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Four years after the collapse of Lehman Brothers, the inability of
Western governments and regulators to stem the continued growth
of real unemployment and increasing poverty confirms that the
current global economic crisis has brought about a systemic
breakdown of the world financial system. The comment by an
unnamed senior G20 aide, reported by Reuters, at the recent
Mexico G20 summit that ‘We will somehow get through it’ does
not encourage any optimism that the world economic powers are
approaching a realistic solution.
No amount of talks, recriminations or austerity measures can help
when these actions are dictated by corporate/financial elites with
special interests often to the detriment of society in general.
Certainly governments and institutions would claim that they are
making every effort to regulate the excesses in the financial sector,
yet there does not any appear to be any collective will to address
the moral implications of financial practices.
Usman Hayat comments in this issue of NewHorizon that economic
justice is an enticing but elusive prospect, but that is no reason to
slacken our efforts to be a force for good and it may just be that the
world is more ready now to hear the message. Also, Dr Habib
Ahmed highlights in this issue’s academic article on Ethics in
Islamic Finance: Looking Beyond Legality that, within the
paradigm of a moral economy, the nature of responsibilities for
firms in general and Islamic banks in particular must conform not
only to national laws and statutes, but also to the moral substance
that underpins faith-based traditions and Islamic financial contracts
at the transactional level. Transactions that merely adhere to the
outward form of the law will not suffice.
I hope that Western governments and regulators will consider the
benefits of addressing the morality of certain conventional practices
and also understand that it is more desirable to provide financing
for productive activities that enable the real economy to grow and
to make profits without harming society. What is needed most of all
is a recognition that the behaviour that has brought the global
economy to its knees is not only reckless; it is also increasingly
immoral and unethical. So long as the Islamic finance industry can
avoid practices that cater only for the elites, it can be a driver for
change and communal prosperity that will also benefit the wider
society.
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NEWS

BLME US Dollar Fund Delivers Top Percentile Performance
The investment grade BLME
(Bank of London and the
Middle East) US Dollar Income
Fund, has delivered top
percentile performance and is
ranked six out of 763 funds
over three years in the US $
Global Money Markets sector,
according to Reuters fund
ranking service, Lipper
Hindsight.
Managed by former F&C fund
manager, Jason Kabel, the Fund
has delivered consistent positive
returns of 3.28% since its
launch in March 2009. The
fund currently has assets under
management of more than
$50,000,000 and is open to
institutional and professional
investors in the UK, Europe and
Middle East. The fund is rated
investment grade by Moody’s.
Jason Kabel, manager of the
BLME US Dollar Income Fund,
commented:

‘We launched
Jason Kabel
this fund
three years
ago and
despite three
years of
major market
turmoil we
have delivered
a consistent
income
stream for
investors,
outstripping
the vast
majority of
our
conventional
peers. We are
now in a
position to
capitalise on
our strong performance track
record
and to inform investors about the
benefits of an investment
approach with transparency,
fairness and integrity at its core.’

The BLME
US Dollar
Income Fund
is structured
as a
Luxembourg
domiciled
SICAV-SIF
and aims to
provide a
competitive
level of
income
together
with a high
degree of
capital
security, while
at the same
time
maintaining
good levels
of liquidity for investors.
The fund seeks to achieve
this by investing in a diversified
portfolio of high quality
Islamic money market
instruments.

The BLME US Dollar Income
Fund was the first fund
launched by BLME, the largest
Islamic bank in Europe.
Subsequently, BLME has
launched a number of products
including its Light Industrial
Building Fund and its Shari’ah
High Yield Fund.
Nigel Denison, Head of Asset
Management at BLME added:
‘We have striven to bring
balance and choice to the
industry with our fixed income
offering and the positive
performance across our fund
range is testament to the
strength of our approach to
investment management. In the
years to come, we believe that
product innovation, increased
fund flows and a buoyant sukuk
market will be central to the
continued evolution and
long-term success of the Islamic
asset management industry.’

No Rush to Islamic Banks in Qatar
One year on from Qatar’s
decision to instruct conventional
banks to close Islamic window
operations the expected inflow
of funds to fully-fledged Islamic
banks seems not to have
materialised. In fact asset
growth at Islamic banks in
Qatar slowed from 39% in
2010 to 35% in 2011, while
assets at conventional banks
grew from 16% to 23% over
the same period. The picture
may be somewhat blurred by
the fact that conventional banks

were allowed to retain Islamic
investments until they reached
term, provided they did not take
on any new ones, but if the
authorities in Qatar had been
hoping to give Islamic banks a
quick boost, they will have been
disappointed.
There have been suggestions
that other factors such as
quality of service may be more
important than religion when
individuals and organisations
choose a banking partner, but



the situation is
Doha Skyline, Qatar
probably a lot
more complex
than that. Inertia
almost certainly
plays a part in the
reluctance to
change banking
arrangements, as
does the personal
relationship
bank has achieved its
between banks and their
objective of levelling the
customers. It will take
playing field between
longer than just 12 months to
conventional and Islamic
judge whether Qatar’s central
banks.
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AAOIFI Announce Review of Standards
In one sense Dr Khaled Al
Fakih is certainly not letting the
grass grow under his feet. Just
three months after taking up
his post as Secretary General of
AAOFI, the Bahrain-based
standards setting body for the
Islamic finance industry, he
announced at AAOFI’s annual
meeting in early May that the
organisation would be
undertaking a review of certain
aspects of the industry, in
particular the way Shari’ah

boards operate; the structures of
certain instruments – murabahah,
mudarabah and ijara; takaful
and investment products and the
disclosure of information by
Islamic financial institutions. The
problem is some of these reviews
are fairly long dated, with the
report on Shari’ah boards not
expected until the end of 2013.
While it is understandable that
AAOIFI want to consult
properly on any new guidelines

(this in itself is a change from
the ‘behind closed doors’ type of
debate that has been the norm
at AAOFI) and to avoid any
accusation of a knee-jerk
reaction to the fairly loud and
persistent debate about Shari’ah
scholars, two years could
perhaps best be described as
stately progress, rather than a
timely response. The timeline
may be a tacit acceptance of the
fact that negotiations may prove
difficult; there is a lot of vested

interest at stake. There is a
danger, however, that AAOFI
may find itself playing second
fiddle to the Kuala Lumpur
based IFSB, which has already
begun the process of issuing
guidelines on the composition
and qualifications of Shari’ah
boards. The ideal, of course, is
for AAOFI and IFSB to act in
concert to create de facto
standards that IFIs (Islamic
Financial Institutions) would
find hard to ignore.

The Debate on Islamic Banking in India Rumbles On
The latest organisation to enter
the debate on interest-free
banking in India is the National
Commission for Minorities
(NCM). They have asked India’s
central bank, the RBI (Reserve
Bank of India) to review the
situation. (The strongly
defended secular nature of the
Indian constitution means that
anything called Islamic banking
would be almost bound to fail
to receive official support, hence

the call for interest-free
banking.)

Muslim business community
abroad.’

It is clear, however, that the
request is informed by a desire,
among other things, to allow
India to benefit from inward
investment from wealthy
Muslim countries. Wajahat
Habibullah, chair of the NCM
is reported to have said, ‘This
will help the country to
channelise more funds from the

At times the issue of interest-free
banking in India almost descends
into farce. In May, Alternative
Investments and Credits, a
Kerala-based NBFC (Non Banking
Financial Corporation), which
operates in accordance with
Shari’ah principles, applied to the
High Court in India against an
RBI order rescinding its license,

because it had failed to publish the
rates of interest at which it lends
to borrowers, a requirement for
NBFCs under the code of fair
practice. It is rather difficult to see
how they could comply and the
RBI surely must have known that
when the license was granted. It is
all rather silly and does nothing to
enhance the reputation of the RBI.
(See New Horizon, Issue 170 for a
full background on Islamic
finance in India.)

Nigerian Judge Declares Islamic Banks Illegal
Federal High Court Justice,
Gabriel Kolawole has declared
that Islamic banks in Nigeria
are illegal, although he fell
short of nullifying the licence
granted to Jaiz Bank by
Nigeria’s central bank (CBN),
because the person bringing
the action, Godwin Sunday
Ogboji, a Nigerian lawyer, had


no legal standing (locus standi)
to bring the action. He said that
but for the issue of locus standi
he would have nullified the
license.
He is reported to have said,
‘There are no provisions in the
CBN Act and the Banks
provided for in the Banks and

Other Financial Institutions Act
(BOFIA) that empowers the
CBN Governor Sanusi Lamido
Sanusi to issue a license for noninterest financial institutions to
operate under the principles of
Islamic jurisprudence without
the approval of the head of state
through the minister of finance.
Unlike the other specialised

banks, the Jaiz International
Bank PLC can only be
established in the country with
the intervention of the
National Assembly by
amending the BOFIA Act.’
Mr Ogboji had brought the
case claiming the action had
adversely affected him and
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citing Section 10 of the
constitution, which states that
the government should not
adopt any religion. The CBN
had asked for the case to be
dismissed on the grounds that
Mr Ogboji had not offered any
explanation as to how he had
been adversely affected.
He added, ‘This case is hereby
struck out for lack of locus
standi, but the AGF (Attorney
General of the Federation)
should take steps to remedy

the situation, and further ensure
that the CBN carries out its
duties within the provisions of
the law establishing it.’
Perhaps more instructive is the
readers’ blog of Nigeria’s Daily
Press. There are, of course, the
usual conspiracy theorists, who
see Islamic banking as a back
door to the Islamisation of the
whole county and those who
believe the CBN Governor,
Sanusi Lamido Sanusi, is
behaving arrogantly and as

Malaysia’s Securities Commission
Tightens Shari’ah Screening Rules
The Shari’ah Advisory Council
(SAC) of the Securities
Commission Malaysia (SC) has
announced the adoption of a
revised screening methodology
to determine the
Shari’ah-compliant status of
listed companies. This action
has been taken in view of the
developments and growing
sophistication of the Islamic
finance industry since the
introduction of the current
screening methodology in 1995.
The SAC has revised the
methodology by adopting a
two-tier quantitative approach,
which applies the business
activity benchmarks and the
newly-introduced financial ratio
benchmarks.
The outcome of the revised
methodology will be reflected in
the List of Shari’ah-compliant
Securities by the SC’s SAC
effective from November 2013.
In addition to the two-tier
quantitative assessment, the
existing qualitative assessment

will continue to be applicable
while the release of the list of
Shari’ah-compliant securities
will remain twice a year.
‘The revision to the screening
methodology will further
facilitate the orderly
development of the Islamic
equity market and fund
management industry at both
domestic and international
levels, in line with the growth
strategies outlined under the
Capital Market Masterplan 2,’
said Zainal Izlan Zainal Abidin,
Executive Director, Islamic
Capital Market of the SC.
It is believed that this
development is driven at least in
part by Malaysia’s desire to
attract more investment from
GCC countries. Malaysia’s
somewhat more relaxed
approach to Shari’ah screening
has to some extent been a
deterrent to investors in
countries such as Saudi Arabia,
where stricter rules have applied.
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though he is above the law.
What is most disappointing,
however, are the
misunderstandings about
Islamic banking, e.g.
interest-free banking equates to
free banking. If those wishing to
establish Islamic banking in
Nigeria really want to make
progress, they need to do far
more to educate people about
exactly what Islamic banking
really is. Fear is usually closely
associated with ignorance and
to quote the 18th century

English statesman, Edmund
Burke, ‘No passion so
effectually robs the mind of all
its powers of acting and
reasoning as fear.’
On a more positive note for
Islamic finance in Nigeria, the
Nigerian Stock Exchange has
signed an MOU (Memorandum
of Understanding) with Lotus
Capital to develop an index of
Shari’ah-compliant shares. It
will be known as the NSE
Lotus Islamic Index.

QIIB to Sell Their Stake in
Islamic Bank of Britain
According to Reuters, the
Islamic Bank of Britain have
confirmed that they have
received an approach from
Qatar International Islamic
Bank (QIIB) for the just less
than 12% of the share capital
of the Bank that they do not
already own. Their intention
apparently is to sell the Bank
in its entirety with Qatar’s
Mashraf Al Rayan being
mentioned as the likely
purchaser of 70% of IBB’s
shares with the balance of
30% going to the government
of Qatar.
By mid 2010 the British
experiment in Islamic retail
banking was being described
as a flop. Founding
shareholder QIIB rode to the
rescue with a further capital
injection taking their stake to
more than 80%, later
increased to more than 88%.
Losses have, however,
continued, £9.5 million in

2009 and £8.1 million in
2011.
Given that retail banking is a
very small part of Mashraf Al
Rayan’s business and that
corporate banking is the biggest
contributor to its income and
profitability, it is tempting to
wonder whether such a change
of ownership, if it goes
through, could herald a change
of direction for IBB. On the
face it of it, the putative deal
looks like a mismatch.
Meanwhile, IBB are trying to
raise their profile in the UK. In
April they hosted an event,
entitled ‘Islamic Finance
Question Time’ – an open,
public Q&A session with the
Bank’s Shari’ah Scholars. IBB
say that this is the first event of
its kind and the only time a UK
Islamic bank has given public
access to its Shari’ah scholars.
The aim of the event was to
demystify Islamic finance and
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IBB’s Shari’ah Scholars Question Time

provide an insight into how it
offers a faith-based alternative to
conventional finance and
banking.
Commenting on the event,
Chairman of the IBB Shari’ah
Scholars Committee (SCC),
Sheikh Dr Abdul Sattar Abu
Ghuddah said, ‘Islamic finance
is as old as the religion of Islam
itself. However, there is still a

Bank Negara Announces
New Liquidity Instrument
Malaysia’s central bank, Bank
Negara Malaysia, has
announced a new Islamic
monetary instrument, the
collateralised murabahah.
This is a Shari’ah-compliant
financing instrument backed
by assets in which the
financier has the right to sell
the asset should the client fail
to repay the financing. It
combines the widely accepted
murabahah financing
transaction with sukuk as the
pledged asset to back the
transaction.
Bank Negara describes
collateralised murabahah as a
new low credit risk financial
instrument that enables
collateralised interbank
transactions in the Islamic money
market in Malaysia. It is intended
to increase the diversity of
existing liquidity management
tools and further promote greater
liquidity in the Islamic financial
market. Collateralised
murabahah can be used by
Islamic financial institutions to
obtain liquidity from the Bank
under the standing facility and it
will also be expanded to facilitate
daily Islamic money market


operations in the interbank
market.
Initially this will be an overnight
facility, but it is expected to be
extended to long tenors in the
near future. Funding is ringgit
only, but collateral can be
denominated in other currencies.
Shortly after this announcement
Al Rajhi Bank Malaysia
introduced Collateralised
Commodity Murabahah-i
(CCM-i) as a new instrument for
its treasury use, claiming to be
the first Islamic financial
institution to adopt such an
instrument in managing its daily
money market transactions. The
Bank’s CEO commented, ‘The
introduction of CCM-i is another
important milestone for Al Rajhi
Bank as it has met the
requirements of the Shari’ah
standards of both Malaysian and
Saudi Arabian scholars.’ This has
apparently been achieved by
precluding the principles of Bai’
Al Inah (sale and buyback), Bai’
Dayn (trading of debt), Wa’ad
(undertaking) and Tawarruq
Munazzam (pre-arranged
transaction between multiple
parties).

lot of misunderstanding
around how it works and the
need for Muslims to manage
their finances in a
Shari’ah-compliant manner.
The IBB SSC hopes the Islamic
Finance Question Time event
has shed some light on the
matter and gone some way to
encourage the further take-up
of Shari’ah finance amongst
the Muslim community.’

Thomson Reuters Strengthen
IIBR Supervisory Committees
Thomson Reuters announced
new appointments to the
supervisory bodies of the Islamic
Interbank Benchmark Rate
(IIBR) at the 8th Annual World
Islamic Funds and Financial
Markets Conference held in
Bahrain in May. The
appointments expand both the
geographic and community
representation on both the IIBR
Shari’ah Committee and Islamic
Benchmark Committee.

Auditing Organisation for
Islamic Financial Institutions)
Shari’ah Supervisory Board and
Sheikh Dr. Akram Laldin,
executive director of the
International Shari’ah Research
Academy both join the IIBR
Shari’ah Committee, with
Justice Taqi Usmani taking the
role of Chairman to continue
the work of Sheikh Yusuf Talal
DeLorenzo who remains a
committee member.

Launched in November 2011 as
the world’s first Islamic finance
benchmark rate, IIBR is
designed to provide an objective
and dedicated indicator for the
average expected return on
Shari’ah-compliant short-term
interbank funding and an
alternative to the conventional
interest-based benchmarks used
for mainstream finance. Both
the Shari’ah Committee and the
Islamic Benchmark Committee
jointly oversee the ongoing
implementation and integrity of
IIBR.

In addition, both Dr. Abbas
Mirakhor, first chair of Islamic
Finance at INCEIF (International
Centre of Education in Islamic
Finance) and Ismail E Dadabhoy,
an independent Islamic banker
and former executive director
and head of Islamic Finance at
UBS, join the IIBR Islamic
Benchmark Committee.

Retired Justice Muhammad Taqi
Usmani, a well-known Shari’ah
scholar and chairman of the
AAOIFI (Accounting and

Established in co-operation with
the Islamic Development Bank
(IDB), AAOIFI, the Bahrain
Association of Banks (BAB),
Hawkamah Institute for
Corporate Governance and a
number of major Islamic banks,
the IIBR uses the contributed
rates of 16 Islamic banks to
calculate the IIBR rate daily.





NEWHORIZON Sha’baan Shawwal 1433

NEWS

In Brief
An agreement between
QInvest, a Qatari, Shari’ahcompliant investment bank
and Egypt’s EFG Hermes in
which QInvest will buy a 60%
share in EFG Hermes in
return for a capital investment
of $250 million with the
option to acquire full
ownership 12 to 36 months
from the date of the
agreement being signed, is not
yet a done deal. A consortium
of Arab investors has emerged
to challenge the deal, which
would see the break-up of one
of the largest investment
banks in the Middle East.
Shareholders voted at an
Extraordinary General
Meeting to accept the QInvest
offer, but the rival bidders are
believed to be planning an
appeal to the Egyptian
Financial Supervisory
Authority
HSBC is to merge its business
in Oman with Oman
International Bank (OIB).
HSBC will be the majority
shareholder with 51% of the
newly formed HSBC Bank
Oman SOAG. The merger is
expected to complete in the
second quarter of 2012,
following an injection of
$94.7 million in capital into
HSBC Oman.
The ratings agency Standard
and Poors (S&P) have warned
that they may downgrade the
sovereign ratings of five
Middle Eastern countries in
the next one or two years.
They have indicated that the
outlooks for Egypt, Bahrain,
Jordan, Oman and Tunisia are
negative.

