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AV VA P S AE

Executive Director - Banking Supervision Central Bank of Bahrain

EDBS/KH/C/N3/2014
19 February 2014

The Chairman of the Board

All Locally Incorporated Islamic Banks
Manama

Kingdom of Bahrain

Dear Sir,
counti an

Ethics and Shari'a Standards

During the course of inspections and offsite reviews of licensees” activities it has come 1o
the attention of the CBB that thers have been episodes of non-compliance with the
principles of Islamic Shari'a by several licensees in certain aspects of their conduct of
business and some transactions.

The purposs of this Directive is to remind all locally incorporated Islamic banks that they
must comply with all AADIFI Shari'a standards in addition to applicable AAOIFI
Accounting and Govemance Standards (please refer to HC-9.2.6). The Shari'a Review
Function and the Shari'a Supervisory Board of each Islamic Bank must ensure betwesn
them that the licensee is strictly following Shari'a principles and the concerned AAOIFI
Shari'a Standards. These principles and Standards are not guidelines and must be
complied with fully. The success of any Islamic bank depends on its level of compliance
with such siandards and principles.

In case of non-compliance, the Shari'a Supervisory Board, the management and the
Internal Shari'a Review function must work together to resolve the non-compliance
matters in the best interest of all stakeholders but within the boundaries of Shar'a
principles. Moreover, the Audit Committes, in cooperation and consultation with the
Shari'a Supervisory Board and the external auditors, must ensure that proper disclosure is
made to the shareholders on such non-compliance issues and the way these issues have
been or will be treated,

All locally incorporated Islamic banks and their concemed govemance bodies and
personne]l must take immediate measures to ensure that they comply with measures
referred 1o in this circular and that full public disclosures will be made in the annual

repart for 2013 and future reporting periods as applicable.

ST | I BN T PR,
[ Rl LE s AT PR PR L T R ™
PO Baoe o 27, Manama - Kingdom of Baheain
Tel: (+973) 1 7547400 « Fax: (+9T3) 1 7532605
weetaibe: www.chib.gov.bh

E-mail: khalld_ hamacsicbb. gov, bh

F P
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RSB

Executive Director - Banking Superdsion

Last but nod least, you should ensure that the copy recipients listed below have received
copies of this letter and are taking action as required.

Yours faithfully,

-3 mm:rhmmmnmmmm
The Chied Bxacutive Oiflcer, all locally inconporated blamik
mmmmmmmmm
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121



apolluwll clgil eililos) =il il gollwll Gual el wailo oluls

Jad 1997 role (Sharia'ah Advisory Council) Gee il gy Ll gudaoll <linihy 6500l 0do Wjnod
uld alwawgoll aae gl dung dnlll dce il loboe uei ddlodl aluwawgoll viila u.u_l;.o.” <l
1909 Ulg Ugiudl aac abajl a2y A9 (gjas0 Guep yudao cli] gl ducls dalall (AT o) lagano
Ay A4 @A_H ulda Al 24 daoliaoll dyc il yudlaodl (yay Jo2dl aungi gJl daladl wjpy dgollunll
ol 2wl gl ulaiioll &on gle aunl yudaol cliul go Mamlivio Jiluwo B9 9Ll haj
G &ajog janoll elivld ducpidl &uall (99 dayo Loyl i Gin Yuidajos joi Yl laaye gl

Aol dus indl dujloodl Gluwil yloa pd @dplall odoy .5 )4 ol Eliudd ()Ll gudaoll

6itlloll Gja ol il Ggile) Jyazil Jud 2009 ple sl 2004 ple s Lo &lajo .3
) " 2009 roL; Central Bank of Malaysia Act
Llasll gd paboll lomalgi ol (aor gl wbgszall gl winp @l wllall A jgals 1)
Sl Loa8 auigilsll &azapoll auagi @l jlodl wlaludl ciew gollull Jugoill dileiol
Sllaall Liaig dpollull &l aluwgoll §gia) lhes golluwll Jygoill délioll wlejlioll
elglho waslwllalloin Yol Lind duigilell el Jsiws gl Llasl jas) Loy 18 gl
ols @alizo Jalio dpollull dlo)l wlwdoll délsisll vlejlioly dleiy bad dysajoll 13ngs
0gas gl Llasll o8 eanll (civil court) dpiroll doanolly Galoll villolesl ouud L] laJgl

" " Loy8 41 aollun] @yllo dunwgo

il e pinll g bl udaol Y=o Wliiiwll do4a0 58 (ald loacl dwlys wungl wlls asy
Jan J=0bg Ppslaoll plol &855 @il bladllg puanil Llad 8 &umajoll &unln dynll gjssoll
@8 el sic &aroll 9o yulaoll Ul e pady 2004 ple giloll gjasoll dindl pgild) Jyasi
(o] (yroli) Jlas a4yl gl gollun] eliy gh a8 8y o4y Gl Lladll g8 dpcpdll Jsluoll
a9 Ayl gle g )i Joc @l ol dollun] @llo jaglai @44 of Guollul Jugos a4y ol
udaoll whlsiiawl Guraiy duisoll palaoll pldh guad) Uyl ao ol UOgjasoll el 4,18,
6l ol e 98 ayall sladll gl Ylas Guylail Grodaoll 4 il Lo e pil g)Luixiuwbl
) ) anlall palslaial gle pailld clisg uulao
20009 ole Central Bank of Malaysia Act s julloll g j5 o)l il (gile) JasiUl sy lo @ajo 4
04 laol dojlo viuy lailyhd o U] éy)yliiuwl &uma Judao)l gdgo wiasl 2004 willhawi ol gy
09Il 9 m g0 ausladllalejlioll dls 98 sl pas) dnse dllodlluungoll gl g 3l ol gog
22104 Gl yudaoll §8go aganll (gildll A4l 2009 role Al 98 dya6il daliul) ayan
64 ol il Lo e By dnano sl ol ol Jygolll déleioll LA bl &0 g dyoljl

