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FOREWORD

Islamic finance represents one of the quickest growing areas of finance in
the world. This area of finance is composed of practices which are
consistent with the beliefs of Islam — characterised by an emphasis on
socially responsible investment and the prohibition against what is called
“Riba” or usury — including any form of guaranteed interest on a loan.
The prohibition against interest conflicts directly with conventional banking
in Europe wherein a large portion of the financial system is based upon
interest earned from loans and provided for deposits. Therefore, Islamic
banking has had to develop mechanisms to allow interest income to be
replaced with cash flows from productive sources. These mechanisms
form the basis for Islamic finance.

The growing Muslim population in Europe — estimated today at over
14 million — means that there may be a significant portion of the
population for whom their religious beliefs make traditional European
financial practices inaccessible. In order to serve this portion of the
population, Islamic finance may be an important new avenue for
delivering financial services and addressing a market vacuum.

WSBI/ESBG's member banks decided to explore Islamic finance with the
objective of finding whether it may be a realistic option which could bring
benefits for WSBI/ESBG members, for the regions where they operate,
and for the growing Islamic population. The study that you are about to
read attempts to shed some light on this endeavour by providing general
information on Islamic finance and an analysis of the current situation
in Europe.




Once again, this study describes the current panorama of Islamic finance
for the attention of the members of WSBI/ESBG. It does not attempt to
provide a roadmap for the conversion of conventional banks into Islamic
ones. Neither does it attempt to judge which financial system is better or
worse. It simply aims to provide a closer examination of Islamic finance,
analysing objectively the opportunities and challenges that Islamic
finance can offer to savings and socially committed retail banks.

Chris De Noose
Managing Director WSBI/ESBG

October 2009




EXECUTIVE SUMMARY

The purpose of this study is to analyse and present the issues involved in
Islamic banking and finance, based on desk research. WSBI/ESBG aims to
bring members closer to the ongoing discussion on developing Islamic
banking services and the challenges and opportunities that the business
entails.

Spotlight on the market

This document provides an overview of the Islamic finance sector
worldwide, presenting first of all a brief analysis of the Islamic offer in the
Middle East and Africa. This is followed by an analysis of the development
of the Islamic finance in Europe and the U.S.

In the majority of European countries, supervisory authorities and finance
practitioners are not very familiar with the process by which Islamic
finance is introduced into a conventional system. Their financial regulatory
frameworks have not been adapted to allow the offering of Islamic
products and services. In Europe, the exception is the UK which is the
only country that has reformed laws to ensure that Shariah-compliant
products and services can be offered in the country. France is also
addressing the issue and since the end of 2007 several political initiatives
have been proposed to adjust the regulatory and legal framework to
enable Paris to become a major marketplace in Islamic finance. The Malta
Financial Services Authority is also monitoring developments in Islamic
finance and analysing opportunities for the Maltese financial system.
Luxembourg is a special case. It has not reformed its legal framework.
However, within the current framework, it is possible to offer some
Islamic products and services. Finally the United States regulators’
approach to Islamic banking is fairly ad hoc, with individual regulators
dealing with specific issues as they are presented.




Islamic banking and finance offer

Islamic banking products such as current accounts, deposits or mortgages
are quite easy to develop. They are based on a specific Islamic contract
which states the exact terms for making the financial transaction. In Islamic
finance, Sukuk (similar to bonds) and Takaful (insurance) are the most
extended Islamic products.

Unless a financial institution is prohibited for regulatory reasons from
doing so, any financial institution is permitted to offer Islamic investment
products. The challenge for them is how to leverage their banking
knowledge and expertise in developing products and services that fulfill
the requirements of their Islamic customer base while being compliant
with Islamic finance principles. In order to develop a successful Islamic
banking and finance offer financial institutions have to take important
decisions that will change the internal structure of the institution.
Additionally, they must follow the guidance of the international Islamic
supervisory authorities.

Opportunities and challenges

Islamic finance in Europe is a novel concept that some countries have
seen as an opportunity to attract capital from the Middle East. At the
same time it represents a chance to access a large new customer base of
around 12-15 million Muslims that live in Europe. However, financial
initiatives will not be successful if they are not accompanied by an
adapted regulatory framework. In addition, there are a number of other
issues surrounding Islamic finance. These issues include a lack of a
standard accounting system, inadequate Shariah expertise, a shortage of
professionals and unresolved internal ongoing discussions about the
legality of some product structures.

This research document aims to shed some light on the abovementioned
issues for the attention of the WSBI/ESBG members and the general
community of those interested in finance issues in Europe.