By the time it closed on 22 May
2012, the RO 60 million IPO
for Bank Nizwa, Oman’s first
Islamic bank, was more than 11
times oversubscribed. The
shares will be listed on the
Muscat Securities Exchange
from mid June. The bank is
expected to open its first three
branches very shortly.
Abu Dhabi Islamic Bank (ADIB)
opened for business in London
at the end of May in the
prestigious surroundings of One
Hyde Park. ADIB is the first
UAE-based Islamic bank to be
licensed by the Financial
Services Authority and is mainly
targeting wealthy individuals
from the UAE who have
business and personal interests
in the UK.
The latest rumours in the
long-running saga of the
restructuring of Gulf Finance
House (GFH) suggests that it
would like to sell its 4% stake in
QInvest, which it holds through
Khaleeji Commercial Bank and
which it apparently views as a
legacy asset. GFH’s debts were
estimated at around
$300 million at the end of
March 2012.
Judgement in the case Bank
Alkair has brought against its
former CEO, Majid Al- Refai
and Canadian lawyer, Robert
Little for forging the banks
articles of association allowing
Al-Refai to override any
shareholder decisions to amend
his powers and authority was
postponed until late June.
Al-Refai has also been charged
with a range of other offences



including misappropriating
bank funds, money laundering
and destroying critical bank
documents. Al-Refai has so far
failed to make any court
appearances and the money
laundering case has been
postponed until early July. In
the meantime the court has
issued an instruction freezing
Al-Refai’s assets and placing
him under a travel ban in
Bahrain.
Qatar International Islamic
Bank has announced it is
resigning its seat on the board of
the Syria International Islamic
Bank (SIIB) following the
decision of the US Treasury to
impose sanctions on SIIB. Two
other Qatar-based directors
have also resigned their seats on
the board. Dr. Yousef Ahmed Al
Naama, who had served as
QIIB’s representative on the
Board of SIIB, commented, ‘In
light of the decision taken to
impose sanctions on Syria
International Islamic Bank, I
and my fellow Qatar-based,
non-executive directors no
longer felt we were in a position
to continue our roles as
directors. Qatar International
Islamic Bank takes the issue of
sanctions imposed by the
international community
seriously. We were unaware of
the actions taken by SIIB that
led to the decision to impose
sanctions and we cannot
condone any such activity by
continuing in our roles as
directors.’
The merger between three
Bahrain-based banks, Capivest,
Elaf Bank and Capital

Management House, first
proposed in September 2011
is reaching a conclusion with
shareholders expected to vote
on the proposals by the end of
June. If the deal goes through
it will create an organisation
with $350 million in
shareholder equity and
$400 million in assets. The
final hurdle will be obtaining
regulatory approval.
Egypt’s Muslim Brotherhood,
the largest single party in
Egypt’s parliament, has tabled
amendments to the country’s
banking law designed to boost
Islamic finance from its
current 5% share of the
banking market to 35% by
2017. No date has yet been
set for the amendment to be
discussed.
National Bank of Kuwait’s
(NBK) proposed takeover of
Boubyan Bank was approved
by the latter’s board in late
June. The two remaining
obstacles now are the 19.2%
share of Boubyan, which is
held by the Commercial Bank
of Kuwait (CBK) and
regulatory approval. The
more problematic issue is
probably the shares owned by
CBK. These were bought from
Investment Dar in 2008, with
the right to buy them back
built into the deal. In 2009
CBK said that Investment Dar
had forfeited their right of
buyback and tried to sell them
in the open market. This
action was blocked by the
court, following an
application from Investment
Dar.
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Sukuk Update
Qatar Set to Issue First Sovereign Sukuk in
10 Years
It is rumoured that Qatar has asked five
banks – HSBC, Barwa Bank, QInvest,
Deutsche Bank and Standard Chartered to
come forward with a proposal for a
sovereign sukuk to be issued later this year.
The last time Qatar issued a sovereign
sukuk was in 2003.
Dubai Government Sukuk – Another Step
on the Road to Recovery
Dubai has raised $1.25 billion with a sukuk
issued at the end of April. The issue was more
than 3.5 times oversubscribed, attracting
some 260 investors including fund managers,
banks and insurance companies. The issue
comprises two elements - $600 million are on
a five-year basis at 4.9% and $650 million on
a 10-year basis at 6.45%. The success of the
issue will no doubt be particularly welcome
to the government of Dubai, which came
close to default in 2009. A spokesman from
Dubai’s Department of Finance is reported to
have said that the sum raised will help Dubai
to manage its budget deficit and refinancing
plans proactively. It is to be hoped that
deteriorating global financial conditions do
not derail Dubai’s recovery. Unlike
neighbouring countries it has very limited oil
reserves and is more reliant on its finance
industry, international trade and tourism, all
of which could be affected if the present
problems in the Eurozone trigger a further
financial crisis.
Also in Dubai, Jebel Ali Free Zone (JAFZA),
a state-backed industrial free zone, has
issued a $650 million sukuk, which was
more than 3 times oversubscribed. Part of
the proceeds will contribute to the early
redemption of an approximately $2 billion
sukuk due in November, which is six
months earlier than the original due date.
Kazakhstan to Issue Sukuk in Malaysia
There have long been rumours that
Kazakhstan would issue a sovereign sukuk.
 

It now seems that they are reaching the final
planning stages with news that officials
from the Development Bank of Kazakhstan
(100% owned by the government of
Kazakhstan) have been meeting with
potential investors in Malaysia with a view
to issuing the sukuk in the Malaysian
market. The ringgit-denominated issue is
understood to be worth up to $300 million
and will be based on an ijarah contract. It is
understood it will be listed on both the
Malaysia and Kazakhstan stock exchanges.
Afghanistan Eyes Sukuk to Fill the Foreign
Aid Gap
It is understood that draft laws will shortly
be presented to the Afghan parliament to
enable the issuance of sukuk, with the
probable timescale for the first issue being
towards the end of 2013. It is believed that
the decision to opt for a sukuk rather than
conventional government bonds is driven by
a desire to kick start the domestic investor
market, which may be averse to non-Islamic
issues. At the end of the day the success of
any Afghan government issues, whether
conventional bonds or sukuk and the yield
they have to pay, will depend on the
investors’ views about the government’s
ability to repay its debts once US, UK and
NATO troops have been withdrawn from
the country in 2014.
A Second Saudi Project Finance Sukuk
Aramco and Dow Chemicals are expected
to issue a sukuk in early 2013 as part of the
package of financial instruments to fund the
construction of the Sadara facility in Saudi
Arabia. The sukuk is likely to contribute
$2 billion of the total $12.4 billion needed
and will probably be denominated in Saudi
riyals.
This will be only the second project finance
sukuk to be issued in Saudi Arabia and is
likely to have a somewhat easier birth than
the sukuk issued in the late summer of 2011
to finance the Aramco/Total joint venture to
build the Jubal oil refinery. This gestation

period for this sukuk was somewhat
protracted due to the concerns of Shari’ah
scholars about the validity of using an
unbuilt asset as security, but the agreements
reached then are expected to provide the
template for the Aramco/Dow joint
venture.
Gulf International Bank Establish Sukuk
Programme in Malaysia
Gulf International Bank (GIB) has
established a 3.5 billion ringgit sukuk
al-wakala medium term note programme in
Malaysia. GIB is 97% indirectly owned by
the government of Saudi Arabia and this has
no doubt been instrumental in the granting
of an indicative rating of AA1 by
Malaysia-based RAM Ratings. Commenting
on the programme, HE Jammaz bin
Abdullah Al-Suhaimi, chairman of GIB,
said, ‘The sukuk programme represents a
strategic move to tap into the ringgit market
in an effort to diversify funding avenues and
currencies for the Bank’.
GIB recently ran a two-day road show in
Malaysia to introduce the programme to
Malaysian investors. GIB’s CEO, Dr Yahya
A Alyahya said, ‘The road show was very
successful and included intensive investor
presentations. We are very pleased with the
interest shown by these investors and expect
an issuance of sukuk in the near future
when the market conditions are convenient.
GIB will continue to monitor the market in
the future to assess funding opportunities
and this sukuk programme will allow the
Bank to further diversify its funding base
and improve the maturity profile of its
liabilities.’
IDB Launch Five-Year Sukuk
The Islamic Development Bank has
launched its first sukuk since May 2011.
The five-year sukuk was slightly larger than
expected at $800 million and carries a profit
of 1.357%. (The previous issue had been
£750 million with a profit of 2.35%.) IDB
issues are AAA rated.
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Liquidity and Islamic Banks
By: Andrea Wharton, Editor
In the light of discussions at AAOIFI’s
recent annual conference, this brief review
of the issue of liquidity and Islamic banks
takes a look at some of the issues facing
Islamic banks and provides an update on
some of the more recent developments
and suggestions on the issue.
Background
Liquidity is about banks being able to meet
debt obligations as and when they fall due.
Problems arise when the inflow of deposits
do not match the demands for repayment. A
financial institution may have more than
adequate assets to cover this mismatch, but
if it cannot realise those assets or borrow
against them, when it is called upon to meet
a debt obligation, it could trigger a run on
the bank, even though the bank may be
fundamentally sound. If that situation arises
the lender of last resort is the central bank of
the particular jurisdiction in which the bank
is domiciled, e.g. the Bank of England in the
UK or the Federal Reserve in the USA.
Why do such liquidity problems arise? In a
lecture to the IIBI in July 2011 Mohammad
Amin, an Islamic finance consultant and
former UK Head of Islamic Finance at
PricewaterhouseCoopers, observed that
short-term money can be borrowed or lent
at a low rate of interest, while a five or
10-year loan would earn a substantially
higher rate of interest. It is therefore
profitable for banks to borrow short and
lend long, a practice they have followed for
centuries. They choose to take the risk in
the interests of optimising earnings.
Regulators have been busy in recent years
trying to curb banks’ risk-taking behaviour;
to contain it within reasonable bounds.
Most recently Basel III has promulgated
new regulations to ensure that banks
balance their transactions in such a way as
to avoid maturity mismatches; that in any
30-day period cash inflow exceeds cash
outflow and that they hold sufficient assets


that can fairly readily be converted to cash.
Even if Basel III has the effect that
regulators intend, there are still likely to be
occasions when a bank will need short-term
funds to cover the repayment of a debt. For
example, during any 30-day period their
inflow of funds may exceed the outflow, but
the flows may be lumpy and so there may
be one or two days, when they need to
borrow money to cover a debt repayment.
That is when banks will need to turn to one
or more of the instruments designed to help
them over their temporary problem.
Shari’ah Banks and the Liquidity Challenge
In many respects Shari’ah banks are no
different from their conventional
counterparts. They operate in accordance
with Shari’ah principles, but they face the
same liquidity management challenges as
conventional banks. Unlike conventional
banks, however, they face some additional
challenges. Many of the mechanisms that
are used by conventional banks to manage
liquidity – the interbank money market,
secondary markets for financial instruments
and a lender of last resort are not
universally available to Islamic banks being
based, as they are, on interest.
In some countries, even Muslim majority
countries, there is no Islamic lender of last
resort operating in the way the Bank of
England, for example, does for conventional
banks in the UK. That is not to say that
central banks will not act to help banks in
difficulty. For example, the UAE’s central
bank acted to inject funds into Islamic banks
during the Dubai debt crisis, but this was an
ad hoc arrangement. The problem with ad
hoc arrangements is that they are agreed on
a case-by-case basis and the industry needs
more system, more certainty if it really is to
realise its full growth potential.
In addition, there is not only a shortage of
short-term assets suitable for liquidity

management purposes, many of the assets
held by Islamic banks are not easy to sell.
Sometimes the only way to realise the value
of assets is to sell them at bargain-basement
prices. If a bank has to continue to do this,
a liquidity issue is quite likely to become a
solvency problem.
Curiously, the lack of standardised products
at an international level adds to the
problem. It effectively means that the much
vaunted $1 trillion of global, Shari’ah
liquidity is something of a chimera, because
funds cannot easily be moved around
internationally; they are locked into
national or at best regional pools, because
products accepted as Shari’ah compliant in
one country may be unacceptable in
another.
The Role of the IILM
Recognising the issues that need to be
addressed to turn Islamic banking into a truly
global industry, the IILM (International
Islamic Liquidity Management Corporation)
was set up in late 2010 by 12 central banks
or monetary authorities representing
Indonesia, Iran, Kuwait, Qatar, Turkey,
Malaysia, Mauritius, Saudi Arabia, Sudan,
the United Arab Emirates and Luxembourg
plus two international bodies, the Islamic
Development Bank and the Islamic
Corporation for the Development of the
Private Sector. Its mission is to develop and
issue short-term, Shari’ah-compliant financial
instruments to facilitate effective, cross-border
investment flows and financial stability.
The IILM has yet to issue its first product,
but it is widely believed that this will come in
the form of a short-term sukuk sometime
around mid 2012. Initially, it was suggested
that this US dollar-denominated issue would
be worth $200–300 million, but in March
2012 Bloomberg reported IILM’s chairman,
Zeti Akhtar Aziz as saying that the issue
could be worth as much as $1 billion.
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The date of issuance will depend on the
IILM receiving its credit rating. This is key,
because a high credit rating would have a
direct impact on the amount of capital a
bank would be required to hold, i.e. capital
requirements would be lower.
Trade Transactions as Liquidity Instruments
In an interesting presentation in 2011,
Brandon Davies, a director of Gatehouse
Bank, an Islamic bank based in London,
argued for trade transactions to be used as
liquidity instruments for Islamic banks,
particularly in view of their limited access to
suitable government bonds. He pointed out
that trade bills as liquidity instruments have
a long history with their short-term nature
making them well suited for the role.
While trade instruments would not be
acceptable under Basel III, Mr Davies saw
‘no reason why any Central Bank could not
accept, for the banks it supervises,
short-term, trade-related instruments
(including Shari’ah-compliant instruments)
as eligible as stock liquid instruments
against the security of which the central
bank could provide funding.’ Ultimately he
felt that Basel III could be adapted to make
such trade finance transactions acceptable.
In support of his case, he argued that
government bonds could no longer be
routinely accepted as risk-free credit,
particularly in view of the Eurozone crisis.
(Since Mr Davies made his presentation in
April 2011 the Eurozone situation has
further deteriorated with Italian and
Spanish bonds under pressure and most
recently even Germany feeling some
knock-on effects.) Mr Davies noted, ‘Selfliquidating short-term transactions based on
good commercial credits backed by bank
guarantees (acceptance) look more
attractive today as against many long term
government bonds.’
Islamic Repos
At the recent annual meeting of AAOIFI in
Bahrain there was much discussion about
Islamic repos. (Repos or repurchase
agreements are short-term instruments,
where institutions dealing in government

 

bonds sell to a lender and agree to buy them
back on an agreed date for an agreed price.
The short-term nature of the instrument and
government backing mean they are regarded
as generally very low risk.)
Some within the Islamic finance industry
would like to see AAOIFI produce
guidelines for the structure and use of such
products, but the meeting broke up without
any firm recommendations being made. The
problem is that repos are likely to be a bone
of contention among Shari’ah scholars. Do
repos address a real economic need? Is the
calculation of margin calls interest by any
other name? Would it be permissible to
trade the asset behind the repos with third
parties? In addition the regulators in many
GCC countries do not recognise the practice
of netting. (Netting allows traders to cancel
positions in their trading books by setting
them off against each other.)
There have, however, been some examples
of Islamic repos. In late summer 2011 the
National Bank of Abu Dhabi and Abu
Dhabi Islamic Bank executed a
Shari’ah-compliant repo transaction – a
one-week maturity deal worth $20 million
against both Malaysian and Abu Dhabi
sukuk. Somewhat earlier in the year the
central bank of the UAE also launched a
repo facility for sukuk.

problem is that the use of murabaha by
financial institutions is not universally
accepted as a Shari’ah-compliant
instrument.
It is always easier to set standards and to
have them implemented, if standards-setting
bodies act before rather than after the event.
Furthermore, the Islamic finance industry is
more likely to be able to influence standards
in general, e.g. Basel III, if they can present
a united front. Getting Islamic-financefriendly regulations into both national and
international regulations are important in
levelling the playing field between
conventional and Islamic finance.
If they do not act in a timely fashion, they
will find the horse has bolted – central
banks will have devised liquidity
instruments, which will meet the
requirements of their own particular
regulatory and Shari’ah bodies, but which
will not necessarily have international
acceptance. If that is allowed to happen, it is
the Islamic finance industry that will have
lost; its desire to become a truly global
banking system will have been
compromised, perhaps not forever, but
certainly in the short term.

Going Forward
The message is loud and clear. Islamic banks
need a more diverse range of liquidity
instruments and they need them now. We
are mindful that standards bodies such as
AAOIFI and IFSB should not indulge in
knee-jerk reactions, rushing to produce
guidelines that may later prove to be
inadequate or unduly contentious, but it
would be good to see greater evidence of a
sense of urgency.
The simple fact is that, in the absence of
agreed international standards, the Islamic
finance industry will seek to help itself.
Bank Negara Malaysia has recently
announced a collateralised murabaha
facility to promote greater liquidity in
Islamic financial institutions. (See the News
section in this issue for further details.) The

‘Self-liquidating short-term
transactions based on good
commercial credits backed by
bank guarantees (acceptance)
look more attractive today as
against many long term
government bonds.’
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The Role of the Shari’ah Auditor
By: Mufti Aziz Ur Rehman
In this article Mufti Aziz Ur Rehman discusses the Shari’ah compliance and
supervision process. He starts from his own position as a Shari’ah Auditor.
Internal and External Shari’ah Audit

Objectives of the Shari’ah Review

The management’s responsibilities:

The Shari’ah review and audit is an
examination of the extent of an Islamic
financial institution’s (IFI) compliance in all
its activities with the Shari’ah. This examination includes agreements, contracts, policies,
products, transactions, memorandum and
articles of association, financial statements,
reports, circulars and any other legal document, which is pertinent to an IFI’s operation.

The objectives of the Shari’ah review are to
ensure that the activities carried out by an
Islamic financial institution do not contradict
Shari’ah rules and principles in general as
well as fatwas, guidelines and instructions
issued by the Fatwa and Shari’ah Supervisory
Board of the institution.

The management is responsible for ensuring
that the financial statement and the IFI’s
activities comply with Islamic Shari’ah rules
and principles as determined by the F&SSB.
To ensure an IFI is performing as it should is
based on the auditor’s confirmation, so the
most important job resides with the Shari’ah
auditors. The annual management report,
shareholders report and F&SSB report
depend on the Shari’ah auditor’s report.