The Shari’ah Advisory Council’s role in Resolving Banking Disputes in Malaysia: a Model to Follow (1)
(Mohamad & Trakic, 2012)

The Shari’ah Advisory Council’s role in Resolving Banking Disputes in Malaysia: a Model to Follow (2)
(Mohamad & Trakic, 2012)

Central Bank of Malaysia Act 1958 p 15 (Government of Malaysia, 2008) (3)
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Central Bank of Malaysia Act 1958 p 52 (Government of Malaysia, 2008) (1)
Islamic Financial Services Act 2013 P. 1(BNM, 2013) (2)
Islamic Financial Services Act 2013 PP 39-43 (3)
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An Overview and Appraisal (Yaacob, 2013)
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Abstract

Sharia compliance in Islamic banking is an important governance framework for Sharia
non-compliance risk management in the operation of Islamic financial institutions (IFls).
Islamic banks use different Sharia governance approaches due to regional, regulatory,
legal and operational requirements that may dictate a certain approach to Sharia
governance. This paper provides an in-depth insight into the Sharia governance practices
in Islamic banking in Europe and how it has evolved over the years within a sophisticated
financial system. This subject is important for two reasons: as a secular financial system,
regulatory authorities in Europe do not get involved in regulating the Sharia governance
of IFls. Also, this regulatory approach in the UK left the Islamic finance industry to adopt
a self-regulatory approach from a Sharia governance perspective. This paper collects its
data by using the method of a case study to obtain first-hand knowledge from Islamic
banks operating in Europe. The findings of the study identify key trends and influencing
factors that affect the practices of Sharia governance within Islamic banks operating
in Europe. It also provides examples and an assessment of current practices and future
direction of Sharia governance in Islamic banking in Europe.

Keywords: Sharia governance, risk, regulations, structure, rules, scholars, banking.
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2. Research Design and Methodology

The analysis in this paper is based upon a field study conducted in IFls in Europe. However,
the analysis of this case study may appear to focus on the UK due to the concentration
of most IFls and their transactions in the UK as an international financial centre, and to
a much lesser extent in other European countries. We adopted an understanding of field
study research according to which, the main task is to inquire into a field of practice and
to make sense of the researcher’s observations by adductive reasoning, i.e. by moving
back and forth between data and theory (Ahrens and Chapman 2006). This requires a
close proximity to the field under study (Garfinkel 1967; J6nsson and Macintosh 1997).

Thus, in order to identify and understand the practices of Sharia governance in IFls,
Schatzki (2005: 476) argues that it “requires considerable ‘participant observation’
watching participants’ activities, interacting with them (e.g. asking questions), and ideally
attempting to learn their practices”. While it cannot be claimed the case study completely
shows the complex set of practices involved in managing Sharia governance within the
IFI, it does however, provide an understanding of what the IFI and its management do in
relation to Sharia governance and why they do it. This facilitates the possibility to carry
out the research by providing feedback and recommendations (Czarniawska 1999).

The case study was conducted over a period of 6 months on a full-time basis. Few days
had programmed activities. Therefore, to increase access to potentially rich data, large
number of working days was spent at an IFl in order to observe daily Sharia governance
and supervision activities as they went on outside the artificial interview situation and to
increase acquaintance with IFIs” actors. Formally, the research is based on a combination
of three types of data: organisation Sharia governance structure, Sharia compliance
reporting and audit, archives and participant observation (Dyer and Wilkins 19971).

The archival and reporting data were primarily concerned with the approval and
reporting documents for the IFIs’ activities and its day to day operations. Stages, gates
and approvals criteria were examined as described in the Sharia non-compliance risk
framework process manual, which was also studied carefully.

Data from the observation was retrieved in an unstructured and informal manner.
A number Sharia non-compliance risk reports, Sharia audit reports, products approval
and meetings were attended. Outside of meetings, observation took place during the
normal course of business, direct conversation of communications and actions of daily
operations of the IFl and management function.

2.1 Case analysis

Our analysis of Sharia governance in IFls in Europe is informed by empirical material
about Sharia non-compliance risk reports, Sharia audit reports, products and services
approval from a Sharia perspective and their processes more generally, as well as by data
on regulatory requirements. It includes an assessment of the Sharia governance structure
and the model used by the IFls in Europe and the implementation of that governance
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1. Introduction

Sharia governance in Islamic finance and banking plays a critical role to ensure that all
undertaken activities are in line with the Sharia principles, while shareholders also play a
substantial role as active concerned participants in the process of decision making. Other
stakeholders including the community are also part of the comprehensive worldview that
Sharia considers to protect the interest of all members in society and to stimulate the
social wellbeing function for social welfare. This worldview aimed toward fulfilling the
ultimate objective of Islamic corporate governance of complementing the private and
social goals via upholding the principle of distributive justice (Warde 2010: 23).

Governance, both Sharia and corporate, remains a vital component in the Islamic finance
industry that requires further tightening. Various jurisdictions have applied some form
of Sharia governance to boost the Islamic financial market, whether by appointing an
internal Sharia compliance officer to oversee the Sharia aspect of the Islamic financial
institution (IFI) or by adopting a Sharia governance framework. With a rapidly growing
industry, both Sharia and corporate governance regulations must expand to cover all
aspects of the Islamic finance industry. Sharia governance should not be seen as something
separate from corporate governance nor should corporate governance be considered as
something independent of Sharia governance in IFls.

