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ABSTRACT

This research aims to present a library-based study of the current
institutional sharia governance and main national supervision frameworks in
selected Muslim countries, namely, the Kingdom of Bahrain, the United
Arab Emirates (Dubai), the State of Kuwait, the Sultanate of Oman, and the
Federation of Malaysia.

Analysing and comparing diverse practices of important aspects of sharia
governance and supervision, the study argues that the existence of a
comprehensive framework for sharia assurance is essential at both
institutional and national levels. it argues that the current institutional sharia
governance and national sharia supervision, relying on internal tools, does
not provide customers with sufficient compliance assurance of the financial
institution and its activities with sharia. Instead, it potentially raises serious
governance issues and operational concerns, mainly resulting from the
shortage of sharia scholars the scope of sharia-compliance supervision,
the concept and use of external auditors, independence and conflicts of
interest, the legal status of the SSB and its pronouncements, and the
accountability of the SSB.

Further, the thesis underlines and discusses the efficacy of a number of
practical solutions at institutional, national and international levels. These
represent intemal and external measures for sharia governance and
supervision, mainly the segregation of roles of sharia scholars, the
emergence of sharia consultancies, a global professional body for sharia
scholars, the establishment of an international Sharia rating system, and the
emerging trend of centralisation.

In evaluation of the proposed solutions, the thesis notes and promotes the
growing trend of centralisation of sharia governance and supervision at the
national level, which is believed to help in minimizing the main concerns
underlined. Nonetheless, it remains to be seen which emerging model of
central sharia authority in the selected Muslim countries would prove to be
more efficient in this regard.
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CHAPTER ONE: INTRODUCTION TO THE RESEARCH



1.0 INTRODUCTION

Our modern lifestyle demands involvement with bankers, who currently play a
variety of roles and engage in many activities. It has become almost impossible
to carry out any sort of commercial or even personal financial transaction without
reliance on financial institutions, especially banks.

This constitutes the main reason behind the emergence of the regulatory trend,
segregating the monetary policy framework of macroeconomic management from
the microeconomic considerations of bank stability. As a result, bank supervision
is separated from the monetary authority, and assigned to a specialised
authority. The most significant example is the establishment in the United
Kingdom in 1998 of the Financial Services Authority to take up the
responsibiliies of a ‘mega supervisor.®> After the financial crisis of 2008,
however, the supervisory functions were given back to the Bank of England.

Development in any country cannot be successful without the existence of a
stable financial and banking system that ensures the efficiency of operation in the
capital markets. Therefore, regulation and supervision is more important for
banks than for other companies,® and banking companies are normally required
to abide by the special rules prescribed by the financial regulators.

" The multiple roles of banks were clearly evident in the 1980s. For more detail refer to Laurence

Cecil Bartlett Gower, “Big Bang and City Regulation,” The Modern Law Review 51, no. 1 (January
1988): P: 2-5.

? Muhammad Umer Chapra and Tariqullah Khan, “Regulation and Supervision of Islamic banks”
(Occasional Paper No 3, Islamic Research and Training Institute of Islamic Development Bank,
2000), P: 30, http://www.scribd.com/doc/29418279/Regu|ation~supervision—of—lslamic banks;
Abdul Ghafar Ismail, “Risk Based Supervision for Islamic Banking and Area of Concern” (Working
Paper in Islamic Economics and Finance No. 1014, Research Center for Islamic Economics and
Finance-Universiti Kebangsaan, Malaysia, October 2010), P: 6,

https://www.academia.edu/441 7389/Risk_Based_Supervision_for_lslamic_Ban king_and_Area_of
_Concern.

* Muhammad Umer Chapra and Habib Ahmed, “Corporate Governance in Islamic Financial
Institutions” (Occasional Papsr No 6, Islamic Research and Training Institute of Islamic
Development Bank, 2002), P: 20, http://www.irtipms.org/pubtext/93.pdf.
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Recently, Islamic finance and banking (IFB) has attracted much attention, in both
Muslim and non-Muslim countries. Islamic assets were estimated at
approximately $150 billion in the 1990s, and by 2011 IFB was valued at $1.14
trillion, growing at a rate of 10-15% according to the Global Islamic Finance
Report. In fact, it is predicted to reach $2 trillion in the next 5-7 years.* The
number of Islamic banks themselves grew from a relatively small number in the
mid-1970s to several hundred today, operating in more than 50 countries.

The resurgence of Islamic finance suggests that the global financial order itself
has entered a period of heightened uncertainty; Islamic economic thinking, with
its emphasis on equity, risk sharing and participatory economic growth, could
offer a fruitful starting point for a revision of global finance.®

From the regulatory perspective, the shift in financial regulators’ attention
resulting from the financial crisis is best expressed by Alan Greenspan, former
chairman of the Federal Reserve in America, at a Congressional hearing: ‘belief
in deregulation had been shaken’ and he admitted the ‘need for tighter
regulations’ for the financial services industry.®

This actually coincides with interesting statements made by other high-ranking
officials. In relation to deregulation of IFB, John Taylor (2004), the US Under
Secretary of the Treasury for International Affairs, stated in a forum that, ‘the lack
of uniformity of standards for Islamic banking practices across Muslim countries
makes it difficult to apply the same prudential regulatory standards across the
board. This calls for more harmonisation of Islamic banking practices, which in

* Global Islamic Finance Report: Size and Growth of the Islamic Financial Services Industry, May
2011,

http://www.zawya.com/story.cfm/sidZAWYA201 1050 5062447/G!obal_lslamic_Finance_Report_Z
011_Released.

® Lena Rethel, “Whose Legitimacy? Islamic Finance and the Global Financial Order,” Review of
International Political Economy 18, no. 1 (February 7, 2011): P: 95.

® Edmund Andrews, “Greenspan Concedes Error on Regulation,” New York Times, October 23,
2008, http//www.nytimes.com/2008/1 0/24/business/economy/24panel.html?_r=0.
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turn calls for harmonisation of sharia standards at the national and international
levels.” Accordingly, William Rutledge (2005), the Executive Vice President of the
Federal Reserve Bank of New York, speaking at a later conference, said that it is
more important that we become more familiar with the principles and practices
unique to Islamic finance in order to make our supervisory and regulatory
judgments’

Given that the non-stop growth in IFB is not a result of demands coming only
from Muslims but also from financiers and investors worldwide, a clear set of
regulations to identify the unique aspects of this sector is required. Embodied
frameworks are needed to ensure compatibility with Islamic teaching. To enable
Islamic financial institutions (IFH® to compete in both domestic and global
financial markets, such regulations and frameworks should coincide with
international standards, recognised and applicable at national as well as
international levels. ™

In this context, it is relevant to refer to Edward Kane’s interesting concept of a
‘regulatory dialectic’, which may be especially useful in terms of IFB regulations.
This allows for a dynamic interaction between the regulated and the regulator,
where there is continuous action and reaction by all parties in a type of strategic

" John Taylor, ‘Understanding and Supporting Islamic Finance: Product Differentiation and
International Standards” (Forum on Islamic Finance Harvard University, Office of Public Affairs,

U.S. Department of the Treasury, 2004), http://www.treasury.gov/press—center/press—
releases/Pagesl/js1 543.aspx.

® William Rutledge, “Regulation and Supervision of Islamic Banking in the United State” (ABANA
Conference on Islamic Finance- Players, Products & Innovations, New York, 2005),
http ://www.newyorkfed.org/newsevents/speeches/ZOO5/rut050422.htm| .

° This is used hereafter for both single and plural without adding (s) to the abbreviation (IFD.

10 Chapra and Ahmed, “Corporate Governance in Islamic Financial Institutions,” P: 74.
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game. Kane suggests that Islamic financiers will find out by trial and error over a
period of time what is acceptable and unacceptable to the regulators. !’

1.1 RESEARCH STATEMENT

Itis believed that a ‘highly ethical, well regulated and beneficial Islamic financial
architecture is possible’. However, the unique nature of Islamic financial services
requires special discipline and therefore needs particular regulatory and
supervisory attention. It requires ‘more transparency in the work field, the
existence of effective corporate governance, and better interaction with relevant
international, regional and national institutions’. '

Being Islamic simply means that the character and conduct of the financial
institution adheres to Islamic ethics and shana law. This requires strong sharia
governance within the corporate governance system of financial institutions.

This study aims to present a literature-based study of the existing institutional
Sharia governance system and the national sharia supervision frameworks of a
number of Muslim countries. In this context, it will pay special attention to the
implementation of the guidelines and standards issued by relevant international
organisations, mainly the International Financial Services Board and the Auditing
and Accounting of Islamic Finance Organisation.

Accordingly, it will address the legal position and role of the Sharia Supervisory
Board (SSB),™® and will evaluate the regulatory and supervisory efforts
undertaken by the financial regulators. Analysing and comparing important

" Edward Kane, “Shadowy Banking: Theft by Safety Net” (Financial Market Conference of the
Federal Reserve Bank of Atlanta, 2014). https://ww2 bc.edu/edward-
kane/Shadowy%ZOBanking.pd’.".

2 Sayyid Tahir, “Future of Islamic Banking” (Discussion Paper for a Course Organized by the
Central Bank of Iran and Islamic Research & Training Institute of the Islamic Development Bank,
March 2, 2003), P: 10,
http://www.sbp.org.pk/departments/ibd/Lecture_S_Related_Reading_2.pdf.