The internal Shari’ah review is an integral
part of the bodies of governance in Islamic
financial institutions and operates under the
policies established by the Islamic financial
institution according to the memorandum
and article of association. It should have a
statement of purpose, authority and
responsibility, i.e. the charter. The charter
shall be consistent with Islamic Shari’ah rules
and principles in both conventional banks
opening Islamic windows as well fully-fledged
Islamic financial institutions. The charter
should be approved by the Fatwa and
Shari’ah Supervisory Board (F&SSB) and
issued by the Board of Directors. The charter
shall be regularly reviewed.
The external Shari’ah review and audit is
conducted to review the internal procedures
and to act in support of the internal audit.
In respect to the external auditors, who are
not employees of the institution can take a
more independent approach. They can also
take the advantage of their access to various
F&SSBs and IFIs, as well as benefiting from
their wide vision and experience in
non-confidential issues. This gives the
external auditors a pool of knowledge,
experience and insight which can be used
when assisting IFIs to improve their
performance in these areas. Another
significant opportunity is keeping up-to-date
with latest industry developments.


The internal Shari’ah review should be
carried out by an independent division.
Conventional banks, offering Shari’ah
products through Islamic windows have no
independent audit body. For example, in a
bank in the UAE with an Islamic window
providing Islamic products, the reporting line
for the Shari’ah auditor is to a conventional
finance service support manager and
according to the job description the Shari’ah
audit report has to be submitted to the line
manager who, after getting satisfactory
report from all departments, will submit the
report to management. Finally, it is only after
amendments have been made that the report
is submitted to the F&SSB.
On the other hand in most Islamic financial
institutions all departments are considered
very important (in their view) – sales,
operations, risk management, IT, finance,
accounts, etc. Sadly there is one exception,
the Shari’ah department. The Shari’ah
department is always under resourced and
unfortunately the management of IFIs only
see this side of their business as an expense.
In fact the Shari’ah department is the most
important and fundamental section for all
financial institutions.
Distribution of Responsibilities
The auditor’s responsibilities:
The auditor is responsible for forming and
expressing an opinion on the financial statement after the completion of Shari’ah review.

AAOIFI Standards
According to AAOIFI standards the
legislative wording in the Annual F&SSB
report to the AGM is:
‘We conducted our review, which included
examining, on a test basis, each type of
transaction, the relevant documentation and
procedures adopted by the Example Islamic
Financial Institution.
We planned and performed our review so as
to obtain all the information and
explanations, which we considered
necessary in order to provide us with
sufficient evidence to give reasonable
assurance that the Example Islamic
Financial Institution has not violated
Islamic Shari’ah Rules and Principles.’
The Shari’ah Supervisory Board, however,
does not physically come to the audit, but
they trust the Shari’ah auditors and Shari’ah
department within the Islamic financial
institution. Shari’ah auditors and/or the
heads of Shari’ah departments, therefore,
have two sets of responsibilities – to the
management of the IFI and to the F&SSB.
They have to provide facts to the F&SSBs,
because without evidence no one can submit
an audit report to the Shari’ah Board and
subsequently the F&SSB report prepared for
the shareholders. In the AGM the F&SSB
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representative reads this report, taking the
responsibility that the IFI fulfilled the
Shari’ah requirements and the whole profit
earned is purely halal, i.e. the IFI achieved
the goal. My question is did the IFI achieve
their goal? What is the aim of the Islamic
finance industry? What was the purpose
behind the creation of Islamic banking? Is it
profit maximisation? Is it market strategy
and the opportunity to win clients? Is it
simply about displaying an Islamic banking
sign board? What is it really about?
I would like to see an opinion survey of the
general public take place; we need to know
the public’s opinion on IFIs. God forbid that
when we get the results more than 80% of
the people are not satisfied and the reason is
because of people like me, people employed
by the IFIs, who, due to lack of knowledge
and education, are unable to satisfy clients
and explain the products. It is insufficient to
say ‘our Shari’ah Board approved.’ My
responsibility is to convince the client and
prove the superiority of Islamic financial
products in contrast to the conventional.
It is all very well to fulfil our responsibilities
to carry out the Shari’ah audit; report to the
shareholders and satisfy the F&SSB, i.e. the
earnings are halal, but what about the
general public and the clients of the IFI. Is it
not our responsibility to satisfy them as
well? There are more clients than
shareholders. In addition the level of public
awareness is poor.
AAOIFI Auditing Standards
AAOIFI did valuable work in the structuring
of auditing and governance standards. They
also started a certification programme in
Shari’ah and accounting, CSAA and CIPA.
No doubt it is a positive step and excellent
work, but what are the eligibility criteria
required for the CSAA? I studied the whole
standard and I found only this one paragraph
in AAOIFI auditing standards number four. It
states ‘The auditor shall be knowledgeable
about Islamic Shari’ah rules and principles.
However, he would not possess the same level
of knowledge as that of F&SSB members and
thus the auditor shall not be expected to
provide interpretation of these rules and
principles.’
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My question is how can the auditor ensure
compliance with Shari’ah, if the Shari’ah
auditor is unable to convey what the F&SSB
requires in this fatwa? If he doesn’t
understand the essence of a fatwa, then how
can he possibly implement it in the correct
way? How can we make sure that the
management implementation fulfils the
Shari’ah rules and regulations? On what
will his observations be based? The whole
issue raises a lot of questions.
Are the CSAA and CIPA adequate
qualification? This question always remains
in my mind. There are no conditions for
eligibility and entitlement, no experience
and pre-education are required and they do
not cover the full AAOIFI standards. There
is also a question mark over trainers; how
qualified are the trainers to deliver the best
possible training. What about those trainers,
who have no or little Shari’ah knowledge,
misrepresenting the rules and thus creating
more doubt and misunderstanding about
100% Shari’ah transactions? How many
auditors in the industry are truly qualified?
Are Shari’ah auditors really in a position to
perform their jobs perfectly and truly? I
cannot avoid the conclusions that there are
a lot of shortcomings in the industry.
I would like to point out here that I am not
criticising AAOIFI. AAOIFI has done more
than any other body in this industry to push
for some level of standards and
improvement based on a measurable scale.
It is sadly third parties who do not maintain
these standards and thus paint a bad picture
of the body. I am a proud member of
AAOIFI and continue to work closely with
them. Indeed the issues raised here are not
just for the sake of criticism, but a genuine
attempt to highlight shortcomings and to
effect improvements. This is an on-going
and very tough task and I pray Allah guides
us all to do the best we can.

4. More detailed standards for Shari’ah
audit and governance
5. Limiting certification to professional
auditors
6. Proper control and support by the
Shari’ah Supervisory Board in
appointment procedures with the F&SSB
reviewing and interviewing applicants
7. The F&SSB should select a person with
the ability to function as a Shari’ah
auditor.
8. Standardisation of Shari’ah audit
procedures
9. The industry, in cooperation with global
audit firms, needs to establish a
professional, dedicated audit body with
close links to AAOIFI and other
standard bodies
10. The industry needs to find ways to
improve its standards on the
preparation of audits, governance and
human resources
The Islamic finance industry is like a tree
planted by our respected Shari’ah scholars.
It is our religious and ethical responsibility
to tend that tree, to water it and take care of
it, so that it grows strongly and healthily.
Mufti Aziz Ur Rehman is qualified in both
contemporary finance and Islamic
jurisprudence, with a specialism in Fiqh Ul
Mu’amalaat. He is currently the Shari’ah
manager at Dubai-based Mawarid Finance
as well as a member of several Shari’ah
boards. He is also a lecturer, trainer and
author. He has a degree in Islamic finance;
is a Chartered Shari’ah Auditor and
Advisor formally certified by AAOIFI and a
Certified Islamic Finance Arbitrator.

I would recommend the following:
1. Proper, official Shari’ah audit training
2. A review of the AAOIFI certification
process
3. The establishment of some criteria, some
pre-qualification to be accepted on an
AAOIFI CSAA study course to enhance
the value and standing of the certificate
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Indonesia – Is the Sleeping Giant Stirring?
Modern Indonesia emerged from 450
years of colonial rule by the Dutch and
the Portuguese in the middle of the 20th
century. It is the world’s fourth most
populous nation with around 238 million
people, more than 88% of whom are
Muslim, making it the largest Islamic
nation in the world. It is also the largest
economy in South East Asia and a
member of the G20.
Post Independence Indonesia
It is important to understand what
happened in Indonesia during the years
following independence to have any
appreciation of where the country stands
today and the way that its
post-independence history has shaped
industry and commerce. For 50 years
Indonesia’s government was dominated by
two men, President Soekarno and President
Suharto. By the mid 1950s President
Soekarno’s regime had become increasingly
dictatorial; parliamentary democracy was
seriously compromised in favour of
something that Soekarno described as
‘Guided Democracy’ and there was
increasing public ownership of the country’s
industry and commerce under the title
‘Guided Economy’. He was eventually
replaced by General Suharto in 1968.
President Suharto brought in Western aid to
help rebuild Indonesia’s shattered economy
and although he was careful to observe the
constitution, his regime was basically
authoritarian and dissent was not tolerated.
Opposition political parties, both left and
right were carefully controlled and that
included Islamic parties. The problem was
that Indonesia’s increasing wealth was
unevenly distributed with the Suharto family
and inner circle benefiting disproportionately
from Indonesia’s economic success. His
nemesis was the Asian financial crisis of the
late 1990s. With the currency plummeting
and inflation again running out of control, he
was forced from office by the sort of
anti-government demonstrations that were



characteristic of the more recent Arab Spring.
Since that time Indonesia has enjoyed
sustained economic growth.
Banking in Indonesia
Although President Soekarno’s regime came
to an end in the mid 1960s, his legacy lived
on for many years with banks remaining in
state control. It was not until the late 1980s
that the country saw measures enacted to
deregulate banking. Suharto’s move to allow
the establishment of Islamic banking in
1992 is viewed by many as an attempt to
bring Muslim elements on side in an
increasingly fractious political environment.
By the late 1990s Indonesia was also
removing the barriers to foreign banks
either setting up subsidiaries or buying into
local banking operations. Recently, however,
there have been rumours of changes to
banking regulation, which will affect foreign
banks looking to invest in Indonesia.
Although no official announcement has
been made, it looks as though Indonesia’s

central bank will go ahead with a cap on the
size of individual shareholdings in
Indonesian banks. It seems likely that the
cap will be set at 30% for individuals and
40% for financial institutions. At present
shareholdings by an individual or financial
institution can be up to 99%. According to
sources, it appears the cap will not be
retrospective, so it will not impact banks
such as Malaysia’s CIMB Group and
Maybank, which own 97.0% of CIMB
Niaga and 97% of Bank Internasional
Indonesia respectively. It may, however,
prove a deterrent to other banks, which
have been expressing interest in the
Indonesian market. The most immediate
effect of the new ruling could be on
Singapore’s DBS Group Holdings bid for
Indonesia’s Danamon Bank.
Islamic Banking in Indonesia
Indonesia has the largest Muslim population
in the world and yet it came relatively late
to Islamic banking in 1992, 10 years behind
neighbouring Malaysia and 20 years behind

Bank Muamalat is Indonesia’s longest-established Islamic bank, founded in 1991 just a
few months after the law enabling the foundation of Islamic banks was enacted. Today
it is Indonesia’s second largest Islamic bank with assets of around 3.5 billion US dollars.
In the late 1990s the bank was badly affected by the Asian financial crisis and with its
equity standing at less than one third of its original capital, it sought further
investment. The Saudi-based Islamic Development Bank stepped up to the plate and
became a major shareholder in the bank. By 2002 the bank had turned the corner and
today it serves more than 2.5 million customers through 275 outlets across 33
Indonesian provinces. Interestingly it has also opened a branch in Kuala Lumpur,
Malaysia’s capital.
Currently the Islamic Development Bank owns 32.82% of the bank’s shares, Boubyan
Bank Kuwait has 24.94% and Atwill Holdings Limited holds 17.95%. It has been
rumoured for about 12 months that some of these existing shareholders are keen to
reduce their stakes in the bank and possible suitors have included Qatar Islamic Bank,
which ruled itself out in mid 2011 and more recently Malaysia’s Bank Islam.
At the end of May 2012 the bank announced a 10-year subordinated sukuk worth
around160 million US dollars to be issued in tranches over the next two years. The
money will be used to fund further expansion at the bank.





COUNTRY FOCUS

NEWHORIZON July–September 2012

investment opportunities in South East
Asia.
Related to the previous point is the fact that
the approvals process for Shari’ah products
is currently somewhat cumbersome. Banks
have to submit new products to both the
National Shari’ah Board and the Bank of
Indonesia, the country’s central bank, for
approval. Early in 2011 a working party
comprising representatives from Bank
Indonesia, the National Shari’ah Council
and the Indonesian Institute of Accountants
was established to review the approvals
process, but to date no recommendations
have been issued.

Dubai. Banking legislation in 1992 paved
the way for the establishment of Indonesia’s
first Islamic bank, Bank Muamalat in the
same year. In 1999 further legislation
allowed Indonesia’s central bank to make
use of Islamic instruments as part of its
monetary policy.

that growth averaged around 34% per
annum between 2005 and 2009 and recent
comments from the head of Islamic banking
at Indonesia’s central bank suggest that in
the last two years that growth rate has
strengthened, despite the global financial
crisis.

Progress has been slow, but since about
2007 the number of fully-fledged Islamic
banks has grown from three to 11, with 23
conventional banks having Islamic
windows. In terms of presence on the
ground, however, the fully-fledged Islamic
banks outnumber window operations by
nearly 5:1 with the former having 1,365
offices and the latter just 303. More than
80% of the financing at the fully-fledged
Islamic banks is based on three contract
types – murabaha (54%), musharakah
(18%) and mudarabah (10%), adhering
more closely to the classical Islamic model
of economics than possibly any other
country.

It has been suggested that Indonesia’s failure
to match the growth of Islamic banking in
neighbouring Malaysia is in part due to the
narrower range of Islamic banking products
in Indonesia. Indonesia has taken a much
stricter approach to Shari’ah compliance
and products such as bay al dayn, bay al
innah, tawarruq, bay al arbun and bay al
wafa, which are offered in Malaysia, are not
considered to be Shari’ah compliant in
Indonesia. Indonesian products rely largely
on murabaha, musharakah, salam and
istisna.

Islamic banks, however, still represent just
4.27% of Indonesia’s total banking assets.
They are mainly retail banks and their
approach to financing is investment rather
than trade based. Nevertheless, statistics
from Indonesia’s central bank do indicate

 

There are pros and cons in such a
conservative approach. On the one
hand the limited range of products
makes it more difficult for Indonesia’s
Islamic banks to compete against their
conventional counterparts. On the other
hand, such a stance may be more
attractive to investors from other more
conservative Muslim countries looking for

Another factor in the slower than predicted
growth is the time the Indonesian
government have taken to amend
legislation, particularly tax rules, to level the
playing field for Islamic banks. Changes
that effectively remove the double taxation
on murabaha financing are very recent,
dating to 2010. Earlier, the Islamic Banking
Act No.21 of 2008 was passed by the
Indonesian parliament to strengthen law
enforcement in relation to Islamic banks
with the expectation that it would
encourage more players to support the
industry. Indonesia, however, has a long
way to go to match the Islamic finance
friendly environment that has been created
in neighbouring Malaysia. Foreign investors
interested in the region may very well find
the Malaysian market more appealing at the
present time, all the more so if rumours of
changes to the rules on bank ownership
probe to be true.
Finally, Indonesia suffers perhaps more than
other countries from a shortage of skilled
manpower – individuals who understand
both Shari’ah and the working of the
broader financial market. This is for the
most part due to the rapid growth of the
sector and the fact that training in Islamic
finance is a relatively recent phenomenon.
The number of educational institutions
offering courses in Islamic finance has been
steadily growing since 1999 and now
includes the Tazkia Institute, Karim Business
Consulting and the Indonesian Banking
School/LPPI. In 2009 the University of
Indonesia began to offer a Master’s degree
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in Islamic finance and apparently plans to
offer undergraduate and doctoral
programmes, but this is a drop in the ocean.
There is need to expand educational
opportunities at every level – professional
qualifications such as those offered by the
IIBI among others, undergraduate and post
graduate degrees.
Islamic Microfinance
One area in which Indonesia is at the
forefront, however, is Islamic microfinance.
This is not surprising given that Indonesia’s
economy is dominated by small and
medium-sized enterprises (SMEs), with 40%
of the population employed in the
agricultural sector, followed by trade with
around 23% and industry with 14.5%. The
Asian financial crisis of the late 1990s if
anything boosted the number of SMEs, as
workers laid off by big employers turned to
self employment.
The history of rural banks in Indonesia dates
back to the colonial period, but in their
modern incarnation they are enshrined in the
1992 Banking Act and then in 1992
Indonesia’s central bank published a
document called a ‘Blueprint of Islamic
Banking Development in Indonesia’. This
nine-year plan included specific support for
the Islamic rural banks, of which there are
now 154 with 362 offices. Business is
overwhelmingly on the basis of murabaha
contracts at 79% of total business.
(Interestingly the single biggest business
category of customer among rural banks is
trade, restaurants and hotels (food and
related services) by a significant margin.)
These banks, along with conventional rural
banks and financial cooperatives are the
outlets that deliver microfinance in Indonesia.
They can only be owned by citizens of
Indonesia and offer loans, which are mostly
fairly short term and savings accounts, but
not payment services. One of the biggest
problems faced by rural banks, just as with
the mainstream Islamic banks, is the lack of
trained management and staff to run them.
Islamic microfinance is still a tiny part of
the banking industry in Indonesia,
accounting for just 2% of all outstanding
microfinance loans, but according to a


