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ABSTRACT

The global financial crisis drew the world’s attention to Islamic finance as a tool to promote financial stability, although the Islamic finance industry has not been fully shielded from the financial turbulence. In recognition of the growing importance of Islamic finance, a large number of key financial institutions worldwide redrafted their conventional products as Sharia-compliant products. However, Islamic finance still represents approximately only one percent of global assets – much lower than its true potentials, but its growth potential is significant. In this context, the paper discusses the recent developments in Islamic Finance, the challenges facing the development of Islamic finance, focusing on the regulatory framework, institutional setup and suggests policy recommendations on how to stimulate Sharia compliance banking, taking into account lessons learnt from the recent global financial crisis.
I. Introduction

There is evidence of a close correlation between financial sector development and growth. Countries with larger financial systems tend to grow faster (King and Levine, 1993). Providing access to finance has been proposed as a tool for economic development and poverty reduction. Islamic finance has the potential to expand access to finance to unprecedented levels for millions of Muslims, especially the poor, throughout the world. A large number do not use formal financial services as they view conventional products as incompatible with Shari’a law. Part of the appeal of Islamic Finance lies in its inherent ability to enrich and supplement conventional finance while effectively and efficiently allocating capital and allowing opportunities to optimize the economic value and activity. Moreover, while not immune from the recent financial crisis, Islamic finance, given its unique characteristics, has illustrated a degree of resilience and stability.


There has been very limited literature on the expansion of Islamic finance. Most literature focused more on assessing the impact of conventional banking development on growth, and very little on Islamic banks. The importance of Islamic finance has grown in the last two decades and especially recently, with the global financial crisis when it was realized that Islamic financial institutions were more resilient to shocks. Islamic finance is viewed by many as inherently stable as it avoids interest and interest based assets, focuses on equity as opposed to debt, and restricts speculation. The issue of Islamic finance is receiving increasing attention worldwide as a result of the role conventional financial institutions played in the global financial crisis. 

Islamic finance represents approximately only 1 percent of global assets, but its growth potential is significant due to the still low penetration in the Muslim world apart from a few countries. Some surveys suggest that half of 1.4 billion Muslims worldwide would opt for Islamic finance if given a competitive alternative to conventional services.
 With penetration rates of only 2-4 percent in many markets, there is plenty of room to sustain the explosive growth currently being experienced in countries like Pakistan and Turkey. Islamic finance has grown rapidly in recent years, particularly before the global financial crisis, partly as a result of the increased wealth in some Islamic countries driven by high oil prices. At the end of 2008, assets by Islamic Financial Institutions (IFIs) totaled $840 billion, with nearly 50 percent of assets on pure Islamic banks balance sheets, 34 percent in Islamic windows.
Islamic finance has been developing rapidly worldwide and in the Arab world in particular. The expansion of Islamic banking has in the past few years accelerated, with the industry diversifying out of traditional territories into countries with large Islamic populations, including countries in Europe and Africa. It is estimated that the size of the Islamic banking industry at the global level was close to US$820 billion at 2008.
 The Arab world now accounts for three-fourths of global Sharia compliant assets. Several factors have contributed to the strong growth of Islamic finance, including: (i) strong demand in many Islamic countries for Sharia-compliant products; (ii) progress in strengthening the legal and regulatory framework for Islamic finance; (iii) growing demand from conventional investors, including for diversification purposes; and (iv) the capacity of the industry to develop a number of financial instruments that meet most of the needs of corporate and individual investors. 

Islamic banking is now becoming a market that could compete with the conventional sector in many countries. It is an increasingly visible alternative to conventional banks in Islamic countries and in countries with large Muslim populations. Globally, the assets of these institutions have grown at double digit rates for a decade, and some conventional banks have opened Islamic windows, with Sharia-compliant financial assets reaching an estimated $840 billion at end-2008. Islamic finance is an alternative source of financing that could deepen the financial sectors of developing countries.


The paper is structured as follows: gives an overview of the core principles of Islamic finance, comparing conventional with Islamic banking, with special focus on the global financial crisis, discusses the main regulatory approaches and the challenges facing the development of Islamic finance in Egypt, highlighting recent developments, and suggesting policy recommendations, taking into account lessons learnt from the recent crisis. 

