank. If the CDS buyer can force the
borrowing bank into distress (which can
lead to counterparties becoming reluctant to
deal with it) the buyer will make profits
from the resulting default due to its ownership of the CDS contracts.
e) General over-leveraging

PricewaterhouseCoopers LLP

Diagram 6
Introduction to Islamic finance

The economies of the UK and US had not
suffered a serious recession for many years.
In these benign business conditions, companies had gradually increased their gearing,
as interest on debt is tax deductible whereas
dividends on share capital are not tax deductible. The high gearing was particularly
striking in companies owned by private equity firms, which were typically very highly
leveraged. If economic conditions worsened,
such firms would risk insolvency.
All of the above factors came together in the
crisis.
How does Islamic finance differ?

PricewaterhouseCoopers LLP
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As illustrated in Diagram 6, Islamic finance
is a strict subset of conventional finance.
Everything done in Islamic finance can be
www.newhorizon-islamicbanking.com
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done using conventional contracts; the
conventional contracting parties need not
care whether their contracts are Shari’ahcompliant. Conversely, there are many
contracts used in conventional finance
which cannot be used in Islamic finance.
Most practitioners consider that Islamic
finance prohibits:

ACADEMIC ARTICLE

Diagram 7
Mudarabah sukuk – risk-sharing economics

❏ contracts with excessive levels of
complexity or uncertainty (gharar);
❏ trading of debts at amounts different
from face value;
❏ short selling;
❏ most derivatives including CDS.
Some of the contracts used in Islamic
finance have similar economic characteristics to conventional contracts. For example, the customer in a murabaha contract
or an ijara contract makes predetermined
cash payments, which can be identical in
amount and timing to those a conventional customer might pay under an interest-bearing loan or under a conventional
leasing contract.
However, other contracts used in Islamic
finance have economic characteristics
which differ from the contracts commonly
used in conventional finance. For example, in a mudarabah contract, losses are
born exclusively by the rab-al-maal (the
capital provider) and not by the mudarib
(the entrepreneur or business manager.)
Diagram 7 shows a sukuk structure where
the originator, XYZ Trading Company,
does not make any payment to the sukuk
investors (directly or indirectly) if the
business being conducted with the funds
raised fails to generate sufficient profits.
This is quite different from a conventional
bond.

PricewaterhouseCoopers LLP

Diagram 8
Conventional bank balance sheet

PricewaterhouseCoopers LLP

Diagram 9
Islamic bank balance sheet

There are three main reasons why Islamic
finance would have been less likely to result in the global financial crisis.
a) Prohibited contracts
Certain contracts are simply prohibited in
Islamic finance. The prohibition of gharar
and of selling things not owned precludes
complex contracts such as CDO2 and
www.newhorizon-islamicbanking.com
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CDS. Accordingly, many of the contracts
that have led to the greatest difficulties
would never have been used.
b) Different risk sharing
The Islamic financial system distributes
risk differently from conventional finance. While the same aggregate business
losses may arise, their different distribution makes the system less likely to ‘seize
up’ or result in corporate bankruptcies.
For example, with a conventional bank,
as in Diagram 8, liabilities are repayable
in full so losses fall exclusively on the
banks equity. Accordingly, even a relatively small asset default rate can seriously impair the banks equity and its
ability to lend. Conversely, the Islamic
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bank in Diagram 9 shares losses with
the holders of profit-sharing investment
accounts. As the equity of the banking
system does not bear all of the losses,
its ability to continue to lend is less impaired than in the conventional finance
scenario.
Similarly, the issuer of a sukuk based on
a mudarabah contract, as in Diagram 7,
is less exposed to corporate bankruptcy
if the business faces a temporary decline
than is the issuer of a conventional bond.
c) Requirement for ethical conduct
There are some prescribed situations, such
as UK financial services companies dealing with retail customers, where the institution is required to treat customers fairly.