World Bank Survey carried out in 2007, it
was the largest Islamic microfinance sector
in the world with a more than 60% share of
total Islamic microfinance loans. (Only
Bangladesh’s Islamic microfinance sector
had more clients, although with a lower
average loan size it had just 17% of the
world’s microfinance loans.) Interestingly in
both these countries the majority of
customers were female – 90% in Bangladesh
and 60% in Indonesia.
Bank Rakyat Indonesia Syariah (BRI
Syariah) is an important player in
Indonesian Islamic microfinance. It is a
subsidiary of Indonesia’s largest
microfinance institution Bank Rakyat
Indonesia (BRI). Until 2003 BRI was a
100% government owned bank, but in
November that year they sold a 30% stake
in the organisation through an IPO (Initial
Public Offering). BRI Syariah was
established in 2009. Some of the
mainstream Islamic banks such as Bank
Muamalat also have microfinance divisions,
but the largest providers of Islamic
microfinance are 150 Islamic rural banks
(BPRS) and more than 3,000 BMTs (Baitul
Maal wat Tamwils), which are a network of
Islamic financial cooperatives. These are
grassroots developments funded by
members of the Muslim community and are
largely unregulated and their success tends
to be strongly linked to the skill and
commitment of their founders.
One of the major issues for BMTs was their
preference for qard hasan; they had tended to
be very purist in their approach and were
generally uncomfortable with instruments
such as murabaha, still too close to riba in
their view. Many borrowers, however,
apparently perceived loans based on qard
hasan as free, charity, even though Shari’ah
makes a clear distinction between qard hasan
and sadaqah (charity). Even when the
obligation to repay the loan was accepted,
borrowers frequently believed it was their
right to decide when they would repay. In fact
the situation is now changing and BMTs are
using more murabaha and mudarabah.
The Bank of Indonesia is believed to be keen
to persuade these BMTs to convert into
banks. This would probably result in
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mergers as the capital requirements for these
organisations would increase; as would the
requirement for management to have some
financial qualifications.
Sukuk in Indonesia
Although changes in the law in 1999 paved
the way for the Indonesian government to
use Islamic financing instruments as part of
their overall monetary policy, it was not
until 2008 and further enabling legislation
that Indonesia issued its first sovereign
sukuk. Since then it has raised nearly
13 billion US dollars via sukuk with the
latest issue in April 2012 being heavily
oversubscribed. While Indonesia was the
second biggest issuer of sukuk in Asia in
2011, it lagged a long way behind
neighbouring Malaysia, accounting for just
6% of that country’s total issuance. That
gap could close as Indonesia seeks funds for
a large number of infrastructure projects
planned in the coming years.
To date the Indonesian sukuk market has
been dominated by sovereign issues and
during 2011 there was an almost total
absence of corporate sukuk, but it looks as
though 2012 will see a change. Bank
Muamalat and Mayora Indah, a biscuit
manufacturer, have already announced their
intentions to issue sukuk worth
approximately 85 million US dollars and
27 million US dollars respectively in 2012.
Another three corporate sukuk are believed
to be in the pipeline.
Changes in tax and sukuk laws are now
making it easier for Indonesian
organisations to issue US dollar
denominated sukuk and along with
Indonesia’s elevation to investment grade
status by ratings agencies should make
Indonesian issues more attractive to
investors from the GCC looking to diversify
their investments.
Is the Sleeping Giant Stirring?
Indonesia has the largest Muslim population
in the world, a robust economy and its
government appear to be increasingly
supportive of Islamic finance, even if
frustratingly slow at times. Having bumped
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along the bottom of the classic growth curve
for the past few years, it has now probably
reached the stage where it could suddenly
take flight. It does, however, have to address
some issues for that dramatic growth to
happen, in particular the shortage of
experienced personnel at all levels and
product innovation.
On the issue of skilled manpower, there are
two possible approaches. One is to extend
the range of courses, both vocational
courses and university-level courses and the
other is to somehow import expertise, not
just to kick start the sort of growth that the
Indonesian government say they want to see
in Islamic finance, but also to provide the
sort of ongoing, on-the-job training that
trainees and graduates will need following
formal education. The answer, of course, is
that Indonesia probably needs to pursue
both approaches, not least because growing
your own Islamic financial expertise takes
time and Indonesia needs to boost that
resource now. It is important to note,
however, that to date only a few top
executives have been imported into
Malaysian-owned banks and Indonesia has
preferred to grow its own expertise by
recruiting conventional bankers and
retraining them. This is admirable, but may
prove to be a growth-limiting factor.
While the provision of formal education is
largely in the Indonesian government’s own
hands, an injection of expertise depends on
Indonesia’s ability to attract inward
investment into their nascent industry. In the
past 12–24 months there have been signs of
interest from both Malaysia and the GCC;
indeed the Indonesian government seem to
have been actively courting Gulf banks, but so
far there have been no positive results from
this courtship. In some respects partnerships
with more conservative Gulf banks may suit
Indonesia’s purist approach to Islamic finance
better than those with neighbouring Malaysia.
On the other hand there is probably greater
cultural synchronicity with Malaysia.
Currently, however, the rumoured changes to
ownership rules limiting the stake a single
shareholder may hold, is likely to be putting
any investments on hold. Indonesia needs to
clarify this situation as soon as possible
otherwise they may just find potential
 

investors have moved on and found other
opportunities.
There are two issues in relation to product
innovation. One is the rather cumbersome
approvals process, which apparently the
Indonesian central bank is addressing,
although progress again seems slow. The
other is more complex, because it relates to
both the shortage of experienced personnel
and to the very purist approach to Islamic
financial products in Indonesia. Solutions to
the problem of a shortage of experienced
personnel are not particularly contentious,
but, if the development of innovative
products requires Indonesia to take a fresh
look at its approach to what is acceptable or
not in Shari’ah, that is likely to be much
more difficult. Without a very in-depth
understanding of the influences at work in
Indonesia, it is impossible to say whether
any such changes are likely to happen. The
current purist approach is likely to appeal to
some of the more conservative investors, but
are there enough of these to help the
industry to grow in the way that the
Indonesian government is hoping it will.
Finally there is the issue of stability and
fairness. The conspiracy theorists are having
a field day with the proposed new ruling on
bank ownership suggesting that it has been
designed to scupper the DBS bid for Bank

Danamon, but that seems somewhat
excessive. Bank Indonesia could surely have
found some other reason not to approve
that particular deal without changing the
whole ownership structure for banks,
Islamic and conventional alike. Other
sources have suggested it is a sign of
growing nervousness in Indonesia about the
extent of foreign investment and follows on
from proposals to limit foreign investment
in mining companies to 49%. Bank
Indonesia itself has said the banking
ownership measure is designed to prevent
majority shareholders abusing bank
operations for their own financial gain.
Whatever the reasons behind the proposal
one thing is clear; if Indonesia wants to
foster growth in its financial sector and
particularly in the Islamic sector, they need
to reassure potential investors that the
system is stable, fair and transparent.
Without a degree of certainty that
business will be carried on in an orderly
fashion and will not be subject to
apparently capricious government
behaviour, Islamic banking will find it
difficult to break out from its very
promising base and achieve the levels of
growth that seem to be within its grasp. The
value of the additional funds and expertise
that foreign investors can bring to the party
should not be underestimated.

Jakarta
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POINT OF VIEW

The Chimera of Economic Justice
By: Usman Hayat, Director of Islamic Finance and ESG, CFA Institute
Economic justice has been a central theme
of the Occupy Wall Street (OWS)
movement, but what exactly does economic
justice mean? Academic writings show the
complexity of the topic. In his book Justice:
What’s the Right Thing to Do?, Michael
Sandel of Harvard University explains that
an individual’s definition of economic justice
depends on his beliefs. For instance, some
may believe that any distribution of income
and wealth produced by a free market is just.
But there is no such thing as a free market,
according to Ha-Joon Chang of Cambridge
University. Chang argues that regulations
restrict the freedom to contract in all
markets. If there is no free market, how can
the distribution of income and wealth
produced by it be just?
Nobel laureate Amartya Sen in his book
The Idea of Justice explained that we do not
need a theory of the ideal state of justice in
order to pursue justice. In addition, public
reasoning and discussion can help reduce
injustice.
‘When people across the world agitate to get
more global justice … they are not
clamouring for some kind of minimal
humanitarianism,’ Sen wrote. ‘Nor are they
clamouring for a perfectly just world society
but merely for the elimination of some
outrageously unjust arrangement to enhance
global justice.’
Post 2008, many commentators have
pointed out the negative externalities
imposed on society by the financial sector.
They have expressed deep concerns about
the privatisation of profits and the
socialisation of losses by the financial sector.
The frequent references to economic justice
by the OWS movement should strike a
familiar chord in the small but growing field
of Islamic finance. Mohammad Nejatullah
Siddiqi, who has been writing in the field
since the 1950s, has even called Islamic


finance a ‘quest for justice.’ Similarly, Taqi
Usmani, a prominent Muslim jurist,
repeatedly talks about ‘distributive justice’
in his writings on Islamic finance.
Clearly, it is too much to burden the Islamic
financial sector with delivering economic
justice all by itself. That necessarily involves
wider economic policy and the Islamic
financial sector is but a small niche within
global finance. But why is Islamic finance
expected to facilitate economic justice?
One explanation is that the Islamic
prohibitions of riba and excessive gharar
include in their scope the lending of money
on interest and the trading of risk. While
they restrict the freedom to contract, they
also keep finance tied to the real economy
and promote enterprise and risk sharing.
This is in sharp contrast to many established
elements of conventional finance. In theory,
because of these prohibitions and other
moral checks and balances, Islamic finance
should facilitate the distribution of wealth
and opportunity, thereby facilitating
economic justice.
The initial experiments in Islamic finance in
the late 1960s are often seen as broadly
consistent with the spirit of economic justice.
Since the establishment of the first Islamic
commercial bank in 1975, however, Islamic
finance has largely consisted of commercial
banking within conventional fractional
reserve banking. According to a research
report published by TheCityUK, as much as
72% of the assets in this nearly one-trilliondollar sector are in commercial banking.
Observers have long held the view that,
legal form and religious symbolism aside,
the economic substance of Islamic
commercial banking is very similar to, if not
the same as, that of conventional
commercial banking. In the concluding
chapter of their book, Islamic Law and
Finance: Religion, Risk, and Return,
Harvard University professors Frank Vogel

and Samuel Hayes III wrote that it is a ‘legal
and financial embarrassment’ that Islamic
banks ‘mimic conventional banks’ instead of
being the profit-and-loss investment
intermediaries that Islamic economic theory
demands. They went on to suggest that
genuine profit sharing through pooled funds
could be the solution.
Such observations regarding Islamic finance
are not confined to banking; one comes
across them in capital markets and insurance
too. Observers may also find it puzzling that
one could switch from conventional finance
to Islamic finance but still be dealing with
similar debt-based financial services and
some of the same large financial institutions,
which are seen as part of the problem by the
OWS movement.
In response, Islamic finance practitioners
tend to argue that the current legal, tax, and
regulatory frameworks are meant for
conventional finance but that Islamic
finance is forced to fit into them, creating
the gap between its theory and its practice.
Some also contend that their customers are
not looking for something different from
conventional financial services in their riskreturn profile. Others may say that they are
doing what they can under the current
circumstances and that it will take time and
a different legal and economic framework to
move toward alternatives that are more
authentically Islamic and just.
The arguments offered by Islamic finance
practitioners are not without merit, but the
OWS protestors might ask: If the economic
substance of Islamic banking is the same as
that of supposedly unjust conventional
banking, how would banking the Muslim
way facilitate economic justice? Perhaps the
answer is that reducing economic injustice
in practice can be even more difficult than
debating the complexities of its theory. Be it
conventional or Islamic finance, economic
justice remains enticing but elusive.
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Defining Ethics in Islamic Finance: Looking Beyond Legality
By: Dr Habib Ahmed, School of Government and International Affairs, University of
Durham
Introduction
The pioneers of Islamic economics asserted
that an economy based on Islamic values
and principles would produce a moral
economic system serving the needs of not
only Muslims but humanity at large. The
economy would strive to fulfil the goals of
Shari’ah (maqasid al-Shari’ah) and result in
achieving a just and vibrant economy. The
financial sector was expected to entail
risk-sharing features and serve all sections
of the population thereby bringing about
equity, stability and growth. The
manifestation of Islamic economics,
however, ended up as sub-economies in the
financial sector. While the growth of Islamic
financial industry in its short history has
been impressive, there is a general feeling
that Islamic finance has failed to fulfil the
social and ethical goals of Shari’ah.
Although the criticisms levelled at the
industry should be verified empirically, there
is a need to come up with a clear
understanding of what is considered ethical
in Islamic finance. Addressing this issue
would require examining the nature and
responsibilities of a firm. Carroll (1979) and
Schwartz and Carroll (2003) identify the
responsibilities of a firm as economic, legal,
ethical and philanthropic/discretionary. The
economic responsibility is obvious given
that firms supply goods and services to earn
profit. Firms have to comply with all the
laws and regulations of a country in the
pursuit of profit. Other than the economic
and legal responsibilities, society also
expects firms to follow certain ethical
norms. Finally, it may be desirable for firms
to be philanthropic, though this is left to
their choice and discretion.
Being a part of the moral economy and
following the Shari’ah principles, the nature
of responsibilities for Islamic firms in

 

general and Islamic banks in particular
changes. Islamic banks have to conform not
only to the national laws and statutes, but
also to the Islamic law of contracts at the
transactions level. Furthermore, being
ethical is required of an Islamic firm, not
just expected. As ethics is considered a key
for Islamic banking practice, there is a need
to define its scope from an Islamic
perspective. Note that ethics is difficult to
define even for conventional businesses. For
Islamic banks it becomes even more difficult
as it will include the ethical standards that
apply to conventional banks and some
additional requirements.
As Islamic banks comply with the values
and principles of Islam, there are additional
factors that influence ethics. Specifically,
two other norms of morals and laws will
also affect the ethics of Islamic banks.
Whereas there is some discussion on the
relationship between Islamic law on ethics,
there is no research (to the best of my
knowledge) linking the ethics of Islamic
banking practice to moral issues. This paper
attempts to fill this gap by providing a
framework of ethics for Islamic finance by
linking it to morality. I argue that to arrive
at an appropriate Islamic stance on the
ethics for Islamic banking there is a need to
go beyond the legalistic arguments and
examine the moral principles derived from
Islamic teachings.
To have the discussion in some perspective,
the paper examines the ethical issues arising
from debt, a key instrument used by the
banking sector. Whereas the ideal model of
Islamic banking envisaged a two-tier
mudaraba model, Islamic finance turned out
to be one that is dominated by debt-based
instruments. Although debt will be an
integral part of an Islamic financial system,
its magnitude and impact on individuals and
society may have certain moral implications.

However, the moral consequences of debt
have been ignored in Islamic finance
practice and discourse. This is apparent
from the indifference shown by some
practitioners, Shari’ah scholars and Islamic
economists towards a larger share of debt in
the economy, both at the individual and
national levels. The lack of concern about
increasing debt levels stems mainly from
adopting a legalistic approach that asserts
that as long as debt is created by
Shari’ah-compliant means, its level is not
considered a problem. I argue that this
legalistic approach can lead to unethical
practice as it ignores the broader issues
related to the moral teachings of Islam.
Morals, Ethics and Laws
Norms in any society can be distinguished
as morals, ethics and laws. To avoid
confusion about these concepts and to
determine how they are related to each
other, there is a need to clarify what they
mean. Hazard (1994–1995: 451) defines
morals as ‘notions of right and wrong that
guide each of us individually and
subjectively in our daily existence’. Erhard
et. al. (2009: 35-36) view morality as a
societal issue and defines it as ‘the generally
accepted standards of what is desirable and
undesirable; of right and wrong conduct,
and what is considered by that society as
good behaviour and what is considered bad
behaviour of a person, group, or entity’.
They place morality in the realm of ‘social
virtue’. Morals are embedded in cultures
and determined by a variety of factors such
as upbringing, education, religion and
environment. Morals tend to have an
emotional orientation whereby its validity is
taken as given (Ray 1996).
Hazard (1994–1995: 453) defines ethics as
‘norms shared by a group on a basis of
mutual and usually reciprocal recognition’.
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Erhard et.al. (2009: 36) provide a more
elaborate definition of ethics as ‘the agreed
on standards of what is desirable and
undesirable; of right and wrong conduct; of
what is considered by that group as good
and bad behaviour of a person, sub-group,
or entity that is a member of the group, and
may include defined bases for discipline,
including exclusion’. They identify ethics to
be in the realm of ‘group virtue’. One way
in which ethics can be understood is to
examine the ends or consequences of actions
or activities. Thus, an act will be ethical
‘when it promotes the good of society or
more specifically, when the action is
intended to produce the greatest net benefit
(or lowest net cost) to society when
compared to all of the other alternatives’
(Schwartz and Carroll 2003: 512).
Laws are ‘norms formally promulgated by a
political authority that are enforceable and
more or less regularly enforced through a
legal process based on adjudication’ (Hazard
1994–1995: 448). Erhard et.al. (2009: 37)
put law in the realm of ‘governmental virtue’
and defines it as ‘the system of laws and
regulations of right and wrong behaviour that
are enforceable by the state through the
exercise of its policing powers and judicial
process, with the threat and use of penalties,
including its monopoly on the right to use
physical violence’. In general, law entails a
body of rules which can be formed through
statutes, decrees and edicts, decisions of
judges or jurists, etc. While ethics entails
standards that members of a group are
encouraged to follow and realise, law sets
clear rules and standards that are enforced by
higher body (such as government) by using
punishment and sanctions (Ray 1996: 50).
The norms of a society residing at different
levels as morals, ethics and laws have
unique features and are interrelated.
Whereas morals relate to individuals and
are subjective, ethics is more rational and
can change in the context of a group. Ethics
is considered as an aggregate concept whose
components are morality (Ray 1996).
Unlike law, ethics and morals cannot be
adjudicated or enforced by an authority. In
Western legal scholarship there is a debate
among the legal theorists on the role



