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Author Dr Natalie Schoon, CFA, CAMS is an internationally recognised expert in risk
management and Islamic banking and finance. Her early career in Islamic finance began in
Bahrain, Kuwait and Dubai in the 1990s which led to roles at Bank of London and the Middle
East, Barclays Capital, ABN AMRO and Gulf International Bank. She has earned a PhD (thesis
in Residual Income Models and Valuation of Conventional and Islamic Banks) a depth of
technical knowledge, both Islamic products and risk, and is an accredited trainer to the Islamic
Finance Qualification (Lebanon-UK). In 2010 she became a Visiting Fellow at the ICMA Centre,
Henley Business School at the University of Reading (UK). This article was submitted from
Kabul where Dr Schoon is consulting to develop an Islamic financial services infrastructure for
an agricultural lender in Afghanistan.
he
ethical
framework
governing
Islamic Finance
prohibits
gambling,
speculation and interest.
Although at first glance
this sounds like a risk
manager’s dream, it does
not mean that an Islamic
bank runs little to no risk
at all.

T

Like other banks, Islamic
banks face risks inherent
to the financial industry,
and they have to abide by
the same rules as others
for the calculation of
regulatory
capital.
However, Islamic banks
also have their own set of
unique risk management
challenges.
Since the Islamic financial
industry is comparatively young and the balance sheet size
of the average Islamic bank is relatively small, issues
associated with the calculation of regulatory capital are in
part similar to those faced by small, locally operating,
conventional European and North American banks.
However, because of the transaction structures they employ,
Islamic banks face higher charges for regulatory capital
under the Basel III capital accord.
There are, in fact, a few Islamic Finance-specific issues that
need to be taken into consideration when contemplating the
potential impact of the Basel III implementation at Islamic

banks. This article will examine those issues and will also
explore other factors that distinguish Islamic banks from a
risk management perspective.
Islamic Banking: History, Growth and
Prohibitions

Though Islamic finance remains a relatively young industry
(the Islamic Development Bank, the first Islamic Bank, was
established in Jeddah in 1972), it has grown significantly and
has branched out into new geographic regions. For example,
there are now a total of 24 financial institutions offering
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Islamic Financial
Products
– Quick Reference
Islamic financial products work on the basis that the bank
and the customer share the risk of investments on agreed
terms. Profits are distributed based on negotiated terms;
risk is distributed based on the share of the ownership.
Islamic Financial products typically have an underlying
asset that requires financing. Six of the main transaction
types are specified below.
Murabaha

Deferred sale of goods at cost plus an agreed profit mark
up under which a party (the seller) purchases goods at cost
price from a supplier and sells the goods to another (the
buyer) at cost price plus an agreed mark-up. Murabaha has
a variety of applications and is often used as a financing
arrangement for instance for receivables and working
capital financing.
Commodity Murabaha

Deferred sale of commodities at cost plus an agreed profit
mark-up under which a party (the seller) purchases
commodities at cost price from a supplier and sells the
commodities to another (the buyer) at cost price plus an
agreed mark-up. Commodity Murabaha has a variety of
applications and is often used for liquidity management
purposes such as working capital financing.

Globally, after a fairly slow start, the Islamic Finance industry
has grown at a rate of 15% to 20% per annum over the past
10 years, and is expected to continue to grow at a similar
rate for some time to come. Islamic financial products are
offered using three different distribution channels:
(1) Islamic windows of conventional banks;
(2) Islamic branches of conventional banks;
or (3) fully Sharia’a-compliant Islamic banks.
Although the first two distribution channels are currently
the most popular, the number of fully Sharia’a-compliant
banks is increasing rapidly.
Like every other aspect of Muslim life, Islamic banking is
governed by the Sharia’a and the interpretation of this law
(Fiqh). Together, these provide the ethical framework
outlining the essence of economic well-being and the
development of individuals. This framework does not
specifically apply to Islamic banks, but to life and business
generally. Fairness, honesty, avoidance of hoarding and
avoidance of tort are an integral part of the Sharia’a law, but
so are the prohibition of riba, gharar and maysir.
In brief, these prohibitions are defined as follows:
Riba (or usury) is the predetermined interest collected by
a lender, which the lender receives over and above the
principal amount it has lent out.

Ijara

Gharar (or gambling) is the sale of a probable item whose

Bilateral contract allowing the transfer of the usufruct
which basically equates to an operational lease in which
the bank leases the asset to a client. Ijara takes on different
structures depending on the specific financing
requirements of the counterparty.

existence or characteristics are not certain. A traditional
example of gharar is the sale of any of the animals from a
herd without specifying a particular one. In the context of
Islamic Finance, a more current example is advising a
customer to buy shares in a company that is the subject of
a takeover bid on the grounds that the share price is likely
to increase.