" This is used hereafter for both single and plural without adding (s) to the abbreviation (SSB).
16



aspects of institutional sharia governance and national sharia supérvisory
frameworks, the research discusses and underlines the shortcomings in the
system currently followed by financial institutions and the supervision undertaken
by financial regulators.

The current institutional sharia governance system relies on tools internal to the
financial institution, namely the SSB. Although their role is a much needed and
very important one, it does not at present offer sufficient assurance that the
financial institution and its activities are in full compliance with sharia principles
and laws. Instead, the process of sharia governance raises serious governance
issues and operational concerns, which this research will highlight.

Therefore, the thesis argues for centralising sharia governance and supervision
through the appointment of a higher or final sharia authority, which should help to
minimize the main governance issues and operational concerns.

1.2 IMPORTANCE OF THE STUDY

Historically, reliance on the conventional finance and banking industry and
hosting conventional financial institutions and banks in Muslim countries was a
legacy of the colonial influence. The absence of Islamic alternatives encouraged
continuation of this situation. However, the coexistence of an Islamic financial
sector alongside the conventional one after gaining political independence may,
in the eyes of Muslim populations, have been unjustified. Unlike non-Muslim
countries, Muslim countries are éxpected to promote the enforcement of Sharia
laws and therefore to encourage Islamic-based practices. In principle, they
should preserve their Islamic identity and adhere to Islamic teaching at all levels,
because they embrace Islam as the state religion and recognise sharia as an
important source of its laws.

However, it appears that converting the dominant conventional financial system
to a more strongly focused Islamic one is not yet a necessary priority for Muslim

17



governments and/or their financial regulators. Therefore, in addressing the
standards and main aspects of the current institutional sharia governance system
and national sharia supervision frameworks followed by Muslim countries,
pioneer studies of IFB are indispensable to provide the understanding necessary
for both individual Muslims and the Ummah (the Muslim community).

The importance of this subject matter is not based purely on religious grounds,
but should also be seen from a business perspective. In terms of consumer
protection, the expectations of customers from regulation is a matter of great
relevance and weight. Consumers’ expectations may apply not only to the
relationship between financial institutions, but also to the relationship between
the financial institutions and what the consumer expects of the regulatory system.
There appears to be increasing recognition of the mismatch between what the
law requires and what the consumer expects from the regulator.

The confidence of the public and, in particular, investors in the market place is
crucial for the growth and survival of any industry. Since customers of IFB expect
the financial institutions and their activities to comply with sharia, this needs to be
taken into account by the policymakers and financial regulators. It is not only the
desire to follow the religion and to support the Ummah that leads Muslims to
demand Islamic financial services. but also the belief in Islamic wisdom:.

Therefore, sharia-compliance has a high priority among identified risks. The
survival of IFB, as an industry, depends largely on the confidence of customers
and, most importantly, on its response to challenges to its identity. As fund
providers seek sharia-compliant operations as a matter of principle, their
perception regarding the financial institution’s compliance with sharia principles is
of great significance to the sustainability of the market place.

The governments and financial regulators under which IFI operate need to
implement suitable governance and supervisory mechanisms to assure sharia-

compliance. In terms of consumer protection, two types of regulation are
18



distinguishable: prudential and systemic. While the latter addresses safety and
soundness for the purpose of avoiding systemic risk, the former is concerned
with safety and soundness in relation to consumer protection and so can be
applied, even if there is no question of systemic risk, ™

In this context, the thesis identifies the shortcomings of the current sharia
governance undertaken at the institutional level, and argues for further
development of this system through the involvement and pro-active role of the

national authorities to establish a more comprehensive sharia supervisory
framework at the national level.

1.3 RESEARCH OBJEGCTIVES AND QUESTIONS

In consideration of the importance of the study, this research has the following
main objectives:

¢ To determine the need for institutional SSB even in Muslim countries, and

the efficiency of the current sharia governance system as implemented at
the institutional level.

e To evaluate the ability of current sharia supervisory frameworks adopted

by financial regulators of selected countries in minimising the governance
concerns raised at the institutional level.

* To provide recommendations for a stronger sharia governance system at
the institutional level, and a more efficient sharia supervisory framework at
the national level, through the use of relevant internal and external
measures.

* To discuss the nature of the challenges presented within the institutional
Sharia governance system and national sharia supervisory frameworks,

" Peter Cartwright, Banks, Consumers, and Regulation (Oxford and Portland Orgon, 2004), P: 1—
6.
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and the extent to which centralisation might be of help in minimising the
issues or concerned raised.

In order to achieve these objectives, this research attempts to answer the
following related questions:

* Does the current sharia governance system at the institutional level,
backed by the different sharia supervisory frameworks at the national
level, offer sufficient sharia assurance for the Islamic banking sector in the
selected Muslim countries?

¢ What concerns and challenges do the current institutional Sharia
governance system and national supervision frameworks raise?

e How such concerns could be minimised?

1.4 METHODOLOGY OF THE RESEARCH AND ITS
LIMITATIONS

A qualitative descriptive research methodology has been selected to achieve the
main aims of this study. The research is literature-based, and library sources
have been primarily used.

For the purpose of this study, academic and professional writings including
books, journals, occasional papers, conference papers, working papers, research
papers, surveys, theses and other materials are referred to. With regard to the
countries under study, the primary data is from original sources such as
regulations, legislation, rulebooks and reports.

Furthermore, a wide and comprehensive range of the publications of specialised
bodies have been considered, such as the Organisation of Islamic Cooperation,
the Islamic Development Bank, the International Sharia Research Academy, the
General Council for Islamic Banks and Financial Institutions, and the Bahrain
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Institute of Banking and Finance. In Particular, the standards of the International
Financial Services Board, the Auditing and Accounting of Islamic Financial
Institutions and relevant publications issued by central banks are discussed.

LIMITATIONS OF THE RESEARCH

In completing this study, several limitations have arisen, one being the lack of
available data. Firstly, there is limited literature on the subject matter. Secondly,
data is unavailable or not accessible, as it is considered sensitive at both
institutional and national levels. Nonetheless, the study benefits from informal
interviews conducted by the researcher and discussions with workers,
professionals, scholars, and officials who are involved in the field, and so certain
knowledge has been obtained regarding the subject matter and the practical
issues highlighted here.

Also, the research was interrupted by health and personal matters, and therefore
was not able to take advantage of some of the research tools that the researcher
had intended to use.

An empirical survey in support of the theoretical conclusion of this thesis was not
possible or advisable for many reasons, including lack of time. Further difficulty
was experienced in reaching the desired sample for a survey due to the high
sensitivity of the subject. Nonetheless, the research benefits from some recent
surveys into related subject matter, enhanced by the researcher’s informal
meetings with high-ranking staff, professionals and officials.

Taking these challenges into consideration, it was decided to maintain the
theoretical nature of this research, with the aim that the focus of this study would

open doors for other interested researchers to undertake further empirical
studies.

21



Nevertheless, in the event of a future survey or formal interviews being carried
out, the subjectivity of potential participants and the questionable accuracy of
their responses should be taken into consideration.

1.5 RELATIONSHIP WITH LITERATURE AND ORIGINALITY

The views of earlier Islamic figures such as Syed Abul Aala Maududi (1903-
1979), Sayyid Qutb (1906-1966), and Baqir Al-Sadr (1935-1980) laid the
groundwork for later economists and sharia scholars concerned with modern IFB
Operations. Although they were Islamic thinkers and not specialist economists or
financiers, their views greatly influenced the industry.

Although writings on modern Islamic economics were evident in the 1940s, none
of these concentrated on the subject of interest-free banking. A number of
publications appeared in the 1950s on interest-based and interest-free
institutions, but it was not until the 1960s-70s that there was a significant
increase in writing about Islamic banking itself.® The earliest references to the
reorganisation of banking on the basis of profit sharing rather than interest are
from the late 1940s, e.g. Anwar Qureshi (1946), Naiem Siddiqi (1948) and
Mahmud Ahmad (1952), followed by more detailed reports from Mawdudi in 1950
(1961), and Muhammad Hamidullah (1944, 1955, 1957, 1962). In the late 1960s
and early 1970s, Abdullan Al-Araby (1967), Nejatullah Siddigi (1961, 1969), Al-
Najjar (1971) and Bagir Al-Sadr (1961, 1974) were the main contributors. They
had all recognised the dangers of earning interest in that enterprise, and
proposed a banking system based on the concept of profit and loss sharing (see
chapter two).

" For a list of examples refer to Mohammad Nejatullah Siddiqj, “Sharia, Economics and the
Progress of Islamic Finance: The Role of Sharia Experts,” Pre-Forum Workshop on  Select
Ethical and Methodological Issues in Shari‘a-Compliant Finance, Seventh Harvard Forum on

Islamic ~ Finance, April 21, 20086, http://www.siddiqi.com/mns/RoIe_of_sharia sharia
h_Experts.htm.
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A wealth of literature exists today on IFB; although writers use slightly different
approaches, the subjects they address have much in common. For example,
there is a strong focus on the Islamic vision of the economy and the Islamic
financial system. Some writers approach the subject from the historical
standpoint (e.g. Siddiqui 1982, Mirakhor 1995, Schoon 2008 Kuran 2004).
Others highlight the contributions of prominent Islamic economists or scholars
(e.g. Wilson 1998, Chapra 2004, Aziz and Mahmud 2009, Monzer Kahf 2005,
Siddigi 2006). However, the majority address the evolution and application of the
Islamic economy or finance (e.g. Bjorvatn 1998, Igbal and Mirakhor 1999 Igbal
2008, Khan and Mirakhor 2005 El-Gamal 2006, Timur Kuran 2005, Choudhury
and Hussain 2005, Ahmed 2010).

