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Foreword

On May 4, 2010, the American Bar Association, Section of International Law, Islamic Finance Committee (IFCO)
and Hawkamah, the Institute for Corporate Governance at the Dubai International Financial Centre (DIFC) jointly
hosted a program, Taking Stock and Moving Forward: The State of Islamic Finance and Prospects for the
Future. The Program was intended to facilitate discussion of the lessons derived from the experience of Islamic
Finance in recent years and to envision the path forward from the vantage points of S h a r schotafs, standard-
setters, regulators, bankers, lawyers, compliance professionals, and industry observers. We are pleased to have
achieved our goals.

The discussion of the key questions raised and discussed on May 4, 2010 continues, initially in the form of this
White Paper, a compilation of the thoughts of Program participants.

We are grateful to our sponsors, the law firm of King & Spalding and business information provider Zawya, the
DIFC, and our Program speakers, and attendees for their participation and support. For more information about
the May 4, 2010, program, please visit http://www.hawkamah.org/news and publications/news/2010/73.html.

We are hopeful that the Program and this White Paper will prove valuable contributions to the ongoing discussion
about Islamic Finance, and we encourage and welcome your feedback in this regard.

With thanks and regards,

Hdeel Abdelhady
Hdeel Abdelhady Nick Nadal
ABA Islamic Finance Committee Hawkamah
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Disclaimer

This White Paper is intended to further the discussion of the key issues addressed at the American Bar
Association Sect i on of I nt er nat i on addawkdmahwpro§ranh €akirgASBoAk asd Moling
Forward: The State of Islamic Finance and Prospects for the Future, held at the DIFC on May 4, 2010. The
thoughts expressed herein are those of the authors only, and do not reflect the views of the ABA SIL or
Hawkamah, or any of their members or affiliates.

We welcome feedback on and responses to this White Paper by email to Hawkamah at info@hawkamah.org and
the ABA-SIL at habdelhady@law.gwu.edu
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Pyrrhic Victory for Islamic Finance: The Further Growth of the Islamic Finance
Industry

By Jawad I. Ali ' and Omar Salah *

Introduction

This White Paper discusses the current state of the Islamic finance industry. The authors argue that in an attempt
to facilitate growth in the industry, the industry seems to have forgotten its identity. Reaching a juncture today,
the authors advocate that the industry has to take a different direction and move towards more genuine Islamic
financial products and transactions that are in line with the essence and spirit of Islamic finance, Islamic
economics, and IslamicSh ar.i 6 ah

First, the current state of the Islamic finance industry is described. The authors emphasize that the industry has
reached an important point from where we have to decide how to move forward. Certain commonly used
instruments are highlighted to illustrate the current industry. The authors stress the importance of the essence
and spirit of Islamic finance and give a description of it by placing it in the bigger picture of Islamic economics
which finds its roots in Islamic S h a r .iTldeanportance of equity-based financing is emphasized.

This is followed by a description of current practice, which is dominated by debt-based financing and structures
that are not always enforceable from a legal perspective. Based on the analysis of the backgrounds of Islamic
finance and its current practice, the authors point out two aspects that need further attention.

First, the widespread use of debt-based instruments to finance projects and investments that may be more
suitably financed through equity-based instruments is highlighted. Recommendations are made on how to deal
with such financing and how to balance the use of equity-based and debt-based instruments. Second, the (im)
balance between the S h a r-tofnhpliance of Islamic financial products and transactions and their legal
enforceability is discussed. The authors recommend that the S h a r -toénpliince of financial products and
transactions cannot be regarded separately from their legal enforceability. There must be a balance between the
two and the authors cannot find such a balance in the financial products and transactions dominating the current
market.

! Jawad I. AliManaging Partner of Middle East Offices, King & Spalding; Global Deputy Head of Middle East & Islamic
Finance Practice Group, King & Spalding

2 Omar Salh, Intern-Associate at Middle East & Islamic Finance Practice Group, Londoe, ®ffig & Spalding; PhD
Researcher Islamic Finance & Lecturer Corporate Finance at TISCO Research Institute of Private Law Department, Tilbt
Law School, the Netherlands
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1. Current State of Islamic Finance Industry

The current state of the Islamic finance industry can be compared to the life span of a 40 year old man suffering
from childhood phobias. The childhood fears of the man are a result of an experience as a ten year old child who
tried to climb up a mountain, but got so exhausted that he decided to give up. However, he was determined to
climb the same mountain once he would grow up. Therefore, he dedicated the rest of his life training. After 30
years of training the man was finally able to climb the mountain. However, restricted by childhood fears of the
impossibility to climb the mountain, he seemed to continue his training extending his ultimate objective. By doing
so he seemed to forget two important points: first, he is not the ten year old child anymore and, second, being a
40 year old man, he should not wait much longer.

This short anecdote illustrates the current state of the Islamic finance industry and its growth over the last 30
years. In order to realize the growth of the last 30 years, the industry has made several exceptions and
compromi ses under the argument of _the industry needs
true Islamic financi al system' . However, now that the
with3, this argument is not valid anymore. By posing such an argument, we seem to forget that our current
industry is not the same as it was 30 years ago.

The last 30 years have proven that the problem of standardization is an issue that needs to be dealt with in the
long term. Nevertheless, this does not mean that our current Islamic financial products should not be as genuine
as possible and neither should it prevent us from making efforts to move towards a true Islamic financial system.
Since the credit crunch, the industry has been experiencing an influx of conventional investors considering
S h a r -coénpliaint financing as an alternative. At this moment, we should make sure that Islamic finance offers a
real alternative and that it is not merely another name for structures with the same economics as conventional
structures. This is, moreover, important in order to give the industry its own identity as we have been trying to do
for the last 30 years. We should not wait much longer, because otherwise we will have a completely established
system that will be called Islamic finance, but will have the economics of conventional finance.

Therefore, we believe that it is important to understand the basics of Islamic economics and finance.* We have to
identify what makes Islamic economics different from Capitalism and Marxism in order to decide upon the

®This is evidenced by the growth of the industry, its expansion towarddsiamc countries, and its future prospects.

Islamic banking assets rose by 28.6 % in 2009 to $822 billion from $639 billion in 2008, see The Banker & HSBC Amanah,
Top 500 Islamic Financial Institutiorsailable at
http://top500islamic.thebanker.com/index.cfm?fuseaction=top500.home&CFID=1053940&CFTOKEN=10177553
Furthermore, Islamic finance is gaining ground in the Western world as well, asaatdvian certain developments in
Europe and the United States, see for example D. Oakley Future of Islamic Finance, London leads in race to be western
hub, FINANCIAL TIMASec. 8,2009a f I YA O T A y I y O Scaliing THE BEGNORBINo1& PORR 19 | K
FRRAGAZ2Y I a22 R at€m pofeiials é markét ko $each PSD trillion and the Global Head of Islamic
Finance of Thomson Reuters expects the industry to reach USD 2 trillion within 5 years already, see S. Carhalvo & D.
Holmes Islamic finance set to cross $1 trilliMoody's REUTERSynk 14, 2010tslamic finance set to be $2 trillion

industry globally within five yeardAMEINFOMay 25, 2010.

* For the purpose of this White Paper we assume a general knowledge of Islaanicefiiits main principles and basic
structures present with the reader. If the reader lacks such knowledge, we would like to recommend to gain that a
knowledge by studying the established literature on Islamic finance, for example M.T. Usma&miroducion to Islamic
FinancgArab & Islamic Laws Series), The Hague: Kluwer 2001, MAntl Islamic Finance: Law, Economics, and
Practice New York: Cambridge University Press 2006; M. Aynberstanding Islamic Financghichester: John Wiley &
(Footnote continued on next page)
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direction of our industry. The industry has reached a juncture at the moment and we would like to call upon the
industry to re-consider the direction it is taking. We believe two aspects of the current market deserve our
attention in particular. The first is the overreliance on debt-based instruments, which makes us move away from

the essence of Islamic finance which we can find in equity-based financing. The second aspect is the imbalance
between Islamic S h a r iar &He legal enforceability of certain Islamic financial products. These two points
deserve our attention, because both points touch upon the identity of Islamic finance and the Shar-i 6 ah
compliance of the products.®

2. Background of Islamic Finance & Islamic Economics

In order to make changes, we need to move to the core principles of Islamic finance. This section discusses the
historical background of Islamic finance and its main principles that can be found in Islamic economics. The
position of Islamic economics within Islamic S h a r is @iachssed. This is followed by a description of Islamic
economics as such and Islamic finance as a part of Islamic economics. The background knowledge acquired will
provide comprehension of Islamic financial instruments.

2.1 Background of Islamic Economics

As a result of the Islamic revival of the late nineteenth century, Islamic economics emerged as a distinct branch

of economics.’ Sayyid Jamal al-Din al-Afghani was one of the most influential pioneers of Islamic modernism and
anti-imperialism from the 1880s.” His pioneering efforts were viewed with much respect by the Islamic
economists, since they saw themselves as modernisers in his mould.? In the early decades of the twentieth

century, there were dispersed writings on economic topics throughout the Muslim world.® The first real influential

writer was Sayyid Abual-A‘ | a Mawdestablwhohed the t er‘HMVohammddBagira- e c o1
Sadr was another writer who added a significant contribution to Islamic economics with his book Iqtisaduna.ll

Sons Ltd2007;F.R. Vogel & S.L. Haykstamic Law and Finance: Religion, Risk and RetlmHague: Kluwer Law
International 1998

®We acknowledge that there are other aspects as well that our current industry is facing and that deserve the attention.
However,in order to mark out the research for this White Paper, we had to make choices and focus on aspects which we in
particular wanted to emphasize.

*wd 2 AfaA2YyS WEKS 580St2LSyid 2F L af-FabukiGndBdR2Nag (BisAmicy ¢ K S 2
Thought in the Twentieth Centyryondon: I.B. Tauris 2004, at 195 (hereinafter: Wilson 2004).

b dwd YSRRA S T-Dinteh! | TEIRKA R/ AVIFEY Aty YIPEdnéeds oftne Klahfic ReviviabriighdzieEBooks
1994, at11-29.

® Wilson D04,supranote 2, at 195.

°S.M.H. Rahmanslam ka igtisadi nizapDelhi: Nadwat aMusannifin 1942S.M. AhmadiEconomics of Islam: A
Comparative StudyLahore: Sh. Muhammad Ashraf 1947.