1. THE PRINCIPLES OF ISLAMIC
BANKING AND FINANCE

1.1.  Introduction

One of the basic tenants of Islamic law (or Shariah) related to finance is
the firm and clear prohibition against Riba or interest. Any risk-free or
guaranteed interest on a loan is considered to be usury. The prohibition
against Riba directly conflicts with conventional banking in Europe
wherein a large portion of the financial system is based upon interest
earned from loans and provided for deposits. Modern Islamic banking
has developed mechanisms to allow interest income to be replaced with
cash flows from productive sources. These mechanisms form the basis for
Islamic finance.

Modern Islamic finance has existed internationally since the 1970s and
has witnessed significant growth in the last three decades. According to
the International Monetary Fund (IMF), it has risen from one institution in
one country in 1975 to more than 300 institutions operating in more
than 75 countries in 2008. The annual growth rate of assets estimated
by the United Nations is between 15-20%. Islamic banking assets were
calculated at USD 750 billion worldwide in 2007 and current forecasts
indicate that this number will reach USD 1,000 billion by 2010.
Similarly, there are about 200 Shariah-compliant mutual funds available
in the market, with accumulated assets under management of about
USD 250-300 billion." Islamic finance growth has become particularly
visible since 2000 mainly due to the evolution of oil prices and the
massive repatriation of capital to the Persian Gulf region from Muslim
countries around the world after the attacks of September 11, 2001.

1 Cihak, Martin and Hesse 2008a.




In some countries, such as Iran and Pakistan, Islamic banks are the only
mainstream financial institutions.2 In others, Islamic institutions exist
alongside conventional banking institutions. Historically, the Persian Gulf
region and Southeast Asia, led by Malaysia, have been the major centres
for this type of finance system. In recent years, Shariah-compliant
financing has expanded into Africa, particularly Sudan. Support for
Islamic finance varies in the New Middle East.3 In some countries, such as
Libya and Morocco, Islamic banks are considered by some to be tied to
Islamic political parties and consequently have been refused licenses.
Other countries — including Jordan, Tunisia and the Sudan — have been
receptive to Islamic finance, viewing Islamic financial products as an
opportunity to create capital and foster economic development.

Islamic finance is growing in Europe and in the United States. In August
2004, the United Kingdom’s Financial Services Authority (FSA) approved
a banking license for the Islamic Bank of Britain (IBB), the country’s first
Islamic bank. The IBB's main objective is to serve the consumer market
with Shariah-compliant products.* In March 2006, the FSA licensed
the European Islamic Investment Bank as the United Kingdom’s first
independent bank for Shariah-compliant investment opportunities.
However, in the rest of Europe, there are not many local actors providing
Islamic banking services, particularly within retail banking.

The majority of European banks involved in Islamic finance offer mainly
investment products and services through subsidiaries established in the
UK or in the Middle East. Within retail banking, some British banks offer
products and services in the domestic market, presumably due to the fact
that it is so far the only country in Europe where the financial services
regulator adapted the supervisory framework to allow an offer of
Sharia-compliant financial products and services. In December 2008
France made the first reform of its fiscal framework to allow the offer of
products based in a Murabaha contract and Sukuks. (Refer to Section 2.3
for more information).

2 lllias 2008; Chiu, Newberger and Paulson 2005.

3 The New Middle East (also known as "The Greater Middle East") is a political term to
englobe together encompass various countries, pertaining connected to the Arab world
including, Iran, Turkey, Afghanistan and Pakistan. Various Central Asian countries and the
countries from the lower Caucasus (Azerbaijan, Armenia, and Georgia) as well as Cyprus
and Greece are sometimes also included. The term may be used to denote areas with
significant Muslim majorities, but this usage is not universal.

4 Further information about the IBB, see www.islamic-bank.com.




In the United States, financial institutions providing Islamic products and
services largely concentrate on personal home mortgages. Since 2005,
the Federal National Mortgage Association (Fannie Mae) and the Federal
Home Mortgage Corporation (Freddie Mac) purchased Shariah-compliant
mortgage contracts from financial intermediaries, allowing providers to
originate further mortgages. In 2007 and until the U.S. Federal Government
placed the two government sponsored enterprises into “conservatorship®”,
Fannie Mae and Freddie Mac reportedly purchased more than USD 250
million in Islamic home loans combined, a small but notable fraction
of the enterprise’s USD 1.77 trillion in business activities. Other forms of
Shariah-compliant services are offered in the U.S. as well. (Refer to
Section 2.3 for more information).