Literature on IFB operations discusses the Sharia principles and laws with regard
to finance, and addresses IFB methods. Authors mainly refer to the Islamic
prohibition of riba and interpretations given regarding ‘bank-interest’ (e.g. Saeed
1996, Qureshi 2003, Siddigi 2007, Kula 2008, Chong and Liu 2009). The
legitimacy of profit in Islam is also touched on, in sufficient depth (e.g. Saleh and
Ajaj 1992, Rammal 2004). In indicating the distinctive conceptual framework of
IFB operations, the partnership model (e.g. Moore 1997, Siddigi 2007), otherwise
known as equity-financing (Akacem and Gilliam 2002, Yusof et al 2009), is
underlined, and other instruments of Islamic finance are explored (e.g. EI-Gamal
2000, Uthmani 2008, Jabbar 2009).

The similarity between Islamic and conventional banking operations forms a
growing body of literature. The adherence of modern operations to the Islamic
theory of finance forms the basis of a great deal of discussion (e.g. El-Diwany
2000, Ansari and Memon 2008, Maclean 2007, Yusof and Fahmy 2008, Warde
2009, Ahmad et al 2010). Also, the financial instruments that are used are often
evaluated (e.g. Zaman and Movassaghi 2002, Anwar 2003, Arbouna 2007, Ali
2008).
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The growth of IFB operations at the global level is widely acknowledged (Rodney
Wilson 1995, Hamwi and Aylward 1999, Warde 2000, Archer and Karim 2002,
lgbal and Molyneux 2004, Monzer Kahaf 2004). Underlying the IFB operations at
the international level are difficulties facing the establishment of an Islamic
financial system, and legal issues related to Islamic operations (e.g. Igbal,
Ahmed and Khan 1998, Errico and Farahbaksh 1998, Chapra and Khan 2000,
Sundararajan and Errico 2002, Igbal and Mirakhor 1999, Memon 2007, Hassan
and Lewis 2007, Karim and Archer 2007, Hesse, Jobst, and Sole 2008).

With regard to the legal environment in which IFB functions, implementation of
Islamic practices in the conventional financial system forms a major area of
study. Authors mainly discuss the legal position of Islamic banks in Western
countries (e.g. Errico and Farahbaksh 1998, Sole 2007, Aldohni 2008, Abdul-
Maijid, Saal, and Battisti 2009, Lepetit et al. 2008, Khan and Porzio 2010).

However, there is a lack of literature addressing the Islamic financial and banking
(IFB) sector and its legal position in Eastern countries, especially the Middle
East. Although a small amount of literature exists in relation to Islamic banking in
the Arab region (e.g. Ray 1995, Molyneux and lgbal 2005, Hassan, Mohamad,
and Bader 2009), and some sources are available on Gulf Cooperation Council
countries (Hussain et al. 2002, Qahtani 2005, Ramanathan, 2007, Al- Al-
Muharrami 2007, Chazi, Terra and Zanella 2010), they do not address the legal
position of the IFB or the goveming laws in sufficient detail.

Approaching the subject from the Islamic, economic, and legal aspect reveals a
greater amount of material (e.g. Ali 1995, Al-Omar and Abdel-Haq 1996, Moore
1997, Vogel and Hayes 1998, Khan 2000, Igbal and Mirakhor 2006, Hassan and
Lewis 2007, Igbal 2007, Lee and Detta 2007, Swee-Hock and Wang 2008, Blair,
Walker, and Purves 2009, Haron and Nursofiza Yahia Abdul-Rahman 2010).
However, the legal perspective is discussed less, and the regulatory process,
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particularly at the national level, is not adequately covered, especially in Muslim
countries.

With regard to legal concerns, the compliance of the financial institutions with
Sharia has recently received some attention. The necessity of appropriate
corporate governance arrangements for Islamic banks and the implementation of
SSB within the corporate governance structure have been the subject of some
literature, afthough there is less literature on the sharia governance process than
on conventional corporate governance.

Some studies address corporate governance from the Islamic perspective (e.g.
Banaga et a 1994, Chapra and Ahmed 2002, Choudhury and Hoque 2006, Grais
and Pellegrini 2006, Hameed 2007, Lewis 2009). A few others provide a
comparative analysis of the Islamic and Western corporate governance concepts
(e.g. Hasan 2009, Malekian Daryaei 2010).

However, most of the recent literature discusses the subject matter from a legal
perspective, addressing challenges faced in implementing the sharia governance
system (Yunis 2007, Karim and Archer 2007, Volker Nienhaus, 2007, Hassan,
Saroni 2008, Salahudin 2008, Shanmugam and Perumal 2009, Hassan 2010).
And interestingly, a number of recent writings discuss sharia supervisory models
(e.g. Hasan 2007, Laldin 2011) with attention particularly being paid to the
position and role of the SSB (e.g. Bakar 2002, Hassan 2010).

ORIGINALITY

The legal position of the IFB in Muslim countries is discussed less than in non-
Muslim countries. Furthermore, the role of the supervisory boards in sharia
governance is more frequently addressed than the role of the national authorities,
including the financial regulators, in establishing proper sharia supervisory
frameworks. Also, the role undertaken by the supportive international

organisations, as the setters of standards, is given less attention in this regard.
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The originality of this research lies in its aim to contribute to the subject of the
institutional  sharia governance system and national sharia supervisory
frameworks in the IFB of selected Muslim countries, paying special attention to
the role of the institutional SSB, the financial regulators, and relevant Sharia
authorities at the national level.

Confining the study to selected countries, namely the Kingdom of Bahrain, the
United Arab Emirates (UAE), State of Kuwait, the Sultanate of Oman and the
Federation of Malaysia is expected to be more productive, especially knowing
that these countries apply different sharia supervisory frameworks and have led
efforts in respect of the regulation of IFB when compared with the rest of the
Muslim world. There is no study which discusses in detail their legal and
regulatory perspectives in addressing national laws or discussing the financial
regulators’ contributions in assuring sharia-compliance within the IFB. Therefore,
the selection of these particular countries for study further supports this
research’s originality.

The overall aim is to compile a useful literature base regarding the legal standing
of IFB as an industry, and to provide a comprehensive review of the regulatory
perspective of the sharia governance system and supervision frameworks in the
selected countries. As they apply different sharia supervisory frameworks,
monitoring the common institutional sharia governance system will result in a
comparison of problems and similarities in practice. Hence, it is intended to

present workable solutions for a potentially more efficient sharia assurance
control.

As there is currently limited literature on this specific subject, this research will be

a primary source for further studies in this area, and at the same time illuminate
the way for future researchers.
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1.6 PLAN OF CHAPTERS

The use of the aforementioned sources of data will vary from one chapter to
another, depending on their nature and subject matter. Chapter one serves as an
important introductory section for this research.

Chapter two first identifies the conventional financial system as current global
practice and highlights the development of Islamic financial operations in the
Islamic region without any special regulatory framework. This creates an
argument for the establishment of organisational support needed to back up the
sector, as discussed in a later section of this chapter. Covering this will enable
understanding of the current legal standpoint of the IFI and Islamic banks and,
more importantly, pave the way for evaluating the regulatory infrastructure that is
currently in place to support their Operations. Although of a historical nature
overall, this chapter does include analytical sections and gives the necessary

background relating to the importance of the institutional sharia governance
system.

Chapter three explains the differences between Islamic and conventional
financing. Firstly, it discusses the distinctive conceptual framework of Islamic
financing by explaining the implementation of Islamic financial principles in
modern banking operations. Then, the genuine differences between conventional
products and the modifications applied to the original structures of classical
financial instruments used in modern IFB are demonstrated. It is argued that
Islamic products should fit seamlessly within the framework of the dominant
conventional financial system. In comparing Islamic and conventional financing,
the chapter argues that uniform Islamic financial interpretations are unlikely,
therefore emphasising the relevance and importance of the existence and
decision-making function of a sharia body such as the supervisory board within
the governance structure of the financial institution.
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Accordingly, Chapter four identifies the need for and the process of sharia-
compliance supervision in modern Islamic states. It addresses firstly sharia
governance as an additional layer of the corporate governance in IFI and banks,
and its specific objectives compared to traditional corporate governance. It
moves on to discuss the implementation of the SSB in the corporate governance
structure, explaining the current sharia system usually adopted by such
institutions following the guidance and the standards issued by the Islamic
Financial Services Board and the Accounting and Auditing Organisation of
Islamic Financial Institutions. This will provide the necessary basis for argument
in the following chapters.

To evaluate the role and efficiency of the institutional sharia governance system
discussed in the previous chapter, Chapter five introduces the national
perspective of sharia-compliance supervision. Taking an analytical and
Comparative approach, it addresses the existing frameworks of sharia
supervision as adopted ir, the selected Muslim countries: Bahrain, UAE, Kuwait,
Oman and Malaysia.

Chapter six notes the reliance on the internal Sharia governance system, and

discusses the prime issues and practical concerns in regard to the current
system.

Given the similarities and differences identified among the selected countries,
chapter seven underlines the main practical solutions of the problems
highlighted, and evaluates their efficiency.