Absent at such special cases, the underlying model of conventional finance is
‘caveat emptor’ (let the buyer beware).
However Islam imposes on its adherents
a requirement for ethical conduct at all
times. Accordingly an Islamic bank should
not ‘lend’ money to customers if such
‘borrowing’ is not in their best interests.
This would for example apply to the
provision of Shari’ah-compliant housing
finance to sub-prime borrowers who could
not afford the cost once any low-cost introductory period had elapsed.
This overarching requirement for ethical
conduct may be the most powerful reason
why an Islamic financial system is less
likely to repeat the global financial crisis,
as it protects against some of the behaviours that led to the crisis.
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RATINGS & INDICES

Islamic financial institutions and instruments
Below is a monthly list of the latest long and short-term credit ratings for
each Islamic financial institution and financial instruments monitored by Capital
Intelligence (CI), an international credit rating agency. Detailed information
on rating processes and definitions can be found on the CI’s website
www.ciratings.com
CURRENT RATING
14 September 2009

FOREIGN CURRENCY

OUTLOOK
FINANCIAL
STRENGTH

SUPPORT

SINCE

LONG
TERM

SHORT
TERM

A

A2

A

2

Stable

BB+

A3

BB

2

Stable

Stable

Aug-2009

A+

A1

A+

2

Stable

Stable

Aug-2009

Bahrain Islamic Bank

BBB

A3

BBB

3

Stable

Bank Islam Malaysia

BBB-

A3

BB+

2

Stable

Stable

Dec-2008

Gulf Finance House

ISLAMIC BANKS
Abu Dhabi Islamic Bank
Al Baraka Islamic Bank (Bahrain)
Al Rajhi Banking & Investment Corp

FC

FSR
Jun-2007

Sep-2007

BBB+

A2

BBB+

4

Stable

Stable

Oct-2008

Jordan Islamic Bank for Finance & Investment

BB

B

BBB-

3

Stable

Stable

Dec-2008

Kuwait Finance House

A+

A1

A+

2

Stable

Stable

Jul-2008

Stable

Jun-2009

Qatar International Islamic Bank

BBB+

A2

BBB+

2

Stable

Qatar Islamic Bank

A

A2

A

2

Stable

Sharjah Islamic Bank

A-

A2

BBB+

2

Stable

Stable

Jul-2009
Dec-2008

Jun-2009

Shamil Bank of Bahrain

BBB

A3

BBB

3

Stable

Stable

The National Commercial Bank

AA-

A1+

AA-

1

Stable

Stable

Jul-2009

B

B

BB-

3

Stable

Stable

Dec-2008

Tadhamon International Islamic Bank

FINANCIAL INSTITUTIONS

OUTLOOK

SINCE

Stable

Feb-2008

CORPORATE RATING
LONG

TERM

SHORT TERM

Al Tawfeek Company for Investment Funds Ltd (Bahrain)

BBB

A2

CAPIVEST BSC (Bahrain)

BB+

A3

Stable

Dec-2008

Osoul Investment Co (Kuwait)

BB-

B

Negative

Dec-2008

Qatar Finance House (Qatar)

BB-

B

Negative

Jul-2009

OUTLOOK

SINCE

A-

Stable

Oct-2008

BBB

Stable

Jul-2008

BBB+

Negative

Mar-2009

FINANCIAL INSTRUMENTS

SUKUK RATING
LONG

Commercial Real Estate Sukuk Company
KCMCC Sukuk Company (Kuwait)
NIG Sukuk Ltd

TERM

SHORT TERM

All rates are reviewed on a regular basis
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Shari’ah and legal issues of
musharakah mutanaqisah
Adam Ng Boon Ka, law graduate from the University of Oxford and PhD candidate at the
International Centre for Education in Islamic Finance, Malaysia, takes a close look at this type
of financing.
Deemed as a better alternative to bay
bithaman ajil (BBA – sale of goods on a deferred payment basis) a study on the issues
of musharakah mutanaqisah (MM) is timely
for a more equity-oriented and Islamic universal banking philosophy. Some may view
diversification of product space to fulfil the
expectation of Shari’ah compliance as driving factors behind the offering of MM.
However, one seldom comes across roses
without thorns. And, the worrisome thorn
in the side of Islamic finance is the limited
use of MM, notwithstanding its appeal as a
Shari’ah-based innovation.

ferred to him. The ijara structure may be
embedded in the MM structure to facilitate
a continuous repayment term based on an
agreed schedule and the purchase of the
bank’s shareholding. For completed properties, a normal lease will be used, whereas
for under-construction properties, a forward lease shall take place. The diagram
below depicts the processes of MM.