“Many of the followers of Sayyid AbulalQf | a | ¢ R dzR howlédgdRof Westarg rieétassjcal economics through

their undergraduate and postgraduate degrees and professional training, and were later to become significant contributors
to the literature themselves. Amongst its most notable contributors this new geiwer included: M.A. Mannanslamic
Economics: Theory and Practit@hore: SiMuhammad Ashraf 197M.U. Chapralslam and the Economic Challenge

(Footnote continued on next page)
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In his book, Baqir al-Sadr demonstrated the incompatibility of both Marxism and Capitalism with Islam, a view
supported by other writers as well."* He emphasized that, contrary to Marxism, for Muslims the ends of economic
activities are spiritual.®> Muhammad Nejatullah Siddigi suggested that Marxism is in conflict with the basic
requirements of the moral and spiritual growth of the human personality, which in the economic sphere requires
private property and freedom of enterprise.** On the other hand, Mawdudi described Capitalism as extreme with
excessive accent on the rights of individual ownership and freedom of enterprise that inflicted suffering and
privation for those who owned less." Siddigi added to this that an unjustifiable focus on self-interest and the profit
motive in Capitalism gave rise to a society lacking human character, brotherhood, sympathy and cooperation.16
Syed Nawab Naqgvi was critical of the neglect of human relations and especially the exploitation of labour in
Capitalism.17 Islam stresses a more generous attitude in regard to the ownership of wealth.'® Therefore, most of
the writers did not want to follow _positivist gne.8nomic

The distinguishing feature of Islamic economics, as also pointed out by Mufti Muhammad Shafi, is that it is a
means to an end and not an end in itself.”® The definition of Islamic economics begins with the assertion of the
sources of Islamic Sh a h:i 6tahe Qu$umma, tlhjema HVariows wdtersQliffgr about the extent to
which ljtihad is allowed and which scholars can be regarded as the authoritative sources for understanding the

Leicester: The Islamic Foundation 1992; S.N. NEdmim, Economics and Socidtpndon: Kegan Paul Intetional 1994;
M.N. SiddigiMuslim Economic Thinkingeicester: The Islamic Foundation 1981 (hereinafter: Siddigi 1981).

" Mm.B. AfSadr gtisadunag Beirut: Dar aFikr 1961 K.J. Shubbe®ur Economics: Igtisadunbondon: Bookextra 2008,
RieckUnsee Wirtschaft: Eine Gekiirzle Kommentierte Ubersetzung des Buches Igtisaduna von MuhammadSRdygir al
Berlin: Klaus Schwarz 1984.

Pwed 2Afa2ys WEKS /2y i NKGRN AR 2R yaIBRILEWE NE. BolibNoiedic 9 O2
Studes19989, at 4659.

13 Bagir alSadr stressed the different views of Islamic economics and Marxism. According to him, material consumption

and having power over resources are regarded as the ends for Marxists; these factors are only means for Musfies and t
ends are spiritual. He, furthermore, rejected the class categorisation of Marxism as simplistic, because capitalists and
workers are, besides being products of a system of production,-atsybe, even morehuman beings with moral
responsibilities, se Wilson 2004supranote 2, at 202.

4 Siddigi 1981supranote 6, at 523.

S AA Mawdudi, a f Y | dzNJ 2 R ALRhoré: OslaraikPublishérd 10885283. (i
'® Siddigi 1981supranote 6, at 46.

1d., at 205.

B wilson 2004supranote 2, at205.

PAAHM. AL | Oagesid af K | Nda-fbisKkilat athajjat fi akigtisad, Cyprus: International Institute for Islamic
Banks and Economy 198%t 313; M.M. Nur,Allgtisad allslami Cairo: Maktabat aTijarah wa Ta"awun 1978t 1820
(hereinater: Nur 1978)Y. Kamal, R ¢ I Qfikr@ligfisadi atslami atY dzQ | GaikoNVlajallat aDa’wah 1980at 178;
M.S. AlFanjari Dhatiyat alsiyasiyat aiqgtisadiyat atislamiyah Cairo 1981at 1820; M.S. AlFanjari,AF-Madhhab al
igtisadi fi atlslam, Cairo: aHai"at alMisriyat aF Ammah Hl-Kitab 1986at 91:3;a ®a ® W | Na#fiyat ajihfitah a-
igtisadi fi atislam Cairo: aDar atMisriyah li-Tab"ah wa-Nashr 1990at 334.

2 Mufti M. ShafiDistribution of Wealth in IslanKarachi: Astaf Publications 1978 (translated into English by M.H. Askari
& K. Husain).
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rules of Islamic economics.”* Consequently, there has been contrasting approaches among Muslim intellectuals
helping to define this field.?” Some of these intellectuals focused on what the sources of Islamic S h a r hafeatth
say about riba, zakat, the status of property, accounting, and the market.? Others tried to develop an explicit set
of Islamic values for economic activity endeavouring to ensure that their interpretations remain true to the
principles contained in the sources of Islamic S h a r ,iwbile krying to engage successfully with the economic
sphere as presently constituted at the same time.** Islamic finance has been part of the latter movement. It must
be emphasized that this movement strived to ensure to remain true to the principles of Islamic Sh ar.i 6 a h

2.2 Background of Islamic Finance

From the 1950s, publications on interest-free banking started to appear and a notable early contributor was the
scholar Muhammad Uzair.” The key concept of Islamic finance is that lenders must participate in the risk of the
business, in order to earn a reward.?® The Islamic economic model emphasises fairness?’ Islamic banking has
the same purpose as conventional banking, except that it operates in accordance with Figh al-Mu 6 a mavhicht
contains the Islamic rules on transaction.?®

These rules are meant to achieve the higher purpose of Islamic economics, according to which the economic
activities are means to an end, the end being achieving (economic) fairness in society. Rules such as the
prohibition on riba and gharar are meant to achieve fairness through equitable distribution of the wealth in
society. As Mufti Muhammad Tagi Usmani points out, the noble objective of the prohibition of riba is equitable
distribution among partners of revenues from commercial and industrial enterprises.29 Therefore, Islamic finance
prefers profit-and-loss-sharing (PLS) arrangements as a way of financing.30 Mufti Usmani mentions that the real

2 Nur 1978 supranote 15, at 535.

2c. TrippJslam and the Moral Economy: The Challenge of Capitasmmbridge: Cambridge University Press 2006, at
111-112 (hereinafter: Trip2006).

P¢d t KAfALEZ WeKS A BéWelt @eF Islankopa30y; at d2485 B Romant & A Ra@renialamic

Economic Systenhondon: Zed Books 1994, at#sp C2 NJ Wi NI RAGA2Yy £ Q | LILINRI OKS&a G2
seeM.H.A.YahiaL lj G A & I R dzy’l dzNEQAI-I@iRrinaith @mrhah: Dar Amman-Nashr 1988A.AFS.D. AW! 6 0AFRA X
Milkiyah fi al{ K I N&l-Rlaniyah Amman: Maktabat ahgsa 1977R.Y. AMasri,Usul aligtisad atislami Damascus: Dar
al-Qalam 1989M.K.AID. Imam,Usul athisbah fi allslam Cairo: Dar aHidayah 1986Y. AlQardawi,Dawr algiyam wal-

akhlaq fi afigtisad atislam Cairo: Maktabah Wahbah 1995

*Tripp 2006supranote 18, at 111112.
?® M. Uzair,An Outline of Interestless BankjrigarachiRaihan Publications 1955.

%6 A. Zamanislamic Economics: A Survey of the LiterafWerking Paper 22 2008 of the Religious and Development
Research Programme), Birmingham: Department for International Development 2088 (hereinafter: Zaman 2008).

2" M. Ainleyet al, Islamic Finance in the UK: Regulation and Challengesion: Financial Services Authority 2007, at 4.
Blovd vIERNRE WLAT | YARBusiness Y awigta@nsslay59.L y i N RdzOG A2y QS

2 Mufti M.T. UsmaniSukuk and their Contemporafypplications AAOIF{ K I NhCéuhci 2008 (translated into English
by: Y.T. DelLoranzo), at 13.

Yadhd CIFNR2I £ WtFinanding SnNBsl&nficlaance INhitzar Ppfe 4 & { Revidk of Blanicy
EconomicsVol. 11, Special Issue, 2067 67-88.
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and ideal instruments of financing in Islamic S h a r iar@ ahb PLS arrangements, such as musharaka and
mudarabah agreements.** These forms of equity-based financing are in line with the Islamic view on financial
transactions that one cannot be entitled to a reward if one has not taken any risk. However, Islamic finance also
acknowledges debt-based instruments such as murabaha. These instruments were not originally modes of
financing, but were reshaped in order to meet certain needs.*

3. The Role of Debt-Based Financing in the Current Market
Before discussing the role of debt-based financing in the current market, it important to address its position within
Islamic finance as such. The dominating, and almost destructive, impact of murabaha contracts in particular will

be pointed out, after which recommendations are made to bring a balance in current practice.

3.1 Debt-Based Financing within Islamic Finance

The previous paragraph stressed the preference for equity-based financing as an ideal way of S h a r -cotnpliant
finance. Debt-based finance is allowed under Islamic S h a r ,i bataoften as an exception to the rule. For
example, the murabaha contract is in essence a contract of sale. A murabaha contract denotes a sale contract,
whereby the seller adds a profit to the cost price of a commodity and discloses the cost price to the buyer.33
Initially it was not a mode of financing, neither meant to be used as a mode of financing; the ideal mode of
financing according to Islamic S h a r is énasharaka and mudarabah agreements.e'4 As Mufti Usmani mentions,
murabaha as a mode of financing was merely allowed by S h a r ischddals due to practical difficulties in the
current economic set up in using the equity-based financial contracts.®® This clearly illustrates these debt-based
financial contracts such as the murabaha agreements were allowed as an exception to the rule.

Furthermore, it is important to understand that besides being allowed as an exception, the murabaha agreement
has been subject to certain conditions, one of these conditions being that it may only be used as a mode of
financing where the client requires funds to actually purchase commodities.*® This illustrates the possibility to use
murabaha for working capital, e.g. to finance the purchase of raw materials required for the company of the
client®” As an exception to this condition, we have witnessed the contract of tawarrug, often referred to as the
commodity-murabaha,®® in recent years as a tool to provide liquidity.* It must be noted that we are talking about

1 Mufti M.T. UsmaniAn Introduction to Islamic FinancEhe Hague: Kluwer Law International 2002, at x (hereinafter
Usmani 2002).

*1d.

*1d., at 3741.
*1d., at 41.
*1d. at 414.
*1d.

¥F.R. Vogel & S.L. Haykstamic Law and Finance: R@h, Risk and ReturiThe Hague: Kluwer Law International 1998, at
182 (hereinafter: Vogel & Hayes 1998).

*® The industry is using the tertawarrug and commoditymurabahainterchangeably. However, from a doctrinal
perspective this is not entirely corredh the strict senseiawarrugis the purchase of an asset on deferred payments and
the sale of those assets to another party on the spot in order to get cash, as definéahivaaf the InternationalFigh
(Footnote continued on next page)
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an exception to an exception at this point, since a tawarrug unlike a murabaha is not used where a client is in
need of funds to actually purchase the particular commodity. Rather, the tawarruq is used where the client is in
need of cash to finance other activities.

