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Abdelilah Belatik
The Secretary General
(CIBAFT)

Welcome to the 28 issue of the Global Islamic Economics Magazine, (GIEM), a
publication dedicated to keeping you up to date on the key activities and achievements
of CIBAFI, as well as the latest developments in the Islamic Financial Services industry
(IFSI).

The IFSI is experiencing rapid global growth and innovation, and in order to support
and sustain this high rate of industry progress, against a business backdrop of increasing
complexity, the industry is facing a multitude of challenges. One key challenge that is
confronting the IFSI is a dearth of professional talent.

This month | would like to share with you the professional development initiatives
CIBAFI are spearheading as we strive to overcome this challenge and support capacity
building and human capital development in the IFSI.

The exponential growth of the IFSI is fueled, in part, by the development of innovative
financial products and services, however, along with innovation and progress comes
significant demand for new expertise and skills. CIBAFI recognises that a substantial
pool of professional talent is a precondition for the future growth of the Islamic Financial
Services Industry, and as such, are committed to providing a comprehensive array of
professional development courses that will support an enhanced industry wide skill set.

In order to meet this demand, CIBAFI offers a diverse array of certifications, diplomas
and masters programmes, and | am pleased to report that we are now broadening the
scope of our professional offerings to include specialised technical workshops and
advanced executive programmes.

This year CIBAFI will be conducting three Technical Workshops on Risk Management,
Islamic Capital Markets and Banking sectors in Bahrain, Kuwait and the UAE, and
in 2015 we are looking to expand our geographical reach and hold similar technical
workshops in more locations throughout the region and beyond.

The workshops are targeted to mid-level staff of Islamic banks and Islamic financial
institutions, and will address technical issues relevant to the challenges facing IFSI
professionals today. The stimulating, interactive workshops seamlessly integrate theory
with practice to offer participants hands on experience and provide the practical tools
and techniques that will enhance their day-to-day professional performance.

The Executive Programmes are tailored to meet the high level demands required of the
C-suite, top management, or Board level executives that seek to help their organisations
successfully navigate the obstacles of today’s fast paced and dynamic IFSI. All of our
Executive Programmes are delivered from a strategic standpoint with the focus of this
year’s programmes being Islamic Investment. A number of other relevant and exciting
topics are also planned for 2015.

As well as these new professional development initiatives, CIBAFI will continue to
enhance industry wide knowledge sharing and collaboration through various activities
and initiatives that will facilitate learning, innovation and change.

Together, we can meet the growing demand for IFSI talent and craft creative solutions to
industry challenges, while developing even more pioneering Shariah compliant products
and services that will elevate the performance of the industry to even greater heights.
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The origin of the Venture Capital operation and practice are believed to have been
derived from the Islamic world, using the concept of mudharabah by the Arab
traders. This concept was then formalized by Muslim jurists and embodied in
Islamic law, known as Islamic transactions or figh muamalat. The mudharabah
concept then developed and spread to other parts of the world as Islam spread.
This was obvious in the Ottoman State, where there were manufacturing and
trading of fabrics, production of pillows and shoes that were funded in the form of
venture capital (Cizacka, 1996). It then spread to Italy and other parts of Europe in
the 15th century (Cizacka, 1995). The practice of Venture Capital (VC) using the
concept of mudharabah had tremendously increased the number of entrepreneurs
in Europe at that time.

Islamic Venture Capital (Islamic VVC) is generally structured based on the concept
of risk-sharing. Mudharabah and musharakah are deemed as the most common
form of Islamic VVC. This is because of the following reasons as listed by Cizacka
(2011):

1. VC s identical to mudharabah, and the practice is part of the Prophet’s
sunnah.

2. Unlike aloan ora credit transaction, there is neither interest nor collateral
in a venture capital transaction. Finance is simply provided in return for
shares. This is equity finance.

3. Since the entire system is based upon equity finance, there are no loans
and where there is no loan, there is definitely no riba. If a third-party
guarantee is provided in order to encourage the public, only the principal
is guaranteed by the state.

4. VCisaprofit-and-loss sharing system. Profit-and-loss sharing takes place
in accordance with Islamic rules. Profit in a venture capital company
is shared according to mutual agreement. This mutual agreement is
expressed in the amount of shares the VC company obtains from the
entrepreneur. Loss goes entirely to the venture capitalist financier. This
is without any doubt mudharabah.

5. AVC company is established just like a classical Islamic shirkat, that is,
as a partnership for limited duration, usually ten years.

6. Risks are truly shared and the venture capitalist does not demand
collateral from the entrepreneur.

There are a number of models that can be used for an Islamic VC, such as
mudharabah, the different forms of contractual musharakah, and hybrid forms of
these contracts, like the Two-Tier Mudharabah Model (TTMM) or musharakah
mutanagisah (diminishing partnership) (Igbal and Molyneux, 2005). The table
below presents the different models that can be used for venture capital financing
and their compliance in terms of Shariah.



o ¥ 3LaTBYI 2 O Lo

Table 1: Shariah View of Some Key Practices in Venture Capital Financing

Conventional Venture Capital Practice Islamic View
Limited partnership structure Acceptable
Long term contracts Acceptable
Contracts can be nullified Acceptable
Restrictions placed on the activities of fund managers Acceptable
Equity ratchets to entrepreneurs Acceptable
(Investments in equity, fully convertible bonds (zero coupon Acceptable
Preferred stocks, preference shares or convertible debt Not Acceptable
Greater control rights through restrictive covenants Acceptable
Board seat Acceptable
Staged financing Acceptable
(Replacement of management (CEO Acceptable
Liquidation rights Acceptable
(.Provision of non-financial services (strategic advice etc Acceptable
Application of discount rate for valuation Acceptable

Source: Ahmed, H. (2004.)

To support business ventures through venture capital, the government of Malaysia introduced a set of
guidelines governed by the Capital Market Services Act 2007 (CMSA) whereby according to section
58(1) of the CMSA states that no person shall carry on a business in any regulated activity or hold
himself out as carrying on such business unless he is the holder of a Capital Market Services Licence
or is a registered person. Under this Act, it further states that under section 76 (1) (a), a person is a
registered person if a person is specified to be registered in Schedule 4.

Under Item 1 Part 2, Schedule 4 of the CMSA mentions that a venture capital company is one of
the categories of registered persons whereby any venture capital corporation and venture capital
management corporation must be registered under the Commission’s Guidelines for the Registration of
Venture Capital Corporations and Venture Capital Management Corporations.

The Guidelines for the Registration of Venture Capital Corporations and Venture Capital Management
Corporations (Registration Guidelines) take effect on 1 August 2008. The initiation of these guidelines
is in inline with the Securities Commission’s efforts to ease the growth of the venture capital industry
to effectively satisfy the funding needs of emerging high-growth companies in value-added industries
through the preparation of risk capital, as stated in the Capital Market Master plan (CMP). To ensure
an efficient implementation process, the Securities Commission has taken into consideration all
the comments, opinions and recommendations made by the Malaysian Venture Capital Association
(MVCA), practitioners and professionals within the field of venture capital industry.

In addition, this guideline sets criteria for registration whereby under clause 4(A) minimum financial
requirements are specified for the registration of Islamic VCC and Islamic VCMC. It stipulates that the
applicant shall maintain minimum shareholders’ funds of RM 100, 000 and shall immediately inform
the Securities Commission of any failure to comply with this requirement. Once the applicant had
been registered with the Securities Commission, the applicant shall be desighated as a VCC or VCMC
subjects to the structure and activities of the applicant as mentions under clause 7.1 of this guideline.

Besides that, on May 2008, Securities Commission (SC) issued the Guidelines and Best
Practices on Islamic Venture Capital with the objective to insert Shariah principles such as mudharabah,
musharakah and wakalah in carrying out Islamic venture capital business activities. Under this guideline,
there are two core requirements to be complied for the establishment of an Islamic VCC or VCMC. First
requirement is an independent Shariah adviser must be appointed to provide expertise and guidance
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on conformance to the Shariah principles in all matters relating to Islamic VCC or
VCMC. Second requirement is that all the activities of the venture companies must
be Shariah compliant, the non-permiteed Sharia activities that stipulates under clause
3.0 are include (i) financial services based on riba (interest); (ii) gambling/gaming;
(ii1)) manufacture or sale of non-halal products or related products; (iv) entertainment
activities that are non-permissible according to Shariah; (v) manufacture or sale of
tobacco-based products or related products; (vi) stockbroking or share trading in
Shariah non-compliant securities; and lastly (vii) hotels and resorts. It is important to
note that in assessing the activities for Islamic venture capital, the Shariah adviser may
apply ijtihad for other activities that may be deemed non permissible.

Thus, a strong legal framework system is necessary for Islamic venture capital
to play its role inimproving and uplifting the economy of the Muslim nation particularly.
Islamic venture capital is believed to promote equitable distribution of income and
wealth, which is in accordance to the principles of Islam. An excessive gap in income
and wealth in a society will lead to the degradation of those who are extremely poor
(Chapra, 2008). The Quran and hadith have mentioned equal distribution of wealth
amongst the societies.