Islamic finance may be an attractive option for investors as conventional
finance faces challenges due to the U.S. subprime lending crisis and
recession concerns.® Islamic banks have avoided much of the damage
from the subprime mortgage crisis by following strict Islamic principles.
However, the sector has potential problems of its own, which may be
tested during 2009 with the slowing of the world economy and the
possible end of the real estate boom in the Persian Gulf. It is not clear
whether some of the elements of the Islamic structure have legal force.
Several debates are ongoing about the legality of the Musharakah
contracts (a type of investment vehicle for accounts) and Sukuk’s
structures (similar to a “bond” in conventional banking, but involving
actual ownership) — which are explained more fully later in the text.
These facts represents real challenges for the future of Islamic finance.”

1.2. The principles and sources of Islamic law

Islamic banking and finance typically refers to those financial activities
that are compliant with the rules of Islamic law known as Shariah, as well
as other jurisprudence known as Fatwa.

5 Conservatorship is a legal concept to be found in the law of many states of the US,
whereby an entity is established by court order, or in the case of regulated business
enterprises, via statutory or regulatory authority, that some property, person or entity be
subject to the legal control of another person or entity, known as a conservator.

6 Apps 2008, Joyner 2008.

7 Stanton 2008.




The basis of Shariah related to finance which has a fundamental impact
on banking and investments is the firm and clear prohibition against Riba
or interest. Any risk-free or guaranteed interest on a loan is considered to
be usury. Modern Islamic banking has developed mechanisms to allow
interest income to be replaced with cash flows from productive sources.

Other prohibitions of the Islamic law which affect finance include Gharar
(uncertainty), and Maisar (gambling and dealing in unlawful goods or
services). Islamic institutions should therefore structure their products and
processes to ensure these prohibitions are not violated.

Islamic law is based on primary sources (such as the Quran) and various
secondary sources. The secondary sources may differ depending on
the school of thought that formulates a specific piece of law. Annex 1:
“Sources of Shariah and the Schools of Thought” provides a brief overview
on the different sources and schools of thought of Islamic law.

The two largest schools of thought are the Sunni and the Shia. While the
Sunni group comprises the majority of Muslims, the exact percentage of
the world's Muslim population that adheres to the various Shia Schools
is difficult to estimate. However, some studies have been done on the
subject, as shown in Annex 2: “Demographic Distribution of Islamic Schools
of Thought”.

1.3.  Shariah-compliant financial products
1.3.1. Islamic contracts

All Islamic financial transactions are based on an Islamic contract. The
most popular are “Musharakah” which is a partnership where all
partners contribute and pool their resources together to run a business,
and “Murabaha”, which is a contract where a financial institution buys
an asset and resells it to the client at a higher price on a “cost + mark
up” basis. Annex 3: “Islamic Contracts” provides a list and outlines the
basic contract types.




1.3.2. Islamic retail banking products

i) Islamic current accounts® are virtually the same as current accounts
in all conventional banks. Certain amounts of deposits are guaranteed.
The majority of the Islamic current accounts follow the principle of Qard
Hassan which is a free of profit loan. Basically, this means that the current
account is a loan to the bank, which is used by the bank for investment
and other purposes. Clearly, this loan has to be paid back to the client, in
full, on demand. Additionally the bank does not invest the money in
activities that contravene Shariah principles. Like any Islamic product, the
transactions have to be approved by a Shariah Supervisory Committee.

Normally, the current account is offered with a chequebook and multi-
functional bank card allowing the client to withdraw and spend money
at his/her convenience.

ii) Islamic ordinary savings accounts do not offer clients interest on
their funds deposited at the bank. The most popular kind of Islamic
savings account is operated under Mudaraba principles. The basic
concept is that the bank places the client’s funds in its pool of Islamic
Shariah-compliant assets. The return that the bank obtains from these
assets is shared between the client and the bank. Return is calculated
based upon the average monthly balance maintained in the client
account. Hence the more the client saves, the higher the return earned
by the client. Instead of money, the client can receive the return in the
form of gifts, vouchers or donations made in the name of the client.

In Malaysia, an Islamic savings account is normally operated under the
Wadiah (rather than Mudharabah) principle. Under this concept, a client
deposits his/her money for safe keeping, and the bank acts as a trustee.
There are two types of Wadiah contract. The first is “Wadiah Yad
Amanah - Trustee Safe Custody” — a contract wherein a bank acts as
a custodian of client assets. A bank cannot use these assets as they are
for safekeeping (e.g. jewellery). The second is “Wadliah Yad Dhamanah -
Guaranteed Safe Custody” wherein a bank’s duty is to protect clients
assets but it can use them until they are withdrawn by the owner.
The predominant asset item in this case is money/cash deposited by
clients. Since the amount deposited cannot be physically identified by a
specific client, the cash amounts received (from all depositors) are pooled
and a bank can utilize them for business purposes.