3.2 Debt-Based Financing within the Current Market

In the current Islamic finance market, debt-based instruments are more widely used than equity-based
instrument s. Thi s assertion i s supported by Standard
murabaha together with ijara dominates the current market.* It is generally assumed that murabaha agreements

cover 80 per cent of all Islamic financial transactions.** The use of murabaha contracts and tawarruq contracts

for working capital or as a tool for liquidity is acceptable, as long as the strict conditions of Islamic Sh ar aré a h
met. Especially when there are no other real alternatives, the use of murabaha and tawarruq in asset finance, or

for working capital purposes, or as a tool for liquidity becomes necessary.

However, the current widespread use and abuse of these instruments within Islamic finance is something we do
not support. For example, in certain jurisdictions it has become a common practice to finance real estate
developments or acquisitions through metal murabaha or tawarruq contracts. Instead of using the contracts that
are specifically designed for these purposes within Islamic finance, contracts such asi s t ifa theacOnstruction
of projects and musharaka and mudarabah for certain project financing whereby these alternatives are available
and suitable, the industry is moving towards the use of metal murabaha or tawarrug contracts to finance such
projects. This practice is not sustainable and will ultimately hinder the growth of the Islamic finance industry. We
have to use metal murabaha or tawarrug sparingly and in exceptional circumstances where there are no
alternatives and only for the purposes these instruments were meant for. It seems, however, that the exception
has become the norm in our current industry.

Currently, we are building a complete industry on exceptions. If we start using these contracts for financing where
alternatives are available, then the industry will not create its own identity neither will we withess genuine Islamic
financial products for which we have been striving in the last 30 years. The S h a r ischdals have a strong

Academy for Muslim World League in 1998, seelfternationalFighAcademy for Muslim World Leagueatwa on
Tawarruq 15" Session in Makkah, 115 Rajab, 1419 H.A., available at http://www.isra.my/. Although the transaction
preceding thaawarruqoften makes that dawarrugis amurabahaat the sametime, this does not necessarily have to be
the case. Therefore, these terms are often used interchangeably and nastlyruq is included or referred to as well,
whenmurabahacontracts are discussed. In order to stay consistent with the doctrine ofitsfamance, we will refer to
tawarrugwhentawarruqis meant and tanurabahawhen murabahais indicated.

%3, Cox & A. Thomas, “Liquidity management: developing the Islamic capital market and creating liquidity”, in: A. Thomas,
S. Cox & B. Kraty (edsSpucturing Islamic Finance Transactiphsndon: Euromoney Books 2005, at 174.

VLG Yy R NRIslamictFiadhdeDadtlaok 2008 | & mm T { { IslghiclFiNdRce ©utlboR 20MI18. 5

Twoz o | STYSNE W! YOADHE SYyd 9YONLOSNKE LaveyAakedwgier A O¥o §
Religor bS¢ WSNERSE@Y ¢NIyalOiAz2y t-dEnfHUaRRENRY HEKSHIV dzRD MYy Ty F
/| 2y GSYLR2NINE Laftl YAO GCdipiurafFoific3:ITheiBibl¥ ant Keral as ®Pdlificd MddelstirQiR ® O =
Middle Eastand Africa [ 2y R2YyY [/ ® | dzNAG 3 / 2d tdzof AAKSNERE HnanoX 4
Rome Convention: Universalistx Mercatoriagd ® G KS wS3IA 2y | yATA Olail (edsyyeaghdok [ | & Q3
of Islamic and Middle Eastern L&Wolume 8, 2002002), The Hague: Kluwer Law International 2003, a¥é8gl & Hayes
1998,supranote 33, at 135.
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responsibility here: the use of metal murabaha and tawarrug agreements for purposes it is not meant for should
be approved as S h a r -cotpliaint in only exceptional cases. Indeed, the whole industry - including investors,
lawyers, investment bankers, and all others involved in the process - bear responsibility, but the truth of the
matter is that so long these contracts are readily and easily available and approved as a S h a r -coénpliaint
alternative, the industry will not take the effort to move towards other contracts such as musharaka, mudarabah,
i st | andijaréd contracts.

4 The Balance between S h a r tConaphance and Legal Enforceability

4.1 Imbalance between S h a r iComphiance and Legal Enforceability: Transfer of Ownership

As mentioned above, within Islamic economics, economic activities are a means to an end. By meeting certain

S h a r requaements, we should not forget that we should eventually stay true to the principles and objectives of

Islamic S h a r .iIA@a@nhwhere we see such a mismatch relates to the balance between the S h a r -cotnpliaince

of the products and legal enforceability. The industry has witnessed several products over the last years that
exhibited an imbalance between S h a r -cotnpliince and their legal enforceability. We submitthata Shar-i 6 ah
compliant instrument and/or structure should always take into consideration the rules and regulations of the
particular jurisdiction and that the architects of such instruments and/or structures should make sure that such
instruments and/or structures are enforceable under the law of such jurisdiction.

This can be illustrated by the concept of ownership in Islamic financial transactions.”” From a Shari 6ah
perspective ownership can be transferred by a contract that is valid under Islamic Sh ar 13 &vithin Islamic
S h a r,ind explicit reference is made to registration formalities. Therefore, most S h a r scbddals regard the
transfer of ownership of an immovable asset without fulfilling any registration formalities as valid under Islamic
S h a r .iH6waever, from a legal perspective in certain jurisdictions the S h a r owier Hoes not become the legal
owner if no registration formalities are fulfilled. As a consequence, the owner cannot enforce his rights as an
owner in a court of law according to the law of the particular jurisdiction. Moreover, a significant part of the
transactions today are structured in jurisdictions outside the Muslim world where the Islamic S h a r is ad art
of its legal system. What is the meaning of being the S h a r bwiher bf an asset, if one cannot enforce its rights
as the legal owner according to the law of a particular jurisdiction? We witnessed such imbalances between the
S h a r -coénplilince of a structure and its legal tenability at the end of 2009, when the Nakheel Sukuk went into
default.** One of the aspects that were raised was the uncertainty on the position of the sukuk holders due to a
lack of formal registration systems in regard to leasehold rights and rights of mortgages during the issue of the
sukuk in the United Arab Emirates.*

“2\We would like to point out that the transfer of ownership is merely an examplegkamur point. The problem of an
imbalance betweed K I Ndor@pliakce and legal enforceability, furthermore, relatesimber alia, the enforceability of
g | QdndRthe use of agency agreements in jurisdictions that do not recognize the concept of.a trust

“3Vogel & Hayes 1998upranote 33, at 105.

*For more on the legal aspects of the NakgekuE 4SS ho { I f | KE W5dzol A 5S8o6d / NAaA
SukulQBerkeley Journal of International Law, Publi2g&t0, Volume 4, at 192.

®Wwe acknowledge that the Nakhe8lukukalso had other legal issues that contributed to the uncertainty around the
default, such adnter aliag, the (im)possibilities regarding the enforcement of foreign judgements in the United Arab
Emirates and uncertaintyrothe role of the government.
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4.2 Importance of S h a r iBacédround

Within the Islamic S h a r ,iwé aah also find arguments to support this view. First of all, the importance of the
niyya within Islamic S h a r shéuddmot be underestimated. As Zaman points out by referring to a hadith of Sahih
Muslim, an incorrect niyya can even invalidate the noble act of giving charity.“® If our true intention - our niyya - is
to transfer the ownership of an asset to another party, we should make sure that the new owner really becomes
the owner from both an Islamic S h a r and &dmal perspective and that he can enforce his right as an owner an
enjoy the protection he needs as an owner. Second, the Quran dictates that it is preferable to write down
contractual obligationS'47 Writing down contractual commitments gives the parties involved certainty on what is
agreed upon in case of disputes. This has the same function as the registration formalities: fulfilling these
formalities by writing it down in public registers gives certainty in case disputes arise involving third parties. This
illustrates that the essence of Islamic S h a r is 6fterhin line with the background of certain legal requirements.
Therefore, we should consider the objectives of Islamic S h a r whiradlructuring our transactions.

We advocate that one cannot be the owner of an asset from a S h a r pedspeltive if the person cannot legally
enforce its ownership interest. As a consequence, it is not enough that a structure is declared S h a r -copliant;
it must also be legally enforceable. The Sharié adompliance and legal enforceability of a transaction should be
inter-connected otherwise the meaning and importance of the S h a r irufing hwithin a transaction will be
undermined. Furthermore, it will lead to results whereby the specific requirements are met from a Sh ar i
perspective, while the objectives of Islamic S h a r aré reotmet.

ah

o

Summary of Recommendations

Based on the above we would like to make the following recommendations. First, we would like to emphasize the
importance of industry experts coming together to discuss these issues. S h a r iséhaldrs, academics,
investment bankers, lawyers, accountants, and all others involved in the process must gather to address these
issues and search for a solution together. Therefore, initiatives such as that of Hawkamah and the American Bar
Association are not merely appreciated, but are also required in order for the industry to improve.

In regard to the specific points discussed in this White Paper, we would like to make the following
recommendations:

1 The importance of equity-based financing must be acknowledged by the industry in practice, i.e. we
should move towards the use of musharaka and mudarabah contracts;

The overreliance on debt-based financing should not continue;
Murabaha agreements should only be used for the purposes they are meant to be used for, such as,
inter alia, the acquisition of an asset.

=a =

1 Tawarrug agreements, or commodity mu r a b g sheauldl sot be used for financing where Islamic finance
has real alternatives. It must be limited to the necessary purposes, such as, inter alia, overnight liquidity
and working capital.

6 Zaman 1008supranote 22, at 3444.
47 Quran 2:282.

Page



/. “./; .'.,
ABA Section of

{ HAWKAMAH . T, : International Law

o’

THE INSTITUTE FOR CORPORATE GOVERNANCE s o Your Gateway to International Practice

1  Where Islamic finance offers a real alternative for real projects in the form of musharaka, mudarabah,
i st |andijarédthese alternative must be applied rather than murabaha and tawarruq agreements;

1 Investors should accept that when choosing to invest or finance on a S h a r -coénpliéint basis they will
have to take certain risks associated with the investment they are making or financing;

1 Investment bankers and lawyers must acknowledge the essence of Islamic finance and should stop
trying to mimic conventional products;

1 S h ar schotats should consider not approving the use of murabaha and tawarrug when other forms of
Islamic financing are available; and

1 There must be a balance between the S h a r -tofnpliince of Islamic financial transactions and products
and their legal enforceability: it is not sufficient that a transaction or product is S h a r -cofnpliant, it must
also be legally enforceable.

