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Introduction: Progress and Challenges in
Mainstreaming Islamic Finance

by
Charles Beard

Islamic finance has been alternately describedtlasrea minor—if lucrative—niche
market or the “next big thing” in finance. The ArRlmancial Forum (AFF) began this
study to clarify which side of this debate, if @ithis correct. If the former, Islamic
finance might be a passing fad, or at most anasterg hedge investment, but it
would be counterproductive to devote resourcesnaitistreaming” the industry. If
the latter, companies ought not to speak of maasting Islamic finance, but rather

adapting a significant portion of their own finaglgoractices to conform to sharia.

It is difficult to discuss the mainstreaming ofalisiic finance in this context.
Fortunately, this study discovered that neithetheke possibilities is likely. The
leaps and bounds by which Islamic finance has greatleast 15% per year to an
estimated $1 trillioh—prove that it is profitable enough that mainstréarancial
companies ought to seriously consider, as many, hiawesting in Islamic finance,
especially in these days of high oil prices andrésailting excess liquidity in the
Gulf. However, it has not proven so profitablettihigposes any sort of threat—as
some have argued—to conventional finance. Indghisgronment we can indeed

speak of bringing Islamic finance into the finahorainstream.

The actual process of mainstreaming Islamic fingresents its own set of problems.
As Hiba Allam argues in this study, at the riskstdting the obvious, it is impossible
to separate the industry from Islam; this presstiistures that are at least perceived
to be eternal and thus nearly impossible to nefgodieound. Shaikh Yusuf
DeLorenzo demonstrates this quite well in his cd8dy on “sharia conversion”
technology: highly creative ways of circumventistamic law can meet with great

! Charles Beard is a political and Islamic finanoalgst for MEC International. He studied at the
School of Oriental and African Studies and has ighld on Islamic finance and political and
economic relations between the United States amdfildle East. He can be contacted at
cdbeard01@gmail.com.

2 Hong Kong Financial Secretary John Tsang, quoteBarbes.com.
http://www.forbes.com/markets/feeds/afx/2007/09%001097991.html. Accessed 8 July 2008.



opposition among sharia scholars. Because of firagations, Islamic finance by

definition must maintain a certain amount of sepanafrom conventional finance.

This separation, however, does not mean that coiove financial companies
cannot or should not invest in Islamic finance. iM/Nicholas Van Zandt tends to be
skeptical of Islamic finance, he points out tha ithdustry is useful for venture
capital projects, providing the possibility of camgence with large companies in the
conventional sector. Kevin Newton and Samer Budeith more optimistic about
the industry as a whole, show how Islamic finaree loenefit small business and
development in both the Islamic and non-Islamicld&r Newton argues that micro-
credit—which charges simple interest— is compatiith sharia, allowing both
sharia- and non-sharia-compliant industries to eocate in helping small businesses
worldwide. Budeir investigates the sukuk issuedhgyGerman state of Saxony-
Anhalt and shows how Islamic finance can be usedessfully to attract foreign
direct investment from the Gulf and elsewherethbse ways, Islamic finance can

benefit conventional finance and vice versa.

Nor are the added risk and regulation factors mswntable. Warren Edwardes
points out that risk assessment in Islamic finaag®t terribly different from that of
conventional finance, and emphasizes that the wigksto have for both industries is
zero risk—that is, risk must be taken in order &kma profit. Khalid Hamad
provides a very thorough article on how the CerBaaik of Bahrain regulates Islamic
financial companies in light of the Basel Il redidas, perhaps providing a template
for how other central banks can do the same. lyiddidi Shayesteh shows that even
the United States—so often accused of Islamophob&s-taken steps toward
regulating Islamic finance with an eye toward magkitna viable alternative to
conventional finance. These articles show thaist finance is, if not fully
compatible with the financial mainstream, at leastinimical to it, providing

opportunities for each to profit from the other.

Mainstreaming Islamic finance, then, is not an eiserin subsuming it into
conventional finance or the other way around. li@npgart of conventional finance, it
involves acknowledgement of its legal and religicestrictions while at the same

time respecting the fact that it can indeed beitaioie. This acknowledgement ought



to bring more experienced financial professionais the sharia-compliant industry,

and improve its human capital as thereby its megast potential.

For Islamic finance, mainstreaming will involve tegtdefinition of those same legal
and religious restrictions, as well as better ratyoih on the national and international
levels. DelLorenzo’s article is notable in partdngse some sharia boards at Islamic
banks are giving approval to the very practicedr@emns. This problem exists side
by side with the progress seen in the detailedlaggy analysis put forward by
bodies such as the Central Bank of Bahrain. Asdhder will see in this study, the
regulatory matters are resolving themselves, wdolmetimes vastly different

interpretations of sharia remain.

| must add a word about transliteration from thal#c. The discussion of the correct
way to transliterate Arabic letters into Romandedtis interesting, but not for
purposes of this study. | have kept the contritgitearious transliterations intact out
of respect for the authors.

| would like to thank Clifford Chance in London ftire opportunity to present this
study at their office. | would also like to thatdn Walker, Director of the AFF,
without whose support this study would not havenbgessible. Most of all, | want to
thank the contributors who made this study so \@d&aFinally, | wish to thank Jenn

for enduring my many rants, raves, and brainstatungg this study.

Charles Beard
Arab Financial Forum
Editor



Preliminary Thoughts on “Mainstreaming” Islamic Fin ance

by
Hiba Allan?

The structuring and financing of investments in pbance withShari'ais a growing
phenomenon and the opportunities which lie aheatsfamic finance are as

numerous as the challenges it faces moving forward.

It is important, for the credibility and sustainalgrowth of Islamic finance, to
understand the ultimate significance and the cardkbslamic finance. Islamic
finance is an integral part of a more global ecoiccand political system based on
the principles of equity and fairness as reveaidthé Qur'an, and announced in the
Sunna However, Islamic finance is mostly viewed inlégmn and is often given a
wide range of definitions ranging from an interese banking system, to ethical
finance to éShari’a compliant equivalent of the conventional finanggstem. This
ambiguous approach leads to Islamic finance bairigized for its complexity, its
lack of legal frames of reference and its mimickifigonventional financing and
corporate transactions. Rather than modifyingchramon approach to Islamic
finance, it has been argued that the criticism&gely opposed to such finance may
be overcome by mainstreaming Islamic finance. Thahere are numerous
challenges to mainstreaming Islamic finance, tleesiasing sophistication of Islamic
finance instruments and structures has renderdith@etr the consideration of the

issue of the “mainstreaming” of Islamic finance.

Challenges in mainstreaming Islamic finance
The challenges faced in mainstreaming Islamic foearary in accordance with what

is actually meant by “mainstreaming”.

Mainstreaming of Islamic finance may be definedh&saction of bringing such
finance into the norm or into the common currenthofughts of the no&hari’a

compliant finance. As such, the idea of mainstiegnslamic finance (i.e. bringing

% Hiba Allam, PhD is an associate in the businessiaternational practice of Vinson & Elkins and
advises on all aspects of conventional and shamaptiant, international business transactions, mrerg
and acquisitions, and private equity. Before jogntine firm, Hiba was an associate in the Dubateffi
of a major international law firm.



Islamic finance in line with conventional finanaeduld appear to be self-
contradictory. Islamic finance is the commerciahaty of providing funds and
capital in accordance with the teachings of Isla@onsequently, Islamic finance
cannot be dissociated from the religion which uhéeit and, to some extent, it
cannot properly and fully operate outside the enunsystem ordained by the
Shari’a. At a risk of stating the obvious, Islamic finans what conventional finance
is not. Indeed, most of the Islamic finance instemts are being rediscovered and
elaborated in opposition to conventional finanaigtruments and as a viable
substitute to conventional finance. It would bagpropriate to disentangle Islamic
finance from the social and economical context witkahich it evolves. The
principles behind Islamic finance, just like th&iconventional finance, are shaped
and influenced by the social, religious, politiaald economical structure of the
society in which it were and are being develop&derefore, it is patent that aligning
the planning and the structuring of Islamic finamarild be, at best, geographical and

financial market specific.

Mainstreaming of Islamic finance may also be unded as the necessity to develop
commonShari’acompliant standards and approaches that would ajteater
certainty and a better cooperation amongst alptrees to moderBhari’a-compliant
transactions. Aligning the planning and the strtiog of the Islamic finance sector
to the evolving industry needs is essential to maze the growth and potential for
Islamic financial services and products worldwidéowever, this is not an easy task
given the complexity oBhari’aand the historical differences between the various
Muslim schools of thoughts. To give but one examtile four main Muslim schools
of thoughts (Hanafi, Hanbali, Ja’afari and Shafaaye adopted varying approaches
to the prohibition of interest and to the concdpimcertainty. As a consequence,
these schools have not assumed the same posisi@ws the validity of some
conventional transactions involving interest oremainty (such as conventional

insurance).

However, in a world where global transactions amwng fast, it is critical for the
Islamic financial sector to endeavor to harmonieegractice of Islamic finance in
order to enable institutions to confidently offewale range of products and services

in line with Shari’a principles and that meet the evolving needs ohtheket. One



means of achieving such harmonization is througyneghronization of the religious
opinions approving or justifying the finance or porate models (which we will refer

to here asShari'a regulations’).

Harmonization of the Shari’a Regulations

The growth in the demand f&hari’a compliant investment products have led, over
the past decades, to the rediscovery of commensabments accepted and used
over 1400 years ago (suchraadaraba musharakamurabahawagalg. However,
this is not to say that the commercial instrumeaictsepted and used at the time of the
Prophet are not adapted to modern financial oraratp transactions. Such
instruments are general in nature and are fairfptable to the needs of the modern
finance and corporate deals. These instruments tpaite obviously been used in the

context of modern and complex financial transaction

Islamic finance, whether at the time of the Progreduring modern times, is
essentially about real transactions which have el within them concepts of
justice, fairness and equity. Such concepts shootide clouded by the sometimes

complicated scholarly arguments.

Harmonization of th&hari’aregulations in Islamic finance would inevitablyluee
some of the costs and time faced by financial tuttins offeringShari’a compliant
products and would, in the short term, give moealitility to the Islamic finance
industry and, in the longer term, ease the progretige Islamic finance industry and
maximize the growth and potential for Islamic fin&h services and products
worldwide. The creation of a comprehensive andlocive organizational structure,
supported by well trained individuals and managerteams having the necessary
knowledge of th&Shari’a Regulations and the requisite technical expeviigeld also
work towards the demystification of Islamic finance

However, the rationale underlying the need to hairetheShari’aregulations
should remain that of justice, fairness and ecaiitg not that of a mechanism to
overcome the practical limits on Islamic investtodoring Islamic finance, as much
as possible, in line with what the market is faamilvith in terms of conventional

finance and corporate transactions. Indeed, famiig finance to achieve a



sustainable growth, the harmonizatiorStfari’a regulations should not take place at
the cost of sacrificing the ethical foundationgstémic finance in order to achieve
short term profits. This would only be profitaldtethose riding the Islamic finance

wave.
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The Total Returns Swap and the “Shariah Conversiomechnology”
Stratagem

by
Yusuf Talal DeLorenzb

Summary

This study will look at Islamic values in financi@écision-making by considering
whether or not Shariah Supervisory Boards will agprany financial product that is
delivered by ostensiblyalal means, even if what is delivered by those me&esend
product, is derived from non-compliant investmerifgis may be characterized as a
guasi-philosophical question about means and e¥ds.it is one that carries a
myriad of practical implications and far-reachimgnifications for the growing

Islamic financial industry.

This is a case study, and not a theoretical stldhe focus of the study is a particular
means or process for the development of productesmes called “Shariah
Conversion Technology”. The reason for writingsthaper is to draw the attention of
scholars and industry experts to the importanaeaking a distinction between
bringing returns from Shariah-compliant investmeartd bringing returns from non-
Shariah compliant investments. If care is notmakkeis “technology” represents a
great danger to modern Islamic Finance. My owatrea to this threat, initially, was
to suggest recourse sadd al-dhara’ithe instrument in Islamic jurisprudence that
blocks ostensibly legitimate means to illegitimarels. On closer study, however, |
have concluded that there is no need to resonigaristrument as the matter is simply
one of distinguishing between what is truly lawhdjal, and what is truly unlawful,
haram In what follows, | will explain exactly what lede to this conclusion, and

why | think it necessary to share my thoughts anrttatter.

To date, | have shared this paper with only a haraffscholars and colleagues. In

the coming months, however, Islamic banks and tnvest houses will look closely

* Shaikh Yusuf Talal DeLorenzo is a leading autlyooit Islamic finance in the United States. He is a
member of the sharia boards of several Islamimfiia institutions worldwide, including Dow Jones
Islamic Markets and Guidance Financial Group. $ithé chief sharia officer and a board member at
Shariah Capital in Connecticut.
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at products based on the “Shariah Conversion Tdogybstratagem, and Shariah
boards will be asked to deliberate and opine orctimepliance of such products with
the rules of the Shariah. My intention in circulgtthis paper is to contribute to a
wider and more comprehensive understanding ofgduigscular stratagem. At atime
when Shariah scholars are increasingly being akkegdine on new and exotic
products, | believe that due consideration mugjit’en to not only the literal
structure of products and processes, but alsceio cbnsequences for the future of
Islamic Financé.ln other words, while up until now the Shariah sujE®ry boards
of modern Islamic financial institutions have foedsalmost exclusively on the rules
for transacting in compliance with the Sharialis mow time for them to focus as

well on the higher purposes of Islamic law or thaqasid al-Shari ah

Introduction

Recently, a financial stratagem known as “Shariahv@rsion Technology” was
developed, the purpose of which is to affect d tat@rns swap or to “Wrap a non-
Shariah compliant underlying into a Shariah conmpligtructure.® In other words, the
objective of the mechanism is to use non-compbasets and their performance to

bring returns into a so-called Shariah-compliamestment or investment portfolio.

This point is key to the entire transaction, andti@t reason it needs repeating. What
the product proposes to accomplish is to brindnéolslamic investor returns from
investments that are not compliant with Shariahgples and precepts. The
guestions that such a product immediately bringsital are: How can Shariah

boards approve such returns? Does the circumstdrtieect or indirect delivery to

the Islamic investor change the ruling? When tharidh of Islam is understood to

differ from other legal systems because it mayhmeacterized as both positive law

® In an article entitled “The Black Box Syndrome” whil wrote for the April 2007 issue tflamic
Finance | wrote: “l would like to see more faith in whiatie and diligent Shariah compliance actually
means to our industry. | am dismayed by quick fixeg shortcuts which in many cases circumvent the
Shariah. The industry has proved time and agairditifaerence to the principles of Shariah can be
profitable, and that such adherence does not bpadship. We have no need of “black boxes” and of
arm's length transactions that miraculously prodeselts by sacrificing the spirit of the Shariatttie
letter of the law.”

6 Quoted from a term sheet presented to the autharrbyltinational bank seeking approval for a
structured product based on this stratagem.
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and morality’ is it possible to ignore the moral aspect of aritial transaction like

this?

The means of delivery,wa'dor promise, is widely seen to comply with Shariah
norms. Since it is compliant, at least to theeletif the law? some Shariah scholars
have approved products that usgadto deliver returns from non-compliant
investments. By doing so, however, they have daibeconsider the purpose of the
transaction, they have failed to consider the marrof the cash and, most

importantly, they have failed to consider the ragaifions for the industry as a whole.

At a very fundamental level, the reason for theslnfys is that they have not
discerned the difference between the use of LIBOR benchmark for pricing and
the use of non-Shariah compliant assets as a detantrior returns. In June of 2007,
a pioneering Islamic bank in the Gulf launchediagdpal protected note that was the
first product using this “Shariah Conversion Tedbgy' to be offered to the
investing public. This was followed by anotherspcoduct, also offered by a Gulf-
based Islamic bank. Prior to this, the stratagexs used in structured products
offered by multinational banks to institutional @stors and the treasuries of Islamic
banks and finance houses. All of these producte baen approved and certified by
Shariah supervisory boards. Not all of these petgjdnowever, bring to the Islamic

investor returns from investments that are comphath Shariah.

A Few Explanations
Before examining the “Shariah Conversion Techndl@gsatagem from an Islamic

legal perspective, however, it may be helpful tkena few preliminary remarks.

1. There should be no reason to object to the Ligeva'don its own. The use of
promises is a matter that the Shariah boards oemodlamic financial institutions

’ For a discussion of how the classical jurists Gfrfrsassumed the role of “moralists-cum-jurists”
within Muslim society, see Bernard Wei3s$e Spirit of Islamic LaWAthens and London: The
University of Georgia Press, 1998) pp.165-166.

8« forthe jurists, letter and spirit can never begenuine conflict if by “letter” one means thearle
unambiguous pronouncements of the authoritativis &xd if by “spirit” one means a divinely
ordained principle derivable from those same teXt&eiss, op. cit., p.169.
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have studied in detallTherefore, it will not be necessary to discussdiinition of a

promise, its purpose, or its legal characterizationierms ofwajib, makruh etc.).

2. The financial instrument that tisa'd structure seeks to facilitate is called a swap.
Swaps are arrangements between counterpartiestamge cash flows over time,
and they are very flexible. In conventional finenthe most popular forms of swaps
are interest-rate swaps and currency swaps bet@seallow for the effective
management of both balance sheets and risk profitean interest rate swap, for
example, no principal is exchanged between thetegparties; only interest is
exchanged. The utility of a swap comes from theeewth which it is initiated and
completed, as opposed to the numerous steps rddaisecomplish the same thing

by other means.

3. LIBOR (the London Inter-bank Offered Rate) is tate at which international
banks charge one another for dollar denominatedsloathe London market and is
therefore used widely as a reference for any fhgatate loan. Depending on the
credit rating of the borrower, that rate may vapni LIBOR to LIBOR plus one or

more points over LIBOR.