Therefore, it is clearly observed that the key attributes of IFls are not merely limited
in ensuring that actions of the management are kept in line with the interests of
shareholders and stakeholders, but also in fulfilling Sharia requirements and achieving
religious values as outlined in the Quran and Sunnah. If these Sharia requirements and
values are implemented, the spirit of Sharia governance will be in accordance with the
objectives (maqgasid) of Sharia, which are aimed at bringing about social welfare via
upholding the principle of justice and equality for the IFI and society overall (Kamali,
2008: 43). Considering the wider perspective and objective of Sharia governance in
IFl, the conventional governance standards could therefore be combined with Sharia
requirements regarding IFls to create a corporate governance structure that is suitable
for IFls.

This paper is conducted as a case study of Sharia governance in Europe and its IFls with
the following objectives: A) to illustrate how Sharia governance works in practice in Europe;
and B) to highlight the uniqueness of Sharia governance in Europe. This paper is divided
into various sections; first the paper sets out the study design and methodology in Section
2. In Section 3 the paper discusses the evolution of Sharia governance in Europe. The
discussion moves smoothly then to explore Sharia governance and regulatory challenges
in Europe in Section 4. Section 5 illustrates briefly a legal case that had implications to
Sharia governance. Conclusion is drawn in Section 6 with recommendation for future
endeavours and assessments of current practices and possible future direction of Sharia
governance in Europe.
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perspectives. The reporting of risk will be forwarded to the risk management function
for review. The information of Sharia non-compliance risk is then collated with other risk
reports, assessed and reported upward independently to the risk committee who are
responsible in representing stakeholders in respect to risk issues (Najeeb & lbrahim 2014).

The internal audit findings should be reported to the Board audit committee who has
the responsibility to maintain oversight and monitor the effectiveness of internal control,
risk management processes and internal audit activities. On the same level, Sharia audit
findings are reported to the Sharia Supervisory Committee (SSC), which has the role to
monitor and render opinion based on the effectiveness of Sharia compliance control
system, Sharia non-compliance risk processes, and Sharia audit reviews. Furthermore,
the role of the SSC would enhance the third line of defence by providing independent
assurance on both business operations, from Sharia conduct perspective, and Sharia
oversights (Hidayah 2014: 48).

3.1 Structures of Sharia governance in the UK

The ascent of Islamic finance remains nascent in Western Europe, despite a sizeable
Muslim population. Islamic finance remains a niche sector, serviced by only a few providers,
particularly on the retail Islamic banking side. However, as the maturity of Islamic finance
as an alternative banking offering has increased over the last 15 years, many Western
governments are now starting to take a more favourable view towards Islamic banking.
This view sees Islamic banking as a means to more effectively accommodate a significant
minority community groups. This has driven a new wave of interest by incumbent domestic
banks and entrants from Islamic markets into Western Europe (Alamad 2017: 51-59).

However, government support alone is unlikely to produce a real change in the market
and to assess whether this will drive Islamic banking from a nascent to emerging position
the following areas needed to be considered:

« Development and structure of Islamic banking;

- Market potential and the extent of both latent and possible demand for Islamic
finance across Europe;

- Regulatory, legal and tax barriers to Islamic banking and likely developments;
« Competitive dynamics and funding of future Islamic banking expansion;

- Impact of financial crisis and economic downturn on market development.

A corollary of the variations in Sharia interpretation is that IFIs compete not only on the
financial attractiveness of a particular product, but also with respect to their Islamic
credentials and Sharia governance. Therefore, within certain scopes, there is a trade-
off banks can select between Sharia strictness and structure / product innovation that
banks can choose depending on country market, target customer base and competitive
conditions. The main instance of this in practice is in organisation structure / delivery
model for provision of Islamic products. These operational organisation structures
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structure in practice. Also, the risk control and reporting framework for different risks that
were monitored including Sharia non-compliance risks associated with its operations
(Flyvbjerg 2001) as shown in the sections that follow.

3. Evolution of Sharia Governance in the UK

It is necessary for IFls to have important functions to monitor the day-to-day Sharia
compliance and the possibility of Sharia non-compliance risks as part of the governance
framework. The Sharia compliance review is required to provide direction and guidance in
implementing Sharia pronouncements disseminated by the Sharia supervisory committee
(SSQ). It is deemed important to mitigate a unique risk within their operations, a risk
where their customers may withdraw their funds, if the IFl is perceived by them to have
any aspects of non-compliance to the underlying Sharia principles. Thus, IFls in Europe
undertake a stress testing scenarios and analysis in their liquidity and capital annual
regulatory submissions that consider breaches to their Sharia governance (Alamad 2016).

The governance structures of IFls are distinguished from conventional governance
structures by the addition of a Sharia advisory/supervisory body (SSC). Its role is as an in-
house religious advisor with responsibility to ensure that the institution’s business activities,
practices and products conform to Islamic law, and to minimise the institution’s exposure
to fiduciary and reputational risks related to compliance with Sharia requirements.
The SSC in this governance structure is the third line of defence in accordance with the
Institute of Internal Auditor (II1A), who proposed in January 2013 a position paper on
the Three Lines of Defence model, which provides a simple and effective way to help
organisations delegate and coordinate essential control system, risk management, and
independent assurance duties with a systematic approach (l1A, 2013). The role of the SSC
in the governance structure entails independent assurance in the key controls to add
value and enhance effectiveness of the IFI’s operation, including the Sharia compliance
aspect.