58 Y (8 Jald) 0 opSially (AE S A0 (35 sl 4l s Al dhe a5l Sl 0 eldl s
e sle ) G A8
“Whatsoever spoils Allah gave to His Messenger from the people of the cities is for

Allah and His Messenger andfor the near relation, and orphans and the needy and the
wayfarer, so that it be not the wealth of your rich...”

(Al-Hasyr:7)
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The Foreign Account Tax Compliance Act (FATCA) is
an American law issued lately with the main purpose
of preventing tax evasion by American citizens or
companies, due to the fact that the tax evasion has
become very noticeable therein and gravely affects
the national economy. This new law, the FATCA,
provides that all foreign financial institutions (FFI) are
required to identify their American customers and to
report their financial activities to the Internal Revenue
Service (IRS). Non-compliance, will automatically
lead to the enforcement of withholding tax penalties
on the foreign financial institutions (FFI) and also the
relevant customers who are not complying. So, banks
as they are part of the (FFI) could face penalties and
be subject to certain fines according to FATCA.

The (FFI), for clarity, covers all financial institutions
including banks outside America. For the purposes of
giving the necessary report, the (FFI) are required to
register with the Internal Revenue Service (IRS) as
Foreign Financial Institutions (FFI) under FATCA.
The final registration of (FFI), for FATCA purposes
has been extended many times, however, it has been
finally extended up to 5 May 2014.

The Foreign Financial Institutions (FFI), may choose
to participate or not participate in FATCA taking in
consideration the consequences of their choice. The
(FFI) that choose to report and participate, are to be
classified as the participating financial institutions
(PFFI), on the other hand, the others who choose
not to report and participate are classified as non-
participating financial institution (NPFFI). However,
forthe (FFI) who choose to reportand participate, there
are two option models as initiated by the American
authorities. The Inter-governmental Agreement (IGA)
model (1) and The Inter-governmental Agreement
(IGA) model (2).

Regarding the Inter-governmental Agreement (IGA)
model (1), with particular reference to reporting, the
(FFI) that are deemed compliant are not subject to the
withholding tax requirement and are classified as the
participating financial institutions (PFFI) and they are
supposed to report to their Central Bank, or such other
designated authority, all necessary information about
their American customers and their financial details.
Regarding the Inter-governmental Agreement (IGA)
model (2), all the financial institutions (FFI) that fall
within the jurisdiction are also considered as deemed
compliant with FATCA, however, they are required
to register and to report all information about their
American customers to the (IRS) in America directly.
Also, at the same time, they have to report to the local
authorized agencies.

Of the two models, it is very clear that, the foreign
financial institutions (FFI) may either report the
information related to their American customers
through their governments i.e. Central Banks \ other
designated authority, or not through any of their
government agencies but directly to the (IRS). The
difference between the two models is very clear, as
each one goes in a different direction. Even though
most countries opted for (IGA) Model (1), however, |
believe we need more time to assess which of the two
models is the most appropriate direction.

In Bahrain, the Central Bank of Bahrain (CBB),
issued certain instructions to all licensees in Bahrain
to comply with FATCA rules and, moreover, to
register as (FFI) under FATCA before the 5th of
May 2014 and to send their Global Intermediary
Identification Number (GIIN) to the Central Bank
of Bahrain (CBB). It is very clear that, Bahrain has
opted to apply the Inter-governmental Agreement
(IGA) Model (1), wherein the (PFFI) are required to
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give the required information about their American
customers to the Central bank of Bahrain (CBB),
which will in turn submit to the (IRA) on behalf of
the (PFFI) in Bahrain.

This is very crucial step for the (PFFI) in Bahrain and
shows that there will be no direct link whatsoever
between the (PFFI) in Bahrain and the Internal
Revenue Service (IRS) in America. We believe that,
this may give some protection to the Participating
Financial Institutions in Bahrain due to the fact that
they will not be subjected to any direct penalties, or
face-to-face interaction with the American Authorities
(IRA). As initiated by (CBB) and based on (IGA)
Model (1), in case there is any lack of information,
or if there is any need for any extra information
about any American customer, this will be handled
and processed through the Central Bank of Bahrain
(CBB) and not the (PFFI), if any need arises ?

In adherence and implementation of the directives
issued by the Central Bank of Bahrain (CBB) to all
banks \ licensees in Bahrain, we have noticed that
almost all banks in Bahrain prepared or started in
preparing themselves for FATCA implementation.
To achieve this, banks in Bahrain, issued certain
instructions and policies to be followed for applying
FATCA provisions on all American customers.

Based on such new policies and guidelines in
Bahrain, all American customers are obliged to give
their written consent to their banks allowing them to
pass the required information about their accounts to
the Internal Revenue Service (IRS) as provided for in
FATCA-rules. Based on the customers’ written consent
the banks are legally authorized (by customers) to give
and disclose the banking information, so there will be
no breach of the banking confidentiality rules. The
express written consent by the customer, inter alia,
breaks the confidentiality principle and gives relief to
banks when disclosing any information classified as
confidential.

Moreover, the customer must clearly undertake to keep
the bank fully aware of any details or developments
that could happen in the account or in his status at any
time. If, for any reason, a customer fails or refuses to
give such information or any existing or new details
the bank may close the account or take any other
necessary action they deem appropriate to protect
themselves. Some existing or new accounts are to be
classified and reported as “Recalcitrant accounts”,
wherein the customer fails or refuses to give enough
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information. There are special procedures to be
followed in case of “Recalcitrant accounts” that
require special approval from the CEO of the bank to
open a new account or to close or keep the existing
account based on certain business justifications to be
given to the CEO by the concerned personnel & depts.

We have to bear in mind that not all customers \
accounts are the same, accordingly the banks must
be ready for different instances, as some customers
\ accounts may not be cooperative nor interested to
give any support in this connection. Each of such
instances must be properly assessed before taking
any action or decision. The action, we believe, must
depend on the merits of each case. This situation, in
fact, makes good continuous homework for banks.

Another point regarding customers arises, wherein
it is not clear if the customer is having a US status.
This could happen, because sometimes there is lack
or no sufficient adequate information to decide the
US status of the customer. This issue is vital because
FATCA applies only to US persons.

The indications that a person could be regarded as a
US person is called as US Indicia. While assessing,
the presence of any of the US Indicia in the profile
such process would require further scrutiny to decide
his US status. The mere presence of US Indicia does
not mean that the person is US person. This means
that the “Indicia” are to be analyzed, confirmed and
thereafter proper classification should be done and
confirmed.

With reference to individuals or corporations, for
example, the US Indicia could arise in case the
individual or corporation was born or incorporated
in USA, is having a US address for communication
or of residence, is having a US telephone number,
is having a standing instruction to transfer money to
an account with a US address, is having a power of
attorney or signature authority in favor of a person
with US address, is having “in care of” or “hold mail”
address as the only address of the customer in the
profile... etc. If any of such “Indicia” indications is
available, the matter must be carefully assessed so as
to determine the US status of the individual or the
corporation. This is a lengthy procedure and, also,
makes real hectic homework for the banks and it
needs time, trained staff, more equipment, budget ...
etc.

All such information, is required to reach the US
status of the customer. If the US status has been
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validly confirmed, the (PFFI) must give the necessary information about each
US citizen in their report as required by FATCA rules. As mentioned above, in
Bahrain, the report shall be prepared by banks and be given to the (CBB), which
in turn will pass over to the (IRS) based on the (IGA) model (1).

It is very important to mention that in addition to reporting, there is a withholding
requirement as clearly provided for in FATCA rules. Based on such rules, the
income \ payments that qualify for withholding are US Sources Fixed or
Determinable Annual or Periodic (FDAP) beginning from 1st of July 2014. Later
on from 1st January 2017 it includes gross proceeds from the sale of US securities
and interest bearing assets. The amount of withholding is 30% of the qualifying
payment of the gross amount.

The withheld amount will be remitted to (IRS) and reported as in the prescribed
form(s). A certificate of withholding should be issued to the customer containing
the relevant details. The withholding requirements must be monitored by special
dept. (mostly operations dept.) in each bank and the day to day supervision under
the guidance of the appointed FATCA Officer. The accounts that are eligible for
withholding will be separately reviewed for blocking the transactions, if required.
The process of withholding and reporting to (CBB) or (IRS) are to be handled
by the appointed FATCA Officer, moreover, there must be certain mechanism
in the bank to counter-check all payments which are withheld and accounts or
transactions which are to be blocked.

However, it is important to mention that, there are some issues particularly
related to “Recalcitrant” customers and “Non-Participating FFIs” are to be
further investigated before withholding any amount. This is due to the fact that
the monitoring of such accounts could face some difficulties, with reference to
determining if payments are US sourced and are withhold able. All this, among
other things, will be subject to the details included in the (IGA) to be signed
between Bahrain and (IRS). Banks, in this connection, are to be guided by the
Central Bank of Bahrain (CBB).