Conclusion

Considering the background of Islamic economics and Islamic finance, we are of the opinion that our current
industry has not yet met the objectives of Islamic finance. Although Islamic economics requires an economic
system, where risks and rewards are shared between the parties involved which is best realized with equity-
based financing, practice over the last years has over relied on debt-based instruments. As a consequence, debt-
based instruments have been used to finance projects and investments where there are other more suitable
alternatives. Furthermore, the imbalance between S h a r -coinpliince and the legal enforceability of Islamic
financial transactions and products has resulted in transactions and products that do not provide the protection
investors are seeking since the structures used to implement such transactions and products were not compliant
with the requirements of the law of the particular jurisdiction. As a result, the industry has witnessed transactions
that technically met the formal requirements of Islamic S h a r ,ibit didhnot accomplish its objectives. This is not
in line with the spirit of Islamic economics, nor with the essence of IslamicSh ar.i d ah

Since the industry is still developing itself, this is not so much a point of criticism, but rather a moment of
consciousness. We should take the challenge the industry is facing and move towards improvements. If we
continue merely focusing on the growth of the industry, which is almost a more Capitalistic approach than an
Islamic economical approach, we might realize the further growth of the Islamic finance industry at the cost of
loosing the identity and principles upon which the industry was started. We wonder whether that is a price worth
paying. Eventually, such a victory will merely be a Pyrrhic victory.48

Bt ENNKAO GAOG2NES yIYSR FFGOSNI YAy t @8NNKAO 2F 9 LA NHza =
armies suffered irreplaceable casualtiesilwitdefeating the Romans around 300 BC during the Pyrrhic War. A Pyrrhic
victory refers to a victory that ultimately is a defeat for the victor, although on the outlook it looks like a victory.
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The Front Office Generates Revenue, the Back Office Creates Value:
Operational Excellence is the Key to Unlocking Lasting Value in Islamic
Finance

By Hdeel Abdelhady"

It is not righteousness that ye turn your faces towards East or West;
But it is righteousness to believe in Allah and the Last Day,
and the Angels, and the Book, and the Messengers;

To spend of your substance, out of love for Him, for your kin, for orphans,
for the needy, for the wayfarer, for those who ask, and for the ransom of slaves;
To be steadfast in prayer, and practice regular charity,
to fulfill the contracts which ye have made;

And to be firm and patient, in pain (or suffering) and adversity,
and throughout all periods of panic.

Such are the people of truth, the God-fearing.

-THE NOBLE QUR'AN, 2:177

The qguot e dayaQuense) erystallzes a fundamental Islamic value: form does not trump substance, and
outward adherence to religious injunctions does not, without more, equal piety.2 Rather, piety is measured by
deeds motivated by sincere faith, perceptible or imperceptible to others. The significance of this verse for
individual Muslims is clear. And it appliestoinsti t ut i ons t hat hold themselves o
whether in the form of Islamic banks, Islamic windows of conventional banks, or other providers of Islamic
financial products and services, such as takaful and financial advisory. Islamic Financial Institutions (IFls) must
ensure that behind the scenes, in their back offices, their operations are of a quality that ensures that
representations about the nature of their business model, products, services, and commercial and legal
objectives are true to the religion-derived principles to which they owe their market share. This requires
operational excellence in the back offices of IFls, which must be facilitated and reinforced at the industry level.
Operational excellence is the key to unlocking lasting value in Islamic Finance.

This note discusses two published court opinions involving IFIs—The Investment Dar v. Blom ( Bfeml ) and
Shamil Bank of Bahrain EC v. Beximco Pharmaceuticals Ltd. Sliamill > and IFI S h a r Bda@ Reports and

! Hdeel Abdelhady is an Attorney and a Professorial Lectoreaw at the George Washington University Law School in
Washington, D.C. She served asGPair of the American Bar Association Islamic Finance Committee and was the Program
Chair of the May 2010 ABAawkamah programTaking Stock and Moving Forward: T8tate of Islamic Finance and
Prospects For the Futur&She can be reached lsbdelhady@Ilaw.gwu.edu

? Thisaya (verse) appears iSurat Al Bagara / K| LJi SNJ ¢ 62 2SuratiAKBRgaracdripéisedofdB6Rylaty” ®
6OSNBRSAVE Aad (KS f2y38ad /KFILGSNI AY GKS vdNRFY FyR A&
THE MEANING OF THEH, v |(Aw@nalPublications, Ted. 1425AH/2004AC) at page 16.
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their implications for governance and brand management.® In this note, the notions of operational quality and
governance are broad, and are used interchangeably.

1. The Need for Operational Excellence in Islamic Finance is Particularly Compelling

The financial crisis and other well-known governance failures (recall Enron) are powerful reminders of a universal
truth. Rules, whatever their source, are only as good as their enforcement. Laws alone are insufficient to
prevent practices motivated by short-term gain, to the detriment of long-term value. This is particularly true for
Islamic Finance, which operates globally without comprehensive industry-specific regulation, making external
regulatory checks on governance moderate to non-existent. Further, the nature of the relationship between IFls
and consumers of their products and services, based on the Islamic profit and loss sharing construct (PLS),
requires that IFls be operationally strong, to maximize returns for consumers and shareholders.* Most obviously,
IFIs, owning their existence to a religion-based ethical model, must be, and convincingly appear to be, ethical.
Vigilant self-governance is required to preserve the Islamic brand, maximize profitability, and fill legal and
regulatory gaps.®

2. Governance Shortfalls Revealed: Case Studies

In the last paragraph of the wel-kk nown February 2008 AAOI FI clSamir Biamat i o
advised | FI's —t o decr e arlatedbgerations and tonoréasedrue @artherships bades brt
profit and loss sharing in order to achieve the objectives of the Sh ar .i®ld ke radvice, seemingly a postscript to
AAOI FI' s sukuk <clarifications, is broad in scope and &
institutional and industry levels. Published court opinions and S h a r Bdaml lReports (SBRs) issued by IFIs
shed light on areas in which improvements to operational quality should be made. While court opinions and

®*The Investment Dar CompaK$CC v. Blom Development Bank 3209 EWHC 3545 (Cayailable at
http://www.bailii.org/cgi-
bin/markup.cgi?doc=/ew/caseBEMVHC/Ch/2009/3545.html&query=title+(+blom+)&method=bool¢ast accessed
October 2010)shamil Bank of Bahrain EC v. Beximco Pharmaceuticald IA#E.R1072 (2004)available at
http://www.bailii.org/cqgi-
bin/markup.cgi?doc=/ew/cases/[EWCA/Civ/2004/19.html&query=title+(+shamil+)&method=bo{kstraccessed
October 2010).

* Consumers of Islamic financial products amerenakin to equity investors, partners, and-eenturers than they are to
consumers of conventional delilased products. In assessing eqiigsed investments and ventures, the soundness of
management and operations figures prominently. The quality efrttanagement and operations of IFIs should figure
equally prominently in the assessment of Islamic products.

® A recent survey of Islamic Finance leaders in the Middle East revealed that 66% of survey respondents believed that the
Islamic Finance intta (G NB NS Jdzizy R BRkDrebitte 1)a®i€ Finance leaders survey in the Middle East,
Benchmarking practice8iannual Survey Issue 1, at pagedailable at http://www.deloitte.com/assets/Dcom
Lebanon/Local%20Assets/Documents/FSI/DTME_IFLS_publication 230920 a6tmtfcessed October 2010) (hereinafter

i K Beloitte Surveg 0 ®

® Resolution on SUKURCCOUNTING AMRIDITINGORGANIZATION Fese AMIGHNANCIAINSTITUTIONSebruary 200&vailable at
http://www.aaoifi.com/aaoifi_sb_sukuk Feb2008 Eng.gdkt accessed October 2010).

Page


http://www.bailii.org/cgi-bin/markup.cgi?doc=/ew/cases/EWHC/Ch/2009/3545.html&query=title+(+blom+)&method=boolean
http://www.bailii.org/cgi-bin/markup.cgi?doc=/ew/cases/EWHC/Ch/2009/3545.html&query=title+(+blom+)&method=boolean
http://www.bailii.org/cgi-bin/markup.cgi?doc=/ew/cases/EWCA/Civ/2004/19.html&query=title+(+shamil+)&method=boolean
http://www.bailii.org/cgi-bin/markup.cgi?doc=/ew/cases/EWCA/Civ/2004/19.html&query=title+(+shamil+)&method=boolean
http://www.deloitte.com/assets/Dcom-Lebanon/Local%20Assets/Documents/FSI/DTME_IFLS_publication_23092010.pdf
http://www.deloitte.com/assets/Dcom-Lebanon/Local%20Assets/Documents/FSI/DTME_IFLS_publication_23092010.pdf
http://www.aaoifi.com/aaoifi_sb_sukuk_Feb2008_Eng.pdf

/ "/1 '.'g

o’

oy Z ection of
q HAWKAMAH r@ International Law

THE INSTITUTE FOR CORPORATE GOVERNANCE Your Gateway (o International Practice

SBRs are, by their nature, specific to institutions and situations, they have industry-wide ramifications and their
lessons should be heeded broadly.’

The Blom Case

INnBlom, The | nvesTiDih¢nt aPat F(— asserted i $banorsinadicasetomr e t o
apparently valid demand f or payment by Bl omBDBlYel ofp nbeé st MEamokr a(hn-du m
prohibited its engagenrbhnatr ciéremp+d mynt Li}salu:@qtoheomom;ﬂcmmmd BDB
entered into a wakala agreement, pursuant to which BDB deposited USD 10 million with TID as its agent, for
Shar-cémpliant investment ° iThe TID-BIDB transaetion amchtlse dorny of master wakdla
agreement were previogbhy B(ﬁrﬂ.ﬁJ rTiOviaded in litsypayménDoblgations and BDB

filed suit in English court (pursuant to English forum and governing law clauses). After an initial hearing, BDB

won summary judgment for USD 10 million, the principal amount deposited. TID sought permission to appeal the
summary judgment, arguing, inter alia, that a full trial was required to determine whether the wakala was
enforceable. According to TID, the wakala was interest-bearing, not S h a r -copliint, and therefore
unenforceable because TID did not have the legal capacity to enter into the wakala. Subse quentl vy,
S h ar Bdaal lissued a statement asserting that the transaction was S h a r -cotnpliint, and advised TID to
abandon its lawsuit with BDB."

