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The Islamic finance industry is no longer of the opinion that it is immune 
to the global financial crisis, having been exposed as vulnerable to the chill 
winds which hobbled conventional institutions. However, while the industry 
has suffered a slowdown in the wake of the economic downturn, in the 
longer term its fundamentals remain encouraging and it can be expected to 
continue its recent trajectory of strong growth.



Focused exclusively on the energy sector with a solid capital base, First Energy Bank is uniquely 
positioned to capture new business opportunities across the entire energy value chain. 

Through our range of Sharia’a compliant products and services, we are committed to charting 
the course to create and capture value in the global energy sector for our shareholders and 
strategic partners.

For more details please call: +973 17170000 - or visit: www.1stenergybank.com
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I
slamIc banks in the Gulf may count their bless-
ings that the tenets of sharia prevented them 
from investing in sub-prime mortgages and so 
from falling victim to the crisis which caused so 
much pain among conventional lenders. Yet, by 

definition, institutions complying with sharia are tied 
to the real economy and in particular to asset values. 
Though higher oil prices have helped most economies 
within the region to pick up speed over the past few 
months, banks and other institutions whose fortunes 
are linked to property prices still face worries. 

Indeed, standard & Poor’s (s&P), a rating agency, 
notes that the weighted average of non-performing 
facilities (mostly murabaha and ijara transactions) to 
total financing of the five largest Islamic banks in the 
Gulf was just over five per cent at the end of 2008, up 

from three per cent the year before. In 2009, says s&P, 
the ratio rose even more and is likely to do so again 
this year. so, are Islamic banks really over the worst? 

Those in the capital markets may have drawn solace 
from the fact that the value of sukuk, or Islamic bonds, 
issued worldwide during 2009 rebounded to $23.3 
billion, up from a paltry $14.9bn the year before. Yet 
this was hardly a reason to cheer. The total was still 

Banks complying with sharia 
now account for over a quarter 
of all banking assets within the 
gulf co-operation council

8

Islamic finance must seize the opportunity for 
post-crisis reform

IntroductIon  

the chance of a lifetime
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short of the record value of $34.3bn seen in 2007. 
What is more, asian issuers accounted for more than 
60 per cent of the total value of sukuk issued around 
the world in 2009, with malaysia alone making up just 
over half of the total. 

True, last year’s partial revival in the market brought 
the total value of Islamic bonds issued so far to $100 
billion, a landmark of significance to be sure. True, too, 
about $20 billion-worth of sukuk are reckoned to be 
in the pipeline, with a further $10 billion or so being 
talked about if the market keeps its calm. If so, that 
could bring the total value of bonds issued this year 
close to the record achieved in 2007. 

Yet questions remain. The default of two sukuk – those 
issued by saad Group of saudi arabia and Kuwait’s 
Investment Dar – unsettled issuers and investors alike. 
a third issue – by Nakheel of Dubai – was rescued 
at the last minute by the federal government in abu 
Dhabi. Until investors pick up the pieces from these 
defaults and lift the question mark hanging over Dubai 
World, a company owned by the government there, 
the market for sukuk is unlikely to return to form even 
if conditions in markets elsewhere are stable. 

There are still queries, too, about the defaults. How 
will the courts rank the claims of holders of sukuk? 
How much will holders recover and will they have 
access to the underlying assets? How will decisions 
issued in regional courts affect the rights of holders of 
sukuk offered, as many of them were, under English 
law?

It is worth noting, too, that governments, and entities 
related to governments, accounted for most of the 
issuance of Islamic bonds during 2009. This is good 
in one way because it gives the market more breadth 
and depth. The more sukuk that governments issue, 
the easier it is for riskier borrowers to price their 
own issues thanks to the benchmark established by 
the sovereign or quasi-sovereign sukuk. Yet it also 
reinforces the fact that issuers from the private sector, 
particularly those in the Gulf, have yet to regain their 
zeal. 

While the capital markets may be waiting for a cue, 
Islamic finance as a whole still prospers. The assets 
(loans) boasted by the world’s top 500 Islamic banks 
rise to a total of $822 billion during 2009, compared 
with $639 billion the year before. The value of those 
of banks in the six countries of the Gulf co-operation 
council (Gcc) reached a total of $285 billion at the last 
count. That gives them 22 per cent of the worldwide 
market for Islamic finance, more than double the total 
five years earlier.

more important still is the fact that banks complying 
with sharia now account for just over a quarter of all 
banking assets within the Gcc. Yet this is still less than 
the share of Islamic assets accounted for by the Islamic 
windows of conventional banks. Do retail customers in 
particular need encouragement to make the switch to 
Islamic banks? 

This is the certainly true for asset management. 
according to consulting firm Ernst & Young most 
new products and services unveiled recently by asset 
managers complying with sharia were aimed at 
institutional, not retail, customers. Either Islamic fund 
managers have yet to find the right formula or retail 
customers are reluctant to part with their cash. The 
result is that Islamic funds under management still 
account for a mere 5.5 per cent of the total market for 
finance complying with sharia. 

small wonder then that the value of assets worldwide 
held by funds complying with sharia, at $52 billion, 
remained more or less flat during 2009. Or that the 
industry itself faces difficult choices. some 70 per 
cent of firms managing Islamic funds, have less than 
$100 million under their charge. since the average 

8

malaysia is vying with the gulf to be the pre-eminent hub for islamic finance

many of the questions 
today facing those in islamic 
financial services turn on 
regulation and governance 
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level of fees paid by clients fell by a quarter last year, 
partly because of competition, more and more firms 
are finding it harder to make money. Is a fragmented 
industry about to consolidate? 

Profitability is also in question among Islamic 
insurers. Granted, takaful as an industry has grown at 
a compound annual rate within the Gcc of 40 per cent 
in recent years, a pace that outstrips that of conven-
tional insurance even in budding markets such as 
asia. Yet such is the proliferation of business models 
and tactics employed within the industry that its profit-
ability varies widely.

competition is so fierce in certain parts of the Gulf 
that motor insurance has become largely a loss leader. 
In other words, takaful operators have cut their rates 
so low that they expect to make money only from 
selling other forms of cover to existing clients. 

so far, the growth in other markets has more than 
compensated. Partly this is because economies in 
the region such as saudi arabia have made medical 
insurance compulsory; partly also because of the 
growing popularity of what is known as family takaful 
– protection for life and individual savings, some of 
them linked to education. Together, these two sectors 
now account for nearly half of all contributions to 
takaful companies in the middle East and North 
africa. 

as with takaful, many of the questions facing those 

in Islamic finance turn on regulation and governance. 
Practitioners may pat themselves on the back that 
they evaded the fallout from the crisis afflicted by 
derivatives tied to risky mortgages. Yet regulators are 
already taking steps to make sure that Islamic finance 
does not trip up because of its own or similar failings. 
Institutions complying with sharia can still stumble 
because of risks peculiar to the industry or because of 
dangers which afflict the system as a whole. 

It was with such considerations in mind that, in 
2009, the Islamic Development Bank convened a 
group chaired by Dr Zeti akhtar aziz, Governor of 
Bank Negara malaysia, the country’s central bank. 
With help from the Islamic Financial services Board 
and the Islamic Research and Training Institute, 
the group produced eight recommendations which 
should underpin the regulation of financial institutions 
complying with sharia. 

chief among these was the need for greater co-oper-
ation between the various arms of Islamic finance. 
also at the top of regulators’ minds was a desire to 
create more liquidity, not just to reduce the cost of 
intermediation, which is higher among Islamic institu-
tions, but also to help monetary authorities operate in 
the markets. Governments also needed to introduce 
insolvency laws where none exist or, where they do, 
to frame rules for Islamic institutions. Will such efforts 
work? Time alone will tell. <
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Mahathir MohaMad

Mahathir Mohamad, who as prime minister of Malaysia from 1981 to 2003 is credited 
with initiating the focus on Islamic financial services which led to its status as a 
leading international hub for the industry. 

 
Finance plays a big role in the creation of wealth. Financing enables businesses to grow 
and wealth to be generated in the process. Where finance is not available even countries with unique 
natural resources can remain poor.

It seems to have taken a long time for the Muslims and their countries to appreciate the role of banks 
in wealth creation. Almost 300 years passed after the first foundations of banking in Europe before 
the Muslims would think of setting up banks which conformed to Muslim principles on the rejection of 
interest. By this time, the people who invented and utilised the interest-based banking system had grown 
far ahead of Muslim countries in terms of wealth, economic development and military power. Now that we 
the Muslims have our own banking system, can we use it to prosper our countries the way the European 
countries have? Can we catch up with their development? 

Overall the growth rate of Islamic finance is about 15-20 per cent per annum, but Islamic finance is still 
very tiny compared with the conventional, Western, usury-based system.

If the ability of Islamic finance is to help create a better future for the Muslim world then the financial 
institutions themselves must come out and aggressively promote Islamic-compatible ways of investing the 
great wealth of Muslims. This the Islamic financial institutions can do, by identifying secure investment 
opportunities which give a fair return, but transgress no Islamic injunctions.

While the investments should be Sharia-compliant they should not be confined to businesses owned 
or operated by Muslims. There are hundreds of thousands of businesses operated in the non-Muslim 
world which are compatible with the tenets of Islam. Choosing the best may not be easy, but Islamic 
financial institutions must be prepared to spend money on investigating and rating the businesses. The 
actual investors themselves will not be able to do this. The Islamic financial institutions have not shown 
aggressiveness enough in promoting their services, certainly they have not gone all out to gain access to 
the money owned by the very rich Muslim countries.

What is needed for the product to be aggressively promoted in the Muslim world. It is noted that there is 
not a single Muslim country which is fully industrialised, the wealthy nations of the world are, without 
exception, the industrialised nations. Some of these have no natural resources for industrialisation, but 
they make up for this by having the most valuable resources of all – they have people who are intelligent, 
knowledgeable, and skilled in the development of industries. They have many skills, especially capital 
management, and they are backed by their banking system. 

If indeed we want to see a better future for the Muslim world we need to industrialise. In this Islamic 
financial institutions like their counterparts in the non-Muslim countries have again a major role to play. 
The role of banks in the industrialisation of the developed countries of Europe and East Asia cannot be 
understated. There is no reason why Muslim banks and financial institutions cannot play the same role.

We see a trend today for Islamic banks and financial institutions to match the products of Western 
banking with their own while keeping them compatible with the teachings of Islam.

We may congratulate ourselves that by and large the collapse of the Western systems has not affected the 
Islamic financial system much – but before we do so it is necessary for us to understand why their system 
has collapsed.

For the Islamic banking and financial systems it would be good if they don’t try to match every product 
of the Western banking system. There is no doubt that the Western financial market has created much 
wealth, many investors have become millionaires and even billionaires, investing and speculating in a 
financial market before the crisis. But their wealth has been acquired not through real businesses but 
through gambling. Speculating is no different from gambling. If the speculator wins, only he will benefit. 
There will be no spin-offs in terms of jobs, or supporting businesses.

Many Muslim countries are extremely rich, but we also know that many Muslim countries and Muslim 
people are extremely poor – we should really be able to spread the wealth to the poor, not just through 
charity, but also with investments. Islamic finance in itself will not ensure a better future for the Muslim 
world but it would certainly help if the Muslims learned how to use these institutions to manage the 
wealth of the Muslims, to aggressively promote the services they offer, to have a sense of responsibility for 
strengthening the Muslim community. It is only if Islamic financial institutions are aware the full extent 
of the role they can play that will they be able to represent hope or a better future for the Muslim world. 
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islaMic finance takes root in new Markets

The rise of Islamic finance around the globe in recent years has been meteoric. Prior to the financial 
crisis, according to London-based IFSL the value of Sharia-compliant assets within the Islamic finance 
industry grew 25 per cent from the end of 2007 to 2008 – from $758 billion to $951 billion. Even as in 
today’s radically altered investment environment most analysts forecast that the industry can continue to 
look forward to double-digit growth in the years ahead.