Irrespective of some difficulties associated with FATCA application in certain
places, the matter now is almost in clear shape. The US authority is determined
to pursue the issue vigorously and is very keen to get the best results. They have
put the necessary pressure on all countries for the sake of obtaining their support.
Without global support the FATCA rules will be of no value.

In Bahrain, implementation of FATCA rules has been already on the move as
directed by the (CBB). The clear stand of the (CBB) indicates that Bahrain is
determined to be part of the global cooperation needed for the successful outcome
anticipated from the application of FATCA rules. Almost, as we see, there is a
support from all parts of the globe and hopefully the implementation will pass
easily to achieve better end results. Certainly, no doubt, there is a need for some
time to clean and update all the records \ accounts and to give the necessary reports,
however, the start in confidence is needed to reach the goal.

Needless to say that everywhere, in principle, the tax evasion is not accepted at
all, moreover, it is an illegal and immoral act. Based on this understanding, the
aggressive stand of US authorities against tax evaders must be strongly supported
by everybody and should be taken as a good model for application in all places.
There is a need for a firm stand against such unethical bad attitudes.
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Résumé: L'ingénierie financiere (IF)est devenu intérét major du institutions financiers. pour leur
role essentiel dans I'innovation et le développement et une condition de survie des institutions
financieres offrant une large gamme de produits financier et competitive répondant aux attentes
dans le but de création un avantage concurrentiel durable qui peut constituer un levier dans le
processus de développement afin de renforcer ces compétitivités sur leurs marches. Le theme
de lingénierie financiere islamique (IFI)est également parmi les sujets importants en matiére
danalyse financiére. au cours dune période relativement courte a réussi. de trouver des substituts
au institusions financiers traditionnelle. conformes a I'islam . et surtout aux gestion des risques de
marchés a travers 'usage a bon escient de nouveaux produits dérivés islamiques. Avant d’entrer au
fond du sujet. il nous parait nécessaire d’introduire en premier lieu 'historique de concept I'(IF)
et ces aspects contextuels liés en suite nous essayons de projeter la lumiere sur lorigine et la nature

des besoins réels de I'(IFT).ces mécanismes de fonctionnement pour bien saisir les confusions entre
I'(IFI) et traditionnel ;finalement souligner les réussite et les défis auxquels est confrontée en

utilisant les derniers rapports financiers et statistiques.

Abstract: Financial Engineering (FE) had gained great attention from the various financial
institutions because of its innovative and fundamental role in developing financial products needed
by these institutions. The financial institutions require (FE) to safeguard their ambitions to grow
and remain in competition as well as their sustainability in the market. The topic of Islamic Financial
Engineering is also among the important topics regarding financial analysis. Besides being one of the
pillars of financial derivatives; it has also achieved a lot in a short period of time by giving Muslims
an alternative to the secular and conventional financial systems that are not Shariah compliant.
Based on the above argument. we analyzed (FE) based on its genesis and reasons for its emergence as
an introduction to my research paper. We also explored the theory and development of the Islamic
Financial Engineering(IFE). the reasons for its emergencies. its tools and products as well as the
differences between (IFE) in its Shariah compliance form and the traditional or conventional (FE).
Finally. We explored the achievements of (IFE)and the challenges it is facing as well as the advantages
of enforcing the (IFE)by financial institutions by applying modern reports,research and statistics.
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The Methodology of Product Development Needed
for Islamic Banks Upholding Social Responsibility

Part 2

Paper presented at the International Conference on Business Ethics and Corporate Social
Responsibility: Ideals and Realities, organized jointly by IGIAD -—Society for Economic
Entrepreneurship and Business Ethics (Iktisadi Girisim ve Is Ahlaki Dernegi), Istanbul and Durham
Centre for Islamic Economics and Finance, Durham University, UK, 12th-14th April 2012, Istanbul
University Main Campus, Istanbul, Turkey.

III. The current methodology used for product development in Islamic Finance

What characterizes the current methodology of product development in Islamic finance in general is not
looking beyond the product formal and structural conditions. Although maintaining a proper form is a
Shariah requirement, but it is a Shariah requirement also to maintain a proper substance. In fact, a careful
study of the literature of Islamic law leads to unveiling the fact that in contracts, the form is meant to
protect the substance. In many Figh applications, it is noticeable that schools of Islamic law have somehow
compromised some aspects of the contract’s form but never compromised the contract’s essence or spirit.
(Abozaid, 2004: 367). This implies that jurists viewed form as something not meant for itself but rather to
help protect the essence of contracts and agreements. Some modern practices of Islamic financing product
development have implied the opposite; taking care of form and neglecting the substance of the contracts.

The negligence of contract substance is reflected in different practices as in the following:

3.1. Negligence of the contract substance by the deactivation of some contract rules

No doubt that any contracts’ rules and conditions are meant to enable the contract to serve its purpose in
fulfilling the contractors’ needs in a just, positive and productive manner. This explains why contractors
in Shariah are not allowed to make personal stipulations that may annul the contract rules (Ibn Qudamah,
n.d.: 4/167). Naturally, a contractor, when given an absolute right in making stipulations, will try to turn
the scale in his favour even if it is at the expense of the other. However, in some cases we find, especially
in uqud al-ez’an (contracts of subjection) where only one party of the contract formulates the contract, that
some contracts rules are indirectly neutralized by adjusting some clauses or incorporating new ones as in
the following example.

Example: Ijarah Muntahia Bittamlik

Being a contract of lease, ljarah Muntahia Bittamlik in the Islamic banking application is supposed to
fulfill the following basic Shariah structural conditions:

*  The leased asset requested for financing is valuable from Shariah perspective and not declared
by the client to be used for Haram purposes. This would exclude for example financing clients in
acquiring machineries that process tobacco products.

*  The leased asset is clearly identified by the parties, and the rent is specified in the contract. If there
is gharar (uncertainty) in the contract, then it must be minor since the major gharar invalidates the
contract.

*  The leased property remains in the ownership of the lessor for the duration of the ljarah period, and
then it is transferred to the lessee by virtue of a completely independent contract, like sale or gift.

» The bank, as lessor, bears all liabilities related to ownership, like property taxes and major
maintenance required for keeping the asset valid for use by the client.

e The lease period commences from the date on which the leased asset has been delivered to the
lessee.



These are the basic rules of ljarah Muntahia Bittamlik,
and a theoretical investigation of any of its contracts in
Islamic banks will prove consistency and full abidance.
However, some apparently-valid clauses are added to this
contract, leading to the deactivation of some of these basic
rules and thus to the negligence and distortion of the ljarah
essence. One clause relates to the division of lease rental
into three elements: fixed, variable and complementary.
The problem, however, lies with the complementary and to
a certain extent with the variable rent. The complementary
rent represents any cost the bank as owner has incurred in
the past ljarah period. The cost includes taxes, insurance
and major maintenance expenses. Although these are
supposedly the responsibility of the bank as an owner,
the bank after paying them claims the same back from the
client under this clause by adding it up to the next ljarah
rental.

Obviously this paralyzes the in-contract Shariah rules
pertaining to the liability of the owner in ljarah for the
property risks and renders it ineffective. In fact, this
practice of effectively shifting property risks to the lessee
is especially critical in the application of ljarah Muntahia
Bittamlik since it brings this financing instrument closer
to conventional financing after removing the justification
for profiting which is based on the notion of “al-Kharaj bid
Daman” (liability justifies the gain). The core difference
between Riba and trade remains the risk taking which is
normally associated with trade. This risk taking is totally
eliminated when the bank indirectly shifts the leased
property liabilities to the client, and even in case of property
partial or total damage, it is the client who bears it as he is
the one who effectively pays the insurance premiums.

On the other hand, the problem with the variable element of
ljarah rental relates to the uncertainty this practice involves.
Banks tie this element to an interest rate benchmark like
LIBOR. The problem starts when banks do set and cap
only one end of this excessively volatile benchmark; i.e. its
floor. However, a ceiling needs also to be set and capped
at a certain figure in order to minimize the gharar then
involved and thus maintain the validity of the contract.
Nevertheless, banks tend to only protect themselves from
the undesirable movements of the benchmark by capping
the minimum amounts payable by their clients and have
no desire to cap the maximum amounts payable by their
clients. This practice creates excessive gharar and opposes
the Shariah requirement to determine the lease rental in
any ljarah contract.

Moreover, the above deviation from ljarah Muntahia
Bittamlik rules manifests itself more blatantly when the
asset leased in ljarah Muntahia Bittamlik originates from
the same client. A client who needs cash or refinancing will
be instructed by the bank to sell to it an asset or a common

share thereof, then to lease it back from the bank through
ljarah Muntahia Bittamlik. The bank frees itself from all
asset liability in the manner described above and the client
repays with a markup the financed amount in the form of
rentals. This transaction has been widely used recently to
enable banks to restructure non-performing debts in the
wake of the financial crisis.