morality plays in laws. While the positivist
theorists (such as Hart) view law as amoral,
interpretive theorists (such as Dworkin) link
laws to morality (Donato 1988). Hazard
(1994-1995) takes the interpretive view and
maintains that ethics and morals shared by
individuals and community can influence
laws. With concerted efforts, it is possible
for individuals in a community to convert a
moral norm into a law. Although the three
norms are expected to be complimentary,
yet they can potentially contradict each
other. For instance, enacted laws can turn
out to be either unethical or immoral.
Examples of such laws include ones that
legalise slavery and discrimination.
As mentioned, the relevant norms affecting
financial institutions are laws and ethics
that govern their operations and activities.
While laws apply equally to all firms, ethical
norms in the organisational setting are more
specific to tasks and situations, which
members in a firm face (Sinclair 1993).
Davies (2001: 282) indentifies some of the
ethical norms for financial institutions as
conduct operations with integrity and due
skill, care and diligence, organise the affairs
responsibly and effectively with adequate
risk management systems, observe proper
standards of market conduct, ensure that
conflict of interest does not exist, pay
attention to the interests of its customers
and treat them fairly.
Ethics, Morality and Legality from an
Islamic Perspective
The essence of the Islamic worldview is
tawheed which means oneness and
sovereignty of God (Allah). Though
tawheed means unity of God and creation,
it has implications related to all aspects of
life including economics and finance. The
concept of tawheed also implies that God is
the only source of value and norms. Thus,
all discussions on law and morality ensue
from this concept (Kamali 2008, p. 17).
Islam, being a complete code of life provides
rules and norms for economic activities and
transactions. Islamic economics and finance
will reflect the Islamic worldview and, as
such, is driven by Islamic laws and morals
related to economic transactions.
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The underlying principle guiding Shari’ah is
that ‘God orders the good because it secures
the welfare of the community and forbids
evil because it is evil and because it is
against the public good’ (Abdel-Wahab
1962–63: 122). As Shari’ah entails all the
teachings of Islam, it is understood to
include both Islamic morals and laws. The
implication is that Islamic law and morality
are expected to contribute positively to the
welfare and public good (maslahah). For the
purposes of this paper, however, we use
three domains of norms discussed above –
morals related to individuals (and society),
ethics belonging to groups including
organisations and laws governed and
implemented by entities with legal and
regulatory authority.
The distinction between laws and morals
can be made by examining the section of
Islamic jurisprudence known as hukm
taklifi. Accordingly, any human act will fall
under one of the following – obligatory
(wajib or fard), recommended (mandub),
reprehensible (makruh), permissible
(mubah) and forbidden (haram) (Reinhart
1983: 195). Kamali (2008: 47) contends
that while the first and last types of
activities (wajib and haram) have legal
force, the remaining three activities fall into
the domain of morals that cannot be
adjudicated in courts. When Shari’ah
proscribes usury or gambling, these become
legal obligations. However, Islamic
teachings encouraging people not to cause
injury to women and the elderly or animals
reflect ‘the moral underpinnings of Shari’ah’
(Kamali 2008: 49).
The moral teachings in Islam will take the
form of encouraging the recommended and
avoiding the reprehensible. The morals
related to the recommended and the
reprehensible are derived from Shari’ah.
While there are some clear indications about
morality in the texts, others are implied and
are extracted indirectly. An example of a
clear recommendation is found in the
Prophetic sayings ‘Feed the hungry, relieve
the distressed and visit the sick’ (Khan and
Hasan undated: 100). An example of an
indirect implied norm can be observed in the
saying of the Prophet (PBUH) ‘Oh God, I
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seek refuge in You from niggardliness’ (Khan
and Hasan undated: 84). The implication of
the above hadith is that niggardliness is a
morally reprehensible act and as such should
be avoided. Similar conclusions can be
drawn from the verses of the Quran. Uddin
(2003) derives some norms for business
related practices from different verses of the
Quran. For example, he concludes that
Quran (17:36) can mean ‘honesty and
truthfulness; investigation and verification
before action; right and ethical conduct; true
witness’. Quran (11:85) can be interpreted
as ‘no deception in measure and weight,
mischief and corruption is avoided’.
Note that while the legal issues were
adjudicated by independent courts in
Islamic societies, the institution of hisbah (in
charge of promotion of good and
prevention of evil) historically functioned to
support moral values (Kamali 2008). This
not only shows the difference of the legal
and moral aspects in the light of Shari’ah,
but is also indicative of the importance that
Islamic societies place on morality in
general. Given the above framework, the
roles of law and morality on ethics at the
organisational level are discussed next.
Islamic Law and Ethics
The basic principle for commercial
transactions is ‘permissibility’ which
signifies that all acts/contracts are
permissible unless there is a clear injunction
of prohibition (Kamali 2000: 66). The two
broad categories of prohibitions related to
economic transactions recognised in
Shari’ah are riba and gharar. At the contract
level, these prohibitions are intended to
bring about fairness and good measure and,
as such, these get more consideration over
complete freedom of contracts (Saleh 1992:
146). The legal maxim ‘in contracts,
attention is given to the objects and
meaning, and not to the words and form’.
(Majallah 2001, Article 3) provides the
guiding principle of devising contracts in
financial transactions. While the form is the
contractual construct of the transaction, the
substance relates to the outcome. For
example, the outcome of a sales contract is
the transfer of ownership of an asset in
exchange for a price. Fulfilling the form, but
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not the substance will not be harmonious
with the spirit of Islamic law.
Reinhart (1983: 186) maintains that Islamic
law is not just a law; ethics are inherent as
both constitute ‘a call to righteous action in
conformity with the guidance of
Revelation’. Thus, while the ethics related to
contracts will include virtues such as
honesty, trust and transparency, they will
also incorporate fulfilling the legal
obligations and stipulations. As a result,
ethics can be evaluated by examining
whether the legal conditions and
stipulations of a contract are fulfilled or not
(Arabi 1997). For a transaction to be
ethical, the overall goals of Shari’ah
(maqasid) should also be fulfilled at the
contract level. Other than avoiding riba and
gharar, Kahf (2006) indicates that fulfilling
maqasid at the transaction level would
involve satisfying the objectives, principles
and values underscored in the Islamic laws
of transactions. This would include, among
others, linking returns to risks and bearing
the risks of ownership by the owner of the
asset. An important related principle
includes fulfilling the conditions of a sale,
which is realised by transferring the asset to
new owner. Similarly, conditions of trust
and guarantee relationships in terms of
liability of loss have to be implemented.
Given the divine nature of these conditions,
a contract would be considered unethical if
some of these stipulations are not fulfilled.
Another aspect related to ethics at the
contract level relates to intention (niyah)
and outcomes. While niyah is an integral
component in worshiping rituals (ibadat), in
economic affairs (muamalat) there is
difference in opinions about its status
among different schools of thought. Note
that all schools agree that an illegitimate
motive will make a contract illegal even
when all the legal components of a contract
are fulfilled. The disagreements arise in
relation to the status of intentions when
they are not explicit in contracts (Arabi
1997: 215). Thus, an intention of coming
up with an illicit act using a valid contract
would not only be void, but also immoral.
The legality of a transaction will not only
depend on the validity of a contract, but
also on the end use of the contract, which

can be deduced ex-ante by the niyah and
ex-post by examining the outcome or
consequences.
Islamic Morals and Ethics
All Islamic banks will be expected to be
ethical in ways similar to their conventional
counterparts. As mentioned above, these
ethics include among others conducting
operations with integrity and with due skill,
care and diligence, avoiding conflict of
interest (Davies 2001). As ethics relates to
the notions of what is right and wrong in
the organisational context, for Islamic
banks it will also be influenced by the
Islamic notions of legality and morality. As
such, Islamic banks will have additional
ethical dimensions arising from their
adherence to the laws and morals of
Shari’ah. Although Islamic scholarship has
discussed issues related to the application of
laws to ethical practice, the relationship
between morality and ethics has not been
addressed.
If the ethical and legal norms are presumed
to coexist in a transaction, some may argue,
as some Shari’ah scholars do, that as long as
the requirements and stipulations of the
contract are fulfilled, the contract will be
both legal and ethical. However, this
argument may lack credence as the outcome
of the transactions can lead to adverse
effects on morality and societal welfare.
One way to link morals to ethics is to
examine the impact of the activities of firms
on the society. As pointed out by Schwartz
and Carroll (2003: 512), a business activity
will be ethical if it promotes good in society.
We use the same logic to determine the
ethicality of transactions and activities of
Islamic banks. Specifically, the activity of an
Islamic bank would be ethical when it
enhances welfare (maslahah) and the
morality of individuals in the society. On the
contrary, any banking practice that
produces adverse effects on either welfare or
Islamic morals would be considered
unethical.
Morality and Ethics: The Case of Debt
In an Islamic economy, debt can be either
created through interest-free loans or
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sale-based debt instruments. Debt can be
created through transactions involving
murababah (cost plus or mark up sale)
bai-muajjal (price-deferred sale),
istisna/salam (object-deferred sale or
pre-paid sale) and ijarah (leasing). Islamic
banks do the bulk of their financing by
using fixed-income debt-based products.
While debt is permissible in Islam, some
moral issues related to its size can arise.
Morals Related to Debt
While Islam does not prohibit debt, several
sayings of the Prophet (PBUH) discourage
Muslims from engaging in excessive
indebtedness. The following sayings (hadith)
provide the moral implications related to
debt:
Narrated ‘Aisha: Allah’s Apostle used to
invoke Allah in the prayer saying, ‘O Allah,
I seek refuge with you from all sins, and
from being in debt.’ Someone said, ‘O
Allah’s Apostle! (I see you) very often you
seek refuge with Allah from being in debt.’
He replied, ‘If a person is in debt, he tells
lies when he speaks, and breaks his
promises when he promises.’ (Bukhari,
Volume 3, Book 41, Number 582)
Narrated Salama bin Al-Akwa: Once, while
we were sitting in the company of the
Prophet, a dead man was brought. The
Prophet was requested to lead the funeral
prayer for the deceased. He said, ‘Is he in
debt?’ The people replied in the negative.
He said, ‘Has he left any wealth?’ They said,
‘No.’ So, he led his funeral prayer. Another
dead man was brought and the people said,
‘O Allah’s Apostle! Lead his funeral prayer.’
The Prophet said, ‘Is he in debt?’ They said,
‘Yes.’ He said, ‘Has he left any wealth?’
They said, ‘Three Dinars.’ So, he led the
prayer. Then a third dead man was brought
and the people said (to the Prophet), ‘Please
lead his funeral prayer.’ He said, ‘Has he left
any wealth?’ They said, ‘No.’ He asked, ‘Is
he in debt?’ They said, (‘Yes! He has to pay)
three Dinars’. He (refused to pray and) said,
‘Then pray for your (dead) companion.’
Abu Qatada said, ‘O Allah’s Apostle! Lead
his funeral prayer, and I will pay his debt.’
So, he led the prayer. (Bukahri, Book 37,
Hadith 488)


The above two sayings of the Prophet
clearly indicate that a Muslim should try to
stay away from debt. In the first hadith, the
Prophet is seeking refuge from sins and
debt, thereby implying the negative
attributes of both. In the second hadith, the
Prophet refused to lead the funeral prayer of
someone who died indebted and did not
have the means to repay it. The incident
shows that even though the deceased was a
Muslim, the consequence of not repaying
the debt was a serious enough factor for
him not to lead his funeral prayer. The
implications that one can draw from these
sayings of the Prophet are the following –
people should take on debt only if it
necessary; the debt should amount to that
which is within a person’s capacity to repay
and once indebted people should strive to
repay it.
The Welfare Implications of Debt on
Individuals and Society
The recent financial crisis exposed the
damaging features of excessive debt in the
economy. It revealed that too much debt
was one of the key causes of the
predicament and harmed many indebted
individuals and economies at large. The
aftermath of the crisis led to a renewed
scrutiny of the harmful consequences of
debt. The Economist published a special
report on debt in its 24 June 2010 issue in
which it examined various aspects of
indebtedness. The morals related to debt
changed from being something negative in
the past to acceptable in the present. Over
the past century taking on debt became
fashionable and was promoted in society,
both at the individual and national levels.
The change in attitude resulted in the
increase in levels of debt for individuals,
corporations and nations. This is reflected
in the rise in household debt from about
GBP 14,000 per head to GBP 24,000 per
head between 2001 and 2010 in UK and
from USD 27,000 to USD 44,000 in the US
during the same period (Economist 2010b).
The corresponding figures for public debt
were GBP 5,000 and GBP 18,000 and USD
16,000 and USD 34,000 for UK and US
respectively. For ten industrialised countries,
the average total debt (private and public)
increased from 200% of GDP to 300%
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between 1995 and 2008, with Iceland
having a debt 1200% of its GDP
(Economist 2010a).
High levels of debt have had various
detrimental effects on both individuals and
national economies. A study revealed that
higher debt levels were associated with
lower levels of growth (Economist 2010a).
In a study, Campbell and Hercowitz (2009)
find the higher growth in the level of debt
reduces the welfare of households. The
Economist likened debt to alcohol and
nicotine stating ‘a debt boom tends to
induce euphoria’ (Economist 2010a).
Analysing the problems related to the crisis,
Taleb and Spitzagel (2009) identifies too
much debt as the ‘real evil’.
Data shows that Muslim countries are not
immune to the culture of debt. Consumer
debt in the GCC peaked in 2008 at $151
billion and then fell to $139 billion in
August 2010 in the aftermath of the crisis.
The growth rate of the level of outstanding
debt was 80% between 2002 and 2010
(White 2010). A survey shows that 52% of
the youth are indebted in Saudi Arabia, of
which two-thirds is due to credit cards
(White 2010). A study on the UAE revealed
that 85% of UAE residents are in debt,
many having difficulty in paying their dues
(Walter 2010). Another survey reveals that
more than 25% of UAE residents have a
debt of Dh 250,000 each and 40% have
personal loans between Dh 100,000 and Dh
200,000. Interestingly, 20% did not have
any idea of the amount of debt they owed
(Emirates 24/7 2011). A report by the
Lafferty Group in 2010 indicates that there
were 199.4 credit cards for every 100
people in the UAE, which is one of the
highest in the world. After the crisis, the
amount of bounced checks increased to
25% in UAE (Sambidge 2010).
Part of the problem of high indebtedness is
easy access to credit and the willingness of
banks to provide facilities with relatively lax
standards. Some specific cases in the UAE
indicate banks were permissive with lack of
proper scrutiny of clients before providing
credit. Walter (2010) reports that a person
with a salary of Dh 15,000 ran up debts of
Dh 250,000 and people with salaries of as
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low as Dh 6,000 managed to get eight credit
cards. While it is difficult to ascertain the
extent to which the debt was fuelled by
Islamic banks, given the significant share of
the Islamic banking sector in the country it
is safe to conclude it has played an
important role in the build up in
indebtedness.
The Ethics of Debt for Islamic Finance
The above discussion indicates that there
may not be any ethical issues arising in using
debt from a legal perspective as appropriate
Shari’ah-compliant instruments can be used
to create it. However, the morals derived
from the Prophetic traditions indicate that
Muslims should strive to keep the levels of
debt to a minimum. If the objective of
Islamic banks is to expand business by
financing goods and services that results in
higher indebtedness among individuals, then
they contribute to the immorality of being
highly indebted as perceived from an Islamic
perspective. Consequently, if banking
practices affect moral values negatively, the
practice of Islamic banks would be
considered unethical.
Beyond the moral proposition from a
religious point of view, limiting the level of
debt also can be rationalised from the
perspective of the welfare (maslahah)
implications at the individual and societal
levels. As discussed above, higher levels of
debt can affect the welfare of individuals in
the economy adversely. The evidence of the
adverse impact of debt on individuals and
national economies indicates that the levels
of debt must be kept reasonable and
manageable. If Islamic banks ignore the
harmful effects of debt on individuals and
help to fuel its increase to levels that start to
affect the welfare of people negatively, then
these activities could be considered immoral
from an Islamic perspective. The implication
is that if Islamic banks focus narrowly on
the legal technicalities and ignore the impact
of debt on moral teachings and maslahah,
they fail to operate ethically.
Conclusion and the Way Forward
This paper has discussed the role of laws
and morals in defining the ethical practices
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of Islamic banks. While Islamic law and
ethics appears to be closely linked, cases
may arise when the practices of Islamic
banks can produce unethical results even
when the contracts are legitimate. To judge
if banking practices are ethical or not, it is
important to examine the consequence of
transactions on morality and welfare.
Situations can arise when the transactions
may not have legal/ethical issues at the
contract level, but can be unethical as they
have adverse impact on welfare or morality.
This paper has examined the morality of
excessive debt and concluded that the
practice of Islamic banks could be unethical
if they fuel the increase in indebtedness of
individuals beyond certain levels.
The ethicality of Islamic banking practice
arising from the effects on moral values
cannot be grasped by focusing on the legal
aspects of contracts only. A question then
arises about whether morality and ethical
norms can be realised by Islamic banks that
are engaged in expanding their businesses in
competitive markets. While there are certain
aspects of ethical self regulation at the
organisational level that can be useful, it has
limitations. Davies (2001: 281) points out
that self-regulation may not be appropriate
for ‘raising standards in the market as a
whole, or dealing with a problem where
there was a need for the whole industry to
change’. Furthermore, when the conduct of
banks has implications that go beyond their
realm and that affect other members of
society, regulatory oversight may be
necessary to govern these activities.

(muhtasib) was authorised to intervene and
stop immoral practices. During
contemporary times, this role can be taken
up by the regulators thereby ensuring ethics
at the organisational level is moved to the
public domain. This paper suggests that
there is an additional role for regulators
overseeing the Islamic finance industry – it
is to promote morality-enhancing, ethical
behaviour in Islamic banking practices.
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If Islamic banks narrowly focus on the
legality of transactions that can lead to
unethical outcomes, there is a need to have
a mechanism to ensure that Islamic banking
practices are ethical by not contradicting the
moral teachings of Islam. Kamali (2008)
asserts that if public interest (maslahah)
necessitates it, a lawful government is
authorised to change the reprehensible into
forbidden and the recommended into
obligatory. In the past, Islamic societies had
institutions that oversaw the moral issues
related to economic affairs. Kamali (2008)
maintains that while the courts dealt with
the legal issues, the market controller
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Islamic Financial Institutions and the Implications of
Accounting under IFRS
Mohammed Amin discusses whether there are any disadvantages to Islamic finance
from IFRS accounting
At Islamic finance conferences, one is often
asked whether Islamic financial institutions
(IFIs) should account under International
Financial Reporting Standards (IFRS) or
under the accounting standards published
by the Accounting and Auditing
Organisation for Islamic Financial
Institutions (AAOIFI). This article discusses
the following issues:

the prevalent accounting standard almost
everywhere except the USA, which uses its
own standards, albeit with the aim of
converging with IFRS in the next few years.
There are a few other countries such as
Sudan which are understood to use AAOIFI.

1. Do IFIs have a choice between IFRS and
AAOIFI?
2. How do IFRS and AAOIFI accounting
practices differ?
3. Are there any disadvantages from IFRS
accounting?
4. How should accounting for IFI’s move
forward?

The fundamental differences between IFRS
and AAOIFI accounting standards arise
from the different objectives of accounting,
as seen by the two standard setting bodies.

Given the breadth of the subject, the article
concentrates on the high-level issues leaving
readers to explore the details independently.
Do IFIs have a choice between IFRS and
AAOIFI?
In most cases, there is no choice. Instead the
accounting standards that an IFI must apply
will be prescribed by the laws of the country
in which it is incorporated or where it lists
its securities.
For example, European Union law requires
all EU companies with publicly-listed
securities to prepare their consolidated
accounts under IFRS. (More precisely, under
IFRS subject to any modifications required
by the EU.) Conversely the writer
understands that all Bahraini and Qatari
IFIs are required to account under AAOIFI.
The writer has not attempted a global
survey; however a review of the accounts of
Gulf Cooperation Council (GCC) IFIs
showed that all GCC countries use IFRS
apart from Bahrain and Qatar. IFRS is also


How do IFRS and AAOIFI accounting
practices differ?

The objective of IFRS accounts
IFRS are published by the International
Accounting Standards Board (IASB). In
2001 the IASB adopted its ‘Framework for
the Preparation and Presentation of
Financial Statements.’ Paragraph 12 states:
‘The objective of financial statements is to
provide information about the financial
position, performance and changes in
financial position of an entity that is useful
to a wide range of users in making
economic decisions.’
In paragraphs 33 and 34 the framework
emphasises the need to faithfully represent
the transactions that have taken place:
‘To be reliable, information must represent
faithfully the transactions and other events
it either purports to represent or could
reasonably be expected to represent. Thus,
for example, a balance sheet should
represent faithfully the transactions and
other events that result in assets, liabilities
and equity of the entity at the reporting
date, which meet the recognition criteria.’
‘Most financial information is subject to
some risk of being less than a faithful

representation of that which it purports to
portray. This is not due to bias, but rather
to inherent difficulties either in identifying
the transactions and other events to be
measured or in devising and applying
measurement and presentation techniques
that can convey messages that correspond
with those transactions and events. In
certain cases, the measurement of the
financial effects of items could be so
uncertain that entities generally would not
recognise them in the financial statements;
for example, although most entities
generate goodwill internally over time,
it is usually difficult to identify or measure
that goodwill reliably. In other cases,
however, it may be relevant to recognise
items and to disclose the risk of error
surrounding their recognition and
measurement.’
Paragraph 35 emphasises the importance of
substance over form:
‘If information is to represent faithfully the
transactions and other events that it
purports to represent, it is necessary that
they are accounted for and presented in
accordance with their substance and
economic reality and not merely their legal
form. The substance of transactions or other
events is not always consistent with that
which is apparent from their legal or
contrived form. For example, an entity may
dispose of an asset to another party in such
a way that the documentation purports to
pass legal ownership to that party;
nevertheless, agreements may exist that
ensure that the entity continues to enjoy the
future economic benefits embodied in the
asset. In such circumstances, the reporting
of a sale would not represent faithfully the
transaction entered into (if indeed there was
a transaction).’
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five years until the customer
pays, but the bank needs to
do nothing else other than
wait five years for the $1,250
payment. The AAOIFI
accounting recognises the
economic reality that the
bank’s $250 profit arises
from giving the credit.