Increasingly, contributions to the growth of the industry will come from the regions and countries 
outside of the twin poles of the Gulf and Malaysia which have driven its expansion thus far. The growth 
of Islamic communities in countries such as the United Kingdom and France have spurred growth of 
the industry in Europe, while even countries without large Muslim populations – such as Japan – have 
embarked on preliminary legal reforms to try and grab a slice of what promises to be an increasingly 
lucrative branch of the global financial system.

The more forward-thinking Islamic banks are already targeting territories deemed ripe for expansion 
– especially those in North Africa and Asia. Populous countries such as Egypt and Indonesia offer the 
chance of substantial rewards if Islamic finance can take root. According to magazine The Banker, Iran 
– where the entire financial system is Sharia-compliant –boasted the most Islamic assets in 2008, with 
$293 billion. Saudi Arabia was next with $128 billion, followed by Malaysia in third with $87 billion. 

However in the world’s largest economy, Islamic finance still faces obstacles, many of them political. In 
the United States, opponents of the propagation of Islamic finance continue to make ill-founded claims 
that the industry is a Trojan horse for the spread of Islamic law across the world. Traditionally, the 
United States has been a favourable investment destination for Middle Eastern investors and there is still 
much to recommend it. For one thing, the current US tax regime is conducive to the growth of Sharia-
compliant structured finance. And most Gulf Arab currencies are tied to the dollar, which eliminates the 
significant currency risk involved in doing business across continents. But the growing political rhetoric 
in the United States could persuade some investors to delay their decisions.

“Investors aren’t running away from the United States just yet but I have seen a number of potential 
investors from the region reconsider Sharia-compliant investments they were about to make because 
they’re wary of the climate,” one Gulf-based Islamic banker told Reuters. 
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I
slamIc retail banking, depending on who you 
listen to, is either still enjoying its first flush of 
youth, or already struggling to meet the needs of 
potential customers.

To the industry’s optimists, continued double-
digit growth rates and a huge number of potential 
customers are enough to dispel suspicions of poor 
performance. But to others, Islamic retail banks are 
failing to capitalise on a number of opportunities, 
and are – at least according to one senior industry 
figure – in the “stone ages” when it comes to products 
and services when compared with their conventional 
rivals. 

such is the halfway house the industry current-
ly finds itself in – having achieved unprecedented 
growth in recent years, but still falling far short of the 
ambitions of many of its most vocal proponents, who 
envisage it can one day challenge or even usurp the 
dominance of the conventional banking system. 

The severe impact of the global financial crisis 
on many of the world’s most high-profile conven-
tional banks were, at first, received in the Gulf 
with something close to schadenfreude. To many 
observers, the chaos simply underlined the case for 
a more ethical form of finance that had been gather-
ing momentum among Islamic finance profession-
als in the Gulf. However, any notion that the crisis 
would mark a paradigm shift to an Islamic financial 
industry untouched by the chaos was soon dispelled. 
as the economic downturn in the west started to hit 

To compete with conventional rivals Islamic retail banks must 
increase their cross-border presence and develop products which 
appeal to Muslim consumers

retaIl BankIng  

growing pains

Banks have learned the hard 
way that having impeccable 
islamic credentials alone 
will not drive business
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consumption, driving export volumes and oil prices 
down, the knock-on effects were felt across the Gulf.

While much of the impact was felt by regional 
investment banks, many of whom were over-exposed 
to suddenly perilous sectors such as real estate, retail 
banks were also adversely affected. Having long had 
their eyes trained on a far horizon, such institutions 
have suddenly find themselves with a number of 
immediate challenges which require timely attention 
if they are to ultimately fulfil their promise. 

True, global demand for Islamic retail services seems 
to be on the rise – with everywhere from Kazakhstan 
to Bermuda looking to stake their claim as a hub for 
such services. 

But for too long the industry has been guilty of 
over-emphasising the demographic patterns it believes 
will passively present it with a never-ending stream of 
new customers, rather than working to create the 
innovations that will actively encourage muslims to 
do their business with Islamic banks. 

In recent years banks have learned the hard way that 
having impeccable Islamic credentials alone will not 
drive business. In the United Kingdom, for example, 
analysts have recently criticised the fact that despite 
government support and a large muslim population, 
the Islamic retail market has been unable to make 
expected gains. 

among their observations are the fact that Islamic 
finance offerings are currently too expensive and that 
there is still a significant lack of awareness about the 
practical, as opposed to ethical, benefits of favour-
ing Islamic products. such observations are equally 
relevant to the Gulf. 

Tackling such problems will be critical to the future 
success of the sector. after all, Ernest & Young’s 
sameer abdi told a conference in early 2010, the 
customer is key.

“I think almost everybody forgets that retail custom-
ers are what make Islamic finance... so you have to go 
down to the individual,” he said.

Tailoring their products to the individual needs of 
customers has been a weak spot for many Gulf banks. 
a lack of market research and a small portfolio of 
products have stymied further diversification. 

“Retail banking in the middle East needs to make 
the transition from offering identical products – the 
same current account, the same savings account, the 
same set of card products, the same consumer loan 
processing, and so on,” observes Robert ainey, chief 
executive of the Bahrain association of Banks.

There are signs that some banks are taking steps 
to remedy this. In saudi arabia, saudi Hollandi 
Bank has announced plans to open 15 ‘women-only’ 
branches by the end of 2010, while Bahrain Islamic 
Bank has announced its customers can now access 
their accounts using their mobile phones. Products, 
as much as piety, are likely to be what drives the next 
wave of growth in retail banking. Nor does ethical 
necessarily have to mean austere – one executive 
at Dubai Bank noting earlier this year that muslim 
customers would welcome products such as platinum 
cards just as assuredly as customers with conven-
tional banks. 

In addition, the passing of long-anticipated mortgage 
laws in a number of Gulf countries will seek to 
increase home ownership across the region, offering 
retail banks the opportunity to attract valuable 
mortgage customers, and to offer them a variety of 
other services. 

But even if banks begin to offer products desired by 
the market, their success or otherwise will depend 
upon their cost – and in this critical area Islamic retail 
banks struggle to match the prices offered by the 
Islamic windows of conventional banks. 

“They have very low cost of funding and can easily 
compete on price. You see all of them are opening 
Islamic windows and that’s very difficult competition 
to beat,” abdi told industry experts earlier this year, 
adding that scale is “absolutely essential”.

Despite the importance of the efficiencies an institu-

regional Mandatory sharia finance body “years away”

The formation of a Gulf-wide Sharia council with the mandate to set industry rules, rather than just 
issue guidelines in its present form, is still “years away”, according to a senior executive at regulatory 
body AAOIFI.

Speaking on the sidelines of an industry conference, Assistant Secretary General Khairul Nizam said 
few expect such a centralised Sharia council to be in place before 2013.

“It’s an idea at the moment. It can help the Islamic finance industry because, if the committee has some 
regulatory bite to it, it can make AAOIFI standards mandatory,” said Nizam.

Currently, standards set by the Accounting and Auditing Organization for Islamic Financial Institutions 
(AAOIFI) board are considered guidelines, rather than rules. Some countries such as Bahrain, however, 
require Islamic institutions to follow the standards.

Nizam said the Bahrain-based body is currently working to issue regulatory guidance for sharia 
scholars serving on the boards of Islamic institutions, which the regulatory body hopes to finalize by the 
end of 2011.

“It’s going to be a long process because we have to make sure to get it right the first time,” he said. 

8
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tion can make as it grows in size, in common with 
other Islamic finance institutions, retail banks remain 
diminutive compared to their conventional counter-
parts. Only a select few, including the likes of Kuwait 
Finance House, and Bahrain’s albaraka Banking 
Group, have operations which cross borders.

The latter institution has shown it is aware of the 
benefits that come with an increase in scale, and 
in creating an attractive image with the intention of 
competing with larger conventional banks. last year 
the bank rolled out new branding, bringing subsidiar-
ies in countries from south africa to Pakistan under the 
one identity - redesigning branches under a common 
identity and logo. Other banks will surely emulate 
such steps as they bid to build a corporate brand and 
expand beyond their home markets. The quickest way 
of achieving such scale would be through mergers or 
acquisition, and analysts predict consolidation in the 
Gulf market in the coming years. 

While retail banking attracted little of the attention 
of the exploits of some of the region’s huge invest-
ment houses during the Gulf’s recent economic boom, 
there are signs that post-crisis the tide has changed 

– with investment banks valuing the reliable income 
provided by a strong customer deposit base. 

Bahrain’s Ithmaar Bank, previously most well-known 
for its investment banking activities, announced in 
march 2010 that it would absorb its wholly owned 
retail banking subsidiary shamil Bank and become 
a fully-fledged Islamic retail bank. The same month, 
the UaE’s mashreq Group announced the launch of 
an Islamic banking division. 

Indeed, a number of conventional banks in the Gulf 
are believed to be pondering whether to ‘go Islamic’ 
- and make their operations fully sharia-compliant in 
order to boost their market share. It can take two or 
three years to fully complete such a change, but with 
the frenetic pace of the industry recent years have 
slowed, a number of institutions may use the current 
time to lay the foundations for future growth.

The long-term fundamentals of Islamic retail 
banking remain strong, but significant progress must 
be made in a number of areas, from increasing 
product offerings to achieving scale, for the vision 
of an industry which can challenge its conventional 
rivals to become reality. <

rasheed al Maraj

Governments, central banks and regulators around the world are now busy constructing 
a new financial architecture. New institutions and new regulations are being put in place. 
The structure of the financial industry itself is open to review, with some distinguished 
people questioning whether it is desirable to allow the combination of commercial and 
investment banking. Some fundamental questions are being asked about the type of 
financial system that can best serve the economic needs of society. 

The Islamic financial industry cannot stand apart from these developments. The fundamental question 
that the industry now needs to ask is: to what extent has the global financial crisis been a game changer 
for Islamic finance as well as for conventional finance? The issue is not whether the Islamic financial 
industry needs to learn lessons from the crisis, but what lessons it should learn and how it needs to adapt 
in the light of lessons learned from the crisis.

We are all familiar with the rapid growth of the Islamic financial industry in the years before the crisis. 
In the early days of the crisis there was a widespread assumption that Islamic finance would continue this 
strong growth into the future. The interest shown in Islamic finance by conventional institutions that were 
eager to learn lessons from the crisis added to the feeling that the Sharia-compliant industry would emerge 
stronger as the interest-based industry stumbled.

I never shared that point of view. I was not convinced that the Islamic financial industry could avoid 
suffering some fallout from the worst financial crisis in several generations. Recent developments have 
provided more support for this conclusion.

It is now also clear that Islamic financial institutions have not been insulated from the second-round 
effects of the crisis. Their customers have been just as badly affected by the economic downturn as have 
been the customers of conventional banks. Recent events have also illustrated the risks of concentrating 
too many assets in specific sectors such as real estate. The principles of sound finance – do not concentrate 
risk, do not rely on collateral with unrealistic valuations – apply equally to Islamic institutions as to 
conventional ones.

One of the most important lessons of the crisis has been the need for good liquidity risk management by 
financial institutions. Given the problem of liquidity risk management is one that has confronted Islamic 
financial institutions for a long time, the events of the past two years should give a new sense of urgency 
to our attempts to find a solution.