On methodology, it is worth noting that the database does have limitations, although most of the world’s leading financial institutions have windows for Islamic banking, they rarely disclose the importance of Islamic banking in their business. Moreover, the definition of “Islamic banking” varies across countries, thus current databases almost certainly underestimate the importance of Islamic banking. Also, the profitability of Islamic banks cannot easily be compared to that of conventional banks because of different accounting methods (for example, Islamic banks tend to keep nonperforming loans on their books). Other reasons are structural: for instance, Islamic banks are by definition not leveraged, and we would need to adjust for this risk factor in any profitability comparison.
II. Overview of the Core Principles of Islamic Finance


It would be important to shed light on the core principles of Islamic finance, and the main terms (see Annex 1). The demand for Islamic banking led Islamic scholars to interpret carefully the Sharia with regard to finance and especially Islamic banking. The two main sources of Sharia are the Quran and Sunnah. Islamic banking and finance essentially abides by five core rules, three being banning principles and two being positive obligations:
i. Ban on interest (riba). No financial transaction should be based on the payment or receipt of interest. Profit from indebtedness or the trading of debts is seen to be unethical. Instead, the investor and investee should share in the risks and profits generated from a venture, an asset or a project. 

ii. Ban on uncertainty (gharar). Uncertainty in the terms of a financial contract is considered unlawful, but not risk per se. Consequently, speculation (maysir) is forbidden. Therefore, financial derivatives are usually not permissible under Sharia-compliant finance despite the possible application for risk mitigation or risk transfer. 

iii. Forbids unlawful (haram) assets. No financial transaction should be directed towards economic sectors considered unlawful as per the Sharia, such as alcohols, tobacco, or gambling industries, as well as all enterprises for which financial leverage (indebtedness) would be deemed excessive (including conventional banks). 

iv. Profit-and-loss sharing (PLS) obligation. Parties to a financial contract should share in the risks and rewards derived from such financing or investment transaction. 

v. Asset-backing obligation. Any financial transaction should be based on a tangible, identifiable underlying asset. 
All these principles are stipulated clearly in the Quran and Sunnah. The prohibition of riba is referred to in the Holy Quran in four surahs.
  Riba is a generic term which stands literally for all kinds of excesses above the value of a thing.
 The technical meaning for riba is the premium, regardless how small or large, which must be paid by a borrower to a lender in addition to the principal as a condition for a loan or for an extension of its maturity. It is established that all forms of predetermined fixed return which are tied with the size and the lengths of the loans, regardless of their purpose, are considered by Muslim scholars as riba.  

Islam permits a wide range of contracts. It allows for arrangements in which the returns of the parties involved are contingent with uncertain gains and the parties have symmetric information. The predetermined return on financial transaction is absolutely eliminated but an uncertain return represented by profits is not. Thus sharing of risks and uncertainties is the main characteristic of Islamic financial transactions. Under Islamic finance the depositor is considered as if he is a shareholder of the financial institution and consequently he shares the profits, or losses, made by the institution (a sort of equity participation.

Sharia-compliant finance does not allow for the charging of interest payments (riba) as only goods and services are allowed to carry a price. On the other hand, Sharia-compliant finance relies on the idea of profit-, loss-, and risk-sharing, on both the liability and asset side.  In practice, however, Islamic scholars have developed products that resemble conventional banking products, replacing interest rate payments and discounting with fees and contingent payment structures.  In addition, leasing-like products are popular among Islamic banks, as they are directly linked to real-sector transactions. Nevertheless, the residual equity-style risk that Islamic banks and its depositors are taking has implications for the agency relationships on both sides of the balance sheet