The objective of AAOIFI accounts
AAOIFI was established in 1991 and
published its ‘Statement of Financial
Accounting No. 1: Objectives of Financial
Accounting for Islamic Banks and Financial
Institutions’ in 1993. The introduction to
that statement says:
‘Financial accounting in Islam should be
focused on the fair reporting of the entity’s
financial position and results of its
operations, in a manner that would reveal
what is halal (permissible) and haram
(forbidden).’
Section 6/2 of the standard sets out the
objectives of financial reports in six
paragraphs of which the first is:
‘Information about the Islamic bank’s
compliance with the Islamic Shari’ah
and its objectives and to establish such
compliance; and information establishing the
separation of prohibited earnings and
expenditures, if any, which occurred, and of
the manner in which these were disposed of.’
Summary of the different objectives
The above objectives can be summarised as
follows:
IFRS focuses on reporting the economic
substance of the transactions undertaken.
AAOIFI’s primary aim is that the IFI’s
accounting should demonstrate its
compliance with Shari’ah.

Are there any disadvantages
from IFRS accounting?

Here the bank has bought a machine for
$1,000 and resold the machine to its
customer for $1,250 payable in five years’
time. It is clear that the $250 price uplift
occurs only because the customer is
allowed five years credit before making
payment.
Paragraph 8 of AAOIFI Financial
Accounting Standard No. 2 ‘Murabaha and
Murabaha to the Purchase Orderer’ requires
the bank to defer the $250 profit on the
sale. It states that the preferred method of
accounting is ‘Proportionate allocation of
profits over the period of the credit whereby
each financial period shall carry its portion
of the profits irrespective of whether or not
cash is received.’ In simple terms the bank
would recognise a profit of $50 in each of
the five years, or perhaps it may be more
sophisticated and spread the $250 over the
five years using compound interest
principles in which case it would recognise
profits of $45.64, $47.72, $49.90, $52.18
and $54.56 in years 1–5 respectively
computed as follows using the internal rate
of return of 4.564%.

Accordingly it should be no surprise if
IFRS and AAOIFI standards give rise to
different reporting when applied to the
same transactions. Many examples can be
found where IFRS and AAOIFI result in
different accounting treatments for
identical transactions, for example in
the case of sale and leaseback illustrated
in the accompanying boxed section.

Year
1
2
3
4
5

Even AAOIFI accounts, however, often
deviate from the legal form of the
transaction in order to report the economic
substance. Consider the deferred payment
sale illustrated at the top of the page:

The legal and factual position is that the
bank does everything needed to earn the
profit on the day of the original transaction.
Afterwards, it has a credit risk exposure for

 

B/f
1,000.00
1,045.64
1,093.36
1,143.26
1,195.44

Profit
45.64
47.72
49.90
52.18
54.56
250.00

C/f
1,045.64
1,093.36
1,143.26
1,195.44
1,250.00

The principal drawback is
that, because IFRS
concentrates upon the economic substance
rather than the legal form of the
transactions, users of the IFI’s accounts may
not receive sufficient information to form an
informed view on whether the IFI’s
transactions are Shari’ah compliant.
For example, the boxed section on page 29
illustrates IFRS accounting for a sale and
leaseback transaction where the asset
remains throughout on the balance sheet of
the original owner. This can make it harder
to assess whether the sale and leaseback was
conducted in a Shari’ah compliant manner.
This risk, however, can be mitigated by
providing good quality additional
disclosures. IFRS prescribes the basic
accounting (for example requiring the sale
and leaseback to be accounted for as a
financing transaction), but IFRS does not
prohibit the IFI from making additional
informative disclosures in the notes to the
financial statements. Accordingly the IFI
can, and should, provide supplementary
disclosures so that its shareholders and
customers can satisfy themselves about the
Shari’ah compliance of its transactions.
How should accounting for IFI’s move
forward?
The starting point is to recognise that the
apparent dichotomy between IFRS
accounting and AAOIFI accounting is not
real. With the exception of a few countries,
most IFIs in the world account under IFRS.
Accordingly all of the emphasis should be
on identifying the additional voluntary
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A sale and leaseback illustration
Assume the following transactions:
• On 1 January 2012 a customer sells its building to a bank for $100.
• The bank leases the building back to the customer a rent of $5 per year payable
annually in arrears.
• The bank and the customer enter into mutual sale and purchase undertakings
exercisable on 31 December 2014 at a price of $110.
• The rent is paid as agreed and the sale back from the bank to the customer on 31
December 2014 takes place.
Accounting for the sale and leaseback under IFRS
IFRS is about reporting the economic substance of the transactions. From an economic
perspective, the bank has provided $100 to the customer, in exchange for the
customer’s obligation to pay it $5 on 31 December 2012 and 2013, and to pay it $115
on 31 December 2014.
Accordingly the bank does not record the building on its balance sheet, as it has no
economic exposure to its value. Its economics are identical to the following loan
transaction.
2012
2013
2014

Loan B/F
100.00
103.08
106.41

Interest
8.08
8.33
8.59

Repayment
–5.00
–5.00
–5.00

Loan C/F
103.08
106.41
110.00

Accordingly the bank would account as follows:
2012
Income statement
Financial income from leasing
Balance sheet
Investment in finance lease

2013

8.08

8.33

103.80

106.41

2014
8.59
0

ANALYSIS

disclosures that should be made by IFIs
accounting under IFRS. It would be very
desirable to standardise these additional
voluntary disclosures so that shareholders
and customers of IFIs knew what additional
disclosures to expect and what constituted
best practice.
Since AAOIFI brings together within one
body both Shari’ah expertise and expert
accounting knowledge regarding IFIs, it is
well placed to devise the additional
voluntary disclosures that IFIs accounting
under IFRS should make. That would be a
better use of AAOIFI’s resources than
continuing to publish accounting standards
that are applied in only a handful of
countries.
Conclusion
The total profit the bank makes is $25,
regardless of whether accounting under
IFRS or AAOIFI. However the periods in
which it is reported are different. Also
different is the balance sheet presentation.
Mohammed Amin is an Islamic finance
specialist, with a particular interest in
accounting issues and in how Islamic
finance is treated in Western tax and
regulatory systems. He is a member
of the Editorial Advisory Board of
 and was previously UK
Head of Islamic finance at
PricewaterhouseCoopers LLP.

(Zero at the end of 2014 as lease finishes)
Accounting for the sale and leaseback under AAOIFI
It appears appropriate under AAOIFI to account for the transaction that is actually
taking place, which is a sale of the building and its eventual repurchase. The bank will
show the building it purchases on its balance sheet, and report the rental income and
the gain from selling the building in the periods when they arise. This leads to the
following accounting for the bank:
Income statement
Rental income from building
Gain on sale of building
Balance sheet
Building (cost)

2012

2013

2014

5.00

5.00

5.00
10.00

100.00

100.00

0.00

(Zero at the end of 2014 as building sold back)
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An Interview with Richard Thomas, OBE,
Chief Executive Officer, Gatehouse Bank
Gatehouse Bank is the largest, fully-fledged
Islamic bank licensed by the Financial
Services Authority (FSA) in the UK. Can
you tell us something about the bank’s
journey so far?
Gatehouse enjoyed a great deal of support
from the government and regulatory
authorities in establishing the bank. There is
a clear enthusiasm among all political
parties to level the playing field for all forms
of finance; to enable social and economic
equality. It has gained full banking status
with the ability to do anything that any
other bank can do. The only difficulty has
been around the definition of the deposits
that we are allowed to take. I do, however,
want to see more cooperation between
Islamic banks in the UK to bring depth and
substance to the market.
Banks have been criticised in recent years
for causing the financial crisis, however it
has been claimed that Islamic banks offer a
more balanced and ethical basis for
investment activities. How would you
respond to that comment?
I would agree that the Islamic economic
model offers a more pragmatic solution
than today’s conventional economic model.
Whether Islamic banks apply the Islamic
economic model consistently and effectively
is a matter of practicality. The tools and
opportunities exist for them to provide
solutions that the conventional banks are no
longer able to offer.
Since the financial crisis we have seen many
problems in the capital markets, has this
impacted Gatehouse Bank at all?
We originally thought that Gatehouse Bank
would have a much larger capital
component than it, in fact, has. For example,
we envisaged developing the global
corporate sukuk market, in particular the
UK market, but the crisis blew away many
of those opportunities. We saw the sukuk
 

market retrench, not just due to the issues
with the conventional market, but also
because many sukuk failed to come up to
AAOIFI standards. It really only recovered
through the issuance of sovereign sukuk,
which were not in our original business plan.
The bank had to reinvent its position,
becoming more of a merchant bank. We still
have a plan to intermediate the
quasi-governmental and corporate sectors in
true asset-backed sukuk, but that ambition
has been set back many years. Luckily, like all
Islamic banks, we did not have the terrible
legacy of failed US debt on our books, so our
ability to ride out the crisis was much greater
and we have emerged at the other side with
more capital than when we started, a strong
team of people and real optimism about the
future. Provided the conventional sector does
not blow itself up completely and we do not
end up with the Armageddon scenario that
the press seem want to encourage us to
believe is coming, then we will certainly be at
the forefront of Islamic banks taking
advantage of the Islamic system.
You have mentioned your focus on the UK
corporate sector, but what other strategies
does Gatehouse Bank have going forward?
Gatehouse Bank has become probably the
foremost real estate investment bank in the
UK, certainly as an Islamic bank. It does not
matter where the money is coming from, the
demand is for security, asset backing and
long-term, secure income plays.
The world made a decision that the UK
property market is the most secure
opportunity anywhere around the globe and
we have benefited enormously from being in
the right place at the right time. Real estate
has been at the heart of our profitability,
because we have been meeting a customer
need. While real estate is our best
performing area, portfolio management for
equities and sukuk have been showing good
growth as well.

Gatehouse Banks is the only one of the four
fully-fledged Islamic investment banks in the
UK to have full-time, in-house Shari’ah
scholars. Why did you decide to take this
approach?
I am actually surprised that we are the only
one of the banks that does this. We need
in-house scholars, because the business is
complex and things change every day. If we
applied to our scholars offshore and we
waited a few days, a week or two weeks for
an answer, the business would quite possibly
have gone or changed.
You are one of the very few individuals that
has more than three decades of experience in
Islamic investment banking, so what, in your
opinion, are the major obstacles in designing
and promoting Islamic investment products?
One of the major obstacles is unfair
competition and that is a complex blend of
scale and the tax and regulatory aspects of
the business in which we operate.
Conventional organisations can avoid
taxation and characterise their instruments
in particular ways not open to Islamic
banks. I believe that this competition is not
only unfair, it is in fact unhealthy.
While Islamic banks stuck to their principles
in most areas, conventional banks have
invented and re-invented a whole range of
unhealthy products, which gives them unfair
competitive advantage and notional
profitability, which is hard to match. Islamic
banks have to compete with those
conventional banks, who even stray into the
Islamic space with sukuk products in the
capital markets, thereby bringing that unfair
practice into Islamic finance through the back
door, so not only do Islamic banks have to
compete with the unhealthy conventional
products, they also have to compete with the
conventional banks to develop healthy
Islamic products. That has been one of the
major obstacles of the last 30 years.
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We have struggled when that kind of
competition has been compounded by
regulations and taxes, which have supported
the development of these unhealthy
products and penalised the compliant
products on which Islamic finance relies.
Despite all of those disadvantages, Islamic
finance has prevailed and it has not only
grown, but grown at a faster rate.

Richard Thomas became CEO of
Gatehouse Bank in August 2009 following
the merger of the Bank with Global
Securities House UK Limited (a subsidiary
of The Securities House). Richard is a
veteran in the field of Shari’ah-compliant
finance, with over 30 years’ experience in
the sector, he was Head of Islamic
Financial Services at the Arab Banking
Corporation in London, as well as CEO of
ABCIB Islamic Asset Management Limited
and Alburaq. He also held senior
positions related to Islamic financial
services at United Bank of Kuwait and
Saudi International Bank in London.
Richard is also the UK Trade &
Investment’s Special Representative for
Kuwait, assisting in the Government’s
policy on the promotion of bilateral
business and trade development between
these countries and a Fellow of the
Chartered Institute for Securities &
Investment. In 2011, Her Majesty Queen
Elizabeth II bestowed Richard with the
honour of OBE, for civic excellence in
duties for the UK Islamic finance industry

What is the total size of the Islamic
investment industry?
It is a very interesting question that often
exercises me. Estimating the growth of
Islamic banking by the amount of money in
banks, it is moving towards a $4 trillion
industry, but that includes all of the
sukuk-related activity and it double counts
money in the same way that the
conventional banking system does. That
means Islamic banking has less than 2% of
the world’s counted money in bank
business, but that ignores the amount of
non-bank business done, for example in the
takaful industry. The Islamic economic
system is much larger than that which is
monetised in the banking system.
How do you view the present legal and
regulatory system in the UK and its impact
on Islamic finance?
The government and its different
departments and bodies related to Islamic
finance, by which I mean particularly HM
Treasury and Customs and Revenue, but
also the Bank of England, the FSA and
Parliament, have devoted a
disproportionately large amount of time to
enabling legislation to provide Islamic
finance with a level playing field. There is,
therefore, no shortage of enablement in the
UK for Islamic financial services to prosper;
there are no inherent barriers to our business
model. The threats really are to actual
application; we run ahead of the actual
enthusiasm in Parliament. For example, we
have a regular debate about whether there
should be a UK government sukuk; there is a
lot of demand for a government instrument
to be issued, which is something I feel we are
not in a position to support right now.
Firstly, there is the controversy about
government-type borrowing, mostly pure
debt instruments, which have created
problems in the conventional market.
Do we really want to bring more
government debt into the Islamic banking
model? At the same time the government is
looking at the controversies that have arisen
around sukuk.
There is no standard model for a
government to borrow money Islamically.
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Sovereign sukuk structures are difficult for
the British government to understand and
that is an issue. On the other hand we do
have enabling legislation for corporate
sukuk; alternative finance investment bonds
do exist. We have enthusiasm from Islamic
banks to get involved in corporate sukuk in
developed markets such as the UK, but there
is no take up by corporates.
You have been at the forefront of promoting
education and qualifications. How do you
see the UK’s position in this aspect of the
industry?
There would have been no career for me or
for many of my friends in Islamic financial
services without the Institute for Islamic
Banking and Insurance (IIBI), which
provided the only source of education in
this area not only in the City of London,
but also across Europe. Without the IIBI
none of the educational programmes that
have grown up since would have happened
and there would be no Islamic finance
industry in London or indeed in the western
world.
What are your expectations for Islamic
investment banking in the future?
The conventional market is at a crossroads,
as too is the Islamic banking market. We
have a choice – to become conversant with
and fully embrace the compliant model or
to continue finding ways to compete against
conventional banks and their unfair
practices. If the conventional banks
continue with those practices, they will fail
and the economies based on them will also
fail. It is a very complex time.
I believe that, if the Islamic banks do focus
on developing their natural advantages on
the basis of their economics and if
governments and conventional banks do
manage to salvage the good practices that
have existed in Europe for hundreds of
years before this recent crisis, then we can
move together, hand in hand, into a bright
future. The highly leveraged and speculative
business lines with which conventional
banks have become enamoured, however, is
not the future for Islamic investment
banking.
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IIBI Collaboration Boosts
Islamic Finance Education in
Egypt
The Institute of Islamic Banking
and Insurance (IIBI) have
entered into a Memorandum of
Understanding (MoU) with
Metropolitan Consulting S.A.E
to help meet the need for
education and professional
development within the Islamic
finance industry in Egypt.
Metropolitan Consulting S.A.E
provide a variety of services in
the field of financial consulting
and training including Islamic
finance consultancy and training
within the SME (small and
Medium Enterprise) sectors as
well as for corporate clients.
Dr Shahinaz Rashad, General
Director, Metropolitan
Consulting S.A.E commenting
on the collaboration said,
‘With the growth of Islamic
finance internationally, there
is a pressing need for qualified
Shari’ah scholars and staff, and
this requires education and
training. As a result, bankers
and practitioners are
highlighting the need of
educating staff and building
high-calibre human resources
who can take Islamic finance a
step further. With this in mind,
we hope that the partnership
between Metropolitan
Consulting and IIBI will bring
prosperity to the Egyptian
economy in light of the
growing need for Islamic
finance.”



Mr Qayyum, Director General,
IIBI, also commented, ‘Egypt is
home to the fifth largest Muslim
population in the world and is
considered by some as the
natural home of Islamic finance,
because of the early innovations
that took place there in the
1960s. However, the industry
has since then grown extensively
beyond Egypt and, therefore,
education and training is vital
for the healthy development of
the Islamic finance industry.
We are confident that this
collaboration with
Metropolitan Consulting will
help. The industry, however,
has grown extensively since then
and, therefore, education and
training is vital for the healthy
development of the Islamic
finance industry. We are
confident that this
collaboration with Metropolitan
Consulting will help to address
this need in the Egyptian
market.’
Metropolitan Consulting S.A.E
will be offering class-based
training in Islamic finance as
well as acting as an accredited
centre for the delivery of IIBI
Certificate, Diploma and PostGraduate Diploma
examinations and
qualifications in Egypt.
Metropolitan Consulting
S.A.E can be contacted at
info@metro-egypt.com.