8 Taken mostly from Gafoor 2005.




In both cases, a bank guarantees depositors their money back and
does not promise any return on their deposits. However, a bank may
— at its discretion — reward depositors with ‘hibah®’ from profits earned
in utilizing customers deposits.

At the same time, there are cases where banks accept deposits based on
Mudharabah (investment) principles. In this instance, all investments
must be Shariah-compliant.

In the UK, the most common features and benefits of an Islamic savings
account are:

m No penalties and no notice required to make a withdrawal from the
savings account.

m No limit on the number of withdrawals clients can make in any month
— subject to sufficient funds availability in the account.

m The money is invested ethically (i.e. following Islamic principles) and
funds are never used to invest in non-Shariah-compliant businesses.'°

iii) Islamic fixed deposits are usually offered based on the Mudaraba
concept. In this principle, depositors provide the capital for investments
and a bank acts as a “mudharib” — an entrepreneur with investment skills
and expertise. Depositors are not allowed to be involved in making the
investment decisions.

Profit Sharing Ratios are predetermined and agreed with depositors and
can vary according to criteria determined by the bank.

In case of a loss on an investment, the customer bears all the losses and
the bank (mudharib) will not get anything for the services rendered.

9 Hibah is a monetary gift given in the form of a dividend at the sole discretion of the bank.

10 Shariah-compliant products must fulfill 6 criteria:-1. It must exist; 2. It must be halal (non
halal items — pigs and dogs & their products, carcass, intoxicating drinks, blood, vomit,
faeces/urine); 3. It must have use according to Shariah (must not be too little to be of use,
must not distract from remembering Allah, must not be used to propogate haram activities
such as gambling and riba); 4. It must be owned by the seller.; 5. It must be capable of
being delivered and free from encumbrances; 6.1t must be real, known and specific by
address, description or specification.




The detailed operation of these fixed deposit accounts is described
as follows:

m The bank accepts deposits from its customers who are looking for
investment opportunities for their funds in the form of general
investment accounts based on the principle of Mudaraba.

m The deposits must be held for a specified period of time.

m The bank acts in this case as the “entrepreneur” and the customers as
the “provider of capital”. Both agree on how to distribute any returns
generated by the bank from the investment of the funds.

m Inthe event of a loss on the investment, the customer bears all the loss.

m The customer does not participate in the management of the investment
of the funds.

iv) Islamic credit cards: an Islamic credit card holder does not pay
interest on outstanding debt. The cardholder pays an upfront fee which
represents a part of the total payment and through this mechanism it is
possible to rollover the outstanding debt balance to the next payment
cycle. Some Islamic banks return a part of the upfront fee to an Islamic
card holder if the credit is repaid in time.

The Islamic credit card is based on the principle of Al Bai Bithaman Ajil
(BBA) (deferred payment sale). In other words, the bank issues an interest-
free and penalty free credit card. As goods are purchased using this credit
card, the bank makes the transaction on behalf of the customer and
simultaneously sells it back to the customer. This credit is payable over a
deferred period through installments within a certain time frame.

However, the BBA principle is sometimes criticized as a two-party
transaction that tries to circumvent Riba. This is because the financing of
the credit amount is normally done based on the bank selling a part of its
assets (based on “cost + margin”). Instead of paying cash to the credit
card holder, s/he is given ‘an overdraft’ facility which can be utilised when
paying using the card.!’

Several banks are doing away with this concept and are using Tawarruq
(Commodity Murabaha) and ljara instead. In Tawarrug, the relationship
between the issuer (a bank) and borrower (credit card holder) is developed
based on actual sale and purchase of a tangible asset through a third party.

11 Bhattacharya 2007.




ljarah is a new principle used where a bank grants financing (the credit
limit) to the holder with an agreed predetermined profit. The holder will
then pay the bank a fee for utilizing the facility. This fee is calculated
based on the total profit amount due (based on the credit limit) minus the
percentages of the unutilised amount.

The most common features of an Islamic credit card in the UK are:

m A small fee may be charged annually for the credit card.

m Customers may enjoy the value-added benefits of conventional credit
cards e.g. bonus points, gifts, shopping discounts, travel cheques etc.

m Customers may need to have some kind of collateral that has been
agreed upon in advance with the financial institution.

m A credit limit will be based on the customer’s collateral value.