Before discussing the purpose of the “Shariah Cawe Technology” stratagem, the
movement of the cash and, most importantly, thefreations for the industry as a
whole, it will be well to look at (1) how the “Shah Conversion Technology”
stratagem is actually employed, and then (2) atlitierence between the use of
LIBOR as a benchmark for pricing and the use of8bariah-compliant assets as a

determinant for returns.

® The modified form of the classical murabahah sakelieen the mainstay of Islamic banking for the
past twenty or more years, accounting for as msch0&b of all Shariah-compliant transactions (until
about five years ago). The modern version of theatmahah includes a promise on the part of thetclien
ordering the purchase, al-Amir bi'l-Shira’, thawill repurchase the goods acquired by the banitson
behalf. From a modern business perspective, ggemial for the bank that such a promise be
considered binding. Thus, while the notion that@gse is binding was a minority opinion in the
classical jurisprudence, modern Shariah boards abmwest unanimously held the promise to be
binding. Nicholas Dylan Ray, Arab Islamic Bankingdahe Renewal of Islamic Law (London:

Graham & Trotman, 1995) pp. 51-54.
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“Shariah Conversion Technology” Stratagem

The stratagem developed for the exchange of nonigheompliant returns for
Shariah-compliant returns generally begins withghechase by the Islamic investor
of Shariah-compliant assets by means of a Shaoatplant contract such as a salam
sale or a murabahah. In most cases, the subjduesd transactions will be
commodities or base metals. Through such contrénesank can offer apparent
Shariah compliance and nominal fixed returns of, 486%. Then, to give the
investor the ability to enhance the returns fromitivestment, the bank arranges to
swap the returns from the Shariah-compliant traim@aegvith returns from another
investment. The way it does this is by means mfoanise, ava'd Effectively, what
the promise says is that at maturity, or at theadralcertain period of time (generally
three to five years) the counterparties promisenap their return® The bank can
then take the further step of protecting the ppatinvested by the Islamic investor

by one means or another.

The benefits to the Islamic investor are obviobs;rincipal is protected, the returns
will almost certainly be at least 4-5% (from theaBah-compliant investment), and
there is a strong likelihood that the assets irother basket will outperform the
Shariah compliant investment. The benefits taoduek may not be quite so obvious,
but in fact they are far greater than the benddithe Islamic investors as we shall see

later in this paper when we “follow the money.”

Most importantly, however, the Islamic investotafd that the investment is
completely Shariah-compliant. This is becausanbeey invested has been used for
nothing other than the purchase of Shariah-comiptiammodities by means of a
Shariah-compliant contract like a salam sale. rEtigrn on the investment, if it
comes from the salam sale, is clearly complianh Bibariah principles and precepts.

And if the return comes from the other investmegtmeans of the stratagem

0 The promise may also include a condition. For eXamipthe returns from the other basket of assets
are greater than the returns from the salam omilmabahah, then the parties promise to swap.
11 . . L .. . .

Such principal protected products are similar isigie to conventional capital guaranteed products
with the obvious difference that to be Shariah cliemp the capital must remain at risk. Using
structured products, banks can “protect” the capithout actually guaranteeing its return. Such
products have been on the market for a numberasy@nd have won the approval of many Shariah
boards. Generally speaking, principal protectiopleys either options or dynamic allocations among
baskets of assets with varying degrees of risk.
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employing a promise to exchange returns, thosengtso says the bank, may be
considered legitimatdyalal, even if the investment is non-Shariah-compliant.
According to the Shariah boards that have appreuet exchanges, the non-Shariah-
compliant assets have been used to establisheg pnd the promised exchange is for
the value of the returns established by the perdoiga of the non-Shariah-compliant
assets. This, they reason, is no different thamgusBOR, an interest rat&to
establish the price for a murabahah or an ijaththe use of LIBOR has been nearly
universally approved by Shariah boards, then thepsachieved by a promise, the

“Shariah Conversion Technology” stratagem shousdd &k approved.

LIBOR and How Returns are Determined

Let us now consider the difference between theoli$#BOR as a benchmark for
returns and the use of non-Shariah-compliant assedsdeterminant for returns.
Shariah boards have approved any number of leasdkal devices if they have been
convinced that these will assist in promoting tiduistry in general. A good example
is the use of LIBOR as a benchmark for pricing aabahah or an ijarah when
floating rates are to be preferred over fixed ratesthe absence of a viable and
widely-published alternative, LIBOR has been usggkatedly; and will likely
continue to be used until the industry can devaluog then agree upon a benchmark,
or a set of benchmarks, based on criteria of its,0w., Shariah-compliant criteria.

In the final analysis, a benchmark is no more thatandard, and therefore non-
objectionable from a Shariah perspective. If iised to determine the rate of
repayment on a loan, then it is the interest-bgdoan that will beharam LIBOR,

as a mere benchmark, has no direct effect on tiualaécansaction or, more

specifically, with the creation of revenues.

In modern Islamic financial transactions, LIBOR ha&&n used to facilitate the
closing of literally hundreds, if not thousands Sbfariah compliant financings. It
should be noted, however, that these do not inviokezest. As explained above,
LIBOR is merely a convenient and highly transparaetisure of the financial
markets. Most importantly, the use of LIBOR asadhmark for pricing in no way
means that interest has entered the transactelh itBhis is because LIBOR is a

12 LIBOR is the London Inter-Bank Offered Rate or th&e of interest at which banks in London offer
to lend funds to other banks in London.
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notional rate. The bank loans that determinerttis will under no circumstances
become a part of the Shariah-compliant ijarah orafpahah transaction that is
benchmarked to LIBOR. Finally, the money paid iatoijarah investment using
LIBOR will never pass through to the banks whosesaontribute to the setting of
LIBOR, and will certainly never finance, directly indirectly, assets whose

performance or credit rating will set that rate.

When a Muslim investor invests in a product thasus promise to swap returns from
a non-Shariah-compliant investment, however, th#éena quite different. For,

while LIBOR is a benchmark used to set a price laykimg value, theva'dis used to
actually deliver that price, even if it does sothgtically. By means of the “Shariah
Conversion Technology” stratagem, the unwitting Muasnvestor actually
participates in the non-Shariah-compliant investimeowever indirectly. This is
because, when the investor agrees to exchange atnatalbeturns for returns from

another investment, the investor indicajebulor approval of the other investment.

If that investment includes non-compliant assetsiastruments, like conventional
bonds or treasury bills, then the investor is apimgpthe same and the transaction
must be considered unlawful. Finally, and perhapst significantly, the money paid
into an investment employing the “Shariah Converdiechnology” stratagem will

most certainly be used to finance the other invest(s), however indirectly.

Therefore, even if the Muslim investor is not dihgdinancing non-Shariah-
compliant transactions, if the investment with $h&p had not been made, those non-
Shariah-compliant transactions would not have takace. This will be clarified

later when we consider how the cash in such adrdios actually moves.

The attempt to draw a legal analogiyas between the use of LIBOR for pricing and
the use of the performance of non-Shariah-compéaseéts for pricing is both
inaccurate and misleading. The only similarityhiat both are used for pricing.
Where LIBOR is used to indicate the return, howether other is used to deliver the
return or, as we shall see, the other is the retlilrerefore, it is simply incorrect to

justify the swap of returns from non-Shariah-compliassets by comparing the same

17



to LIBOR and then saying that since the one is@gga by Shariah supervisory

boards, the other should also be approved.

The Purpose of the Transaction

The purpose of the transaction was clarified bgakesperson for the bank offering
the product to the public who explained that it wWasigned to allow Muslim
investors access to funds that operate in a nongbheompliant manner by
“reflecting their performance.” The euphemistisddption of what the product aims
to achieve, like the simplistic explanation of hthe money in the investment
remains exclusively in compliance with Shariah suis in my opinion a
manipulation and, ultimately, a misrepresentatibthe truth. The term sheet for one
such product states unequivocally that its purp®se “wrap a non-Shariah compliant
underlying (asset) into a Shariah compliant stmgctuNothing could be clearer.
When this is the purpose, how can a Shariah bazssdilply approve? Does it matter
if the structure and the transactional basis addélschemes are compliant with
established Shariah rules if the end product isekalt of prohibited investments?
Does it really matter if that result is direct ndirect if the returns are from
investments that do not discriminate between ragiat wronghalal andharam good
and harmful? What the public is invited to inviesis a basket that will “reflect”
returns from anything from wineries, to pork futsiréo casinos, to who knows what
else? At the present time, the matter is in thelbaf the investors, many of whom
are institutional investors with their own Shartpervisory Boards; and it is still
unclear as to how those boards will decide to wigsvmatter. In my opinion, there
can be only one response; and that is to rejecShariah Conversion Technology”

stratagem and the investment products based ostthiagem.

The Movement of the Cash

Before the reader begins to suppose that this sksmo is more abowdqwaand less
aboutfatwa, or morality rather than law, let us now consitter movement of the
cash. The Islamic bank that offers this produsisits that the Muslim investor's

money is invested in a Shariah-compliant produdttaat the returns are completely
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halal.®® Their claim is that the investor's money is useduahase a principal
protected note, structured by a multinational bavtkich invests in simple salam or
murabahah contracts. The contract for the notedes an agreement, no more than a
promise actually (sometimes termed “a purchaserteiddeg”), that if the returns

from the salam are less than the returns from t&cpéar index, or grouping of funds,
then the structuring bank will pay the investoraamount equal to the returns from the
index, or group of funds. To be more precisehé hon-Shariah compliant index or
funds outperform the salam investment, the investibiearn returns that are better
than the salam returns. Since the bank will pagstors with its own moneythe
investors will not receive returns directly fronetbonventional index or group of
funds (funds which may be using strategies thahareShariah-compliant, investing
in stocks that have never been screened, andgséticurities that they borrowed but
never owned, to say nothing of investing in intete=aring bonds, futures, or any of a
host of derivative instruments). In fact, the isia bank is happy to point out that it

is not investing in any of these prohibited thingshd, technically, the bank may be
right. However, as we shall see, the matter igmstsimple.

When the Islamic Bank takes in the investor's momdwat actually happens? Let's
imagine that the investor, say an Islamic pensimmf places 100 million dollars in
this product. The first thing that happens is thatislamic Bank passes the money to
the structuring bank. That bank will do two thingsrstly, it will invest 100 million,
after deducting some fees for management, intersatanurabahah contracts. Then,
using the salam as collateral, it will make a lot@an asset managing bank, one with
a prime brokerage of its own that works with huildref different fund managers.

The asset managing bank will then allocate thataypdo a selected group of fund
managers. In the absence of any mandate to ttansammpliance with Shariah, the
asset managing bank will choose managers andgtatgolely on the basis of

Bitis interesting to see that the Prospectus fersrch product clearly states the following: “Ségur
holders will have no individual or collective receea to the Islamic Investment Account at any time.”
It also states that, “... payments to Security halderespect of the Securities (subject to and in
accordance with the Product Conditions herein) mglimade irrespective of tiShari’acompliance or
otherwise of the Islamic Investment Account andSkeurities at any time.”

1% The Islamic bank's Shariah board was careful tatpmit, quite correctly, that it is generally of no
consequence to the Islamic investor where the banshey comes from. This, however, is not the
issue here.
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performance; and from a risk perspective, this ra¢hat the bank will seek to
diversify its allocations. Of course, what thisans is that some of the money
allocated will certainly go to bonds, treasurieshtdnstruments, and derivatives like
futures, options, and swaps. Also, the loan madéd structuring bank to the asset
managing bank will be made for interest at the seateas the salam. In this manner,
the asset managing bank suffers no gap betweesaltwe swap rate and its
borrowing costs. In the middle of the transactitwe, structuring bank is fully secured
for its loan because the rates for the salam amtbtin are matched. This means that
the structuring bank, likewise, takes no risk. $trecturing bank will also earn fees
for the notes it has structured for the Islamickoahhe investor's money, that of the
client of the Islamic bank, is placed in a salarestment. By means of a note
provided by the structuring bank, the investoria@pal is protected as well. The
client pays fees for both of these. Some feesigattly to the Islamic bank; others go
to the structuring bank, to the asset managing eamdk to the managers of the
various funds. In this transaction, the greatet pithe returns is shared by the
funds, the asset managing bank, and the structbang. The Islamic bank's
earnings are significantly less than all thesee fidason for detailing the money trail
here is to point out how the investor's money, éhengh it remains in salam
contracts, is actually put to work in ways that eearly not in compliance with
Shariah rules.

It may be argued that this will happen anyway; thhappens whenever an Islamic
bank or institution has dealings with a conventidrank. This may be so.
Ultimately, what the conventional bank does withritoney, when it becomes the
bank’'s money, is its own business. But the traimsawe are considering here has
direct, predictable and immediate consequencesthier words, the Islamic client's
investment in this product triggers a series aigetions, none of which is Shariah-

compliant.

Moreover, these produce fees and earnings for ttherthe Shariah investor. Can
the Shariah board of the Islamic bank ignore athcf, and approve the entire
transaction because the first link in the seridsasically a salam or a murabahah? Or
is the Shariah board compelled to consider thes&retion in its entirety? Consider

the parties to this series. There is an investoislamic bank, a structuring bank, an
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asset managing bank, and a number of fund managben consider how the money
passes from one to the other, all the way to thd fmanagers. And then consider
then how it passes all the way back. With eacks,pasre fees are added to the
transaction. Consider also how the Islamic invéstaoney is the beginning point
for the entire transaction. Without this initiavestment, none of the rest will take
place, no one will earn fees. It is this initialéstment which ensures the
participation of the structuring bank, the assebhaging bank, and the fund managers
because it is the initial transaction, the simplas, which effectively creates and
guarantees the capital. The irony is that no otteer than perhaps the unwitting
Islamic investor, considers this transaction t@bky a principal-protected note with a
murabahah and a promise. On the contrary, tlasighly complex and profitable
transaction involving several different partiesratny different levels. In short, itis a
golden opportunity for the banks because the maneytually guaranteed and their
risk is next to nothing. In short, the Muslim ister is assured that the investment
product is Shariah compliant because the “Shari@ahwve€rsion Technology”
stratagem, which involves a promise, apparentlyessthat the Muslim investor's
money never goes directly into anything prohibit&t, the Muslim investors' money
may not be invested directly into the part of thésisactional series that is actually
performing and earning returns. Instead, a meshars required to bring the returns
from that product to the Muslim investor indirectlit is also clear, however, that an
asset managing bank would not be allocating mon@yanagers unless that money
came from somewhere. Between the Muslim investdrthe fund manager there
may be an indirect link, but the cause and effelettionship is nonetheless present.
In a very real sense, the promise to exchangeethens from the non-compliant
funds establishes a direct link between those famdsthe investor. It also identifies
the series as a single transaction. As such, theannot be ignored by the Shariah
board. The Shariah board must consider everyistde transactional series; and
when this is done, the Shariah board must rejecptbduct.

Ramifications for the Industry

When a Shariah Board gives consideration to ong/mart of the transactional series,
it is only natural that it should fail to considee consequences of the product for the
industry as a whole. It is an unfortunate shortcgnon the part of the Shariah board

in this transaction that it has failed to consitter context of the offering. It is an
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even greater shortcoming when it fails to consitlerconsequences the product will
have for the entire industry. When it is cleart ta@roduct cannot be offered in its
own form or, in other words, when it cannot be wdtedirectly, but must be offered
by means of a stratagem that is basically a devevéike a swap, red warning flags
should go up. In such situations, the Shariah @oaust pay careful attention to the
circumstances of the offering. If the circumstancan be found to justify such a
product, then it may be possible to grant approVfahot, however, approval must be
withheld. In the case of promised returns frorefanenced basket of assets, the
assets must be Shariah compliant in order forehems to be Shariah compliant. It

really cannot be otherwise.

If consideration is not given to the underlyingedssor to the assets referenced by the
swap mechanism, it could spell the end of the rieeduthentic Islamic products,
services, and methodologies. Why should a bankebdbd spend the extra time and
money required to make a securitization into a k@ké&or less money and in less
time, it can simply offer conventional bonds anertluse the “mechanism” to match
performance, appear to sanitize the money, ansfgd#tie investor that the investment
is halal and lawful. If such a mechanism is availableoatdr costs, then why license
an Islamic index for Shariah compliant stocks? Whkg mutual funds that follow
guidelines laid down by Shariah Supervisory BoartigRy bother with all the
complex structuring and documentation that go Bttariah compliant real estate
deals? Or infrastructure projects? Or privatatgguOr home finance? Why expend
the resources required to develop new and innadgiamic financial products and
tools? The “Shariah Conversion Technology” stratagnakes all of that
unnecessary. At a very fundamental level, howehe,mechanism seeks to make
theharamhalal. This is the nature of the threat to our indusffhefatwagiving
blanket approval for this misguided stratagem mail e referred to as the
Doomsdayfatwafor Islamic Finance.

If the product described in this paper is succéssfanagers of all manner of funds,
not just hedge funds, will never be motivated tord@t is necessary to manage and
invest in ways that comply with Shariah. But thdmy should they, if all they need to
do is agree to swap returns? Asset managers canwe as before, buying and

selling interest-bearing bonds, debt-based devieatipork futures, and bank, casino
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and brewery stocks. They can trade these howbegntish, even by borrowing
stocks and then selling them into the market witlemer owning them, or by
leveraging them and incurring interest on the laget In other words, Islamic
investors will not know what managers are doingange an Islamic bank and its
Shariah board have assured them that by meanspafcaal “technology” their money

will remain separated and pure.