The Shamil Case®®

The appellate court decision in Shamil was issued six years ago, but the case remains relevant. The Shamil
dispute arose out of two murabaha and related agreements between Shamil Bank of Bahrain and Beximco
Phar maceutical s, its corporate Bdximcaliat esBeaxnidnc @i tsdeecftaol

"Indeed, mlyp iz 2F NBaLRYyRSyla G2 GKS St2A0GS {dzNBSe adl SR
I32BSNYI yOSKLINEPOSRdAzNBAaA¢Y $gKAES o> RAR y2i00 G GKS al YS
governance and K I NN Q1A DENI 1A LINENBj dzA & A GSa T2 NJ suprdnite 9, Mpageiilr. 0SS a o

® Blomat para. 14.
°Blomat para. 3.
°Blomat paras. 16, 17.
' Blomat para. 16.

2 Seelnvestment Dar Gets Sharia Board Blow to Blom Gaabiabusiness.com, June 9, 20H9ailable af
http://www.arabianbusiness.com/investmerdar-gets{ K I Ntodd-blkw-blom-case282707.html(last accessd
October 2010).

3 A more detailed discussion of tthamilcase is at Hdeel Abdelhadglamic Law in Secular Courts (Again): Teachable
Moments From the JournefXBAINTERNATIONABWNEWSVOL 38,No. 4 (FaLL2009) reprinted atOPALESQUBSLAMIGHINANCE
INTELLIGEN®ECEMBEROQ9, available af

http://www.opalesque.com/OIFI137/Industry Snapshot_Islamic Law_in_Secular Teachablelglastatcesed
October 2010).
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obligations, and Shamil Bank brought a claim in English court, pursuant to English governing law and forum
selection clauses. Shamil Bank prevailed at trial and on appeal.™

The disputed transactions Wé&re Bdaa hriontd theditdjatiiny NeSentleless,lat B a n |
trial, Beximco argued that the murabahas and related agreements with Shamil Bank were interest-bearing loans

with I slamic names. The English court appearShar itéawhac c e
proviso were sufficient to incorporate the principlesof Shar | awhinto the parties' agre
woul d have been 1 iDkead aygoverming law dacise thak did not effectively incorporate Shar i 6 ah
asasourceofgover ning principles, it cannot be known whether
Beximco would have materialized, had S h a r appliach

3. Addressing Governance Shortfalls at the Institutional Level
Instruments Susceptibleto Sh a r iChalldnge

1 Innovation in lIslamic_Finance: Back to Basics. TID and Shamil involve agreements that were
characterized by litigants as effectively interest-bearing, and repugnant to S h a r .i Thesdicharacterizations,
accurate or not, raise a frequently asked question about whether Islamic Finance has innovated sufficiently to
meet consumer demand, develop and expand its market share, and bolster S h a r cofpliince. Much has
been written on the subject of innovation, and the way forward would best be paved by S h a r expeats
business professionals, and economists. For the purposes of this note, it is sufficient to state that IFls and
the I slamic Finance I ndustry should revisit the i ssu
many IFls is congruent with the Islamic PLS model. Owing to real commercial pressures, IFls frequently use
off-the-rack instruments (e.g., murabaha, wakala, tawarruq) that have been susceptible to Shar i 6ah
challenges because, as implemented, they most directly compete with the term loans, fixed return investment
instruments, and treasury products used by their conventional counterparts. IFIs are, after all, for-profit
entities, and their responses to real commercial pressures are understandable. However, it is reasonable to
question whether the continued reliance on products that are readily susceptible to accusations of Sh ar i
violations and innovation shortcomings are in the best long-term interest of IFIs and the Industry. More
important, the wide use of such instruments, to the exclusion of innovative Islamic PLS-based offerings,
denies the Industry the opportunity to know and capitalize on its true potential market share, as many
consumers will avoid products that appear to be Islamic in name only.

ah
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A Ensuring Shar i _6Campliance, From Cradle to Grave. The TID and Shamil cases both involved claims
that —l sl ami cl agr ee me n thaaringy e Sueh aectisatiens,tifi nvadel fyequently tamdr e s t
publically, undoubtedly will have damaging effects for specific IFIs and the Industry at large. IFls must
ensure that their instruments and transactions are structured, documented, and executed in a manner that
minimizes the risk of S h ar ichalkehges. This means that the letter and spirit of fatawa, forms of
agreements, and transaction structures reviewed and approved by S h a r Bdardshmust not be altered over
the course of their lifetime, unless re-submitted and re-reviewed for S h a r compliance. Coordination and
vigilance across operational units (e.g., management, compliance and legal, risk management, and

The trial court opinion iShamiBank of Bahrain v. Beximco Pharmaceuticals PtélIE.R(Comm) 849 (2003) (herein
oShamil £ 0 ©
'® Shamilat para. 55.
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transaction teams) is essential to ensure that the S h a r icHaradter of instruments remains intact after
S h a r Bdard &pproval.

Managing Litigation and Derivative Commercial Risk

A Legal Risk Management Should Reflect Sound Governance. Legal risk is as much a part of doing
business as commercial risk, and legal risk management is part and parcel of corporate governance. IFls
(like other entities) must conduct their affairs in a manner that demonstrates an appreciation of legal risk,
before legal disputes arise. As a matter of policy, legal risk and litigation management protocols should be
written, periodically reviewed (internally and with outside counsel), and explained and disseminated to IFI
personnel at regular intervals. Well-crafted protocols should address, among other issues: (1) internal
approvals and considerations necessary in deciding to proceed with litigation (e.g., based on the nature of
disputes, amount in controversy, likelihood of publicity, etc.); (2) forum type (e.g., arbitration, mediation,
national courts); (3) jurisdiction (considering, e.g., quality of courts, typical duration of litigation, expense, and
ability to adjudicate substantive issues); (4) governing law; (5) likelihood and extent of commercial risk
attendant to litigation strategy; (6) internal document retention and record-keeping procedures; (7) and, the
ability to produce evidence.™ Legal risk and litigation management protocols should facilitate informed
decisions about litigation, including whether the potential benefits of a legal strategy are outweighed by any
attendant commercial risks.

A Sound Legal Risk Management Requires Coordination Across Back Office Functions. The Blom case
presents a striking example of the harm that can result from a lack of coordination in making litigation
decisions. The assertion in court of S h a r -nodi-aompliance by an IFI whose constitutional documents
prohibit its engagement in S h a r -hod-aompliant transactions is striking, to say the least.” WhereShari dah
compliance is potentiall yShsau liBiealdtshould be asdted soprevieve with the e |
assistance of legal counsel and relevant departments, germane documentation and transaction history and
assess Shar i dnerlts, before any litigation strategy is pursued. The wisdom of this approach is borne out
bytheTIDSharBéahd's untimely advice that TID abandon its

A Evidentiary Inadequacy of Post Hoc, Wholesale Certification of Islamic Transactions. In the Shamil
case, Shamil Bank submitted year-end S h a r iBdaadh Reports (SBRs) as proof that the disputed
transactions with Bexi mc$h d&raBdadlerbencertificatonstweré moesgdcificthoy i t
the Shamil Bank-Beximco transactions. They stated: "The Board believes that all the bank's business
throughout the said year, including investment activities and banking services, were in full compliance with
Glorious Islamic S h a r .i*% &hé evidentiary value of the certifications was not scrutinized because Shar i 6 ah
principles were not applied to decide the case. As a general matter, IFls should be aware that such post hoc,
sweeping certifications (in SBRs or otherwise), without more, might not be sufficient proof of Shar-i dah

compliance or adequacy of S h a r bvérsidht in litigation or in other contexts. With this in mind, IFls should

® Where agreements call for litigation before national courts, as irBleen and Shamilcases, the likelihood of a published
opinion (particularly at the appellate stage) is high. On the other hand, if parties have opted for arbitration, theditelih
of a published opinion is slim to none, depending on the terms of arbitragan, the forum selected, procedural rules,
and confidentiality provisions, etc.

" Note also that TID had{a K | Ndaged dbligation to fulfill the contract that it mad&ee, e. & v dzZNRIF YA O G S NAH ¢
from Surat al Bagaraguoted above.

% Shamiat para. 8.
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consider whether internal records of S h a r appravhl, review, and compliance are of a type and quality that
would evidence S h a r icainaliance in litigation or other contexts. A good record-keeping and retention
policy should address such issues.

A Governing Law and Forum Selection Should Demonstrate Commitment to Sh a r i ©Goanpliance.
Many parties to Islamic Finance contracts select secular (e.g., English) law and courts in their governing law
and forum selection clauses, for good reason. English and other jurisdictions outside of Islamic Finance hub
jurisdictions provide the transparency and predictability necessary for effective dispute resolution. At the
same time, as was the case in Shamil, secular courts will often refuse to apply S h a r ,iapply h in a limited
fashion, or are ill-equipped to interpret Sh ar iif‘.':ua;:)liled.19 IFls, while reasonable in choosing such
jurisdictions, should draft their governing law and forum selection clauses to ensure that S h a r pribcples
are applied to decide the substantive elements of legal disputes. The use of governing law clauses that
effectively incorporate S h a r is éhdhk interest of IFIs and the Industry generally. If Islamic Finance cases
continue to be decided under secular law, to the exclusion of S h a r ,ilegah dmbiguity will continue to hinder
sustainable long-term growth. Separately, IFI-drafted governing law clauses that have the foreseeable effect
of excluding S h a r suggedt a lack of commitmentto S h a r and aslenforcement. As the trial judge noted

in Shamil: —The English court, as a secular coursd , i s
principles of religious-based law and it is unlikely that the parties would be satisfied with any such ruling; that
is not what they were wantihg by their choice of | aw

S h a r iBéaadhReports: Disclosure Quality and Brand Management

As succinctly stated by the I|Islamic FinaBhbhaniruesSsmma vi ce
principlesisther ai s@&raofd 6t he | sl amic Fin atshalr Bom Reports (SBRs)liseugdu s t r y
by IFls should reflect this existential truth, in two ways. First, IFls should ensure that their SBRs fully describe the

S h ar gobeanhAnce apparatus in place, to communicate to consumers, shareholders, regulators, and the public

the importance and role of S h a r igdvexrfance at the IFI level. Second, SBRs are an excellent marketing

medium for IFls, and they should be used to bolster the Islamic brand.

A Bolster the Level of Disclosure in SBRs. IFlI SBRs tend to share a common structure. First, they state
that operations complied with applicable fatawa and S h a r genexally. Second, they assure readers that all
profits derived from non-S h a r -compliaéint transactions were set aside and paid as zakat (charity). Third,
SBRs usually reiterate that responsibility for governance, including S h a r igoverrtance, rests with IFI
management. Fourth, SBRs typically state that the S h a r Bdara Hischarged its oversight functions based
on information and documentation (e.g., audit reports) provided by IFI management. Finally, the signatories

“YInShamiE G KS RA&LIMzESR FANBSYSyid O2yilAySR + 3J20SNYAy3I f I
Glorious{ KI NW- O KiKAa F3ANBSYSyid akKkft 0SS I2O0SNYSR o0& Shahlt O2 y 3
para. 1. The English court did not applK I NJeCalusk under English law, the law of decision in English courts must be a
g 2F | y2iKSNI O26pyTiANRYEl T8y Ra &ya2(0S Y Sbifyhidfgbe avas decitldd SdE Emgds >
law, eventhough, as noted, the English Court in that case commented that the outcome likely would have been different if

{ K I Ndadxppked.

