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Among international financial centers (IFCs), London is known as the 
‘Western hub of Islamic Finance’, on account of its well-developed legal 
infrastructure. However, Brexit has threatened London’s status and conse-
quently, the financial services industry is moving to Dublin to continue oper-
ating in the Euro region. Similarly, Islamic finance (IF) service providers in 
the UK are also looking to Dublin for expansion of this niche area in euro 
member states.

This is the first book to be written about Islamic finance operations in the 
Eurozone. The book offers an in-depth description of International Financial 
Centers and the growth of Islamic Finance, compares the growth of Islamic 
finance in London, Dubai and Kuala Lumpur, outlines the implications of 
Brexit for financial service providers in London in general and Islamic inves-
tors in particular and also presents a case study of Ireland to establish the latter 
as the most appropriate country to promote IF in the Eurozone.

The time is particularly right for a book exploring the potential of Ireland 
to emerge as a Eurozone hub of Islamic finance, as a result of Britain’s exit 
from Europe. The book will cater to the needs of readers studying IF in 
the disciplines of economics, business, law, and religion. A secondary mar-
ket includes practitioners, such as policymakers, lawyers, fund managers, 
accountants, regulators and international investors, who will be interested 
in exploring the benefits that the UK and Ireland have to offer the Islamic 
finance industry.
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Introduction

The regulatory system largely defines the success of a financial system. The 
history of financial regulations in five big financial centers broadly reveals two 
approaches, i.e., strict supervision and light supervision – Regulatory approach 
defines the success and failure of International Financial Centers (IFCs).

The UK is an excellent example of a regulatory framework that developed 
gradually from no-regulation to self-regulation to statutory supervision. 
The gradual development of the regulation has happened with the balanced 
strategy to ensure innovation and protect commercial interest. It has been 
reflected in the journey which started with the Banking Act 1979 and has 
reached to the Financial Services Market Act 2000.

The Bank of England (BoE) used to exert light supervision to regulate 
banks. It was an informal mode of supervision that promoted the cooperation 
between banks and the BoE. Bank failures such as JMB, BCCI and Barings 
revealed BoE could no longer supervise banks effectively. Thus FSMA 2000 
set up Financial Services Authority (FSA) to regulate the UK’s financial 
industry. Finally bank run of the Northern Rock led to extensive regulations 
regarding bank insurance schemes. It also resulted in a split of FSA into FCA 
and PRA. Nonetheless, innovation has always been encouraged and never 
punished in the UK. This is the reason why the Islamic finance (IF) industry 
has grown to the extent that London is known as a western hub of IF.

The reason why London is the only IFC among the top five IFC’s known 
as the western hub of IF lies in its regulatory approach and legal system. Even 
New York which is known as second most prominent IFC cannot compete 
with London in this regard. The history of banking regulation in the US 
comprises of ups and downs in the regulatory approach. The great depres-
sion led to strict regulations such as the Glass Steagall Act (GSA) whereas 
by 90s a wave of deregulation had completely overcome the strictness of 
the GSA. De-regulation led to the financial crisis of 2008 which rattled all 
four IFC’s and the global economy. Consequently, Sarbanes Oxley Act 2010 
was enacted which led to strict regulation of the financial industry. There 
existed enormous criticisms of the Sarbanes Oxley Act 2000 which resulted 
in the Economic Growth, Regulatory Relief, and Consumer Protection Act 
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(EGRRCPA) 2018. Fluctuation of regulatory approach along with distrust 
on financial institutions, punitive and rule-based nature of law, and a frag-
mented legal system are the causes of IF industry being almost non-existent 
in the US.

Tokyo as an IFC has a history of an emerging economy that could not 
sustain pressures of liberalization. Although liberal policies aided Japan’s 
economy to stabilize, pre-liberalization the economy was fully protected. 
Japanese policymakers protected the domestic economy such that when the 
Japanese market was opened to foreigners, the domestic economy collapsed. 
The Japanese economy is still recovering from the consequences of liberal-
ization to revive Tokyo’s status as an IFC. Thus, there remains no room for 
promoting innovations such as IF.

Hong Kong is an emerging IFC with a huge influx of Chinese invest-
ment. Securities and Futures Commission (SFC) and Hong Kong Monetary 
Authority (HKMA) are regulating the market well but it lacks years of expe-
rience in financial markets and a strong legal system that can back innova-
tions like IF. Similarly, Singapore with its Monetary Authority of Singapore 
(MAS) and commercial court has developed a stable IFC. It has also promoted 
IF in the country. However, Singapore also lacks the depth of regulatory and 
legal system which characterizes London’s financial market.

London being a western hub of IF is not in competition with the rest of 
the IFCs. In this regard, London is competing with global hubs of IF, i.e., 
UAE and Malaysia. UAE has promoted IF in the Dubai Islamic Financial 
Centre (DIFC). In order to attract investment from the entire world, DIFC 
has established DIFC courts which is a transplantation into the UAE’s legal 
system. DIFC court resolves disputes based on common law jurisdiction, 
whereas UAE’s legal system is derived from Sharia and civil law traditions. 
Judges sitting in DIFC courts are mostly appointed from the UK and US. 
DIFC clearly lacks the stability and support that London offers to the IF 
industry in terms of supervision and dispute resolution.

Malaysia however has established a global Islamic capital market. Kuala 
Lumpur is known for its sukuk market which ensures a flow of liquidity to 
Islamic banks. Malaysia’s success is largely reliant on the regulatory and legal 
support it has crafted for Islamic investors. Nonetheless, London has an edge 
over Kuala Lumpur, i.e., long-established regulatory and legal culture.

The scope of the UK in the IF industry is huge. At the moment there 
are five fully Sharia-compliant banks operating in the country. This is in 
addition to two sovereign sukuks that the UK government has successfully 
issued. The first sovereign sukuk has been fully redeemed and redemption 
of the second sovereign sukuk is in its way. To top it, all English commercial 
courts (ECCs) are the preferred choice of jurisdiction for Islamic financial 
institutions.

In Chapter 2, the historical development of ECCs is explored. It con-
tains an interesting story of the parallel development of equity and law along 
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with mercantile law. The history of the development of ECC reveals that 
English common law is a product of a compromise reached between the 
business community and stakeholders of common law. Even to date, English 
judges prefer to protect the interests of the business community while resolv-
ing commercial disputes. This is evident from the precedent, which has 
developed regarding IF disputes in English courts. Interestingly, English 
judges’ approach to denying the interpretation of Sharia law to protect the 
commercial interest of the IF industry in the country had caused distrust 
among global IF stakeholders who consider that it creates legal uncertainty. 
Moreover, Brexit has created an additional layer of uncertainty for providers 
of financial services in the UK including IF service providers. Thus, the UK 
seems to be losing Islamic investors in the wake of the Brexit deal which has 
rendered the passporting facility ineffective.

At the moment, Dublin makes the most suitable destination for financial 
service providers in the UK. London no longer provides passporting facil-
ity whereby financial service providers could enter EU markets freely with-
out any licensing or regulatory requirement. Dublin is an alternate center 
for service providers since on account of being a common law jurisdiction, 
English-speaking country, and being a eurozone member state, it facilitates 
free access to Eurozone member states. Chapter 3 is an insight into Dublin as 
a eurozone hub of IF. Although Dublin will be an ideal place for UK-based 
IFIs to operate in Europe, the Irish legal system is no different than the 
English legal system.

Legal uncertainty in the global IF industry caused by the English courts 
can be overcome through standardized practices in the global IF industry. 
In this regard, we have a model in ISDA – ISDA played an instrumental 
role to standardize the most complex area of the financial services industry 
which is the derivatives market. There was a time when derivative trading 
was considered to be a purely speculative activity. ISDA clarified the purpose 
of derivatives to judges in the courts and financial regulators too. Chapter 4 
suggests AAOIFI plays the role for standardization of IF markets as ISDA did 
it for global derivatives markets.

Moreover, International Commercial Arbitration (ICA) and International 
Investment Arbitration (IIA) are alternate dispute resolution mechanisms that 
have the potential to overcome legal uncertainty for the global IF markets. 
Since standardization as suggested in Chapter 4 will take a long time to 
accomplish, ICA and IIA are suitable dispute resolution mechanisms that 
have been fully examined in Chapter 5.

Finally, legal uncertainty can be handled by regulatory reforms for SSBs. 
This author suggests the scholars of individual IFIs should be encouraged to 
take executive positions. Scholars working as executive directors will be in a 
position to address all the concerns, which have been identified in IF case law 
in English courts. Chapter 6, therefore, recommends corporate governance 
reforms for IFIs to ensure scholars take up executive positions.
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1 International Financial 
Centers and Islamic Finance

A comparative analysis of different jurisdictions reveals the diversity of 
actions that could be taken by the governments to build vibrant financial 
centers. This comparison allows one to identify and contrast certain salient 
features that have characterized the financial policy making and regulatory 
conduct of these jurisdictions. UK’s financial regulations represent a recep-
tiveness and accommodation toward innovative ventures which is lacking 
in the US. The historical progression of the financial institutions in both 
jurisdictions explain this contrast, with the UK having a system based on 
self-regulation as its point of origin, while the US having accepted a mistrust 
of big money as an ipse dixit in the post-depression period which remained 
deeply embedded in the ideological makeup of the country. Regulatory 
authorities played a very important role in navigating the financial trajecto-
ries of these jurisdictions for instance the Monetary Authority of Singapore 
(MAS) in Singapore and the Securities and Futures Commission (SFC) in 
Hong Kong. Major events, national or trans-national, also played a huge 
role in guiding the progression of these financial centers. 2008 crisis that 
shook major economies, including the US is one example. Other crises, 
such as the bursting of the housing bubble in Japan marking the advent of 
the ‘lost decade’, the Stock Market crash of 1987 called the ‘Black Monday’ 
in Hong Kong, and other such events had impacts but limited to their 
home ground. Regardless of the particular circumstances specific to these 
financial centers, every such crisis invited proactive government response 
to do necessary damage control and take effective steps for prevention in 
the future, leading to the sustainable growth of these IFCs. It is this ten-
dency to act and embrace, that provided fertile ground to these IFCs for 
engagement with the Islamic financial industry, albeit to a lesser extent than 
possible. How the extent could have been broadened, is explained through 
the examples of Dubai and Malaysia, where Islamic finance (IF) was pro-
vided a parallel regime to operate. Dubai did this by establishing Dubai 
International Finance Center (DIFC), whereas Malaysia brought in a rig-
orous legislative overhaul to provide separately for the supervision of the 
industry. The dominant approach emanating from the combined analysis of  
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these financial centers provides a broader paradigm within which financial 
centers can aspire to achieve inclusive and sustainable growth.