Sadd al-Dhara’i Blocking Ostensibly Legitimate Means to lllegitimate Ends

When | first became acquainted with the detailthef“Shariah Conversion
Technology” stratagem (in 2006, when | was inviteapprove it by a huge
multinational bank), | had thought that the besyweacombat it was to have resort to
sadd al-dhara’ithe legal device from our classical jurisprudetizg blocks
ostensibly legitimate means when these are emplfmyatiegitimate ends. In other
words, in the same way that the digging of a wethie middle of a road may be
declared unlawful for the reason that it may leadreat inconveniences and
economic losses by those who travel the road,ughbthat this mechanism might be
declared unlawful by Shariah boards for the redkahits use may lead to prohibited
investments. So, while a promise to exchangenstoray be lawful, if the returns
promised have been earned by illegitimate meanufimys that invest in Treasury
futures, for example), then that promise may béaded unlawful as it has become a

means, an ostensibly legitimate means, for illegite ends.

| am now convinced, however, that this transacdsagorohibited outright; and that the
application ofsadd al-dhara’in this instance is unwarranted. This is becatise o
subtle point of law regarding the application ofamht is possible to resort gadd al-
dhara’i. The classical jurists have stated that whatkaets to involvement in the
unlawful will either lead to the unlawful as a @enty or lead to the unlawful as a
possibility. This product includes investmentsrethough they are entered into
indirectly, that are clearly unlawful. Moreovengte is no doubt whatsoever that the
transactional series leads inevitably, and repéatemdwhat is unlawful. That being
the case, that what leads to involvement in thawfll does so as a certainty and not
as a mere possibility, thesadd al-dhara’is inapplicable. There is no need to resort

to sadd al-dhara’because the transaction is clearly unlawful.
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| quote, in what follows, fromal-Bahr al-Muhit, Kitab al-Adillah al-Mukhtalif Fik
by Badr al-Din al-Zarkashi, on the subjectS#dd al-Dhara’i Blocking Ostensibly

Legitimate Means to lllegitimate Ends:

“Know that whatever leads to involvement in theawfiul will either lead to the unlawful as a certgin

or lead to the unlawful as a possibility. Thetfothese two (that it will certainly lead to conssion

of the unlawful) is not to be discussed under ftieiading. Instead the proper place for its disousisi

under the heading of “That Which there is No Wa¥szape the Unlawful Except by Avoiding It” The

commission of such an act (whatever will certaleld to involvement in the unlawful) is unlawfur fo

the reason that whatever is required to ensurpeéhiermance of a required act is itself requiréand
here the required act is that one avoids whatlewfal; and what is required to ensure that it is

avoided is avoidance of the act that will certailelgd to it.)**

To clarify this point, the stratagem we are disougteads, without a doubt, to the
unlawful. Obviously, if fund managers are givenguidelines to follow for Shariah
compliance, they will surely make investments @iratnot Shariah compliant, they
will surely manage their cash in ways that areStwriah compliant, and they will
surely transact in ways that are not Shariah canpliThe statements given to the
press by the Islamic bank offering this product ads much. This being the case,
that the product leads surely to the unlawful,éhemo need to resort sadd al-
dhara’ito prevent the proliferation of the product becaiseproduct is already
unlawful, owing to its leading directly and withadibubt to what is unlawful. If there
were some doubt about this, such that the prodeeitBng to the unlawful was only a
possibility, whether likely or unlikely, a stronggsibility or a slight possibility, then
recourse might be had by the jurists to the dekimevn assadd al-dhara’i When

the assets referenced by the “Shariah Conversiohribdogy” stratagem are known
to be unlawful, however, the transaction is unldwfud there is no need for recourse
to any legal device for its prohibition. This bgithe case, there is also no need to
discuss the opinions of the various classical srsoh regard tgsadd al-dhara and

its use.

15 The author continues, “The second of these twa,ithell possibly lead to commission of the
unlawful, may be a likely possibility or an unlikgbossibility, or a possibility in which both (like
and unlikely) are equal. Such a possibility maydrened “means,” odhara’i.”
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It is an established principle of Islamic Law thdtatever is required to ensure the
performance of a required act is itself requireg{s s 4= ¥ al gl ah Y La ),
When the avoidance of the unlawful is a requiremiétitere is an act that will surely
lead to the unlawful, then the avoidance of that@e is a requirement. Itis for this
reason that it is essentialajib, to avoid or to reject, the stratagem and the yocbd
This is because the stratagem is what allows thet @asanager to deploy money
gathered through this transaction, however indiyett funds that operate in ways
that are non-compliant with Shariah, and that ihvebusinesses that are non-
compliant with Shariah, ignoring all guidelines fefamic investing that have been
developed at great expense by businesses thattéspdvuslim investor's need to
transact and to invest only in ways that accordh wie principles and precepts of the
Shariah.

Conclusion

As jurists, Shariah scholars are trained to lodlexts and at classical models,
especially in regard to transactions. If a questiblaw is not answered directly in
the texts, jurists are trained to seek indirectams, often by drawing parallels from
the body of accumulated jurisprudence, or throwgiourse to legal maxims and
principles. Then, while Islamic law may be chaeaized as both a moral and a legal
system, the jurisprudence that has developed anmaudrn trade and commerce
relies almost exclusively on derived legal consatiens; even if these may be
characterized as legal means to moral éfdikus, it is difficult to suppose that jurists

will make decisions on the basis of purely moranagasidrelated’ considerations.

From a practical perspective, the best way to @#thlthis question may be to refer it
to the Shariah Council of the Accounting and AudjtOrganization of Islamic
Financial Institutions (AAOIFI), the standard segfibody for the entire industry.
Since the stratagem that drives the product isthase promise, ava d which has

applications in many modern financial instrumentduding the modern murabahah,

16 Indeed, while the prohibition of riba may be chagaized as a moral prohibition, the prohibition
itself is a legal matter. Once the prohibitionrisarporated into law, all riba-related issues bezom
subject to legal classification and the elementofality is marginalized.

17 \What | mean bynaqasidrelated are considerations having to do with tighdr purposes of Islamic
law, especially those related to the equitablaibigion of wealth, the development of institutipasd
the betterment of individuals and society.
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AAOIFI might be requested to promulgate a standi@aling with every aspect of the
wa'dand its uses.

The cynical stratagem described above presentsiiilyslists with a real challenge.
If investor confidence is to be maintained, theustdy must demonstrate its ability to
regulate itself and insist upon the Islamic autioggtof all that it does, or allows to
be done in its name. In the past few years, moldamic finance has proved itself
to be viable, innovative, and profitable. The dioesit faces now is whether it can

prove that it is moral and responsible.
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Acceptance and Compatibility of Shari’a Banking inthe Financial
Mainstream

by
Nicholas Van Zandt

Within the Western banking system, there has baeean the use of Islamic
banking. The industry of banking and finance i #&rab and Muslim world has been
doing this for years, but now there are shifts talgsShari’a-compliant banking from
within North America and Europe. Some major bdikesCitigroup, HSBC, Lloyds
TSB and Deutsche Bank have already establishedtdegats devoted to this
system'? With all of the criticism that has surroundedsthew trend, it is important
to ask what is to gain and what is to lose withlhifitegration of Shari’a banking in

the mainstream financial industry.

While there are several complexities to the systéislamic banking, or Shari'a
compliant banking, it would probably be easiesddscribe it by the prohibition of
riba (interest) as it is considered usury. Insteathefstandardized system of banking
known to the West where interest is used as a araybney to make money onto
itself, Islamic banking was established in a wagntirely avoid that method. The
use of interest is seen as unethical and predafdng. Koran makes several
references to the effect that the engagement iryusgomething that only Satan has
facilitated and should one engage in usury in otdegain from one’s wealth that they
shall not gain anything from Gdd. In a historical perspective, as stated through

Koranic commentary, the practice of usury was onghich the pagan Meccans did

18 Nicholas Van Zandt is a freelance reporter. Heftrimer reporter and researcher with Future
Events News Service in London where he reportellididle Eastern and South Asian Affairs.

¥ Wayne Arnold, “Oil Wealth Takes Islamic Banking Mstream”International Herald Tribung21
November 2007.

 These concepts are in reference to verses indhark Surah 2, Verse 275: “Those who gorge
themselves on usury behave but as he might behbem@atan has confounded with his touch; for
they say, “Buying and selling is but a kind of ustwhile God has made buying and selling lawful
and usury unlawful. Hence, whoever becomes awahésdbustainer's admonition, and thereupon
desists [from usury], may keep his past gains,iawil be for God to judge him; but as for thoséav
return to it -they are destined for the fire, thiert® abide!” Surah 30, Verse 39: “And [remember:]
whatever you may give out in usury so that it miglktease through [other] people’s possessions will
bring [you] no increase in the sight of God wherathshat you give out in charity, seeking God’s
countenance, [will be blessed by Him:] for it ie¥hthey [who thus seek His countenance] that shall
have their recompense multiplied! Source: Muham#sad, The Message of the Quréhhe Book
Foundation, 2003).
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so that they could acquire wealth in order to detlea Muslims at the Battle of Uhud
in 6252

As a replacement to interest, Islamic finance thetomes a system of reinvestment
of assets—qgranted that the assets to be reinviested notharam(prohibited by
Shari’a law). This would include businesses tmagagje in alcohol, pork,
pornography or gambling. As the banking industigoas the West jumps into this
growing market, there is likely a great deal of @enm as the executives and
shareholders of these haram industries watch @mugt transition into Islamic

banking.

The principal reasoning for the Western bankingistdy’s desire to expand in
Shari’a banking is not by means of appeasing idgodb or moral appeals by the
Muslim community, as some have claimed, but rallygihe recognition of an
undeniable and quickly growing financial markettthatil recently has been limited
to countries within the Muslim world. At the staitit, Malaysia, for example, began
to see their economic interests being divertediim&so in 2001, the government
decided to build upon its Islamic financial sedtoorder to draw in trade and
investment from the Middle East. After seeingélsémated $1.6 trillion in oil wealth
floating around the Gulf, Malaysia, and soon aBgtain, Japan, Europe, and the
United States, found that by providiegkuk(lslamic bonds), they could break into
the market and draw in the petrodollar investménts.order to draw in further

investment, additional banking services were engaoy

As it was recognized that with over 1.5 billion Moss in the world—granted not all
strictly adhere to Shari’a finance laws—that it viase to open up the banking

industry to those that did before the Gulf stamsiered the market. Many Muslims
were banking in conventional banking methods andmgiven the option to convert

their savings and investments into a Shari’a-coamplsystem, they did. The system

21 hi

Ibid.
2 \Wayne Arnold, “Not Only the Pious are Drawn toelrest-free Islamic Bankingraipei Times25
November 2007.
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in itself has been found to be attractive to nonshfas as well who in some Islamic

banks make up as much as 50 percent of the depoaitd borrowers’

In the British perspective, it was soon found byngnen the mainstream banking
establishment that there are approximately 2 milMuslims and 100,000 Muslim
businesses in the country, and based on reseanclucted by Lloyds TSB, three-
quarters of them wanted to engage in banking agmptd their faith®* So instead of
watching this community send its money oversedslamic banks in the Gulf or
engage in less than conventional forms of moneyagament, these banks found that
there was a service to provide. Among the serwoeslucted, there are personal
savings accounts, home loans, and business loanarthall in compliance with
Shari'a law. Every bank that has gone into Islab@oking employs an advisory
board of Shari’a scholars. This board will supsevevery step of the process of a

transaction in order to ensure that it is withirm®ha compliance.

For personal savings accounts, the depositor wilf&ceive interest but rather shall
receive returns from the bank’s investment. Thissralong the principles of
mudaraba which is an equity partnership financing instedd debt financing
schemé&® The contract between the bank and the deposiidtsaby the risks and
rewards being shared. Profits will be shared asesupon but in the case of loss,
the investor will bear the loss of any capital.isTécenario allows for the bank to take
the deposit and redirect it intchalal (permissible by Shari’a) investment. The bank
will then provide the depositor an agreed upon gaiage of returns from that
investment® Unlike with the payment of interest, which gerigris a fixed
percentage, the profit share can increase in $hiaainking should the investment pay
off at a greater rate. Typically, the percentarofit sharing is lower than the
standard interest rate and—in the United Kingdome-gayout of shared profit to the
depositor is taxed as if it were a return on adsadized loari’

% |pid.

24 Diana Brightmore-Armour speaking in her role asaging director for Lloyds TSB corporate
banking with regard to the research her bank careducSource: “Growing Demand for Islamic
Banking” Reuters4 April 2007.

% HSBC Amanah Website, “Financial Instruments”.

%% |slamic Bank of Britain Website.

" lbid.
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Islamic home finance is dealt with in a differeasiiion as well. Instead of a
mortgage loan paid over time with interest, thekbaiil purchase the property for the
borrower and then rent it to them at an agreed agment scheme. The bank
typically requires a minimum of 10 percent on tlogvd payment and then allows the
borrower to pay off the rest through rental payreer@®ver a period of up to 25 years,
each rental payment acts as a purchase of shageshevproperty. In order for this to
work to the lender’s advantage, the bank will tgtiicbuy and resell the property
after a price increas®. Many have advocated for this system over the entional
interest-based mortgage loaning system by statiaigitt provides security from
fluctuating interest rates that could cause problenrepayment. The banks that
offer this loan all state that the house will bpagsessed should payments not be
made. Within the interest-based mortgage systeanetis a relative level of
flexibility. Borrowers are able to refinance theiortgage or even take out second

mortgages before they are forced into foreclosure.

It has been argued that a more expansive Islanmkitg system would have
provided for an environment where crises like thie-grime mortgage problem that
afflicted the United States might not have happeriEus crisis, which has been an
ongoing financial problem, has caused a shargnikeme foreclosures. It started in
the Fall of 2006 and became a global financiaixhy July 2007. Many factors
created the crisis, but the most immediate causeawssing interest rate which
caused people with adjustable rate mortgages teigegicant increases in their
mortgage payments. This left many home ownerslaraiunwilling to meet their

financial commitments and lenders without a means¢tover their losses.

It has been stated that had the banking systemdrezander Shari’a compliance,

this crisis would have never occurred. There wdade been no system of interest,
thus there would be nothing to raise the mortgayenent rates. At least in this
aspect, Islamic banking would have been advantage®he entire problem,

however, would not be under control. In the Unifdtes, the Federal Reserve is the
primary tool to manage inflation rates. Inter@dés are raised to slow the level of
economic growth so that inflation rates can de&edsterest rates were raised which

%8 |bid.
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caused the sub-prime mortgage crisis but inflataaes were mitigated. Iran, for
example, claims to have a 100 percent Islamic lbang&ystem. There is no interest
based system as broad as the Federal Reservedtmftation?® For this reason Iran
holds a 16 percent inflation rate versus the 4rbaye of the United States or the .3
percent of the United Kingdom.

The area of entrepreneurship thus becomes anwgsere looking at the principles of
business investment loans by way of Shari’a bankifgs process also goes along
with the risk and profit sharing principle ofudaraba. As a means of avoiding the
use of interest in loans, financiers will sharé&sias well as the profits with the
borrowers. Instead of the borrower being the saleer of whatever business they
seek to start with a business loan, the finanbien becomes a de facto co-owner,
earning a share of the profits. Should the busifas it is the investor that loses
everything. If the business succeeds, the investdl gain far more than if they

were collecting simple interest-based repaymemfrinciple, the process is the same
as venture capitalism. The financier will engag&/hat is known to them as being

high risk venture but only when the reward is watth

A venture capitalist who is successful in stayimdpusiness, however, will not invest
in every idea that comes to them; they will wait&scenario where the risk is at a
manageable level considering the level of prdfibr many venture capitalists, they
will likely hear hundreds, if not thousands, of posals for investment every year and
pick only a handful. Experienced business ownetis avproven track record of
success are typically considered a safe investmleateas borrowers inexperienced
in business administration aiming at a small-bussnesntures, will be considered
higher-risk, lower-profit and will likely not be osidered. In the interest-based
banking system, the bank is not required to také sisks and these higher risk, small
business ventures will have a greater chance efwiag the capital they need to start

their business.

2 paul Wouters, “Experts Discuss the Future of |atafinance in ZurichToday’s Zamanl1
November 2007.
% |n May 2008. —Ed.
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When placed on the individual level, the small hass owner still has the option to
choose the loan available to them, Shari’a compbamot. When placed on the
macro scale, in a society like Iran where busihesss that are interest based are
largely unavailable, it worsens the plight of tiiérepreneur. Starting a food shop in
a high traffic area might be considered a safestmaent and would likely have no
problem. Riskier businesses proposals that aeenating to break into, or create a
new, market might not be given a chance. This d/thtn have an adverse affect on
the entirety of the economic system of that country

It is through this concept that most directly imsabhie small business start ups.
While the conventional financial markets operatéhmsimple process of lending
money after a credit history search and ensuriadtrrower is able to repay the
loan, the Islamic banking process requires a gfealt more engagement with the
borrower’s intentions for investment on the parthedf lender. Reliability and security
are issues of significant concern when the bankidens to whom to provide their

loans.

Lloyds TSB has provided the first Islamic Businasgl Corporate account at all of its
2,000 branches designed to cater to the 100,088imxiMuslim businesses in Britain
and for new entrepreneuts.Out of all of these businesses, the bank recedrtizat
there was a substantial market waiting to be tapgéds is the first Shari’a business
banking account in mainstream banking today. Radts existence, Muslim
business owners went to the regular accounts. tRatit exists it has become widely
popular. It is a process in which the mainstreamkitself made Islamic banking

popular—and seen as necessary—rather than theriviasinmunity.

The question is, has the West benefited by expgritircommercial banking industry
into the Muslim world to share in the wealth of pibfits or is the Muslim world
benefiting more by introducing Islamic banking e financial mainstream of the
West? Is it a win-win scenario or are there seridt@awbacks to come as this process
evolves? Perhaps one result of Western interdstamic banking is that it provides

a greater sense of legitimacy to the practice bhed gives Middle Eastern banking

% Lloyds TSB Website.
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systems the incentive to go ahead and providenfydlementation. Only in 2006, for
example, the National Commercial Bank of Saudi Aaalverhauled its entire retail
business to make it Shari’a-compliant and only yleiar did Tunisia and Morocco
have Islamic bank¥ By the West making the decision to move intorfstabanking,
it has given the Middle East the option to devatspslamic banking system as well;

an option that may not have been viable beford#mking giants made the transition.