IIBI Meets Dr Muhammad
Syafii Antonio
Dr Muhammad Syafii Antonio,
Founder, Tazkia Group,
Indonesia visited the IIBI office
in May 2012 to meet with Mr
Mohammad Qayyum, Director
General, IIBI. The purpose of
the meeting was to learn about
the history and activities of IIBI
and Tazkia Group respectively.
Dr Antonio presented the vision
of Tazkia Group, which started
as a consultancy 13 years ago
providing advisory services to
financial institutions with
respect to Islamic financial
transactions. Dr Antonio
himself is qualified as a Shari’ah
scholar and is a Shari’ah advisor
to several banking institutions
and takaful operators in
Indonesia, Malaysia and Dubai.
The Tazkia Group subsequently
expanded and now includes
Sekolah Tinggi Ekonomi Islam
Tazkia (Tazkia University
College of Islamic Economics).
The university, which so far has
a total of 1,100 alumni and
students, is located the southern
part of Jakarta amid beautiful
surroundings with buildings
reminiscent of Al-Andalus. It
provides comprehensive

education in Islamic economics
and finance with the aim of
producing graduates who are
competent and skilled in Islamic
economic theory and practice.
The Tazkia Group expanded
further to include microfinance
and micro takaful services that
also combine educational and
medical services, among various
other social activities. To date,
there are 14,500 micro takaful
participants and 3,000 micro
finance participants
administrated by Tazkia.
Dr Antonio and Mr Qayyum
also discussed areas of
cooperation that may lead
further advances in Islamic
financial research and education
both in Indonesia and the
United Kingdom. Also in
attendance was Mrs Murniati
Mukhlisin, Senior Lecturer in
Accounting and Management
Board Member, Tazkia
University College of Islamic
Economics; Mr Muhammad
Nasir, Researcher, IIBI and Mr
Rahim Ali, Researcher, IIBI.
Further information on Tazkia
can be found at
www.tazkia.ac.id.

Dr Antonio Meets with the IIBI
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There is ongoing work to produce
standardised documents for use in the
context of hedging. The ISDA
(International Swaps and Derivatives
Association) has developed standard
documentation in the conventional market
and they were approached around 2006
to help develop similar documentation for
the Islamic market. Mr Habib Motani,
Partner, Clifford Chance, reviews the
progress of the initiative and describes
the standardised documents that have
emerged.

growth. If it is decided it does need to be
addressed, how can this be done best.
The other important aspect of this growth is
that Islamic banks are increasingly
international. Not only do they have branches
and clients in a number of countries; their
investments are also international. That brings
currency risk with it.
The increasing demand for the
standardisation of documents is therefore a
reflection of the growth and increasing
maturity of the Islamic finance industry.
Ultimately it contributes to efficiency,
liquidity and to a degree certainty.
Potentially it might also reduce costs,
because transactions become easier and it,
therefore, levels the playing field between
the conventional and Islamic industries.
The Starting Point

Background
In the mid 1980s the conventional
derivatives market faced the same sorts of
issues in relation to standardised documents
that the Islamic market faced 20 years later.
There were a relatively small number of
players, with others looking to participate.
As a consequence people were working off
their own bespoke documents, so a client
could end up trying to compare three or
four different sets of documents and this
was also a problem for providers. The
experience for Islamic providers more
recently has been exactly the same.
This probably would not be too much of an
issue without the strong growth of the
Islamic finance markets over the last 10-20
years. Individual institutions have grown to a
size where they have a range of assets and
liabilities and alongside this there is a greater
potential for mismatches on their books. The
question is whether this is an issue that needs
to be addressed; is it going to constrain


The features of standardised documentation
are not particularly complicated and are very
much the same for Islamic finance as they are
for any other market seeking to achieve
standardisation, apart from the need to ensure
that documentation is Shari’ah compliant.

compatible with Shari’ah at all, but that
needs to be put into the context of the fact
that derivatives in the conventional sector are
contentious. Hardly a day goes by without
the media ‘having a go’ at derivatives.
Scholars accept that risk management is a
sensible thing for any business to be doing.
Some of them would probably go further
and say it is not just sensible; it is necessary.
The message that comes down from the
scholars is, that if you are hedging actual
risk, that is okay; there is nothing non
compliant about that. If you are speculating
that is a completely different story.
You must have real transactions, real
transfers of ownership and risk, with no
interest involved in order to implement
some of these strategies. These caveats are
included in an appendix to the derivatives
master agreement published by the IIFM.
Interestingly, with the exception of interest,
these types of principles have applied to
many industries. For example, in the UK
and many other countries until recently the
only authorised derivative activity for
insurers was hedging.
Enforceable Structures

Obviously, if you are producing
documentation for hedging purposes, it needs
to provide the necessary hedge; it has to be
enforceable and, perhaps debatably, it should
also contribute to risk management and
mitigation. Risk management and mitigation
tended to be missed out of the documentation
developed by individual organisations for
particular trades, but it is one of the major
contributions of the ISDA/IIFM initiative. In
a sense it is that risk management/mitigation
part that has taken time.

Enforceability raised particular issues in the
development of Islamic standard
documents. In the documents that have been
generated so far, the tahawwut master
agreement and the profit rate swap
agreements, ‘wa’ad technology’ is used.
Wa’ad is an acceptable Islamic instrument
that can be binding on the individuals and
organisations involved and by bringing that
together with contractual obligations, the
agreements deliver enforceability.

Shari’ah Compliance

Optimal Risk Management

There is an ongoing debate in the Islamic
finance market about whether derivatives are

The objective of the ISDA/IIFM initiative
was not to just develop documents that
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were standard, enforceable and Shari’ah
compliant, but also delivered optimal risk
management and risk mitigation. From a
contractual point of view the master
agreement has done what it can, but one of
the major problems is the fact that
insolvency laws vary from country to
country. In some countries insolvency laws
recognise the effectiveness of netting and
close out agreements, but in others they do
not and unfortunately a lot of the
jurisdictions to which Islamic finance is
relevant fall into the latter category.
(Netting is where trading partners agree to
offset their positions or obligations as a
basis for settling their outstanding
obligations.)
The master agreements are an important
and necessary step, but it is not the end of
the story. There are ongoing efforts to
persuade various jurisdictions to change
their laws to make enforceability possible.
One recent success has been Russia, which
did not have personal or corporate
insolvency laws. In the Gulf countries,
however, there is currently no certainty that
netting will be recognised. Malaysia and
Singapore have relatively good positions,
although Indonesia is a bit more debatable.
The Tahawwut Master Agreement
The Tahawwut Master Agreement is an
umbrella that sits above all the transactions
that take place. It has close out and netting
mechanisms to aggregate and maximise the
risk management opportunity and it draws
heavily on the conventional standards that
ISDA has developed over the years. Its
physical layout is also very much in the
ISDA style, with which many organisations
are already very familiar, which makes it
easier to use.
If you look at the governing law section,
there is no reference to Shari’ah in it. At an
early stage there was a discussion with
scholars about the best approach to
referencing Shari’ah. At that point (and
indeed this was confirmed towards the end of
the drafting process) they said that no Islamic
institution should enter into an agreement
unless they were satisfied, having gone
through their own internal processes, that the
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proposed agreement was Shari’ah compliant.
Once they have done that and entered into
the agreement in good faith, they have
accepted the obligations; they are binding.
Even if, some years down the line, there are
questions about whether the agreement was
truly Shari’ah compliant, there is no ability to
renege on those obligations. The only course
of action is not to enter into any similar
agreements in the future.
The discussion of the section on early
termination was particularly protracted.
The objective was to produce documents
that were optimal in view of the treatment
of regulatory capital. The agreement was
devised in order to compensate a
non-defaulting party in the event that the
counter-party defaults as such an event
would leave the non-defaulting party
unhedged requiring them to enter into a
new hedging agreement which would be
costly. Therefore, a musawamah mechanism
is built into the master agreement whereby
the aggregate amount of the cost is treated
as an index and is used as the basis of the
purchasing price under a musawamah
contract. This mechanism allows the nondefaulting party to exercise a wa’ad of the
defaulting party in order to recover any loss
via the musawamah sale. It should,
however, be noted that if the market has
moved in the non-defaulting party’s favour
whereby it would have been cheaper to
hedge, the defaulting party would also be
able to exercise the wa’ad of the nondefaulting party thereby making any gain
recoverable as well as any loss. This
mechanism was very deliberately included in
order to facilitate the regulatory capital
treatment of these transactions.
Profit Rate Swap Structures
When you have floating profit rate flows,
the mechanism that is used to get them
across from one party to the other is on the
basis of a murabahah transaction. The
scholars are very clear that real movement
of assets, money and risk is needed and all
of this is built into the profit rate swap
structures. The obligation to enter into a
murabahah is based on the wa’ad each
party has given. The documentation has
tried to allow parties to implement these

Habib Motani is a partner at Clifford
Chance specialising in derivatives, capital
markets and financial markets. He is
involved in various initiatives to develop
standardised documentation for Shari’ah
compliant derivatives and repo
transactions.

transactions, either by having two sales or,
as is increasingly common in the market,
single sale, where the profit element is the
difference between the fixed and floating
rates. There is also flexibility in terms of
timing, so that the murabahah can be
entered into either at the beginning or end
of the calculation period.
Conclusion
The growth of the market is bringing with it
the need for these sorts of products; risk
management and hedging are normal for
both Islamic and conventional finance.
Limiting activities to risk management and
avoiding speculation is normal in both
markets and that is why these products are
perfectly acceptable; that is what has come
out of the discussions that have taken place
with scholars.
We have had to structure the documentation
a little bit to make it work from a Shari’ah
point of view. In other respects, however,
the exercise has been exactly the same as
any other attempt to develop standardised
documentation.
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Family takaful, in Western terms life
insurance for the Muslim community, is a
fairly recent development. Bank AlJazira
Ta’awuni was the first provider to open for
business in 2002. Mr Dawood Taylor
reviews the development and progress of
takaful.
Shari’ah Issues
There is a broad spectrum of beliefs in
relation to takaful. At one end is there is no
acceptance whatsoever of any form of
insurance, either conventional or takaful
and at the other even conventional
insurance is believed to be acceptable to
Muslims. It is difficult to understand the
latter point of view given the nature of the
investments in conventional insurance and
more particularly the issue of transfer risk.
In conventional insurance the client pays a
premium and the risk is transferred to the
insurance company, whereas in takaful the
premium is paid into a mutual pool where
the participants protect each other through
the lifetime of their contracts.
In the development of takaful it is necessary
to have a Shari’ah board that is
knowledgeable; prepared to work with the
takaful provider in each aspect of the
contract and ultimately issue a fatwa. It was
expected that concerns about shari’ah
compliance would be the main obstacle
when marketing takaful; however, the fatwa
issued by the Shari’ah board overcame this
issue. Rather, the main obstacles faced by
takaful providers were exactly the same
ones that a conventional insurer faces every
day – ‘we have no money; come back next
month.’
Takaful Products
The question that frequently comes up at
conferences is, ‘Why can’t takaful products
be different from conventional insurance
products?’ The answer is that Muslims face
the same problems as non Muslims. Both
communities need protection throughout
their lives such as pension provision, critical
illness protection and education for their


children. One exception is policies covering
marriage – in the Islamic community the
costs associated with marriage are very
high, but in general the needs of individuals
are the same regardless of their religious or
ethnic backgrounds; there is no need to
dream up extravagant products that will
apply to very few people.
The difference with family takaful is that
they are effectively savings products, not
pension funds. In the conventional
insurance industry a policy holder
contributes capital, but the capital does not
belong to the policy holder; in takaful the
pool of money created by the policy holder’s
‘saving’ is available either to continue being
invested in the takaful company, as a lump
sum repayment or to be drawn down in
weekly or monthly payments.
In the current state of market development in
Asia and the Middle East there is a need to
come in at the grassroots level; to have clients
save for the future. During the period of the
contract they will be paying a tabarru, a
charitable donation into a mutual pool that
will provide protection should there be an
adverse event. If an individual simply had a
simple savings account and 12 months down
the line that individual was killed or injured
in an accident, the family would only receive
the amount saved during that period; with
family takaful the savings would be returned
plus a more significant protection element.
Takaful never goes against the will of Allah;
it is there in case of the will of Allah.
Risk Management
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transferred to the operator; it is retained
within the risk pool, but the risk pool is
managed by the operator on behalf of the
participants. The operator must also ensure
that investment strategies are not to the
disadvantage of the participants.
It is acceptable in takaful for a percentage of
the return on the investment pool to be
shared with the operator, usually on the
basis of a mudabarah contract, but it can
also be done under a wakala contract.
(Currently, under the IFSB rules, the takaful
operator may participate in any surplus
generated by operating the underwriting on
a wakala basis. There are other schools of
thought that believe an operator should not
participate in any surplus, regardless of the
contract being used.) It is essential, however,
to make sure the operator is not taking
undue risks, which would be to the
detriment of participants in the scheme, as
well as the shareholders, the owners of the
business. Clearly unwise investment
strategies would not only have a financial
implication, they would also be damaging to
an operator’s reputation, which in turn
Dawood Taylor is Senior Regional
Executive-Takaful, Middle East for
Prudential Corporation Asia responsible
for developing Life Takaful throughout the
region Dawood is a member of the Islamic
Financial Services Board (IFSB) Takaful
Governance and Takaful Solvency
Committees and is also a member of the
International Cooperative and Mutual
Insurance Federation (ICMIF) Intelligence
Committee.

The IFSB (Islamic Financial Services Board)
believe that in takaful, specifically family
takaful, there is a hybrid situation, which is
neither a full joint stock operation nor a full
mutual/cooperative. It is effectively a joint
stock, commercially-minded enterprise
coming into the Islamic financial services
industry to operate a takaful company
combined with the mutual, cooperative
principles that apply to the participants
within the risk pool. This means there are
some potential governance and conflict of
interest issues.
One of the primary issues is around
underwriting risk. In takaful, the risk is not
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would damage their prospects in the
marketplace.
Unique to takaful is the added burden of
Shari’ah compliance. Operators need to
ensure that decisions taken at the Shari’ah
board level are implemented in product
development, contractual terms and indeed
in the overall running of the business.
Business continuity risk lies mainly in the
potential for operators to adopt high-risk
investment strategies to keep prices down in
order to attract more customers. This could
result in poor results and the issue of a
qard-al-hasan (an interest-free loan) to
make good any deficit. If the operator fails
to review their high-risk, low-price strategy,
business continuity could be threatened.





A great many of the developments in
Islamic finance have come from
conventional financial institutions that
have embraced the opportunity to
become involved in an alternative method
of financing. This, however, has also
produced criticism, especially in relation
to the degree to which transactions
remain Shari’ah compliant. Mr Asim Khan
discusses the issue.
Evolution of Islamic Finance
In order to be able to place the role of
conventional financial institutions in
perspective, it is be helpful to revisit the
evolution of the Islamic finance industry.
Starting in 1975 through to 1990, Islamic
finance was concentrated on commercial
banking while syndication and Islamic
conglomerates provided further initial
impetus for the growth of the industry. From
this initial period to 1991–2001, the
exposure of Islamic finance grew from an
estimated population of 20 million to
100 million and brought about the growth
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of private equity and fund management.
After 2001, demand has increased
significantly and this has led to the creation
of Islamic ‘window’ operations and
subsidiaries of ‘mega-banks’ in addition to
conversions. Investment banking and capital
markets especially have brought significant
growth to the market through structured
notes/sukuk and large-scale project finance.
Financial Transactions – Criteria for
Shari’ah Compliance
Islamic finance of course is an industry that
requires transactions to adhere to the
guiding principles of the Islamic tradition
(i.e. Shari’ah). Shari’ah scholars have
established that corporations and
institutions do not have any religion; but
rather, it is their operations that determine
their Shari’ah compliance. A corollary to
this is that Islamic finance focuses on
transactions rather than counterparties
(the only exception to this being the case
where the transaction relates to the
equity stake of a counterparty). Accordingly,
it is accepted that under Shari’ah,
conventional companies can fully
participate in Islamic financial transactions,
provided that such transactions adhere to
generally accepted Shari’ah guidelines.
In light of this, there are a number of
important considerations. The first is the
underlying purpose or stated intention of
the transacting party. If a party has the
intention to set-up a non-Shari’ah-compliant
business, the transaction cannot be Shari’ah
compliant. On the other hand, if a party
intends to set-up a Shari’ah-compliant
business (regardless of whether the party is
a conventional institution or otherwise)
there should be no objection. Furthermore,
the underlying asset and the mechanism of
executing the transaction should be
Shari’ah-compliant. Finally, the legal
documentation must capture these
considerations appropriately.
Conventional Financial Institutions –
Shari’ah Considerations
If a conventional financial institution wishes
to engage in Islamic finance, what do they
need to consider? To begin with, there is a

need to appoint a Shari’ah Supervisory
Board (SSB) – an independent body of
specialised jurists in Islamic commercial
jurisprudence. Another important
requirement is the appointment of legal
advisors who will put together the
documents for the transaction. A third
aspect is the product documentation itself
and the legal advisors will need to structure
the product so that it will be acceptable to
the SSB. As such, a fatwa (legal opinion of a
qualified jurist) will be issued after the legal
and product documentation has been
prepared.
The fatwa plays a vital role in Islamic
finance. Typically, conventional banks use
term sheets as a marketing tool for their
products; however, when you are
considering Islamic finance the fatwa is
extremely important for Islamic investors.
To address this importance, the fatwa
documentation should be released to clients
on time so that any possible doubts about
Shari’ah compliance are addressed.
Another related aspect is the understanding
of Shari’ah amongst the sales team. If the
sales team do not have sufficient knowledge
to adequately answer questions about
shari’ah, this impacts the image of the
product and may lead to doubts about
Shari’ah compliance.
A final point is ‘on-going’ Shari’ah
compliance. The fatwa states that the
product’s structure and legal documentation
are Shari’ah compliant, but what about ongoing compliance? These are the types of
questions that are raised by investors and,
therefore, the conventional institution
should ensure a sufficient monitoring and
Shari’ah review process.
Boon or Bane?
It is critical for conventional financial
institutions to realise the importance of
strict adherence to Shari’ah principles. In
the absence of this, such participation in the
Islamic finance industry could be harmful to
the industry as a whole as well as to the
institution themselves. On the other hand,
the entry of conventional financial
institutions into Islamic finance could help




NEWHORIZON Sha’baan Shawwal 1433

streamline industry practices and ensure the
development of a robust industry ready to
offer pragmatic Shari’ah-compliant
alternative solutions to modern-day
financial requirements in the view of the
following factors:
• Experience – benefit from greater
knowledge of products and markets
• Sophistication – sophistication with
products and support to customers
• Infrastructure – making complex product
structures possible
• Customer base/reach – much wider for
conventional entities
• Transaction size – can facilitate large
transactions
• Product research and development –
significant investment in the area of
R&D
Case Study – Murabaha Sukuk Structure
Acknowledging that the participation of
conventional financial institutions does have
potential benefits for the Islamic finance
industry, what are the Shari’ah issues
generally raised from common structures
used by financial institutions?
A first issue is whether the structure involves
murabaha or tawarruq. Some Shari’ah
scholars have raised concerns regarding
tawarruq and, as a result, limitations have
been placed in legal documents stating that
once the financial institution has attained
ownership of the commodities they are not
permitted to sell them to the same
commodity broker from whom they bought
them. It is also important to know what the
counterparty will do with those
commodities. For example, if the
conventional financial institution has a large
commodity trading desk, part of its normal
business is to buy and sell commodities.
They hold these commodities on their
balance sheet and consequently they have a
reason to buy commodities to enhance their
commodities trading business. If, however,
the institution has no intention of keeping
the commodities on their balance sheet, then
we have an indication of their intention,
which is to sell immediately. These are the
aspects that Shari’ah scholars consider
before issuing a fatwa.