London as an International Financial Center 

The UK regulatory framework originated in an environment where the 
banking business was highly concentrated within a well-established elite net-
work and with almost non-existent supervisory control. Interestingly, the 
great depression did not cause substantial damage to the UK’s financial system 
– the British government therefore continued the informal supervision and 
regulation of banks.1 Things started changing as the financial terrain became 
increasingly populated and more complicated. The realization of a gradual 
shift occurred through a series of crises. Johnson Matthey Bank ( JMB)’s failure 
of the1984, exposed weaknesses of the Banking Act of 1979, which was based 
largely on self-regulation, and the new Banking Act of 1987 that replaced 
it had some hints of regulation such as minimum capital requirements. The 
Bank of Credit and Commerce International BCCI crisis of 1990 exposed fur-
ther weaknesses, and it was followed by the fall down of the Barings in 1995. 
These events catapulted financial regulatory reforms, which manifested in the 
Financial Services Act 2012 and Financial Services and Markets Act (FSMA) 
2000 which introduced a new regulatory authority, the Financial Services 
Authority (FSA). The FSA marked a gradual shift toward regulation, however, 
a further crisis in 2008, the Northern Rock Bank run revealed a need for fur-
ther regulatory reforms. This has resulted in the amendments to the FSMA 
in 2012, leading to a restructuring of FSA into Financial Conduct Authority 
(FCA) and Prudential Regulatory Authority (PRA). In this chapter, the 
author aims to explore this timeline, concerning every crisis, the regulatory 
response, and the overall impact the reforms have had on the move toward the 
adoption of a statute-based formal regulatory framework in the UK.

London’s profitable trading environment pushed forward its position as a sta-
ble financial center. The regulation surrounding financial services in London 
moved from a heavily politicized regulatory environment, mainly influenced 
by merchant lobbyists, to eventually providing it with enough regulatory 
autonomy to design a regulatory culture that is now grounded in the law.2 The 
1697 Stockbrokers Act was one of the crucial pieces of legislation that brought 
an idea of market welfare into play as opposed to self-regulated monopolies.3 
Bank of England and Stock Exchange’s privatization went a long way in shap-
ing the current regulatory regime of the city.4 Despite the progressive nature 
of the Banking Act 1979, there existed significant political influence when the 
Banking Act 1987 was passed.5 Additionally, there was an introduction of stat-
utory obligations upon the financial-services sector in 1986 with the Financial 
Services Act. It was termed as statutory regulation monitored by self-regula-
tory organizations recognized by, and under the surveillance of a self-standing 
Commission, which was a remarkable constitutional hybrid.6
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Johnson Matthey Bank Crisis 1984

JMB was established in 1965 to engage in bullion trading and banking activ-
ities. The JMB got into trouble in 1984 on account of issues related to mis-
management of risk, credit, securities and bad debts. Particularly, the JMB’s 
exposure to a handful of borrowers was kept understated. This exposure 
amounted to 120% of its capital. Reckless lending to two major borrowers 
turned into bad debts when both of them defaulted in their payments. These 
bad debts cumulatively reached a whopping $300 million.

The Bank of England as a supervisory body remained accommodating to 
the JMB’s auditors who failed to submit quarterly accounts. It was a time when 
regulatory control remained non-existent. The Bank of England used to pro-
mote self-regulation and relational relationship with banks. Thus, when JMB 
failed, the Bank of England intervened to bail out JMB.7 Failure of JMB was a 
challenge to the Banking Act 1979 and the supervisory authority of the Bank 
of England. JMB’s failure led to the enactment of the Banking Act of 1987.8

The promulgation of the Banking Act of 1987 introduced, minimum cap-
ital and reporting requirement, i.e., when a single credit transaction exposure 
exceeded 10% of the banks’ overall capital, it was required to be reported. 
The Act required coordination among Bank of England (BoE), external 
auditors and banks’ management regarding banks’ control systems and flow 
of information among them. It also introduced the requirement of an exter-
nal audit. The Act abolished ‘recognized banks’ and ‘licensed deposit takers’ 
and merged them into a single category of ‘authorized institutions’.

The BCCI Crisis 1990

The BCCI was registered in Luxembourg in 1972. Over time its operations 
spread in the entire world. When BCCI opened its branches in London, the 
Bank of America had 25% shareholding in BCCI. Though BCCI did not get 
authorization to operate as a bank in the UK, but it was authorized to operate 
as a deposit-taking institution under the Banking Act 1979 which was val-
idated under the Banking Act 1987.9 In 1991, BCCI faced investigation for 
fraud and manipulation conducted by UK regulators.

It turned out that BCCI was engaged in hiding its losses, accumulating 
huge sums of bad debts, lending without security to clients, fraudulent and 
illegal transactions involving cartels, the narco-terrorist world and money 
launderers.10

BCCI was able to pull off the massive discrepancies on account of its 
unique organizational structure.11 The BCCI was registered in Luxembourg 
and Cayman Island. It was operational in various parts of the world. Its oper-
ations in the UK branches became substantial overtime. There came a time 
when BCCI was fully operational in the UK. It felt like the UK was its main 
place of business. As per the Birmingham report, this is the point where the 
Bank of England’s inadequate supervision became apparent.



IFCs and Islamic Finance  7

During the process of getting authorization to operate in the UK, BCCI 
did not meet regulatory requirements to be recognized as a bank under the 
1979 Act. It could only obtain a license to operate as a deposit-taking insti-
tution under the 1979 Act. At the time of granting the license, the BoE did 
not inquire about the BCCI’s ‘principal place of business’. As per Bingham 
report, the BoE assumed BCCI’s principal place of business was Luxembourg 
where its registered office was located, although, correct interpretation of 
the phrase ‘principal place of business’ refers to the place where, mind and 
management of the company, its central direction, resided.12 If the BoE at 
that time had inquired about its ‘principal place of business’ it would have 
been bound to conclude that BCCI’s mind, management and central direc-
tion resided in London and certainly not in Luxembourg.13 This was a clear 
violation of Sec 3(5) and Sec 36 of the 1979 Act.14

Two elements rendered the BoE’s supervision inadequate, i.e., absence of 
supervision and auditor’s failure to report the discrepancies to the BoE. BCCI 
was able to avoid consolidated supervision of all its operations in different 
jurisdictions by shifting its assets between these jurisdictions and confusing 
regulators. Thus there was no superior who could examine and regulate the 
financial organization in its entirety and this allowed room for creating an 
asymmetry which in turn provided leverage for manipulation. An exam-
ple of this is the shifting by BCCI, of the loans it made to gulf shipping 
group, from the UK to its Cayman Branch, to bypass the BoE’s guidelines 
about exposure, since the loan was very much above the prudential limit and 
amounted to 60% of the total bank capital.15 Secondly, BCCI was able to 
avoid maintaining proper accounting records of its transactions and got away 
with it for so long, despite it being a requirement. In this, BCCI was aided by 
the lenient attitude displayed by both its auditors and the BoE which allowed 
these discrepancies to remain hidden. BCCI’s auditors, despite having seri-
ous reservations about its functioning, failed to qualify their accounts such 
as their accounts of 1989, just two years before the closure was unqualified.16 
Moreover, the Bank of England also failed to appoint an independent exter-
nal auditor to trace these discrepancies and this laxity on their part was also a 
reason for such large scale fraud to remain hidden for so long.17

The inquiry recommended increased disclosure requirements, extensive 
external audit requirements, improved coordination and flow of information 
among the BoE, bank management and auditors.

The Barings Crisis 1995

Barings Brother and Co Ltd. was founded in 1890 to carry out banking busi-
ness.18 In 1985, the Barings group was formed when Barings Plc obtained the 
Share Capital of BB & Co Ltd.19 The Barings failure started in Barings Futures 
Singapore (BFS) which was one of the many subsidiaries of Barings Securities 
Limited (BSL).20 BSL was authorized by the BoE in the UK.21 BFS was oper-
ating in SIMEX operating under the MAS. SIMEX is a self-regulatory body 
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and BFS was one of its members.22 Thus BSL came under the direct super-
vision of BoE whereas BFS (which was registered with MAS in Singapore) 
came under the indirect supervision of BoE.23

In 1992, Nick Leeson started working at BFS. The same year, account no. 
88888 was opened as a client in BFS. Leeson was engaged in derivative trading 
in SIMEX. Over time BFS started generating huge profits which were sup-
posed to be an outcome of Lesson’s trading strategies. It was understood that 
BFS was engaged in risk-free trading which was exceptionally profitable.24

It turned out that in fact, account no. 88888 was used to conceal enormous 
losses which Lesson incurred on account of his derivative trading activities.25 
The losses were worth many times more than the profits generated by BFS.

In 1995, Baring’s management in London spotted weaknesses in internal 
controls and accounting of BFS. The management approached BFS to clar-
ify issues of a shortfall of $140 million. Similar reassurances were sought by 
SIMEX about ambiguities in BFS book-keeping.26

Nick Leeson who was responsible for the derivative trading did not pro-
vide any clarification to the matters raised by the Barings’ management in 
London. Instead, he disappeared leaving Barings Plc exposed to liquidation, 
and BFS went under judicial control.27

An inquiry was conducted by the Board of Banking Supervision, BoE on 
an order passed by the House of Commons. The inquiry recommended that 
the BoE ought to improve on its understanding of the various risks associated 
with the bank’s business, stringent requirements applicable to solo consoli-
dation, effective coordination with other regulators, effective internal audit, 
on-site visits, the effectiveness of large exposure policy and quality assur-
ance reviews. Interestingly, no substantial amendment was suggested to the 
Banking Act except legislation to ensure effective flow of information from 
banks to the BoE.28

Self-regulation to Statutory Regulatory Framework

The BoE’s informal supervision and relational approach to promoting 
self-regulation among financial institutions ended with the introduction of 
FSMA 2000. The FSMA 2000 put forth two actions that changed the direc-
tion of the UK regulatory framework.

First time in the history of UK financial regulation, the role of supervi-
sion was taken away from the BoE. FSA was setup to perform the functions 
of financial regulation and supervision.29 The BoE’s role was confined to 
performing the functions of a central bank which includes monetary policy.

Second, regulations were enacted to promote market confidence, public 
awareness, protection of consumers and reduction of financial crimes.30 It 
marked the beginning of statutory regulation which ended the era of self-
regulation in the financial markets of the UK.

This statutory regulatory system is based on principles instead of rules. 
Principle-based regulations ensure flexibility for financial entities which was 
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an essential feature of self-regulatory supervision. This leaves sufficient room 
for financial institutions to operate within the law without discouraging 
competition and innovation.31

Global Crisis 2008 – Northern Rock – The Bank Run!