It has been estimated that over $800 billion h&nlirnsferred out of the United
States and Europe into other regions where Isléan&ing is more prevalent—
specifically within the Muslim world® As Islam has grown increasingly
conservative over the past few years, matched avgteater wealth being invested
into the Muslim world, there has been a reinforafigct on both religion and
economics within the region. It is in this economavival—due to religious
reasoning for halal banking—that an Islamic revivas been made possible. Now
that the Western banking sector has become inégt@sigetting involved in Islamic
banking, it has given this revival a greater serfdegitimacy.

The concluding question is with regard to how—ialt—Islamic banking can be a
detrimental to economic development in the long rlihe simple answer would be to
state that the larger banks like HSBC and Citigraulpo are actively engaged in
Shari’a banking, have done their cost/benefit aialgnd found that the untapped
market of Muslim investors who wish to adhere bgirtineligious code of finance is

worth the risks that go along with the system.

There has been a great deal of debate on thismaatiesome have advocated that the
introduction of Islamic banking is part of a larg@oy to Islamicize the West.
Providing ammunition to these types of argumergsgaoups like Hizb ut-Tahrir, an
organization in Britain that has publicly advocatedthe totality of the West to be

run by Shari’a law, that have in fact advocatedrair website that events like the

32 Wayne Arnold, “Islamic Banking Rises on Oil Wealtltaws non-Muslimstnternational Herald
Tribune 22 November 2007.
¥ Wayne Arnold, “Oil Wealth Takes Islamic Banking Mstream”International Herald Tribune
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financial crisis in America under would have nelieppened under an Islamic system

and that capitalism is the seed of the d&Vil.

In a brief analysis, however, it is not necessdhbysociety that is entirely at risk.
Investors engaged in Shari’a banking are no lopgatected and can incur greater
loss but stand to gain a great deal more. Borrewereffect, may very well find it
more challenging to acquire the capital they nédéakir investment plans are less
than solid. It is a trade-off for both sides, asded by the original principles of the
Koran. For Muslims who wish to conduct their fisaradhering to Islam with less
than attractive investment proposals, they wikkhkfind it hard to launch their
businesses whereas conventional loans might beddnding grace. From the bank’s
point of view, on the other hand, an attractiveestment plan, one which looks to be
of low-risk and high profit, could provide a farttes rate of return than if it were the
standard interest based loan. Investors in thie oacognize a profitable opportunity

and the fact that interest is not involved makemwitess capitalistic.

The concern is not as much with the processedarhis banking but rather by the
surge of interest by Western banks. It is highiitkely that Shari’a banking will
become fully compatible to mainstream banking aduené requirement for a total
economic reformation, but with every action brimgseaction within the financial
industry. When the largest banks begin to implanisamic banking practices at the
international level, country based banking systembe Muslim world will alter their
systems to a greater degree towards Shari’a bankimgme, the problem this could
present is a conflict in commercial trade and bagkvhen mainstream banking
cannot complete transactions with countries inMiddle East because they are not
Shari’a compliant. As stated, the West will notl @annot make a full transition into
the Islamic banking system due to the nature ohgbaneeded, but as their smaller
scale integration provides legitimacy to the pi@gtihus bringing a revival in Islamic
finance, it could provide for complicated trade aodnmercial dealings down the

road.

34 Hizb ut-Tahrir Website, “Financial Meltdown”.
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A Gram(een) of Hope: Micro-credit in Bangladesh

by
Kevin Newtori®

Islamic investments have increased several-fold theepast years. While much of
the actual amount certainly comes from the finampahendeavors built by
construction giants in Dubai and other sites thhmug the Islamic World, these
mega-projects offer little assistance to the averdgslim. A great deal of attention
has recently been focused on the emerging praatisecro-credit, which provides
small loans to the poor that allow them to gaingbenomic ability to not only pay
the loan back easily, but to raise their econorn@nding as well. This form of
investment for the destitute has been used to gfestt by Grameen Bank, founded
by Muhammad Yunus. However, Yunus and the vasbntgjof the bank’s
Bangladeshi members are Muslim, and therefore sutgestrict economic controls
concerningiba, partnerships, and contract law. Yet ultimatéky ¢oal of economic
independence for all that Grameen Bank encouragastionly consistent with that of

Islam, but actually encouraged Bhariah

Yet before examining micro-credit’s ability to comfn to theShariah one must
understand what makes micro-credit different frahreotypes of financing. Most
noticeably, the loans are unusually small in consparwith the loans that more
traditional banks offer, and designed especialiyttie poor’® The loan inevitably
must be paid off completely, even if payments nadestrease during times of
hardship®” Additionally, the poor are organized into supmpdups on the village
level that have actual control over the fuRisThese groups are largely comprised of
women, as Grameen hoped that the majority of itestors would be womefi. Also,

in stark contrast to other institutions, literacgudd not be a prerequisite for a loan

% Kevin Newton is an MA student in Islamic law a¢tSchool of Oriental and African Studies in
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from Grameerf? Finally, and perhaps most controversially, trenissued by the

bank would carry interest, a point that caused nuledfate within the Islamic worfd.

A frequent criticism of Grameen Bank is that beeatisharges interest, it is subject
to the Islamic laws againgba. Riba the term most often used to describe any sort
of economic inequity, including interest, withiretkslamic context, is clearly
prohibited in the Qur'an. Several verses declaatrtba is firmly haram or

forbidden. Quran 2:275 states “God has...prohibitedry,” just agiba is “deprived
of all blessing.*? Additionally, any profits earned biba are consideredaramas
well.** TheSunnahof the Prophet Muhammad also strongly conderities When
explaining to a follower the meaning of his dredu® describes those “in the river of
blood were those dealing iitba.”** Also, it does not seem to matter whether a person
is given or provides funds foiba.*> Indeed, the consumption Bba is named as one
of the “seven great destructive sins” that the Redpreached abotf. In placing the
crime asharam li-dhatih or “that which is forbidden for its own sake,&tQur’'an
placesiba in the same category as murder and tHefnh doing so, the Qur'an is

clear thatiba is completelyharam

However, theShariahoffers little as to an actual working definitiohrda. In the
Qur'an,riba is described as “doubling and quadrupling the semh’f® Further, it is
also described as a practice that Jews of themgmircticed”? Also, if a loan is
granted, the borrower must be given extra timepay the debt if he/she falls into
economic hardship’. TheSunnatis more useful, describing usury as a crime that
occurs when unequal amounts of goods, be theyridiff®r similar, are exchangéd.

While one may not be sure of a precise definitibrilza, one may infer that it is a
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form of economic inequity, due to both the Qur'adéinition concerning the
“doubling and quadrupling” of the capital, and tx@phet’s description afba as an
inequitable exchange. More specifically, and int@atr for Grameen Bank, is that
with the prohibition of “doubling and quadruplingt’is apparent that mechanisms
such as compound interest are deemed forbiddenghtien and Naughton further the
definition, stating thatiba applies to any unfairness in all economic dealiigs
Thereforeyiba should be considered as a definition not onlyntérest, but to unfair

economic practices as a whole.

As was stated above, Grameen Bank does chargeshtar its loans, yet the program
ought to be considerduhlal, or permitted, under Islamic Law. According toris,
this rate is fixed at two percent over the couifsthe loan, and is charged throughout
the loan period® According to the abovidadith, this practice seems to be against
the principle that unequal sums of goods (in thseg money) should not be
exchanged? However, contemporary Islamitema or scholars, have ruled that
such a fixed rate system over time is legal uigtariah as it does allow for
Murabahg a situation in which a bank owns a good and staoesells it to a

borrower who pays both principle and a small¥edndeed, given the fact that
Grameen Bank uses simple interest in lieu of comgdonterest, the interest charged
by the bank is an amount agreed upon at the foomati the contract, much like the
small fee in anurabaha Additionally, Grameen’s loans are designed exhyi for
economic improvement, something that is encouryetie Qur'an in verse 2:286.
Indeed, the original loan made by Yunus chargethtawest, as the party to be repaid
was an outside individual, not the group that waidche into being late¥. The new
income gained by the granting of the loan more theys for the interest that is
charged, leaving both the borrower and the credhtbetter economic standing, as
evidenced by a similar program in the Philippinelsere investors often earn better
than 117% return on their initial lodh. Furthered by the fact that as only members of

*2 Shahnaz Naughton and Tony Naughton, “ReligionidSttand Stock Trading: The Case of an
Islamic Equities Market,” idournal of Business Ethics/olume 23 (2000): 145
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the bank may borrow from the bank, the creditoesemsentially their own debtors.
As both sides of the Grameen agreement profit fteerendeavor, there is no
unfairness in the arrangement. Therefore, the @ahwfriba that deals with
unfairness in economic dealings may be disregarded

Yet more proof that denounces the argument than€ea’s loans amngba exists. As
a central tenant of Islam is the establishmenustige, one must constantly strive for
methods to eliminate injustice. This concept ef éistablishment of the greater good,
known agstislah is permissible as a way to allow judges to makiegs that are in
the benefit of the public interest. Few greater injustices exist than the economic
status of Grameen'’s clients before the bank grathiexth a loan. Often, they are
forced to work for middlemen who supply them witle raw materials necessary for
their work only if they in return sell the middlem#heir finished product, usually for
only a miniscule profif® Again, reference must be made to lttalith that describe
riba-like behavior of inequity in payment. In additidtadith exist that condemn the
exchange of goods that are similar but unequaatore without some form of
intermediary’* The middlemen clearly violate both of these ruipgt forth in the
Hadith. In another example, Yunus writes about middlemka would loan a bag of
rice as seed for the beginning of a growing seasoly,to demand twice the amount
by the end of the harve¥t. This also violates th&hariahin that goods of an unequal
guality are exchanged, in direct violation of tlegsecondemning the doubling of
goods®® By doing so, they certainly create injusticeshitthe community. To this
end,istislah performed by Grameen may be used to eliminatetimesnsistencies by
doing away with the middleman who causes suffetanpe community through
economic inequalities. By using methods sucist#slahto lend money, instead of
through the methods oiba that were common in the past, Grameen works to

establish economic justice.

However, moneylenders and economic middlemen dralaoe in their use afba

against the poor; large established banks areygfitihe practice as well. Among the
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most accepted of these inequitable economic pexcigca point that Yunus finds
remarkably biased against the poor: banks in Balggh require any borrower to fill
out a form. By doing so, banks discourage commeore the poor, in direct
opposition to the Qur'an’s mandates that commeste be encourageéd. As Yunus
points out, this is an absurd requirement, esdgaidien considering the country’s
literacy rate of 2598° Additionally, such a practice is in violation miaslaha or
public interest, as it limits the number of peoplego can improve their well-being by
drawing a loan that is not subject to tii®a practices of local moneylenders. The
banks of the country therefore practid®a by discriminating against a majority of
the population. By its mere existence, Grameenatsinates an improvement of
maslahaby working to endiba in the country. However, not every aspect of the
Grameen banking arrangement falls directly intorda@m of preventingba.

Grameen Bank also requires that all of its borrevestter into a partnership with
others in their community. It is into this pooéttthe interest of all those involved
with the Bank be deposited, such that future laaag be drawn from an increasing
pool of funds, and from this partnership that @diis must be approvéd.Yunus
focuses heavily on the psychological aspects ofjithap versus the individu&/.
However, the Islamic value of the partnership f@menercial purposes, shirkah is

well entrenched in Islamic societ.

This permission to do business withistarkahis allowed because tfg&hariah
overwhelmingly encourages commerce. Indeed, tbpHet Muhammad was a
caravan driver in partnership with a widowed menttmefore he was called to
become a messenger. However, all trade must heafaopposed to théa

discussed earliér. Further, the Qur'an, after establishing that bess should be
done fairly, also sets forth that loans may be @@ion terms that do not penalize the

borrower for being tardy on a payment due to ecdadrardship’’ Indeed, by
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forming a Grameen Bank, a specific formsbirkah ashirkah al-mafaligpartnership
of the penniless), is initially formed that is alled to do business on credt.
Further, the terms of loans offered by Grameeinliftitie requirement that the
borrower should not be penalized due to finandiaiss’> Grameen Bank is
permissible as shirkahbecause regulations set forth in Steariahthat allow
Muslims to perform commerce are followed, and wbembined with the laws
prohibitingriba, the program takes steps that permit all intedebtaslims to take

part in business via partnerships.

More recently, international jurists have approtteel use of the type of partnership
that each Grameen local group resembles aftesibbidt up a reserve of funds from
previous investments. The basic business modélaineen is that borrowers form a
group that owns the funds that are borrowed. Thherest gained off of these funds,
in addition to the repaid principle, is returnedhe general fund of the group, thus
allowing the group’s capital to increase with eagbcessful loan repayment. This is
similar, though not identical, to many forms ofdnte available on larger Islamic
markets, such as thjarah. This instrument of finance allows investors lace
money in a bank from which borrowers can draw. yTihen pay a small fee, or
sukuk which returns to the investors, along with thpitzd. However, in the case of
Grameen Bank, the investors and borrowers arerotieisame, meaning that they
are effectively paying themselves instead of asidatparty that provides capital.
Due to the acceptance igdrah by current jurists, there can be no argument that
Grameen’s micro-credit system, by which the fundsdvawn and deposited by the

investor remain the same.

Yunus’s insistence that borrowers always repay fbans on a schedule may appear
to exist out of simple necessity, but it actualbed have Islamic roots. According to
the Quran, loans must be repaid by borrowers, évalfowance is given for
hardships® However, this does not give the creditor thetrighraise the amount of
the principle of the loan in questiéh.Grameen Bank provides different methods for

insuring that the loan is always repaid in ordekdep with the requirement that the
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lender should give such allowance. One of theesa$or the both the bank and the
borrower is a reduction of payment during hard §m&he lost revenues for a hard
period simply extend the time of the [02nSuch a plan is permissible under Islamic
law because it does not result in an increasedrathount to be paid back.
Additionally, it insures that the loan is repaidden terms that are favorable to both
the borrower and to the bank. Through this repanmkan, Grameen fulfills the
Shariahrequirement that those who take out loans repamtiwhen able, but not be
placed under undue pressure to do so. This algttaires one of the most important

facets of Islamic financial law: the honoring of @ntracts.

Contract law is absolutely essentiaQbariah granted that the terms are agreeable to
all parties involved. One verse states thatét duty of the righteous to fulfill
contracts that they have madeGod orders that humans should always write the
contents of contracts and have witnesses présdnirther, those who break treaties
and contracts are accused of disrespecting'&@bligations to fulfill a contract
extend even to those agreements made with pagdnstlaers who do not believe in
God’® In addition theHadith make reference to those who keep their contradts)be
upstanding believers. In one, the “treasurer wikeggwillingly what he is ordered to
give” is upheld as one of the most virtuous cite®nClearly, any who would break
their contracts with another human, be they betievaot, faces punishment from
God for swaying from th&hariah Grameen Bank certainly takes strides such that
both the bank and the borrowers are free of cosagirbreakingshariah Indeed,
Grameen Bank stresses the importance of contractaibe they are essential to its
existence. That these contracts are made to &dlparties is quite peculiar to
finance. Yunus proclaims that whereas most bargeat their borrowers to fail to
meet payments, Grameen Bank expects that its heilitdo the utmost to meet the

set requirements-
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Worthy of a great deal of attention is the emphtsas Grameen Bank placed on the
economic power of women. Throughout Bangladesamie and local traditions
have downgraded the economic role of women. Ity ¥enus reports that less than
1% of loans from traditional banks in Bangladeshlagld by women and any efforts
by a woman to acquire a loan is met by the demahtte bank for her husband to

come in to negotiate the terms of the d2al.

However, the power of women in the economy is seeéshroughouhariahand by
Grameen. Perhaps most noticeable is the roldhbd®rophet’s wives played in their
economic communities. As noted earlier, the fwvge of Muhammad, Khadija, was
a wealthy widow who traded via caravans, and hidiettammad to manage her
roaming merchandise. Additionally, ‘Aisha, thetlagfe of the Prophet, concluded
her own business deals, consulting with her husbaihdor permission to act, but to
insure that her actions were within the scop8hudriah® Further, evidence in the
Qur’an that doubts the “lack of economic skillssadmen [concerning commerce] is
simply an example, not an eternal id&4.By the insistence to always talk to a
woman'’s husband, the bankers were ignoring theepliestt set by the Prophet’s
wives, a valuable part of tf&unnah On the other hand, by encouraging women to
use Grameen, the bank recalls the economic powemnibmen possessed during the
time of the Prophet, and the ultimate equality ehfa and women’s deeds in the eyes
of God® By doing so, Grameen respected the rights of woaseestablished in the
Shariah

Finally, it is throughstislahthat the greatest case for the entire existenteeof
Grameen Bank micro-credit program can be madeouldir this plan, the lives of
thousands of poor people are bettered by impraiaghaslahaof the community as
a whole. Islamic law measures the improvementautinistislahthrough a rubric
known as thenaqasid al-shariahor objectives oShariah Thesanaqgasidnclude
religion, life, intellect, family, and property. The Grameen Bank most directly

impacts property in that it allows individuals totronly own the means of their own
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production, but some even aspire to own [&he.et other aspects of tieaqgasidal-
shariahrequirement for protection of property are enhdncehe quality of life and
assurance of family for Grameen borrowers is impdoas it allows individuals to
feed, clothe, and shelter themselves and theirliestif Interestingly, education is
protected on distinct levels. Foremost, it allates borrower to use what knowledge
he/she possesses to its greatest befleftiowever, Grameen also strongly
encourages that the children of recipients attehdd, providing an investment in
future educatior’® Finally, religion is protected as the borrowers o longer
subject to the trulyiba-plagued practices of money-lenders, as acceptiags
haram® By protecting these fivemagasid al-Shariahthe implementation of
Grameen Bank’s micro-credit opportunities is coasd within thenaslahaof the

community.