Another question is how will the proceeds
(i.e. cash) be used. In the case of the
murabaha sukuk the SPV (Special Purpose
Vehicle) uses the proceeds to buy the
commodity – that is the use of proceeds.
The commodities are then sold to the
financial institution. Thus, what the
financial institution receives is not cash, but
commodities. From a Shari’ah perspective,
the financial institution owns those
commodities. Although it has an obligation
to make a payment, it owns those
commodities. It can use them for its own
trading purposes or for any other purpose.
It can sell them the same day, the next day
or hold them on its balance sheet.
Regarding the use of the proceeds,
therefore, this is only applicable to the SPV
to the extent that it uses the proceeds to buy
the commodities.
It should be noted, however, that with
different mechanisms the use of proceeds is
not the same. For example, under a wakalah
sukuk structure, the asset is going to
generate revenue; consequently, there will be
a conventional institution managing a
portfolio and the use of proceeds is the
assets in that portfolio. With an ijarah
sukuk structure, where a conventional
bank sells a property to an SPV and leases
it back, the use of proceeds concerns how
the cash was used to buy the property
from the conventional bank. When,
however, we are considering a murabaha
sukuk, we are looking at a sales transaction
whereby one party has price as its
consideration and the other party an asset.
In this instance, it is not appropriate to go
beyond the transaction and question how
the asset or cash will be used, unless
of course additional information is
available which would invalidate the
transaction.

IIBI LECTURES

necessarily a concern. If the sukuk is listed,
it does not mean that it will be traded. The
reason why sukuk are often listed is because
of associated legal, tax and economic
benefits that arise from doing so.
Conclusion
Islamic finance is for all and Shari’ah does
not prohibit conventional financial
institutions from entering into Islamic
finance. Furthermore, Islamic products
issued by conventional financial institutions
must be approved by an SSB. To quote a
well-respected Shari’ah scholar, Dr
Muhammad Elgari, ‘An institution has no
religion and therefore cannot be judged on
religious grounds. Our judgment is always
on the structure of the transaction and
whether it is permissible or not and has the
necessary Shari’ah requirements.’
Asim Khan, Managing Director, Dar Al
Istithmar, one of the first Islamic finance
advisory firms, is a chartered accountant
with many years’ experience in both
conventional and Islamic financial
institutions as well as the oil and gas
industries across the Asian sub continent,
the Middle East and Europe, working with
top tier organisations such as
PricewaterhouseCoopers, KPMG and
Deutsche Bank. He has also worked with
world renowned Shari’ah scholars from the
Middle East and Far East, coordinating the
Shari’ah review and sign-off process for
clients. He has also helped his clients in
raising Islamic finance and with placement
of Islamic financial instruments.

A third question relates to whether
murabaha sukuk can be listed and traded.
Firstly, it should be noted that murabaha is
a debt and under AAOIFI guidelines, the
murabaha sukuk can be traded but only at
par (although a different interpretation is
followed in Malaysia where they allow
murabaha sukuk to be traded at a value that
is different to par). With respect to listing –
this is not a Shari’ah requirement nor is it
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IIBI Awards Post Graduate Diploma and
Certificate Qualifications
Post Graduate Diplomas

Certificates in Takaful

To date students from nearly 80 countries have enrolled in the PGD course. The course is
open to those with a graduate degree or those who have completed the IIBI’s Diploma in
Islamic Banking. In the period April to June 2012, the following students successfully
completed their studies:

The IIBI’s Certificate in Takaful was
launched in July 2010 and is aimed at
individuals who wish to develop an
understanding of the nature and basis of
takaful and its applications as an alternative
to conventional insurance. In the period
April to June 2012 the following students
successfully completed their studies:

Abdul Jabbar, Consultant, UK
Idris Mukhtar, Nigeria
Mobeen Ahmed Khan, Pakistan
Sakhir Al Shankiti, Risk Reporting & Monitoring Manager, ICD/IDB, Saudi Arabia
Yasir Gulfraz, Quality Analyst, Caterpiller, UK

Abdur Rasheed Abiodun Babalola,
Nigeria

Usman Muhammad, Specialised Institutions and Discount Houses Group, Central Bank
of Nigeria, Nigeria

Muhammad Zulhisham Zolkepli,
Senior Executive Officer, Takaful Brunei
Keluarga, Brunei

Muhammed Huzaifah, Senior Executive – Shari’ah Audit & Compliance, Amana
Takaful Insurance, Sri Lanka

Hamid Rustamov, Savings Consultant,
GTZ, Tajikistan

Oyindamola Mutiat Dada, Banker, GTBank, Nigeria

Maher Ghneim, Internal Auditor,
Central Bank of UAE, UAE

Mohammad Ahmed Nawaz, Senior Process Associate, Societe General, India
Mohamedi Ally, Islamic & Arabic Studies Teacher, West Midlands Swahili Association, UK
Mohammad Sami Khan Bundhoo, UK
Mohammed Aslam Merchant, Planning Consultant, Saudi Aramco, Saudi Arabia

Nurul Huda Ahmad Nawawi, UK
Nurul Iman Azwan, Senior Executive,
Islamic Banking & Takaful Department,
Central Bank of Malaysia, UK

Mohammad Altaf Madraswala, General Manager, National Insurance
Company Limited, Pakistan
The course was designed in a very precise and practical manner to
enhance the understanding and knowledge of the students. The course
contents are authentic, duly disclosing the source, which further
enhances its viability, while keeping in view practical market practices
prevailing in today’s banking and insurance industries.
Muhammad Zulhisham Zolkepli, Senior Executive Officer, Takaful
Brunei Keluarga, Brunei Darussalam
Normally, in the industry, courses are covered in short one or two day
seminars, which I think is too intensive to achieve a good understanding
of the subject. The IIBI Certificate in Takaful course, however, is unique
as its ‘distance learning’ method of study imitates a full class-based
course,while also providing a Certificate and transcript of achievement.
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Diary of Events
July
10–11: 3rd Annual Asia Islamic Banking
Conference, Kuala Lumpur, Malaysia
This event in Kuala Lumpur will address
issues such as asset management on Shari’ah
principles, capital markets and equity and
debt and risk management in Islamic
banking.
Contact: Karthik Naik
Tel: +971 4 6091570
Email: karthik.naik@fleminggulf.com
www.fleminggulf.com
10–12: International Takaful Summit,
London
The two-day conference titled ‘Takaful and
Re-takaful – Planning to Overcome the
Challenges to Growth’ will be chaired by Dr
Alberto Brugnoni and will address topics
such as regulations, risk management and
managing liquidity pools. On the day prior to
the main conference, 10 July, there will be a
one-day master class for which delegates can
register separately. A dinner on the evening of
11 July will also see the presentation of the
International Takaful Awards nominations
for which close on 4 May 2012. This event is
endorsed by the IIBI.
Contact: Randa Buaras
Tel: +44 (0)8861 2012
Email: info@takafulsummit.com
www.takafulsummit.com/2012

September
7–9: Structuring Innovative Islamic
Financial Products, Cambridge
The Institute of Islamic Banking and
Insurance’s ever popular residential summer
workshop will take place at Fitzwilliam
College, Cambridge this year. The
workshop, in its 6th year, has interactive
sessions and lectures from leading


practitioners focusing on innovation and
differentiating Islamic financial products
from those offered by the conventional
financial sector. This year the leaders of the
workshop will include Dr Salman Khan,
Head of the Shari’ah Office at a leading
GCC bank and Dr. Asyraf Wajdi Dato’
Dusuki, Associate Professor and Head of
Research Affairs, ISRA, Malaysia.
Contact: Farhan Quadri
Tel: +44 (0)20 7245 0404
Email: farhan.quadri@islamic-banking.com
www.islamic-banking.com
10: 4th IIBI-ISRA Annual International
Thematic Workshop 2012, London
The IIBI-ISRA Annual International
Thematic Workshop is a unique event, held
in London, which brings together senior
industry practitioners, Shari’ah scholars and
academicians to debate and discuss a theme
that is relevant to the application of
Shari’ah in Islamic finance. The last three
years have included discussions on the
topics ‘Governing Law in Islamic Finance’,
‘Managing Shari’ah Risk through Shari’ah
Governance’ and ‘Form versus Substance in
Islamic Finance’. The programme can be
attended by invitation only, therefore, please
contact IIBI if you wish to attend.
Contact: Rahim Ali
Tel: +44 (0)20 7245 0404
Email: rahim.ali@islamic-banking.com
www.islamic-banking.com
17–18: 1st Middle East Life and Family
Takaful Summit, Dubai
This two-day summit will bring together
local, regional and global player in life and
family takaful to provide a review of the
current market in the Middle East. In
particular it will examine the issue of
distribution and its role as a key strategy in
growing the life market.
Contact: Ms Loga
Tel: +65 6372 3184
Email: loga@meinsurancereview.com
www.meinsurancereview.com

October
1–2: Issuers and Investors Asia Forum,
Kuala Lumpur
The conference will include country
presentations from Indonesia on Issuers Day
and from Sri Lank on Investors Day. There
will also be a Takful and Retakaful Day
running in parallel with Investors Day. By
early June 650 delegates had already been
registered.
Contact: Cindy Wong
Tel: +603 2162 7800 Ext. 46
Email: Cindy.Wong@REDmoneyGroup.com
www.REDmoneyevents.com
2–3: Islamic Banking, Accounting and
Finance Conference 2012 (iBAF 2012)
This conference will examine strategies for
expanding the reach of Islamic finance
against a background of global
disenchantment with conventional
financial services. Its theme will be
‘Innovation and Transformation in
Islamic Banking, Accounting and
Finance; Issues, Opportunities and
Challenges’.
Tel: +606 7986 460
Email: ibaf2012@confbay.com
www.ibaf2012.webs.com
14–16: Islamic Finance in a Changing
World, Abu Dhabi
The conference will consider the significant
political and socio-economic developments
that have occurred recently and their
probable effects on the performance and
future position of Islamic financial
institutions (IFI’s), regulatory frameworks
and popularity of Islamic products being
offered to the public, governments and
business firms.
Tel: +44 (0)1274 777700
Email: IIFC@emeraldinsight.com
www.emeraldinsight.com
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First Principles of Islamic Economics
by Sayyid Abu’l A’la Mawdudi. Publisher: The Islamic Foundation (2011)
ISBN: 978-0-860037-482-3
‘First Principles of Islamic Economics’ is a translation into English of the writings on
Islamic economics by Abu’l A’la Mawdudi (1903–79), an important Muslim scholar of
the twentieth century. They were written to explain and elucidate the principles and
injunctions that govern the Islamic economic system, which is based on what the
author refers to as ‘the twin concepts of justice and fair play’.
In a world today faced with financial crises
and moral dilemmas that are shaking the
foundation of the free-wheeling capitalist
economy, this book is well worth reading.
Mawdudi’s writings on Islamic economics
reaffirm the importance of a just economic
system that has at its heart moral values and
public welfare objectives.

would like to recodify laws, guided and
goaded by their own whims. This amounts
not to a recodification of the Shari’ah Laws,
but a daring attempt to distort them wilfully
… their sole interest is to earn wealth, while
Islam impresses upon a Muslim the need to
earn through halal means, and altogether
shun anything haram.’

The book is divided into two parts; part one
deals with the Islamic concept of economic
wellbeing, while part two discusses some
basic features of the economic system of
Islam. Mawdudi relies on the concept of
economic wellbeing based on the teachings in
the Qur’an and elucidates the vision of the
Islamic economic system, then goes on to deal
with the question of interest and the place of
Zakat in social life, zakat being a mandatory
obligation on moral grounds requiring
individuals to distribute a certain percentage
of what is deemed as excess wealth to the less
fortunate members in society.

Mawdudi advocates an approach that
requires rules and regulations for
undertaking the task of recodification.
These include a comprehensive
understanding of the Shari’ah, undertaking
a complete overview ‘of the injunctions
pertaining to a particular requirement in
which legislation is required, followed by a
careful study of these injunctions to
understand the real objectives of the Lawgiver’; having ‘a thorough knowledge of the
principles of legislation and the style
followed by the Law-giver in order to
carefully observe these in legislation’ and
looking at the changing circumstances and
situation that call for modification, while
remaining within the dictates of the
Shari’ah, ‘its legal vision and its objectives.’
He also reflects on two controversial areas first on the general rules of exception, where
the Shari’ah offers sufficient room to relax
the rules in exceptional cases that may lead
to hardship and injustice and second he
explains the compelling and exceptional
circumstances that would justify the
relaxation in case of interest, which, in his
view, in the realms of finance are very few.

In his introduction Mawdudi says, ‘Islam is
principally concerned with the strict
observance of its basic principles on a
permanent basis, under all circumstances
and all times, irrespective of the shape that
the economic affairs of mankind may take.’
In his conclusion, however, he considers the
recodification of the economics of Islam.
This is because he takes the pragmatic view
that the present global scenario is not the
same as it was in the past. The forms of
economic dealings have changed
considerably. While he argues that there is
the need to modernise, he also warns of ‘the
way that a group of modernists amongst us
 

spelt out important elements of a paradigm
shift in economic thinking, not necessarily
new, which requires economic pursuits to
take place in the context of moral values
and directed towards the achievement of
personal and public welfare objectives for
the betterment of society as a whole. His
judgement that the Islamic economic system
‘is closely interlinked with its political,
judicial, legal, civil and social system, while
these are all based on its moral code’ should
offer pathways to genuine economic
development and justice and fairness in
economic dealings.

While Mawdudi may have drawn upon the
teachings of the Qur’an and Sunnah, he has
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The Financial Crisis: Who is to Blame?
by Howard Davies. Publisher: Polity Press, Cambridge (2010, reprinted 2011)
ISBN -13: 978-07456-5164-4
‘The Financial Crisis: Who is to Blame?’ by Howard Davies, former Chairman of the
UK Financial Services Authority and Director of the London School of Economics and
Political Science, focuses on the failures of the regulatory environment in preventing
reckless lending and personal debt from growing and precipitating the financial
crisis.
The book is divided into 39 chapters
providing a concise summary of different
arguments. While Davies does occasionally
offer his own opinions, the book would
have benefited had the author included his
own judgments on who or what was to
blame. In the book a large number of
suspects are identified, from greedy
investment bankers, weak and ineffective
borrowers, regulators delaying action and

central bankers without a long-range
perspective in thinking and planning to the
impact of violent video games, which
apparently contributed to the underperformance of traders. Other potential
culprits point to the economists who talked
of rational decision making and
information-efficient financial markets.
The book’s major shortcoming, like many
others on the subject, is that it fails to
analyse the real intention behind the
practices of individuals. Rather than
such practices being declared as
immoral, such practices are creeping
into the global financial system and
becoming accepted as a way of life. He
fails to comment on how bankers and
other corporate interests lobbied
regulators and captured politicians to
water down rules that applied
regulation of financial practices and
unquestioning application of
accounting rules. At time it seems that
Davies may have been trying to argue
things might be a little more complex
than placing the blame on the
‘immoral’ conduct of ‘greedy bankers’.
Davies’ approach overlooks the
evidence of human intentions and
immoral practices as well as the
failures of stricter risk and capital
management requirements and the
strengthening of corporate governance
that allowed financial institutions and
their accomplices to get away at times
with some of the worst fraudulent



practices. According to Warren Buffet
financial innovation led to the design of
financial products that he viewed as
weapons of mass destruction!
Even though Davies’ book does not describe
clearly who or what is to blame for the
financial crisis, which has continued to
engulf the world since 2007, it does provide
some insight into financial ethics. The
important debate here is that governments,
regulators and stakeholders all need to be
open and less fearful of working with all
sections of the world community to produce
a blueprint for reform that genuinely
addresses the need to put in place a robust
moral behavioural code that regulates a just
and fair financial system as well as
hopefully offering solutions to the global
financial crisis.
There will be many who will oppose the
introduction of any form of moral code on
the grounds that it is considered a body of
religious law although, as in the case of
Shari’ah, it is quite capable of supervising
and regulating economic and financial
transactions to achieve human solidarity
and a better world. There are surely many
benefits to be derived from the application
of ‘religious’ values; it should not be
ignored that Christian values, which
underscored much of the English and
European legal traditions and led to a
general agreement on shared moral values,
are still the foundation to the structure of
society not only in the Western world, but
also elsewhere.




GLOSSARY


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

This refers to the selling of an asset by the bank to the
customer on a deferred payments basis, then buying back
the asset at a lower price, and paying the customer in
cash terms.

A murabaha contract using certain specified
commodities, through a metal exchange.

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.

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.

A record of the sayings, deeds or tacit approval of the
Prophet Muhammad (PBUH).

Activities which are permissible according to Shari’ah.

Activities which are prohibited according to Shari’ah.

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.

A sukuk having ijara as an underlying structure.

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.

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.

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

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

A contract of sale between the bank and its client for the
sale of goods at a price plus an agreed profit margin for
the bank. The contract involves the purchase of goods by
the bank which then sells them to the client at an agreed
mark-up. Repayment is usually in instalments.
musharakah
An agreement under which the Islamic bank provides
funds which are mingled with the funds of the business
enterprise and others. All providers of capital are entitled
to participate in the management but not necessarily
required to do so. The profit is distributed among the
partners in predetermined ratios, while the loss is borne
by each partner in proportion to his contribution.

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.

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


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.

A contract between two or more persons who launch
a business or financial enterprise to make profit.

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.

A principle of mutual assistance.

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

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.

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


In a mudarabah contract the person who invests the
capital.


The diaspora or ‘Community of the Believers’ (ummat
al-mu’minin), the world-wide community of Muslims.


Reinsurance based on Islamic principles. It is a
mechanism used by direct insurance companies to
protect their retained business by achieving geographic
spread and obtaining protection, above certain threshold
values, from larger, specialist reinsurance companies and
pools.


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.


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

Salam means a contract in which advance payment is
made for goods to be delivered later on.

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


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

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.

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

Volaw trust company has created a strong reputation in developing and managing innovative
financial structures including complex commercial transactions using Jersey entities.
You can benefit from our fiduciary expertise in the establishment and administration of trusts,
companies, foundations and partnerships that may be used for a wide variety of conventional and
Islamic structured finance and capital markets transactions, specialist investment structures and in
the preservation and management of family wealth.
To see how our perspective can make all the difference, contact one of our
experts today.
Robert Christensen - rchristensen@volaw.com or
Trevor Norman - tnorman@volaw.com
Templar House, Don Road, St Helier, Jersey JE1 2TR, Channel Islands.
Tel: +44 (0)1534 500400 Fax: +44 (0)1534 500450 mail@volaw.com
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