Musharaka

Partnership of two or more owners of a property held in
common. Partners do not have to own a proportional share
in the property. Any profits and losses are shared
according to the terms of the contract. Ownership of the
underlying property can be transferred gradually during
the term of the contract (Diminishing Musharaka). The
Musharaka structure is for instance used for mortgages and
development financing.
Mudaraba

Partnership contract in which a capital owner (Rab al Maal)
enters into a Mudaraba contract with a partner (Mudarib)
to undertake a specific business or project. The Mudarib
provides the labour or expertise to undertake a business
or activity. Profits are shared on a pre-agreed ratio but
losses are borne by the Rab al Maal only.
Sukuk

Document or certificate evidencing (part) ownership of
an underlying asset. Profit is depending on the
performance of the underlying asset. Typically referred to
as an Islamic Bond
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Islamic financial services in the UK,1 including three UKbased banks that are wholly compliant with Sharia’a – or the
principles of Islamic law.

Maysir (or speculation) is an event in which there is a
possibility of total loss to one party. Maysir has elements of
gharar, but not every gharar is maysir.

In the context of the Sharia’a framework, money is seen as
nothing more than a means to facilitate trade (rather than a
store of value). Consequently, in combination with the
aforementioned prohibitions, it is not possible for Islamic
banks to provide financing in a similar fashion to
conventional banks. Instead, other structures are applied in
which the bank often plays a much larger role in the
financing structure and becomes a partner in the project to
be financed – rather than just a provider of money.
As defined in the accounting, auditing and governance
standards for Islamic financial Institutions,2 Islamic banks are
founded on the concept of profit sharing and loss bearing,
which is consistent with the Islamic concept that “profit is
for those who bear risk.” Profits are distributed per a ratio
defined in the contract, and any losses are distributed
equally depending on the share in the project a party holds.
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The bank or financier partners with the company or
individual seeking financing; the bank therefore holds (part)
of the title to the underlying assets as well, depending on its
degree of ownership.
Risks in Islamic Banks

The absence of interest in Islamic Finance means that Islamic
banks are not subject to interest-rate risk. However, this
does not mean Islamic banks are subject to lower levels of
risk than conventional banks.
Like conventional banks, Islamic banks incur liquidity,
credit, settlement, leverage, operational and business
risk. Additionally, Islamic banks also incur risks that are not
common in conventional banks, such as 3:
I Fiduciary Risk. Specifically, risk related to the nature

of the Mudaraba contract, which places liability for losses
on the Mudarib (or agent) in the case of malfeasance,
negligence or breach of contract on the part of the
management of the Mudaraba.
I Displaced Commercial Risk. This risk type is

related to the common practice among Islamic banks to
“smooth” the financial returns to investment account
holders by varying the percentage of profit taken as the
Mudarib share, which can be compared to an
arrangement or agency fee.
Because the Islamic Finance industry is immature and home
to an increasing number of start-up banks, Islamic banks now
must contend with infrastructure development challenges
and other problematic issues facing banks of similar (small)
size.
Capital Adequacy and Minimum Capital
Requirements

and impact of a future financial crisis. It requires banks to
hold more and higher quality capital against their Risk
Weighted Assets than before. Furthermore, the Basel III
accord looks to ensure that there is sufficient liquidity in the
financial system, and in addition it introduces measures to
reduce excess leverage.
Many of the conventional banks currently struggle to meet
the new capital ratio, which is largely due to the fact that
under the new rules a minimum of 7 per cent of the bank’s
RWA needs to be core tier one capital as opposed to 2 per
cent under the previous rules. This in combination with a
narrowing of the definition of liabilities that can be classified
as core tier one, results in significant requirements for
additional capital.
Liquidity

Liquidity, or the lack thereof, is one of the common factors
in a financial crisis. In order to enhance the short-term
resilience to liquidity risk, the Basel III accord introduced
the Liquidity Coverage Ratio (LCR). Banks need to
maintain a level of unencumbered high quality liquid assets
that can easily be converted into cash sufficient to meet their
liquidity needs for a 30 calendar day liquidity stress scenario.
Meeting the LCR is expected to be a significant challenge
for banks in general, but potentially more so for Islamic
financial institutions. Due to a lack of available liquidity
instruments in the market, Islamic banks typically hold a
large cash balance which, although it fulfils any liquidity
requirements is undesirable from a profitability perspective.
The limited range of liquidity instruments that is available is
subject to large haircuts due to the jurisdiction of the issuers,
which are typically Middle Eastern and Asian governments
or government affiliated institutions. The prohibition on
interest means that many of the high liquid quality assets are
not accessible to Islamic banks.