Verily the practices of Grameen Bank are withinri&m ofShariah While a great
deal of debate exists over the natureilzd, a broad definition of ‘unfavorable
economic practices’ certainly exempts Grameen fitusicharge. Instead, the
economic practices are indeed favorable to alllirasb parties, adhering to the
requirement oShariahthat commerce is promoted. Additionally, the parships
that are formed through the practice of such comeare in within the scope of both
classical and contemporashariahthought. Classically, theshirkahdraw on the
experiences of the Prophet Muhammad, himself iartnprship that traded differing
but equal goods. In more modern tim@kariakcompliant practices such jarah
andMurabahacontain many of the same themes as micro-cradiling, yet are
approved for use in larger economies. Indeed¢oméractual nature of the micro-
credit agreement also demonstrates adherergleanahbased on both its guarantee
to the lender than the capital will be repaid, &lgb its promise to the borrower that
economic difficulty will not penalize him/her ingHuture. Also, by allowing women
to take a greater part in the economy of Bangladéstlimeen Bank not only
demonstrates compliance to the standards of Shémsklludes to a return to true

Islamic values. Finally, throughtislah, one must permit the actions of Grameen
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Bank even if the low interest rates it chargespao®en to beiba by the fact that its
operations allow those in the deepest poverty tamsthe clutches of moneylenders

who damage society through their usurious methods.
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ljara-based Sukuk: Sound Structure Prevails Over Limitations

by
Samer Budef?

Today, sukuk have become the most widely publiceredl hotly debated mechanisms
in the innovative world of Islamic finance. Oveetpast few years, it has been
impossible to follow the rapidly-developing fieldtiwout reading about the latest
mega-sized sukuk offering, with some surpassingiffibn in total value. Since late
last year, however, the Islamic securities markstlieen tempered by two separate
events. The first has been the ongoing globalittcedanch, which has reduced the
amount of capital available for borrowing. Thidikely to have a negative effect on
the sale of sukuk, which could lead to a declinthenmarket’s annual growth rate
that is currently projected to exceed last yearskiof $47 billion in sale¥® The
second event was a report published by Sheikh Makedvilagi Usmani, chairman of
the influential Shari'ah board of the Accountinglakuditing Organization for

Islamic Financial Institutions (AAOIFI) in BahrainJsmani warned that up to 85
percent of all sukuk issued to date may not bempdiance with Islamic law. The
report criticized musharaka-based and mudarabadtsageik structures, particularly
the repurchase agreements present in their cositrattese repurchase agreements
stipulate that issuers would pay back the faceevafithe sukuk issued upon maturity
or in the event of a default. Such contracts mitine existing structure of
conventional bonds, which guarantee lenders aipesiturn on investment, thereby

violating a basic Islamic economic principle wherégnders and borrowers must
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share a percentage of the risk present in anydinhdealing. Usmani also criticized
the fact that assets were not always transferaed the borrower to the lender,
leaving the borrower to exclusively shoulder trsk of owning the asset. Usmani
viewed the popular ijara-based sukuk structuresaisgin compliance with the
Shari’ah because it is based upon a sale and easalgreement involving physical
assets such as real estate, which earns investetsra based upon a prevailing
market raté? So what impact will recent developments havehensukuk market?
One fear may be that the market’'s growth rate gvdidually decline given the
continuing credit crisis and the tightening of thées and regulations of Islamic
finance by influential Shari’ah scholars such amési. Others believe that the
sukuk market will continue to grow, although therked may split between pious
investors seeking to comply with religious ruliraygd investors comfortable with the
already established and profitable structdreblowever, despite the recent scholarly
criticism and apparent uncertainty facing the sukatket, sukuk—whether
corporate or sovereign—will likely remain at thedfyont of financing innovation
that has simultaneously raised market liquidity bedefited societies across the
world, nudging Islamic finance ever closer to th@mstream spotlight. The issuance
of sovereign sukuk by the German state of Saxonlyaltr-the first sukuk offering
by a non-Muslim state—serves as a unique examgleeafuly global and
competitive nature of sukuk, particularly ijara-edsukuk, that have formed the
backbone of success by proving to be both profitalnld compliant with spirit and

letter of the Shari’ah.
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In 2001, officials from the central German stat&akony-Anhalt began studying
ways of increasing the level of foreign direct istreent in their state of
approximately 2.5 million inhabitants. Saxony-Alilhamains one of the poorer
former East German states with a 2007 GDP peraapivnly €20,988, significantly
lower than former West German states such as Bgwahich enjoyed a 2007 GDP
per capita of €34,718. In 2001, officials from Saxony-Anhalt’s Ministof Finance
traveled to Bahrain to persuade Gulf investors—nmanyhom already held
conventional bonds issued by the German state—vastrfurther by offering them a
stake in what were previously state-owned buildunggsd by the ministry. After an
initial delay in 2003 resulting from a politicalharged post-September 11, 2001
environment, €100 million worth of ijara-based skikeere issued to investors in the
GCC, Malaysia, Turkey, UK, and US in 2004 The event marked the first time that
sovereign sukuk were issued by a European govempr@viding Saxony-Anhalt
with the opportunity to reduce its internal finamgicosts and increase foreign direct

investment.

In order to understand the ijara-based sukuk straemployed by Saxony-Anhalt,
one must first understand the concept of ijaralanhic finance. An ijares a

financing lease where the rentals during the terthelease are sufficient to amortize
the leasing company’s investment, while also serais1a source of profit,

particularly in cases of hire-purchase rentalst éxample, an Islamic bank would
“buy equipment or machinery and lease it out t@pthients who may opt to buy the

items eventually, requiring monthly payments timatude both the rental charge for

% nvest in Germany — Federal Statéstp://www.invest-in-germany.com/homepage/gerrmang-
glance/federal-states/bavaria/?backlink=0 (Jun&R00

9" Mushtak ParkerSaxony-Anhalt to Launch Europe’s Debut Islamic Bond
http://www.arabnews.com/?page=6&section=0&artic@589&d=19&m=7&y=2004 (July 2004).
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use of the equipment and installments towards tinehase price® The rent is fixed
in advance prior to the use of the equipment orlmmaecy, although incentives aimed
at earning greater profits may be offered. Thentlcan also negotiate the price of
the asset if he or she wishes to purchase it aritleof the period, where the lease
rentals paid in advance will be part of the pri€¢he tangible asset available for
purchase, excluding bank remuneration. The petdinent in ijara is permissible
despite its apparent resemblance to an interesgjelecause the product being
bought and sold is a tangible asset, not a findasget, whereby the bank takes on

risk through its ownership of such an asSet.

The five-year ijara-based sukuk structure offerghaxony-Anhalt is derived directly
from the ijara structure. The structure involves sale of real estate to a special
purpose vehicle (SPV), which represents a trargfewnership of tangible assets to
investors, and a leaseback by the SPV to the gmesthof Saxony-Anhalt. The SPV
would then pay investors a return based on the atrafuent collected from the state.
This ensures that any future income resulting ftbenstructure will not be
guaranteed in absolute terms given the risks skoedbdby investors through their
ownership of tangible assets and the issuer threhejhpayment of fixed rentat§?

In this particular transaction, the master leastapeng to the real estate in question
was sold for 100 years to the special purpose leehhich was incorporated in the
Netherlands for tax purposes, and rented backetdfinistry of Finance for five
years with the debts of the state being guarartigede German government. Itis

also important to note that the sukuk were listedhe® Luxembourg Stock Exchange

% Mervyn K. Lewis and Latifa M. Algaoud, IslamBanking (Northampton, MA: Edward Elgar,
2001), p. 56.

% Ibid., p. 57.

190 Mushtak ParkerSaxony-Anhalt to Launch Europe’s Debut Islamic Bond
http://www.arabnews.com/?page=6&section=0&artic@589&d=19&m=7&y=2004 (July 2004).
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as freely tradable certificates, which is not ialation of the Shari’ah since the sukuk
represent underlying physical assets and not dalsying sukuk to be viewed
favorably by investors as flexible capital markettruments®* With regards to the
rental fee that would be charged to the statestitueture stipulated that investors
would receive a variable rent benchmarked to th& BOR over the rental period of
five years'®? The EURIBOR, or Euro Inter-bank Offered Ratajéfined as the “rate
at which euro inter-bank term deposits within theoezone are offered by one prime
bank to another prime bank®® The issue of how the rental fee in ijara-basedlisu

is to be determined has been a point of contemimong scholars. Indeed, ijara-
based sukuk have been structured to give eith@ed br variable return, with a
variable return rate often being pegged to a beackisuch as EURIBOR, as in the
case of the sukuk issued by Saxony-Anhalt. Sonaei'&h scholars do not object to
using interest-based benchmarks as mere leasegrifierence points, despite the
fact that these benchmarks are the prime rateshysbdnks to calculate interest.
These scholars argue that landlords and tenam@s afjree to raise or lower the lease
price on a physical asset such as a building dveperiod of tenanc}f? Other
scholars, however, believe such benchmarks shatldenused since they are directly
linked to interest rates that would too closely mineturns earned on interest-bearing
bonds'® One can suggest using annual market-based flimisaelevant to the

physical assets in question to determine an inereadecrease in the leasing price.

In general, critics of Islamic finance have argtieat the return earned on such

101 Apradat Kamalpourslamic Capital Market Instruments: Moving Beyohe tljara Sukuk,'

http://www.gtnews.com/article/5509.cfm (June 2004).

192 Rory Todd,Sukuk: Emergence as a Multi-Purpose Shariah CompHénancing Produgt
http://www.worldservicesgroup.com/publications.2agtion=article&artid=2153 (November 2007)

1% yribor Homepage, http://www.euribor.org (June 2008

194 Abradat Kamalpounslamic Capital Market Instruments: Moving Beyohe tljara Sukuk,’

http://www.gtnews.com/article/5509.cfm (June 2004).

195 Abdel-Khaleq, Ayman H. and Christopher F. Richard®lew Horizons for Islamic Securities:

Emerging Trends in Sukuk Offeringzhicago Journal of International Law, JanuaryZ00ol. 7, No.

2, www.vinson-elkins.com/uploadedFiles/VEsite/Rases/IslamicSecurities.pdfune 2008).
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transactions is very similar to the return earned¢@nventional bonds, claiming that
Islamic financing options merely alter the routattteaches the same end. While this
may be true in many cases, such criticism igndreddct that the mechanism by
which a given return is achieved is as importar¥tslim investors as the return
itself.2°® Such Shari’ah compliant mechanisms are requargshss through specific
avenues that promote profit-sharing by spreadiegigk among issuers and
investors, which in turn minimize the possibilitiyexploitation; such mechanisms
facilitate direct investment inalal goods or services that are backed by underlying

tangible assets that remain free from excessivertaiaty, risk, or speculation.

As Islamic finance continues to grow throughoutwweld, the question as to why
non-Muslims may opt to pursue Islamic financingiops should be addressed. A
segment of the non-Muslim population may find itselagreement with the spirit of
Islamic finance based upon ethical grounds ancktber attracted to the various
Islamic financing vehicles currently available. wver, the incentive to earn a
profit—one shared by all investors regardless eirtfaith—coupled with the
opportunity to attract investment to one’s commyaite arguably two of the
strongest incentives. This was undoubtedly thémyimotivation for the Ministry of
Finance in Saxony-Anhalt. Edgar Kresin, the treasat the ministry, revealed that
the sukuk offering was not only issued to raisdategbut also to serve as a
marketing tool in the hopes of increasing the lefdbreign investment in the state.
Kresin noted that there would have been little oedsr his state to opt for sukuk
over conventional financing instruments if the s®goal was only to raise capital.

He stated, “You need another target besides juslifig. It doesn't make so much

19 Abdel-Khaleq, Ayman H. and Christopher F. Richard®lew Horizons for Islamic Securities:
Emerging Trends in Sukuk Offeringzhicago Journal of International Law, JanuaryZ00ol. 7, No.
2, www.vinson-elkins.com/uploadedFiles/VEsite/Rases/IslamicSecurities.pdfune 2008).
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sense just from a funding perspective, but frortrategic way of thinking it may

make sense for a stat®”

So is the success of the Saxony-Anhalt sukuk @ifean anomaly or will it be
replicated in other non-Muslim jurisdictions? AsJaly 2007, the 2004 Saxony-
Anhalt sukuk remained the only sovereign sukukdgdoy a non-Muslim staf&®
Such a fact appears to be puzzling given the rdtesit of petrodollars that has left
many Gulf investors with an unprecedented levelagital that others would
naturally seek to attract. In 2004, some had hdtlpatthe success of the Saxony-
Anhalt sukuk offering would entice other Europetates to quickly follow suit,
despite the fact the principal on is not due ithdukil 2009. The fact that other
governments may be waiting to see whether the sakaikin fact, profitable may be
one reason for the lack of issuance of sovereignlsby non-Muslim governments
around the globe. An obvious reason, of course, lmeahe lack of ethical incentive
on the part of non-Muslim states to invest in adaoce with the Shari’ah if such
investments do not produce equal or greater pholittain comparison with debt-
based financing. Similar to Saxony-Anhalt’s reaBmrpostponing its issuance of the
sukuk in 2003, other non-Muslim states may alsat&iesin pursuing Islamic
financing options if anti-Muslim sentiment is préaa in their respective societies,
which may spur negative political repercussiongt ahother reason may be the
willingness of Muslim investors to sign onto bosffaimic and conventional financing
vehicles, particularly in well-established and ftedfle markets that are inherently a

source of attraction for investment; such markedsla/ not be in a rush to pursue

197 Mushtak ParkerSaxony-Anhalt to Launch Europe’s Debut Islamic Bond

http://www.arabnews.com/?page=6&section=0&artic589&d=19&m=7&y=2004 (July 2004).

1% Rory Todd,Sukuk: Emergence as a Multi-Purpose Shariah CompHénancing Product
http://www.worldservicesgroup.com/publications.zagtion=article&artid=2153 (November 2007).
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Islamic financing options as part of a greater rainlg strategy to attract investment
and increase liquidity. Finally, there exists agal lack of knowledge and
awareness of the multitude of Islamic financialdarcts available and how best to
tailor a given vehicle to fit the needs of theastalhe problem is further compounded
by a lack of local experts in the field, which addgher pressure to their cost base as
oversight by a concentrated number of internatiinahcial institutions and law

firms is likely to be required®

However, the Islamic finance industry and the sukaicket in particular continue to
enjoy double-digit percentage growth year afteryeadeed, it is been estimated that
the number of sukuk offerings is likely to grow by to 20 percent in 2008, “driven
by petrodollars and infrastructure funding in Mal@yand the Middle East*® Ernst
& Young has estimated that Islamic finance assate lbeen growing over twenty
percent a year and, having reached $900 billid20i/, are projected to surpass $2
trillion by 20101** While sovereign sukuk offerings by non-Muslimteshave yet to
be routinely issued, sovereign sukuk are beingeshroughout the Muslim world, a
phenomenon that began with Malaysia’s $600 millglabal Sukuk in 2002, Qatar’s
$700 million Global Sukuk in 2003, and Bahrain’s®2million Global Leasing
Sukuk in 20041? The increase in corporate sukuk offerings invajMMuslim and
non-Muslim investors alike has also been well-doented, including the $3.52

billion ijara-based sukuk offering by Dubai’'s Nalhand the first US-based sukuk

109 Alexander CampbelBeeking Sukylkttp://db.riskwaters.com/public/showPage. htm| 2at$8758
(March 2007).
19%Global Sukuk Issuance Can Grow by 20 Percent a,Year
http://in.reuters.com/article/asiaCompanyAndMa
Ell<]1ets/idlNKLR11122620080507?pageNumberzl&virtuarmﬁhannelzo (May 2008).

bid.
12 Apdel-Khaleq, Ayman H. and Christopher F. Richard®lew Horizons for Islamic Securities:
Emerging Trends in Sukuk Offeringzhicago Journal of International Law, JanuaryZ200ol. 7, No.
2, www.vinson-elkins.com/uploadedFiles/VEsite/Rases/IslamicSecurities.pdfune 2008).
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offering issued by the East Cameron Gas Compa@@d6:** The $165.7 million
musharaka-based sukuk offering was backed by U&dilgas sets raised new
questions concerning the types of assets thatearséd when structuring suktik.
Although inherent disadvantages to ijara-basedlsekist—including limited access
to the underlying assets, limited freedom to divlestunderlying assets, and issues
related to taxation and auditing throughout theatian of the transaction—the
structure is deemed to be Shari’ah-compliant i lspirit and letter and has proven
to be popular with religious scholars and profieaith investors!® Other sukuk
structures, including musharaka and mudaraba-bmaged, are likely to be modified
in light of criticism by Shari’ah scholars in orderobtain what is a highly prized

attribute in today’s world of Islamic finance—crbdity.

So what is the future of Islamic finance and thieukumarket? Can sukuk be
structured in various ways that increase liquiditthe markets and remain in
compliance with the Shari’ah? Although still cligan its infancy, Islamic finance is

a rapidly evolving field that is growing and exparglacross the globe. Indeed, much
of this report focused on the issuance of the Sg#arhalt sukuk offering—its
background, structure, and significance—in ordgsrtvide a detailed example of the
impact Islamic finance changing has and will comiio have on global banking and
finance. The fact that a former East German staght to finance their own public
infrastructure through the issuance of ijara-basédik totaling €100 million speaks

volumes about the soundness of Islamic economiciptes and the extent to which

113 Sukuk—A New Dawn of Islamic Finance E&obal Investment House, January 2008,
www.menafn.com/updates/research_center/Regionali@p&d/gih0108.pdfJune 2008).