This independent and objective assurance in IFls usually covers a broad range of
objectives, including efficiency and effectiveness of operations; safeguarding of assets;
reliability and integrity of reporting processes; and compliance with Sharia and other
rules and regulations in all policies, procedures, and contracts. It also covers all elements
of the risk management and internal control framework, which includes: internal
control environment; all elements of an IFl’s risk management framework including
risk identification, risk assessment, and response, information and communication; and
monitoring. It should also examine the business processes of overall entity, divisions,
subsidiaries, operating units, and functions including marketing, operations, supporting
functions, such as accounting, human resources, asset management, and information
technology (Hidayah 2014: 36).

Therefore, to fulfil the requirements of the third line of defence, both internal and external
audit and Sharia audit should be performed to challenge 33 levels of assurances provided
by business units and oversight functions, both in operational and Sharia compliance
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3.2 Development of Sharia governance through emergence of Islamic banking
in the UK

As discussed earlier, despite a potential attractive customer market to be developed in
Western Europe, Islamic banking remains, to some extent, nascent. Based on Sharia-
compliant assets (SCA), the UK does appear significant from a global perspective and far
ahead of any other European country. However, this is based largely on HSBC Amanah,
the main Islamic subsidiary of HSBC Holdings (headquartered in UK); while a top-ten
global Islamic bank (based on SCA) its Islamic asset base is largely derived from outside
the UK. It is important to note that HSBC Amanah operations have been phased out in the
last three years after a strategic review according to the bank.

Additionally, much of the development of the Sharia governance structure in the UK
has been based on the City seeking to establish itself as a leading Islamic centre on the
corporate & investment banking side. However, the main focus has been to use its financial
expertise to service the Islamic world (particularly GCC states) rather than indigenous
Muslim population. Thus, at best, on the retail banking side the Islamic sector could be
described as niche within the UK, and dormant would apply to rest of Western Europe
up to 2013. This started to change in 2015 and 2016 by the emergence of a new Islamic
bank in Germany, such as KFH Germany and assets management and investment funds
in Luxemburg (Alamad 2017: 56).

Due to the regulatory requirements in Germany regarding alternative finance, KFH
bank has not been able to offer a full arrear of Sharia compliant products. Their current
offering is mainly based on commodity Murabaha or other Murabaha transactions and it
is observed that the Sharia governance structure might be perceived as being somehow
relaxed compared to other IFls in the UK. This could be due to current limitations in the
regulatory framework there and the view of their SSC to allow this on the basis of Need
(Hajah). This also could be influenced by the demography of the German Muslims, who
are mainly from Turkish origins or the constitution and background of the SSC members
of the bank, who are Turkish and may be the same SSC members of the parent bank in
Turkey.

The same applies to IFls and its Sharia governance in France, where the only difference
with Germany is the Muslims demography there, which is mainly from North African
origins (Moroccans, Algerians and Tunisians) and some Muslim African countries. In 2011,
after a year of implementation, Chabbi bank launched an “Islamic window”, becoming
the first French bank to Commercialize a deposit account compatible with the principles
of Islamic finance. In 2012, the bank extended its product range by offering a real estate
financing product in accordance with the Murabaha principle. Chabbi bank, a part of the
Banque Populaire Group, is a Moroccan bank that currently is also reported to operate an
Islamic branch/product in Spain, Italy, Belgium, Germany, the Netherland and the UK. The
bank uses mainly products that are structured on Murabaha, details on their products,
SSC and the Sharia governance approach of the bank and its branches/windows were
not available to be analysed.
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adopted by IFls have shaped the Sharia governance of each model accordingly, and
contributed towards the development of Sharia governance in various forms in Europe
(Alamad 2017: 63). There are three main structures for this:

« Islamic window - thistermisused to describe conventional banking institutions that offer
Islamic products through their main distribution network (e.g. branches provide both
conventional and Islamic banking products). Sharia restrictions around co-mingling of
funds apply; thus funds, accounts and reporting needs to be maintained separately.
This effectively means the Islamic window operates as a separate entity, but leverages
the same infrastructure. Although the practical implications of this (e.g. separate teller
windows, business processing functions) do vary depending on Sharia interpretation
and its implemented governance. Given that processes and operations, in some cases,
are shared (e.g. treasury and liquidity management is typically managed by parent
company), Islamic windows may be viewed by some to be situated at the lower end of
the Sharia compliance credibility scale. This is not necessarily true in all or most cases,
as a counter argument to the contrary also exists. This counter argument suggests that
because of the controlled operations of Islamic windows, they are able to demonstrate
better Sharia governance. This issue is subject to a debate, and would require further
research and access to the operational Sharia governance framework of Islamic
windows.

- Islamic subsidiary - here a conventional institution operates a separate subsidiary, so
that the distribution and operational infrastructure is completely separate from the
conventional bank. The Islamic product range will generally be broader than bank
operating through an Islamic window. Typically, only Islamic products are provided;
although client relationships and risk may be managed across both conventional and
Islamic side (e.g. corporate client may have relationship with conventional bank, but
obtain Islamic products from the Islamic subsidiary). Significantly, capital funding
(at least initially) is provided by the parent company, which would be regarded by
some as not fully Sharia compliant.

« Full Islamic bank (pure or converted) - this would be a solely Islamic banking institution
that operates as a standalone entity. This would offer just Islamic products and typically
having a full range or products compared to an Islamic window. A pure Islamic bank
would be capital funded and set up from Sharia-compliant funds. With a full Islamic
bank all transactions within the bank need to be Sharia compliant; this would extend
to treasury and risk management operations, with liquidity and risk management
tending to look quite different for Islamic versus conventional banks.