Finally, chapter eight serves as an concluding summary of this study. |t
summaries the outcomes of the chapters providing answers for the raised

research questions. Lastly, it recommends further research using this thesis as a
basis on which to proceed.
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1.7 CLARIFICATIONS OF TERMS

The thesis refers to a number of commonly used Islamic financial terms. As they
are of Arabic origin, these words are shown in italic. An equivalent meaning in
English is given in parentheses in their first appearance, and definitions of the
terms are included in a glossary of Islamic terms in an Appendix.
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CHAPTER TWO: HISTORICAL BACKGROUND



2.0 INTRODUCTION

In order to gain a thorough understanding of the current legal stance of Islamic
banks, it is important to address the legal environment and difficulties which led
to and accompanied its establishment within the contemporary systems of
modern Islamic states.

Therefore, this chapter first identifies the conventional financial system as being
the global financial system, and highlights the evolution of Islamic financial
Operations in the predominantly Islamic region free from any special regulatory
framework.

This will help to argue for the establishment of the organisational support needed
for the IFB, as discussed in the later sections of this chapter.

2.1 ROOTS OF MODERN BANKING AND ITS NATURE

The relationship between banker and customer is not a new one: similar
relationships have long existed. For instance, storing valuable belongings with
neighbours, trusted friends or respected persons was a widespread practice
amongst people worldwide, especially when leaving home for a long journey or
for any other private reason. Such practice was indeed recognised by Arabs
before Islam, and was continued by Islamic communities, specifically when
travelling for distant trade or work purposes.

Although the cornerstone of this relationship was trust, the traveller occasionally
rewarded the trustee for safekeeping his belongings, especially if he was not
bound by a family relationship. Even though a family member would usually
guard possessions without expecting payment or reward. the owner tended to
give something to compensate for any potential trouble. It is true that such a

practice does not reflect today’s banker-customer relationship; nonetheless, it
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can be deemed as the concept from which banker-customer relationships
evolved.

In fact, the safekeeping of valuables started to evolve as an organised
institutional practice long before Islam and as early as the era of religious
temples, going back to the third millennium BC. '8 This predated the invention of
money, and deposits consisted of agricuttural implements rather than precious
metals such as gold.

After the invention of money, there is evidence of priests lending money to
merchants in Babylon around the eighteenth century BC. The Hammurabi codes
which were written in the same period regulated and organised practices similar
to banking in ancient Mesopotamia, Obviously, such practices extended to
traders and were no longer restricted to temples or priests. "’

Other banking activities such as money exchange were evident before the
appearance of Islam. Interest-free financial institutions also existed long before
the existence of modern conventional banks and the establishment of the
interest-based financial system. Documented history particularly refers to the

Ajibi Bank established in about 700 BC i.e. during the Babylonian era, as the first
interest-free bank. 18

Banking operations became reliant on interest and thus acquired a commercial
nature when trade began to flourish. The rising popularity of Christianity, which
banned interest, at the time of the fall of the Roman Empire was initially behind
the decline of banking in Europe. It was the weakening of the Catholic Church’s

e According to the Western calendar, BC refers to the date before the Prophet Isa (Jesus) was
born. AD refers to the date after he was born.

"7 Natalie Schoon, “Islamic Finance—An Overview,” European Business Organization L aw Review
9, no. 04 (2008): P: 622.

" For more details refer to Salo Wittmayer Baron, A Social and Religious History of the Jews
(Columbia University Press, 1969).
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power in the Reformation which helped banking to reappear in Europe, with a
commercial nature and dealing openly with interest.

With the declining role of the Church as the lender of money, merchants began to
finance individuals and governments; some lent the capital deposited with them
in addition to their own funds as merchant bankers. Over time, the no-interest
principle was abandoned and an interest-based banking system evolved in its
place. There are other factors behind the creation of an interest-based financial
system in the West, including the change from agrarian to commercial
economies, the move towards pricing on the basis of supply and demand, and
the recognition of money as a factor of production.™

Indeed, it was the combination of many factual and legal elements that gave birth
to the conventional financial system that we are familiar with today. Nonetheless,
it was the legalisation of interest in the Middle Ages which placed the Western
banking industry on the track to development which eventually produced the
interest-based financial system. Although the history of charging interest is widely
documented in different eras, the legalisation of interest that took place in
Valencia in 1217 and in Florence in1403 is marked as having a major impact on
the opening of the banking industry in Europe. ?°

Thus, banks in the modern sense, i.e. as financial mediators, were first identified
in the West. In this respect, some documents indicate that Barcelona got its first
chartered bank in 1401 and Genoa in 1407.2' However, a bank named Monte dei
Paschi di Siena, established in Italy in 1472, is claimed by some to be the world’s

® Joe DiVanna, “A Cloud Is a Promise, Fulfilment Is Rain," NewHorizon, 2008,
http://www.newhorizon-islamicbanking.comﬁndex.cfm?action=view&id=1 0627&section=features.
@ Schoon, “Islamic-Finance—An Overview,” P: 624.

2 Stephan Epstein, Freedom and Growth: The Rise of States and Markets in Europe, 1300-1750,
1st edition. (Routledge, 2000), P: 66.
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oldest bank,?? although other writers refer to the establishment of the Banco
Della Pizza at the Rialto in Venice in 1587.Conventional banking came into

existence in England only in 1640, and the Bank of England was established in
1694.2

If we discuss modern banking practices, particular reference must be made to
the goldsmiths of the seventeenth century who worked as depositories for their
clients’ plate and gold® and are the precursors of modern bankers.® In times of
instability and danger, goldsmiths stored money and valuables for which they
issued written receipts. Over time, these receipts began to be dealt with as
promissory notes, which the holder was able to use to withdraw an amount equal
to the original deposit. The practice developed through time. On one hand,
promissory note holders started to settle their debts through these notes. On the
other hand, deposits began to be used for personal investments and were
refunded when demanded by the depositor.?® The practice developed, eventually
establishing what is recognised nowadays as the conventional banker-customer
relationship.

It was established that these ‘modern’ banks usually paid interest to depositors.
However, very few people considered opening and using bank accounts at this
time, as it was only the wealthy who owned transferable property and wanted to
write cheques.?’

2 Stephen Valdez, An Introduction to Global Financial Markets, 5th edition (Palgrave Macmillan,
2006), P: 15,

# Sudin Haron and Wan Nursofiza, /slamic-Finance Banking System, 1st edition. (McGraw-Hill
Professional, 2009), P: 44,

% Peter Ellinger, Eva Lomnicka, and Richard Hooley, Ellinger's Modermn Banking Law, 4th edition.
(OUP Oxford, 2005), P: 121.

% Tarek El-Diwany, “Is Islamic Banking Islamic?,” Islamic Research Foundation International,
June 2003, http://www.irfi.org/articles/articles_301_350/is_islamic_ban king_islamic.htm.

* Lorne Crerar, Law of Banking in Scotland, 2nd Revised edition (Tottel Publishing, 2007), P:
187.

¥ Alastair Hudson, Hudson Law of Finance, 1st edition. (Sweet & Maxwell, 2009), P: 731.
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Later on, so-called modern banking services became available to the wider
public. Obviously, commercial gain was the main motivation for bankers to offer
multiple services to ordinary individuals, and the necessity of using bank
accounts and dealing through bankers imposed by modern life encouraged
ordinary individuals to establish relationships with bankers.

Thus, the banking sector today is deemed to be a commercial one. The banker-
customer relationship, although having some characteristics other than the purely
commercial, has without doubt evolved into a business nature.

2.2 MODERNISATION OF SYSTEMS IN THE ISLAMIC
REGION

The conventional financial system is over 800 years old,?® and the institutional

development of conventional banks is related to the economic growth of Europe
over the past 500 years. %

The Islamic region had succumbed to Western colonisation by the tenth century
after Hijra (the beginning of the Islamic calendar).® The commercial evolution of
the Islamic region as an important trading partner with European companies
motivated European institutions such as the Dutch East India Company to
establish branches in the Middle East and Asia from early in the seventeenth
century.®® With the start of the industrial revolution, Western countries
experienced a commercial transformation and enjoyed economic superiority,
taking the lead in institutional and industrial developments, including the financial

% John Foster, “How sharia sharia -Compliant Is Islamic Banking?,” BBC News, December 11,
2009, sec. Business, http://news.bbc.co.uk/1 /hi/business/8401421 stm.

* Aaron Maclean, “Islamic Banking: Is It Really Kosher?,” American Enterprise Institute, April
2007, http://www.american.com/archive/2007/march—april-magazine-contentsflslamic-banking—is~
it-really-kosher/.

¥ Nicholas Ray, Arab Islamic-banking and the Renewal of Islamic-Law, 1st edition. (Springer,
1995), P: 19.

*" Schoon, “Islamic-Finance—An Overview,” P: 625.
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and banking systems.® In this respect, the original Cairo branch of Barclays
Bank, which opened in the latter half of the 19 century to process financial
transactions related to the construction of the Suez-Canal, is understood to be
the first commercial bank established in the Muslim world.* The conventional
financial system was soon introduced into the Islamic region at large. For
example, the Imperial Bank of Persia and the National Bank of Egypt were both
British owned, and the Imperial Ottoman Bank began as an Anglo-French
venture.