Thus, we see how the same clause in one contract can be
neutralized by another, leading eventually to the distortion
of contract substance and thus stripping the contract of its
Shariah spirit and objective. Although Islamic finance has
developed ljarah contract into a new model and helped
maintain most ljarah rules in this creative instrument, it has
however left a room for individual Islamic banks to twist
the substance of the contract and deprive it of its nature as
a lease contract.

3.2. Negligence of the contract substance by attaching
another contract

Contracts of financial transactions in the Shariah are meant
to fulfill the various needs of contractors, like acquiring an
asset, acquiring an asset’s usufruct, investment of capital
and delegation of authority. However, it can be observed
that some of these contracts are driven totally out of their
objective when they are predetermined to be followed by
other reversing contracts.

Murabaha , which is a sale contract originally designed in
its banking application to finance clients in their acquisition
of assets, is used for a different objective altogether. It is
used to provide clients with cash money through colluding
to sell them assets on Murabaha basis then to sell the
same assets on their behalf in the market for cash price.
Clients get the desired cash and remain indebted to the
bank for the Murabaha deferred price. Here we have two
independent sale contracts each of them is lawful in itself
but the end result of executing them consecutively is a cash
financing technique which is effectively no different from
conventional cash financing. Obviously, the result of this
transaction is against the substance of the Murabaha sale
contract. Murabaha in this transaction does not lead to real
holding of asset ownership by the client. This is a deviation
from the objective and substance of Murabaha, which is
a commodity financing instrument that helps clients own
their desired assets.

3.3. Negligence of the contract substance by the
misapplication of the contract

Contemporary collective fatwas have helped structure
many products that are essential for the operation of
Islamic financial institutions. However, the application of
some of these products may have deviated from what they
were originally designed for. A good example would be
using for speculation what was designed for hedging.




Islamic finance has developed certain tools to hedge against some inevitable excessive market risks.
These tools include unilateral binding promises and tools whose underlying contracts are Salam
contract and Urbun sale. Now, apart from the Shariah debate over the validity of these tools to be used
as hedging instruments in contemporary Islamic finance or Islamic capital market, some of these tools
have been misapplied and used for speculation as well, although speculation was considered an invalid
domain in what is known as “Islamic derivatives”.

Recently one Islamic financial institution has offered a product whose structure is basically as follows:
The client opens a designated investment account with the bank. The bank operates the designated
account in its capacity as investment manager. The Investment Manager then uses the amount deposited
in the said account to purchase Shariah compliant assets at some prevailing market prices. In most
cases the assets will be shares selected from an Islamic stock index.

The client gives a unilateral promise to the bank to sell the shares at a predefined price called the
“Settlement Price”. The bank in return gives a unilateral promise to the client to buy the shares at the
Settlement Price.

The settlement price relates to the performance of some specified underlying reference asset (the
“Reference Asset”, which could be an index) rather than the performance of the Shares in the Islamic
Account. Thus, two scenarios are perceived:

Scenario I: The value of the relevant shares goes up more than the performance of the Reference Asset.
In this case, the bank can purchase the relevant Shares from the client at a price lower than the market
value for such shares at that time. Thus, the bank would hold the client to his promise, while the client
would not be interested in holding the bank to its promise as selling the shares at a value which is lower
than the market value at that time would incur a loss.

Scenario I1: The value of the relevant shares goes less than the performance of the Reference Asset. In
this case, the bank can purchase the relevant shares from the client at a price higher than the market
value of such shares at that time. Naturally, the bank in this case would not be interested in holding the
client to his promise while the latter would hold the bank to its promise as he can then sell the relevant
shares at a value higher than the market value for such shares at that time.

Therefore, in both scenarios noted above the client will sell the relevant shares to the bank for the
settlement price as agreed on the basis of the performance of the reference asset. This sale is certain
as it will serve the interest of either the bank or the client. The certainty of this sale makes the mutual
promise to execute the sale binding on both parties and thus the promise will be tantamount to a
forward sale contract, which is a breach of Shariah laws of sale contract.

Obviously the substance of this transaction is hardly distinguishable from that of any conventional
derivative with the speculative element embedded therein; both contractors are speculating on the
movement of the value of the reference asset, which is mostly an index. It is very likely that such a
structure may even develop to involve financing the client to purchase the shares, then settling the deal
with the loser of the two parties paying the price difference to the other.

In conclusion, this transaction involves a misapplication of promise which can originally function as a
hedging tool for risk mitigation

References

1. This type of Ijarah is not found in classical books of Figh; it is a creation of modern day jurists. It comprises two different
contracts: contract of leasing (ijarah), and contract of sale. (bay”). The bank promises the client that upon the successful
completion of the Ijarah, the bank will sell the asset to the client at a nominal price or will gift it to him.

2. These detailed Shariah rules can be sourced from main Figh books like Al-Shafi’i. Al-Um, 3/14; Ibn Abedeen. Hashiyat
(Rad al-Mukhtar ala al-Dur al-Mukhtar) 4/88; Al-Kasani. Badai’ Al-Sanai’ 5/67; 6/71; Al-Bahuti. Kashaf Al-Qina’, 3/53;
Al-Dasuqi, Hashiyah 3/143.

3. “Al-Kharaj bid Daman” is originally a Hadith narrated from the prophet (peace be upon him); however, it was recorded as
a Figh maxim by Al-Soyoti in his “Al-Ashbah Wal Naza’ir”, p 154.

4. Murabaha in the banking application refers to a sale contract preceded by an agreement with the client to buy the desired
commodity from its supplier then to sell it to the client at the cost plus a markup (Ribh).

5. Salam is the sale of future delivered goods against upfront paid price.

6.  Urbun is a sale with the condition that the buyer has the right to revoke the agreement in return of forfeiting the advanced
down payment, which is called urbun. If, however, the sale is concluded, then the urbun advanced is deemed as part of the
price.
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Abstract :

The development of the concept of corporate governance has
led many economic institutions to reconsider the structure
and future strategies. including Islamic banks. which it must
apply the principles of corporate governance in both its legal
and administrative staff.

Since the bank efficiency the direct specified for the success
of Islamic banks and strengthen the competitive positions.
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we decided to study and analyze the impact of governance
on the index of the operational efficiency of these banks by
addressing the following:
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o Identify specific factors or unexplained in the
operational efficiency of Islamic banks;

o Identify ways to measure the operational efficiency of
Islamic banks;

«  Highlighting the impact of application of the principles
of good corporate governance index on the operational
efficiency of Islamic banks.
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Source : Farrell, M.J. The Measurement of Productive Efficiency, Journal of the
Royal Statistical Society, Series A (General), Vol. 120, No. 3, 1957, P 254
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Figure 1. Number of Institutions
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Islamic Finance and inclusion
Debt rather than growth?

The demand for greater financial inclusion is considerable. Millions of people around
the world are currently unable to access financial services, due to their cost, lack
of access, and poor financial education. According to 2012 figures from the Global
Financial Inclusion (Global Findex) database, over 2.5 billion adults are thought
to lack a formal bank account. The same proportion is also worrying for Islamic
financial products. Although Islamic financial assets represent less than 1 percent
of total global financial assets, total funds were valued at $1.3 trillion in 2011, a
150 percent increase over five years (Reuters, 2011). Policymakers around the world
have noted this trend of rapid and sustained growth. For instance, in a 2012 op-ed,
then-World Bank Managing Director Mahmoud Mohieldin wrote that Islamic finance
“has the potential to meet more people’s banking and investment needs, expand its
reach, and contribute to greater financial stability and inclusion in the developing
world” (Mohieldin, 2012). In March of 2013, the International Finance Corporation
announced its first partnership with an Islamic finance institution in Sub-Saharan
Africa, a $5 million equity investment with Gulf African Bank in Kenya with the
explicit goal of expanding Sharia-compliant banking products and services to small
and medium businesses (IFC, 2013). Sharia-compliant financial inclusion represents
the confluence of two rapidly growing sectors: microfinance and Islamic finance.
With an estimated 650 million Muslims living on less than $2 a day (Obaidullah and
Tariqullay 2008), finding sustainable Islamic models could be the key to providing
financial access to millions of Muslim poor who strive to avoid financial products that
do not comply with Sharia (Islamic law). Consequently, Sharia-compliant financial
inclusion has recently galvanized considerable interest among regulators, financial
service providers, and other financial inclusion stakeholders. However, despite a four-
fold increase in recent years in the number of poor clients using Sharia-compliant
products (estimated at 1.28 million) and a doubling in the number of providers, the
nascent sector continues to struggle to find sustainable business models with a broad
array of products that can meet the diverse financial needs of religiously observant
poor Muslims.