® [t may be possible to obtain general Takaful (insurance) coverage.

m Some banks may provide other services such as Zakah (welfare
contribution) payment via this credit card.

m It may be possible to apply for a supplementary card.

v) Islamic Mortgages: The most characteristic feature of an Islamic
Mortgage is that instead of lending to Muslim businesses and families
for property purchase, mortgage providers buy the property and re-sell it
to them in instalments for a higher price.

The concept of interest-free housing finance is still unknown in the
conventional financial system. Thus the term “mortgage” is used here in
the sense of collateral and the title to the property is in the name of those
that provide the funds (i.e. the banks).

Most Islamic mortgages are carried out using the ljara, Musharaka or
Murabaha models:

m ljara Mortgages

Anormal ljara mortgage is a type of 'lease to own' contract. The potential
purchaser finds a property that s/he would like to buy and then agrees
a price with the vendor. The purchaser's Islamic mortgage provider
then negotiates a 'Promise to Purchase' agreement with the client and
purchases the property at the agreed upon price on behalf of the
client. Coupled with the 'Promise to Purchase' agreement is a lease
agreement that defines the occupancy rights for the property.




The Islamic mortgage provider's client (i.e. the purchaser in normal
parlance) makes regular repayments to the financial institution that
incorporates two elements:

- payment of rent

- partial repayment of capital.

When the purchase price has been paid back in full, rental payments
cease and title to the property is passed from the financial institution
to the occupier. By structuring the mortgage in this way, payment of
interest is avoided and Shariah law is not infringed by either party.

Musharaka Mortgages

A variant on the ljara mortgage is the Musharaka shared ownership
mortgage. As with an ljara mortgage, the prospective homeowner
locates a property that s/he would like to acquire and agrees upon a
price with the seller. The Islamic mortgage provider then purchases
the property on behalf of the client. Under a Musharaka agreement,
the client's first capital repayment (as part of the regular monthly
repayments) to the Islamic mortgage provider becomes their first share
(albeit small) in the property. As repayments continue, the proportion
of the property owned by the client increases over the mortgage term.
After the mortgage has been repaid in full, total ownership of the
property passes to the client.

In a similar manner to an ljara mortgage, a Musharaka mortgage
alleviates the requirement for interest to be paid, thus remaining
compliant with Shariah law.

Murabaha Mortgages

With a Murabaha mortgage, the would-be buyer locates a property that
s/he would like to purchase and agrees upon a price with the vendor
— as they would for an ljara or Musharaka mortgage. The Islamic
mortgage provider then purchases the property on the client’s behalf.
Once this property purchase has been completed, the financial
institution sells the property to their client at a higher price (at the
initial cost price plus the agreed upon profit).




The following criteria are used when calculating the higher price that

the homeowners must pay and hence the monthly repayments that

they will be required to make throughout the mortgage term:

- the balance owed on the property after the client’s original down
payment (usually around 20%)

- the length of the Murabaha mortgage term;

- the size of the financial institution’s agreed return (i.e. expected
return on investment over the mortgage term)

1.4. Islamic Microfinance

Microfinance is considered a very effective development tool that can be
adapted to the local needs of low-income people to help them engage in
productive activities in every environment. It is estimated that 72% of
people living in Muslim-majority countries do not use formal financial
services.!? For example in Indonesia,’® 94% of the estimated potential
customers for microfinance have borrowing needs. However only 35%
of potential customers borrow from banks, including Islamic banks.
Micro enterprises and SMEs normally borrow from friends, relatives
and quasi-financial institutions. In Yemen,' according to the Al-Amal
Microfinance Bank, most of the payment activity for small and micro
business is conducted outside the formal financial sector.

In Malaysia, Islamic Microfinancing is provided under the concept of BBA
and Murabahah. Under the BBA concepts, financing is given directly to
the client and a bank has nothing to do with what he does after that.
The amount given to a client is based on ‘sale and deferred payment’
method.

However, under the Murabahah concept, a bank buys what a client wants
to buy directly from the supplier and sells it back to the client on the “cost
+ profit” basis. The client will then pay back the bank in installments.

12 Honohon (2007). The study also finds that in the Islamic Development Bank’'s 56 member
countries, only 28% of the adult population uses formal or semi-formal financial
intermediaries, whether through deposit accounts or borrowing. This percentage includes
non-Muslims living in such countries.

13 Karim 2008.

14 Al-Lai 2008.




Some studies carried out on Islamic microfinance reveal the following
common features'® among the current Islamic microfinance products
and services:

m The supply of Islamic microfinance is very concentrated in a few
countries, with three top countries — Indonesia, Bangladesh and
Afghanistan - accounting for 80% of global demand. However, Islamic
microfinance is also strong in other countries such as Jordan, Algeria,
Syria and Yemen.