MM can be financially engineered to have
an amalgam of economic effects. It can
be either financing or partnership equity
participation, or both. In the books of most
banks, MM is treated as financing where it
is classified under musharakah financing
and not truly recognised as investment.
Hence, banks take the function of a pure
financier without any underlying economic

Drawing lessons from the BBA conundrum
as a result of the Malaysian High Court’s
prohibitive judgment in July 2008 (which
has been reversed by the Appellate Court in
2009) and rejection by the Middle East,
there is a need to mitigate Shari’ah and legal
risks for future Islamic financial products.
The Shari’ah and legal issues may be deciphered by examining the legal documentations of various banks, such as Kuwait
Finance House (KFH), Maybank Islamic,
RHB Islamic and Citibank, offering MM in
Malaysia. At the outset, these documentations may not be fully reflective of the true
event, although credit should be given to
some well-drafted clauses in tandem with
the Shari’ah (e.g. ‘no payment of interest’)
and overall compliance with Shari’ah requirements.
MM is a diminishing partnership, whereby
one of the partners promises to purchase the
equity share of the other partner until the
ownership of the equity is completely trans46 IIBI
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interest as an equity holder (partner).
From a fiqh viewpoint, emphasis should be
given to the essence and objective (maqasid)
of the transaction, not the words or the
form (Ibn Qayyim Al-Jawziyya, famous
Islamic jurist and scholar of the 14th century). Based on the principle of consistency
for financial engineering devised by a modern Islamic finance specialist, Dr Sami AlSuwailem, the form and substance of
Islamic products must be consistent with
each other. Nevertheless, the form of partnership here does not serve the substance
of financing.
As an unequal playing field will be created,
effect is given to the form over substance for
public interest (maslahah) by taking into account extenuating circumstances (rukhsah).
Here, an economic benefit shapes the legal
landscape, and not vice versa. The financier
may still take the role of equity partner in
addition to financier depending on the variety of economic purpose and types of financing products.

property being partially refinanced, and
not the entire portion.
Ownership
As a partner in the ownership of the property, the financier shares the responsibility
and risks arising from the said property. In
an ijara relationship, the owner (lessor)
has to bear the cost of basic and structural
maintenance while the occupying party
(customer/lessee) shall bear the routine
and operational maintenance of the property. Nonetheless, since the customer’s
ultimate objective of engaging in the transactions is to own an asset, and not merely
to rent it for a certain period of time, it
has been arguably accepted that the customer should bear all the costs, particularly when the customer is acknowledged
as the sole legal owner in the document of
title (except in the case of KFH where
trust deed is used). The validity of MM
may also be disputed in respect of the leasing of property by the partnership to one
of its partners.

Two agreements in one
Given the Shari’ah prohibition of the combination of two agreements in one transaction that are made conditional upon each
other, it is still permissible for the contracting parties to combine the two contracts of
musharakah and ijara into one document
as long as both were concluded separately
and do not overlap.
In regard to the issue of refinancing in MM,
it is akin to having a new partner in a new
partnership in the same venture/asset, albeit
with different value. The previous MM financing must be terminated for the new
MM refinancing to take place; otherwise,
there will be two contracts in one contract.
Thus, there will be a discharge of charge by
the originating bank, as part of the legal requirements in Malaysia.
Based on a sample MM refinancing agreement which involved a partial refinancing,
the charge is on the entire property despite
the partial refinancing not indicating the
market price of the entire property. Rightfully, the charge should be on a slice of
www.newhorizon-islamicbanking.com