These imperial banks served the government and the trade of the European
empires rather than the local business of Muslim communities. At the time, much
of the financial mediation in the Ottoman territories was in the hands of the Greek
Christians or Jews, rather than Muslims. Similarly, the finance of the cotton trade
in Egypt was basically controlled by the Greek and Levantine merchants rather
than the Egyptian Muslims. In Malaysia, the plantation workers of the rubber
trade financed by the Hong Kong and Shanghai Bank were immigrants rather
than indigenous Muslims.3*

The West during this time enjoyed political as well as industrial superiority and
therefore had an impact on the modernisation of the Islamic region. Its influence
cannot be denied in the adoption of Westernised models, laws and systems.*®

Obviously, the colonial masters managed the economies of most of the Islamic
region and the population had in fact no input in choosing their own political and

% Timur Kuran, “The Logic of Financial Westernization in the Middle East,” Journal of Economic
Behavior & Organisation 56, no. 4 (2005): P: 594.

% Islamic Financial Services Industry Development: Ten Year Framework and Strategies (Islamic
Research and Training Institute of Islamic Development Bank and Islamic Financial Services
Board, 2007), P: 2, www.ifsb.org/docs/1 0_yr_framework.pdf.

3 Rodney Wilson, “Islamic Banking and Its Impact on the International Financial Scene,” Journal
of International Banking Law, no. 10 (1995): at 437.

* Frank Vogel and Samuel Hayes, /slamic Law and Finance: Religion, Risk, and Return, Student
(CQ Press, 1998), P: 47.
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economic systems. On one hand, the Muslim population needed to avoid dealing
with Western commercial banks, in accordance with their faith and adherence to
Sharia principles and Islamic teachings. On the other hand, there was no other
option but to use the facilities or services offered by the conventional financial
institutions, despite serious reservations regarding their moral and ethical
grounds,® and they remained cautious in their use of conventional financial
services. For instance, some refrained from accepting interest or gave it away to
charities,® whie others confined their relationship with conventional banks to
transactional activities s'uch as money transfers or opened only current accounts.

Accordingly, the legalisation of interest, and the establishment of secular legal
systems and secular courts were considered as necessary steps toward the
formation of newly independent Islamic states % Immediately after gaining
statehood, governments, businesses and individuals had to deal with existing
banks whether they liked it or not. In order to bring the financial and banking
system closer to local traders and communities, local banks were then
established. However, these banks were on the same lines as of the interest-
based Western banks,* and the conventional system of finance and banking
remained even after the Islamic region had gained its political freedom.

2.3 DEMAND FOR ISLAMIC ALTERNATIVES

As governments believed religion had no role to play in commercial and financial
matters, Western banks and their local counterparts in the Islamic region carried
out interest-based business for more than fifty years after the independence of

% Ausaf Ahmed, “The Evolution of the Concept and Practice of Islamic Banking-Part 1,” Council
for Islamic banks and Financial institutions, April 26, 2010,
http://mww.cibafi .org/newscenter/english/Details.aspx ?1d=7968&Cat=12.

¥ Munawar Igbal, Ausaf Ahmed, and Tariqullah Khan, “Challenges Facing Islamic Banking”
(Islamic Research and Training Institute of Islamic Development Bank, Occasional Paper No 1,
1998), P: 63, http://www.irtipms.org/PubText/SO.pdf.

36 Kuran, “The Logic of Financial Westernization in the Middle East,” P; 593-594.
% A L. M. Abdul Gafoor, Interest Free Commercial Banking (APPTEC Publications, 1995).
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Islamic states.”® The Islamic states compose only a small part of the world in
which all countries interact in financial transactions as part of a long-established
global economy with international financial markets. The wish to remain part of
this network and the ability to participate in global commercial and financial
transactions was influential when deciding on the legal and financial systems of
the Islamic states.*'

The financial relationships with the West motivated the adoption of civil and
commercial laws instead of sharia laws. In this sense, full Islamisation of the
legal systems or the country’s eConomy, including the financial sector, was never
a realistic option in the judgement of the newly appointed Muslim governments.
This would have placed the newly independent Islamic states in a weaker legal
and financial position in comparison to the rest of the world. Therefore, it was a
logical, and maybe legally necessary, step that the secular legal and financial

systems implemented during the colonial period needed to continue, at least
without extreme change.

Most of the Islamic states have mixed legal systems in which the civil code is
generally rooted in sharia laws and the commercial code is a more secular one.
Family matters are the only sphere where sharia laws remain superior.
Therefore, sharia does not have much significance in the laws and regulations
concerning the commercial field, including the finance and banking sector.*?> The
commercial code itself is a mix of legal traditions, mainly Anglo-Saxon common
law due to the long influence of the British Empire in the Islamic region, and the

© Rodney Wilson, “Islamic Finance in Europe,” Policy Paper No. 2007/02, Robert Schuman
Centre for Advanced Studies, 2007, P: 2,
http://cadmus.eui.eu/bitstream/handle/181 4/7739/?sequence=1.

4 Kuran, “The Logic of Financial Westernization in the Middle East,” P: 597.

* Luayy Al-Rimawi, “Relevance of Shari'a in Arab Securities Regulation with Particular Emphasis
on Jordan as an Arab Regulatory Model,” Company Lawyer 27, no. 8 (2006): at 227-228.
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codified laws of France introduced as these countries achieved statehood. ®® As
far as commercial law is concerned, most countries use secular commercial
statutes which are applied ahead of the civil codes and sharia laws.**

Obviously, the Muslim population and communities were dissatisfied with the
services offered through the conventional financial and banking industry because
of the suspicion surrounding the form in which they had developed in Europe, i.e.
being interest-based. For instance, banks until the 1920s had been kept out of
Saudi-Arabia by King Abdul Aziz, who believed that the practices of the Western
banks could never be Islamically accepted. However, with the kingdom’s
development and the discovery of oil there were strong pressures to admit
foreign banks.* Accordingly, the National Handelsbank of the Netherlands, the
predecessor of ABN-Amro, was permitted to open a base in Jeddah providing
money-changing services for pilgrims from Dutch Indonesia.

Also, the ruler of Bahrain in the 1920s instructed the Eastern Bank, the
predecessor of Standard Chartered, that its branch would only be allowed to
trade if it avoided all interest-based transactions.*

In fact, it was the involvement of Western banks in the Islamic region that
resulted in demands for Islamic financing. As interest was openly utilised in
several Islamic states, it was expected that Muslim believers would be likely to

“ Abdelaziz Chazi, Paulo Terra, and Fernando Zanella, “Theory versus Practice: Perspectives of
Middle Eastern Financial Managers,” European Business Review 22,n0.2(2010): P: 197.

“ Nabil Saleh, “The Law Governing Contracts in Arabia,” The Intemational and Comparative Law
Quarterly 38, no. 4 (October 1989): at 776.

® Wilson, “Islamic Banking and Its Impact on the International Financial Scene,” at 438.

6 Rodney Wilson, “Financial Development of the Arab Gulf The Eastern Bank Experience,
1917-50," Business History XXIX (1987): 178-98.
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transfer all of their financial and banking transactions to the first available Islamic
financial institution.*”

Nonetheless, the emergence of IFB in Muslim nations, including the Guif
Cooperation Council countries (GCC), is a result of different factors of a religious,
political and economic nature. They combined over a long period of time to
develop Islamic banking principles from the theoretical to the practical level.*®

In the late 19" and beginning of the 20t century, a strong Islamist movement
emerged, stressing that the development of the Muslim world was reliant on the
establishment of an authentic Islamic society, i.e. one which is free from non-
Islamic elements,® and that Islam was capable of leading all aspects of human
life.*

This movement fuelled opposition to the interest-based conventional finance and
banking industry,> and called for economic reform as part of general political
reform. This should be based on Islamic teaching and was not possible in the
absence of an Islamic banking system. Therefore the movement, otherwise
known as ‘neo-revivalism’, had an influential role in developing Islamic banking
theory via the interpretation of the ambiguous regulations and conditions that are

" Abdul Samad, Norman Gardner, and Bradley Cook, “Islamic Banking and Finance in Theory
and Practice: The Experience of Malaysia and Bahrain,” The American Journal of Islamic Social
Sciences 22, no. 2 (2005): P: 82.

* Abdul Karim Aldohni, The Legal and Regulatory Aspects of Islamic Banking: A Comparative
Look at the United Kingdom and Malaysia, 1st edition. (Routledge, 2011), P: 9-10: Abdul Karim
Aldohni, “The Emergence of Islamic Banking in the UK: A Comparative Study with Muslim
countries,” Arab Law Quarterly 22, no. 2 (2008): P: 181.

* Van Schaik, “Islamic Banking,” The Arab Bank Review 3, no. 1 (2001): 45-52.

% Abdullah Saeed, /slamic Banking and Interest: A Study of the Prohibition of Riba and Its
Contemporary Interpretation (BRILL, 1996), P: 7-8.

" Timur Kuran, /slam and Mammon- The Economic Predicaments of Islamism (Princeton

University Press, 2004).
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covered by the Islamic sources (le. Holy Quran and the Sunnah), more
specifically the issue of riba (prohibition of i nterest). %2

However, outlines of Islamic altematives appeared only with the demise of
colonial rule. Muslim communities had hoped that a lasting solution would appear
when Muslim governments brought domestic laws and legal systems into
conjunction with sharia laws, after gaining political freedom and statehood 5
When the previous pledges were not actioned, the individual efforts of Muslims
became directed to finding possible financial Islamic alternatives to the
conventional financial and banking services.