®m In all Muslim countries, Islamic microfinance still accounts for a very
small portion of the country’s total microfinance outreach.

m The most popular types of Islamic microfinance products follow either
Muradaha (over 70% of the products offered), ljarah, Musharaka or
Mudaraba contracts.

m For most countries, the average Islamic microloan amount is similar to
conventional microloans.

m Like conventional microfinance, Islamic microfinance tends to focus on
female clients.

B Among the institutions that offer Islamic microfinance products, NGOs
are the dominant players followed by rural banks and commercial banks.

m There is no evidence of Islamic microfinance in Europe or in the U.S.

Islamic microfinance could potentially expand access to finance to an
unprecedented level throughout Muslim countries. However, the industry
has yet to demonstrate it can provide financial services that meet the
needs of poor people on a large scale. A deeper base of market research
and proven business models are very much needed.

1.5. Islamic finance: Sukuk and Takaful

i) Sukuk is a financial certificate but can be seen as an Islamic equivalent
of a bond.’® However, fixed-income, interest-bearing bonds are not
permissible under Islamic law. Hence, Sukuk are securities that comply
with Shariah law and its investment principles, which prohibit the
charging or paying of interest. Sukuk may be issued on existing as well as
specific assets that may become available at a future date.

15 Karim, Tarazi and Reille 2008: includes 2007 GCAP survey results on Islamic Microfinance,
collecting information on over 125 institutions and contacting experts from 19 Muslim countries.

16 Wilson 2004; See also, Tarig 2004 and Tariq and Dar 2007.



The international financial crisis has affected the sustained growth of the
Sukuk market. The volume of Sukuk issued in 2008 was reduced by 62 %,
from USD 37 billion in 2007 to USD 13.8 billion in 2008. However, the
Sukuk market is not connected with subprime mortgages or with interest
rates because Sukuk is backed by real assets and as such avoids the
securitization chains as in collateralized debt obligations (CDOs) that have
other CDOs or asset-backed security (ABS) products. The main financial
maketplaces of Sukuk are in Dubai and London, followed in Europe
by Luxembourg and Frankfurt. The Sukuk secondary market has an
important lack of liquidity, mainly because the majority of securities are
due upon their maturity.

Figure 1: Worldwide Issuances of Sukuk

Issues of Sukuk (in $ billion)

2001 2002 2003 2004 2005 2006 2007 2008

Source: ESBG elaboration based on Bloomberg (2009) data.
The essential concepts of a Sukuk are:

m transparency and clarity of rights and obligations;

m income from securities must be related to the purpose for which the
funding is used; and

m securities should be backed by real underlying assets, and not simply
paper derivatives.




The majority of Islamic financial institutions and their Shariah committees
agreed on the following compliance rules for a Sukuk:

m Any collection of assets can be represented in a bond and

m This bond can be sold at a market price provided that the composition
of the group of assets, represented by the security, consists of a majority
of physical assets and financial rights."”

A Sukuk can be structured according to different techniques. While a
conventional bond is a promise to repay a loan, a Sukuk represents partial

ownership in an asset (Sukuk ljara) or in a project.

Annex 4 explains how to structure a Sukuk ljara and Sukuk Istisna.

Sukuk ljara can be seen as similar to conventional leasing.

Table 1: A Sukuk vs. Conventional Bonds

Parameter

Islamic

Conventional

The Issuer

A Sukuk issuer shall be
engaged in business activities
which are permissible

under Shariah

An issuer of conventional bonds
is not limited in its business
activities

Investor Base

Sukuk issues enjoy a wider
investor base from both sets
of investors — Islamic (Islamic
banks, takaful companies,
Islamic asset management
companies) & conventional

Conventional bonds can only tap
the conventional bond investors

Administrative Cost

Additional fees: legal and
Shariah advisory fee

No additional administrative costs
associated with conventional
bond issues

Financing Cost

A larger pool of Sukuk
investors creates more demand,
hence may help to achieve
slightly more competitive
pricing (Malaysia's experience)

A comparatively smaller pool of
conventional bond investors will
mean that there is less demand
for the paper

Source: HSBC Amanah 2008

17 Kahf 1997.




Finally, it is necessary to remark that there is an on-going debate about
the appropriate structure for a Sukuk. This sector is the fastest growing
one on the global Islamic capital market. The Accounting and Auditing
Organisation for Islamic Financial Institutions (AAOIFI) has provided some
recommendations related to the correct elements of Sukuk, which are
compiled in Annex 5: Sukuk Debate.

ii) Takaful (Islamic Insurance). The first Islamic insurance companies
were established in Sudan in 1979 and in Malaysia in the early 1990s.
Although the market is relatively new, it has grown at 20% per year
thanks to the dynamism of overall Islamic finance, which has provided the
necessary tools and support for its development.