Northern Rock (NR), a building society was converted into a bank in 1997. 
NR started its banking business with a specific focus on the residential mort-
gage market. NR’s business model was predicated upon mortgage lending, 
securitization (mortgage-backed securities), and bank deposits. There came a 
time when the pace of mortgage lending substantially exceeded the growth 
of retail deposits creating a funding gap which was then met by ‘securitiza-
tion and borrowing in the wholesale market’.32

Securitization was a crucial source of NR’s funding. Interestingly, the BoE 
had already identified (in April 2007, four months before the bank acquired 
BoE’s support) the increasing wholesale funding of banks as a potential risk 
if the market was to decline.33 Global crisis of 2008 which started in the US 
was an outcome of reckless securitization and Collateral Debt Obligations 
(CDOs). NR’s exposure to securitization led to over-reliance on the whole-
sale money market. Market turmoil in 2007 in the US exposed NR to liquid-
ity risk on account of its reliance on international wholesale markets to meet 
its need for securitization.34

Thus, too much reliance on funding from international markets and secu-
ritization caused liquidity risk which was aggravated by the 2008 turmoil in 
the US, leading NR into crisis.35 Since liquidity risk was not covered under 
any regulatory requirement, therefore, NR did not have to comply with 
any liquidity requirement. It was a time when the financial regulators were 
concerned with ensuring banks are properly capitalized36 instead of liquidity 
risk.

International financial markets froze on 9th August 2007. It was apparent 
that a prolonged closure of markets will land Rock into trouble. The prob-
lems were specifically severe for NR because its funding model required 
mortgage-backed securities and plain mortgages to be securitized and its next 
securitization was scheduled for Sept 2007.37

Tripartite Committee comprising FSA, BoE, and the Treasury started 
considering supporting NR by way of short-term money market operation 
or finding ‘safe haven’ or a government guarantee.38 Government guarantee 
was one of the primary options being considered to help NR deal with its 
liquidity crisis. On 13th September, BBC broadcast the news of the possibil-
ity of financial support from BoE to NR.39

This led to a bank run which turned out to be historical. Government 
guarantee then had to be obtained and matters got worst. How the NR’s 
liquidity crisis was handled raised concerns about the UK financial regula-
tions particularly regarding the deposit protection scheme, insolvency laws 
and bailout mechanisms.40
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More Regulations – Prudential Regulatory 
Authority and Financial Conduct Authority

The Financial Services Act 2012 was enacted which substantially amended 
the FSMA 2000. The FSA 2012 set up the PRA and the FCA in place of 
the FSA. FCA deals with the conduct and affairs of all business entities that 
directly affect the economy and PRA boosts this role by conducting neces-
sary prudential regulations. FCA and PRA are driven toward the protection 
of consumers and the economy. FCA and PRA work alongside the Bank of 
England to perform its duty to maintain financial stability and prudential 
regulation.41 This demarcation of functions is substantially driven toward 
efficient supervision of the financial services industry to ensure consumer 
protection, market integrity, competition and innovation and reduction in 
financial crimes.

An Analysis of the UK Regulatory Framework

Principle-based Approach

The principle-based approach is more concerned with outcome than com-
pliance. It allows for a degree of discretion till the desired outcomes are 
achieved. It does not delve into the underpinnings related to the procedure, 
but rather identifies certain objectives which then define policy. The bene-
fits of this approach are that growth is organic as it is in harmony with the 
objectives of both the regulators and the regulated, with the least possible 
cost of compliance. An example of this approach is the principle regarding 
drunk driving. The principle is that a driver must consume alcohol respon-
sibly when driving on public roads. The principle aims to achieve an out-
come, i.e., to prevent accidents resulting from drunk driving without setting 
any limit on alcohol consumption. This principle leaves the implementation 
to the driver’s judgment as to what quantity of alcohol would make him a 
responsible driver. UK’s financial regulatory approach toward regulation has 
been predominantly principle-based, which largely ensures self-regulation.

Informal Supervision

A principle-based framework goes hand in hand with light supervision. Light 
supervision takes place when the regulators do not approach financial institu-
tions from a scrutiny-based perspective, but instead from a collaborative and 
guidance-based perspective. Such a supervisory mechanism ensures compli-
ance through problem identification and rectification, instead of fault-finding 
and penalization. This allows for a regular flow of information between the 
regulators and financial institutions and the building of rapport and trust. 
Although this type of supervision has been criticized for being too lenient 
and causing moral hazards but it has nevertheless proved to be effective as 
despite light supervision, none of the crises led to a systemic failure in the UK 
financial services industry.
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The approach to regulation in the UK is changing but the change is grad-
ual. There is a specific direction that the UK has adopted and that direction 
does not reverse the original paradigm that was in place from the advent. The 
original paradigm was self-regulatory supervision, operating in a relational 
framework. After the JMB crisis in 1984, came the enactment of the Banking 
Act of 1987, which introduced minimum capital and reporting requirements 
as a measure to improve accountability. In 1990, the BCCI filed for liquida-
tion which led to further inquiries and recommendations for stricter disclo-
sure requirements and better banks management. The 1995 Barings crisis met 
with similar reports emphasizing harnessing the BoE’s ability to assess risks, 
which in later years culminated into FSMA 2000 amid calls for improving 
accountability. FSMA 2000 codified the informal regulatory framework, 
however it ensured that it does not put in place a strict zero-failure policy 
nor hinder innovation. The final crisis happened in form of the bank run at 
Northern Rock, due to reckless policy-making and lack of proper assessment 
of probable risks. In its aftermath came the FSA 2012 which divided the FSA 
into FCA and PRA, both with specialized tasks to make their operations 
more effective. What is apparent and consistent in this whole timeline, is the 
adaptation in a way that does not compromise the basic anchors of the UK’s 
policy framework, which is based on collaboration, rather than the US-like 
top-to-down paternalistic approach embedded with deep-seated suspicious 
of the financial institutions. The UK has, to a considerable extent, adopted 
formalism in its regulatory approach, but this formalism is a collective ven-
ture that has been brought about gradually, in a way that still upholds the 
first principles and thus has not led to a reversal in direction, but has only 
strengthened the framework already in place. Very briefly, some structures 
require change, some practices become redundant, and some approaches lose 
their significance. Realizing this, UK’s move toward a more statute-based 
system was inevitable,42 but in becoming increasingly statute-based, it has not 
lost the British touch of light supervision.43

New York as an International Financial Center

From the great depression and consequent Glass-Steagall Act through 
numerous crises leading to the crisis 2008, the US regulators had adopted 
strategies of either strict regulation or de-regulation. Post-depression, after 
identifying the dual function of banks in carrying out both commercial and 
investment activities, Congress promulgated the Glass-Steagall Act of 1933, 
which separated commercial banking from investment banking to eradicate 
and minimize the possibility of conflict of interest.44 The purpose of this 
Act was, to restrict the use of bank depositor’s money for speculative invest-
ment ventures, and to re-direct the same flow toward what the lawmakers 
deemed were more productive functions such as industry, commerce and 
agriculture.45 However, it soon had a harsh reckoning that this separation of 
commercial banking and investment could not be sustained. More than 900 
banks were reported to have failed, following which, Congress through an 
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amendment to the 1933 Act remerged both commercial banking and invest-
ment banking streams and allowed banks to carry out the dual function.

This radical paradigm shift, that reversed the policy direction, potentially 
in a nosedive, led many commercial banks to merge with investment banks. 
Lehman Brothers acquired many commercial and investment banks.46 For 
instance, in 2003 and 2004, Lehman Brothers acquired, including BNC 
Mortgage and Aurora Loan Services, five mortgage lenders that specialized 
in Alt-A loans where loans are extended without full documentation. These 
acquisitions generated several enormous risks for the company which became 
detrimental during the financial crisis of 2008.47

Amendment in Glass-Steagall Act began an era of deregulation which led 
to the merger of commercial and investment banking. The story of the US 
financial trajectory is filled with such re-alignments which rendered previous 
policy initiatives redundant. Banks operated freely during this era until the 
financial crisis of 2008 hit the country. The housing bubble was blown by 
financial engineering devised by banks. Thus crisis 2008 which rattled the 
global financial system was an outcome of deregulation, which surfaced by 
the amendment of the Glass-Steagall Act.

Financial Crisis 2008

The financial crisis of 2008 was primarily a result of the bursting of the 
housing bubble, in which lenders went bankrupt filing for liquidations and 
investors lost a lot of money, creating panic in the US economy and push-
ing it into a recession.48 The seeds of the crisis can be traced back to the 
loose monetary policy, which encouraged people taking out loans to invest 
in housing.49 This created a housing boom, which was fueled by increased 
borrowing from banks, which were backed by mortgages. Investors felt hous-
ing to be a lucrative market and started buying these mortgages from banks. 
As the investor’s interest increased, these mortgages were consolidated into 
mortgage-backed securities and made accessible to a wide range of public. To 
increase the amount of these securities considering the keen interest shown 
by investors, the banks started to give out mortgage-backed loans to less 
credit-worthy customers, to increase the base and this created what is referred 
to as sub-prime mortgages.50 In all this time, credit rating agencies kept giv-
ing AAA ratings to these mortgage-backed securities without realizing that 
these securities were purely speculative. All this led to the development of 
the bubble, and property prices increased astronomically, only to reach their 
peak. Housing became very expensive over time, and unable to pay the huge 
returns on loans, people defaulted on their loans and this started the process 
of the bursting of the bubble. The houses prices started coming down after 
reaching their peak, and the lenders could not recover their money by selling 
off the mortgages and many went into liquidation.51 Fall in housing prices led 
to a sharp decline in the mortgage-backed securities, and investors who had 
put in large amounts of money lost considerable sums.52 To further exacerbate 
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the panic, the insurance agencies that had sold credit default swaps,53 which 
served as the fallback option in the event of defaults, found out that they did 
not have enough money to back these instruments and could not pay off their 
customers, which added to the strain on financial institutions.54 All this led to 
recession and panic in the economy.55 One of the major triggering episodes 
of this crisis was the fall of Lehman Brothers.

The Fall of Lehman Brothers

Lehman Brothers Holding Inc. was a US investment bank that dealt primar-
ily in mortgage-backed securities. These securities were essentially bonds, 
through which a company buys a bundle of home loans from the banks. 
These bonds were very risky because if the borrowers defaulted on the mort-
gages, the securities were bound to become worthless. The housing boom in 
the US during 2003–2004 resulted in an over-abundance of such securities, 
and the Lehman Brothers were one of the major participants.

By 2003, the Lehman Brothers started doling out such mortgage-backed 
loans themselves. These loans were made to borrowers without proper scru-
tiny. With the huge investment in mortgages and mortgage-backed securi-
ties, there came a time when Lehman’s debt to equity ratio was 31:1. This 
meant that any slowdown in the property market would further increase the 
debt-to-equity ratio.