Although the establishment of small-scale, limited-scope interest-free banks had
been attempted before the1960s, one in Malaysia in the mid-1940s and another
in Pakistan in the late 1950s, they were not successful 5 Therefore, the true start
of Islamic banking experiments is marked by the rise and fall of the Egyptian
project of the Mit Ghamr Savings Bank established in the Nile delta during 1961 -
1964, considered the first ever successful initiative in modern Islamic banking.>®
In the same period Malaysia’s Tabung Haiji, i.e. Pilgrim’s Management Fund, was
set up by the Malaysian government in 1962, to help prospective pilgrims to save
and profit. The Egyptian experiment led to the creation of the Nasser Social Bank
in 1972, which is still operating but with more social objectives than
commercial.*® The Tabung Haiji has flourished and become the oldest Islamic
Financial Institution (IF1) in modern times. 5

%2 Aldohni, The Legal and Regulatory Aspects of Islamic Banking: A Comparative Look at the
United Kingdom and Malaysia, P: 10-11; Aldohni, “The Emergence of Islamic Banking in the UK:
A Comparative Study with Muslim countries,” P: 182.

% Vogel and Hayes, /slamic Law and Finance: Religion, Risk, and Return, P: 21.

* See for instance Mervyn Lewis and Latifa Algaoud, /slamic Banking (Edward Elgar, 2001).
** Schaik, “Islamic Banking,” P: 45.

% Gafoor, Interest Free Commercial Banking.

% Islamic Financial Services Industry Development: Ten Year Framework and Strategies, P: 3.
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However, due to the failure of economic development in the Muslim world in
particular and in the developing world in general, the institutional appearance of
Islamic banks was not possible before the 1960s-1970s.*® Modern Islamic
banking had its debut in the 1970s with the establishment of more, for example,
the Islamic Development Bank and the Dubai Islamic Bank (the first commercial
bank) in 1975, the Faisal Islamic Banks in Egypt and Sudan in 1977, the Kuwait
Finance House in 1977, the Jordan Islamic Bank in 1978, and the Bahrain
Islamic Bank in 1979.%° All were established and mandated to Operate in
adherence to sharia laws and Islamic teaching.

Since then, Islamic banking has made significant progress worldwide, particularly
in South East and South Asia, the GCC, and the Middle East.

It must be noted that the Arab Gulf region is the origin or birthplace of Islamic
banks. In particular, the GCC contributed to their development and helped in their
reaching the international financial market. Therefore, the Guif experience is an
especially influential factor in the growth of Islamic banking. As the political and
religious element formed the basis which encouraged investment in the field of
Islamic finance, the role of the economic factors is a complementary one.® The
‘Oil Revolution’ in 1973-4 and the doubled price of il in 1979 brought ‘Oil Boom’
wealth to the GCC, accompanying dramatic changes to their economies, and
allowing them to play a central role in the global economy.® Accordingly, the
surplus oil income was increasingly invested in the field of Islamic banking, and
therefore, dealing with Islamic banks became more commonplace at the
international level.

% Maclean, “Islamic Banking: Is It Really Kosher?,” P: 35.
% Wilson, “Islamic Banking and Its Impact on the International Financial Scene,” at 439.

&0 Aldohni, The Legal and Regulatory Aspects of Islamic Banking: A Comparative Look at the
United Kingdom and Malaysia, P: 11-12; Aldohni, “The Emergence of Islamic Banking in the UK:
A Comparative Study with Muslim countries,” P: 181-183.

*" Hazem Beblawi, The Arab Guif Economy in a Turbulent Age, 1st edition (London : New York:
St Martin’s Press, 1984), 3.
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Knowing that the oil resource is a limited one, financial authorities in the oil-rich
countries have turned their attention to other sectors, mainly investment and
banking. Again this consideration encouraged development of the IFB industry.

Therefore, the rapid growth of Islamic banking is due to a mixture of elements:
the very conservative Islamic ethos of the region complemented the overflowing
cash from oil revenue and economic concern about the post-oil era. &2

Nonetheless, the full establishment of IFB as an industry was not evident until the
1990s; this is addressed next.

2.4 THE REGULATORY ENVIRONMENT

As discussed above, for obvious reasons Muslim governments opted for the
worldwide conventional financial system instead of building an Islamic one.
Therefore, the elimination of interest was and still is out of the equation because
it constitutes the backbone of the global financial system that is in use in both
Muslim and non-Muslim countries.

This encouraged devoted Muslims to direct their individual efforts toward the
creation of alternative Islamic mechanisms that could be adapted for operational
use within the existing framework of the conventional financial system. However,

attempts at Islamic banking in the 1950s-60s lacked the necessary regulatory
support.®

&2 Aldohni, The Legal and Regulatory Aspects of Islamic Banking: A Comparative Look at the
United Kingdom and Malaysia, P: 12-14: Aldohni, “The Emergence of Islamic Banking in the UK:
A Comparative Study with Muslim countries,” P: 186.

% Wafik Grais and Matteo Pellegrini, “Corporate Governance in Institutions Offering Islamic
Financial Services: Issues and Options” (Policy Research Working Paper Series No 4052, World
Bank Publications, 2006), P: 2, http://elibrary.worldbank.org/doi/pdf/10.1596/1813—9450-4052;
Dahlia El-Hawary, Wafik Grais, and Zamir Igbal, “Diversity in the Regulation of Islamic Financial

Institutions,” The Quarterly Review of Economics and Finance 46, no. 5 (February 2007): P: 778~
800.
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Tahir (2003) correctly observed that ‘Islamic banking did not start with a well-
developed model covering fine details of the various banking matters’. Instead, it
developed as the result of initiatives of resourceful Islamic economists, guided by
influential sharia scholars in routine banking matters. Despite holding distinct

visions and goals, they joined forces because of common concerns about bank
interest. %

Obviously, Islamic banks were required to work within the regulatory rules of the
conventional financial system.®® To be recognised and accepted within that
interest-based financial system, the structure of the Islamic banks and their
operations were designed in ways which resembled conventional ones. As
Islamic banks became successful the central banks placed them under their
control, % subjecting them to the same controls, conditions and regulations
applied to the conventional banks.®

Since the conventional financial system was widespread inside as well as outside
Muslim countries, it had gained the clients’ trust and respect. It provided
adequate reporting, monitoring of capital adequacy, risk management controls
and customer disclosure. Applying such conventional standards to Islamic banks
increased the acceptance of their services at the international level. % Despite the
fact that Islamic banks fulfil the financial needs of Muslims, they are not religious
institutions or charitable entities but companies that seek income. Nonetheless,

¢ Sayyid Tahir, “Challenges Facing Islamic Finance: Research Areas” (Distance .Learning
Program on Islamic Finance, Organized by Islamic Research and Training Institute of Islamic
Development Bank, 2006), P: 2,
http {Iwww.sbp.org. pk/departmentshbd/lecture 8_challenges_facing_isl_finance. pdf.

Vogel and Hayes, /slamic-Law and Finance, P: 200.
% Delwin Roy, “Islamic Banking,” Middle Eastern Studies 27, no. 3 (1991); 427-56.
lqbal Ahmed, and Khan, “Challenges Facing Istamic Banking,” P: 37-38.

® Simon Archer and Rifaat Abdel Karim, /stamic Finance: Innovation and Growth 2 (Euromoney
Institutional Investor PLC, 2002), Chapter4 P: 44-45,
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Islamic banks are based and Operate on different grounds to the conventional
ones,” as illustrated in the next chapter.

Therefore, the operation of Islamic banks within the sound regulatory framework
provided by the conventional financial system is thought to be desirable and
effective. Sound regulation can help ensure that problems of asymmetric
information are overcome. If customers lack confidence in a financial institution
then the result may be a financial panic: in the case of a bank a run on deposits
may threaten the collapse of the institution,

In the financial industry, regulators have a significant role to play in organising
and controlling transactions and implementing fiscal policy for the whole country.
As financial institutions, supervision of Islamic banks is as important as for
conventional banks, and in fact certain features of Islamic banks require a degree
of regulation similar to conventional banks. In this context, Errico and
Farahbaksh (1998) include moral hazard, safeguarding the interests of on-
demand depositors, and systemic considerations under such requirements. ”’
Accordingly, the existence of appropriate corporate governance in Islamic banks
is a matter of necessity, just as in the case of conventional banks.”

Nonetheless, Gafoor (1995) emphasises that for the most effective regulation,
Islamic{ banks should be supervised by authorites who have extensive
knowledge and experience of Islamic financing. However, he notes that most of
the supervisory authoriies lack the knowledge of sharia which is the

% Munawar Igbal, A Guide to Islamic Finance (Risk Books, 2007), P: 1.

® Rodney Wilson, ‘Regulatory Challenges Posed by Islamic Capital Market Products and
Services” (International Organisation of Securities Commissions Organisations; Task Force on
Islamic Capital Markets, Melbourne, 2003), P: 2, http://www.kantakji.com/media/8219/y136.pdf.

" Luca Errico and Mitra Farahbaksh, “Islamic Banking: Issues in Prudential Regulations and

Supervision” (Working Paper No 98/30, International Monetary Fund, March 1998), P: 20,
http://www.imf.org/extemal/pubs/ft/wp/wp9830.pdf.

2 Mohammad Kabir Hassan and Mervyn Lewis, Handbook of Islamic Banking (Edward Elgar
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Finance,” Islamic Finance News 4, no. 14 (2007): P: 2.