It should be noted that given greater size of Muslim populations in France and Germany,
it may seem somewhat surprising that the UK is currently the most developed market in
respect of the provision of Islamic banking and Sharia governance. While thisis partly driven
by earlier government regulatory backing, this is largely reflective of the background of
the Muslim population itself, which drives the latent demand for Islamic banking and the
level of Sharia governance.
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On the retail banking side, the UK has led the Western European market in providing a
legal and regulatory provision for Islamic banking and requirements for Sharia governance.
Retail Sharia compliant financial products did appear in the UK as far back as the 1990s
(mainly around home finance products, e.g. Ahli United Bank in 1997), however, these were
generally uncompetitive in relation to conventional products and outside FSA banking
regulatory framework.

Consequently, little traction was obtained in the market. The market mode changed in
mid-2003, with HSBC Amanah expanding its offering into the UK with home finance and
a Sharia compliant current account through an Islamic window (i.e. HSBC UK distribution
network), followed at the end of 2003 with LloydsTSB moving into the market (also through
an Islamic window) with a focus on Sharia compliant current accounts (direct) and home
finance, via an introduction service relationship with Alburaqg, a joint venture between
Arab Banking Corporation International (ABC) and Bristol & West (Bank of Ireland)o.

With two of the top UK high street banks pushing Islamic products through their nationwide
branch networks, Islamic banking entered the mainstream market. Then 2004 saw the
launch of the first retail Islamic standalone bank in Europe, the Islamic Bank of Britain
(currently rebranded as Al Rayan Bank), which offered a range of Islamic savings and
financing products. This development marked a new phase of Sharia governance structure
introduced in the European market for the Sharia supervision of the first standalone
Islamic bank.

Since then a number of other standalone Islamic banks have entered the UK market,
including the European Islamic Investment Bank in 2006 (currently Rasmala), the Bank of
London and the Middle East, European Finance House (currently QIB UK) and Gatehouse
Bank, but those are investment banks. There have also been a few other institutions
offering Sharia compliant products (e.g. Child Trust Funds) such as West Bromwich Building
Society, based on Children’s Mutual’s Islamic investment fund (also available through
LloydsTSB) and Principle Insurance launched a Sharia based insurance offering (Salaam
Halal) at end of 2008, based on Takaful (which closed down later on). This development
has put the Sharia governance and its implementation in those IFls under scrutiny by
consumers in the market and the financial regulators.

As a result, new challenges and issues have come to light and needed to be addressed
to accommodate for both Sharia governance and regulatory rules, which become even
tougher for retail banks operating in this market. Thus, understanding the market from
that perspective is a key requirement because the educational process is ongoing for
those IFIs who focus on this market and are willing to take this challenge. Some, however,
have withdrawn from offering certain retail products (such as home finance in the case of
Alburaq), and preferred to focus on other areas of operation and different segment in the
market, such as commercial finance and serving GCC high net worth clients with home
finance products. Nonetheless, the Islamic finance industry in Europe is growing and the

(1) Datamonitor, market opportunity report, 2009.
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demand for it is steadily increasing, in particular, in Islamic banking friendly jurisdictions
like the UK.

It is worth noting that the demography of British Muslims is completely different to
Muslims demography of Germany or France, which we discussed earlier. The majority of
British Muslims are from Pakistan, India and Bangladesh, followed by Somalis, Yamanis
and then other Arab and African nationalities. Due to the background of majority of
the Muslim community in the UK that follows a specific hybrid view within the Hanafi
School, namely Deobandi? and Barewli®, a more scrutiny to IFls operating in the UK and
its Sharia governance existed. This scrutiny has been mainly on retail banks who deal with
consumers, rather than investment banks.

This is believed to be one of the key drivers for robust Sharia governance in the IFls in
the UK, particularly those who deal with consumers on the retail side. This required those
banks to have a strong Sharia governance and supervision framework represented by
highly regarded and qualified internal scholar in the bank and a credible SSC, such as the
case of Al Rayan Bank (formerly Islamic Bank of Britain). Al Rayan’s parent bank operates
in a different jurisdiction and market in the GCC, where Islamic banking is a more familiar
approach to the consumer market there and is better established. Thus, the construct of
market driver of the Sharia governance is different, however that does not mean it’s less
important.

It is noted in the case of the UK, although in many cases the same SSC members are on
the committees of various Islamic banks, the Sharia governance and the credibility scale
and it robustness varies among them. Further investigations showed that this robustness
in the Sharia governance is driven by the internal Sharia compliance functions and the
level of their qualification, knowledge and understanding as a line extension of the
SSC within that bank. In some investment banks in London this function is managed by
someone who is from a legal background and is not qualified enough in Sharia and the
Islamic commercial law. This key factor has influenced the effectiveness and robustness
of the Sharia governance and supervision. Moreover, it has an impact on the quality of
implementing Sharia governance as some Sharia issues and non-compliance risks could
pass the governance framework undetected due to that shallow depth of Sharia and
banking knowledge. This knowledge is important to understand and assess how various
Islamic banking operations and transactions could have an effect on Sharia rules and how
they can be addressed.

(1 The term ‘Deobandi’ comes from the word ‘Deoband’ which is a place located in Saharanpur district
of Uttar Pradesh. The University of Deoband was founded by a group of Indian ‘Ulema’ (Scholars),
after the British had put a stop to Islamic Revolution in India in 1857 CE. Its establishment was a strong
reaction against western advancement and its materialistic civilisation in the Indian Sub-continent
and that’s how Deobandi came to exist as a cult.

(2) The term ‘Barelvi’comes from the name of Indian city of Bareily (Uttar Pradesh, India), which is
where Ahmad Raza Khan founder of the Barelvi cult lived (during the colonial rule of the British). The
Barewli cult is a Hybrid of Sunni, Sufi and Shia’.
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in 2003 to remove this anomaly was welcomed by both the Bank of England and the FSA
(FSA 2007).