Capital adequacy is a measure of the financial strength
of a bank or securities firm, typically expressed
as a ration of its capital to its risk weighted
assets. The Basel III capital accord
provides local regulatory bodies with
a framework to determine this.
Banks are required to hold a
minimum level of capital to
prevent overlending and to
ensure that every bank has
sufficient funds in case any of
its counterparties default
without
endangering
depositors, the banking
system or the economy.
The Basel III accord
specifies a number of
additions to the Basel
II accord designed to
limit the likelihood
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Balance Sheet Size and Loss Data History

Although the Islamic financial industry has grown
substantially over the past decade, it remains very small
when compared to the overall financial sector. Indeed, the
size of an individual Islamic bank is typically not large
enough to justify the investment required for the Advanced
Risk Measurement approaches. As mentioned earlier, this is
not a problem that is exclusive to Islamic banks, but the
smallness of the Islamic financial industry makes it more
difficult to lobby for changes in regulatory policy, such as
Basel II.
The absence of significant amounts of loss data is one of the
problems that hinder smaller sized banks that need to
comply with Basel II. Islamic banks – most of which have
only recently been established and which have not seen a
complete economic cycle yet --don’t have a long enough
history and hence cannot meet the Basel II requirement for
seven years of loss data.
Although this is also a problem for any other start-up bank,
conventional European and North American banks have the
opportunity to join one of the established data
consortiums – such as the Pan European Credit Data
Consortium (PECDC) or the North American Loan Loss
Database (NALLD) – to gain access to a larger data set with
a longer history of loss data. To date, no loss database for
Islamic Finance has been established.

Although it could be argued that the chances of default will
decrease in any Mudaraba or Musharaka transaction, due to
the stronger link between a bank and its counterparty, the
counterargument presented by the BCBS and the resulting
higher capital charge for equity products is equally valid.
The Islamic Financial Services Board (IFSB) has worked
closely with the BCBS in the past and will continue to work
with that committee to seek regulatory improvements for
Islamic banks in the future. However, given that Basel II has
only recently been finalized, no immediate changes to the
accord’s regulatory capital treatment of Mudaraba and
Musharaka transactions are expected.
Looking at longer-term developments, problematic issues
related to Islamic banks’ lack of historical loss data could
potentially be resolved through the development of a loss
experience database, such as those set up by member banks
of the EPCDC and NALLD.

Troublesome Transaction Types

While this would not resolve the issue concerning the length
of time over which an Islamic bank can track data, it would
at least enhance the quantity of loss history data.

The Basel Committee on Banking Supervision (BCBS) has
taken the stance that banks should not hold significant
equity positions in companies they finance. This is
troublesome for Islamic banks, because Mudaraba and
Musharaka transactions that are based on profit-sharing
principles are deemed to be similar to holding equity from
a regulatory perspective.

Data sharing in the financial sector is a sensitive point, and
such a project will need to be managed by a trustworthy
third party. Following the selection of this third party is
selection and the creation of a comprehensive loss database
for Islamic Finance, Islamic banks will have the ability to
start designing advanced risk measurement models that
would otherwise remain out of reach.

The underlying principle of the BCBS’s stance on equity
holding is that the risk a bank takes increases when
ownership and the provision of debt funding are in the same
hands. As a result of this belief, banks that hold equity
positions in the companies they finance (e.g., as in
Mudaraba and Musharaka transactions) are heavily
penalized. Specifically, under the Basel II standards on
capital adequacy, transactions that are based on the profit
sharing and loss bearing mode carry a rather significant risk
weight of 400%.

By far the largest challenge, however, is the requirement
for high quality liquid assets and how Islamic banks will be
able to fulfil this requirement without hampering their
profitability and ability to compete.

Future Forecast

Given the strong growth in Islamic finance, balance sheet
size and lack of loss data are not expected to remain issues
for many banks in the long run. Moreover, ensuring the use
of robust internal counterparty rating systems should have
a positive impact on the risk management process and the
level of capital required at Islamic banks.
The structure of Mudaraba and Musharaka transactions are
capital intensive – and are therefore more expensive from
the bank's perspective. Consequently, Islamic banks should

24

take the cost of capital into consideration when they are
advising clients and when they are developing new
transaction types in the future. In fact, one of the questions
that must be addressed as part of the advisory function of an
Islamic bank is whether the client’s interest can be served
equally well with structures separate from the Mudaraba and
Musharaka.

NOTES:
1. All of these firms, including the Sharia’a-compliant banks, are regulated
by the Financial Services Authority, which means they must follow the
same rules as every other UK bank under the FSA’s “no obstacles, no
special favors “ policy.
2. AAOIFI (2002) Accounting, Auditing and Governance Standards for
Islamic Financial Institutions, Accounting and Auditing Organisation
for Islamic Financial Institutions, Bahrain.
3. Archer, S., and R.A.A. Karim (2006) On Capital Structure, Risk
Sharing and Capital Adequacy in Islamic Banks, International Journal
of Theoretical and Applied Finance, Vol. 9, No. 3 (2006) 269-280.
The author invites feedback and comment whilst she is in Kabul
via email to Ms Joanna Kraska JK@riskrewardlimited.com