The prohibition of fixed pre-determined interest rates can be explained by Islam’s position regarding property rights. Islam recognizes two groups of property rights: (i) those which are an outcome of the combination of an individual’s labor and natural resources; and (ii) those that are acquired through trade, exchange, inheritance, or grants. A loan is just a transfer of some (or all) of those rights from a lender to a borrower, and providing it should not entitle the lender to an increase in his property rights. Such an increase violates the pivotal rule of transactions according to Islamic principles—namely, justice. Thus, interest on loans is unjustified as it indicates an instantaneous creation of a claim for the lender on the borrower’s property, once the contract is concluded and regardless of the outcome of the project for which the loan was provided.
III. Islamic versus Conventional banking in the Arab World

The existence of a developed banking system has a positive impact on Islamic banking. Given the dominance of conventional banks, one can conclude that the more sophisticated or competitive a banking system is, the more accommodative it is to Islamic banking. There has been an ongoing debate on whether Islamic banking acts as a complement to conventional banking or a substitute for the conventional banking system.


Islamic banking could complement conventional banks and thereby help diversify systemic risk. In conventional banks, when a bank gives out a loan, the borrower bears all risks, except in the case of bankruptcy. In Islamic banking, both bank and entrepreneur share the rewards and failure. In conventional banking, the creditworthiness of the borrower is the main determinant of the lending decision, and banks are interested in the interest and principal on the loan. In Islamic banking, because profits and losses are shared, banks will receive a return only if a project is successful. Therefore, Islamic banks are more prone to finance sound projects, even if the entrepreneur has no credit history.

While Islamic banks and conventional banks appear to be complementary, results also suggest that interest rates matter. In that context, it is often argued that less devout or nonreligious consumers view traditional and Islamic banks as substitutes, and they put more money into Islamic banks when opportunity costs fall and move money into conventional banks when the opportunity cost rises. Moreover, for devout Muslims Islamic banking products are essential and conventional banks is not a substitute.


Countries’ approach towards Islamic finance has varied. Some countries have taken steps to move their entire banking system toward Islamic finance, such as Saudi Arabia and Iran. Others opted for having a mixed system that includes Islamic and conventional banks, including Sudan and Pakistan. Some countries mandated that financing be provided on the basis of conventional pricing and terms. While Southeast Asia was an early adopter of Islamic finance, the Gulf Cooperation Council (GCC) countries and Iran are now the largest markets and account for 80 percent of its assets but only comprise 6 percent of global Muslim population.
 In MENA, Iran has a fully Islamic banking system. Islamic banking assets have been growing especially fast in the GCC, where the growth rate of Islamic assets outpaced that of conventional assets in all countries except for Oman in 2003-2007. Islamic banking activity is picking up also in other MENA countries mostly on the back of GCC inflows into the Maghreb and Mashreq countries. Morocco and Tunisia authorized Islamic finance recently, partly to encourage the investment inflows on which their fast-growing tourism and real estate industries depend. Jordan, Lebanon and Egypt also have a handful of Islamic banks, though their share in the banking system is not growing nearly as fast as in the Gulf.

IV. Islamic Finance and the Global Financial Crisis
The financial crisis generated a lot of interest in Islamic finance as a form of financial intermediation that can possibly promote financial stability. This is primarily due to the Sharia principles directly linking financial activities and the real sector, and the prohibition of speculation and interest-based structures, including the use of leverage and many forms of complex securitization. In other words, the underlying basic principle of Islamic finance is risk-sharing. According to Beck et al (2010), there is consistent evidence of higher capitalization of Islamic banks and this capital cushion plus higher liquidity reserves explaining the relatively better performance of Islamic banks during the recent financial crisis. In recognition of the growing importance of Islamic finance, a large number of key financial institutions worldwide redrafted their conventional products as Sharia-compliant products.
Islamic finance represents approximately only one percent of global assets, but its growth potential is significant due to the still low penetration in the Muslim world apart from a few countries. Industry estimates is that the market is currently below its true potential. In recognition of the growing importance of Islamic finance, a large number of key financial institutions worldwide redrafted their conventional products as Sharia-compliant products. In some Islamic countries, banks are not necessarily in compliance with Sharia. Devout Muslim individuals would not want to put their money into a financial system that was not based on religious principles. This underbanking of an important segment of the population meant that savings were not used efficiently. Some countries have been cautious with regard to moving towards Islamic finance. This could be attributed to several reasons. First, the government was always keen on presenting Egypt as a secular country and did not want to put religion in general in the economic sphere, including finance. This was also followed by the Head of Al-Azhar declaring that interest rates banks charge is not against ‘Sharia’. Consequently a large percentage of the clients did not demand Islamic products. 