More of these issues and challenges that emerged from the findings of the case study
are further discussed in the sections below. Each case study of the Sharia governance
challenges discussed in the sub-sections below are divided into a theme. Each theme
addresses a key issue that has had an impact on the Sharia governance of Islamic banking
in Europe. While, the case studies below are related to events mainly happened in the
UK, they equally apply to the rest of the EU (European Union) countries. This is because
the root cause of these challenges for the Sharia governance in Europe is the European
Banking Directive, which is issued by the EU and is applicable to all EU member states
and their financial system. Therefore, the discussion of each case study or theme and its
findings could be equally extended in its implication to the rest of the EU member states
and their banking regulations and the Sharia governance framework.

4.1 Sharia governance and the role of Islamic scholars

One of the issues that had to be considered by the UK regulator FSA was the role of the
Sharia Supervisory Board (SSB) as being called and identified in other jurisdiction such
as the Gulf States. The Islamic finance industry in accordance with AAOIFI Governance
Standards defines the key objective of SSB scholars as ensuring Sharia compliance in all
an IFI’s products and transactions. In practice, Sharia scholars examine a new product or
transaction and, if satisfied it is Sharia compliant, they would issue an approval. The FSA
is, however, a secular and not a religious regulator. It would not be appropriate, even if it
were possible, for the FSA to judge between different interpretations of Sharia opinions.

However, the FSA does need to know, from a financial and operational perspective,
exactly what the role of the SSB is in each authorised IFl. It needs, in particular, to know
whether and if so how the SSB affects the running of the IFI. The financial regulator had
to be clear as to whether the Sharia scholars have an executive role or one that is simply
advisory. This had to be addressed for two reasons. First, in the UK, any person acting as
a Director of an authorised firm must be registered under the FSA Approved Persons rules.
To assess the suitability of a person, the FSA had a standard known as the ‘Fit and Proper
test for Approved Persons’.o One of the aspects looked at is ‘competence and capability’.
So, for an individual to become a director of an authorised firm, the financial regulator
would expect them to have relevant experience. If, therefore, Sharia scholars are seen to
have a directorship role, it is possible that some of them may not meet the competency
and capability requirements.

Second, and assuming that Sharia scholars are directors of the IFl, their role is more likely
to be similar to an executive director than a non-executive director as it might involve
active participation in the running of the IFI’s business. In such cases, it would be very
difficult to justify multiple memberships of SSBs of different IFls because of significant
conflicts of interests. This would put further constraints on an industry already facing a
shortage of Sharia scholars with suitable skills.

(M  www.fsa.gov.uk/pubs/hb-releases/rel65/relesfit.pdf
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Overall IFls in Europe follow the Sharia and governance standards of AAOIFI in general
and to a lesser extent IFSB and rely heavily in all other issues and specific matters on
the guidance from their SSC and the internal Sharia compliance function. None e.g. of
the IFls use AAOIFI accounting standards because they have to use Basel Il and IFRS
9, which they usually tailor to suit their Sharia governance and the products they offer.
This is because they want to follow the financial reporting norms in the market and
they have resisted any change as their senior management and executives understand
the traditional accounting methods, and do not have enough knowledge about Sharia
accountancy reporting for IFls. Thus, it is a matter of pushing away any change to what
they are used to and are familiar with in conventional banking. Therefore, the internal
Sharia compliance function in the bank and depth of their knowledge and experience
play a critical role in addressing this issue.

3.3 Composition of the Sharia Supervisory Committee (SSC) in IFls in the UK

The composition of the SSC in IFls institutions operating in Europe is influenced by either
or both, the parent company being an established Islamic bank in the Middle East/GCC
or having a majority shareholding in the IFI in Europe or appointing well-known and
respected scholars. Where branches of IFls are opened in Europe the locally appointed
SSC of the parent Islamic bank would be supervising its subsidiary or branch in Europe in
most cases, such as Abu Dhabi Islamic bank (ADIB) branch in London, Qatar Islamic Bank
UK (QIB) in London, Chabbi bank in France and KFH in Germany. Also, on the same level of
importance regarding the composition of the SSC is that at least one member of the SSC is
one of those top 10 scholars in the Islamic finance industry. Then, in order to accommodate
for the local market where the IFl is operating, a local scholar is appointed to the SSC to
ensure the local community is satisfied that they have some sort of representation on the
SSC and the Sharia governance of the IFI.

4. Sharia Governance and Regulatory Challenges in the UK

Archer and Abdel Karim (2007: 148) discuss the regulatory challenge dimensions that are
required for the development of Islamic finance and its economic needs. They argue that
the challenge is wider than what the regulators would expect, which is to some extent
a slight exaggeration, if we take e.g. the case of the UK and the regulatory adjustments
that were issued to accommodate Islamic banking.

The UK sentiment to support IFls and their Sharia requirements was first translated into
practice in 2001. At that time a high-level working group, chaired by Lord Edward George,
former Governor of the Bank of England with representatives from the City, government,
the Muslim community and the FSA (Financial Services Authority, the UK financial regulator
at that time), was established to examine the barriers to Islamic finance in the UK. One
of the main barriers identified was the fact that Islamic home finance attracted double
stamp duty, both on the purchase of the property by the Islamic bank and on the transfer
of the property by the bank to the customer at the end of the finance term. As noted
above, any change here was clearly a matter of public policy; and government legislation
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In 2010 the FSA conducted a review in relation to Wakala investment savings accounts
offered by IFls in the UK. This thematic review resulted in concerns raised by the regulator
in relation to the use of the terms ’investment agency’ in relation to the underlying
contract between the IFl and their retail customers, and ‘investment agent’ in relation to
the role of the IFl under this Wakala agreement. This was due to the regulations related to
the RAO of the FSMA (Financial Services and Markets Act) 2000. After a legal and Sharia
consultation, this reference was removed or adjusted in the terms and conditions except
to the definition of the Wakala investment in the legal agreement, which remained the
same.