14 Abdel-Khaleq, Ayman H. and Christopher F. Richard®ew Horizons for Islamic Securities:
Emerging Trends in Sukuk Offering@zhicago Journal of International Law, JanuaryZ00ol. 7, No.
2, www.vinson-elkins.com/uploadedFiles/VEsite/Rases/IslamicSecurities.pdfune 2008).

15 Abradat Kamalpourslamic Capital Market Instruments: Moving Beyohe tljara Sukuk,'
http://www.gtnews.com/article/5509.cfm (June 2004).
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they can effectively function in the twenty-firgrdury. Islamic finance has also
managed to attract Muslims and non-Muslims alikartethically-based system of
banking that can serve as either a complement attamative to the global debt-
based system. Sukuk in particular have proveretodih flexible in structure and
competitive in the marketplace. However, if Islarfinance is to thrive, the field
must continue to bring forth new ideas and vehithes expand financing options that
meet the needs of society. Islamic finance mwsst bégin to substantially cater to
medium and small-sized business owners that wighvest their money in
accordance with the Shari’ah. Finally, above Bikgscholars and non-scholars alike
must continue to evaluate and criticize those tires that appear to violate the
Shari’ah in order to establish credibility, whicghrequired to ensure the long-term

profitability of the industry.
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Risk Checklist: Figuring Out What Can Go Wrong for Islamic
Finance Practitioners

by
Warren Edwardés®

Basel I, or The New Accord, is certainly changthg banking landscape and will
also have an impact on the real world. Up untinthere has been a “one size fits
all” approach to the capital backing required fekr Capital allocation is now more
sensitive to risk in all its guises. In investmar@nagement, it would be unthinkable
if investments or projects of different risks wéreated equally in terms of
determining the required return. Under Baseleihding now falls into line with

investment principles.

But Basel Il is about regulatory capital and it Wbhbe imprudent to rely on it to
determine your own risk profile. While it is imgisle for an individual or bank to
plan for absolutely every eventuality, by carefsg@ssment of all risk exposures, you
can be in the best possible shape to address @gveasid when it comes by paying

attention to some of the risk factors below.

Does Islamic banking risk differ from Western bantkrisk? Not really, but there are
a few special cases. Risk is much the same asFoench bank branch in Singapore

or an Australian bank subsidiary in the US.

Acquisition Risk: Do you really know what you are buying? The Ensaga shows
that accounting can be highly creative. On theohiand, as the target of acquisitive
companies, are you spending too much managemeafeinaing off predators? Can

you marry the different cultures between banks?

Careless Error Risk: Overconfidence leads to errors. | still vividlymrember, as a

raw but confident dealer more than twenty years agging “Buy dollars” when |

16 \warren Edwardes is CEO of Delphi Risk Managentéet| ondon-based financial product
creativity, communication and control consultandg.is founder of the b2b netucation start-up
schoolofbanking.com at the London internationabsttof banking and finance. He was previously on
the board of Charterhouse Bank and has workeckitrédasury divisions of Barclays Bank, British Gas
and Midland Bank.
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meant “Buy pounds.” It was highly embarrassing,ibwas quickly sorted out.

Human error should be forgiven, but law does neecdthis.

Competitive Risk: Don't put off that product too long, even if itgeing to compete
with existing products. Somebody else will buildetter home loan product if you

do not. Be innovative or ready to immediately teaacompetitors.

Commodity Risk: Are your customers subject to gold or oil prices8ld producers
have their liabilities linked to the gold pricef. ybu take delivery under an Islamic

contract, can the commodity price be managed?

Communication Risk: Send that confirmation now and avoid jargon! Defierms
clearly. Is it murabaha or tawarruk that you agalshg with? Are your liabilities

deposits or managed funds?

Competence / UnderstandingAre the latest guaranteed investor products really
understood by the bank’s senior management? Dagdarstand your dealers?
Don't be afraid of your own ignorance. Go on arsewr buy a book. And don't be

afraid to ask seemingly stupid questions.

Concentration of Assets Riskiarge exposure risk is obvious, but sometimes
governments direct banks to lend to champion ingksst This is a problem for

Islamic finance, as the avoidance of tobacco, ben&nd alcohol investments can
lead to heavy weighting in property and technolobyn-correlated investments need
to be identified.

Concentration of Liabilities Risk: Does your fund depend on one or two investors?
Retail bankers have fewer liquidity problems tharolgsale bankers. Do not place

yourself at the mercy of a few lenders.
Concentration of Business Type RiskFinancial supermarket or nimble niche player

are both fine. If market appetite or regulatioharge, can you reinvent your

institution?
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Convertibility Risk: Can the currency be converted and delivered itfiteedy

tradable currency?

Country Risk: Is lending carried out in local emerging marketdlyeriskier from

your bank’s perspective than an investment in t8@ U

Credit Risk: How much has the customer borrowed elsewhere?yélasclient used
off-balance sheet finance excessively? Will theepareally stand behind that “letter
of comfort”? Do you understand the terms behiralitrderivatives? In Islamic
banking, risks are perhaps not loans, but ratlygrifyerisks. Look at the

documentation. The reality may be that they aa@dadressed up to look like equity.

Cultural Risk: Contracts are sometimes seen as a basis for niagaotilremember

that there is a difference between the Middle BadtMalaysia in Islamic banking.

Currency Economic Risk: GCC currencies are US dollar-based, but will they
become euro linked with an increase in politicdltiven trade? Economic exposure

is seldom hedged.

Currency Transaction Risk: This is the risk that future foreign currency reediles
will change in home currency terms. If derivatiaee not permitted, then an Islamic
institution cannot hedge the exchange rate. Howeveumber of institutions

(including Delphi) are developing derivatives sutiis¢s for Islamic institutions.

Currency Translation Risk: This concerns the risk of revaluation of foreigeeds
or liabilities as a result of a movement in curnemalue. If GCC currencies de-link
from the US dollar, the balance-sheet value ofad@ksets or liabilities will fluctuate

in home currency terms.

Customer Satisfaction Risk:Do your customers like doing business with you?l Wi
they come back for more of the same? Do theyycallfor other products? If you
are running an Islamic profit-and-loss product god make a loss, will you pass that
on to your customers? If a bank pays no divideadstomers will get angry. There

is a moral hazard.
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Energy Price Risk: Mexico has had the interest rate on its liabilitieked to the

price of oil. Most Islamic countries’ economieg éinked to the oil price.

Environment Risk: If you lend to polluters, you may be faced with gutition from
a bank such as the Co-operative Bank of the UKdbat not. Are environmentally

unfriendly policies haram?

Equity Market Risk: Islamic banking is ideally profit-and-loss sharinbhis is
venture capital or equity investment. If the fuads own account, then beware, as

equity investments have a higher capital requirdrtiean loans.

Fraud (Banker) Risk: Make sure you tape all conversations. Transparsnay

must. Avoid the risk of misinterpretation and readling

Fraud (Customer) Risk: Will your client say that he did not understand tt@mplex
structure? All will be fine if the client is winng. He will only cry “foul” if he loses.
| am a regular expert witness in cases and thererdy complaints when deals go

sour.

Fraud (Staff) Risk: This often follows a covered-up disaster. Watetffstho don't
take holidays, as many an irregularity has surfaceen a banker who never takes a
holiday falls ill and his position is taken over &yolleague. Reward whistle-

blowers.

Image / PR Risk:Recovery from bad publicity is extremely difficulkeep the

media, rating agencies and your counterpartieg fnformed of any potential
difficulties. No fund manager or treasurer wantfiold an asset or do business with
a bank that suffers from adverse reporting in tleelim There was an initial global
reaction against all Gulf banks in the aftermatiseptember 11th. There should have
been proactive PR. Something approved by Shartatias as halal may be deemed

by the market as haram.

Inflation Risk: Putting up real assets as security in an assetbdskamic

transaction may lead to over-securitization.
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Interest Rate Risk: Property is linked to interest rates. Islamic fioais not a
closed economy. If interest rates rise sharphglation to mark-up rates, deposits

will flow out of Islamic banks and into conventidrimanks, and vice versa.

Interaction Risk: Are GCC currencies really fixed to the US dollaZ®uld Gulf

countries become linked to the euro?

Language Risk:The same Arabic or English word can have differeaainings in the

other language.

Legal Risk: Are credit derivatives insurance contracts andefoee prohibited to

banks in many countries?

Liquidity Risk: Liquidity is much less about holding liquid assitan about
managing and diversifying liabilities. Remembemn@aental lllinois and recently,
Northern Rock. Manage diversification of both assad liabilities. Events such as
September 11th can lead to a freeze on lendings i$la major problem for Islamic
banks in the absence of a developed Islamic morseikenh With oil prices heading
to $150 per barrel and ever more cash availabbd-iich countries, this is not an

immediate problem. But what happens when oil fall$50 per barrel?

Mortality Risk: Catch separate flights on trips, and don't evarktabout buying
key-man insurance. A sure sign of a badly run fimteam is when such insurance is
even considered. It may be good for the ego op#rson in question, but the
solution is not the purchase of insurance, buterathternal hedging. Just make sure

that at least two people can do the job.

Operational Risk: This covers everything other than market or creslits. Are

strong procedural systems in place?

Performance Measurement Risk:Any banker worth hiring can manage his
management accounts and can show book profite @&xbense of real losses. Just

make sure you check the character of the persomgmhiring. Most measures of
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performance are crude, and slavish adherenceds cah lead to poor real

performance.

Political Risk: September 11th and events in Palestine, Lebanoiramtiave made
an impact on Middle East banking. What would keithpact of a US or Israeli

attack on Iran?

Property (Real Estate) Risk:Do your property asset-backed loans have sufficient

cover? Is the property liquid?

Rating Agency Risk:A downgrading or even credit watch can impact qaitity
and the entire business. Investment grade bondstddefault; they become junk and
then default. On the other hand, an upgrade cea &aimpact on appetite for other

regional debt.

Regulatory Risk: If you operate in several countries, you may fatfferént rules.

Religious Risk: A halal product may later be deemed haram. Zewvpao bonds

were halal. Non-Islamic banks may have to becataamiic.

Resignation Risk:Will the star team move to a competitor after yoy the bank?

This has happened on several occasions in thea@dlin Islamic banks in London.

Settlement Risk:This is the risk that you meet your part of thegaam and your
counterparty does not. Escrow accounts could begged the only murabaha

default case to have gone to court.

Tax Risk: Islamic banking has a tax impact in Western coastriDo sale and
repurchase transactions face purchase tax? Aremgtcally identical products

treated differently in an Islamic and conventiobahk in the same country?

Technological Risk:Can your systems manage in a disaster or war?y@anope
with system failure? Are your fax confirmationsmggpto your customer or a

competitor? Email can take a long time — perhaysd
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Weather Risk: Irag’s burning oil fields probably had an adversgact on
employees’ health and tourists. Weather derivatare being traded, but are haram.

Is weather takaful an option?

Zero Risk: This final risk is the most insidious and dangerosis. Zero risk is the
risk of having a risk manager who always says “Bod who comes up with 50 ways
not to do the business. Of course, you will n@mgear to lose money. You will
never be known for making a wrong decision. Jugt that the business will go

elsewhere and your firm will find itself with unetoged capital!

Special Risks for Islamic Banks

Islamic banks are really not so different from cemtvonal banks, but there are some

variances. What are the main risks for Islamidis&n

* Liquidity. There is still an underdeveloped momegrket

* Interest-rate risk.

» Commodity risk. If the circular murabaha contraats unwound, the
individual deals are expressed in commodity terms.

* Communication risk. There are varying definitiaigproducts.

* Equity risk. Is the bank engaging in fund managenoe banking?

* Operational risk.

* Religious. Halal or haram? Can interpretatiorangje?
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Risk Management Issues in Islamic Banks

by
Khalid Hamad®’

Introduction

Bahrain’s reputation as an international financeitre of excellence extends over
three decades, first with the development of offshmanking in the 1970’s and
1980’s and then accompanied by the developmerdarhic banking commencing
with the establishment of Bahrain Islamic Bank @7&. The 1990’s was the decade
when Islamic banks really grew in size and in numdée issuance of the Prudential
Regulations for Islamic Banks framework in 2001ldwed by the Islamic Banking
Prudential Rulebook in 2005 marked the maturintheflslamic Banking Sector in
Bahrain. Islamic banks finally had their own reggaly framework customised for
their products and their unique risk structure.

Islamic banks enjoy a sound international besttm@déramework through the work

of AAOIFI (the Auditing & Accounting Organisatiomf Islamic Financial

Institutions) and the Islamic Financial ServicesaBbwhich both set global standards
for auditing and supervisory matters respectivalize CBB is proud to be a member
of both organisations and plays an active rolé@irtmany committees and

initiatives.

Risk Management Issues

Islamic banks may offer products that appear simdaonventional products;
however Islamic banks differ from conventional bsunkthat the key principle
underlying their relations with customers is thmgiple of profit and loss sharing.
Islamic banks share the yield resulting from the akinvestors’ funds and allocate
profits according to a predetermined ratio (butatad predetermined rate of interest).
Liabilities which fund the assets of an Islamic bamust be designed to expose the

investors to losses as well as profits on the uUyideyrinvestments. Because of this

117 Khalid Hamads the Executive Director of Banking Supervisiorta Central Bank of Bahrain. He
served for 19 years at the Central Bank's predecesganization, the Bahrain Monetary Agency. In
2003, he left the BMA to work for Ernst & Young Bahrain, serving as Senior Manager and then as
Executive Manager, Risk Management & Regulatorywiges Group. He returned to the BMA in
February 2006.
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participatory risk relationship by the investor tinancial institution is not as
exposed to credit risk as is a conventional bartkis relationship also has
implications for the structure of an Islamic bankaance sheet compared with a
conventional bank. Assets financed by investmeobants may be viewed as “off-
balance sheet” if the investment accounts areicesdrin some way (by where, how
or for what purpose funds may be invested for examprhese funds are therefore
managed like mutual funds by a conventional bamkaae not regarded as part of the
concerned bank’s on-balance sheet assets. Tleseparate income statements and

balance sheets for these off-balance sheet invattme

Types of Risk

Finance provided by Islamic banks is asset-backieid.connected to the value of
tangible assets such as buildings, or machinegyroraft. These assets are subject to
volatility in their values (as distinct from depi&iton). This means that banks are
exposed to not only the risk of default by a custgrbut also to volatility in the
amount of credit mitigation available from the dseehe event of the need to realise
their value. This means that there are not jg&twieighted assets for the book value
of the outstanding credit facility, but also s-edlI'market risk charges” in respect of
the value of the assets collateralising the findacaity, at the start of the life of a
facility, sometimes during the life of a facilityd at termination of the facility if the
customer returns the assets to the bank and doéskedtitle. This means that the
regulatory risk-weighting framework for Islamic bans more complex than for
conventional banks and that the Islamic banks aéédional risk management
policies and procedures to manage these risks.

Internal Risk Management Systems

Just like their conventional counterparts, Islabaoks are required to have in place a
comprehensive risk management process in ordéetudify, measure, monitor, report
and control different types of risks. Howeverahsic products and transactions entalil
full compliance with Shari’ah rules and principkespecially the prohibition of

interest. Also Islamic products entail a uniquii@iary relationship between the
banks and their customers, and thus require additiisk management measures.

All these additional risks to those faced by coriveral banks may be categorized
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under the following headings; namely Shari’ah caergle risk, fiduciary risk,

displaced commercial risk and reputational risk.

The main categories of Islamic instruments/trangastare; (1) asset-based products
such as Murabaha, Salam, Istisna’a, and ljaralpr@)t sharing relationships in the
case of Musharaka and Mudarabah; and (3) Sukulcfindre sometimes referred to
as “Islamic bonds”). The major categories of askociated with Islamic products

are given below:

1. Credit risk

Islamic banks must have in place a framework feditirisk management. This
framework should include a strategy for identifyihg various potential credit
and other risk exposures that may arise at diftes&ges of financing
agreements. Examples of financing exposures that tariable risk profiles
include Murabaha and ljarah and working capitarficing transactions such as

Salam and Istisna’a.

2. Equity investment risk

This is a particular type of credit risk relatedtie risks and potential liabilities of
the equity investments in partnership with thirdties, including Mudarabahh
and Musharakah. Islamic banks should have in @apeopriate strategies, risk
management and reporting processes related tisthelraracteristics of joint
equity investments. Potential risks are relatetthéoinitial and ongoing
assessment of the quality of the partner the askkpotential liabilities of the
underlying business activities and ongoing openationatters. These risks are in

addition to the normal credit assessment meashatsriust be carried out.

3. Market risk and Asset Valuation Volatility

For a conventional bank, market risk is the riskogkes in on-and off-balance
sheet positions arising from movements in markieeprof financial instruments
and positions in the trading book. However thepscof market risk for Islamic
banks includes asset valuation volatility on asketd as collateral for financing

transactions.
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For example, in operating ljarah, a lessor is eggde market risk on the residual
value of the leased asset at the term of leaddloe lessee terminates the lease

earlier (by defaulting), during the contract. IMB , a lessor is exposed to market
risk on carrying value of the leased asset (asit@hl) in the event that the lessee

defaults on the lease obligations.

In Salam, banks are exposed to commodity pricéiftons on a long position
after entering into a contract and while holding subject matter until it is
disposed of. In the case of parallel Salam, tieeadso the risk that a failure of
delivery of the subject matter would leave the baxjosed to commodity price
risk as a result of the need to purchase a simdset in the spot market in order to
honour the parallel Salam contract.

4. Liquidity Risk

The liquidity risk management framework needs ke t&to consideration
separately and on overall basis the liquidity posg of different types of
accounts (i.e. current accounts, unrestricted astlicted investment accounts,
sukuk obligations, and owners’ equity). Theretare major types of non-equity
providers of funding; (a) current account holders; (b) unrestricted investment
account holders. These account holders requiegeed of liquidity to be
maintained by the bank to meet their requirememtsvithdrawals. Subject to
contractual conditions, restricted investment antdwlders (while not strictly
speaking on-balance sheet fund providers) maygusorise to liquidity
management considerations, in so far as bank may teereplace funds that

investor wishes to withdraw prior to realizationtloé related assets.