The current global financial crisis has not only shed doubts on the proper functioning of conventional “Western” banking, but has also increased the attention on Islamic banking. Academics and policy makers alike point to the advantages of Sharia-compliant financial products, as the mismatch of short-term, on-sight demandable deposits contracts with long-term uncertain loan contracts is mitigated with equity elements. In addition, Sharia-compliant products are very attractive for segments of the population that demand financial services that are consistent with their religious beliefs. However, little academic evidence exists on the functioning of Islamic banks, as of yet.

Whatever the state of industry or differences in regulatory models for conventional and Islamic banks was, initial reports from across the region were that the majority of Islamic banks were relatively immune to the crisis. This was largely because Islamic banks did not have exposure to sub-prime or credit default securities, and returns on Sharia-compliant equity funds pre and post-crisis were more stable and at times better than their conventional counterparts. Moreover, the region did not have a significant bank run or failure of an Islamic Financial institution. In 2008, The Islamic International Rating Agency (lIRA) indicated that key Islamic banks had suffered an impact on their balance sheets from declining real estate prices. Still, the IIRA asserted that the evaluated Islamic banks were less likely than conventional banks to suffer negative outcomes beyond their capacity to sustain core profitability and capital. 

It is also worth noting that while PLS financing provides an option to diffuse some degree of credit risk from banks' balance sheets, this risk is passed on to investors. And the credit risk of transaction in PLS arrangements cannot be backed by collateral and guarantees. Given that individual investors could be less diversified than a bank and cannot hedge risk, this risk pass-through may increase the risk of crisis after significant asset price declines. In view of recent events and the risks identified above, it is important to launch a sustained effort to strengthen regulatory and supervisory infrastructures. In this regard, IFSB has played a valuable role in developing an Islamic financial regulatory and supervisory infrastructure and is now providing capacity building to its members.

According to Beck et al (2010), there is consistent evidence of higher capitalization of Islamic banks and this capital cushion plus higher liquidity reserves explaining the relatively better performance of Islamic banks during the recent financial crisis. Comparing indicators of business orientation, cost efficiency, asset quality and stability of conventional and Islamic banks, they found little significant differences between the two groups. Considering the performance of Islamic and conventional banks during the recent crisis, they found little differences, except that Islamic banks increased their liquidity holdings in the run-up to and during the crisis relative to conventional banks. This also explains why Islamic banks’ stocks performed better during the crisis compared to conventional banks’ stocks.

V. Challenges Facing Islamic Finance

Some of the major challenges that the industry face are very similar to those of conventional finance, while others are uniquely related to Islamic finance. The most significant challenges are in the areas of: regulation, supervision and international harmonization; risk management; innovation and financial diversification; and human resources.
A. Regulatory Approaches
Islamic banks, like conventional banks, are more likely to grow in environments where the regulatory system is built on a solid foundation.  According to Beck and Levine (2003), the quality of institutions as measured by rule of law or regulatory quality does statistically influence the diffusion of Islamic banks. According to the study by Imam and Kpodar (2010), the diffusion of Islamic banks appears impervious to quality of the institutional environment. Regardless of the institutional environment, the way Islamic banks are permitted to behave is driven by relatively strict Sharia law, making the institutional environment less important than for conventional banks. Disputes are settled within Islamic jurisprudence. Therefore, Islamic countries can build up the banking system even if a country makes little progress at reforming institutions.
The Arab countries stand out for their industry-driven approach to Islamic finance as opposed to high dependence on a regulator-led model elsewhere. While this has promoted real progress in attracting global players, there are concerns regarding a lack of core regulatory infrastructure development. For instance, some Arab countries do not have a specific Islamic finance policy for regulators or laws mandating Sharia compliance or regulation for the Islamic finance industry, nor have they adopted Islamic banking regulations. As such, Islamic banks are regulated and supervised in the same way as traditional banks on conventional prudential regulatory frameworks. Exceptions include the United Arab Emirates (UAE) and Bahrain, both of which have pursued Islamic finance as a niche segment in their economic diversification strategy and are now home to the largest concentration of Islamic finance assets. Both have strived to become regional financial centers, keeping their markets open to foreign banks.