Financial tenets enshrined in Sharia challenge the microfinance sector’s ability to
sustainably provide Sharia-compliant financial products at scale. One such tenet is
the widely known prohibition on interest, which makes traditional microloan models
technically impossible. A lesser known tenet is the encouragement of wealth creation
through equity participation in business activities, which requires risk-sharing by
financial service providers that does not guarantee returns.

Much of this work is based on the premise that Muslims prefer financial services
and products that are consistent with their religious beliefs, chief among them the
prohibition on interest, or riba, stipulated in the Quran. Yet little empirical research
has been done to measure the degree to which Muslims are currently not accessing
conventional financial systems, or how much they demand and use Sharia-compliant
financial products, particularly within the realm of household finance. Even less is
known about how these usage gaps and preferences vary between various financial
products and across regions and countries. A more complete understanding of these
concepts can help Islamic finance industry leaders better expand their outreach to
Muslim clients, and aid policymakers in more clearly defining their role in expanding
financial inclusion - Islamic or otherwise - to Muslim adults
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Figure 2. Institutions Offering Islamic Microfinance Products However it seems that the worldwide market is more avid of sukuk deals rather
77% than Islamic growth structured products. Lately the announcement of the opening
of Saudi Market was deemed to fuel speculation on Sukuk rather than opening up
capital. Saudi Arabia’s plan to open its $531 billion stock market to foreigners is
prompting analysts’ speculation that Islamic bonds will be next. The government’s
approval of overseas financial institutions to trade equities may herald a similar
relaxation of rules in the local-currency primary debt market, according to Mashreq
Capital DIFC Limited and Rasmala Investment Bank Limited.

Saudi Arabia capital market authority said that the stock-market change would take
place in the first half (H1) of next year. With its assets estimated to total nearly $1
e trillion globally, Islamic finance remains tiny compared to conventional finance with
. o its tens of trillions of dollars. The market in Islamic bonds, or sukuk, is believed to
total about $50 billion, roughly 1 percent of global bond issuance.
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But proponents of Islamic finance can point to impressive gains. Experts believe it
had expanded at a compound annual growth rate of 20 percent over the past three
years, compared to 9 percent for conventional finance. That performance gap has
probably widened further in the last two months as much new business in the West
has ground to a halt.

Deutsche Bank, a pillar of traditional banking, estimated in a report this month that
Islamic finance would almost double to $1.8 trillion in assets by 2016 as stagnant
conventional lending pushed companies to seek alternative financing methods.

As much of the international corporate bond market has frozen up over the last six
months, most bond issuance by Gulf companies has been in the form of sukuk.
Dubai’s fast-growing Emirates airline said it was looking at the Islamic finance
market to fund aircraft deliveries as European banks backed out of plane deals
because of the euro zone debt crisis.

Some big Western banks, facing tough conditions in the funding markets on which
they have long relied, are also turning to sukuk. HSBC issued a $500 million sukuk
in May and Goldman Sachs announced a $2 billion sukuk program last month.
French bank Credit Agricole has said it is considering issuing an Islamic bond or
creating a wider sukuk program that could lead to several issues.

This year’s Arab Spring uprisings in North Africa have installed governments, which
are expected to promote Islamic finance more enthusiastically than their authoritarian
predecessors, partly because it can help them attract Islamic investment funds in the
Gulf.

Designing Islamic instruments for monetary operations has proven conceptually
difficult. In countries with a dual banking system, the lack of noninterest-bearing
securities has limited the scope of monetary management. The liquid nature of
banks’ liabilities, related to the predominance of deposits of short-term maturities,
predisposes the system to hold substantial liquid assets and excess reserves. This, in
turn, inhibits financial intermediation and market deepening. Difficulties in defining
rates of return on these instruments have also constrained the development of money
and interbank markets.

Developing these markets is indispensable for the conduct of monetary policy and
financial market deepening. The inadequate development or absence of these markets
in many countries constrains central bank intervention through indirect instruments
and has occasionally encouraged the use of direct controls on credit. The absence of
well-organized, liquid interbank markets—that can accept banks’ overnight deposits
and offer them lending to cover short-term financial needs—has exacerbated banks’
tendencies to concentrate on short-term assets.

Progress in effective liquidity management calls for adopting a comprehensive,
integrated approach to developing money and securities markets. It would also
require establishing an efficient lender of last resort facility; developing well-suited
interbank instruments for active interbank trading or for monetary operations;
actively utilizing securitization techniques to manage the maturity and risk spectrum
of assets and liabilities; and making available risk management and hedging
instruments, which presupposes the resolution of various legal, institutional, and
accounting issues.
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Regulating and supervising Islamic finance

Undoubtedly, one of the biggest challenges is developing a framework for
governing, supervising, and regulating Islamic banks. To begin with, there
is no common approach among countries where Islamic banking exists.
One of the two main views—held by regulators in Malaysia and Yemen,
for example—is that Islamic banks should be subject to a supervisory and
regulatory regime of central banks that is entirely different from that of
conventional banks. The second main view recognizes the uniqueness of
Islamic banks’ activities, but favors putting them under the same central bank
supervision and regulatory regime as that for conventional banks, with slight
modifications and special guidelines that are usually formalized in occasional
Institution Type central bank circulars. Bahrain and Qatar are examples of countries that
practice this latter form of central bank supervision and regulation.

Since the late 1990s, however, the Islamic banking world has stepped up
efforts to standardize regulation and supervision. The Islamic Development
Bank is playing a key role in developing internationally acceptable standards
and procedures and strengthening the sector’s architecture in different
countries. Several other international institutions are working to set Sharia-
compliant standards and harmonize them across countries. These include
the Accounting and Auditing Organization for Islamic Financial Institutions
(AAOIFI), the Islamic Finance Service Board (IFSB), the International
Islamic Financial Market, the Liquidity Management Center, and the
International Islamic Rating Agency.

A number of countries and institutions have adopted accounting standards
developed by the AAOIFI, which complement the International Financial
Reporting Standards. The IFSB aims to promote the development of a
prudent and transparent Islamic financial services industry and provides
guidance on the effective supervision and regulation of institutions offering
Islamic financial products. The IFSB has recently finalized standards on
capital adequacy and risk management, and has made progress in developing
standards on corporate governance. Once developed and accepted, these
international standards will assist supervisors in pursuing soundness, stability,
and integrity in the world of Islamic finance.

Figure 3. Client Reach, by Type of Institution
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Figure 4. Number of Active Clients, by Type of Produet There is an ongoing debate over the fact that Islamic banks do not separate
: csnii fund management and investment activities from commercial banking. From
% 600,000 a supervisory perspective, Islamic banks are often compared with universal
g gt banks and mutual funds, which may cause technical difficulties for regulators
E f:ﬁﬁ and supervisors. For instance, an Islamic bank acting as a Mudarib—an agent
5 10000 . in Mudaraba, a type of profit-and-loss-sharing (PLS) instrument—might

i e . G e be considered more a fund manager than a bank. Consequently, in these
Mudaraba cases, some supervisors support taking the supervisory approaches applied
to conventional fund managers. There are instances in which various risks
are aggregated into a single Islamic instrument and offered within a single
institution (for example, Salam) and the principle of pooled savings and risk
sharing in the outcome applies. Closer examination of the character of the
underlying transaction is needed for effective supervision, however.

Because of the risks associated with the activities carried out by these
institutions and the contracts that govern their mobilization of funds, some
argue that their supervision and regulation require a much broader coverage
extending beyond the banking sector. Moreover, the risk-sharing nature of
liability contracts has raised issues concerning the definition of capital and
the capital adequacy ratio.

Some analysts also argue that an appropriate regulatory framework for
Islamic banking must place greater emphasis on operational risk management
and information disclosure than is normally the case in conventional banking.
This argument is based on the specific nature of the risk profile in Islamic
financial intermediation, relating to both PLS and non-PLS modes of
financing. Investment risk is considered the most critical operational risk
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Figure 5. Partfelia, by Type of Product (WSS millien)
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affecting Islamic banks’ PLS activities. While PLS modes may shift the
direct risk to investment depositors, they may also expose Islamic banks to
risks normally borne by equity investors rather than holders of debt. PLS
modes involve banks in activities that go beyond conventional banking, such
as the determination of profit- and-loss-sharing ratios on investment projects.
Moreover, banks’ exposure is heightened because of the lack of recognizable
default on the part of the agent-entrepreneur in PLS contracts, except in cases
of negligence or mismanagement.

Saudi Arabia as the world’s biggest exporter of oil and de facto leader
of OPEC is removing barriers to one of the most restricted major stock
exchanges as the government pursues a $130 billion spending plan to boost
non-energy industries. The move may lead to the country’s inclusion in MSCI
indexes, which are used to measure performance by money managers with an
estimated $9 trillion of assets.

Opening the local-currency sukuk market would give foreign investors access
to companies that sold 42 billion riyals ($11.2bn) through a dozen sales in the
past year. That’s more than three times the amount of dollar Islamic bond
sales, which are open to overseas buyers.