Perusal of a sample MM co-ownership
agreement (a clause on payment of taxes
and outgoings) indicates that ‘the customer shall pay 100 per cent of the
amount of all taxes due in relation to or
associated with the property, notwithstanding the customer being the partial
owner of the property until the end of the
co-ownership’.
This unequal bargain position is further
aggravated by clauses relating to expenses
in the form of stamp duty, whereby ‘the
customer shall pay all stamp, documentary and other similar duties and taxes to
which the agreement or any related documents may be subject and shall fully indemnify the bank…’. These provisions are
inserted in view of ‘the customer having
the exclusive right to occupy, possess, use
and enjoy the property’. While this complies with the letter of partnership, it is
doubtful whether it serves its spirit.
While the general principle expounds that
takaful of an asset is the responsibility of
the owner, eminent Islamic scholar,
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Muhammad Taqi Usmani, stresses that it
should be at the expense of the hirer. Some
experts in Malaysia say that risks and liabilities that are not detrimental, which include
insurance and maintenance, can be transferred to the hirer, according to academicians, Dr Tag El-Din and Dr N. Irwani
Abdullah. The Shari’ah Legal Opinions of
KFH affirmed that it is lawful to make the
hirer responsible for a known amount of insurance as it may then become part of the
lease payment (according to Shari’ah advisor
and Islamic scholar, Yusuf Talal DeLorenzo).
In most legal documentations, the customer
will have to solely maintain the ‘takaful coverage of not less than the outstanding buyout amount or for such amount as may be
acceptable to the bank’. Worse still, the customer has to continuously assign all rights
to the takaful proceeds to the bank. The
customer is also encouraged to take up a
Shari’ah-compliant mortgage reducingterm takaful. The indemnity clause in agreements may be tantamount to some form of
guarantee or assurance by one partner for
another.
Wa’ad (unilateral promise)
An additional instrument of wa’ad is usually
entrenched in two forms. First, the customer
undertakes to pay the monthly payment
until the end of MM. Second, the customer
irrevocably undertakes to purchase the
bank’s share in the event of default. By
virtue of the wa’ad, the customer shall be
obliged to acquire the bank’s ownership
share in the property at the buyout amount
when there are changes in circumstances resulting in illegality, even if it is not caused by
the customer.
In contemporary juristic opinions, wa’ad
becomes legally binding if it is made conditional upon the fulfilment of an obligation
and the promisee has already incurred expense on the basis of such a promise (Resolution no. 40-41 of Islamic Fiqh Academy).
In the Malaysian context, the judicial precedents applying the Contracts Act 1950 have
duly recognised promise and promissory
estoppels as legally enforceable in the court
of law.
IIBI 47
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Compensation and event of default
In terms of compensation (ta’widh) for late
payment, while some view penalties for
late payment of rentals as not permissible
(as stipulated by Ravil Hairetdinov, Mohammad Taqi Usmani and Meezan Bank), contemporary scholars have given concession
provided that the amount recovered must be
channelled to charity and not accounted for
as income. The AAOIFI Shari’ah Rules for
ijara and ijara wa iqtina, issued in 2000,
provided that the lessee shall undertake to
donate a certain amount or percentage of
rental due in the case where there is no good
reason for late payment. There are slight divergences in the legal documentations, while
a legal documentation explicitly requires
such compensation to be donated to any registered charitable organisation or utilised for
any charitable purpose; the other documentation is silent in this regard.
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In the provisions on events of default, the
customer shall be obligated to acquire the
bank’s ownership share in the property at
the buyout amount for matters such as ‘developer’s winding up’ and ‘property abandoned’, which are not the fault of the
customer. This resembles a conventional loan
whereby the customer will continue to make
payments if the property is destroyed until
the insurance proceeds are received. This
smells apologetic against the Islamic risk-reward principle.
One of the prominent legal issues faced by
Islamic banks is on the sale of the property
following an event of default by the customer. In the case of KFH, the security is by
way of registering the property under KFH’s
Adam Ng Boon Ka

According to Johan Lee, a legal practitioner,
even in the case of non-indebtedness, the
bank may exercise its rights as trustee to sell
off the property and the proceeds/loss should
be shared between the partners according to
stated ratios. As a Shari’ah requirement, the
redemption sum or formula has to be certain
and fixed in advance. Hence, any reference
to the market price at the point of redemption may trigger issues of riba. The timeframe to call on this option can be fixed or
flexible. As redemption and failure to redeem are always the two common scenarios,
the partners will be stuck with the business
in the event that the redeeming party fail to
do so. This explains why agreements are
slanted in favour of banks over the redeeming party.

name as trustee. In the absence of precedents
and legal provisions governing this arrangement, customers may challenge the bank’s
rights in court when the bank wishes to exercise its rights under the trust deed. Even the
notion of trust here is a limited concept as a
full blown version will impinge on the National Land Code (NLC).

Ideally, the loss will be shared by the bank
and customer according to the last ownership ratio if there is shortfall in the recovery
of payment. Nevertheless, the extent of this
sharing is doubted in reality. In most cases,
‘the customer shall pay to the bank the difference between the amount due to the bank
and the amount so realised… Until payment
of such differential amount, the customer
shall pay late payment compensation charges
on the differential sum until the date of actual payment made.’