Rasheed al Maraj, governor of the Central Bank of Bahrain
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I
slamIc asset managers are having to learn to 
adapt to survive, amid stagnating asset pools, 
investor risk aversion and crimped liquidity. The 
past year has been tough for the middle East’s 
asset management industry generally, and the 

sharia-compliant sector has not been spared the pain. 
If anything, asset management is the sector that has 

been hit harder than others in the sharia-compliant 
sphere. according to the Ernst & Young Islamic Funds 
& Investment Report 2010, released in may, global 
Islamic fund assets stagnated at $52.3 billion in 2009, 
barely registering an increase on the $51.4bn posted in 
2008. In contrast, the global conventional mutual fund 
assets under management exhibited signs of recovery 
from their lows of $19 trillion in 2008, reaching $22 
trillion in 2009.

The research reveals that only 29 new Islamic funds 
were launched in 2009, almost offsetting the 27 
Islamic funds that were liquidated during the same 
period. This compares to 173 that were launched in 
the market’s 2007 peak. 

“The industry continues to grow although at a slower 
pace,” says Faisal Hasan, senior consultant at Ernst & 
Young’s Islamic financial services group. “This can be 
attributed to a number of factors including the global 
economic downturn, lack of product differentiation, 

the preference to keep money in banks rather than 
investing in funds and weak distribution channels, 
amongst other factors.”

This slowdown has corrected a steady growth in 
the Islamic asset management industry over the past 
two decades, reflecting a longer-term trend that has 
seen an increasing spread of asset classes available 
for Islamic investors since saudi arabia’s National 
commercial Bank of saudi arabia launched the first 
sharia-compliant fund back in 1987.  

New investment banks have sprung up to service 
robust demand for sharia funds, while international 
banks have reengineered their existing asset manage-
ment services to suit the needs of this market. 

Prior to the global financial crisis, Islamic investors 
were started to be courted within increasingly sophis-
ticated product, such as sharia-compliant hedge funds 
launched by Barclays capital and the Dubai multi 

The growth in global Islamic fund assets has stalled, but new 
products should tempt investors burned by the crisis 

IslamIc asset management  

a change is as good as a rest

The launch of new asset classes 
suggests that many gulf investors 
have lost interest in yet another 
gcc-focused real estate fund
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Islamic funds launched by asset class

commodities centre authority (Dmcc). 
The tough news over the past year, with the first-ever 

defaults by issuers of Islamic debt in the wake of the 
global credit crisis, has brought that growth to a halt, 
and obstructed product innovation. 

This has hindered the development of the sector, at 
a time when fund managers were preparing to launch 
a host of new funds on the market. Though Ernst & 
Young says has been a shift away from fund invest-
ments in traditional asset classes, such as equities and 
real estate funds, as a number of new alternative asset 
classes including sharia-compliant exchange traded 
funds (ETFs) and hedge funds, were launched, these 
have yet to gain material strength.

The E&Y report revealed that almost 70 per cent of 
Islamic fund managers are struggling to build scale 
and have under $75m in assets under management, 
while 55 per cent have less than $50m.  

Yet, the Islamic fund industry has significant room 
to grow if assets are reallocated from investment 
accounts to funds. “The challenge that Islamic fund 
managers face is to convince investors to cash to 
funds rather than in investment accounts and this 
will need a number of initiatives to be undertaken. 

most notably, product differentiation and diversifica-
tion are demanded as well as knowledgeable invest-
ment advisors. Therefore if the Islamic funds space 
is to grow at the pace once witnessed it will need to 
undergo structural changes that cannot be addressed 
in the short-term,” says Ernst & Young’s Hasan. 

Investor risk aversion has risen to the fore in the past 
couple of years. The lack of confidence has led them 
to place a higher proportion of deposits with banks, 
rather than investing in funds. 

Product innovation in the Islamic space is generally 
driven by investor willingness to invest but if the 
environment isn’t there then innovation is inevitably 
put on the back burner.

another issue is that institutional and retail investors 
in the Gcc have notoriously short time horizons 
compared to global benchmarks, which is true for the 
Islamic space as much as it is for the conventional. 

“Gcc investors short term mentality means that they 
would naturally favour open ended listed funds (such 
real estate investment trusts) they can trade in and out 
of rather than closed ended funds which they might 
be tied into for several or many years,” says Nicholas 
Judd, co-head of investment development and distri-
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bution at Bahrain-based sharia-compliant Unicorn 
Investment Bank.

a study conducted by Invesco indicated very short-
term investment time horizons – 38 per cent of retail 
respondents had a time horizon of less than a year 
compared to 33 per cent in the institutional market. 
Of those surveyed, only 12 per cent of institutional 
respondents have an investment horizon beyond five 
years, significantly below global comparatives for 
institutional markets.

Investor risk aversion has been compounded by the 
financial crisis. “The offering asset manager must have 
a good track record and trusted reputation to have any 
chance of raising money particularly in risk averse 
markets and where many previous products have 
failed and the money lost,” says Judd. 

Product innovation could actually help attract Islamic 
investors with lower risk appetites though instruments 
such as Islamic exchange traded funds (ETFs), leasing 
funds and real estate investment trusts.  

There are some green shoots. according to E&Y, 
2009 was the first year where the number of new 
funds launched in alternative asset classes outpaced 
traditional asset classes such as real estate and equities. 
In addition, the year saw the launch of the first Islamic 
hedge funds and a number of ETFs.  

This also suggests that many Gulf investors have lost 
interest in the zillionth Gcc focused real estate fund. 
as investors become sophisticated and demand wider 
choice in terms of products, these new asset classes 

have great growth potential. Invariably, the rate of 
growth in these asset classes remains centered around 
the investment managers’ ability to develop the right 
products for their investors.

“Innovation and demand will mean we will see full 
suite of Islamic funds being developed over time. ETFs 
linked to commodities like oil, zinc, nickel and steel 
make people feel more comfortable with the risk.  all 
of these will be in demand in due course in the same 
way as they are conventionally,” says Judd. 

The regulatory climate for Islamic hedge funds is 
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Global Islamic funds – launched and liquidated

could woMen play a bigger role in islaMic finance?

It’s not unusual to hear people ask why Islamic finance does not embrace women. Given the global 
finance industry is dominated by men isn’t it even more difficult for Muslim women to make their mark 
on the $1 trillion Islamic finance industry?

Well, only up to a point. From its early years, Islam was receptive to women in business and finance. 
And today, Malaysia is an example of how making money has little to do with gender in Islam.

Not only does Malaysia boast a female central bank governor devoted to helping Islamic finance grow, 
but Malaysia’s Islamic institutions also boast women executives in top positions.

More surprising perhaps, Malaysia is also home to several woman scholars of Islamic law, or Sharia, 
who provide companies with the approval they need to brand their business as compliant with Muslim 
principles that include a ban on interest. In the Gulf women are sorely underrepresented. Islamic finance 
is growing rapidly in the Gulf Arab region, despite the global financial crisis, yet there is no woman chief 
executive at any Gulf-based Islamic financial institution.

Furthermore, there are no female Islamic scholars in the Middle East advising financial firms on Sharia-
compliance. It makes poor business sense given the enormous wealth and spending power Gulf-based 
women are sitting on.

A 2008 study forecast that Gulf women would control as much as $385 billion by the end of 2011.
In Saudi Arabia, 93 per cent of Arab women hold a secondary school certificate or university degree, 

compared to 60 per cent of employed men, according to a study by Al Masah Capital.
“There is no Sharia restriction why women cannot play and occupy important roles in the development 

of Islamic finance at all levels,” says Sheikh Muddassir Siddiqui, an Islamic scholar and partner at law 
firm Denton, Wilde Sapte.

Experts say now is the time for Arab women to get training as Islamic scholars, given the anticipated 
shortage of qualified scholars that could hinder the growth of the Islamic finance industry. 
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shahid haMeed

Kuwait’s Global Investment House has had first-hand experience of the effect of the 
financial crisis on prestigious Gulf-based financial institutions. The sudden deterioration 
in regional market conditions on the back of the subprime crisis in the United States led 
the investment company to announce it made its first ever loss in Q1 2009. 

However, 18 months on the investment firm continues to progress with a wide range of 
activities, including an ambitious asset management operation. In July this year it announced that two 
funds it manages in Saudi Arabia –the Global Saudi Equity Fund and Global Al Noor Saudi Equity Fund - 
had grown to become among the best performing funds investing in Saudi equities. 

As of June 28, 2010, the Global Saudi Equity 
Fund recorded a year to date return of 7.4 per cent 
compared to 2.95 per cent recorded by the Saudi 
Tadawul All Share Index.

The success of its Saudi finds builds on the firm’s 
previous achievements in asset management – last 
year Global Investment House (Global) announced 
that three of its funds were among the top seven 
performing funds managed by Kuwaiti investment 
companies and banks in the GCC markets in 2009. 

At the time, Global’s head of asset management in 
the Gulf Co-operation Council (GCC), Shahid Hameed, 
attributed the buoyant performance of its funds to 
“superior stock selection and asset allocation”.

Some months on, he remains optimistic about the 
outlook for Islamic asset management; but realistic 
about the challenging conditions which have been a 
legacy of a broader, global economic malaise.

 “Is the industry stagnant?” he wonders aloud. “That could be said for the whole industry of asset 
management and not just Islamically. Globally it has really come to a standstill across various asset 
classes and geographies.”

“If you look at the trend across the world it is pretty stagnant and that trend has been reflected in the 
Islamic space as well.”

Many analysts agree that Islamic asset management itself has paid the price of an over-exposure to real 
estate and Hameed observes that many institutions “were doing real estate and little besides”.

However, that does not necessarily mean that investors will be ‘once bitten, twice shy,’ he explains.
 “Demand is still pretty high for real estate products because it is very close to people’s hearts. People 

value real estate as a proper, tangible product, which provides regular income from rental. So people will 
still look to invest in real estate products and funds.”

“Yield-orientated products which give a regular income are still in demand because the interest rates are 
still so low currently.”

However, that is not to say that the regional asset management industry will proceed on the same path it 
followed before its current troubles, he says.

“In terms of the expensive risk-taking that we have seen,  I think going forward people are going to be 
a lot more judicious about the risks they take on. I think the mentality of pursuing very large returns 
is changing and people are going to look for more realistic returns going forward. There has been a 
realisation that the returns we saw in the past were not sustainable.” 

Shahid Hameed is GCC head of asset management for Global Investment House

also becoming more accommodating. In march 2010, 
the International swaps and Derivatives association, 
the global trade body responsible for standard-setting 
in the derivatives market, issued the IsDa Ta’Hawwut 
agreement that will allow market participants to enter 
into sharia-compliant derivative contracts.

most leading Islamic fund managers are re-focusing 

on understanding the post-crisis investor appetite. 
Rebuilding investor has moved up the priority list for 
fund managers.

Opportunities will remain for asset managers who 
are able to re-fashion their investment strategies to suit 
the requirements of a sector that is only now reaching 
maturity. <
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T
HE Islamic bond, or sukuk, market expe-
rienced a very mixed year in 2009. Global 
offerings of sukuk picked up by 43 per cent 
from the 2008 level, but this performance 
was marred by two defaults. 

Up until the middle of 2008, the sukuk market 
enjoyed a bull run in parallel with the rapid expansion 
in the global economy. But it also suffered in the 
downturn as well; after a record-breaking $1.1 billion  
(bn) sukuk issued in august 2008 by abu Dhabi’s 
sorouh, the market collapsed and has been struggling 
to revive ever since. By the end of 2008, global sukuk 
offerings had fallen to $14.1bn, down from the record 
high achieved in 2007 of $27.2bn. 