2% Shamil lt para. 36.

2 Guiding Principles op K I N@®o¢ekn&nce Systems for Institutions Offering Islamic FialaBeirvicesISLAMIGANANCIAL
SFRVICEBOARD December 200%vailable af http://www.ifsb.org/standard/IFSBL0%2F K I M¥6ZDEdernance.pdfast
accessed October 2010).
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of SBRs often are scholars known to have held multiple S h a r bdard positions during the reporting year.
These five common features highlight places where disclosure can be enhanced, along the following lines.

0 The nature of the S h ar igdverfance apparatus in place (e.g., the manner in which Shar i édah
compliance audits are conducted and their frequency, clarity as to whether the S h a r Bdaml hiself
reviewed documentation (e.g., by sampling) or relied on summaries of documentation).

o Information about the human, technological, and departmental resources that are devoted to
Shar¢ctoémpli ance, etc., and their place in the | FI "

0 The setting aside of improperly gained profits is itself an element of S h a r toinpliance. However,
disclosures of such instances must be reasonably explained and accompanied by details of remedial
measures that were or will be implemented to avoid or reduce instances of non-compliance in the
future.

A The SBR as Marketing Tool. SBRs serve necessary (and in jurisdictions where they are required by
regulation, mandatory) functions. But they also should be used proactively as marketing tools. SBRs
provide IFls with a rare opportunity to educate a diverse pool of readers about the nature of their business
model and objectives, and to differentiate their brand. Using SBRs as effective marketing tools requires that
they be written eloquently and thoroughly, to achieve the purpose of informing readers about the importance
of Sh ar goveanhnce, the S h a r goveanhAnce processes in place within the publishing IFI, the commercial
and ethical objectives of Islamic Finance, and distinctions between IFls and their conventional counterparts,
etc.

The Role of Sh a r iBbaadls

A Empowering Sh ar iBbaads. Sh ar Baardshsit at the narrow apex of the S h a r cotplifnce pyramid.
They make and interpret the rules, and they are charged with a degree of oversight. But, with few
exceptions, they are not full-time employees of the IFIs which they serve. IFIs must ensure that Sh ar i
Boards are equipped with the resources necessary to discharge their duties. Such resources might include
assigning full-time, dedicated S h a r po¥emnance personnel (e.g., legal counsel, compliance professionals,
accountants, etc.) with responsibility for reviewing documentation, audit reports, and transactions on a
regular basis. Such dedicated S h a r Bdaml Ipersonnel should report directly to the S h a r Bdamdthat
they serve, and should have a meaningful degree of independence from other operating units of IFis.

ah

(@}

4. Industry-Level Facilitative Measures: Building a Specialized Legal Infrastructure

Many Industry participants and observers have called for binding standardization to promote predictability and
transparency in Islamic Finance. Whether standardization is a feasible and wise option in the near-term is open
to debate. In the meantime, other measures can be taken to promote predictability and transparency.

A FEacilitate Development of Contemporary Islamic Economic_Law. Shamil and Blom are two of many
cases involving IFIs that have been tried in secular courts. Frequent and widespread resort to secular fora,
over the long term, will stunt the development of contemporary Islamic economic law. As demonstrated by
the Shamil case, secular courts will not always apply religion-derived law to settle disputes. The result is that
modern Islamic economic instruments are not being scrutinized under the laws with which they purport to
comply, thus perpetuating legal ambiguity.
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A Specialized Dispute Resolution Fora. As Islamic Finance continues to grow, so will the number of
disputes. The need is clear for specialized fora to resolve Islamic Finance disputes, accommodate parties,
and facilitate the transparent development of contemporary Islamic economic law. The accumulation of legal
decisions through such fora would engender standardization of norms, without the potentially negative
consequences of standardizing rules based on insufficient Industry experience. Of course, any such
specialized fora, to be viable, must offer a degree of transparency, predictability, and efficiency on par with
English and other secular systems, with the much needed benefit of substantive S h a r expestise

A S har iEgpar Vetting, Training and Roles. In the Shamil case, as in others involving Islamic law and
tried in secular fora, the services of Islamic legal experts were utilized. So long as Islamic legal experts are
needed, the Islamic Finance Industry has an interest in ensuring that persons acting as Islamic banking and
finance experts are qualified to do so. Relatively modest measures can be taken to promote and maintain
quality amongst experts. For example, training and certification programs and the creation of a register of
experts through such programs. Of course, measures would be necessary to ensure that such measures do
not have the undesirable effect of excluding any Shari"ah interpretations or points of view, as long as
competency is guaranteed.

Conclusion

Without question, contemporary Islamic Finance has grown tremendously in a short period of time. This growth
and the raised visibility that has accompanied it present challenges and opportunities. Islamic Finance has
reached the point of maturity at which introspective questions about its essence and place in the world of
financial services must be asked and considerately answered. Unanimity of opinion among Industry participants
and observers as to the future of Islamic Finance is unlikely. Whatever the outcome, the path to sustainable
growth must begin with operational excellence, which is the key to unlocking lasting value in Islamic Finance.
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What are the real and perceived S h a r iGovarinance Issues?

By Hari Bhambra®

The Islamic Financial Services industry is growing in size and popularity. It has transcended geographical
boundaries and been subject to laws, regulation and standards of governance which apply to conventional
financial institutions.

Of particular interest at present is the issue of governance, or S h a r igdvexrtance in the context of Islamic
Finance and there are a number of real and perceived issues on this issue.

The first issue with regards to S h a r godeanhAnce is what exactly it means in the context of Islamic Finance. As
the following definition of governance demonstrates, the scope of governance is quite wide.

Governance is the activity of governing. It relates to decisions that define expectations, grant
power, or verify performance. It consists either of a separate process or of a specific part of

- 2
management or leadership processes

Taking this definition and applying this into the context of Islamic Finance the role of Scholars could be much
wider than is currently the case. The current role of scholars is to provide guidance on what is permissible in
terms of financial activities or transactions and provide a degree of periodic oversight, i.e., define expectations in
terms of what is permitted and what is not and verify performance. In the context of Islamic Financial Services,
the role of scholars is to implement effective S h a r igadvexrfance to ensure that the institution concerned is
operating or offering products and servicesina S h a r cofhgligmt manner.

The first question to consider in this paper is whether the current practice is conducive to effective Shar i 6 ah
governance, specifically whether there are sufficient scholars to define the expectations and verify performance

in the numerous institutions offering Islamic Finance. One critical issue is whether there are enough experienced
scholars to go around, for example can a highly sought after scholar that is a member of 20 or more Boards

allocate the time needed to implement effective governance? The perceived issue is that there is a shortage of
scholars that soon will be unable to meet the demand and therefore not implement effective governance over

Islamic financial institutions. A solution to this as espoused by a number of organisations is to develop a training

and devel opment programme for _trainee' scholars to be
so that the pool of experienced scholars gets large enough to meet the demand in the industry. Such initiatives

have already begun in the UK.

! Haii has a remarkable reputation in Financial Services, both from a regulatory and industry perspective. Her career began
at the Financial Services Authority in London where she was part of a dynamic team responsible for creating the integrated
regulatory bog. Hari was instrumental in drafting aspects of the FSA Handbook on Rules and Guidance. She was recenth
appointed as the sole advisor by US FSVC to advise the Central banking agency of a secular Islamic jurisdiction on tt
introduction of Islamic Finandigroducts. In 2007 Hari left the DFSA and together with well respected lawyer Sagheer
Mohammed, she established Praesidium LLP, a regulatory and client advisory firm. Hari also works closely with Hawkamat
the Corporate Governance Institute for the DI&t@ has developed Islamic Finance questionnaires for Hawkamah to use
when assessing the quality of Corporate Governance in Islamic Institutions and the assessment of the role of directors anc
scholarsShe has also presented for Hawkamah{oK I NJoidate Governance Issues.

Source Wikipedia
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A second issue which is commonly debated is that of accountability. As described in the definition below,
accountability assumes that there is a degree of reporting or answerability for ones action.

Accountability is a concept in ethics and governance with several meanings. It is often used
synonymously with such concepts as responsibility, answerability, blameworthiness, liability,
and other terms associated with the expectation of account-giving. As an aspect of
governance, it has been central to discussions related to problems in the public sector,
nonprofit and private (corporate) worlds. In leadership roles, accountability is the
acknowledgment and assumption of responsibility for actions, products, decisions, and policies
including the administration, governance, and implementation within the scope of the role or
employment position and encompassing the obligation to report, explain and be answerable

. 3
for resulting consequences

In the context of S h a r gobeanAnce and accountability, a number of questions arise, such as to whom is there
accountability? who is accountable? and for what is there accountability? Addressing these issues in turn, an
Islamic Financial institution is accountable to ensure that the products and services being offered to customers
are indeed S h a r cofpliaint. In terms of who is accountable is it the institution, or the scholars that define what
is permitted and what is not? The real position appears to be that the institution is accountable although there is
a strong perception that the scholars should be accountable as they determine what is S h a r cofnpliant and
what is not, furthermore there may be occasions when a previously issued fatwa is superseded by another, in
such cases the scholar concerned should be accountable and take the lead in redefining expectations to ensure
Sharcoémpliance whilst maintaining the integritwgdegrée pr e
of accountability on the part of the scholars as well as the institutions that rely on their opinions. However the
issue of accountability of scholars is a complex one as it raises the final question in terms of to whom should the
scholars be accountable? Effectively scholars are providing opinions and guidance on the interpretation of
S h a r wtrich Is derived from a god made law so how can there be accountability to a man made body? Unitil
this philosophical question is addressed, in the interim, in the context of financial services perhaps scholars
should be accountable to the financial services regulators in terms of ensuring that there role and oversight of
financial institutions is subject to a degree of independent oversight.