The NLC does not provide for banks to be
the co-partner with customers. Thus, the
asset is charged to banks despite the banks
theoretically being partners who have ownership shares in the asset. The raison d’être for
this may be due to the unequal arms doctrine
in terms of contractual rights and obligations
where the bank would naturally have more
financial muscle and undue influence.
Strictly, no security (via legal charge) can be
arranged in MM transactions since it cannot
have a guarantee attached to the financing
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(contribution of) principal according to the
Shari’ah. It is understood that the Central
Bank of Malaysia’s (Bank Negara Malaysia,
BNM) Law Review Committee has reviewed this issue. However, amendment of
relevant legislations has yet to see the light
of day.
Conclusion
The structuring of MM documentations
deserves circumspection to ascertain the
validity of MM contracts in light of Shari’ah
and legal requirements. It is not the permissibility of MM contracts per se, but their
indiscreet use, faulty structuring and ‘window dressing’ which are igniting the perception that MM is no different from BBA,
or, worse still, conventional home-financing.
A holistic application of the Shari’ah, both
ex-ante and ex-post, shall warrant Islamic
banks to ensure the use of property is
Shari’ah-compliant particularly in view of
the inherent reputational risk in Islamic
transactions and governance. As MM is
theoretically deemed to be fairer than BBA,
MM must truly reflect its maqasid al Shari’ah (objectives of Shari’ah). Apart from
reviewing statutes to accommodate Shari’ah-based principles, it is understood that
the International Shari’ah Research Academy for Islamic Finance (ISRA) is reviewing
the trustee corporation framework for
trustee corporations to be the registered
owner of the joint property as a resolution
for ownership issues.
Given that the foregoing issues are not exhaustive, it is paramount to parameterise
the validity and viability of MM. In the context of Shari’ah harmonisation and product
innovation, BNM is developing ‘Shari’ah
parameters’ to provide a standard guidance
on applying and operating the contracts in
Islamic finance. This may minimise the possibility of Shari’ah arbitrage and may promote more consistent application of Islamic
financial contracts, both locally and abroad.
ISRA is also working on standardised contracts for Islamic home financing. As MM
has not been tested in courts, it would be
prudent to have such standards as an underlying philosophy for more standardised legal
documents in the industry.
www.newhorizon-islamicbanking.com
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GLOSSARY

al-wadia
Lit: safekeeping. In Islamic banking, it refers to the
deposited property, the acceptance of sums of money for
safekeeping in a Shari’ah-compliant framework, under
which it will be repaid.
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
Sale.

NEWHORIZON October–December 2009

maal
Wealth, money, property; any valuable thing which can
be possessed.
maysir
Gambling – a prohibited activity, as it is a zero-sum game
just transferring the wealth not creating new wealth.
mudarabah
A form of business contract in which one party brings
capital and the other personal effort. The proportionate
share in profit is determined by mutual agreement at the
start. But the loss, if any, is borne only by the owner of
the capital, in which case the entrepreneur gets nothing
for his labour.

bai al-dayn
Sale of debt. An overwhelming majority of scholars agree
that debt cannot be sold for money, except at its face
value, but can be sold for goods and services.

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

bai bithaman ajil
Sale of goods on a deferred payment basis – credit sale;
another term used for such sales is bai muajjal.
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 markup (profit).

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

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. It is
an important source of Islamic economics.

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.

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

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.

halal
Activities which are permissible according to Shari’ah.

mutawalli
Caretaker. In the case of waqf, an official appointed to
care for the waqf property.

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

sadaqah
Charitable giving.
salam
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 (practice and traditions of the Prophet
Muhammad, PBUH).
Shari’ah board
An authority appointed by an Islamic financial
institution, which supervises and ensures the Shari’ah
compliance of new product development as well as
existing operations.
Sunnah
It refers to the sayings and actions attributed to Prophet
Muhammad (PBUH).
sukuk
Similar characteristics to that of a conventional bond
with the key difference being that they are asset backed;
a sukuk represents proportionate beneficial ownership
in the underlying asset. The asset will be leased to the
client to yield the return on the sukuk.
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.
taskeek
The process of issuing sukuk.
ta’widh
Compensation.
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-al-maal (investor of the capital).

rab-al-maal
In a mudarabah contract, the person who invests 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.

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.

zakat
A religious 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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