In the GCC, regulatory and supervisory authorities adopted the approach that the role of government and supervisory authorities is not to shape evolution and development of Islamic finance by imposing their will and dictating their views, but rather to conduct extensive consultations with the industry and facilitate evolution and development by creating a healthy competitive environment for all participants. The approach adopted by Saudi Arabia is somewhat different: while respecting that Islamic finance has some specific and unique features, they view that an Islamic bank is generally exposed to the same types of risks as a conventional bank. Thus, the same regulatory approach has been adopted towards Islamic and conventional banks. 

The most important challenges in the areas of regulation, supervision and international harmonization are hindering the faster growth of Islamic growth include:

· The multiplicity of Sharia boards and judgments across jurisdictions impede the homogeneity of products, and create uncertainty for clients and investors about the cross-border acceptability of Sharia rulings. While Islamic finance is becoming increasingly internationalized, it remains a collection of segmented, weakly coordinated local operations. Since the industry has a great potential to facilitate cross-border capital flows and financial integration, efforts are needed resolve or at least mitigate the uncertainty regarding the acceptance of Sharia rulings. This entails more international cooperation on the part of home and host regulators and standard-setters.

· The legal and regulatory framework of Islamic finance needs further work to make it consistent with international practices, while maintaining the unique features of Islamic finance and not compromising Sharia principles.

· As in conventional finance, there needs to be an integrated crisis management framework in Islamic finance to ensure that any emerging crisis in the Islamic financial system will be adequately managed. Such a framework involves having the mechanism and vehicle to address short-term liquidity problems, removing troubled assets from the balance sheets of financial institutions and resolving solvency issues in Islamic financial institutions. Having an adequate crisis management framework also raises the issue of designing Sharia-compliant deposit insurance systems.

· Consumer-protection and financial literacy in Islamic finance is an emerging area for regulators.

B. Risk Management

Although the principles of Islamic finance inherently limit the exposure to certain risks, risk awareness and risk management frameworks in Islamic banks could be further improved.
 Islamic financial institutions have a relatively short track record (modern Islamic banking has been in existence for only three decades, and many Sukuk products less than a decade).  Most Islamic banks are active in the developing world where transparency, corporate governance and risk management at large are still works in progress. Improving risk management is all the more important as Islamic products are becoming more complex and sophisticated with financial innovation.

Special risks associated with Islamic finance include displaced commercial risk,
 Sharia-compliance risk, entanglement of market and credit risks in Islamic banks’ asset classes, heightened liquidity risk due to large maturity mismatches and scarce liquidity management tools, reputational risk, etc. A limited range of possible funding sources leads to concentrated liabilities, imbalanced funding mixes and stretched capital management strategies.
In the longer term, Islamic financial institutions are expected to be increasingly involved in project finance and mortgage lending, two of the most likely and powerful engines for the future in Gulf banking sectors. From a balance-sheet-management perspective, supplying long-term fixed-rate financing would require the capacity to manage the derived profit-rate risk, particularly under Basel II’s Pillar 2, which Islamic banks will have to comply with sooner rather than later. A prerequisite for more efficient balance-sheet management is the gradual establishment of deeper, more liquid, more efficient and more affordable derivatives and securitization markets in compliance with Sharia principles. Similarly, tools are needed to effectively manage foreign exchange risk.
High standards of corporate governance are vital for the Islamic finance industry. Certain characteristics of the Islamic financial institutions, such as assets based on the profit-sharing principle require the careful balancing of the interests of multiple stakeholder groups, most notably protecting the interests of the investment account holders. Islamic standard setters, the Auditing & Accounting Organization of Islamic Financial Institutions and the Islamic Financial Services Board are engaged in finding solutions to enhance corporate governance in the Islamic Finance Industry. Liquidity management by Islamic financial institutions is still inefficient compared to conventional financial institutions. There is a need for more depth and liquidity in Sharia-compliant money markets and central bank instruments.