The market fared slightly better last year, as the 
global economy started its slow recovery and by 

year-end, the global issuance of sukuk had risen to 
$20.2bn. This turn around has continued into 2010; 
up to may this year, some $4.6bn in Islamic bonds 
had been issued, a rise of almost a quarter on the 
corresponding period in 2009. 

malaysia still leads the sukuk market by a long 
way, making up for nigh on two-thirds of the total 
market. collectively, the Gulf states are the second 
largest issuer, but the United arab Emirates (UaE) 
accounts for the lion’s share of this, issuing almost a 
quarter of all global sukuk. The UaE’s sukuk market 
is certainly the most developed in the Gulf. Not only 
has it issued the largest ever sukuks–in 2004, Dubai 
civil aviation authority issued the first $1bn sukuk, 
and in December 2006, Nakheel far surpassed this 
with its own $3.5bn sukuk – but it has also proved the 

The regional sukuk market is showing signs of a post-crisis 
recovery, with government entities leading the way. However, 
regulatory question marks must be addressed

sukuk  

a bond that binds 
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most innovative. The sorouh sukuk was securitised 
against future real estate sales, and such innovation is 
needed to help the industry gain scale and to compete 
with the conventional bond market. The UaE has also 
taken the Islamic bond concept directly to individual 
savers, offering National Bonds, a sharia-compliant 
saving scheme.

For its size, saudi arabia’s sukuk market is under-
developed; prior to 2009, it had only issued four 
sukuk of note. But its sukuk market picked up in 
2009 and it issued close to $3bn worth of sukuk, 
a similar level to the value of sukuk in the UaE. 
Because of the size of the saudi market, its sukuk 
are generally large, proving that it is likely to quickly 
become a major player in the global sukuk market. 
Indeed, it is looking already to be leading the region 
in sukuk offerings this year; in march Banque saudi 
Fransi raised $650m, just a month after construction 
company Dar al arkan raised a $450m. However, 
arcane regulations still hamper the development of 
Islamic finance in saudi arabia; there are no laws on 
the special-purpose vehicles (sPVs) needed to mitigate 
risk and only joint-stock companies can issue sukuk 
up to the value of their paid-up capital. Nevertheless, 
the notion of principle-backed investment has strong 
potential in the religiously-conservative Kingdom. 

collectively, the Gulf sukuk market remains a potent 
force in the global Islamic debt industry. The Gulf 
co-operation council as a whole constitutes around 
40 per cent of the global total, although, on account of 
a 4.3 per cent drop in Gcc sukuk issuance as liquid-
ity in the region tightened, its share slipped slightly to 
39.6 per cent  in 2009, from 41 per cent the previous 
year. However, in the final quarter of last year, both 
the regional and global sukuk market showed signs 
of revival. Global offerings rose to over $8bn in the 
final quarter, with the government of Dubai issuing 
the largest single sukuk, worth $1.3bn. The Tourism 
Development and Investment company (TDIc) of 
neighbouring emirate abu Dhabi also issued a large 
bond of $1bn in October, proving that the Nakheel 
standstill hadn’t completely eroded confidence in the 
Islamic finance industry. 

according to a report published by NcB capital, the 
Gcc debt market (including sukuk) had “consider-
able potential in 2010 as the economies look set to 
recover from the current downturn and corporates are 
eager to raise new capital”. The report also stated that 
government-backed bonds are starting to dominate 
the market; in 2009, the government share of the 
sukuk market rose significantly to 91 per cent of the 
total, up from just 65 per cent the previous year. Of 
all the regional sukuk issued in the last quarter of the 
year, 94 per cent of them were offered by government-
owned enterprises. 

This reflects efforts by Gcc governments to kick 
start their economies after the downturn by massive 
injections of public cash. Not only have regional 

authorities boosted public spending considerably 
in order to increase local liquidity and encourage 
consumption, but they have persisted with their large-
scale infrastructure development schemes, ensuring 
a continued interest in debt offerings. sukuk have 
proved particularly suited to project finance schemes, 
since the structure of sukuk require a tangible underly-
ing asset, upon which to collateralise the debt. 

However, the recovery of the sukuk market is not a 
foregone conclusion. The two defaults on Islamic debt 
last year, and the Nakheel standstill agreement raised 
some uncomfortable concerns over the structure of 
sukuk and in particular, the manner in which they 
are regulated. 

The main concerns centre around governance and 
enforceability because there are still no clear rules 
governing defaults. although many sukuk are subject 
to English law, the assets they govern are located 
beyond the jurisdiction of that law, creating a legal 
grey area. In addition, question marks also remain 
over the degree of compliance that some sukuk have 
with sharia principles, raising concerns over whether 
some sukuk are actually Islamic products or not. This 
latter point is being addressed by the accounting and 
auditing Organisation for Islamic Financial Institutions 
(aaOIFI), which is seeking to nail down global sharia 
standards. But with asian issuers adopting a much 
wider interpretation of sharia principles than Gulf 
issuers, it will not be an easy task.

a separate concern is whether sukuk are collatera-
lised with an asset. If they are asset-backed, investors 
have a claim on that asset in case of default. But most 
sukuk are in fact asset-based, whereby investors have 
a call on the cashflow, but not the underlying asset.

These outstanding questions over sukuk need to 
be clearly answered if the Islamic finance industry 
is ever to compete properly with the convention-
al bond market. The sooner the better; given the  
rapid rebound in the sukuk market in the wake of  
the downturn, it is clear it retains wide appeal. <

* Deals rumored/announced. Malaysia constitutes a significant part of deals 
   announced for the rest of world.
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s
HaRIa-cOmPlIaNT tranches were starting 
to become a staple of Gulf project finance 
deals in the years up to 2008, when suddenly 
credit worldwide dried up and left the Gcc’s 
project market all but bereft of liquidity.

Islamic project financing remains in its infancy, 
compared to the conventional, but the last five years 
had seen it make serious inroads into big-ticket 
Gulf financings. When the $3.45 billion Qatar-UaE 
Dolphin energy project financing included a $1bn 
tranche in 2005, bankers, governments and corporates 
alike woke up to the fact that the Islamic sector could 
provide a substantial degree of “additionality” to 
existing financing sources.  

a string of major league Gulf energy deals have 
subsquently sought out Islamic tranches, bringing 

Islamic scholars into an already heady mix of export 
credit agencies, state development institutions, banks 
and law firms.

Islamic project finance deals accounted for less than 
10 per cent of all Gcc project finance dealflow in 2007 
but were thought to be on course to account for 25 
per cent of the region’s total project finance market by 
2012, as project sponsors sought out a far more diversi-
fied mix of funding to help finance new schemes in 
infrastructure, energy and industry sectors.

The dearth of dealflow seen in the past two years has 
clearly constrained Islamic financial institutions’ from 
participating in new structured financings. Yet this 
constraint could, ironically also provide the platform 
for these banks to extend their lending exposure to 
the Gulf’s project market. 

The inclusion of an Islamic tranche in a project financing deal  
has helped several major projects get off the ground in these 
straitened times

Project fInance  

looking for that little bit extra
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In the absence of conventional bank participa-
tions, Islamic finance is staring to be viewed as an 
increasingly credible source of capital. “When the 
credit crunch came along. Islamic financing remained 
one of the sources of available capital in the middle 
East,” says one prominent lawyer specialising in Gulf 
structured financings.

The multi-tranche structure used to finance major 
projects such as the Dolphin project or saudi 
aramco’s Petro-Rabigh petrochemicals complex, as 
well as large-scale utility deals such as abu Dhabi’s 
shuweihat power plants, has afforded a key role for 
Islamic funding. 

Though regional Islamic banks are burdened by a 
maturity mismatch between their mainly short-term 
banking assets and the long-term liabilities needed to 
fund major projects, there have been some notable 
exceptions that suggest that Gulf Islamic banks could, 
eventually, take on a more significant lending role in 
providing non-recourse lending.  

saudi arabia’s four fully sharia-compliant financial 
institutions – alinma, Islamic Development Bank, al 
Rajhi and National commercial Bank (NcB) – are all 
taking on a greater responsibility for saudi arabia’s 
project-financed transactions. Of the $1.5bn in projects 
loans extended by saudi banks for an independent 
power project at Rabigh that achieved financial close 
in June 2009, 65 per cent was contributed by three 
of them – alinma, al Rajhi and NcB. The absence 
of international banks has also given a much more 
prominent role to local banks in the proposed $7.5bn 
financing of an aluminium smelter being built by 
saudi arabian mining company (maaden).

some major project finance deals have still managed 
to get off the starting blocks in what have been inclem-
ent conditions, and these have typically included a 
significant sharia-compliant component. The growing 
maturity of the Islamic finance sector is witnessed in 
the evolution some highly complex deals. Bahrain’s 
al Dur independent water and power project (IWPP), 
which reached financial close on a $1.7bn project 
finance deal in July 2009, is a prime example – the 
first IWPP deal which involved multiple Islamic 
tranches, with $300m supplied by Istisna-Ijara and 
Wakala-Ijara structures. 

Whereas in previous years, Islamic financial institu-
tions lacked the balance sheet strength to fully arrange 
funding for capital intensive projects from their own 
resources, these multi-tranche structures that are now 
typical in Gulf project finance deals has engineered an 
opportunity to leverage their lending capabilities. 

The prospect of major league financings from the 
likes of saudi aramco, abu Dhabi Water and Electricity 
authority, and other sovereign-linked sponsors across 
the region, is an attractive one for local and interna-
tional players alike.  as momentum begins to build, 
banks from outside the Gulf – whether they be 
malaysian institutions or the Islamic windows of 

international banks – are likely to ramp up their 
exposures.  Indeed, a significant proportion of Islamic 
finance that has been provided in connection with 
project finance in the Gulf has been supplied through 
the Islamic windows of conventional banks.  

“There is an opportunity for Islamic banks, but I 
doubt the ones we know of today can tackle those 
big financings on their own,” says ayman Khaleq, 
a UaE-based partner at law firm Vinson & Elkins.  
“However, they might be able to open the door to 
other IFIs from outside region, which might allow for 
projects to be fully funded Islamically.”

Whereas until now, most Islamic project finance 
has been in the form of traditional syndicated loans, 
the next year should see a change in the structure of 
deals that will herald a wider mix of sharia-compliant 
instruments, including from the debt capital market. 

The planned 400,000 barrels per day saudi aramco-
Total refinery at Jubail, costed at $10bn, is expected to 
include a large Islamic debt capital market component. 
In 2009, Banque saudi Fransi, samba Financial Group 
and Deutsche Bank were appointed to lead manage a 
sukuk issue, which is expected to be around $1bn. 

In project finance transactions, sukuks have the 
added attraction of substantially widening the 
potential range of investors.  But the key point is that 
large infrastructure or energy projects need to secure 
a more diverse range of capital sources, and with 
non-capital market Islamic structures still constrained, 
sukuks can provide that additional capital that can 
transform a project from a prospect to reality. 

according to an april 2010 moody’s Investors service 
report on sukuk issuance, continued government and 
government-related issuer supervision of mega energy 
and infrastructure projects in the Gcc markets is 
fostering a wider investor base, including institu-
tional and cross-border investors that are prepared to 
commit long-term funding to the mix. 

The issue of whether the sukuk market will take off 
for these big ticket energy and infrastructure projects 
still hinges on the availability of appetite for the 
longer tenors that these projects normally involve, 
typically in the range of 12 to 15 years. That cannot 
always be guaranteed.

While the Jubail project, backed by saudi aramco, 
is regarded as essentially a sovereign backed project 
and therefore a more creditworthy prospect, other 
Gulf projects do not enjoy such strong sponsors. many 
question whether there is a deep enough pool to issue 
securities to fund non-sovereign related projects. The 

‘There is an opportunity for 
islamic banks, but i doubt the 
ones we know of today can tackle 
those big financings alone’
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sukuk defaults that hit the Gulf last year have also 
undermined investor confidence in the asset class. 

still, the large capital requirements anticipated for 
key projects will sustain the need for innovative 
capital structures. sukuks issued by project companies 
should become a staple ingredient of large project 
finance transactions, as sponsors and bankers alike 
become more comfortable with the concept. 

a number of deals closed in recent months suggest 
confidence is returning to the regional project finance 
market. Though some have been short-tenor deals, 
in the region of 8 to 10 years as in the case of 
the al Dur IWPP in Bahrain, others such as abu 

Dhabi’s shuweihat 2 IWPP financing have closed on 
a long-term basis. 