In other words, the Lehman Brothers made huge investments in highly 
risky financial instruments (mortgage-backed securities) including the mort-
gages that were exposed to unguaranteed loans, and at the same time were 
operating on a very high leverage ratio. Thus, a slowdown in the housing 
market led to defaults on mortgages and created a credit crisis. Following 
this, the biggest competitor of Lehman Brothers, Bear Stearns failed and was 
bought out by JP Morgan chase in a deal backed by the Federal Reserve. This 
sent signals in the market that the Lehman Brothers was next, and its stocks 
started plummeting while its investors backed out. As soon as it came to the 
fore, that a potential rescue deal for the Lehman Brothers had fallen through, 
the company’s stocks plummeted drastically, and it had to file for bankruptcy. 
Federal Reserve decided to let Lehman Brothers fall instead of bailing it out.

There were several reasons why the Lehman Brothers did not receive a 
bailout. One of the most obvious was the massive amount of debt that was 
owed, which was around $619 billion. Another reason was that the Leman 
Brothers was not a retail bank and the government felt that the fallout on the 
ordinary public would not be too great. The major reason was that the US 
government had already intervened by rescuing Bear Stearns, Fannie Mae, 
and Freddie Mac; hence the Federal Reserve decided to prevent moral hazard 
by letting Lehman Brothers go down.

In 2008, Lehman Brothers filed for liquidation. The damage included lay-
offs of 26,000 employees, around 80 insolvency proceedings of its subsidi-
ary companies in eighteen different countries, and 66,000 claims on its real 
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estate.56 The collapse of Lehman Brothers is attributed to factors including 
the merger of commercial and investment banking services, investment in real 
state, questionable management practices, liquidity issues and high leverage 
ratio. Due to the amendment in the Glass-Steagall Act, banks were permit-
ted to carry out both commercial and investment banking. Lehman Brothers 
made huge investments in high-risk real estate and subprime mortgages, 
which when deteriorated threatened their survival. The practices of manage-
ment were questionable, and the entity made use of repos 105 transactions 
to hide the firm’s financial conditions.57 Although this was a violation of the 
Sarbanes-Oxley Act, but it went unreported. The company had assets, but 
they could not be liquidated immediately to meet the short-term obligation, 
which created a debt crisis.58 Finally, the company was running on a high lev-
erage ratio, and had indulged in excessive borrowing which shrank its equity.59 
This huge leverage ratio was difficult to sustain, and the global financial crisis 
triggered the downslide of prices and along with, increased interest rates and 
that dramatically harmed the financial standing of the entity. All these factors 
were responsible for the final demise of the entity, which had costly fallout.

The fall of Lehman Brothers shook the US economy, by crippling the 
entire financial system. The government introduced the Troubled Asset 
Relief Program intending to rescue the financial system by preventing the 
domino effect of the systemic failure, and the long-term response to the crisis 
came through the introduction of the Dodd-Frank Act of 2009.

The Troubled Asset Relief Program (‘TARP’)

At the beginning of the crisis in 2008, Federal Reserve adopted a policy to 
arrange bailout for the struggling financial institutions such as Fannie Mae, 
Freddie Mac and Bear Stern. Later, it let Lehman Brothers go bankrupt to 
avoid moral hazard. However, Lehman Brothers’ bankruptcy exposed the US 
economy to systemic failure. To protect the economy, Emergency Economic 
Stabilization Act 2008 (EESA 2008) was enacted to introduce the Troubled 
Asset Relief Program (TARP).

President George W. Bush signed the Emergency Economic Stabilization 
Act (EESA) 2008 that initiated thereunder Troubled Asset Relief Program 
(TARP) that today is also termed as the bailout legislation.60 EESA prescribed 
that TARP would purchase the ‘troubled assets’ from financial institutions.61 
It defined ‘troubled asset’ as residential or commercial mortgages and any 
securities, obligations or other instruments that are based on or related to 
such mortgages. Only if such instruments have originated or issued before or 
on the 14th of March 2008, they would qualify as ‘troubled assets’.62

EESA vested in the Treasury Secretary the authority to make a decision 
regarding the purchase, hold and sell off troubled assets so that the costs 
of TARP to the taxpayer could be minimized.63 The secretary also had to 
ensure that all financial institutions are eligible to participate in TARP.64 
Once troubled assets are acquired, the secretary is vested with the authority 
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to exercise any right received concerning the troubled asset; manage the 
troubled asset including its revenues and portfolio risks and sell the troubled 
assets or any portion of it.65 EESA granted treasury departments funds of up 
to $700 billion, as already discussed, to purchase, manage and sell troubled or 
toxic assets from financial institutions. The authority of TARP stood expired 
by October 2010.

The Dodd-Frank Act 2009

The Dodd-Frank Act 2010 was enacted to introduce financial stability 
through strict regulations for the financial industry. The Act considerably 
reshaped the financial regulatory framework of the US with the main focus 
on prevention of bailout, discouraging excessive risk-taking, increased dis-
closure and consumer protection. It aimed to protect the taxpayer by prevent-
ing bailouts, and consequently, discouraging the notion of ‘too-big-to-fail’. 
It served the purpose of protecting consumers from abusive financial services 
practices.66 It contained provisions relating to the mitigation of risk-taking by 
banks and non-banking financial firms and the liquidation procedure to be 
applied in future crisis.67 The act imposed stricter regulations on banks that 
have total assets of more than $50 billion. It justified this requirement on the 
basis that the collapse of a large financial institution would once again give 
rise to systemic risk.68 It granted several federal agencies additional regulatory 
powers and almost regulated every aspect of the financial services industry.69 
In terms of disclosure, the act directed Securities Exchange Commission 
(‘SEC’) to require public companies to disclose the ratio of pay between the 
median employee of the company and the Chief Executive Officer (‘CEO’) 
of the company or any other principal executive officer.70 This rule requires 
that the pay ratio, instead of being furnished, must be filed and shall be 
subjected to the certification of the CEO and CFO.71 However, it exempts 
smaller reporting companies, foreign private issuers and emerging growth 
companies from its application.72

The Act led to the establishment of the Consumer Financial Protection 
Bureau73 that is given the authority to formulate rules for consumer protec-
tion. This bureau is the primary supervisory and enforcement authority over 
consumer financial services companies and large depository institutions. It 
has achieved beneficial results in favor of consumers, as it is apparent from 
the fact that it successfully extracted billions in fines from big banks, for 
instance, in 2016, it extracted $100 million from Wells Fargo for opening 
sham accounts that the customers did not ask.74

The Act has been criticized for being overly strict. The Act has been sub-
jected to criticism for its limited banks’ ability to make profitable investments 
curtailing credit availability. Further, the act included a provision that pro-
hibits Federal Reserve to provide emergency loans to a single firm, instead, 
it should be made available to an entire category of institutions termed 
as, ‘broad-based eligibility’.75 This restriction on the authority of Federal 



16  IFCs and Islamic Finance

Reserve, regardless of its commendable goal, has been criticized to expect-
edly reduce financial stability and increase the moral hazard concern together 
with no positive impact on the economic growth.76 The broad-based eligi-
bility standard prohibits Federal Reserve to make emergency loans until the 
action can be justified for the entire class of institutions. Thus, the Federal 
Reserve will have to wait till the financial crisis gets worse or to ignore the 
spirit of the law, and lend emergency loans to a single firm

In response, Congress, in May 2018, passed Economic Growth, Regulatory 
Relief, and Consumer Protection Act (EGRRCPA), which has considera-
bly reduced restrictions imposed by Dodd-Frank Act. The enactment of the 
EGRRCPA is a move toward deregulation.

Economic Growth, Regulatory Relief, and Consumer  
Protection Act (EGRRCPA) 2018

The EGRRCPA is alarming for two major reasons. First, the Act 2018 has 
considerably reduced the Consumer Protection Bureau’s rule-making power, 
which results in weak protection for consumers. Second, the Act of 2018 has 
set the threshold of $250 billion for the applicability of stringent require-
ments for banks. Dodd Franks set a bar of $50 billion which was criticized 
for being extremely strict and detrimental for banks. The new threshold of 
$250 billion is too lower a regulatory bar which represents de-regulation.77

The US Regulatory Approach

The US regulators either adopted strict regulations such as Glass-Steagall Act 
and Dodd-Frank or reverted to de-regulation as advanced by amendments 
in the law. This tendency leads to either enormous progress or global crises. 
Additionally, three main features obstruct innovation in the US financial sys-
tem. The first is that the legal system is fragmented and there is a lack of har-
mony between the agencies responsible for financial regulation, the approach 
to regulation is rule-based as compared to principle-based, which leads to 
rigidity, and finally that the regime is based on punitive supervision, which 
receives increased impetus after every crisis. It is important to understand all 
these features individually to appreciate the reasons for the non-existence of 
niche areas of finance, i.e., Islamic finance.

Fragmented Legal System

The US (and by extension New York) legal system is divided between federal 
and state courts. This structure allowed regulatory arbitrage in the market. 
Regulatory arbitrage is a corporate practice of circumventing unfavorable 
regulatory conditions by using the loopholes present in the laws. In other 
words, financial institutions could play around regulations to operate profit-
ably without violating any regulations.
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Two main types of regulatory arbitrage exist in the US financial markets on 
account of the fragmented legal system. The first one was by way of restruc-
turing certain transactions in a way that gives favorable regulatory treatment 
to a business. An example of this was the Initial Public Offering of Blackstone 
in 2007, where it went public as a master limited partnership instead of a pub-
lic limited company, to benefit from higher liquidity that going public brings 
while at the same time avoiding the higher taxes imposed on public corpora-
tions. Similarly, Blackstone also carefully took benefit of the legal definition 
by avoiding itself to be classified as an ‘Investment Company’ through skillful 
evasion, to retain tax benefits, it enjoyed. The second form of regulatory arbi-
trage that was very common on account of separate state and federal laws was 
‘geographical relocation’ to states that had lax regulations and lower tax rates. 
Geographical relocation does not necessarily require a company to set up full 
operations in the state of registration, but only to set up an office as a means 
to getting lower taxes on profits that were shown to have accrued in that par-
ticular state. An example of such a state is Delaware, where businesses usually 
set up operations to benefit from favorable tax treatment, as Delaware has 
exemptions on State sales tax and State Corporate Income Tax. Such loopholes 
become very easy to exploit when the legal system is fragmented and there is 
a lack of certainty between the regulatory structures as to their jurisdictions.