Unrestricted investment account holders (IAH)are investors who participate in
the uncertainties of the general business of bark day-to-day basis; therefore,
they share in profits and bear losses arising frorastments made on their
behalf, to the extent of their share. Apart froemgral withdrawal needs, the
withdrawals made by IAH may be the result of (aydo than expected or
acceptable rates of return; (b) concerns abouirbacial conditions of the bank;
and (c) non-compliance by the bank with Shari’dkeswand principles in various

contracts and activities.
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5. Rate of Return Risk

The risk management framework should be able tesaghe potential impacts of
market factors affecting rates of return on assBemks are exposed to rate of
return risk in the context of their overall balarsteet exposures. An increase in
benchmark rates may result in IAHs having expemtatof a commensurate
higher rate of return. Rate of return risk diffén@m interest rate risk in that
investors in the bank are concerned with the redutieir investment activities at
the end of the investment-holding period rathenthaving an immediate reactive
concern to shifts in the yield curve. Results caroe pre-determined
immediately. Rate of return risk is therefore mdifficult to quantify than

interest rate risk for a conventional bank.

A consequence of rate of return risk maydisplaced commercial risk Banks
may be under market pressure to pay a return ¥caeds the rate that has been
earned on assets financed by IAH when the returassats is under-performing
as compared with competitors’ rates. Banks maydégo waive their rights to
part or their entire Mudarib share of profits ier to satisfy and retain their fund
providers and dissuade them from withdrawing theids. Displaced
commercial risk derives from competitive pressuredanks to attract and retain
investors or fund providers. The decision of batak&aive their rights to part or
all of their Mudarib share in profits in favour I#&H is a commercial decision, the
basis for which needs to be subject to clear ariddeéned policies and
procedures approved by the bank’s board of directorensure fairness and

transparency to the various categories of IAHs.

6. Operational Risk

Banks are exposed to risks relating to Shari’'ahcampliance and risks
associated with the banks’ fiduciary responsiletittowards different fund
providers. These risks expose banks to the pdigsilii withdrawals by fund
providers, or to loss of income or voiding of caats leading to diminished
reputation or the limitation of business opportiasit
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Shari’ah non-compliance risk is the risk that agifem banks’ failure to comply
with the Shari’ah rules and principles determingdHe Shari’ah Board of the
bank or the relevant body in the jurisdiction inieéhthe banks operate.

Shari’ah compliance is critical to banks’ operati@nd such compliance
requirements must permeate throughout the orgamsand their products and
activities. Shari’ah compliance risk may extenis ithe companies in which a
bank invests on a Musharaka or Mudarabah basisk€Btherefore need to
monitor their investments for Shari’ah complian@a obvious example would

be an investment in a food company that used ponlew product line.

Conflicts of interest are also an ongoing partérational risk. Banks therefore
must establish and implementlaar and formal policy for undertaking their
different and potentially conflicting roles in respect of managing different types
of investment accounts. The policy relating teegafirding the interests of their
IAH should include the identification of investmeadtivities that contribute to
investment returns and taking reasonable steparty on those activities in
accordance with the bank’s fiduciary and agencyedwnd to treat all their fund
providers appropriately and in accordance withténms and conditions of their

investment agreements.

Expanding the Scope of Reporting Accountants

An essential part of good risk management is alloieednd effective assessment
process of the internal system and controls in fake CBB uses its Inspection
Directorate to carry out reviews of banks’ interagétems and controls, but may
complement these where appropriate by the usetefreat consultants (usually from
audit forms). These “reporting accountants” carry out assessnoéiésgeted areas
of bank’s operations to review among other thingseffectiveness of the risk

management framework.
Banks may be selected for such reviews based Ugganstystematic risk potential or

by virtue of shortfalls revealed in audit reportgnagement letters, Central Bank

inspection reports, supervisory reviews or openatioisk events. These assessments
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are carried out, as a matter of policy, by consigtavho are unrelated to the

concerned bank.

The bank is then given the opportunity to replyhie report and make remedial
measures as applicabl€he CBB does not make routine use of such reports,
preferring to utilize them on a selective basigjagis after discussion with the

concerned institution,

Compliance Review Road Map

Furthermore, and towards achieving same objectitiesCBB has put more emphasis
in ensuring that new licensees set up its intesysiems and controls and that
adequate measures are in place to safeguard karhsiders’ and clients’ funds.

In the immediate short-term, this means that tredand management must carry
out a “compliance review” of the CBB's requirememrtsthe bank’s current internal
systems and controls. This compliance review nmiighperformed by way of
constructing a “compliance roadmap”, outlining @BB's requirements (as stated in
the Rulebook) and showing the measures in plaeetieeve compliance (or the gaps
which need to be filled) and the responsibility fieonitoring and maintaining

compliance.
The following are examples of the areas where BB @laces great emphasis:

Board Level
» Corporate Governance
» Corporate Strategy
» Business Plan
> Policies & Procedures including, but not limited to
0 Investment
0 Large Exposure
o Credit Culture
o Human Resources

» Risk Management Function
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» Internal Audit Function

» Compliance Function

Management Level
> IFSB (CAS)/Basel Il Implementation Plan

> Information Technology Major Projects

In line with the above, the new licensees are reguio present the compliance

review in a form of a roadmap.

Basel Il Pillar I/IFSB
The Central Bank of Bahrain (CBB) issued a consioltaon implementation of Basel
[I/IFSB, the new international regimen on capitdéquacy and risk management for

banks in January 2007.

The consultation paper contains CBB’s policy foplementing Basel 1lI/IFSB
requirements related to Pillar One, which deal§winimum capital requirements
for Islamic banks. The Pillar One requirementsenferalized and the CBB

implemented Basel Il/IFSB in January 2008.

The proposals contained in the consultation papeercrevised requirements
concerning credit and market risk, consolidatiod daduction issues and new capital

requirements for operational risk.

The proposals followed from extensive dialogue Wwhiad been taking place between

the CBB and Bahrain’s banks over the past one year.

A key highlight of the CBB proposals included a nesk-focused approach to credit
and operational risk. It is the intention of thBECto review the current industry-
wide 12% trigger (and 12.5% target) minimum capa@¢quacy requirements and to
set individual minimum trigger and target capitatios for each bank based on
supervisory reviews of all locally incorporated kanvhich will take place in 2007
and 2008.
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There is also greater recognition of credit riskigmation in Basel 1l/IFSB. The CBB
proposals allow the increased use of external tesdiessments for risk weightings of
banks’ assets. There are also new risk weightiremgements for past due
receivables, low-rated sovereigns and holding ofisgzation tranches below

investment grade in the consultation paper.

In order to identify credit and market risks inh@ren Shari’ah compliant products at
various stages of their respective contracts, tBB @as approved the use of the
standardized approach as given in Basel Il/IFSEfedit risk and adopted the
IFSB’s guidelines for market risk or asset valuatolatility related to assets used as

collateral in Islamic financing products.

The new regulations not only comply with Islamiaicepts but also provide a
framework which effectively captures risks inhergnislamic transactions. The key

points for the main categories of Islamic products given below:

Murabahah and Non-binding Murabahah for the purchase orderer (MPO):

Credit Risk

The credit exposure is based on accounts receivaMerabahah (the term used
herein includes MPO), which is recorded at theghcaquivalent value i.e. amount
due from the customers at the end of the finampsabd less any provision for
doubtful debts.

The accounts receivable (net of specific provisi@mount arising from the selling of
a Murabahah asset are assigned a RW based orethestanding of the obligor
(purchaser or guarantor) as rated by an ECAI thapproved by the CBB. In case
the obligor is unrated, a RW of 100% applies.

Binding MPO

In a binding MPO, the bank is exposed to defaulth@npurchase orderer’s obligation
to purchase the commodity in its possession. dretlent of the orderer defaulting on
its promise to purchase (PP), the bank will dispmidbe asset to a third party. The

bank will have recourse to any hamish jiddiyah (pid by the orderer, and (a) may
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have a right to recoup from the orderer any losdisposing of the asset, after taking
account of the HJ, or (b) may have no such legalsi In both cases, this risk is

mitigated by the asset in possession as well asddrpaid by the purchase orderer.

In case (a), the bank has the right to recoup @sg (as indicated in the previous
paragraph) from the orderer, that right constitatetaim receivable which is exposed
to credit risk, and the exposure shall be measasdtie amount of the asset’s total
acquisition cost to the bank, less the market vafube asset as collateral subject to
any haircut, and less the amount of any HJ. Tipdicgble RW shall be based on the
standing of the obligor as rated by an ECAI thatgproved by the supervisory
authority, and in the case the obligor is unrateBW of 100% shall apply.

Market Risk
Generally assets are subject to a “market risktgdaf 15% or 8% of their Carrying

Value subject to any buyback arrangements wittvéimelor of the assets.

Murabahah and Non-binding MPO

In the case of an asset in possession in a Murhliedr@saction and an asset acquired
specifically for resale to a customer in a non-mgdvPO transaction, the asset
would be treated as inventory of the bank and usiagimplified approach the

capital charge for such a market risk exposure avbel 15% of the amount of the
position (carrying value), which equates to a RWL.&7.5%. The 15% capital charge
is also applicable to assets held by a bank inesyf incomplete non-binding MPO
transactions at the end of a financial period.

Assets in possession on a ‘sale or return’ badth Guch an option included in the
contract) are treated as accounts receivable fnenwendor and as such would be
offset against the related accounts payable tog¢hdor. If these accounts payable
have been settled, the assets shall attract aatapdrge of 8% (i.e. a RW of 100%),
subject to (a) the availability of documentationdewncing such an arrangement with
the vendor, and (b) the period for returning theeésto the vendor not having been

exceeded.
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Binding MPO
In a binding MPO the orderer has the obligatiopucchase the asset at the agreed

price, and the bank as the seller is only exposedetdit risk.

Salam:

Credit Risk

The amount paid for the purchase of a commoditgdhas a Salam contract is
assigned a RW based on the credit standing ofdheterparties as rated by an ECAI
that is approved by the CBB. In case the countggsaare unrated, a RW of 100%

applies.

The credit exposure amount of a Salam contraati®fiset against the exposure
amount of a Parallel Salam contract, as an obtigainder one contract does not

discharge an obligation to perform under the otostract.

Market Risk

The price risk on the commodity exposure in Salamlze measured in two ways,
either the maturity ladder approach or price riskader the price risk, the capital
charge will equal to 15% of the net position infleaommodity, plus an additional
charge equivalent to 3% of the gross positiongy lgas short, to cover basis risk and
forward gap risk. The 3% capital charge is ald¢enided to cater for potential losses
in Parallel Salam when the seller in the originalla® contract fails to deliver and the
bank has to purchase an appropriate commodityeiisplot market to honour its

obligation.
The long and short positions in a commodity, whaoh positions of Salam and

Parallel Salam, may be offset under either appréactine purpose of calculating the

net open positions provided that the positionsratee same group of commaodities.
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Istisna’a:

Credit Risk

Full Recourse Istisna’a

The receivable amount generated from selling dsset based on an Istisna’a
contract with full recourse to the customer (buytmll be assigned a RW based on
the credit standing of the customer as rated big@Al that is approved by the CBB.
In case the buyer is unrated, a RW of 100% shallyap

Limited and Non-Recourse Istisna’a

When the project is rated by an ECAI, the RW basethe credit rating of the buyer
is applied to calculate the capital adequacy requant. Otherwise, the RW shall be
based on the ‘Supervisory Slotting Criteria’ apgto#or Specialised Financing

(Project Finance).

Market Risk

Full Recourse Istisna’a
Istisna’a without Parallel Istisna’a

A capital charge of 1.6% (equivalent to a 20% R¥Wpibe applied to the balance of
unbilled WIP inventory to cater for market risk,addition to the credit RW stated
above. This inventory is held subject to the bigdorder of the Istisna’a buyer and is

thus not subject to inventory price.

ljarah and ljarah Muntahia Bittamleek:

Credit Risk

In a binding promise to lease (PL) contract, whémaiak is exposed to default on the
lease orderer’s obligation to execute the leas&-@on the exposure shall be
measured as the amount of the asset’s total atiqnisost to the bank, less the
market value of the asset as collateral subjeahyohaircut, and less the amount of

any ‘urbun received from the lease orderer. Th@iegble RW shall be based on the
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standing of the obligor as rated by an ECAI thatgproved by the CBB, and in the
case the obligor is unrated, a RW of 100% shallyapp

In applying the treatment as set out above, th& bawst ensure that the PL is
properly documented and is legally enforceablethénabsence of a proper
documentation and legal enforceability, the ass&i be treated similarly to one in a
non-binding PL which is exposed to market (prieg,rusing the measurement

approach described below.

Operating ljarah

When the leasee gets the right to use the assdgdbor is exposed to credit risk for
the estimated value of the lease payments in regpdre remaining period of ijarah.
This exposure is mitigated by the market valuenefleased asset which may be
repossessed. The net credit risk exposure shalksigned a RW based on the credit
standing of the lessee/counterparty as rated G that is approved by the CBB.
In the case that the lessee is unrated, a RW &folddall apply.

IMB

When the lessee gets the right to use the aseatafiital requirement for IMB is

based on the total estimated future ijarah recévaimount over the duration of the
lease contract. This exposure is mitigated byniheket value of the leased asset
which may be repossessed. The net credit risksxpashall be assigned a RW based
on the credit standing of the lessee/counterpartai@d by an ECAI that is approved
by the CBB. In the case that the lessee is unrat&W of 100% shall apply.

Market Risk
In the case of an asset acquired and held foruhgope of either operating ljarah or
IMB, the capital charge to cater for market (prigsk in respect of the leased asset

from its acquisition date until its disposal cancéegorised into the following:

Non-binding PL

The asset for leasing will be treated as inventdthe bank and using the simplified
approach the capital charge applicable to suchraeneask exposure would be 15%
of the amount of the asset’s market value (equintatea RW of 187.5%).
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Binding PL

In a binding PL, a bank is exposed to default enlé¢tase orderer’s obligation to lease
the asset in its possession. In the event ofeh®el orderer defaulting on its PL, the
bank will either lease or dispose of the assetttord party. The bank will have
recourse to any hamish jiddiyyah paid by the cusigr@nd (i) may have a right to
recoup from the customer any loss on leasing @ogdisg of the asset after taking
account of the hamish jiddiyyah, or (ii) may hawesuch right, depending on the
legal situation. In both cases, this risk is naitegl by the asset in possession as well

as any hamish jiddiyyah paid by the lease orderer.

In case (i), the bank has the right to recoup asg (as indicated in the previous
paragraph) from the customer, that right consttatelaim receivable which is
exposed to credit risk, and the exposure shall &asored as the amount of the asset’s
total acquisition cost to the bank, less the mavkéie of the asset as collateral
subject to any haircut, and less the amount ofremyish jiddiyyah. The applicable
RW shall be based on the standing of the customeatad by an ECAI that is
approved by the CBB, and in the case the obliganrated, a RW of 100% shall

apply.

In case (ii) the bank has no such right, and tls abthe asset to the bank constitutes
a market risk (as in the case on a non-binding Buf)this market risk exposure is

reduced by the amount of any hamish jiddiyyah thatbank has the right to retain.

Operating ljarah
The residual value of the asset will be risk wesghat 100%. Upon expiry of the
lease contract, the carrying value of the leassdtahall carry a capital charge of

15% until the asset is re-leased or disposed of.

IMB
In the event that the lessee exercises its rigbatzel the lease, the lessor is exposed
to the residual value of the leased asset beirsges the refund of payments due to

the lessee. In such a case, the price risk, ifisrgiready reflected in a “haircut” to
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be applied to the value of the leased asset aatewll in credit risk. Therefore, the

price risk, if any, is not applicable in the corttekthe IMB.

Musharakah/Mudarabahh and Diminishing Musharakah:

Equity Position Risk

Musharakah/Mudarabahh

Musharakah or Mudarabahh exposures, unless dedfecteshulatory capital
purposes according to the CBB’s Prudential Conatibah and Deduction

Requirements, will be treated as follows:

Musharakah or Mudarabahh exposures in the natwspesfialized financing will be
risk-weighted as per the supervisory slotting ciate Other Musharakah or

Mudarabahh exposures will be risk-weighted usirgdsimple risk weight method.

Diminishing Musharakah

The equity exposure in Diminishing Musharakamtract, where the bank intends to
transfer its full ownership in movable assets andkimg capital to the other partner
over the life of the contract, is calculated bagedhe remaining balance of the
amount invested (measured at historical cost imetudny share of undistributed
profits) less any specific provision for impairmerthe exposure shall be risk
weighted according to the nature of the underlygsgets as ser out in above. If a
third party guarantee exists, to make good impaitrtasses, the RW of the guarantor
shall be substituted for that of the assets (ifdgvior the amount of any such

guarantee.

Sukuk:

For calculation of the capital changes, Sukuk catréated as follows:

Where the principal amount of the Sukuk is guareshté@ will be considered as a

financing instrument and RW applicable to the g the guarantor will be applied
(100% for unrated).
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Where the principal amount of the Sukuk is not goteed, it will be considered as an
equity instrument and, unless deducted for regulatapital purposes according to
the Prudential Consolidation and Deduction RequémisiModule.

Sukuk exposures in the nature of specialized fimgnwill be risk-weight as per the

supervisory slotting.

Operational Risk

Operational risk is defined as the risk of losailtasg from inadequate or failed
internal processes, people and systems or fromrettevents which includes but is
not limited to, legal risk and Shari’ah compliaiskr This definition excludes
strategic and reputation risk.

Shari’ah compliant risk is an operational risk fagislamic banks which can lead to

non-recognition of income and resultant losses.