In the 12 months, only four dollar-denominated sukuk have been sold
in Saudi Arabia. Those came from two issuers, Dar Al Arkan Real Estate
Development Co. and Saudi Electricity Co., according to data compiled by
Bloomberg. Twelve different borrowers, including National Commercial
Bank and Almarai Co, each issued a riyal-denominated Islamic security in the
period. The past several years have exposed weaknesses in Islamic finance,
however. The industry claims sukuk are safer than traditional bonds because
they are effectively certificates of ownership in a real asset, not speculative
instruments.

The Dubai debt crisis of 2009 showed this claim to be on shaky ground.
Companies such as property developer Nakheel and Jebel Ali Free Zone
raised funds through sukuk but were forced to restructure once they found
themselves unable to repay creditors.

Similarly, deposits in Islamic banks, which do not offer interest but may
invest depositors’ money in relatively risk-free investments and give them
a share of the profits, are supposed to be safer because of Islam’s curbs on
speculation. But Dubai Bank, an Islamic institution, ran into such serious
debt problems that the Dubai government had to arrange last month for it to
be taken over by a conventional bank.

Access to the kingdom’s debt market may appeal more to investors wanting
to broaden their exposure than to those seeking yield, according to Doug
Bitcon, a Dubai-based fund manager at Rasmala.

Shari‘a- compliant financial products and instruments can play a sig-
nificant role in enhancing financial inclusion among Muslim popula-
tions. About 700 million of the world’s poor live in predominant-
ly Muslim-populated countries. In recent years, there has been grow-
ing interest in Islamic finance as a tool to increase financial inclu-
sion among Muslim populations (Mohieldin and others 2011).

The main issue relates to the fact that many Muslim-headed
households and micro, small, and medium enterprises may volun-
tarily exclude them- selves from formal financial markets because
of Shari‘a requirements. Islamic legal systems, among other charac-
teristics, prohibit predefined interest- bearing loans. They also re-
quire financial providers to share in the risks of the business
activities for which they provide financial services (profit and
loss sharing). Given these requirements, most conventional finan-
cial services are not relevant for religiously minded Muslim individu-
als and firms in need of financing.

But are these fears justified???
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Based on a 2010 Gallup poll, about 90 per-
cent of the adults residing in the Organization of Is-
lamic Cooperation (OIC) member countries con-
sider religion an important part of their dai-
ly lives (Crabtree 2010). This may help explain
why only about 25 percent of adults in OIC mem-
ber countries have an account in formal finan-
cial institutions, which is below the global aver-
age of about 50 percent. Also, while 18 percent
of non-Muslim adults in the world have for-
mal saving accounts, only 9 percent of Mus-
lim adults have these accounts (Demirgiic-
Kunt, Klap-  per, and Randall, forthcoming). More-
over, 4 percent of respondents without a formal ac-
count in non-OIC countries cite religious reasons
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Mote: Data on Indonesia do not include BRI Syariah (BRI's Islamic finance subsidiary) or Islamic cooperatives, for which reliable data were

Figure 8. Institutional Size, by Number of Active Clients
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for not having an account, compared with 7 per-
cent in OIC countries (table B1.4.1) and 12 per-
cent in the Middle East and North Africa.

For the second consecutive year, the Islamic Corporation for the Development of the
Private Sector ( ICD ), the private sector development arm of the Islamic Development
Bank (IDB), presents findings from the Islamic Finance Development Indicator, devel-
oped in collaboration with Thomson Reuters , the world's leading provider of intelligent
information for businesses and professionals.

The ICD - Thomson Reuters Islamic Finance Development Indicator (IFDI) is the only
numerical measure representing the overall health and development of the Islamic fi-
nance industry worldwide. It is an unbiased, multi-dimensional barometer that considers
the development of the Islamic finance industry beyond mere asset growth. The IFDI
measures five key components that combine to depict the bigger picture of the state of
Islamic finance in 92 countries: quantitative development, governance, social respon-
sibility, knowledge and awareness. The IFDI was first released at the Global Islamic
Economy Summit (GIES) in November 2013 and will be updated annually.

Today, ICD and Thomson Reuters released findings for the Awareness Indicator which
measures Islamic finance market awareness in 2013 by assessing three components:
conferences, seminars and news for 92 countries.

As a multilateral development institution, we have seen increasing interest from across
our member countries for enabling Islamic finance architecture. The first step towards
developing this architecture is enhancing the awareness of market participants and we
are heartened with the sustained increase in news, seminars and conferences for Islamic
finance. What is needed now for most of these emerging Islamic finance markets is to
translate interest into action through the development of a holistic Islamic financial ser-
vices framework that leads to a more inclusive financial system open for foreign direct
investment. The rise in conferences and seminars points to a much higher number of
delegates and participants reached worldwide

The number of Islamic finance conferences (>100 participants) worldwide surged by
41% to 107 in 2013 from 76 in 2012, with 36 countries hosting conferences compared
to 25 in 2012. Seminars (<100 participants) also increased by 17% to reach 124 in 2013
from 106 in 2012, with 35 countries hosting seminars compared to 30 in 2012. The much
higher growth in the number of conferences versus seminars - 41% v 17% - points to a
bigger demand for industry interaction and engagement in 2013.

Malaysia, UAE, UK attract most conferences, intensifies battle to be world’s Islamic
finance hub

In all, Malaysia played host to 22% of all conferences in 2013. The UAE comes in sec-
ond with 11 followed by the UK (8) and Bahrain (6). The top three align with the con-
tenders - Kuala Lumpur, Dubai and London - to be the world’s Islamic finance hub. Ma-
laysia also leads on the number of seminars (28), followed by UK (19) and Oman (10).
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Morocco and Tajikistan were noteworthy newcomers with four and three conferences respectively. Oman is
taking serious steps to develop its Islamic finance industry by spreading awareness across the country through
events such as seminars and conferences, and improved its ranking in the Top 10 for both.

New Non-Muslim countries host events, increasing recognition for Islamic finance outside the Muslim world

A clutch of new non-Muslim countries - Australia, Hong Kong, Philippines and Sri Lanka - join the UK as
Islamic finance gains visibility and recognition outside the Muslim world. The UK’s rise up the seminars sub-
indicator is mostly driven by its government’s ambition to become an Islamic finance hub, while Singapore,
another top global financial centre, joins the UK as the only other non-Muslim-majority country in the Confer-
ences Top 10 striving to increase its Islamic finance footprint.

Figure 9. Reasons for Not Having a Formal Financial Account (% Muslim Adults)
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Source: Findex. The top bar marked "Not encugh money to use (only)” reflects those respondents who only cited lack of funds as a reason for
not having a formal account as opposed to those who gave that response as an explanation to a related reason, such as “not enough maney
to pay for trarsportation to the nearest bank” or "not encugh money to afford transaction fees,” etc

Most of 2012’s top ten countries retained their dominance in 2013, with the top four ranked countries - UAE,
Malaysia, Saudi Arabia and Bahrain - remaining unchanged. In absolute numbers, Islamic finance news for 92
countries reached 14,500 in 2013. UAE is top for news focus, attracting almost 3,700 news reports. Malaysia
trails with 3,300. The top two sweep almost 40% of global news. UAE leads primarily because of the year-
long sustained media attention on Dubai’s plans to become the world’s capital of the Islamic economy; the
announcement was made in January 2013 and news climax was reached in November at the GIES, which was
also the highest point for Islamic finance news for the whole year. In Malaysia local press played an important
role in reporting the country’s developments, including big national news such as the introduction of the Is-
lamic Financial Services Act 2013 which came into effect in July.

There is a wide gap between the top two leaders and third-placed Saudi Arabia which only attracted a little
over 2,000 news pieces related to Islamic finance. For the other GCC countries exclusive country-level news
as well as regional news lifted their rankings. Oman especially had an active year as several Islamic windows
and banks started operations. This was followed by the conversion of a conventional insurance company to a
takaful company, and the Sultanate’s first-ever sukuk issuance in November.

UK topped European coverage. The country attracted a deluge of media focus when, as host for the World Is-
lamic Economic Forum (WIEF) in London in October, the British Prime Minister announced the government’s
plans to issue the West’s first sovereign sukuk.

It is a global level composite indicator with country and unit specific level indicators. The composite indicator
is released annually, featuring a full report detailing each country and unit specific level indicator and their
raw numbers.

Each indicator within the composite indicator’s constituents will be equally weighted and aggregated, i.e. all
variables are given the same weight. In addition, normalization is required prior to any data aggregation as the
variable indicators in a data set have different measurement units.

For the Country Composite Indicator level, country indicators are normalized to allow for meaningful com-
parisons over time for a given country and between countries. Various economic indicators (e.g. population
size) will be considered while measuring the health of the Islamic finance industry in each country.