Moreover, there was excessive overlaps in regulations of the finan-
cial institutions. For instance, the regulatory structure authorized Federal 
Reserve, Comptroller of the Currency (OCC), Federal Deposit Insurance 
Corporation’s (FDIC), and State Bank Supervisors to regulate various finan-
cial practices simultaneously such as the activities of depository and lending 
and consumer financial products.78 All these agencies were responsible to 
regulate market at the same time, which leads to increased complications.

Post-crisis 2008, the complexity in regulations is maintained and instead of 
consolidating the agencies to eliminate overlap in jurisdiction and fragmen-
tation, through Dodd-Frank, Congress found it convenient to absolve pre-
vious agencies and create new agencies.79 To address the concerns of lack of 
coordination among agencies, Dodd-Frank assigns multiple agencies to draft 
rules andregulations jointly.80 This has produced mixed results; this has led 
to increased friction among agencies and several congressionally mandated 
deadlines have been missed (Figures 1.1 and 1.2).81

Rules-Based Regulations – Impeding Financial Innovation

There are dominantly two approaches that the regulators adopt to govern the 
financial market: rule-based and principle-based. The rule-based approach 
necessitates the codification of detailed rules and regulations that define and 
encapsulate all financial market practices. This approach ensures certainty 
and predictability in the market.

The US relies primarily on a rules-based approach toward financial regu-
lations. The rules-based approach allowed certain Citigroup traders to violate 
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Figure 1.1  Fragmented Regulatory System of the United States

Source:  Michael R. Bloomberg and Charles E. Schumer, `Sustaining New York’s and the US’ 
Global Financial Services Leadership’ 2020 The United States Senate < http://www.nyc.gov/html/
om/pdf/ny_report_final.pdf>

Figure 1.2  United States’ regulatory framework after Dodd-Frank Act

Source:  Martin Neil Baily and others, `The Impact of the Dodd-Frank Act on Financial Stability 
and Economic Growth’ (2017) 3(1) The Russell Sage Foundation Journal of the Social Sciences,  
p 37 <https://www.jstor.org/stable/10.7758/rsf.2017.3.1.02> accessed 26 April 2021. Neiman and 
Olson (2014, 49–50).
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the spirit of the trading rules when it exploited the weakness incumbent in 
the Italian-based MTS electronic bond market.82 On 2nd of August 2004, 
Citigroup placed sell orders worth 11 billion Euro in a span of 2 minutes, 
through the automated system of MTS electronic bond market. This amount 
was equivalent to a full day’s trading volume at MTS. As soon as the sell 
orders were placed, the supply increased and the market gave the signal to the 
traders to cover their position and sell because it is the basic rule that when 
supply increases, the market goes downward. The panic that was created, 
and the signals sent out, led to a drastic reduction in prices and as soon as the 
prices fell, Citigroup re-entered the market and bought back the same orders 
at drastically lower rates, making exorbitant profits on the transaction.

Although this was not a violation of any rule, it was the unethical practice 
that led to huge losses for others, and seven of the Citigroup traders were 
indicted for market manipulation. As a precaution, the MTS system set a 
limit on the maximum amount of transactions one dealer could push through 
the market. The above example illustrates how the rule-based system is vul-
nerable to such activities which do not expressly violate any rule but desta-
bilize the market.

The rule-based regime has also led to a dramatic rise in costs of compliance 
that are reported to be ‘duplication of examinations, regulations and super-
visory actions’83 and also hinders innovation.

An example of this is the Sarbanes-Oxley Act of 2002, which sought to 
create a risk-averse atmosphere in the US, and as result, it stifles growth.84 
New York lost and significantly got abated the innovative edge that it had 
in creating and trading derivatives when during the 1990s, London, under 
the government of Blair, played a key innovative role in conceptualizing and 
executing complex financial structuring under the public–private partner-
ships (PPP) of private finance initiative. This innovation of London added to 
the financial versatility of the region, and at the same time, challenged the 
dominance of New York among IFCs.85

Punitive Supervision

The punitive nature of supervision is a distinctive feature of the US financial 
regulations. For instance, Martin Act empowers the New York Attorney 
General to bring criminal charges against the perpetrator of securities fraud 
without proving the existence of mens rea, i.e., intent to fraud are essential 
elements of a crime.86 This view has led the courts to hold that ‘a belief that a 
transaction was proper is not a defense’, as the Act is ‘directed at acts or prac-
tices, and not at any particular mental state on the part of the actor’.87 New 
York State has generated $6.61 billion in settlement fees from federal and 
state actions against domestic and foreign banks, and by extension, New York 
legal system is also considered as unpredictable. Similar attributes could be 
found in both the Sarbanes-Oxley Act 2002 and the Dodd-Frank Act 2010, 
as discussed in the earlier part of this chapter.
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The basic reason for which punitive measures are seen to be detrimental 
is the fact that the growth and success of a corporation lie in innovation and 
risk-taking. Punitive measures discourage risk-taking. Thus, the jurisdictions 
that have non-punitive regulations have a more vibrant financial market. The 
second reason is that punitive rules attempt to remove the corporate veil and 
create liability for employees. This personal liability for a company’s employ-
ees is a huge deterrent in its decision-making. Particularly, the Martin Act, 
which circumvents the ordinary procedure of pinpointing mens rea and thus 
creates strict liability, explains why corporations would readily avail other 
options if they are on the table.

The US system is fragmented and represents a lack of harmony and con-
solidation in the working of regulatory agencies, the system is rule-based and 
not principle-based, which results in rigidity and unwanted formalism, and 
lastly, the regime is guided by the ideology of punitive supervision, which 
represents a deep mistrust of the system and its stakeholders. It is not wrong 
to say that the Great Depression made ripples in the US economy, which 
never really stopped hitting its shores and defined the pattern for US bank 
regulations, which have persisted forever. The effects of the great depression 
were further accentuated by the domestic political currents of the time, aris-
ing from the progressive movement, which had, at the core of its ideology, 
a deep-seated suspicion and hostility toward big money-making institutions. 
The great depression became the catalyst for allowing this suspicion and mis-
trust to be put into a policy framework, bringing in a structure that has 
constrained the US regulatory responses within well-defined contours, i.e., 
deregulation and strict regulation. It is this contrast in approaches to super-
vision that explains why Britain has been the place of preference for finan-
cial stakeholders, and the US being vice versa. Although efforts, sometimes 
fruitful, have been made to break out of these confines imposed by the great 
depression, the successful political appeal of the old ideology had thwarted 
these efforts by and large.88

Singapore as an International Financial Center

Singapore’s separation from the Federation of Malaysia in 1965, and the 
introduction of the Asian Dollar Market (ADM), which served as a conduit 
between the US and the European Markets, placed it very favorably on a 
path to becoming an IFC. The keen interest was shown by the government 
to catapult financial growth and the efforts of both the rules-making and 
rules-implementing bodies in making it possible further harnessed its poten-
tial to become an IFC. The efforts of the law-making bodies were manifested 
through several acts such as the Banking Act and the Foreign Exchange Act 
1970. Meanwhile, the law implementing body, the birth child of MAS Act 
1971, the MAS served as both a financial regulator and the central bank 
and made immense contributions to the growth of the financial market in 
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Singapore. The MAS effectively catered, with utmost tenacity and adapt-
ability, to both the banking sector of the economy and the securities market. 
Another body, which had a great role to play in resolving of disputes that arose, 
was the Singapore International Commercial Court (SICC), which went out 
of the way toward accommodating all domestic and foreign stakeholders. 
An important testament to the stewardship of Singapore’s government of its 
economy was its damage control after the watershed global financial crisis, 
which sent ripples that hit shores around the world. Singapore’s efforts to 
bring its economy out of the ravages of this crisis through its stimulus pack-
age and its effective engagement with the growing Islamic finance industry 
provide a model for other similar jurisdictions.

The Initial Stimulus

The government of Singapore has actively participated in guiding it to 
become an international financial center. The government shaped the trajec-
tory of Singapore from starting as a cheap consumer goods manufacturer to 
a stronghold provider of financial services.89 It lent its political will to invite 
foreign investments through creating an open and friendly environment.90

After separating from the Federation of Malaysia in 1965, Singapore laid 
down the foundation of the ADM that served as a conduit between the US 
and the European market.91 The market held the time-zone advantage; it 
filled the gap between the close of US market and the reopening of European 
Market. The state, to exploit the opportunity, introduced fiscal incentives to 
attract investment in the market.

For instance, to incentivize foreign banks and financial institutions, in 
1968, the government removed the 10% withholding tax levied on non-
resident foreign currency deposits.92 The government of Singapore also 
enacted the Banking Act and the Foreign Exchange Act 1970 to encourage 
foreign financial institutions to operate and invest in Singapore.93

The government consolidated the local banks of the country to increase 
their competitiveness. This includes the consolidation of the Development 
Bank of Singapore (DBS), United Overseas Bank (UOB), and Overseas 
Chinese Banking Corporation (OCBC) as the three major local banks of 
Singapore.94

The Contributions of the Monetary 
Authority of Singapore (MAS)

In 1971 MAS Act was enacted and set up the MAS. The MAS served as the 
financial regulator and the central bank. It was also made responsible for the 
regulation and promotion of the financial services sector.

It administers the Banking Act 1970, Exchange Control Act 1953, and 
Finance Companies Act 1967, and grants licenses to the financial institutions. 
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In the 1997 strategic review, the MAS shifted its approach from the one-
size-fits-all, i.e., rules-based approach, to a rather flexible risk-focused 
supervision.95

The examination of the risk profile of banks for the grant of a license, rather 
than focusing on specific regulations, provided a higher level of flexibility to 
these financial institutions. This allowed the MAS to strictly regulate the 
financial institutions that hold weaker risk profiles and leave a greater busi-
ness latitude toward those whose risks are well-managed. The risk-focused 
approach, termed as smart regulation, comprised a mix of regulatory stand-
ards wherein its implementation was varied and resulted in flexibility based 
on the risk profiles of the institutions. Furthermore, the MAS adopted an 
inclusive approach in developing strategies to promote Singapore’s role as an 
international financial center. In doing so, it developed strategies in collabo-
ration with the private sector.96

MAS and the Banking Sector

Till 1970, Singapore had the category of fully licensed banks, but a year later, 
MAS introduced two more categories, i.e., restricted license and offshore 
license banks.97 This step allowed the operations of international banks and 
money brokers in Singapore’s financial market.