Table 2: Takaful companies worlwide

No. Takaful In process of
Region companies establishment Total
Middle East 41 16 57
Africa 19 2 21
Asia-Pacific 40 1 4
Rest of the world 24 1 25
Total 124 20 144

Source: ESBG's elaboration, based on data from Banque & Stratégie (2008)

Takaful is an alternative form of coverage that a Muslim can take to
guard against the risk of loss due to misfortune. Takaful is based on the
idea that what is uncertain with respect to an individual may cease to be
uncertain with respect to a very large number of similar individuals.
Insurance by combining the risks of many people enables each individual
to enjoy the advantage provided by the law of large numbers.

The Takaful system is based on mutual co-operation, responsibility,
assurance, protection and assistance between groups of participants. It is a
form of mutual insurance. Theoretically, Takaful is perceived as a cooperative
insurance, where members contribute a certain sum of money to a
common pool.




The essential concepts of Takaful are as follows:

m Policyholders co-operate among themselves for their common good.

m Every policyholder pays his subscription to help those that need
assistance.

m Losses are divided and liabilities spread according to the community
pooling system.

m Uncertainty is eliminated in respect of subscription and compensation.

m The system does not derive advantage at the cost of others.

There are three models and several variations on how Takaful can be
implemented: a Mudarabah model, a Wakalah model or a combination
of both. The most common is the Mudarabah contract. By this principle,
the entrepreneur or Mudharib (Takaful operator) accepts payment of
the Takaful installments or Takaful contributions (premiums) termed as
Ra's-ul-Mal from investors or providers of capital or funds (Takaful
participants) acting as Sahib-ul-Mal.

The contract specifies how the return from the operations of Takaful
managed by the Takaful operator is to be shared, in accordance with the
principle of Mudarabah, between the participants as the providers of
capital and the Takaful operator as the entrepreneur. The sharing of such
profit may be in a ratio 50:50, 60:40, 70:30, etc. as mutually agreed
upon between the contracting parties.

It is interesting to point out that a Takaful contract incorporates the concept
of Tabarru. In essence, Tabarru would enable the participants to give up
a certain proportion of his/her Takaful contributions. These contributions
are dedicated to fulfil the participant obligation of mutual help and joint
guarantee in the case where any of his/her fellow participants suffer a
loss. The objective is to eliminate uncertainty and gambling elements
which are inherent in insurance contracts.

Annex 6 compiles further information regarding other Islamic financial
products, including: equity funds, private equity funds, structured products
and hedge funds.







2. ISLAMIC BANKING
STRUCTURES WITHIN
THE CONVENTIONAL
BANKING SYSTEM

2.1. Application of the Shariah law to finance

The first measure that a financial institution wishing to offer Islamic products
must undertake is to appoint a Shariah Board or at least a Shariah
counsellor. This initial step is crucial for the future Islamic operations of
the financial institution, either through a subsidiary company or through
a separate business unit. The powers of the Shariah Board differ from one
Islamic financial institution to another, but the objective of complying
with Islamic law for the offer of financial products is common to all
Islamic financial institutions. Islamic banking can not be conducted
without the guidance and assistance of Shariah scholars.

The Shariah Board members must have an understanding of Shariah rules
accompanied by a reasonable knowledge of the business environment,
the nature of investments, the client base, investor tastes and the culture
in which business is being run. They also need to be trained in business
practices. In this way, the Shariah Board will help to minimize Shariah
risks. These risks emerge when some terms agreed upon in a contract
do not effectively comply with Islamic law and thus are not valid under
Islamic principles. As a consequence, the contract could be declared entirely
or partially void in a Shariah court. In practice, the Shariah Board examines
each new product or transaction and, if satisfied it is Shariah-compliant,
it issues an approval.

One of the most important challenges for Shariah Boards is to satisfy
customer expectations with products and services that are Shariah-
compliant. This is a complex task mainly because there is not a common
codification of Shariah rules for finance, which has created some
confusion in the minds of customers. For this reason, Shariah scholars will
need to change their existing practices and work together to face the
challenges of interpretating Shariah rules.




2.2. Introducing Islamic banks into conventional
banking systems

Islamic financial institutions can be divided into two types:

1. Those institutions whose entire business is conducted in compliance
with the Shariah law and are full Islamic financial institutions;

2. Those institutions that offer Shariah compliant products and/or services,
but whose business is not conducted in compliance with the Islamic
law and are ‘conventional’ financial institutions.