45



distinguishing feature of Islamic banking. Therefore, any assistance that may be
required by Islamic banks for their operations will not be met, and any
supervision and regulation will be based upon the experience gained from
conventional banks.”

Thomas et al. (2005) state that there is nothing in this theory that makes central
banks in an Islamic economy act differently from traditional ones. However, in
reality the central banks of most Islamic states do not become involved in
regulating Islamic banks and their activities. For instance, it is noticed that the
accounting practices of Islamic banks are inconsistent and their financial
statements are not transparent due to inadequate disclosure. ”

Accordingly, Garas (2007) notes that the regulators’ limited influence over Islamic
banks and transactions actually led to limited recognition by investors of the IFB.
As new players in the financial markets, the Islamic banks strove to compete with
the existing system inside the Islamic states. Islamic banks are still expanding
their regulatory systems and trying to contribute to national economies. They are
always compliant with the regulations of any country within which they operate.
Nonetheless, they also have their own set of regulations that facilitate the
appropriate interaction with the sharia. 7>

The confidence of the public in the market place is crucial for the growth and
survival of any industry, and the trust of the investors is earned by the building
and maintenance of good governance and supervision of the adopted
businesses. Igbal et al. (1998) emphasise that the importance of regulation and
supervision of IFB rests on sharia supervision.” Tahir (2003) also emphasises

7 Gafoor, Interest Free Commercial Banking.

" Abdulkader Thomas, Stella Cox, and Bryan Kraty, Structuring Islamic Finance Transactions
(Euromoney Books, 2005), P: 207.

s Samy Nathan Garas, “Internationalization of Islamic Financial Institutions: Challenges and
Paths to Solution,” Thunderbird International Business Review 49, no. 2 (2007): P: 8-11.

76 Igbal, Ahmed, and Khan, “Challenges Facing Islamic Banking,” P: 36.
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that regulation and control are necessary to ensure that they remain financial
institutions, ensuring that the survival of the industry depends largely on its
economic viability, stability, the confidence of customers, and most importantly its
response to challenges to its identity.””

Conventional standards do not necessarily satisfy the needs of the IFB
operations. Unlike conventional banks, Islamic banks do not guarantee deposits
and acquire assets from using the depositors’ funds directly in business.”® The
fact is that existing conventional banking laws oppose this idea, with the
requirement for deposits to be ‘capital certain’; this constitutes a major difficulty in
permitting an IFBO to trade within the conventional financial system.”™ This is a
more obvious problem in non-Muslim countries as opposed to Muslim ones, and
is usually circumvented by not calling the IFI a bank, or by mobilising funds in the
form of mutual funds rather than investment accounts. %

However, because the legal systems of Islamic states and their financial systems
are based on Western models, the issues and difficulties are similar. Although
some Islamic states have issued special laws for Islamic banks, no country has
formulated a law based entirely on sharia for its IFB.® It is evident that they are
functioning merely as supplements to conventional ones,® and the financial

" Sayyid Tahir, “Current Issues in the Practice of Islamic Banking” (Discussion Paper for a
Course Organized by the Central Bank of Iran and Islamic Research & Training Institute of the
Islamic Development Bank, March 2, 2003), P: 7,
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" Islamic Financial Services Industry Development: Ten Year Framework and Strategies, P: 18.

¥ Yusuf Karbhari, Kamal Naser, and Zerrin Shabhin, “Problems and Challenges Facing the Islamic
Banking System in the West: The Case of the UK,” Thunderbird International Business Review
46, no. 5 (September 2004): P: 524.

* The earliest systemic sharia law related to business is Mejelle which developed during 1869-

1876 and issued by the Ottoman Empire. Haron and Nursofiza, /slamic Finance Banking System,
P: 250.
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regulators do not always take into consideration the exceptional characteristics of
Islamic finance.®

The regulators’ willingness to support the Islamic banks varies across different
countries, as do the necessary alterations to their regulatory and supervisory
frameworks.® In the absence of globally accepted regulatory and supervisory
guidelines and best practice standards that cater for the specifications of IFB, the
regulatory authorities, with some amendments, regulate and supervise Islamic
banks in the same way as conventional ones

Islamic banking laws or amendments made to conventional banking laws were
not established to confer any advantages on Islamic banks vis- a-vis
conventional banks, but in fact were designed to remove some of the obstacles
hindering the operations of Islamic banks in an economy where interest-based
transactions dominate the scene.®

2.5 THE DEVELOPMENT OF INSTITUTIONAL RECOGNITION

A critique of bank interest as being the prohibited riba was initiated by sharia
scholars during the 1890s-1930s with the appearance of allegedly the first
Western commercial banks in the Islamic region. However, the critique of interest
from the Islamic economic perspective was developed during the 1930s-50s.87

8 Rodney Wilson, /siamic Finance (FT Financial Publishing, Pearson Professional Limited, 1997);
Mostague Hussain et al., “‘Accounting Standards and Practices of Financial Institutions in GCC
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8 Karbhari, Naser, and Shahin, “Problems and Challenges Facing the Islamic Banking System in
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Prominent scholars and Islamic-thinkers such as Sayyid Qutb (1906-1966), Syed
Abul Aala Maududi (1903-1979) and Muhammad Bagqir al-Sadr (1935-1980), who
were not specialist economists or financiers but Islamic thinkers, were among the
ones favouring the establishment of a fully Islamic economic and financial system
to replace the existing conventional one developed and imposed by the colonial
masters. %

The earliest references to the reorganisation of banking based on profit and loss
sharing rather than interest was found in the late 1940s. Besides the
aforementioned Islamic thinkers, many others scholars recognised the dangers
of interest in the enterprise and therefore the need for Islamic alternatives. The
proposed mechanism was intended to replace the element of interest with profit,
which is permissible in Islam.®

However, scholars were not able to offer any descriptions of an interest-free bank
before the 1950s. They argued in the beginning for the two-tier mudaraba (trust
financing) mechanism both for the collection of funds and the extension of
financing, and later they argued that the financial mediation could be organised

On a wakala (agency) basis as well, thereby laying the ground for an alternative
structure.

It was the evolution of this proposed theoretical framework that triggered the
institutional involvement for IFB in the early 1970s. Important events took place in
the promotion and further development of the concept and mechanisms that
could be of use in Islamic finance in the modern arena of banking.

For instance, the Conference of the Finance Ministers of the Islamic Countries
was held in Pakistan in 1970, and the Egyptian study of 1972 about the fighi
(Istamic jurisprudence) objections to conventional insurance was pronounced in

® Taris Ahmad et al., Islamic Banking and Finance: What it Is and What It Could Be (1st Ethical
Charitable Trust, 2010), P: 18.

® Schoon, “Islamic-Finance—An Overview,” P: 625.
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1975. The first International Conference on Islamic Economics was held in
Makkah in 1976 and the International Economic Conference in London in 1977.

The subject matter of writings and conferences in the 1980s shifted from the
concepts and possibilities of interest-free banking to the evaluation of their
performance and their impact on the rest of the economy and the world. Their
titles bear testimony to this and the places where they were held indicate the
worldwide interest in the subject, for instance, the Conference on Islamic
Banking: Its Impact on World Financial and Commercial Practices was held in
London in September 1984, the Workshop on Industrial Financing Activities of
Islamic Banks in Vienna in June 1986, the International Conference on Islamic
Banking in Tehran in June 1986, the International Conference on Islamic Banking
and Finance: Current Issues and Future Prospects in Washington, DC in
September 1986, the Islamic Banking Conference in Geneva in October 1 988,
and the Conference Into the 1990’s with Islamic Banking in London in 1988.

Also, the International Monetary Fund published working papers and articles on
Islamic banking, while PhD research and other publications on Islamic banking
were increasing in the West. The Figh Academy of the Organisation of Islamic
Cooperation and other figh (Islamic jurisprudence) boards of Islamic institutions
engaged in discussions and the review of financial transactions. As a result,
Islamic mutual funds and other non-banking financial institutions emerged
towards the middie of the 1980s, and the first takaful (insurance) company was
established in 1979.

In the 1990s, IFI spread worldwide, over ninety banks being established during
this period. Also during this decade, the Muslim world witnessed the full

Islamisation of the whole financial system on a national level in Sudan, Pakistan
and Iran.
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Furthermore, the opportunity of profits and capturing new markets motivated
conventional bankers to provide Islamic services,® in both Muslim and non-
Muslim countries.®’ Therefore, an increasing number of conventional financial
institutions in the Middle Eastern markets began to convert their operations either
fully or partially on Islamic lines. This had been the case in Egypt for some time
and was now applied in other countries such as Saudi Arabia and Malaysia. Also,
fully independent Islamic banks were established, such as the ABC and the City
Islamic Bank, by conventional financial entities, %2

Although Islamic banks were initially launched to serve Muslims in countries
where the majority of the population was Muslim, they extended to serve Muslims
in countries where the majority of the population was non-Muslim. Today; Islamic
banks exist in a number of Western countries including Australia, Denmark,
India, Liberia, Liechtenstein, Luxembourg, Switzerland, Philippines, South Africa,
Thailand, United Kingdom and the United States of America. It is the growth of
the Muslim population in Western countries which was significant in recent
decades, demanding the services of IFB.%

The public policy interest in IFB is growing worldwide including in several
Western countries, which places the long-established legacy of the conventional
financial system in question.®* Interest in Islamic finance increased among
Western academic circles, and the Harvard Islamic Finance Forum was
established. The Dow Jones and Financial Times Islamic indexes were launched.