A full license bank is authorized to perform all bank activities. It means 
that given they have an Asian Currency Unit license, they may accept depos-
its and may grant loans in foreign currencies.98

The banks falling under the category of restricted license banks with 
some restrictions can perform all types of banking activities. The restrictions 
involve a minimum capital requirement of S$250,000 to accept any deposit 
and limit to operate saving accounts.99

The third category of Offshore license banks are not allowed to accept 
Singapore dollar deposits from other banks unless they are made through 
other banks or approved financial institutions.100

In 1999, Singapore introduced several reforms to its banking laws, which 
included wide-ranging changes in the operation of financial and commercial 
banks in Singapore, including full license banks, restricted license banks, and 
offshore banks. Singapore realized that the limitations setup on the restricted 
license banks were for acceptance of any deposits, and they had to meet 
a burgeoning minimum capital requirement, which hindered them from 
approaching the average customer and accepting deposits from them. So, in 
response to these concerns, the government announced to award five more 
restricted licenses.101 In these reforms, MAS also delineated the criteria to 
obtain new licenses or privileges. The criteria included the past three years’ 
credit and legal support rating, the compliance record with financial regula-
tions, and setting up of internal control mechanism.102

Furthermore, previously there existed a 40% limit on the foreign owner-
ship of a bank.103 The bank reforms of 1999 eliminated any such limit and 
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allowed the local banks to form strategic alliances together with the foreign 
banks or else, pay for overseas acquisitions in exchange of shares. Even in 
these circumstances, Singapore prioritized its national interest and stipulated 
that Singapore citizens or permanent residents must form the majority of the 
Board of Directors of local banks.104

MAS, to ensure that the banks confirm the overall national interest of 
Singapore, setup the requirement that banks must appoint a nominating 
committee to confirm if the banks operate in a manner consistent with the 
national interest. The appointment of the nominating committee was subject 
to the approval of MAS.105 This policy allowed the government of Singapore 
to put focus on the local banks so that the country’s long-term interests are 
preserved.106

MAS and the Securities Market

In 1973, the Stock Exchange of Singapore was established to create a deep 
and liquid capital market.107 MAS has a substantial role to play when it comes 
to regulating and administrating Singapore Exchange (SGX). It holds the 
power to issue directions to and frame regulations for the SGX. It also holds 
the authority to call companies’ statutory annual reports and is obliged to 
grant licenses to the market participants. In case any company violates the 
Securities and Futures Act, MAS can also charge such listed companies with 
civil penalties and may also settle the matter out of court.108

If the company is generating profits or avoiding loss through violating 
the statute, MAS may award a civil penalty of an amount three times of 
the profit generated or the loss avoided along with a minimum penalty of 
S$50,000 (individuals) and S$100,000 (corporations).109 Thus MAS serves the 
dual function of the rule-making authority and the civil prosecutor, to whom 
all the market participants are answerable.

MAS established the Financial Promotion Department that focused on 
promoting the financial activities in Singapore.110 Moreover, in the budget 
of 1992, there was a further reduction in the corporate tax, and a double tax 
deduction was introduced against the expenses incurred by the banks.111

The Singapore International Commercial Court (SICC)

Singapore laid the foundation of the SICC on 5th January 2015 and became a 
dispute resolution hub. The SICC is a division of the Singapore High Court 
that deals with commercial disputes. SICC’s jurisdiction arises when

1	 Parties have pre-determined SICC as a choice of forum in the initial 
agreement, or

2	 Parties chose SICC as a choice of the forum at a later stage through 
mutual agreement, or

3	 The High Court of Singapore transfers the matter to SICC.112
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Constitution of Republic of Singapore 1965 was amended to allow the 
president to appoint international judges to the SICC.113 The Supreme Court 
of Judicature Act 1969 was amended to make the SICC a division of the 
High Court of Singapore, and amendments were also introduced to the Legal 
Profession Act 1966 to authorize the participation of foreign lawyers in the 
proceedings before SICC.114

Thus, foreign councils, who are registered with the SICC, may appear on 
behalf of the parties and can participate in the proceedings.115 By 2021, there 
are 87 foreign councils (from the US, the UK, Hong Kong, Malaysia, and 
India) are registered with the SICC.116

Furthermore, the SICC’s decisions are enforceable in entire Singapore. To 
setup enforcement of SICC judgments internationally, Singapore has entered 
into reciprocal enforcement conventions, treaties, and agreements with 44 
countries.117 If the judgment involves the payment of sums of money, the pay-
ment can be collected by way of an action for debt/recovery suit following 
the normal procedure adopted for same, in common law jurisdictions.

To ensure fair and transparent procedure, the proceedings before SICC are 
held in open court, and the decisions are published118; however, parties to a 
dispute can also request the court to hold proceedings before a camera and 
seal the documents. Through an agreement, the parties may further request 
the court to follow and apply the evidential rules of another jurisdiction.119 
The decisions can be appealed before the Court of Appeal of Singapore. 
Furthermore, the judges (appointed from various international jurisdictions 
such as the US, UK, France, and Australia) are experts and well-versed in 
the field of commerce and finance.120 This allows the judges to swiftly handle 
international-cum-commercial matters involving different legal traditions 
and complex issues of law.

The attributes specified above as evident from SICC’s first decision in the 
case of BCBC v. PT Bayan Resources.121 The parties in this dispute sought from 
SICC the relief of damages for the alleged breach of contracts, guarantee, 
misrepresentation, negligence, and inducement to enter the joint venture. 
The parties consisted of companies from Australia and Indonesia, together 
with associated companies in Singapore. On account of the international 
nature of the dispute, the High court transferred it to the SICC.122

The matter involved a joint venture project that concerned the production 
and the sale of upgraded sub-bituminous coal. Under the rules applicable, the 
parties were required to disclose all the documents relevant to the suit that 
are in their possession, including the documents which can adversely impact 
the party’s case. Before the SICC, however, these rules were modified to 
require the disclosure of documents which either the parties were intending 
to rely on, or which the parties had requested to be disclosed.123

In this matter, the allegations of fraud were in place, the High Court 
of Singapore, before it transferred the case to SICC, on the request of the 
defendant, ruled in favor of applying the general regime of discovery. The 
court also conducted the proceedings of the requested matter before a camera 
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and thereon, based on the request, sealed certain documents relating to the 
financial reports and technical drawings, and witnesses.124

Crisis 2008

As a result of the 2008 crisis, Singapore became the first country in the East 
Asian region to fall into recession. Singapore primarily relied on the export 
of manufactured products, and the financial crisis invited a decline in exports 
because Singapore’s partners abroad were ailing.125

The crisis also impacted Singapore at the front of labor productivity. To 
attend to the matter, wage cuts and retrenchments became the solutions.126 As 
an aftermath of it, the country faced a sharp decline in consumption because 
of the ongoing wage cuts and retrenchments. MAS moved to ease its mon-
etary policy, which led to the devaluation of the Singaporean dollar, which 
made its exports cheaper and thus more competitive in the international mar-
ket, preventing the export rate from falling. Moreover, Singapore also faced 
an increase in inflation of nearly 6.5% by 2008.127

The global financial crisis in the west opened the state-owned holdings 
of the countries like Singapore to a threat. The wealth these state-owned 
holdings accumulated allowed them to make risky investments, even where 
the investment by the respective government is perceived as strategically 
sensitive.128

Temasek Investment

Temasek Investment, the holding chaired by Ho Ching who was the wife 
of the then-acting Prime Minister Lee Hsien loon, controlled Asia’s most 
prominent firms129 and has a reported record profit of more than 18 billion 
Singapore Dollars, which is approximately USD 12 billion. Citigroup Global 
Market has also ranked Temasek Investment as the leading and the largest 
wealth fund in the world.130

The holding purchased stakes in the leading financial institutions in the 
US and Western Europe, specifically, a billion-dollar stake in the US bank 
Merrill Lynch. It continued to build up stakes in the Merrill Lynch, Barclays, 
and Standard Chartered. Disregarding the earlier signs of problems in the 
global banking sector in the first half of 2008, it continued to expand its 
financial service industry portfolio to a huge 40% in total.

Temasek Investment suffered significant losses of up to $2 billion when 
these global financial institutions were hit by the crisis.131 The holding bought 
the stakes for an average of $23 a share, which, after the crisis, dropped to less 
than $12 a share.132 Temasek purchased the stakes in Merrill Lynch worth the 
cost of $5 billion, which, after the crisis, dropped to $2.7 billion resulting in 
a loss of nearly 45% investment.133 When Merrill Lynch was taken over by the 
Bank of America in 2009, the holding further sold its 3.8% stake and further 
lost $1.3 billion.134
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Government of Singapore Investment Corporation (GIC)

The second sovereign wealth fund of Singapore, the Government of Singapore 
Investment Corporation (GIC), which was managed by the former Prime 
Minister Lee Kuan Yew, also suffered significant losses during the global cri-
sis 2008. It was estimated that the GIC’s foreign reserves accounted for SGD 
550 billion and if it suffered the approximate losses to that of Temasek’s, it 
had lost around SGD 170 billion.135 The MAS also admitted that the financial 
crisis and global recession severely hit its assets, culminating the total losses of 
more than SGD 9.2 billion or 3.5% of the bank’s average assets.136

The Stimulus Package

The MAS and the Ministry of Finance (MOF) announced that the gov-
ernment will setup SGD 150 billion to provide a guarantee to all the bank 
deposits in the city-state till the end of 2010.137

It announced a bail-out package of amount SGD 20.5 billion, which was 
8% of the city-state GDP.138 This was the largest package ever announced by 
the government in the Asia Pacific region. The bail-out package aimed at 
preserving jobs and stimulating the financial sector. The package included 
reduction of corporate income tax from 18% to 17% (costed SGD 400 to 
500 million); SGD 5.1 billion to help companies retain their employees; SGD 
2.6 billion to support low-income households; SGD 2.6 billion to enhance 
cash flow and competitiveness of businesses; SGD 5.8 billion to help free up 
lending; and limited to one-year 20% rebatement of income tax.139 Since the 
crisis primarily hit the financial institutions, which employed mainly grad-
uates and diploma holders, they formed the majority who lost their jobs, the 
government announced a subsidy to the recession-hit banks and financial 
institutions that employed the new graduates.140

Engagement with the Islamic Finance Industry

Minister of Trade and Industry, Mr. Lim Hung Kiang said that our aim is not 
to establish ourselves as an Islamic financial center, but we want the industry 
to be an extension of our financial service center.141 By 2013, Singapore was 
home to various financial institutions and banks offering Islamic financial 
services, including the Islamic Bank of Asia, OCBC, Standard Chartered, 
CIMB, Maybank, Tokio Marine Re Takaful, Daiwa Asset Management, 
Arcapita Bank, and Emirates NBD. Middle Eastern banks in Singapore have 
also started opening Islamic banking windows for their corporate clients. 
Additionally, the city-state offers favorable prospects in terms of ease of doing 
business and enjoys strong strategic connections to the world’s economic 
giants such as Hong Kong and London.142

The MAS is to be credited for ensuring a level playing field for Islamic 
finance. Shariah-compliant banking services were available in Singapore 
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since 1995, in the form of window facilities, and takaful products.143 In 2003, 
the MAS joined the Islamic Financial Services Board (IFSB) as an observer 
member and became a full member by 2005.144