The final issue to discuss in this paper is that of disclosure and its significance in governance. As established
above in the preceding paragraph, customers need to be assured that the products being offered are Sh a r i
compliant. In this regard, greater disclosure of the products, including the risk and rewards and also their
legitimacy from a S h a r pedspdative and the process of S h a r icodnpliance should be disclosed to enable
informed decision making at the customer level. However disclosure should not just be focused at the customer
l evel . It is evident that there is a great responsi bil
industry relies upon. It is common practice for practitioners to provide only the preliminary information to scholars

during the fatwa issuance process, however updated or final transaction documents may not be provided to the
scholars” raising questions about whether full information is given to the scholars to enable them to issue
informed opinions.

ah

o

Disclosure is perhaps the most important issue in Islamic Finance and it is clear that the industry is lacking
disclosure but not just at the customers' level. As this paper has highlighted all responsibility and oversight is
perceived to rest with the scholars, surely as part of overall governance in an organization all relevant parties

*Source Wikipedia

* Hawkamah Conferene®day 2010 Practitioner discussion
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should be provided with all relevant information, clearly if scholars are not provided with all relevant materials,
how can they be held accountable for their opinions?

Lack of disclosure is perhaps one of the most significant elements that hinder the effective governance of

S h ar icdnpliant organizations. To resolve this issue, perhaps a more structured model for the Shar i 6 ah
issuance process should be defined, perhaps by the financial services regulators which prescribes what the role

of the appointment scholars is and what interaction and support should be provided to them, akin to the
relationship between financial institution and auditor, in the absence of such a definition or structure to the

S h a r appravhl process, the integrity of S h a r go&ieanance may be compromised.
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UAE | aws and | sl amic Shari dah: some pr act

By Alan Rodgers*

The laws of the UAE and DIFC are designed to support the use of Islamic finance but in practice there are
various issues regarding the practical implementation of Islamic S h a r which drise.

The basis and context of UAE law and Islamic S h a r iwiihanhcontracts

Articles 1, 2 and 3 of The Federal Civil Code incorporate aspects of Islamic S h a r and slamic jurisprudence
into the framework of law governing the UAE. The law states that, in the first instance, governing law should be
applied, failing which, principles of Islamic S h a r shéuddlbe relied upon. The Civil Code also addresses most of
the recognised Islamic S h a r codtmadiual instruments such as; ljara, Wakala, Mudaraba and Salam, and
provides guidance on legal issues such as gambling, betting and interest, and legislates accordingly in the
context of civil and commercial circumstances and public policy.

Governing law and Islamic S h a r ipdnaiples

A practice has crept into Islamic documentation which sometimes provides that where there is a conflict between
governing law, Islamic S h a r pridciples will prevail. This practice should be avoided as it creates an
unnecessary conflict between legislation and doctrines which might destabilise a contract.

In practice, there can only be one governing law. To say that Islamic S h aah al€b governs or takes precedence
over governing law is illogical because the governing law is fixed and cannot be superseded by doctrines. Islamic
S h a r is Qoaehned by several doctrines and the application of these doctrines is dependant on the various
interpretations to which differing groups of Islamic scholars subscribe.

UAE Islamic Finance Institutions (IFIs)

In the UAE, IFIs are regulated by the UAE Central Bank. Under Law No. 6 of 1985, IFIs are permitted to carry out
commercial, industrial and trade activities, acquire real estate, receive deposits and invest in funds all on their
own account. Under their memo and articles, they must have a S h a r supeavisory board of no less than three
members.

Central Bank resolution 165/6/2004 contains a number of provisions intended to regulate the activities of Islamic
institutions, for instance an IFI can subscribe for shares and sukuks or finance an entity or person up to a
maximum of 7% of its own capital unless the Central Bank gives approval to exceed this limit.

! Partner and Head of Banking & Finance, Hadef & Partners, Dubai office
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Islamic finance in practice: areas of uncertainty

There are some areas, in practice, which illustrate uncertainties between UAE law and Islamic S h a r pridciples
and some of these instances are referred to below:

A Interest: Charging interest is not permitted under Islamic S h a r ,ihdwawver, under Article 76 of the
Commercial Code, it is permitted.

A Hedging and gambling: Gambling is prohibited in the UAE, but debate continues over whether
derivatives and other exotic banking products are Islamically acceptable and enforceable under UAE law.

A Sukuks or Commercial Bonds: Most practitioners consider sukuks to be equity rather than debt based
instruments, however, in practice there have been examples of sukuks dressed up to look like bonds to
accommodate international investors. If the sukuk is considered to be a bond then it is likely to be caught
by Articles 179 — 180 of the UAE Companies Law which imposes material restrictions on the issuance of
bonds and debentures.

A ljara or real estate lease? Some UAE courts appear to be unclear as to whether ljara used in residential
Islamic financing is a finance instrument or a real estate instrument. If they are the latter, the issue arises
as to whether it is void for lack of registration at the land registry.

A Forward leases: Different doctrines of Islamic S h a r eitbea grermit or forbid forward leases. In
conventional terms a forward lease is a lease for un-built property. Under some S h a r doétianas an un-
built property cannot be enjoyed by a lessee and therefore cannot be granted.

A Islamic finance in the courts i capacity risk: The English court case of TID v Blom Development Bank
recently highlighted the dangers of IFls who claim that they lack capacity to honour their debts. In this
case, TID claimed that to uphold a wakala that it had entered into with Blom would be un-Islamic and a
breach of its statutes. This case raises a number o
byits S h a r supeavisory board, which TID had obtained. It highlights that a fatwa may be simply
disregarded if the entity in question maintains that the instrument is ultra vires its statutes.

A Tier 2 Capital issues: In relation to Tier 2 capital financing where IFls are the recipients of funds, the
issue is how to treat such funding if it is deeply subordinated and convertible. Would it be treated as
capital or debt? The answer is unclear in the UAE but in practice, a wakala may be considered
appropriate by some IFIs to evidence tier 2 capital funding but this is largely dependant on the IFIs
S h a r supeavisory board opinions.

DIFC laws: untested legal framework

The Dubai Financial Services Authority (DFSA) has in place an Islamic S h a r ledaladgime underpinned by the
Law Regulating Islamic Financial Business, but it remains to be tested. To this date, there are no reported
decisions.

Conclusion

The laws of the UAE and DIFC are more supportive of Islamic S h a r in 6oanparison for instance to English law,
because such laws are either based on Islamic S h a r priéciples or contain specific rules for IslamicSh ar i 6 a h
compliance. However, a recurring issue in Islamic financing in the UAE is the apparent lack of homogeneity
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between different schools of Islamic doctrines andtheirShar béahds idiosyncratic appr
of Islamic financing such as the use of instruments like murabaha and wakala, coupled with the lack of conformity
between governing law and Islamic S h a r priaciples.
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Local Law Obstacles to structuring an Islamic financing in the U.A.E and
Saudi Arabia

By Nabil A. Issa *

Concurrent with the boom in large-scale energy and infrastructure projects as well as corporate and real-estate
acquisitions in the GCC, the region has witnessed a dramatic increase in the number of local parties who are
interested in financing such projects in a S h a r -compliant manner,” or at least ensuring that one or more
tranches of financing are provided on a S h a r -cotpliint basis. This article will provide a brief overview of

some of the issues lenders need to consider when structuring S h a r -coéngliint financings on a non-recourse

basis in Saudi Arabia and the U.A.E. (particularly in the Emirate of Dubai). The article also discusses some of

the obstacles to such financings due to local law regulations. This article will not provide an overviewof Shar-i 6 ah
compliant structures, as we trust most readers are familiar with the basic structures.’

While the U.A.E. is a civil code jurisdiction, Islamic S h a r is @nabbdded in many provisions of law. Article 7 of
the U.A.E Constitution provides that Islamic Shar i 8ah-a sourcel for |l egislation.
provides that the principles of Figh are to be utilized in understanding the underpinnings of the provisions of the
Civil Code. Article 27 of the Civil Code provides that the provisions of a governing law cannot be applied if they
are contrary to Islamic S h a r ,ipd@bhctorder or the morals of the U.A.E. However, the reality is that similar to
other jurisdictions in the region, other than Saudi Arabia®, interest provisions are enforceable in the U.A.E. The
Federal Supreme Court and the Dubai Court of Cassation have upheld Article 76 of the Commercial Code®
enforcing interest provisions in financing agreements. In terms of Saudi Arabia, the Basic Law provides that the
S h ar is thalaw of the country. However, in both the U.A.E. and Saudi Arabia many issues under local law do

! Nabil A.lIssais a partner based in the Dubai and affiliRigadh offices of King & Spalding LLP. The opinions expressed in
this article do not necessarily reflect the opinions of King & Spalding. The author would like to thank Alfred Zelhof
(summer associate in the Dubai office, LL.B. Candidate BPP LawlScttmi 2011) for his assistance.

2 Victoria RobsonFinancing Turns Compliant: Sha@ampliant Project Finance Is Bedng to Take Off but Stumbling
Blocks Remain for Those Entering the MarkBDDLE EAST ECONG.[Mar.23, 2007, at 48, 48.

¥ See Nabil A. Issa and Patrick F. Cantpbasllenges in Structuring Nétecourse Islamic Financing for Energy Prgjécts

Tex. J. of Qil, Gas, and Energy L., 452, 469 (2007) for a discugsikin- oNdortpliaiit structures utilizechithe Middle

East and issues faced in structuring financings in neighboring jurisdictions. See also Amin Husain, Nabil Issa and Fadi
Mudarres,Foreign Real Estate Investment in the US and Europe: Some Considerations and Structures for Middle Easter
Invesbrs,AFIRE News, Mar./Apr. 2007 at a8ailable athttp://www.afire.org/newsletter/2007/mideast.pdffor a

discussion of K | Ndoriphiaiit structures used in the U.S. and Europe.
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®We note that the reality is that many financings in Saudi Arabia are conventional financings that utilize euphemisms such
Fa aO02YYA&aaArzyé 2N ALINBFAG NI GS¢ NI GKSbBavititel iK1 N&ds E SNY  «
refuse references to the SAMA Banking Disputes Committee for fear that such tribunal will enforce interest based
provisions of a financing, even if the financing is mean tf el Ndoripliakit.
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not make an exception for S h a r -cotpliant financings making it more difficult to structure such financings than
in various jurisdictions around the world creating exceptions in terms of S h a r -cotnplint financings. Such
issues are discussed below.

1. Rahn

Under the S h a r ,iabsachrity interest may be perfected only through possession. Lenders normally wish to
obtain a rahn (mortgage or pledge) of the real estate, movable property of the project company and the facility to
be constructed for use by the project company. Below is a brief discussion of each type of asset:

A Real Estate/lmmovables: Saudi Arabia, in contrast to U.A.E, does not have a central registry for recordation
of real estate title deeds. To create a valid mortgage interest in real property in Saudi Arabia, the lender or
other security holder and the owner must enter into a separate pledge agreement, the full text of which is
then recorded on the title deed to the real property by the Public Notary, after which the title deed is given to
the mortgagee. The Public Notary in Saudi Arabia normally assumes any financing on behalf of a lender,
even i f it pur pcompliast, invalveshnteress hased finanairty and refuses to record any
encumbrance in favor of a lender.