% Alison Brooks, “Repo Market Crosses Line in the Sand,” Global Investor, 1999,
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Several countries introduced legislation to facilitate Islamic banking and its
regulation and supervision.

In consequence, the undeniable expansion of IFB at the international level drew
the attention of policy makers at different levels to the standards and regulatory
aspects of this growing industry. In tum, the rise and evolution of organisational

efforts in support of the industry was evident. This is addressed in the next
section.

2.6 GRADUAL DEVELOPMENT OF ORGANISATIONAL
SUPPORT

Zaman and Movassagbhi (2002) state that business and commerce can only

Operate when the general practices and standards are clearly known and
understood.*®

The attention Islamic banks attracted operating within the requirements of
conventional standards in fact encouraged the establishment of a number of
regional and international bodies in order to promote adequate standards and
harmonise the practices of the growing IFB. It was the support offered by certain
bodies which enabled the rise of IFB in the form of an industry as they worked to

provide the necessary regulatory infrastructures for the Islamic banks and their
operations.

In fact, the establishment of such organisations resulted from the récognition that
the specific conceptual foundations and the operational practices of IFB require
regulatory discipline beyond the simple extension or amendment of the existing
laws and conventional regulatory frameworks.% Nonetheless, the task is not to

% M.Raquibuz Zaman and Hormoz Movassaghi, “Interest-Free Islamic Banking: Ideals and
Reality,” The International Journal of Finance 14, no. 4 (2002): at 2439.

% Grais and Pellegrini, “Corporate Governance in Institutions Offering Islamic Financial Services:
Issues and Options,” P: 2.
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replace existing conventional standards and regulations, but rather to propose
solutions whenever they fail to address the distinctiveness of IFBO.%’

In the absence of an international Sharia authority that is recognised and
acknowledged at the global level, these organisations play a much needed role
to harmonise the practices of IFI worldwide and cater for their specific needs and
requirements.

2.6.1 INTERNATIONAL SUPPORTIVE BODIES

A number of international bodies are concerned with different aspects of IFB. To
give an understanding of the position of the sector, the following section offers a
chronological summary of the main bodies, identifying their objectives and
services in relation to the IFI and Islamic banks.

In 1975, the Islamic Development Bank was established as an international
financial institution whose purpose is to foster the economic development and
social progress of member countries and Muslim communities, individually as
well as jointly, in accordance with the principles of sharia. The present
membership of the Bank consists of 56 countries, and the basic condition for
membership is that the prospective member country should be a member of the
Organisation of Islamic Conference/Corporation.®

In 1978, the first specialised research institution was established by the King
Abdul Aziz University in Jeddah, named the International Centre for Research in
Islamic Economics. The Centre seeks to be a leading institution for research,
training and teaching of Islamic economics as well banking and finance. It tries to

7 Zulkifl Hasan, “Regulatory Framework of Shari'ah Governance System in Malaysia, GCC
Countries and the UK,” -/ X 5— .4 HIREFZE: Kyoto Bulletin of Islamic Area Studies 3, no. 2

(2010): P: 2; Grais and Pellegrini, “Corporate Governance in Institutions Offering Islamic Financial
Services: Issues and Options,” P: 2.

* “The Islamic Development Bank,” accessed January 30, 2015, http://www.isdb..org.
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achieve its vision through the production and management of research/teaching
~ and training programmes, doing research in the field of Islamic economics and
participating in the translation of materials that serve the objectives of the Centre,
monitoring and studying the actual implementations of Islamic economics, and

organising training courses, workshops, conferences, seminars on Isiamic
economics.*®

In 1981, the Islamic Research and Training Institute was established, offering
consulting services to assist the Islamic Development Bank Group and other
interested parties in resolving practical sharia-related issues and developing
sharia-compliant financial products.'®

In 1988, the International Islamic Figh Academy was inaugurated. This is an
academy for the advanced study of Islam, based in Jeddah, and established
specifically to unify Islamic fatawa (plural of fatwa) by publishing the opinions of a
multitude of scholars rather than individual experts. Although the rulings and
opinions pertaining to economic and financial matters issued by the Academy are
not officially binding, they are highly respected and certainly considered by sharia
scholars, IFB practitioners, and policymakers. 1!

In 1988, the Bahrain Bankers Training Centre, inaugurated in 1981, was
renamed the Bahrain Institute of Banking and Finance. It provides training in the
form of courses with special focus on the IFB. Today it is the leading provider of
training, education and professional development programmes to the Industry in

® “The Centre for Research in Islamic  Economics,” accessed March 23, 2014,

http://www.islamiccenter.kaau.edu.sa/.

100 wThe Islamic Research and Training Institute,” accessed January 30, 2015, http://www.irti.org.
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the Gulf region and the Middle East. Over 17,000 participants went through the
Institute in 2010. 102

In May 2001, the General Council for Islamic Banks and Financial Institutions,
affiliated to the Organisation of Islamic Cooperation n, was established as a non-
profit organisation, hosted in Bahrain. It currently claims to be the only official and
reliable source of information about all the Islamic banks whose services and
products comply with sharia. %

In 2001, the International Islamic Financial Market was founded collectively by
the central banks of a number of Muslim countries as a neutral and non-profit
organisation to facilitate secondary markets for Islamic financial instruments. Its
objective is to provide a cooperative framework for the growth and promotion of
the Islamic financial market, encouraging cohesion of sharia interpretations and
the creation of the secondary market, 14

In 2005, the Central Bank of Bahrain (CBB) established the Liquidity
Management Centre for the purpose of facilitating the investment of the surplus
funds of IFl and banks into high-quality short- and medium-term financial
instruments structured in accordance with the sharia principles, i.e. providing
secondary market buyers for sukuk (Islamic-bonds). It plays a key role in the
creation of an active interbank market, which will assist IF] in managing their
short-term liquidity. '°°

In 2005, the Bahrain-based Islamic International Rating Agency started
Operations, although its original set-up was in 2002 to facilitate development of
the regional and national financial markets by delineating relative investment or

192 “Bahrain Institute of Banking and Finance,” accessed January 30, 2015, http://www.bibf.com.

1% “General Council for Islamic banks and Financial Institutions,” accessed January 30, 2015,
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credit risk, and providing an assessment of the risk profile of entities and
instruments, which can be used as one of the bases for investment decisions. It
is soliciting recognition of its ratings by regulators and has received formal
recognition from the CBB as an External Cregit Assessment Institution, and is on
the list of approved rating agencies of the Islamic Development Bank. %

In 2005, the International Islamic Centre for Reconciliation and Arbitration was
founded as an international, independent, non-profit organisation, and began its
activity in the beginning of January 2007. The establishment of the Centre
resulted from concerted efforts of the United Arab of Emirates, the Islamic
Development Bank and the General Council for Islamic Banks and Financial
Institutions. The Centre setties financial and commercial disputes that arise
between financial institutions and their cliehts, or between financial institutions
and third parties who choose to apply the provisions of sharia law through
reconciliation or arbitration, '’

In 2008, the International Sharia Research Academy for Islamic Finance in
Malaysia was established to promote applied research in the area of sharia and
Islamic finance. It contributes towards strengthening human capital development
in the areas of sharia and provides a platform for greater engagement amongst
practitioners, scholars, regulators and academicians via research and dialogue,
in both the domestic and international environment. '

All these international bodies work toward the development and promotion of
different aspects of the IFB. However, the influence of their efforts on financial
institutions varies, as will be discussed in later parts of this study.

% “The Islamic  International Rating Agency,” accessed January 30, 2015,
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% “The intemnational Sharia Research Academy,” accessed January 30, 2015,
http://www.isra.my.

56



2.6.2 STANDARD SETTING INTERNATIONAL BODIES

The bodies described in the previous section are supportive of the IFB, but are
not directly concerned with the governance and regulation of the IFI and Islamic
banks, which is the subject matter of this thesis. This section will describe the two
main international bodies that are focused on setting such standards, namely the
Istamic Financial Services Board and the Auditing and Accounting of Islamic and
Financial Institutions.

2.6.2.1 ISLAMIC FINANCIAL SERVICES BOARD

The central banks and national monetary authorities of Muslim countries officially
inaugurated the Islamic Financial Services Board (IFSB) on 3 November 2002,
and it started operating on 10 March 2003. As of December 2014, the 184
members of the IFSB comprise 59 regulatory and supervisory authorities, 8
international intergovernmental organisations, 112 financial institutions and
professional firms as well as 5 self-regulatory organisations (industry
associations and stock exchanges) operating in 44 jurisdictions. The efforts of
the IFSB extend not only to the central banks of member states of the
Organization of Islamic Conference/Corporation, but include a number of central
banks from non-Muslim countries such as the United Kingdom, France,
Luxembourg, South Africa, China, Thailand and Singapore.

The IFSB coordinates its activities closely with the Bank for International
Settlements and includes entities like the International Monetary Fund and the
Islamic Development Bank in its membership. It is argued that the work of the
IFSB complements that of the Basel Committee on Banking Supervision,
International Organisation of Securities Commissions, and the International
Association of Insurance Supervisors. It strives toward adopting globally
accepted prudential standards that smoothly integrate IFB with the conventional
financial system, taking into account any specificities of Islamic finance. It
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therefore ensures a level playing field between the IFI and conventional banking
institutions. 1%

To empower and enable the IFSB to play its designated role, Malaysia, the host
country of the I