4.3 Sharia governance and deposit guarantee

IFls in Europe structure their savings accounts on either Mudaraba or Wakala basis or
both. The main issue that arose when the first retail Islamic bank in the UK in 2004 was
given the regulatory license was regarding the definition of a ‘deposit’. In the United
Kingdom in particular and in the EU banking regulations in general, a deposit is defined
as a ‘sum of money paid on terms under which it will be repaid either on demand or in
circumstances agreed by parties’.o This is important because deposit-takers are regulated
and the customer is assured of full repayment as long as the bank remains solvent. A
savings account based on either Mudaraba or Wakala as a ‘deposit’ was a profit-sharing
account, or where under Sharia the customer should accept the risk of loss of the original
capital. This was not consistent with the FSA’s interpretation of the legal definition of a
‘deposit’, which requires capital certainty and guarantee.

After extensive discussions with the FSA, a solution after a consultation with the Sharia
scholars was adopted to say that, legally, the IFI’s depositors are entitled to full repayment,
thus ensuring compliance with regulatory requirements. However, customers had the
right to turn down deposit protection after the event on religious grounds, and choose
instead to be repaid under the Sharia-compliant risk sharing and loss bearing formula (i.e.
profit reserve or profit stabilisation reserve). The following is the text approved by Sharia
scholars to resolve this regulatory challenge:

“If your deposit amount returns a loss, we shall offer to make good the amount of any
shortfall that you may have suffered. We are required by current UK bank regulations
and policy, pursuant to clause xx, to make this offer to you. If you choose to accept this
offer, you shall be entitled to receive payment from us of the full amount that you had
previously deposited with us. You are entitled to refuse this offer from us”.

“We would like to draw your attention to the guidance offered by our Sharia Supervisory
Committee. Their guidance is that if you accept our offer to make good the amount of any
shortfall (set out in special condition xx), you will not be complying with Sharia principles”.
(An extract from a UK based Islamic bank’s terms and conditions for Mudaraba and
Wakala investment based product).

(1) www.opsi.gov.uk/Sl/si1990/Uksi_19900020_en_2.htm
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The key point from the FSA’s perspective was that IFls can successfully show that the role
and responsibilities of their SSB are advisory and it does not interfere in the management
of the IFIl. Therefore, the term SSB is avoided in Europe and is replaced with the Sharia
Supervisory Committee (SSC) instead, to avoid any confusion in the role of Sharia scholars
as part of the Sharia governance. The factors that the FSA typically looked at with
regards to SSCs include the governance structure, reporting lines, fee structure and the
terms and conditions of the SSC’s contracts (FSA 2007). The FSA concluded that matters
relating to the appointment, number of members, fee structure, qualifications, reporting
lines and contracts of the SSC of Islamic banks do not fall within its remits as a secular
financial regulator. It is rather the responsibility of the IFI to ensure that Sharia compliance
requirement and governance framework is established and maintained in accordance
with relevant Sharia rules and standards and market practice.

4.2 Sharia governance and investment agency

Regulated activities according to the FSMA include accepting deposits, effecting or
carrying out contracts of insurance and advising on investments. Alexakis and Tasikouras
(2009) state that the main regulatory issues faced by Islamic financial institutions are due
to its unique characteristics compared to conventional financial institutions. Before the
FSA was established as the single financial regulator in the UK in 1997, several separate
regulators oversaw different financial markets. The Bank of England, for example, was
responsible for supervising banks under the Banking Act 1987 and the Securities and
Investment Board was responsible, under the 1986 Financial Services Act, for investment
regulation which was carried out by several self-regulatory organisations. However, under
FSMA, and subject to any specific restrictions, firms now seek a scope of permission from
the FSA to be authorised for the full range of regulated activities they wish to undertake
(FSA 2007).

Most of the Islamic banking applications the FSA received had been to establish Islamic
banks. According to the FSMA banking itself is not a defined regulated activity; rather,
the generally understood meaning is an entity which undertakes the regulated activity
of ‘accepting deposits’ (and is not a credit union, building society, friendly society or
insurance company). As defined by the RAO (regulated activities order), this covers money
received by way of deposit lent to others or any other activity of the person accepting the
deposit which is financed, wholly or to any material extent, out of the capital of or interest
on money received by way of deposit.

This activity warrants classification as a credit institution under the EU Banking
Consolidation Directive and firms undertaking it are subject to the appropriate capital
requirementso. A firm claiming to be a bank will therefore be expected to seek this activity
within the scope of its permission. Thus, when an Islamic bank applies for a regulatory
license, the bank has to comply with a whole set of regulations that would in some parts
contradict with the Sharia governance of the bank (FSA 2007).

(1) The Finance Act and other legislation can be accessed on the website of the Office of Public
Sector Information at: www.opsi.gov.uk/
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5. Legal Case with Implications to Sharia Governance in the UK

This legal case that | would like to illustrate here in this section is in relation to the drafting of
legal documentation that set the terms and conditions of Islamic financial transactions. In
legal contracts of Islamic financial transactions, the enforceability of terms and conditions
depends on the governing law. In the case of a dispute, it is unlikely that a European or UK
court will give a verdict based on Islamic law.

The precedent here that | would like to highlight is the case of Shamil Bank of Bahrain
EC v Beximco Pharmaceuticals Ltd et al, in 2004, when the UK Court of Appeal, following
a dispute between the two parties in relation to an Islamic finance transaction between
them, ruled that it was not possible for the case to be considered based on the principles
of Sharia as a law.» There were two main reasons for this legal decision. First, there is no
provision for the choice or application of a non-national system of law, such as Sharia.
Second, because the application of Sharia principles was a matter of debate, even in
Muslim countries (FSA 2007).