Awareness Indicator is a weighted index of Islamic finance market awareness per country. It is measured by
assessing three components: conferences, seminars and news. Awareness rationale was driven due to a consis-
tent concern raised by professionals in the Islamic financial services industry that there is little awareness and
understanding of Islamic financial services by the general public. Awareness by consumers can lead to better
quality of services as consumers vote with their feet if the services offered are not up to par. If consumers have



a low level of awareness about Islamic financial services, they cannot determine the quality of the services being
offered, while the potential market base of customers interested about Islamic financial services will also be limited.

Muslim countries are far from uniform in terms of financial inclusion. For example, 34 per-
cent of the unbanked Afghan population cite religious reasons for not having an account in a for-
mal financial institution, while only 0.1 percent of Malaysians do so, although both coun-
tries have similarly high Gallup religiosity indexes (97 percent and 96 per- cent, respectively; see
the Statistical Appendix).a This can be traced to the extent to which Islamic financial institu-
tions are present in a given country. An analysis suggests that the size of Islamic assets per adult pop-
ulation is negatively correlated with the share of adults citing religious reasons for not having an
account (table B1.4.2). This correlation is particularly strong if one focuses on the group of OIC
countries and, even more, on those OIC countries that show a religiosity index exceeding 85 per-
cent.

Based on the Global Findex, for religious reasons, some 51 million adults in the OIC coun-
tries do not have accounts in a formal financial institution b.  Given that a majority of the OIC pop-
ulation lives in poverty, Islamic microfinance could be particularly attractive. For example, 49 per-
cent and 54 percent of adults in Algeria and Morocco, respectively, prefer to use Islam-
ic loans even if these loans are more

Within five years, these figures more than doubled, reaching 256 MFIs and 1.3 million ac-
tive clients (El-Zoghbi and Tarazi 2013). These figures are on the conservative side be-
cause they are based on data for 16 of the 57 OIC member countries (excluding econo-
mies such as the Islamic Republic of Iran, Malaysia, and Turkey, which have active Islamic fi-
nance industries). In short, the estimated unmet demand for Shari‘a- compliant financial products, in
con- junction with the rapid growth of Islamic MFIs, as well as the astonishing growth of the over-
all Islamic finance industry, all point to the growing attractiveness of Shari‘a-compliant financial prod-
ucts and the supply shortage of such products c.

Religiosity also has an impact on the access of firms to finance in OIC countries. The num-
ber of Islamic banks per 100,000 adults is negatively correlated with the proportion of firms iden-
tifying access to finance as a major constraint. The negative correlation is greater if one focus-
es on OIC countries and greater still if one focuses on a subset of OIC countries with a religios-
ity index above 85 percent (table B1.4.3). These findings, which are mainly driven by small firms (fig-
ure B1.4.1), suggest that increasing the number of Shari‘a-compliant financial institutions can make a
positive difference in the operations of small firms (0-20 employees) in Muslim- populated coun-
tries by reducing the access barriers to formal financial services.

Efforts to increase financial inclusion in jurisdictions with Muslim populations thus require sustain-
able mechanisms to provide Shari‘a-compliant financial services to all residents, especially the Mus-
lim poor, estimated at around 700 million people who are living on less than $2 per day. One ob-
stacle is the lack of transparency and the absence of a broadly accepted standard I zed process for
assessing the compliance of financial institutions with Shari‘a guidelines, which makes it diffi-
cult for many individuals to distinguish between financial institutions that are operating based on Shari‘a
specifications and institutions that are not. Another difficulty has been the lack of information and train-
ing on Islamic finance. For example, only about 48 percent of adults in Algeria, Egypt, Mo-
rocco, Tunisia, and the Republic of Yemen have heard about Islamic banks (Demirglig-Kunt, Klap-
per, and Randall, forthcoming). Finally, in their infancy and smaller in scale, Islamic financial prod-
ucts tend to be more expensive than their conventional counterparts, reducing their attractiveness.

There is much potential for Islamic finance to promote sustainable economic development through such approaches
as widening access to finance (including microfinance), financing infrastructure projects, and expanding the reach
of takaful (Islamic insurance).

The best opportunity for Islamic finance to contribute to sustainable development lies in:

SRR _ o
o _ o

Expanding takaful (insurance) I 5.13%




Contracts currently being used in Islamic finance are modified versions of classic nominate contracts
found in Islamic commercial jurisprudence. It is, however, pertinent to note that classic contracts — such
as those of sale and lease, which are widely used in Islamic commercial banking — were meant for
trading, and these have been modified for financing in the modern banking environment. But over time, the
practice of Islamic finance focused on Shari’a compliant debt at the micro (or transaction) level rather than
moving away from interest-bearing loans at the macro (or system-wide) level. He clarified that avoiding
interest-bearing loans does not automatically mean going for profit-and-loss-sharing arrangements. The
mainstream view in Islamic finance industry is that debt created through a credit sale or operating lease,
using the nominate contracts, does not fall within the scope of prohibition of riba.

Size and Composition of Industry

According to latest staistics data on domicile of Islamic banking assets show the following:
e lran: 38%

*  Saudi Arabia: 10%

*  Malaysia: 10%

*  United Arab Emirates: 7%

o Kuwait: 6%

e Qatar: 4%

»  Others: 25%

He also shared breakdown of Islamic finance assets by the different segments. The data highlighted the
fact that Islamic finance is best known for a fast pace of growth rather than size.

Reglon Banking Assats Sukuk Qutstanding Islamic Funds Assets Takaful Contributions
USS bin Share USSbin | Share USSs bin Share | US$bin Share |

Asla 192.30 15% 166.00 68% 19.30 26% 3.50 19%
GCC 490.30 38% 74.90 3% 35.90 49% 7.60 41%
GCC) |
Sub-Saharan N ' ;
Africa 20.60 2% 2.20 1% 1.60 2% . 0.20 1%
Others 62.20 5% 1.00 0% 16.70 23% 0.01 0%

Total 1,283.70 100% 245.30 100% TA.T0 100% 18.40 100%

Sources: IFSB, Islamic Financial Services Industry Stability Report 2014 (forthcoming, data provided by KFH Research).

Commenting on the divergence between theory and practice, experts say that Islamic finance is meant to
be inherently more ethical because of the sharing of risk by the contracting parties. In practice, however,
instead of risk sharing, which is best accomplished by investment contracts, most of the financing is debt
based.

Perhaps we are expecting too much from Islamic commercial banks, which currently account for most
Islamic finance assets. Islamic finance is not meant to be confined to commercial banking, and there is
more room for both existing and potentially innovative types of non-banking financial institutions. These
non-bank institutions should not take deposits at the retail level and offer financing based on genuine
risk—reward sharing to converge theory and practice.

If you take a purely legalistic view on Islamic finance, you can confine yourself to replicating commercial
finance for the sole pursuit of profit. But Islamic finance is faith-based finance, and many expect it to also
serve a social purpose and a role in sustainable economic development.

APPENDIX
Following are major Islamic bond issues in the global pipeline.

The Thomson Reuters Global Sukuk Index . TRUSDALL is at 113.99163 points, up from 113.54307 at the
end of last month and 109.78969 at the end of last year. The Thomson Reuters Investment Grade Sukuk
Index . TRUSDIG is at 111.52093 points, against 110.93472 at end-June and 107.28036 at the end of 2013.
PAKISTAN - The Pakistan government is looking to raise $1 billion from a U.S. dollar sukuk and plans
to finalise arrangers within two weeks, a finance ministry official said on July 22. The government has
shortlisted four banks and plans to launch the deal as early as September.



LUXEMBOURG - In early July, Luxembourg’s parliament
passed a bill that will allow the AAA-rated government to
issue its first sukuk later this year; the bill lets Luxembourg
securitise three government properties to back sukuk worth
200 million euros ($275 million).

SHARJAH - The emirate of Sharjah, part of the United
Arab Emirates, is planning its first foray into international
bond markets with a debut sukuk deal, bankers said in
July; it is rumoured to have appointed banks to manage the
transaction and could launch it as early as September.

HONG KONG - The Hong Kong government has
mandated HSBC, Standard Chartered, CIMB and National
Bank of Abu Dhabi for its first Islamic bond issue, sources
close to the deal said; it is expected to occur in September.
The sukuk are expected to be between $500 million and $1
billion and have a tenor of five years.

AQUASAR - Malaysia’s Aquasar Capital will open
bookbuilding on a multi-tranche, ringgit-denominated
sukuk in the week of July 6 via sole lead RHB Investment
Bank, bankers said; the issuer hopes to raise up to 1.5
billion ringgit ($468 million) for Sarawak State’s sewerage
system.

ADIRA DINAMIKA - Indonesia’s PT Adira Dinamika
Multi Finance ADMF.JK plans to raise at least 500 billion
rupiah ($42 million) with ringgit-denominated sukuk in
Malaysia by the end of the year, bankers said.