The positive response in april 2010 to saudi Electricity 
company’s PP11 project – the latest in a series of 
major power plants being built in the kingdom – 
which saw local banks providing around half of the 
$1.8bn in debt, is a measure of the potential opportu-
nity on offer.

“People are generally feeling more comfortable with 
liquidity and we’re seeing return to normal levels of 
pricing, which had got too low,” says the Gulf project 
finance lawyer. “It’s not all hunky dory, but signs of 
recovery are there to see.” <

kfh shows progress is possible

While the sudden retrenchment of the global economy yielded a number of noteworthy statistics and 
facts which spelled out just how severe a crisis the world faced, for the layman it was what they saw 
rather what they heard which underlined the difficulties ahead. 

In the Gulf the tell tale signs were largely in the construction sector - the sudden sprouting of 
skyscrapers and luxurious residential developments which had been the most obvious physical 
manifestation of the previous boom years was suddenly halted in its tracks. 

Work on a number of buildings and infrastructure developments was stopped immediately, and 
in some cases is yet to resume. Squeezed banks could no longer find the capital to fund the Gulf’s 
ambitious slate of projects. 

More than 500 projects across the region were put in hold or cancelled, with half of Dubai’s property 
developments reportedly put into the deep freeze. Catastrophic demand destruction had a huge impact 
on project finance in the region, not least in the nascent practice of Islamic project finance. 

However, there are signs that Islamic financing is on the way to making up the ground it has lost in the 
last two years. Just last month a number of high-profile projects were announced which included Islamic 
finance as a key – or even sole – means of funding its development.

Capinnova Investment Bank, a Sharia-compliant institution based in Bahrain, announced a $16.5m 
bridge financing facility to support the financing of a religious hospitality project in Mecca. The 
bank’s chief executive Jamal Hijres said the facility employed a “rather complex and novel structure”. 
Elsewhere in the region last month oil giant Saudi Aramco announced a $1 billion sukuk to finance 
the construction of a 400,000 refinery being constructed in Jubail in conjunction with French oil major 
Total. UAE steel producer Emirates Steel also revealed that more than a third of a new $1 billion project 
finance deal would involve Islamic facilities. 

With signs that opportunities for Islamic project financing are beginning to return, few institutions can 
boast projects of the scale of Kuwait Finance House.

For example, In Bahrain the Kuwaiti firm’s wholly owned subsidiary KFH-Bahrain has embarked on 
the development of Diyar al Muharraq – a huge development reckoned to be one of the largest ever 
undertakings by the private sector in the kingdom which involves the creation of a mixed-use urban 
development on a reclaimed island off the coast of the historic island of Muharraq. Set to house 120,000 
residents when it is completed, that KFH is forging ahead with the project in the aftermath of recent 
economic turmoil is proof of the gradual recovery of the project market in the Gulf. 

The company continues to be active in its home market and its own research forecasts that asset and 
loan growth will be supported by the government’s numerous development plans, which are part of a 
KD 5 billion stimulus package. 

Taking advantage of an upswing in the investment environment will require innovation – and KFH 
has recently held workshops for its investment professionals to look into creating new ways of financing 
projects. The firm’s acting chief executive Emad al-Thaqeb has stressed that any new methods are always 
submitted to the firm’s Sharia supervisory board to ensure they meet Islamic rules. 

The firm, through its wholly-owned investment company Liquidity Management House, is engaged in 
sizing opportunities across a diverse spread of international markets. The combination of obedience to 
Sharia provisions and ambitious innovation in  creating new financial instruments on the part of one of 
the industry’s biggest names gives cause for optimism for the future of Islamic project finance. 
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rating the risk

In May 2010, ratings agency Standard & Poor’s announced it had for the first time awarded a rating to a 
Sharia fund, a move it said would help boost the industry’s transparency.

The firm awarded an ‘AAf/S1+’ rating to a newly established, Luxembourg-based Sharia fund 
managed by European Finance House, the European financial arm of Qatar Islamic Bank.

While the number of Sharia funds worldwide is estimated at around 500, the number of product types 
remains limited.  

The Middle East is by far the largest market for Sharia-compliant funds, but conventional players in 
Europe, South Africa, and the US have also launched a number of funds that comply with Sharia law 
during past years, enhancing their product range to meet the specific requirements of Islamic investors 
seeking to invest in this asset class.

In assigning a final credit rating assigned to a fund S&P takes into account its qualitative assessment 
of the fund management, but is at pains to point out that its rarings do not reflect its on the fund’s 
compliance with Islamic law.

The ratings assigned to Sharia funds are based primarily on the rating agency’s view of the 
creditworthiness of Islamic counterparties and the ratings assigned to financial instruments in which 
they invest. Credit risk associated with Islamic financial institutions bears unique features compared to 
conventional financial institutions, and the firm says it has therefore developed a specific set of criteria to 
better reflect the various risks of operating within the principles of Islamic law.

Its fund credit quality ratings reflect S&P’s opinion on the level of protection a fund provides against 
losses due to credit defaults on the assets the fund holds. The creditworthiness of Islamic financial 
institutions to which a fund is exposed and ratings on Islamic instruments such as sukuk held by the 
fund play an important role in its assessment of the fund’s overall credit quality.

In rating Islamic financial institutions, S&P have said they apply the same methodology used to rate 
conventional banks. However, the firm does take into account the specific features and risks that may 
arise from operating in compliance with Sharia. 

As one of the principles of Islamic finance is that all the transactions have to be backed by a tangible 
asset, Islamic banks tend to have more collateral than their conventional counterparts. However, in 
some cases such as mortgage lending, collateral foreclosure under a default scenario may be difficult or 
impossible. 

When seeking to determine a bank’s credit risk, S&P points out that this can be influenced by how its 
operations are funded. Under the Accounting and Auditing Organisation for Islamic Finance Institutions 
(AAOIFI) reporting standards, there is a separation between assets financed through equity and assets 
financed through profit-sharing investment accounts (PSIA). In the case of a default on some assets 
financed through PSIAs, the holders are supposed to share the losses. 

Some Islamic banks rely to a certain extent on PSIAs for funding. The terms and conditions of PSIAs 
typically provide for depositors to be entitled to receive a share of the bank’s profits, but also oblige 
them to bear potential losses pertaining to their investment in the bank. However, S&P note, this profit-
sharing principle may translate into a displaced commercial risk, and could result in a liquidity stress if 
PSIA holders decide to withdraw their deposits at maturity if the remuneration served by the bank is not 
in line with their expectations. Such fears should be mitigated against the fact that Islamic banks have 
developed several layers of defense to manage this risk.

Islamic banks largely escaped the first wave of the current financial crisis, partly because they did 
not invest in structured investment products. However, this does not mean that they are not exposed 
to market risk. Indeed, their investment portfolios are generally composed of equities, sukuk, and real 
estate, which can be sources of market risk. Many Islamic banks are also exposed to margin risk that 
arises from their intermediation activity.

The growth in the number of credit and volatility ratings assigned to Sharia funds will depend on the 
levels of credit ratings assigned to Islamic financial institutions. It will also be conditioned by further 
innovations from the Islamic finance sector, allowing it to offer a broader and more-liquid universe 
of rated investments to Sharia funds that are seeking to diversify their counterparty exposures and 
investments. 

Finally, Islamic investors’ risk tolerance and appetite for funds that combine Sharia-compliant 
investments with credit and market risk management is also likely to influence the demand for Sharia 
fund ratings. 
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a
s a nascent, specialised sector in its first 
years of significant growth, the takaful 
industry, one might think, had particu-
lar reason to fear the global economic 
downturn. 

However, almost two years since the collapse of Us 
investment bank lehman Brothers sparked the credit 
crunch, the global value of takaful contributions 
continue to show double digit growth, and – accord-
ing to consultants Ernst & Young – will reach almost 
$9 billion this year.

Bullish growth in the number of firms offer takaful 
and re-takaful – insurance and re-insurance which 
complies with sharia – seems to support the idea 
that the sector has a bright future in an Islamic world 
which remains severely underinsured. 

Perhaps the closest conventional corollary to the 
takaful industry is that of the co-operative insurance 
industry. In common with that branch of the insurance 
sector, takaful sees participants pool their funds togeth-

er to insure one another. liability is spread among the 
funds policy holders and any losses divided between 
them – meaning, in the words of Ernst & Young, that 
‘policyholders are both the insurer and the insured’. 

The structure of a takaful fund adheres to the 
Islamic principle of Ta’awun (mutual assistance) and 
all investments must use instruments free of Riba, or 
interest. 

However, the tumultuous events of the last two years 
have left the industry far from unscathed, and it now 
must meet the challenges of any embryonic enterprise 
– building scale, establishing an identity, and achiev-

Increasingly starved of the investment returns which have driven 
much of its early growth, the Sharia-compliant insurance industry 
must improve its underwriting if it is to achieve scale

takaful  

going upscale

The onus is now on firms to 
find efficiencies, and even more 
pressingly, build scale through 
mergers and acquisitions

8



 

November 2010  |  the gulf24

A n n uA l  R e v i e w  o f  i s l A m i c  B A n k i n g  A n d  f i n A n c e

ing sustainable profits – against 
an economic backdrop which is 
likely to remain difficult in the 
near term.

Takaful companies may have 
been prohibited from investing 
in the toxic financial deriva-
tives which humbled conven-
tional giants like aIG, but the 
resultant fall in asset prices 
caused by the downturn has 
negatively affected the invest-
ment portfolios of many firms. 

With this, the onus is now on 
firms to find operating efficien-
cies, and even more pressingly, 
build scale – something which 
will likely only be achieved by 
mergers and acquisitions. 

This will likely be complicat-
ed by the fact that different 
regulatory environments in different countries both 
within and outside the Gulf co-operation council 
(Gcc) add an added layer of difficulty to cross-border 
transactions.

The way that different regulations have given rise 
to different operating models in the takaful industry 
is most apparent when one contrasts the way the 
industry has developed in the Gcc, with the path 
taken by malaysian takaful operators. 

There are several significant differences between the 
two jurisdictions in the way that takaful operators 

conduct their business. 
Ernst & Young’s World Takaful Report 2010 finds 

Gcc takaful operators have been hit harder  by the 
financial crisis than their malaysian counterparts. 
Its data shows that whereas a sample of Gulf takaful 
operators could point to an average return on equity 
(ROE) of 10 per cent in 2005, by 2009 that figure was 
minus 6.5 per cent. Over the same period, a sample of 
malaysian operators saw their ROE rise from 1.6 per 
cent to 7.6 per cent.

While malaysian firms can take heart from their 
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true growth potential
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ashar naziM

The takaful industry has come a long way over the last decade. In 2004 you were talking 
about a billion dollar industry and by 2008 the premiums had grown to over $5 billion. 
With the financial crisis in 2008, everyone was unsure what to expect. Yet, today in 2010 
as we look back the growth the continued growth has been phenomenal. The industry 
has come all the way from being a $5 billion industry in 2008 to a $9 billion industry in 
2010. That is 40 per cent growth year on year – and this is not the whole story, this is just the beginning. 
We are talking about this growth trend continuing for the next three, four, or five years. The growth is 
phenomenal, but the challenge is how to grow profitably. The last few years have seen profitability come 
under unprecedented stress. We have seen asset values decrease; we have seen different, mixed financial 
results between South East Asia and the Middle East. There are pockets where we expect more growth, 
and there are pockets which are facing challenges and therefore we see some consolidation. There are 
a number of pressing priorities. Firstly, there is a need for the industry to build scale. There is a lot of 
capacity that has come online. There have been a lot of establishment costs which have been incurred over 
the past few years, but really does the industry have a critical mass, that is commercially viable? How 
do we build this critical mass? Certainly you will see operators look to diversify – naturally if you have 
got the motor sector as 80 per cent of your portfolio, you should be worried. If one of the key themes in 
achieving scale is diversification, the other is specialisation. We are building a truly unique brand. What 
is the unique proposition of the takaful industry? The consensus view of the industry is that the biggest 
nightmare for the industry is that tomorrow we wake up and we see a $50 billion industry, but without 
the differentiation – so your customers probably couldn’t differentiate between  conventional insurance 
and takaful. So what are we going to do about differentiation? 