2.2.1. Islamic window structures

An increasing number of commercial banks around the world are
considering the possibility of offering Islamic financial products. At first,
a commercial bank may only want to probe the potential of this market,
and thus may be interested in launching a pilot project. The bank can
take advantage of its existing branch network to open an ‘Islamic window’,
through which it can reach potential new customers.

An Islamic window is simply a special facility offered by conventional
banks to provide services to Muslims who wish to have an Islamic
banking service. At the inception of the Islamic service, the products
typically offered are deposits on the liability side of the bank and Islamic
trade-finance products for small and medium sized companies on the
asset side of the bank.'®

Where it is necessary to deal with sources of capital, many Shariah Boards
have recognised that it is acceptable for financial institutions to ‘cleanse’
these sources by donating the proportion of the funds derived from non-
Shariah-compliant sources to charity. This is despite the fact that, under
the equivalent secular law principles, only a portion of these funds may be
“cleansed” in this way. This process of cleansing funds has been approved
by the Accounting and Auditing Organisation for Islamic Financial Institutions
(AAOQIFI) in its Shariah Standard on Conversion of a Conventional Bank to
an Islamic Bank." In order to ensure compliance with Islamic principles,
conventional banks wishing to offer Islamic products must guarantee and
publicise that the sources of capital devoted to conventional activities will
not be mixed with those destined for Islamic activities.2°

18 Sole 2007.
19 Motaleb 2008.
20 Sundararajan and Errico 2002.




Other ways of separating Shariah-compliant and non-Shariah-compliant
business have been guided by best practice guidelines published by
other industry bodies such as the Islamic Financial Services Board (IFSB).
At the same time, a number of financial services regulators (mainly
the Governors of central banks of Saudi Arabia, Sudan, Qatar, Bahrain,
Indonesia and Malaysia) are beginning to introduce formal regulatory
rules on the subject.

As the activities of the Islamic window expand, a bank may consider fully
segregating the window into a separate subsidiary. The use of Islamic
windows as a take-off platform for moving into the Islamic financial
industry has been a more common practice in South East Asia and
Western countries than in the Middle East, where the tendency has been
to establish stand-alone Islamic banks.

m Possibility of offering Islamic funds

Any financial institution is permitted to offer Islamic investment
products, unless it is prohibited from doing so for regulatory reasons.
A non-Islamic bank or a non-Muslim can engage in trading or investing
in a Shariah compliant manner. A conventional financial institution in
London or New York is permitted, therefore, to promote an Islamic
private equity fund that caters to the needs of its Muslim investors.
In many instances, this does not require the creation of an independent
subsidiary. Typically, a separate department within an institution can
develop and offer Shariah compliant products.

2.2.2. Establishing an Islamic bank

Once a conventional bank has operated an Islamic window for some time
and has gathered a sizeable customer base for its Islamic activities, it may
decide to establish an Islamic subsidiary, or even convert into a fully-
fledged Islamic bank. By following either of these two routes, the bank
may benefit from economies of scale and concentration of knowledge
and expertise. The bank will be able to offer, under one roof, a wider
range of Shariah-compliant banking products than through the Islamic
window alone.




The advantage of opening a subsidiary over a full conversion is that, with
the former, the parent bank may continue servicing its conventional
customers, while the subsidiary expands its Islamic activities in clear
separation from the conventional business. Normally, in the case of
Islamic windows, the treasury department of the parent bank is typically
in charge of managing the liquidity requirements of the bank as a whole,
which poses the threat of mixing conventional and Islamic funds. On the
other hand, a full conversion signals the bank’s firm commitment to
operate under Shariah principles, thus enhancing its credibility.

Although it does not seem to be a widespread concern within the
industry, it must be mentioned that some Shariah scholars have raised
concerns regarding the legitimacy of establishing Islamic subsidiaries or
banks using capital from conventional banks.?! The concern arises because
it is not guaranteed that the funds provided by the parent bank will
originate from Islamic compliant sources. Hence, the subsidiary’s initial
capital may be unacceptable from an Islamic point of view. Although there
is an ongoing debate over this matter, one of the proposed solutions is to
allow the formation of the new Islamic institution, if it commits to making
future charitable donations as a way to purify the original funds.

Be that as it may, the transition from a conventional to an Islamic bank
also presents operational challenges, as a number of items in the
conventional bank’s existing balance sheet are tied to interest-bearing
transactions. The financial institution must ensure that all the items on its
balance sheet are compatible with the Shariah. Probably, it will be
necessary to transform all of its loans and deposits into non-interest
bear