C. Innovation and Financial Diversification
The sustained growth of the Islamic finance industry calls for financial diversification which requires encouraging financial innovation, developing a broader range of Sharia-compliant banking products and capital market.

New business models would add to the diversity of the Islamic finance industry. In some countries, the business model of existing institutions is too homogeneous, such as the real estate development in the GCC, while some products are underdeveloped or missing, including mortgage finance.
D. Human Resources in the Islamic Finance Industry
The adequate supply of qualified staff is vital for the continuing expansion of the Islamic finance industry and for proper risk management. The industry has been experiencing bottlenecks in this regards amid the fast growth of the recent years. Sharia scholars to serve on Islamic financial institutions boards have also been increasingly in short supply in recent years which may pose reputational risks to the industry and slows down product development.
VI. Policy Implications and Recommendations 
Islamic finance has been developing rapidly worldwide, and in MENA in particular. In the last few years, significant investments in institutions and infrastructure have helped to develop the industry, while laying the foundation for a core regulatory infrastructure. However, approaches and the size of the industry vary considerably across jurisdictions. 
Because Muslim populations are underbanked, and given the tremendous need for infrastructure projects like roads and housing across the Muslim world, development of Islamic banking can spur growth in these regions and can be part of the solution to the slow development process.

This paper concludes by elaborating on how the Egyptian government specifically, and Muslim government at large, could play a bigger role in several areas using Islamic finance. It will concentrate on the following three main areas: (i) access to finance in Islamic finance; (ii) infrastructure financing and Islamic finance; and (iii) Islamic financial sector development, regulations and corporate governance.

A. Access and Islamic finance

In poorer countries, people are generally closer to the religion so it is much easier to attract them toward anything associated to their belief. Providing access to finance to the poor has been proposed as a tool for economic development and poverty reduction, and Islamic finance has the potential to expand access to finance millions of Muslims, especially the poor, throughout the world. An estimated 72 percent of people living in Muslim-majority countries do not use formal financial services. Even when financial services are available, some people view conventional products as incompatible with the financial principles set forth in Islamic law. Despite its recent origins in the Gulf, Sharia-compliant banking has proved popular with Muslims in other countries as well, leading to the development of new Islamic banks across North Africa and Asia. Demand for Islamic microfinance products is strong. Surveys in Egypt, Jordan, Algeria, and Syria, for example, revealed that 20–40 percent of respondents cite religious reasons for not seeking conventional microloans. 

A 2007 global survey on Islamic microfinance
 revealed that Islamic microfinance has a total estimated global outreach of only 380,000 customers, and accounts for only an estimated one-half of one percent of total microfinance outreach. Also, the supply of Islamic microfinance is concentrated in a few countries, with the top three countries (Indonesia, Bangladesh, and Afghanistan) accounting for 80 percent of global outreach. Islamic micro and SME finance is growing but is still limited in terms of coverage. Murabaha (best suited to asset financing) is the most common form of Islamic microfinance product offered.

Governments can work with donors, and with banks to promote the introduction of Sharia-compliant financial services that are appropriate to MSEs specifically and to low income population. Collaboration and regional partnerships would be encouraged (Arab Monetary Fund, Islamic Development Bank) to explore the uptake of Islamic finance products in the region and the associated regulatory issues.

B. Infrastructure and Islamic finance

The cases of innovative Islamic finance and infrastructure projects mentioned earlier illustrated the potential of Islamic finance to contribute to infrastructure development. Greater integration into the global economy and the implementation of market liberalization policies in MENA countries have increased demand for infrastructure services to a point that most governments have struggled to cope with. Bridging the infrastructure investment gap calls for accelerating the mobilization of private capital to complement public financing. Recognizing the important role of efficient infrastructure in their economies, many governments in MENA have expressed strong interest for public private partnerships as a means to expand, rehabilitate, and upgrade their infrastructures.