One of the key things we have been talking to the industry about in the last few months, is that 
differentiation has to be a part of your strategy. If your brokers are out there and they don’t really care 
whether they are selling conventional or takaful, what kind of message are you sending your customers? 
So companies will have to think about how you really bring out the differentiation, the concept of being 
Sharia-compliant. The future looks good. We are coming out of the crisis with an Islamic growth story – 
the challenge now is profit. 

Ashar Nazim, director of the Ernst & Young’s Islamic financial services group

resilience during the global financial crisis, the results 
of several Gcc firms leave more to be desired, in 
no small part due to operating models which has 
prioritised the investment side of insurance over 
developing expertise in the underwriting skills which 
are the cornerstone of the business. 

In recent years Gcc takaful companies have been 
heavily reliant on income from their investments, but 
an exposure to asset classes badly affected by the 
downturn – until 2009  two thirds of investments were 
in real estate – has seen the average yield on invest-
ments fall from 35.1 per cent in 2005 to just 3.5 per 
cent in 2009. 

Their rush to acquire market share in the face of 
growing regional contribution has also seen Gulf 
companies look to undercut rivals, with the result that 
questions have been raised about the quality of their 
customer base. 

meanwhile, takaful operators in malaysia have 
focussed on developing a strong underwriting capaci-
ty, and with it the ability to better gauge the risks 
presented by each particular customer. 

as a result, malaysian takaful firms are increasingly 
confident about retaining a larger proportion of their 
actual business on their own books.

In contrast, Ernst & Young found that Gcc operators 
cede between 30 and 50 per cent of their gross 
premiums to re-takaful companies – the sharia-
compliant equivalent of conventional re-insurance 
companies. Insurers look to reduce their exposure to 
losses by transferring risk to such firms.

However, the fact that takaful operators in the Gulf 
cede such a high proportion of their premiums to 
retakaful companies reduces their ability to generate 
strong income from underwriting and has left them 
overly reliant on investment returns to generate 
profitability. With investment returns under real 
pressure in these straitened times, the development of 
underwriting skill sets would avoid Gcc-based takaful 
companies  effectively handing such a large propor-
tion of their potential returns to a re-takaful firm. By 
way of comparison, in malaysia operators generally 
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Takaful operators in the gulf  
are over-reliant on investment 
returns and must boost their 
underwriting capabilities
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cede less than 15 per cent of their gross premiums to 
the re-takaful sector. 

By keeping most of the risk on their own books, 
malaysian operators have had to develop stringent 
underwriting techniques to avoid damaging losses. 
They have been rewarded for this with an average 
claims ratio of between 25 to 35 per cent – compared 
to a Gcc average which ranges between 40 and 60 
per cent.

Gulf takaful firms have focussed on the invest-
ment returns side of the business at the expense of 
the underwriting side in part to satisfy sharehold-
er expectations. as the industry moves forward, 
managing such expectations will be a crucial part of 
the job description of the executive management of 
those firms who aspire to lead the pack. The days of 
20 per cent returns are not likely to come back any 
time soon.

But if firms must be frank with shareholders, 
they must also maintain their communication with 
potential customers, and the suspicion lingers that 
the industry is still grasping for an identity, and a 
simple way of presenting the tangible benefits of its 
sharia-compliant practices to those either oblivious 
to the benefits of insurance, or used to dealing with 
conventional operators. 

The future for the industry will require, perhaps 
counter-intuitively, both further diversification and 
specialisation. Takaful firms have concentrated 
heavily on the industry’s low hanging fruit – with 
analysts warning that at some firms a single sector 
– such as motor takaful – accounts for 80 per cent 
of their premiums. as companies look to achieve a 
better business mix, sectors such as life coverage, and 

products serving the construction industry – including 
covering contractors and customers against financial 
losses incurred when projects are delayed or cancelled 
– offer new opportunities.   

Equally, while in the conventional markets special-
ist operators focus on particular segments, such as, 
for example, only catering to female customers, such 
firms are conspicuous by their absence in the takaful 
sector. By focussing on a particular type of customer 
believed to carry lower risk than others, firms may 
be confident they can achieve better underwriting 
results.
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Takaful contributions by business

Malaysia takaful operators eye doMinance in a decade

Malaysia’s Islamic insurance industry will surpass its conventional counterpart in 10 years with the 
entry of new players but it needs more assets to expand further, according to an Islamic insurer.

The Islamic insurance market has expanded due to growing interest in Sharia-compliant investments, 
and the issuance of four new family takaful licences in September 2010 would further drive growth, the 
chief executive of HSBC Amanah Takaful Malaysia said.

“The takaful industry always outpaced the conventional growth,” Zainudin Ishak said in an interview.
He added that takaful’s penetration rate, defined as insurance premiums as a ratio of gross domestic 

product, will overtake that of the conventional market in a decade.
“The conventional industry will have its market because their channels are everywhere. Takaful’s 

tentacles are still small that’s why we need the four (new players),” Zainudin added.
But Zainudin said a challenge in growing the business was to ensure the continued expansion of 

the Islamic banking and capital markets, which would ensure a sufficient supply of instruments that 
insurers can invest in,

The Malaysian takaful industry witnessed a growth spurt after the central bank issued licences in 2006 
to four consortiums, including HSBC, Malaysia’s Hong Leong Bank and Prudential Holdings.

Islamic insurance has a penetration rate of less than 10 per cent in Malaysia. The overall insurance 
industry’s penetration rate is 43 per cent, according to industry estimates.

Malaysia has eight takaful operators, but takaful assets accounted for just 8 per cent of the insurance 
industry’s assets, below Sharia banking’s 20 per cent share of the Malaysian banking sector, industry 
data showed. 
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Note: Where possible, publicly available corporate information has been used. In the GCC, 9 companies published information in 2005, 
12 in 2006, 15 in 2007, 16 in 2008 and 4 in 2009. In Malaysia, 1 company published information in 2005, 4 in 2006, 5 in 2007, 4 in 2008 and 2 in 2009.
RoE = Net profit / Shareholders’ equity

Average RoE for a sample of Takaful operators in GCC and Malaysia
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dr abdulaziz al orayer

Everybody has been affected by the financial crisis, but takaful – and Islamic finance 
generally – did not go into the sophisticated high-wire transactions that harmed some 
institutions. I would not say it is immune, but it is not affected as much as these 
companies or these other institutions that dealt with these poisoned products. The Islamic 
world needs Islamic insurance – it needs to really increase the penetration of insurance 
and the growth and profits of the takaful sector. In Bahrain, to take an example, the takaful industry has 
been growing at three times the growth of conventional insurance. So we are looking with optimism to the 
future, and we think this financial crisis is coming to an end. 

The fact that the industry is accepted religiously has led to a good reception – especially in somewhere 
like Saudi Arabia, which is the region’s biggest market, and also that with the lowest penetration levels. It 
is less than one per cent of GDP – which really means it will have to grow a lot to reach the world average. 
Even for non-Muslims, I think ethical products make a difference for them. When they know that we are 
in partnership with our policyholders, not benefiting at their expense, and that it is not a zero sum game – 
we can both win – then I think people are drawn towards these practices which are ethically sound. 

Malaysia has the advantage of being ahead of us. For many years and they have built an awareness 
of insurance – the culture is aware of conventional insurance and Islamic insurance. As they begin 
operations, many companies go for low risk products, and are retaining less of that risk on their own 
books. But I think the growing understanding between insurance and re-insurance firms, a growing 
understanding of the products  will see takaful firms offloading less and less of their risk to re-insurance, 
or getting better terms as the conventional re-insurance companies get into takaful re-insurance. 

Going forward, I think the most important challenge facing the industry is innovation. There are many 
areas which are under-insured in the region and people are looking for new products. Education, for 
example. We are a young population and there are a lot of parents who want to guarantee the future 
of their children’s education. Governments are encouraging the insurance companies and the takaful 
companies to help them in meeting the great demand for healthcare and education – to assist with 
systems of health insurance and so on in order to help government finances which are now becoming more 
and more squeezed. So I think there is huge potential in all kinds of takaful, but education, health, and 
property are the sectors that will grow the fastest. 

Dr Abdulaziz al Orayer, chairman, T’azur

In looking to trim their costs and improve their 
expertise many of the leading regional proponents 
of the takaful industry will have, privately, reached 
the conclusion that such goals can only be achieved 
effectively through mergers and acquisitions. 
achieving scale is perhaps the biggest single challenge 

facing operators who have seen their investment-fo-
cussed model come under duress during the financial 
crisis. so while the takaful industry has successfully 
increased the size of its premiums, to truly fulfil its 
potential it must now increase the size of its institu-
tions. <



 

November 2010  |  the gulf28

A n n uA l  R e v i e w  o f  i s l A m i c  B A n k i n g  A n d  f i n A n c e

T
HE Islamic finance sector grew rapidly 
from its roots as an experiment in rural 
Egypt in the 1960s, but really took off 
during the economic boom of the last few 
years. Today it is worth, by some accounts, 

up to $700 billion; it won’t be long, before the indus-
try tops $1 trillion. along with its size, it has grown 
in complexity, too, now offering a wide range of prod-
ucts and services that are ever more innovative. 

But the regulation and governance of the industry 
has failed to keep pace with its widening scope and 
scale. There are a number of reasons for this, but 
at root lies the rationale that by its very nature, the 
provision of Islamic financial services is governed 
by time-honoured religious principles. Underpinning 
these principles is the notion of ‘niyah’, or conscious 

intent. In Islam, ‘niyah’ is a fundamental concept, 
since one’s actions are judged by one’s intentions. 
Therefore, one must enter into a contract with just 
and fair intent and conduct oneself according to 
Islamic law, or ‘sharia’. In Islamic finance, this law 
decrees that one cannot make money from money 
(ribh – interest); that one cannot speculate (maisir); 
take unnecessary risk (gharar); or invest in products or 
services that are contrary to Islamic values (haram). 

In Islam, one’s intentions and actions determine 

The meteoric rise of Islamic finance in recent years has seen 
the creation of dozens of new instruments and products – but 
confusion remains as to how an over-arching global framework of 
regulation can be achieved

governance and regulatIon  

setting the standard

in order to reach its true 
potential, the industry must 
homogenise and standardise
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the rewards or punishments one receives in this life 
or the next, hence, in theory, any muslim taking up 
an Islamic financial product will, by default, adhere 
to sharia requirements. Islamic finance, by its very 
nature, is about social enterprise and building an 
egalitarian society in which all can share in the 
benefits and none are exploited. Due to its deep-root-
ed religious tenets, it is an activity based very much 
on trust. 

To some extent, therefore, regulation above and 
beyond sharia, should not be necessary. Islamic 
finance is policed by Islamic scholars, who determine 
whether a given transaction adheres to Islamic princi-
ples. But with the growth of the Islamic finance 
industry, which now offers products covering profit-
sharing accounts, bonds, credit cards, car loans and 
even derivatives, the shortcomings of the scholar-
based system has gradually been exposed. This is 
most noticeable with the growing area of derivatives, 
where scholars have been particularly reluctant to 
approve many products, owing to their complexity 
and the difficulty of ensuring that they remain truly 
sharia-compliant. This has led to a wide discrepancy 
in rulings, with some derivatives banned in some 
countries, but permitted in others. 