Basic Indicator Approach

Banks using the Basic Indicator Approach must leajoital for operational risk equal
to the average over the previous three years iakd percentage (denoted alpha) of
positive annual gross income. Figures for any yearhich annual gross income is

negative or zero should be excluded from both tireerator and denominator when

calculating the average. The charge may be exguiessfollows:

Kgia = [>.Gl1.né n]/n

Where:

Kgia = the capital charge under the Basic Indicator Apph

Gl = annual gross income, where positive, overpiieeious three years

N = number of the previous three years for whiatsgrincome is positive

& = 15% related the industry wide level of requicaghital to the industry wide level

of the indicator.

Gross income is defined as:
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a) Net income from financing activities which is grasisany provisions,
operating expenses and depreciation of ljarah gisset
b) Netincome from investment activities; and

c) Feeincome (e.g. commission and agency fee)

Less:

d) Investment account holders’ share of income

In case of a bank with negative gross income ferpitevious three years, a newly
licensed bank with less than 3 years of operationa,merger, acquisition or material
restructuring, the CBB shall discuss with the coned licensed bank an alternative
method for calculating the operational risk capifahrge. For example, a newly
licensed bank may be required to use the projegiass income in its 3-year business
plan. Another approach that the CBB may consislév require such licensed banks

to observe a higher CAR.

The Standardized Approach

In the Standardized Approach, banks’ activitiescaveded into eight business lines:
corporate finance, trading & sales, retail bankognmercial banking, payment and
settlement, agency services, asset managemeritpreterage. The business lines
are defined in detail in Appendix CA-4. The banksthmeet the requirements

detailed in section OM-1.3 to qualify for the ugestandardized approach.

Within each business line, gross income is a biodidator that serves as a proxy for
the scale of business operations and thus they ldczlle of operational risk exposure
within each of these business lines. The capitaige for each business line is
calculated by multiplying gross income by a fagttgnoted beta) assigned to that
business line. Beta serves as a proxy for thestnghwide relationship between the
operational risk loss experience for a given bussrime and the aggregate level of
gross income for that business line. It shouldded that in the Standardized
Approach, gross income is measured for each buslimes not the whole institution,
i.e. in corporate finance, the indicator is thesgrsmcome generated in the corporate

finance business line.
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Prudential Consolidation and Deduction

Investment in banking, securitiaad other financial entities

Significant investments (20%-50%) in banking, seéms and other financial entities,
will be consolidated on a pro-rata basis for reguiacapital purposes unless
deducted.

However, the CBB must be satisfied that the pasank with significant minority
ownership is expected to support the entity toetktent of its proportionate
ownership only. The parent bank will be requiredié¢monstrate that other
significant shareholders have the means and thiegviess to proportionately support
the financial entity. The bank should have joiomtzol in the invested entity along
with other parties. If there is no joint controidaa single party can exercise control,

prorate-consolidation for regulatory capital pug@san not applied.

Investments in banking, securities arber financial entities below 20% of the

investee’s capital must be risk-weighted at a mimmrisk-weight of 100%.

Investments in instruments of a banking, securdies financial entities, other than
equity, which are allowed as regulatory capitaltfa investee must be risk weighted
at a minimum risk-weight of 100% unless such invesits (including any other
equity investment in that entity) exceed 20% ofé¢hegible capital of investee entity,
in which case the investments in other regulatapjital instruments of that investee

entity must be deducted from the bank’s capitabjadey purposes.

Significant investments in insurance entities

When measuring regulatory capital for banks, thatgdpoldings in an insurance
entity of 20% or more of the investee’s capitallsha required to be deducted from
bank’s capital for regulatory capital purposes.ldifgs less than 20% will be risk

weighted under the applicable credit risk weightinlgs.

Majority—owned or controlled insurance subsidiarasst be adequately capitalised

to reduce the possibility of future potential lcs$e the parent bank. The parent bank
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will monitor actions taken by the subsidiary toreat any capital shortfall and, if it is
not corrected in a timely manner, the shortfall aito be deducted from the parent

bank’s capital for regulatory capital purposes.

Significant investments in commercial entities

Investments in commercial entities include:
(a) all kinds of equity and long term financing (incind long-term financing in the
nature of Musharakah, Mudarabahh and /or Sukuk)

(b) underwritten amounts

Significant minority and majority investments innamercial entities which exceed
certain materiality levels must be deducted fromlibnk’s capital for regulatory
capital purposes. If the investments exceed armabtg level of 15% of the bank’s
capital on an individual basis, the concerned hamiquired to deduct the excess
amount from its capital. If the aggregate amodmatllosuch investments exceeds a
threshold of 60% of the bank’s capital, then suatess amount is also to be deducted
from the bank’s capital. The application of thetenality levels will be undertaken

in the order of deduction of amount in excess @618 bank’s capital followed by

60% of capital.

Investments in commercial entities below the matityilevel noted herein will be
risk-weighted under the applicable credit risk vniigg rules. The risk-weighting
treatment will follow the accounting method in ¢@cerned bank’s audited financial

statements.

Basel Il Pillar Two and Pillar Three

Across the world, the majority of attention hastoesh on Pillar One over the past five
years. However the majority of work for banks and regutatalike lies in the four
Principles of Pillar Two and the so-called SuperysReview Process contained

therein.

Pillar Two requires banks to carry out self-assesgmof their capital requirements

over a given time period (a reasonable timescalerée years)Banks must then
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produce plans and strategies on how to meet ttgskrequirementsThe

supervisor must then assess the risk profile ob#riks, taking into account the
significant risks that the banks are exposed tbeir activities. The supervisor will
then take into account any other supervisory infdrom in addition to the self
assessments provided by the banks and set individoanum regulatory capital
adequacy requirements for the banks to foll@@me regulators have been
employing this so-called risk-based approach fonesgears, whilst for others, Basel
I makes the introduction of this approadh. Bahrain, we have had systemic
minimum regulatory industry-wide 12% trigger and35P@ target under Basel One.
Under Basel Il, some Bahraini banks have lower leguy capital ratios whilst others
have to comply with higher regulatory capital regments.We issued a preliminary
guide on ICAAP, and required all locally incorp@@dtanks to (a) assess themselves
against various criteria applicable to a well-ramk, covering policies and
procedures, systems, management and board consniteeired
functions/departments, key management positiomsgtive compliance function,
effective internal audit and risk management fuorddi internal controls, etc.—this
was done already—and (b) required all of such bamkemmission third party
consultants with proper experience in risk managenteassess them using detailed
guestionnaires on several types of risk. Consudthate been commissioned already.
We are still continuing the enhancement of our peiling methodology, which will

lead to a scientific way of allocating target andder ratios.

Pillar Three is probably the most straightforwaitbPto implement. In Bahrain, we
already have quite extensive disclosure standahishvinclude quantitative as well
as qualitative risk disclosures. Pillar Three wittail some significant increases in
some disclosure levels, but these are manage#®k:banks face a somewhat higher
benchmark, as do Islamic banks which must complynty with Basel II's
requirements, but also IFSB’s disclosure requirdsesith particular emphasis on
disclosure in respect of Investment Account Holdiersds. The CBB issued final

disclosure requirements already in 2008.
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US Regulation of Islamic Banking: Prospects for Sueess

by

Abdi Shayestet®

Introduction

Although US regulators and public officials may betas direct in advocating their
support for the Islamic banking industry as publfitcials have been in the United
Kingdom, US regulators have taken several sigmfitaitiatives towards the
accommodation of Islamic banking products and sesvin the United States. A list
of their informal and educational activities is iragsive, including participation by
high-level government officials at several pubMeets and working group
engagements’ More importantly, these informal activities hahad a positive
influence on the formal regulatory approval processl this has opened the doors for
various US institutions currently offering Islanpooducts and services. Islamic
bankscan continue to grow and prosper in the United StatesUS regulators have
expressed their eagerness to continue to accomensdel objectives.
Notwithstanding this encouraging news, dependingrofslamic bank’s business
plan, there are some outstanding regulatory andrsigory matters to still explore.
This article briefly examines these matters andipes an overview of US regulatory
involvement with Islamic banking to date, includiting market’s reaction to such

activities.

118 Abdi Shayesteh, Esq. is an associate in the New ¥ffice of King & Spalding and a member of

the Middle East and Islamic Finance Practice Gr&ujar to joining King & Spalding, he was a
regulatory specialist at the Federal Reserve BéNew York where, among other things, he was a
member of the Federal Reserve’s Islamic BankingRivigrGroup.

195eeTable 1 for a Timeline of Recent Informal US Regaty Involvement with Islamic Banking.
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US Regulatory Involvement and Market Reaction

Informal US regulatory involvement has positivelgfluenced the formal regulatory

approval process for Islamic banking products anelgices.

In 1997 and 1999, the Office of the Comptrolletled Currency (the “OCC”),

through interpretive letters approved, on a casedsg basis the offering harah

Wa IgtinaandMurabahamortgage products. The New York State Banking
Department also approved similar products in 19892001. In all of these
approvals, the big issue at hand for US regulat@s the fact that a retail commercial
bank would acquire and hold title to real estatgpprty in the proposed transactions.
In the United States, banks are restricted fromiogvreal estate property, unless it is
related to foreclosure activities or the operatiohthe bank itself. These restrictions
were designed to prevent banks from becoming iredia the risks associated with
the speculative nature of real estate investmdivities. Nevertheless, US regulators
were accommodating in their review of these prolsosad focused on the economic
substance of the transaction, rather than the fomtheir final approval the OCC
concluded that the risks associated with theseymtsdvere not the type of risks that
the statutes were originally designed to prevemd, as a result, permitted the offering

of such products.

Formal US regulatory approvals to date have postivinfluenced the market for
Islamic banking products and services in the UnitSdates.

As a result of these formal approvals, many US maniastitutions are now offering
Shari’ahrcompliant products and services, including UniitgrBank in Ann Arbor,
Michigan, Devon Bank in Chicago, lllinois. UnivéysBank, for example, started
offering Shari’ah-compliant finance products in 2003 and by 200&unhched the

first US Shari'ah-compliant banking subsidiary exclusively focusedselling
Shari’ahrcompliant home financing products, profit shardggposit accounts, and
shares of Islamic mutual funds. Other financiatitations have also emerged in the
market place such as LaRiba-American Finance Handesuidance Financial
Group, offering a variety of home, automobile andibess finance products in
throughout the United States. To access moreditplisome of these institutions are
also reporting that they sell th&hari'ah-compliant mortgages to Freddie Mac and

Fannie Mae.

83



Table 1

TIMELINE OF RECENT INFORMAL US REGULATORY INVOLVEME  NT

» 1996

» 2000:

e 2001:

e 2004:

» 2005:

» 2006:

» 2008

US regulators participated at the Islamic Finanoel dnvestmeni
Conference in New York City, hosted by the Arab Bans Associatior
of North America (“ABANA”). Then General Counsel the Federa

Reserve Bank of New York, Ernest Patrikis, annodrtbat regulators

are “open to working with Islamic bankers” towart#inching an
Islamic bank in the United States.

The Federal Reserve Bank of Minneapolis held a sa&nfor Muslim
homebuyers in their region in order to facilitatsteonger bridge with
the Muslim community.

Federal Reserve Bank of Minneapolis hosted a puidicking group
on Islamic finance.

US Treasury launched the Islamic Finance ScholarResidence
Program and appointed Dr. Mahmoud El-Gamal to sigsvirst term.
Position is aimed at promoting broader awarenesislamic finance
practices internationally and domestically. US utatprs alsg
participated at the Islamic Financial Services Bo@FfSB) Summit on
Islamic Financial Services and the Global RegujatBnvironment,
held in London, England.

US regulators participated at the ABANA Confererme Islamic
Finance in New York City and the Conference on OCoafe
Governance and Islamic Finance in Qatar, sponsbyedhe Qatar
Central Bank. The Federal Reserve Bank of New Yaldo co-
sponsored the Seminar on Legal Issues in the IslaAmancial
Services Industry in Kuwait.

The US interagency group on Islamic banking waméat consisting
of various federal and state banking regulatorshe §roup held :
special forum on Islamic banking, hosted by thedfaldReserve Ban
of New York, where representatives from a numbdvanfks located ir
the United States and abroad attended to addrese s the
outstanding regulatory issues. US regulators gésticipated at the'3
Annual Islamic Financial Services Board Summit girBt, Lebanon.

Federal Reserve Bank of New York hosts a publicisanon Islamic
banking and finance, sponsored by the New York eSt&ar
Association, International Law & Practice Section.

Il

54
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Deposit Products and Risk Sharing

Certain Shariah-compliant deposit products existtime United States, but the
question of developing a more risk-sharing depgsibduct within the US

regulatory framework is still unresolved.

Today the only Islamic deposit products availahléhie United States are products in
which the customer shares in the profits of thegtment but not in any of the losses
as required under the Profit-Loss-Sharing (“PLS9uision of Shari'ahlaw. In

order to fit within Federal Deposit Insurance Cagtion (“FDIC”) regulations, the
principal must not be at risk and, as a result,&-Dlsurance must apply. To
accommodate these restrictions for University B&HAPE Financial Corporation,
an Islamic banking consulting firm, modified thBiLS deposit product such that the
principal deposit is guaranteed and deposit hadér shares in the bank’s profits,
not losses. In the United Kingdom, customers atiskamic Bank of Britain (“IBB”)
have the option to sign a waiver which allows therkeep or give away the portion
of the guaranteed principal and return that mayehseen lost under a full PLS
program. This may be one way to resolve the igstige United States, as well.

The following is a summary of some of the differ8htari’ah-compliant deposits
products currently being offered under various emtnal regulatory structures
outside of the United States. How do these pradiitctvithin the US regulatory

regime?

Current Accounts

Under this type of account the principal is notisk (i.e., it is guaranteed) and no
return is earned on the principal. There are wblems with this type of account
under US regulations, as it is similar to typicahthnd deposits currently offered by
other banks in the market. The principal is naisi, and consequently, it would be
deemed as a deposit in the United States, sulj&d@IC deposit insurance

provisions.

Profit Sharing Deposit Programs

Under this type of account the principal is notisit and the return on principal is tied

to the offering bank’s investment performance. ¥B4C should not have any
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problems with this product, given that the printiiganot a risk. There may be,
however, certain federal and state securities atiguis, as well as consumer
protection and compliance regulations that govieendistribution of these products to
the public.

Profit Sharing Deposit Programs (with Waiver Option

Under this type of account the principal is notisit and the return on principal is tied
to the bank’s performance, but the consumer hasytien to waive the deposit
guarantee and insurance provision, if the offebagk incurs a loss in connection
with its investment efforts. Consumers usuallyadisclosure and waiver form at
some point in the account relationship. The Firariervices Authority has granted
approval for IBB to offer such a product in the tédi Kingdom. To date, no known
institution in the United States is offering sucpraduct.

US Supervision of Islamic Banking Products and Sefges

The application of US-based capital adequacy stari$ato Islamic mortgages and
profit-sharing investment accounts present uniquleatlenges.

To date, no US regulator has taken a formal positiothe capital treatment of
Islamic mortgages. In practice, US institutiongénbeen risk weighting them
equivalently with conventional mortgages at 50%tmnbasis that they are prudently
underwritten residential mortgages. Because theep&age of Islamic mortgages
currently offered by these institutions are relalysmall compared to the
conventional mortgages they offer, supervisors hieated these products as
conventional mortgages for the purposes of rislebaspital rules. Although in
substance these products resemble conventionafjagas, regulators question
whether these products should receive more risghtegiven the ownership position

the bank takes on the property.

It is also unclear how a profit-sharing investmactount would be considered for
risk weighing purposes given that they are a hybfideposit accounts and
investment accounts. Some argue that since theayrisé in similar ways to equity

capital (since investors bear the risk), they stidn@ allowed to be included in a
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bank’s capital calculation. However, in most casegilators have required that they

be held on the bank’s balance sheet and be traatadjuasi-deposit.

Islamic banks are limited on the types of investn®they can hold, which may
impact their asset and liability management optioinsthe United States.

Islamic banks cannot acquire treasury securitiesyioipal securities and corporate
bonds like conventional banks can. Instead, Istdvanks abroad uselkukgo
manage assets and liabilities in the long-termoutih the secondary market for
tradingsukukss still in its infancy, once it develops, caralslic banks operating in
the United States engage in investing and tradirsgikuks as a permissible activity?
Under existing US banking law, PLS arrangements sissmusharakaand
mudarabahmay be difficult to implement since commercial kauiare generally
restricted from entering partnerships or takingiggogtakes.

Islamic banks are restricted from accessing certaypes of conventional funding

mechanisms that are interest based such as intenkdband the discount window.

Without access to conventional interest-based fupndources, an Islamic bank’s
liquidity strategy is limited. Can regulators agt8hari’ahrcompliant inter-bank
lending arrangements or even develdhari’ah-compliant discount window? Can
regulators accept inter-bank arrangements betweeibank subsidiaries or a fund of
funds to utilize among Islamic banks? Can regusad@cept commodity
arrangements between banks as a liquidity mech&nism

Islamic banks are limited in using conventional Kamitigation strategies.

An Islamic bank is limited with respect to engagingconventional insurance and
derivatives market products, such as forwards,réstuoptions and other derivative
securities, as they are inappropriate under Isldmiking principles. It is unclear
what alternative products are available for anntétabank to utilize in mitigating its

portfolio risk.

Conclusion
In summary, while the implementation of Islamic kiag is still relatively new in the

United States as an industry, it is not a new témidJS regulators. Since 1996 US
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regulatory involvement has accommodated the grathhS Islamic banking
activities. More importantly, given the currentsfitve climate among regulators, it is
anticipated that the industry will continue to gramth US regulatory support. While
there are still unanswered questions as to howlatga will react to a more risk-
sharing deposit product, or how supervisors widrdually evaluate Islamic banking
products, none of these questions are impossildgdcome with serious

commitment and carefully thought legal solutions.
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