PPPs
 are expected to reduce the cost and improve the quality of services and induce know-how transfer and technology innovation. PPPs are also expected to create fiscal space by freeing fiscal resources that governments can use to address pressing social needs they face. Sharia-compliant financing using Ijara, and other modes of Islamic finance can be used to finance infrastructure PPPs, so Islamic sources of finance could be more effectively tapped into to address infrastructure investment needs. 

C. Facilitating Financial Sector Development, Regulations and Corporate Governance
As financial institutions offering Islamic finance products grow in significance, there is a need to better understand their integration with conventional financial sector and how they alter the risk profile of the overall financial sector. The distinct risk profile of IFIs may increase systemic risk due to weak supporting infrastructure and limited access to liquidity. The sector is growing so rapidly that in some countries inadequate attention is being paid to the development of necessary foundation-building institutional infrastructure. This lack of or weak existing financial infrastructure can pose systemic risk in the future.  Governments, along with other stakeholders, can work with domestic and international standards setting institutions to build and strengthen this infrastructure. A better understanding of the risk management and governance issues of Islamic financial institutions will help governments in performing enhanced risk monitoring, and timely management of financial sector risk.
Annex 1
Glossary of Islamic Finance Terms

Amana/amanah: literally means reliability, trustworthiness, loyalty and honesty, and is an important value of Islamic society in mutual dealings. It also refers to deposits in trust, sometimes on a contractual basis.

Bai/bay: contract of sale, sale and purchase.

Bai al-salam: advance payment for goods. While normally the goods need to exist before a sale can be completed, in this case the goods are defined (such as quantity, quality, workmanship) and the date of delivery fixed. Usually applied in the agricultural sector where money is advanced for inputs to receive a share in the crop.

Fatwa (pl. fatawa): an authoritative legal opinion based on the Shari’ah.

Fiqh: practical Islamic jurisprudence. Can be regarded as the jurists’ understanding of the Shari’ah.

Gharar: uncertainty in a contract or sale in which the goods may or may not be available or exist (e.g. the bird in the air or the fish in the water). Also, ambiguity in the consideration or terms of a contract – as such, the contract would not be valid.

Halal: permissible, allowed, lawful. In Islam, there are activities, professions, contracts and transactions that are explicitly prohibited (haram) by the Qur’an or the Sunnah. Barring these, all others are halal. An activity may be economically sound but may not be allowed in Islamic society if it is not permitted by the Shari’ah.

Haram: unlawful, forbidden (see halal). Describes activities, professions, contracts and transactions that are explicitly prohibited by the Qur’an or the Sunnah.
Ijarah/ijara: lease, hire or the transfer of ownership of a service for a specified period for an agreed lawful consideration. This is an arrangement under which an Islamic bank leases equipment, a building or other facility to a client for an agreed rental.

Ijarah wa iqtina/ijarah muntahla bittamleek: a leasing contract used by Islamic financial institutions that includes a promise by the lessor to transfer the ownership of the leased property to the lessee, either at the end of the lease or by stages during the term of the contract.

Maisir/maysir: the forbidden act of gambling or playing games of chance with the intention of making an easy or unearned profit.

Mudaraba/mudarabah: a form of contract in which one party (the rab-al-maal) brings capital and the other (the mudarib) personal effort. The proportionate share in profit is determined by mutual consent, but the loss, if any, is borne by the owner of the capital, unless the loss has been caused by negligence or violation of the terms of the contract by the mudarib. A mudaraba is typically conducted between an Islamic financial institution or fund as mudarib and investment account holders as providers of funds.

Murabaha: a contract of sale with an agreed profit mark-up on the cost. There are two types of murabaha sale: in the first type, the Islamic bank purchases the goods and makes them available for sale without any prior promise from a customer to purchase them, and this is termed a normal or spot murabaha; the second type involves a promise from a customer to purchase the item from the bank, and this is called murabaha to the purchase order. In this latter case, there is a pre-agreed selling price that includes the pre-agreed profit mark-up. Normally, it involves the bank granting the customer a murabaha credit facility with deferred payment terms, but this is not an essential element.