The derivatives market reflects wider problems of 
regulation and governance in the global Islamic finance 
market, something which needs to be addressed if the 
Islamic finance industry is ever to compete with the 
conventional finance industry, which is very closely 
regulated and which conforms to global standards 
and guidelines.

certainly, reconciling the differing forms of jurispru-
dence that give rulings on Islamic financial instru-
ments is fundamental. again this goes back to the 
fundamental pillars of Islam. as Islamic products 
proliferate, the sharia principles governing them are 
more often derived from fatwas – interpretations by 
individual sharia scholars. But, given the differing 
schools of Islamic fiqh, or jurisprudence (the four 
main schools are Hanafi, shafai, Hanbali and maliki), 
fatwas differ across these various schools of thought 
and sometimes even contradict each other. 

Furthermore, industry growth has thrown up another 
concern: a dearth of suitably-qualified scholars. While 
there are plenty of Islamic jurisprudence experts, very 
few are knowledgeable in the area of finance where 
they will also need to understand well the dynamics 
of conventional finance and how it can be applied 
to an Islamic structure. The industry needs a formal 
forum for scholars to come together and there is hope 
that institutions such as the Islamic Fiqh academy 
can help reconcile the differences espoused by differ-
ent schools. 

Progress is being made slowly. There are two main 
industry bodies which provide guidance on the 
application of sharia: the accounting and auditing 
Organisation for Islamic Financial Institutions 

(aaOIFI), based in Bahrain and the Islamic Financial 
services Board (IFsB), located in malaysia. The latter 
body sets international prudential standards for the 
Islamic financial services industry in order to enhance 
the soundness and stability of the sector. 

For its part, to date aaOIFI has issued up to 70 
standards on accounting, auditing, and governance, 
in addition to codes of ethics and sharia standards. In 
its most recent publication, the sharia standards 2010, 
it provides 41 sharia standards including stipulations 
for gharar in financial transactions, arbitration, waqf 
(endowment), ijara (leasing) on labour, zakat (alms), 
contingent obligations, credit facilities, online financial 
transactions, rahn (pledge), investment accounts and 
profit distribution, and Islamic reinsurance. 

In addition, another Bahrain-based organisation, 
the International Islamic Financial market (IIFm), 
has teamed up with the International swaps and 
Derivatives association (IsDa) to launch a blueprint 
for Islamic derivatives which could allow for wider 
application of hedging in the sector. This is important, 
since, given the growth in the industry, sharia-com-
pliant institutions can no longer afford to leave their 
positions unhedged. 

While these have certainly helped to harmonise 
Islamic finance practices throughout the world and 
give the industry a stronger base from which to 
expand, there is still much to be done to tighten the 
industry along the lines of the conventional finance 
sector. The Islamic finance industry needs to be able 
to apply effective risk management measures, similar 
to the Basel II principles, if it is ever to attract a greater 
market share. 

certainly, sukuk, which are fast becoming the 
primary sharia instrument, can only grow if certain 
grey areas, covering enforceability, collateral and 
compliance are clarified. Until then, maturities on 
sukuk will remain limited, mostly to around five 
years or less. The restructuring of the $3.5bn Nakheel 
sukuk served to highlight these uncertainties and 
only globally harmonised guidelines will remove that 
uncertainty.  

although Nakheel’s problems were more to do 
with its credit-worthiness, rather than the invest-
ment vehicle it used, the restructuring of its debt was 
important symbolically for the credibility of Islamic 
finance as a whole. conversely, the restructuring also 
meant that the legal grey areas surrounding sukuk 
defaults remains unchallenged. 

On balance, however, the restructuring is likely 
not only to help rebuild confidence, but will also 
prompt tighter regulation. more widely, the credit 
crunch is also likely to help the development of the 
Islamic finance architecture. Rather than innovating 
and introducing more complex products, issuers are 
now simplifying their offerings and focusing more 
on ensuring that products and transactions are more 
closely structured along sharia lines. 
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Generally, however, the Islamic financial services 
industry remains highly fragmented, with divergent 
views on legality and compliance the rule rather than 
the exception. In order to reach its true potential, 
the industry must homogenise and standardise. as 
the secretary General of aaOIFI, Dr mohammad 

Nedal alchaar, recently stated, “the enforcement of 
well designed standards backed by close regula-
tory supervision”, is needed to safeguard the Islamic 
banking and finance system. If such standards are 
the industry’s greatest need, they are also its greatest 
challenge as well. <

dr. MohaMad nedal alchaar

Mohamad Nedal Alchaar is secretary general of the Bahrain-based Accounting and 
Auditing Organisation for Islamic Financial Institutions (AAOIFI) – the international 
organisation that develops and issues standards on accounting, auditing, governance, 
ethics and Sharia for the global Islamic finance industry. AAOIFI’s advice is 
increasingly sought in the growing number of countries outside the Middle East that 
want to compete for a share of what promises to be a lucrative industry. Here, Alchaar cites France as 
an example of how a path can be cleared for Sharia-compliant financial services. 

Islamic finance is today a trillion dollar industry and has become a part of the global financial system. 
The industry represents around 1.6 billion Muslims worldwide as well as non-Muslim investors seeking to 
diversify their portfolio. Increasingly, institutional and private investors are looking to tap into a market 
that may reach a staggering $5 trillion, according to forecasts by rating agency Moody’s.   

“The question really is – What does France need to do to tap completely into this market and become the 
capital markets’ centre for Islamic financing in the western world?

France has long been positioned part of the vanguard of financial innovation and this spirit has 
paved the way for changing its regulatory environment to accommodate Islamic finance. For French 
organisations, the industry potentially represents a major source of liquidity and finance. It offers investors 
a means of achieving differentiation through diversification; helping them gain a foothold in new markets.

In 2007, Christine Lagarde, Minister of Economy, asked the Parliament and the Treasury to assess and 
develop France’s infrastructure to attract Islamic Finance. That year, Paris EuroPLACE, an organisation 
that promotes the French capital’s financial district, formed an Islamic finance committee to make 
propositions addressing the legal, fiscal, and regulatory hindrances to the industry. Two years later, a 
sukuk, or Islamic bond, working group was created with lawyers, tax specialists, Sharia advisors and 
many French banks to develop a sukuk structure under French law. 

France’s main objectives this year are to issue a sukuk in Paris under French law, translate the AAOIFI 
Sharia standards to French and issue its first licence for an Islamic financial institution that is compliant 
under both national and European law.  Creating a regulatory environment friendly to the issuance of 
a licence would allow France to provide Sharia compliant investment and commercial banking products 
denominated in foreign currencies to investors throughout Europe.

France has unparalleled access to a broad investor base and strong political will shared by all players 
across the French financial community. The quality and liquidity of the French asset management market 
are key advantages to ensuring success of sukuk issuance. In addition, major French banks have expanded 
their Islamic finance offerings internationally in response to a growing demand. This demand coupled 
with a local market of over five million Muslims and access to a high net worth Muslim investors globally, 
provides a healthy environment for the growth of Islamic finance in France. 

A number of reforms have been adopted to advance Islamic finance in France. In mid-2007, the French 
Financial Market Authority issued a recommendation for Sharia-compliant funds and a year later, it 
published a statement approving the listing of sukuk in France. The Euronext Paris soon followed, creating 
its own sukuk-listing segment. This would not only guarantee the reliability and security of Euronext’s 
market but it would also support issuers with experienced listing teams. In early 2009, France introduced 
tax status adjustments for Islamic finance murabaha contracts and Sukuk transactions. 

This year, Qatar Islamic Bank signed a Memorandum of Understanding (MoU) with Banque Populaire 
Caisse d’Epargne, France’s second largest banking group, to promote co-operation between the two banks 
in France, with the aim of building a lasting partnership. 

An independent report projected that France could potentially attract 10 per cent of the trillion-dollar 
industry. The historical and political links of France with the Middle East give France the opportunity 
to hold a unique position in the Islamic finance industry.  The future for Islamic finance in France is 
therefore indeed encouraging.

8
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a
s the full effects of the global financial 
crisis have eventually emerged, it has 
become apparent that the tempest has 
had a profound effect on the Islamic 
finance industry. 

long proud to promote the ethical dimensions of 
sharia-compliant investment – where a prohibition 
on interest meant Islamic institutions were not prone 
to dabbling in some of the toxic financial investments 
which humbled conventional banks – the industry 
has found that it too is not immune from the fall-out 
of such a huge reordering of the world economy. 

The sudden impact of the crisis was all the more 
pronounced on Islamic finance given that it is still 
regarded as a nascent industry which already faced a 
number of challenges on the road to maturity. 

It has suffered a loss of momentum at the very time 
it must consider ways of broadening its appeal and 
creating a streamlined means of regulating a growing 
number of activities.

Yet if sizeable challenges remain, so too do sizeable 
rewards. The industry continues to develop in 
piecemeal and interesting ways and increasingly 
Islamic institutions are taking advantage of partner-
ships with giants from the conventional banking 
space which offer a number of advantages without 
compromising on the key tenets important to Islamic 
investors. 

Douglas Hansen-luke, chief executive of Robeco 
middle East – the regional arm of the high-profile 
Dutch asset manager – is buoyant on the future of 
Islamic finance, but says that in order for the industry 
to realise its full potential it must learn from its experi-
ence during the financial crisis. 

Islamic investment houses licking their wounds after the financial 
crisis should focus their efforts on profitable and sustainable 
investments providing food, water and energy to an ever-increasing 
global population, according to successful asset managers Robeco

an auspicious time

8

“The reality is that there are very few Islamic finance 
houses in the middle East that have actually come out 
of the crisis unscathed,” he says. 

The reason for this, he believes, is that while many 
Islamic institutions did not violate their religious 
principles, they nonetheless were guilty of making 
reckless investments with little attention paid to 
whether they were sustainable in the long-term.
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“Whether you are investing Islamically or by any 
other value or criteria you have still got to aim to 
maximise your returns, but in a sustainable way.”

some Islamic investment houses were guilty of 
losing themselves in a maze of transactions where 
they bought real estate projects on their own books 
before selling them at a premium to a sister company 
and then passing them on to end investors.

“sharing the risk is one of the differentiating parts of 
Islamic investment and that wasn’t occurring in these 
schemes,” according to Hansen-luke. 

“so it is not that Islamic asset management itself is 
flawed, it’s that it has to be enacted with integrity, and 
that wasn’t always the case.

“We have seen a tremendous slowdown in the Islamic 
asset management world, and that’s at the same time 
as responsible investing had been growing exponen-
tially. so in relative terms Islamic asset management 
has gone backwards over the last two years.”

Its recovery may even be delayed by the increase in 
transparency all are agreed is a necessary consequence 
of the havoc wreaked by the crisis, but ultimately this 
will stand it in good stead.

“When you first shine the light onto what has been 
happening then progress is going to be negative, but 
transparency will actually lead to greater growth in 
the future,” he says. 

Indeed Hansen-luke is optimistic about the future 
of Islamic asset management, and foresees that much 
can be achieved by partnerships between Islamic 
firms and more-established institutions like his own 
– which had around $200 billion of assets under 
management by the end of June 2010. 

Going forward, Robeco is focussed on using its 
substantial track record in asset management to 
partner with Islamic institutions in ventures which 
promise benefits to both partners.

But while he sees opportunities for new relation-
ships between conventional and Islamic institutions, 
he is concerned that a lack of standardisation within 
Islamic finance itself will hamper Islamic institu-
tions in their efforts to achieve the scale of their 
more-established conventional peers.

“The biggest challenge is a lack of consistency in the 
application of sharia rules. The fact that there are so 
many schools of thought, or schools of jurisprudence, 
and that they seem to be spending an awful lot of time 
emphasising the differences and attacking each other, 
rather than identifying common ground,” he says.