Singapore has by being a member of the IFSB adopted several recommen-
dations of the IFSB, which included its recommendations on capital adequacy 
standards for Islamic banking and financial products as set out in its guide-
lines, IFSB-2.145

The first major obstacle or hindrance in the effective operations of the 
Islamic finance industry and its competitiveness with its conventional coun-
terpart was excess taxation, which was concomitant to the structured financ-
ing arrangement on which most Islamic products and transactions depended. 
The Singapore government realized that the Islamic finance industry was at a 
disadvantage in terms of taxation. This is because most Islamic products and 
transactions are backed by procedures that either includes buying and selling 
of underhand assets; thus the taxation policy automatically added cost to each 
transaction. The taxation policy therefore was aligned to the needs of the indus-
try, by providing concessions that effectively brought the taxes paid on these 
transactions to the same level as that of conventional banking transactions.146

MOF announced several changes in the 2005 and 2006 budgets. In 
2005, Singapore waived the imposition of double stamp duties on Islamic 
finance transactions. Similarly, a 5% concessionary rate was introduced for 
income derived from Shariah-compliant funds, lending, insurance, and re-
insurance.147 The FTSE SGX Asia 100 Shariah Index was launched in 2006 
at the Singapore stock exchange (SSX) comprising 100 Shariah-compliant 
Asia-Pacific stocks.148 MAS also granted approval to banks to engage in 
non-financial activities, such as commodity trading, to facilitate murabaha 
transactions.149

Further efforts to encourage and perpetuate Islamic finance came when 
the DBS Bank launched the first Islamic bank in 2007, the Islamic Bank of 
Asia, after receiving official approval from MAS for a full bank license.150

In 2009 first sukuk was issued, jointly arranged by the Standard Chartered 
Bank and the Islamic Bank of Asia.151 It was a landmark facility that allowed 
Islamic financial institutions (IFIs) the highest credit quality investment 
option, which was considered safe and risk-free, and the IF could tap the 
liquidity of MAS whenever required.

At the same time, an added benefit with these sukuk was that because 
they were of the highest credit quality; these sukuk certificates also counted 
toward the calculation of liquidity and capital position of the institutions, 
which were required to maintain a particular threshold of liquidity, and cap-
ital deposits.152

Singapore also hosted the 6th IFSB Summit in May 2009, which was 
attended by more than 300 delegates from Asia and the Middle East.153 
Singapore Management University established an International Islamic 
finance and law center, while HSBC Insurance launched a takaful training 
program catering to Singapore’s Islamic religious teachers.154
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Singapore’s Minister for Trade and Industry said concerning Islamic 
finance, ‘We don’t set out with [a] clear target that we want to establish our-
selves as [an] Islamic financial center or ask ourselves what we can do. We 
see this as an extension of our development as a financial services center’.155

Singapore’s approach toward Islamic finance was one of adapting its exist-
ing conventional banking regulations to facilitate Islamic banking and prom-
ulgating new regulations where necessary. It has taken a piecemeal approach 
toward Islamic finance, which comprises adding and amending legislation 
and introducing subsidiary legislation wherever necessary, to enable Islamic 
finance to operate side-by-side with conventional banking. These regulations 
are, however, couched in secular language and betray no religious underpin-
ning. Thus, the main legislation governing Islamic finance in Singapore is 
the Banking Act 1970 and the Securities and Futures Act 2001. No legisla-
tion specifically caters to Islamic banking.156

The Banking Act, through Sections 30 (1) (d) and Section 78 (1), has 
granted MAS the authority to amend its rules and regulations to make timely 
adaptations to changing market currents. This authority allowed MAS to 
introduce regulations facilitating Islamic banking and finance. An illus-
tration of this flexibility was the permission given to banks to engage in 
non-financial activities, i.e., trading, to facilitate Islamic banking products 
like murabaha.157

In cases where such products or transactions can fit within the existing 
framework, parties are allowed to apply that framework. For example, a 
musharaka transaction can easily be carried out under Singapore’s Business 
Registration Act or can also be managed under the Business Trusts Act, 
Limited Liability Partnership Act, and Limited Partnership Act, and thus is 
allowed to be registered under these.158

Regarding the advisory mechanism, consumers are expected to rely on the 
guidance provided by the in-house Shariah advisory bodies of the financial 
institutions. The conventional banks have to obtain Shariah rulings from 
individual Shariah advisors to give backing and legitimacy to their Islamic 
banking and finance products. Therefore, in Singapore, the issue of whether 
a financial product offered is compliant with Shariah standards is left to the 
discernment of consumers and the reputation of the financial institution’s 
Shariah advisory board.159

Finally, Singapore has Shariat courts that were established under the 
Muslims Ordinance of 1957. A year after Singapore’s independence from 
Malaysia in 1965, the Muslims Ordinance was replaced in 1966 with the 
Administration of Muslim Law Act (AMLA)160 in response to proposals made 
by the Muslims gentry.161 However, the AMLA restricts the powers of the 
Shariat courts to matters about marriage, divorce, the disposition of property 
upon divorce and inheritance.162

AMLA provides for court presidents to be appointed,163 it does not men-
tion any specific qualification for this appointment, because of which the 
eligibility criteria for becoming judges/president of the Shariat courts are also 
shrouded in secrecy.164
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There is no effort to develop the jurisprudence of these amateur courts in 
areas such as Islamic finance, and this is highlighted by the fact that there is 
not even a proper selection criterion of judges to these courts; nor are these 
judges provided any training. All this reflects that although Singapore wants 
Islamic finance to flourish, it wants this to happen in a strictly secular manner.

In summary, it can be said that Singapore has managed to create a highly 
organized and technical regulatory regime that the secular courts can easily 
interpret when disputes arise, and which does not require the assistance of 
any over-arching Shariah advisory body. Thereby, they have managed to 
introduce Islamic banking and finance and create an effective structure for 
it to operate in the country, without specifically referring to Shariah in its 
regulatory framework.

The chronological timeline of Singapore’s rise as an international financial  
center presented in this chapter manifests the eager economic reforms that 
made Singapore a favorable and preferred destination for investors and other 
stakeholders. The efforts of the MAS provided the required direction to the 
banking sector and the securities market. On the banking side, the introduc-
tion of new categories of banking institutions, such as restricted license banks 
and offshore license banks, provided an astronomical boost to the banking 
industry and opened space for new actors. Similarly, on the securities side, 
the creation of the SGX and its management by MAS to ensure strict regu-
lations and compliance with the Securities and Futures Act allowed for sus-
tainable growth and increased investments in the securities market. The role 
of SICC in terms of dispute resolution was also pivotal as it provided for the 
much-needed adaptability and inclusivity that an IFC needs, by providing 
for foreign councils and foreign judges to be a part of the court. The fair and 
transparent procedure adopted by these courts, and the enforcement mech-
anism provided for effective resolution of disputes in an expeditious and just 
manner, bolstered the confidence of all stakeholders. The global financial 
crisis of 2008, leading to a loss of billions of dollars, especially in the state-
owned companies such as the Temasek Investment and the GIC, proved to 
be a litmus test for the Singaporean economy. However, Singapore displayed 
its capacity to deal with unprecedented situations by the introduction of the 
stimulus package that proved crucial in bringing the economy back on track. 
The flexible interaction with the relatively nascent Islamic finance industry 
in the aftermath of this crisis displayed Singapore’s ability to adapt to difficult 
situations while making its way toward becoming an international financial 
center.

Hong Kong as an International Financial Center

The journey of Hong Kong toward becoming an international financial 
center was mired with booms and busts but the government displayed com-
mendable stewardship. The pivotal stock market crash of 1973 unveiled the 
vulnerabilities of the financial regime, but it became a catalyst for renewed 
regulations, in the form of the protection of the Investor’s Ordinance, and 
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the Securities Ordinance in 1974. The effectiveness of these regulations was 
once again called into question with the Stock Market Crash of 1987, also 
referred to as the Black Monday. However, the government took it as a 
stimulus for new reforms, and a new securities committee was established to 
propose reforms. This culminated in the introduction of the Securities and 
Futures Commission Ordinance, which marked the beginning of a single 
strong regulator, the Securities and Futures Commission. The SFC, through 
a series of inquiries and investigation, made its best efforts to tighten the 
noose around the culpable elements in the regulatory structure responsible 
for creating instability in the market, and was quite successful in this ven-
ture. However, its efforts fell short of preventing the stultifying impact of 
the global financial crisis of 2008, but Hong Kong did its best to recover. 
Further reforms were initiated, which included the formation of a Taskforce 
on Economic Challenges (TFEC) to identify proposals to deal with long-
term issues, and the regulatory regime was strengthened through the crisis 
response strategy.

Stock Market Crash 1973

From the 1950s onward, Stock Markets started to gain momentum and made 
their way to the radar. The Hong Kong central bank took the immediate 
step, of increasing its overdraft rates,165 to prevent borrowers from taking 
loans to invest in the stock market. This had a short-term effect, but the mar-
ket kept escalating. Stock turnover reached its highest levels, and share prices 
doubled between 1959 and 1961.166 However the boom was halted in June 
1961 due to restrictions on borrowing placed to halt speculation.

The market got fresh momentum after a political rift was successfully dealt 
with. This renewed stability attracted a flood of new issues and right issues,167 
causing the market to climb and the nominal value of turnover tripled from 
HK $305 million in 1967 to HK $944 million in 1968.168 This new interest 
in the stock market led to the opening up of new exchanges. These exchanges 
exposed the stock market, to a whole new range of companies both large and 
small (even when many did not even meet the listing requirements) and also 
to a wide range of new investors with fresh interest in the rising stocks, both 
large and small.169 All this resulted in a boom, which was exacerbated by huge 
lending by the banks. There came a time when the bank lending to the stock 
market grew from 0.5% to 4%. By 1973, it was clear that the competition 
among exchanges further lowered the standards leading to instability in the 
stock market.170 The banks also had started to become nervous by 1973 for 
the huge debt financing ratio and started calling in the loans they had doled 
out along with increasing the interest rates to reduce further borrowing for 
speculative purposes.171

At the same time, there were developments in the international market that 
made investors lose confidence in stock markets. The Bretton woods systems 
had collapsed after Nixon introduced drastic measures one of which was to 
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disallow the conversion of dollar to gold. These measures were referred to 
as the ‘Nixon Shock’, and there was the subsequent devaluation of the dol-
lar under the Smithsonian Agreement.172 This complicated situation coupled 
with the oil crisis that occurred due to Arab countries placing an embargo on 
the export of oil to certain countries had an impact on the market in Hong 
Kong.173

During international monetary crisis, the stock exchanges restricted their 
trading activities, banks increased interest rates further dampening the mar-
ket, and the last straw came with the discovery of several forged and fraudu-
lent shares floating in the market, sending chills down the market.174 In other 
words, the combination of tighter money, end of the property prices boom 
that had been a catalyst for rising stock prices, government warnings and 
measures, and discovery of fraudulent shares coupled with the international 
monetary crisis gave way to a stock crash, which brought the Hang Seng 
Index down from 1800 points to 300 points.