Musharaka/musharakah: an agreement under which the Islamic bank provides funds that are mingled with the funds of the business enterprise and possibly others. All providers of capital are entitled to participate in management, but are not necessarily obliged to do so. The profit is distributed among the partners in a pre-determined manner, but the losses, if any, are borne by the partners in proportion to their capital contribution. It is not permitted to stipulate otherwise.

Qard al hasana/qard hassan: a virtuous loan in which there is no interest or mark-up. The borrower must return the principal sum in the future without any increase.

Rahn: a mortgage or pledge.

Riba: interest. Sometimes equated with usury, but its meaning is broader. The literal meaning is an excess or increase, and its prohibition is meant to distinguish between an unlawful exchange in which there is a clear advantage to one party in contrast to a mutually beneficial and lawful exchange.

Shari’a/Shariah/Shari’ah: in legal terms, the law as extracted from the sources of law (the Qur’an and the Sunnah). However, Shari’ah rules do not always function as rules of law as they incorporate “obligations, duties and moral considerations that serve to foster obedience to the Almighty”.

Sukuk: participation securities, coupons, investment certificates.

Takaful: a Shari’ah-compliant system of insurance based on the principle of mutual support. The company’s role is limited to managing the operations and investing the contributions.
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Figure 1: Total Global Sukuk Issuance (2001-2009)
Source: World Bank Database (2011).
Figure 2: Number of Islamic Banks Reporting to Bankscope (1995-2008)
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Figure 3: Principle Reasons for Not Applying for a Loan
Source: World Bank, Egypt’s Investment Climate Assessment (2009).
Figure 4: Number of Islamic Banks in Selected Countries
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Source: Bankscope (2009).
Figure 5: Share of Islamic Banks in Total Banking System in Selected Countries
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TABLES

Table 1: Distribution of Islamic Assets
[image: image3.emf]2006 2007 2008

$ bn $ bn $ bn

IFIs' on-balance sheet assets 255 324 405

Assets booked on conventional banks' Islamic windows 170 230 282

Takaful companies' assets 5 7 10

Off-balance sheet Islamic assets 41 82 78

Islamic funds 35 52 65

TOTAL ISLAMIC ASSETS 506 695 840

DISTRIBUTION OF ISLAMIC ASSETS 2006-2008


Source: World Bank Database (2011).
Table 2: Islamic vs. Conventional Assets in the GCC (2008)
[image: image4.emf]$ billion Conv. assets Islamic assets Total assets % Islamic

Bahrain 276 23 299 7.7%

Kuwait 98 53 151 35.1%

Oman 33 0 33 0.0%

Qatar 92 21 113 18.6%

Saudi Arabia 194 147 341 43.1%

United Arab Emirates 356 53 409 13.0%

ALL 6 GCC COUNTRIES 773 274 1047 26.2%


Source: World Bank Database (2011).
Table 4: Market Share and Growth in Assets of Islamic Banks and Conventional Banks in Selected Countries
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Source: Hasan et al (2010).
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� Oliver Wyman (2009).


� Islamic Financial Services Board (IFSB) Database (2010).


� Specifically they are: (i) Surah 30, verse 39; (ii) Surah 3, verse 130; (iii) Surah 4, verse 161; and (iv) Surah 2, verse 278-281. 


� Choudhury and Malik (1992), op. cit., p. 103.


� World Bank Database (2011).


� For a good overview see Moody’s (2008): Special Comment: Moody’s Global Credit Research – Risk Issues at Islamic Financial Institutions.


� “Displaced commercial risk” is a term reflecting the risk of liquidity suddenly drying up as a consequence of massive withdrawals should the IFI’s assets yield returns for unrestricted investment account-holders lower than expected, or worse, negative rates of profits.


� Oliver Wyman (2009).


� Survey by CGAP In 2007 where they collected information on over 125 institutions and contacted experts from 19 Muslim countries. 


� PPP is defined here as a long term contract between a public and a private party through which the private party designs, finances, constructs and operates an infrastructure facility for a given period of time at a pre-specified standard of quality against which it receives payment from the public party, or from users or from both. At the end of the contract, the infrastructure facility is reverted to the public party.
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