To mitigate this risk, Islamic finance contracts and agreements started to be written very
carefully to minimise potential disputes and clearly state the governing law. This is well
understood by the Islamic finance industry. At present, most Islamic finance contracts are
governed by English law, and a few under New York law. There are also advantages in
standardisation of documentation and a number of initiatives have been completed and
others are under way in this field, such as the standardised commodity Murabaha and
Wakala documentation issued by the International Islamic Financial Market (IIFM) based
in Bahrain.

6. Conclusion

This paper provides a concise but comprehensive overview of Sharia governance in the UK
and its evolution. It examines the current landscape of Sharia governance in the financial
market and its influencing factors. It also discusses and addresses those influencing
factors and key challenges within the UK and its regulatory framework. The nature and
historical development of Islamic banking institutions in Europe, and the underlying forms
of institutional structure as practiced have been a major driver that shaped the Sharia
governance structure.

It was clearly difficult, for the Islamic finance industry and the financial authorities, to
think of all possible issues related to IFls and their Sharia governance and address them
all at the outset. Those challenges have been dealt with on a case by case basis, although
some have proven to be difficult to address due to some rigid regulatory requirements.
After 13 years of the establishment of the first standalone Islamic bank in Europe, there are
still some issues and regulatory requirements that come to light every now and then and
require to be addressed from a Sharia perspective. This forms an on-ongoing challenge to
Sharia governance in Europe and the operation of IFls.

("  www.hmcourts-service.gov.uk/judgmentsfiles/j2232/beximco-v-shamil.htm
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To cope with such uncertainties, Islamic banks have adopted the use of a profit
equalisation/stabilisation reserve (PER/PSR) as a process of smoothing out returns to their
unrestricted investment account holders. The Sharia based contracts compete against
the guaranteed returns offered by conventional banks. Even though, in some jurisdictions,
as the case in Europe, the use of this guarantee scheme for deposits is mandatory. This
would entail detailing the Sharia position and formally communicating their opinion to
the IFI (Qattan 2006: 273; Williams and Zinkin 2010).

The PER/PSR is a method to maintain a consistent level of Islamic banks’ rate of return. The
Islamic bank would offset any poor performance, when there is a shortfall of profits from
the expected level of return. However, the transparency of such practices is somewhat
questionable in a good governance perspective. It is a Sharia requirement that such
practice should not be contractual in order not to be a way around guaranteeing the rate
of return. The Sharia position regarding this matter can be made public for customers
and the general public, who wish to know the basis of this Sharia opinion (Rammal, 2006;
Abdul_Rahman 2010: 116). Therefore, Sharia governance in IFI must be customised to
address such issues and protect the rights and needs of consumers, while maintaining
Sharia rules and requirements.

4.4 Sharia governance and Consumer Credit Regulations

Another issue arose during 2015 in relation to a consumer finance product offered by
Islamic banks in Europe. The bank offers a personal finance product, which is compliant
with Sharia and is based on a commodity Murabaha transaction (tawarrug). The
underlying agreement is subject to the Consumer Credit Act (CCA) 1974 requirements,
which the IFl has been discussing with the financial regulator for a period of time. The
regulatory requirements suggest that the current commodity Murabaha agreement is
not compliant with the CCA rules, which require the agreement to state wording such as
‘interest payment’ or ‘interest rebate’ in the agreement, in addition to tiered and scaled
down contractually binding partial and full early payments (Obaidullah 2005:29).

This type of wording and regulatory requirements conflicts with how the product works
and makes the agreement not compliant with Sharia. The Financial Conduct Authority
advised that they do not have the power to consider this or provide an exception to the
IFl, if needed, they also advised that the IFI raises this issue with HM Treasury who have
the power to look into this issue and consider it from that perspective.

The bank has been offering this product in the market as a Sharia compliant personal
finance product for many years to find later that it does not meet regulatory requirements.
The IFI tried to make some amendments as possible to make the agreement compliant
with the CCA requirements, until it was faced by two or three issues that if were amended,
they would render the agreement not compliant with Sharia and would expose the bank
to a serious reputational risk in the market. The IFl is still so far in talks with the finance
department of the UK government to find a solution, however, in the meantime the IFI
had to stop selling this product waiting for this conflict between Sharia governance and
regulatory requirements to be resolved (Hassan 1992:107; Khan 1995: 46).
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In addition, the various operational practices in IFls, the issues on governance and religious
compliance in IFls in relation to the role of Sharia scholars have played its own role in
the complexity of the interpretation and the implementation of Sharia governance in
every aspect of the banking operation. Although, all Islamic banks operating in Europe
in whichever form, standalone, Islamic window, Islamic subsidiary or just offering few
Sharia compliant products, they have a SSC, the Sharia governance structure and its
implementation in practice differ from an IFl to another. Also, the internal qualified
experts who enforce this governance structure are in some cases absent, which result in
implementation of different levels of Sharia governance.

That is said; the Sharia governance experience in Europe has gone through different
phases and faced various challenges, which could be unique to challenges faced by
IFls in Muslim-majority countries. The strength of the Sharia governance falls heavily on
the experience and qualifications of the internal Sharia adviser, who enforce the Sharia
governance and its implementation within the IFl as a representative of the SSC. Some
banks operating in Europe do not have a qualified Sharia adviser internally, although
they would have an appointed SSC. This role in many of them is performed by someone
with a legal background, who coordinates with the SSC as and when required. This
would substantially influence the effective implementation and strength of the Sharia
governance framework within the IFl, and would require to be studied further and
addressed.
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