Only by establishing a broad framework agreement 
listing shared principles can the industry escape this 
particular cul-de-sac, Hansen-luke believes. 

“I use responsible investing as counterpoint. The 
UN principles of responsible investing were created in 
2005 and 2006 – and now the assets that are managed 
in accordance with those principles have reached $22 
trillion, and it’s growing so fast.”

By contrast, he says, in Islamic finance there are 

“very few who can actually come up and compete 
against the global titans of investment. On top of all 
of that, there is still no broad-based agreement on 
exactly how to do it.”

Unless such an agreement is reached, the industry 
will fail to meet its huge potential, he warns.

“It is very difficult to see Islamic asset management 
being a large revenue driver for traditional asset 
managers whilst the market is so fragmented with 
the arguments within the Islamic world. If you had to 
have a separate fatwa for each and every single invest-
ment or for each and every single client because the 
different scholars disagree with each other then you 
are not going to create scale – and it’s scale that drives 
asset management, that actually drives profitability. 

“The way to make it really happen, in my opinion at 
least, is for the large Islamic investment houses right 
now in the private sector or the quasi private sector 
to launch products.”

There is no shortage of potentially fertile invest-
ments, he believes, and he advises Islamic firms to 
look at sustainable investments along key “themes”.

“There are some themes in the world which are 
fairly obvious and one of them is the growth in the 
world’s population. all people need to eat, all people 
need to drink, all people – particularly as they get 
richer – need electricity and they need power and of 
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course they like to move around. so you have got all 
of these themes, which over a year or two may go 
up and down, but over a three to ten-year horizon 
represent a key opportunity. 

“as a company we are devoting a lot of time to 
agriculture, to water, and to renewable energy.”

Investments in such sectors dovetail well with the 
ethics of Islamic finance. 

“From an Islamic perspective there is a strong 
tradition of husbanding resources and using them 
wisely and thinking about the external impact of your 
wealth – not just on you at a micro level but also how 
you spend your money is very important. If you are 
looking at investments which actually provide food 
for growing populations, then you can feel good about 
that – it’s a responsible and ethical way to invest.”

Hansen-luke identifies a number of areas he believes 
are ripe for such Islamic investment – not least the 
Hajj, one of the five pillars of Islam which calls 

for muslims to travel to the holy city of makkah. 
Governments of populous muslim countries such as 
malaysia and Indonesia already administer sizeable 
Hajj funds which seek to provide for pilgrims to make 
the journey to saudi arabia and protect them from 
unscrupulous tour operators. 

“The ministries of Hajj could be enormously influen-
tial in setting up Hajj asset management units. so that 
is one area which is so Islamic but also matches what 
asset management can do,” says Hansen-luke. Other 
areas with potential include products to provide for the 
dowry payment made in many muslim countries on 
the occasion of marriage, and also funds to adminis-
ter the payment of Zakat – the annual donation of a 
certain proportion of a muslim’s wealth to charity. 

“all of these are great building blocks for a strong 
industry, and they could be done quite easily,” he 
says.

at broader level, strategic investments by oil-rich 
Gulf countries in the farmland and food production 
in muslim countries in asia could lead to mutual 
benefits and opportunities. 

For such a vision to take root, the time is fast 
approaching for Islamic institutions to take the  
plunge. <

‘There is a strong islamic tradition 
of husbanding resources 
and using them wisely’

Robeco is a leading investment 
specialist, with €141 billion of assets 
under management as of 30 June 
2010. The firm is an independent 
asset manager, and is owned by 
the Rabobank Group. Investing 
has been Robeco’s core business 
for 80 years. In 2008, the Middle 
East provided around 10 per cent 
of the gross inflow of the whole 
company. As asset managers with 
an active investment style Robeco 
– The Investment Engineers – 
have developed client-focused 
investment solutions and products 
for both private and professional 
investors, covering a wide range 
of areas. Robeco is one of the key 
fund investors, with offices and 
investment teams in Europe, Asia 
and the United States. Robeco 
Middle East is headquartered in 
Bahrain, with an office in the iconic 
Bahrain World Trade Centre. 

Bahrain world Trade centre
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O
NE of the most repeat-
ed phrases uttered by 
commentators in the 
last two years of global 
financial turbulence has 

been that “lessons must be learned”.
If the mistakes evident in regulation 

and administration of the banking 
sector in recent years are to be 
avoided in future it is critical that 
they are dissected and analysed by the industry’s next 
generation of professionals.

That means a crucial role for the educational 

establishments that have the responsibility of training 
the future leaders of financial services.

The Bahrain Institute of Banking and Finance (BIBF) 
is one such institution, and – reassuringly – the 
senior members of its staff are already analysing the 
impact the crisis will have on the needs of banks 
and other financial institutions in the years ahead 
– whether those institutions be primarily concerned 
with conventional or Islamic banking.  

In the latter tradition, the centre of Islamic Finance 
at the BIBF – established in 1997 to foster the growth 
of the industry in the regional hub of manama – is 
already forging ahead with plans to improve the 

If the Islamic financial industry is to repair and reform itself in 
the shadow of recent setbacks the availability of quality education 
will be critical. Alfatih G Pananjung of the Bahrain Institute for 
Banking and Finance reveals how it is shaping the future leaders 
of the sector

the sky is the limit
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courses and training available to those who wish to 
embark on a career in a sector which has experienced 
rapid growth in the last decade. 

alfatih G Pananjung, a lecturer at the centre of 
Islamic Finance, is of no doubt that within the tumult 
of recent events lie lessons which are just as critical 
for sharia-compliant institutions as for their conven-
tional counterparts. 

“People have been saying for the past two to 
three years that the Islamic finance industry is more 
resilient as compared to the conventional banking 
industry, but what we see nowadays is that is actually 
not 100 per cent true,” he says. “saying that Islamic 
finance or the Islamic banking industry is completely 
immune is not true – because as we see nowadays we 
have been affected.”

as many in Islamic finance concern themselves with 
the short-term goal of repairing the cracks in what 
was a nascent industry that had been enjoying strong 
growth, alfatih believes that it is time for Islamic 
institutions to take a step back and re-focus on the 
bigger picture. 

“When we talk about the future most people are 
thinking about the short term – ‘Islamic finance will 
pick up’. People said it should have already picked up 
in the first quarter of 2010, but obviously this hasn’t 
happened, and so people are saying it is going to pick 
up in the first quarter of 2011. I believe it is only a 
matter of time, but I want to actually want to focus on 
a more extended horizon that is not just about picking 
up from recession or about having Islamic finance as 

a bigger industry or making it more widely accepted 
by the global community,” he says. 

“I would say that what we want to achieve in Islamic 
finance is the goal of one day creating a true Islamic 
financial system.”

alfatih admits that he has some concerns that some 
of the recent practices of certain Islamic institutions 
has not been in keeping with the strictures of sharia. 

“From what I see the practices and the implementa-
tion of Islamic finance right now are still not ideal,” he 
says. “It’s still not 100 per cent in accordance with the 
principles of the sharia  and it must be our ambition 
that one day we will operate with an integral Islamic 
economic system which promotes social welfare, 
poverty alleviation, justice and education – something 
which we have not yet achieved.”

He would like to see Islamic institutions be more 
active in transactions which involve risk-shar-
ing between customer and bank, as is the case in 
musharaka and mudaraba transactions. 

“If we look at the balance sheet of many Islamic 
financial institutions, we see that it is all about  
debt, trading or buying and selling. We need to  
go back to focussing on partnerships, where the  
bank is a partner to the community – to the  

8 ‘we have the goal of one 
day creating a true islamic 
financial system’



 

the gulf  |  November 2010 39

A n n uA l  R e v i e w  o f  i s l A m i c  B A n k i n g  A n d  f i n A n c e

customer basically,” alfatih says.
Institutions such as the BIBF have a leading role to 

play in ensuring that best practices are adopted by the 
Islamic financial industry in the years ahead. 

In addition to ensuring that they refocus their 
attention on the sharia principles that underpin the 
entire sector, Islamic institutions must simultane-
ously ensure that they are up to speed with the 
demands of international standards like the Basel II 
banking accords. at the end of the day, alfatih says, 
Islamic banks must operate within the global financial 
industry.

In recent years the countries of the Gulf have started 
to close a gap with the world’s other major hub 
for Islamic finance – malaysia – when it comes to 
developing efficient education systems, he believes. 

“When we talk about education, and we talk about 
training, I still think that up until now malaysia is still 
slightly above [the Gulf] because they started earlier 
than the Gcc countries. But we are catching up, and 
especially in Bahrain, where we have the tremendous 
support of the central Bank and the Waqf fund.”

The latter is a fund which seeks to support the 
development of key personnel for the Islamic finance 
industry, including the training of a new generation of 
the sharia scholars.

The latter position will be crucial to the future 
development of Islamic finance. at present a shortage 
of scholars has resulted in the leading lights of the 
industry holding positions on as many as 20 or more 
institutions at once. 

“We see that many scholars sit on many boards. 
Ideally, we could put a cap on this where one scholar 
should sit only on a maximum of five boards for 

example, because of the important role that they 
play,” says alfatih. 

“We do have a lot of top scholars in the Gcc, but the 
thing is that these 20 or so scholars are the same ones 
that you see in all of the 400-odd financial institutions 
in the Gcc, and therefore we require more. If one 
sharia scholar can only sit on the sharia boards of a 
maximum of five Islamic institutions we would need 
around another 50 or 100. so there needs to be quite 
a significant increase in regards to the availability of 
qualified sharia scholars.” 

The BIBF is at the forefront of efforts to train the 
next generation of scholars, and at the beginning of 
2011 it will launch a diploma in Islamic jurisprudence 
as a means of achieving this goal. The qualification 
will require extensive knowledge of both religious 
and financial rules – the entire process of becoming a 
scholar can take anything between five and ten years, 
according to alfatih. The course will also see potential 
scholars undertake placements at the sharia boards of 
major financial institutions to familiarise themselves 
with the requirements of the role. 

Given his proximity to the brightest of tomorrow’s 
talents, it is perhaps not surprising that he is optimis-
tic about the future development of the industry.

“Honestly speaking I remain confident as to future of 
Islamic banking and finance - because I see that the 
industry has so much untapped potential.” <

A critical aspect of any 
efficient financial system is the 
availability of quality research 
– an area in which many feel 
Islamic finance is currently 
underserved. Keen to produce 
professionals that can conduct 
the analysis that the industry 
will demand as it expands in 
future years, the BIBF plans to 
host a PhD programme which 
requires substantial research.  

It is already working with 
the University of Malaya – the 
oldest university in Malaysia 
and one ranked in the top 200 
universities in the world – on 
the programme. 

“They are going offer the 
supervisory services because 
of the PhDs that they have and 
their experience in Islamic 
finance education; we are also 
going to help out in certain 
courses such as research 
methodology,” says Alfatih. 
“So it will be a joint enterprise 
– a PhD in research between 
the BIBF and the University of 
Malaya.”

Such partnerships are 
symptomatic of the global 
interest in Islamic finance, with 
a number of universities from 
outside the Gulf looking to 
establish ties with the BIBF. 

An Islamic finance diploma 
leading to an undergraduate 
degree through the University of 
Wales, and a Masters of Science 
in Islamic finance through 
DePaul University in the United 
States are already in place.  
“There was a professor from a 
university in Poland who took 
one of our Islamic finance short 
courses,” says Alfatih. Why? 
Because he saw the potential 
of Islamic finance, and he  
wanted to introduce an Islamic 
finance course in the economics 
department where he teaches. 
It is amazing, and it shows the 
reach of the industry.”

‘There needs to be quite a 
significant increase in the 
number of sharia scholars’
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