A Movables: In a non-recourse financing, the financiers normally wish to take a mortgage over all the
movables that belong to the concerned borrower. In Saudi Arabia, the Commercial Mortgage Regulations7
establish a statutory framework applicable to mortgages over movable property. However, the governmental
bodies that are tasked with recording the rahn on the title do not yet have a mechanism for recording such
rahn. For example, the muroor (motor vehicle department) does not yet have a system for recording a rahn
on the istimara (title deed) of vehicles.

A After-Acquired Property:1 n gener al , asset s, or mar houn, under the
validly sold. Therefore, any marhoun subject to a rahn must (i) be in existence at time of execution of the
rahn, (ii) have a quantifiable value and (iii) be saleable and deliverable.8 Thus, it is arguable in many
jurisdictions in the GCC that after acquired property is not part of the marhoun, unless schedules listing the
marhoun are updated.

We have developed a form of security agreement for the region that utilizes the rahn-adl structure, in which

the adl is akin to the Western concept of a trusteece
Possessi onl in which the schedules to the concerned s
Security Agreement, updated regularly), thuscreat i ng a form of —constructive p

subjecting them to a rahn. Each type of asset in a financing need to be analyzed and a determination made
as to the best method under local law to subject such asset(s) to a rahn. While the rahn-adl concept has not
been tested before local courts, to our knowledge, such structure has been utilized in non-recourse
financings in the region.

7

. Royal Decree No. M/75 dated 21/11/1424 H. (27 February 264plemented byDecision No. 6320 dated
18/6/1425 H., published itJmm Al Quraedition no. 4016 (Odber 29, 2004) (consisting of implementinggulations
issued by the Minister of Commerce and Industry).

® Michael McMillen]Jslamic{ K I NPo@gli#t Project Finance: Collateral Security and Finance Structure Case Studies
ny C2NRKIY LyaGdQt [ owo
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A Pl edge of | nt eAnysecustyinterestlinofdér to be valid, must be reduced to actual or
constructive possession of the subject of the pledge given. In the absence of a share certificate that can be
physically delivered to the |l enders or even annotated

not enforceable under local law. To get around this, lenders will often require sponsors to form SPVs in

offshore jurisdictions (e.g., the Cayman Islands or elsewhere) to serve as the actual shareholders in the local

project company, as the shares of such SPVs may be more readily pledged to the lenders as additional

security for their loans. The lenders can then take security over the second-tier shares, the shares of the

offshore companies established by the sponsors to hold their shares in the project company. This, however,

does not always work if the company wishes to be deemed a GCC shareholder. At times it may be possible

to form the SPV in a jurisdiction such as the Dubai I
Free Zone Offshor elQonmpoannbye (1804 Z3C owned and stil/l I
pledge shares at the DIFC level or JAFZOC level.

2. Assignment of Contract Proceeds

It is possible to assign contract proceeds and other intangible rights under the S h a r ,isubjedy, however, to the
caveat that it is not possible to —perfectl such assig
borrowers in Saudi Arabia and the U.A.E are often asked to assign specific contract proceeds, with an
acknowledgment from the payor that the assignment shall remain in effect until the assignee consents to any

transfer or termination of the assignment.

Under S h a r iprécepts as applied in Saudi Arabia and the U.A.E, however, unilateral assignments are not
effective. In order to create an effective assignment of a contract of the relevant project company and/or
contractual obligations of counterparties thereto, such counterparties must be given notice of the assignment and
must consent to the assignment. Thus, an assignment of amounts owed to a project company to the lenders
must include a written consent of such assignment by the payor(s) in order to be a perfected interest.

3. Power of Attorney

Financiers in Saudi Arabi awakatai ©theaUpAwEr o btd ®dasighee bfyp e g n

the Il enders in order-ithorexéncilseéa ncearnt acivne n+s toefp def aul t
note that powers of attorney are revocable, even if the power of attorney is characterized on its face and in the
securit y documents as an —irrevocablel power of attorney.

attorney granting step-in rights, lenders often include a liquidated damages provision in the concerned security
agreement that is triggered upon premature revocation. In our experience, liquidated damages have been
enforced by the local courts as long as the liquidated damages approximate the actual damages and are not
drafted as excessive financial penalties for non-performance. It would further encourage Islamic financings if
local laws allowed for irrevocable powers of attorney if such is in relation to a S h a r -coéngliant financing.

4. Sukuk
Both the U.A.E. and Saudi Arabia do not permit local limited liability companies, the most common form of
corporate vehicle, to issue sukuks as such are considered —debtl i nstrume

nature of sukuk as an undividable interest in the underlying assets and results in the need for sukuk to be issued
by an offshore company. Such leads to most sukuk being asset based not asset backed.
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5. Transfer of Land

Since no exception is made for ljara financings to the fees charged to transfer land, most ljara financings in the

U.A.E. are situations in which the financing party does not own the land legally but only contractually. The
financing party then gets a mortgage over the Slhamrd.6ah
purposes of the land is getting a mortgage over such land. One would expect the Land Department in the
relevant Emirate to waive such fees to encourage the use of ljaras. In terms of Saudi Arabia, a financial
institution is not permitted to own land unless it is being used for its premises or as part of a foreclosure. Since

there is currently no mortgage law in Saudi Arabia another party other than the financial institution then holds title

in its name for the benefit of the financial institution. One would expect an exception to be made also in Saudi

Arabia for financial institutions to be the owner of record if such is in relation to an Islamic financing such as an

ljara.

6. Dispute Resolution

A Issues in Relation to Governmental or Quasi-Governmental Entity: It does not appear that, under Dubai
law, a Dubai governmental entity would have the authority to give a prospective, blanket waiver of sovereign
immunity in a contract or otherwise without the express prior consent of the Ruler of Dubai. In Saudi Arabia,
Article 3 of the Arbitration Regulations9 states that governmental departments may not resort to arbitration to
settle their disputes with third parties except after approval of the President of the Council of Ministers. Also,
Council of Ministers Resolution No. 58 dated 17/01/1383 H. provides that governmental departments may not
agree to a foreign arbitration clause in their contracts.

Finally, as in the case with foreign arbitration, a Saudi governmental department may not agree to a contract
that provides for governing law other than the laws and regulations of Saudi Arabia. ™

A Enforcement of a Foreign Arbitral Award or Judgment Against the Project Company: Almost any
matter involving a U.A.E national or a foreigner resident in the U.A.E gives the local courts jurisdiction. It is
not clear to what extent such arbitral awards are enforceable without having to relitigate the merits of the
matter in a local court. In order to enforce a judgment of a court in a foreign jurisdiction in Saudi Arabia, such
judgment must be submitted to the Board of Grievances, which would have the discretion to enforce all of
suchjudgme nt or such part thereof to the extent it is not
While both the U.A.E. and Saudi Arabia are signatories to the New York Convention for the Enforcement of
Foreign Arbitral Awards, it is still not clear to what extent such arbitral awards can be easily enforced. We
are aware, however, of both jurisdictions enforcing arbitral awards and judgments rendered in other GCC
jurisdictions.

A Use of the SAMA Banking Disputes Committee: The SAMA Banking Disputes Committee has been
critical in terms of providing lenders (both local and foreign) to borrowers in Saudi Arabia a tribunal that
understands financing documents and more quickly resolves banking disputes involving Saudi Arabian
parties than the Board of Grievances. We note, however, that since such committee also regularly enforces
the interest portions of conventional financings in S

*w2élt 5SONBS b2d aknc RFEGSR MHkATkMnno 64! NDAGNI GAzY
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refuse pr ovi s-compliantfinamcing doeuments thdt give such committee jurisdiction over a

dispute for fear that such tribunal may enforce interest provisions that are in a financing document even if

such port ends-canplianb &heSaudi Arabiaa duthorities to address this concern by deciding

the Islamic financing industry has grown enough to eliminate the need for conventional financings in Saudi
Arabia and that such tribunal should at t heomplamy | eas
financings.

Conclusion

While the U.A.E. has made certain exceptions for S h a r -cotpliant financial institutions, interestingly no such
exceptions are made in Saudi Arabia to the local banking regulations for institutions wishing to operate on a

purely S h a r -totnpliint basis. We expect that the GCC jurisdictions will recognize a further need to create new

laws that accommodate and encourage S h a r -toénpliint financings and sukuks. It would also be a further

boost to the Islamic financing industry in the GCC once governmental and quasi-governmental entities are
encouraged to operate on a S h a r-cotpliint basis (including financing their operations on a Shar-i 6 ah
compliant basis).

Page

Zéinry—a" KING & SPALDING



7=l ABA Section of

{ HAWKAMAH '. ' A International Law

THE INSTITUTE FOR CORPORATE GOVERNANCE ‘ ’ ‘ — G Gateway to International Practice

About Hawkamabh, the Institute for Corporate Governance

Hawkamah, the Institute for Corporate Governance (Hawkamah) is an international association of corporate
governance practitioners, regulators, and institutions advancing home grown yet globally integrated corporate
governance best practicesi n t he regi on. Hawkamah‘s mission is to pr
governance, and assist the countries of the region in developing and implementing sustainable corporate
governance strategies adapted to national requirements and objectives. By promoting its core values of
transparency, accountability, fairness, disclosure, and responsibility, Hawkamah works on policy and practical

aspects of corporate governance reform in the region. For more information, please visit: www.hawkamah.org.

About the American Bar Association Islamic Finance Committee

The ABA I sl amic Finance Committee (—I FCOIl) is a vehicl
among members of the ABA, the larger legal community, and the business, academic, and other interested
communities. The IFCQO's geographic scope is global, coterminous with the range of the Islamic finance industry.

The IFCO focuses on legal and business matters and trends, including developments in Shari*ah scholarship and
jurisprudence, innovations in Shari'ah-compliant products, cross-border investment trends, the development of

Islamic capital markets, regulation of the Islamic finance industry, governance in Islamic Finance, and the
international legal community's responses to the escalating relevance of Islamic finance. For more information,

please visit http://www.abanet.org/dch/committee.cfm?com=IC851000.

Page

Zéinry—a" KING & SPALDING


http://www.hawkamah.org/
http://www.abanet.org/dch/committee.cfm?com=IC851000

L
s

»
e

, 7 'Action of
Z/j/( HAWKAMAH z . ¢ International Law

THE INSTITUTE FOR CORPORATE GOVERNANCE — s Galeway (o International Practice

;
U - /

Level 1, Gate Village Building 2, P.O. Box 506767 Dubai, U.A.E
Tel: +971 4 362 2551, Fax: +971 4 362 2552
Email: info@hawkamah.org, Website: www.hawkamah.org

Page

.'7_éi~y—a" KING & SPAT.DING


mailto:info@hawkamah.org
http://www.hawkamah.org/