BUMI ARMADA - Four Malaysian banks are providing
a 1.5 billion ringgit unrated sukuk facility for Malaysian
oil field services firm Bumi Armada BUAB.KL, sources
said in late June. Terms are being finalised; the deal will be
privately placed.

K-ELECTRIC - Karachi-based utility K-Electric KELE.
KA plans to raise as much as 22 billion rupees ($223
million) through sukuk to refinance existing debt, the
company said in late June.

LIBYA - Libya’s central bank is proposing to issue Islamic
bonds to help fund the country’s budget and offset a loss
of oil revenues that could create a deficit of $25 billion this
year, a bank official said in June.

KENYA - Kenya plans to issue another international bond
and may consider a debut sukuk issue, the finance minister
said in late June, after a successful debut $2 billion
eurobond closed.

BANK MUAMALAT - Malaysia’s Bank Muamalat
BUKHCM.UL, a unit of sovereign fund Khazanah and
auto-to-property conglomerate DRB-Hicom Bhd DRBM.
KL, will raise up to 2 billion ringgit with Islamic bonds,
credit agency Malaysian Rating Corp said in late June.

DOGUS - Dogus Varlik Kiralama, an asset leasing
company, applied in late June to the Capital Markets
Board to issue Turkey’s first corporate Islamic bond. The
sukuk would be worth up to $400 million and sold in the
international markets.
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BAHRI - National Shipping Co of Saudi Arabia (Bahri)
4030.SE plans to arrange long-term sharia-compliant
financing in the next year to replace a bridge loan backing
its $1.3 billion acquisition of Saudi Aramco’s marine
unit, Bahri said in June. Banking sources prebiously told
Reuters Bahri was looking at a potential debut sukuk issue
to replace the bridge loan.

SOCIETE GENERALE - Societe Generale SOGN.PA
completed the roadshow for the first issue in its 1 billion
ringgit multi-currency sukuk programme in Malaysia, and
would decide on the size in days, the bank said on June 18.
In early July, banking sources said Societe Generale was
still seeking a window to launch.

IFC - The International Finance Corp, the World Bank’s
lender to the private sector, is considering a return to the
Islamic bond market, an IFC official said. A sukuk issue is
still in the early stages of discussion but would likely be in
the fiscal year starting in July 2014.

JORDAN - Jordan’s government is studying a proposal
to issue its first Islamic bond as early as next year,
possibly raising over $1 billion in multiple currencies,
but a preference for concessionary loans from aid donor
countries could hinder the plan, government sources said.

MALAYSIAN RESOURCES CORP - Malaysian
Resources Corp MYRS.KL, a local construction firm, said
on June 12 it would issue Islamic bonds to raise up to 680
million ringgit for land acquisitions and working capital.

AKTIF BANK - A special purpose vehicle of Turkish
lender Aktif Yatirim Bankasi [CALIKB.UL} said on June
6 it would issue up to 200 million lira ($96 million) of
sukuk. It did not give details.

RAS AL-KHAIMAH - The emirate of Ras al-Khaimah,
part of the UAE, has invited banks to pitch for arranger
roles on a potential dollar-denominated sukuk, sources said
in early June. A deal isn’t expected until at least the third
quarter of this year.

BOTM - Bank of Tokyo-Mitsubishi UFJ 8306.T said on
June 5 it was seeking to raise as much as $500 million
through a multi-currency Islamic bond programme in
Malaysia, becoming the first Japanese bank to use sukuk
for fund-raising.

UEM SUNRISE - Malaysian property developer UEM
Sunrise UMSB.KL has mandated CIMB and Maybank
to lead a potential issuance off a 2 billion ringgit sukuk
programme; bookbuilding is likely to kick off over the next
couple of weeks after the borrower and its leads sound out
investors, bankers said in early June.

BANGLADESH - The central bank is seeking to amend
rules on its existing sukuk programme to broaden its use
and allow for sovereign issuance by the government, a
central bank spokesman said in June.

BANK ISLAM - Malaysia’s Bank Islam plans to raise 1
billion ringgit by selling Islamic bonds to fund organic

www.giem.info 76



Ao St 2 slual 2. S Lae

growth as well as a potential acquisition in Indonesia,
two people involved told Reuters in early June. A 300
million ringgit Basel-1l1 compliant Tier 2 sukuk is
awaiting approval from the central bank and the Securities
Commission for issue in July.

AL OTHAIM - Saudi Arabia’s Al Othaim Real Estate
and Investment Co, owner of five shopping malls in the
kingdom, plans to issue its debut local currency sukuk as
early as in June, sources aware of the matter said at the start
of the month. The transaction is likely to be worth between
500 million and 1 billion riyals ($133-267 million), one of
the sources added.

INDONESIA - Indonesia mandated HSBC HSBA.L,
Standard Chartered STAN.L and CIMB Group CIMB.KL
to arrange a sovereign sukuk issue of up to $1.5 billion,
sources aware of the matter told Reuters on May 26.

AL BARAKA - Bahrain-based Al Baraka Banking Group
BARKA.BH said in mid-May that it was considering
issuing subordinated Islamic bonds through its South
African and Pakistani units to boost their regulatory capital.

TUNISIA - Tunisia will sell its first sovereign Islamic
bond in September after months of delays, raising $140
million, its finance minister said in mid-May. The ministry
had previously planned a $500 million sukuk and gave no
reason for the reduction in size.

IDB - The Islamic Development Bank plans to issue a
benchmark-sized sukuk around May next year, close in
size to a $1.5 billion, five-year sukuk which it issued in
February this year, president Ahmad Mohamed Ali said.

In February, a senior executive said the IDB also aimed to
issue its first short-term sukuk this year.

JEDDAH ECONOMIC CO - Saudi Arabia’s Jeddah
Economic Co said in mid-May it was in talks with local
banks to raise funds for the 14 billion riyal first phase
of its Kingdom City project. For part of the money, “we
are looking at the bonds and sukuk market but this will
need a structure in place, which we are working on,” chief
executive Mounib Hammoud said.

10l PROPERTIES - Kuala Lumpur-listed 101 Properties
IOIP.KL is considering an offer of Islamic bonds; it is
looking to raise up to 750 million ringgit off a 1.5 billion
ringgit sukuk programme, the company said in early May.

BANK MUSCAT - Bank Muscat BMAO.OM plans a
dual-currency U.S. dollar and rial sukuk issue worth
around $300 million that would be the first sukuk sale by
an Omani bank. The issue, which could carry tenors of
three to five years, would be part of a 500 million rial ($1.3
billion) sukuk programme which shareholders approved
in March, Sulaiman Al Harthy, group general manager of
Meethag, Bank Muscat’s Islamic operation, told Reuters
in early May.
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PELABURAN MARA - Malaysia’s Pelaburan MARA, the
investment arm of Majlis Amanah Rakyat, plans to issue
sukuk worth up to 1 billion ringgit this year or next to
finance its investments in the oil and gas and technology
sectors, group chief executive Nazim Rahman was quoted
as saying in April by The Edge Financial Daily.

HUA YANG - Malaysian property development firm Hua
Yang Bhd HUAY.KL said on April 29 it had won approval
from the securities commission to raise up to 250 million
ringgit with an Islamic bond programme.

GULF FINANCE HOUSE - Bahrain-based Gulf Finance
House GFHB.BH said on April 15 it had obtained
shareholder approval to issue sukuk or arrange new debt
facilities worth up to $500 million to restructure liabilities,
develop projects and fund possible acquisitions; no time
frame was given.

SABAH - Malaysia’s Sabah Credit Corp, a unit of the
Sabah state government, will raise up to 1.5 billion ringgit
in musharaka sukuk, RAM Ratings said on April 7.

OMAN - Omani central bank executive president Hamood
Sangour al-Zadjali said in March that the government
would probably make its first sovereign sukuk issue at the
end of this year.

FIRST GULF BANK - Abu Dhabi’s First Gulf Bank
FGB.AD, the third-largest bank by assets in the United
Arab Emirates, plans to raise up to 3.5 billion ringgit with
Islamic bonds in Malaysia, RAM Ratings said in March.

SOUTH AFRICA - The South African Treasury said in
February that it was confident of issuing its first sukuk in
the coming few months.

KILER REIT - Turkish real estate investment trust Kiler
GYO KLGYO.IS plans to issue a five-year sukuk worth
at least $100 million in the second half of this year, parent
company Kiler Holding’s chief financial Officer Kaan
Aytogu said in February.

BANK ASYA - Turkish Islamic lender Bank Asya ASYAB.
IS said in January that it was planning sukuk issues worth
$500 million and 800 million lira this year, dependent on
obtaining regulatory approval.

ACWA - Last December, Saudi Arabia-based water and
power project developer ACWA Power said it had raised
a 1.77 billion riyal Islamic loan from four local banks to
help finance investments including acquisitions and act as
a bridge to a sukuk issue in 2014.

ADB - The Asian Development Bank said in December
that it was considering an Islamic bond issue as early as
in 2014.
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