Beginning of Regulations

It started with the enactment of two key statutes, i.e., The Protection of 
Investors Ordinance, and more importantly, the Securities Ordinance, both 
of which came into effect on 1st March 1974.

The two statutes aimed to ensure investor protection and disclosure 
requirements, to prevent fraud, market manipulation, and discourage the 
establishment of new stock exchanges.

Investor protection was ensured by requiring financial service providers 
to avoid fraudulently and negligently inducing people to make investments. 
Civil as well as criminal liability under contract and tort law was created, 
which made such practices an offense punishable with a fine of 1 million HK 
dollars and seven years of imprisonment.175 This remedy was independent of 
the criminal remedy, which included personal liability for directors where 
the crime had been committed by a corporation.176 To ensure transparency, it 
was made mandatory for stock exchange dealers to make complete disclosure 
to their customers for example, while making recommendations of invest-
ment, in particular securities, the dealer should disclose if he has any interest 
in the transaction.177

Part 2 of the Securities ordinance brought the stock exchanges under 
strict scrutiny intending to discourage the setting up of new exchanges.178 
Approved exchanges were required to maintain daily records of all dealing 
in the stock market, and to make such records publicly available.179 Approvals 
were revoked or suspended for misconduct, and failure to comply with the 
requirements laid down in the Ordinance.180 Furthermore, all alterations to 
approved stock exchanges’ constitutions were subject to prior approval of the 
regulatory authority.181

The bulk of the provisions on manipulation and frauds dealt with the pre-
vention of improper trade practices.182 Market manipulation included the 
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creation of a false market (whereby the market price of a security was raised, 
depressed, or pegged employing collusive schemes), tampered and fake trad-
ing, and fictitious transactions.183 Civil and criminal penalties were intro-
duced to ensure compliance. In the case of the involvement of corporations, 
personal liability was created toward directors.184

Black Monday and SFC

The Stock Market Crash of 1987 was also referred to as the Black Monday. 
This crash caused a 50% decline in the Hang Seng Index.185 Meanwhile, the 
Chairman of SEHK186 and also the chairman and convener of the Listing Sub-
committees, Ronald Li Fook Shiu was found guilty of accepting allotment of 
500,000 shares in a Cathay Pacific Airways Limited, as a bribe for favorable 
listing decisions. He was convicted for violation of the Prevention of Bribery 
Ordinance.187 This conviction was one of the reasons that the need for a strong 
regulatory authority was realized to scrutinize regulators’ conduct.

Stocks had become overvalued, and it was inevitable for the market to 
correct itself. The crash turned out to be severe and sudden due to two fac-
tors: Computerized Trading, which accelerated the speculative activities, and 
the introduction of Port Folio Insurance, which was a recent phenomenon. 
The basic strategy of this Portfolio insurance was based on the premise that 
investors automatically would increase taking short positions in the futures 
market as the stock market declined. So when the stock markets declined on 
account of speculation, investors took short positions on the futures market, 
which added pressure on the stock market leading to a vicious cycle that took 
the market into a slump. Other subsidiary factors including trade deficits, 
inflation, and concerns about oil prices also contributed to the crash.188

Responding to Black Monday, a new securities committee was appointed in 
1987. The securities review committee submitted its report, which is known 
as the ‘Davison report’ in which it recommended major reforms including 
the establishment of a single independent statutory body to regulate and 
supervise the securities and futures industry.189 As a result of this report, the 
Securities and Futures Commissions ordinance was passed in 1989, which 
marked the beginning of a single strong regulator, the Securities and Futures 
Commission.190

SFC Actions against Companies and 
Directors for Market Misconduct

Hong Kong courts have also been supportive of the actions initiated by 
the SFC.191 An example of this is one case in which the SFC had sought 
an injunction from the Court of First Instance (CFI) against a hedge fund 
named Tiger Asia, to block use of what it alleged were proceeds from insider 
dealing. On a literal interpretation of the Securities and Futures Ordinance, 
the CFI denied its jurisdiction to hear the case and directed SFC to the 
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Market Misconduct Tribunal (MMT).192 This could have potentially stymied 
the pace of enforcement activities pursued by SFC, one reason being that 
the MMT is not formally a court in the Hong Kong judiciary. However, on 
appeal, the court of appeal193 and the court of final appeal194 both rejected the 
restrictive interpretation by CFI and held that SFC could take direct recourse 
to CFI. This removed a potential roadblock that could have slowed down the 
activities of SFC.

The range, scope, and reach of SFC cases have expanded rapidly over time. 
For example, in 2008, the SFC exercised a rather dormant power enshrined 
under Section 385 of the SFO, to intervene in a scheme of arrangement 
through which PCCW Limited (a company dominated by Richard Li, son 
of Hong Kong’s wealthiest man, Li Ka Shing) sought to squeeze its public 
shareholders at a historically low price and delist voluntarily from SEHK. 
This scheme was approved by the CFI, but the Court of Appeals rendered it 
invalid, giving a judgment in favor of SFC.195

The SFC has taken its work quite seriously. In 2009, a former investment 
banker of BNP was found guilty of insider trading and was expected to 
become the first jailbird in Hong Kong for insider trading. Between 2008 and 
2009, the SFC initiated ten prosecutions for insider trading, resulting in ten 
guilty verdicts, dozens of convictions, and five jail sentences.196 This depicts 
the gradual development of a very stringent and punitive regulatory regime 
in Hong Kong, which is a continuance of radical steps taken in response to 
market crashes.

Global Financial Crisis of 2008

The global financial crisis that shook the world with a severe economic shock 
had its impact recorded in Hong Kong. The filing of bankruptcy by the 
Lehman Brothers on 15th of September 2008, which was the climax of this 
crisis, had severe implications for the financial markets in Hong Kong so 
much so that the common public came out on streets to vent their frustration, 
leading to popular disquiet in the country. Lehman Brothers’ liquidation 
impacted around 34,000 retail investors who had bought ‘Mini Bonds’ issued 
by the Lehman Brothers. These Mini bonds could not be directly liqui-
dated but tied to a Lehman entity. The liquidation of the Lehman Brothers 
meant that most of the money invested in Mini-bonds, amounting to around  
21 billion HK$, were lost.

There were complex contractual provisions involved in the issuance of 
the Mini bonds, and these were triggered by the bankruptcy of Lehman 
Brothers, leading to an unwinding of the underlying financial structure, and 
consequently, the investors received only a fraction of their investments.197

This fiasco brought to fore serious discrepancies in the regulation of the 
financial markets, especially bond markets; investigations revealed several 
banks being involved in dubious activities to make a profit from the distribu-
tion of these bonds while keeping investors in dark about the true nature of 
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the Mini bonds.198 There was public outrage, people came to the streets, and 
there was a widespread realization of the need for further strict regularization.

Regulatory Response

SFC and HKMA produced reports regarding the incidents, especially the 
bankruptcy filed by the Lehman Brothers, leading to proposals for reforms.199 
These proposals called for strict reform and regulations, in five main areas 
including:

1	 The regulatory regime
2	 Conduct of business
3	 Information and disclosure
4	 Risk assessment in the context of both customer suitability and product
5	 Dispute resolution and compensation.200

In addition, they also discussed a stringent accountability framework. Simi
larly, a task force was established in the aftermath of the crisis 2008; the task 
force is known as Task Force on Economic Challenges (TFECs) to identify 
proposals to deal with long-term issues.201

The stock market crash was a decisive event in the recent history of Hong 
Kong in terms of the regulatory reforms. This crash was a mix of both inter-
nal inflationary pressures leading up to instability and uncertainty within the 
market and external factors such as the collapse of the Bretton Woods system 
and the Oil crisis. The renewed regulations in the form of the Protection 
of Investor’s Ordinance and the Securities Ordinance were aimed primar-
ily toward protecting investors from fraudulent and negligent activities by 
bringing the stock exchanges under tightened scrutiny. However, these reg-
ulations fall short of preventing another crash within one and a half-decade, 
which brought the Hang Seng Index down by 50%. This crash again was a 
result of an artificial increase in stock prices, which was not sustainable in the 
long term being based on speculative market tendencies. This crash led to a 
new thrust of regulations, the most prominent of which was the Securities 
and Futures Commissions Ordinance 1989, which designated the task of 
regulation to an independent single regulator, the Securities and Futures 
Commission. The commission pursued the perverse elements responsible 
for the market crashes, with great vigor and enthusiasm and through an 
interventionist approach, of which we see a glimpse in the SFC’s interven-
tion resulting in invalidation of the inequitable scheme of arrangement that 
PCCW Limited was using to squeeze its public shareholders. However, there 
was yet another crisis looming large, which was primarily a result of external 
pressures but it made a great impact on the Hong Kong financial market due 
to the heavy presence of the Lehman Brothers in Hong Kong, which went 
bankrupt in the crash and people in Hong Kong lost huge investments. This 
was the global financial crisis of 2008, and it led to renewed calls for stricter 
and tighter regulations it is in this backdrop that the TEFCs was formed 
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to present sustainable and long-term proposals to deal with these recurring 
crises. In all this, one can identify the pattern of damage control that has 
been adopted by the Hong Kong government and how after every crisis, the 
economy turned out stronger than before, harnessing its potential to become 
an international financial center.

Tokyo as an International Financial Center

The growth graph of Japan is very different from that of its contemporary 
IFCs. Japan’s journey started from ruins, and it achieved too much in too little 
a period, but this also made its model very volatile and unsustainable. Japan 
reemerged from a country devastated by war to a world leader in exports. 
Japanese policy for creating a consumption economy coupled with indus-
trial growth, allowed it to grab a great chunk of the world’s exports in the 
high-end technological product. However, in doing so, Japan faced several 
problems, such as the stagnation of domestic demand in the late 1980s due to 
which the government had to constantly adapt by changing its goalposts and 
refocusing its direction. The late 1980s saw the period of liberalization and 
deregulation to boost domestic demand, through plans such as the Structural 
Development Initiatives, de-regulation of financial markets, the introduction 
of Gen-Saki transactions and impact loans, amendments in the banking and 
securities law, and, very importantly, the creation of a Japanese Offshore 
market allowing for capital to flow into the country. With this liberalization, 
however, came a series of scandals about frauds, market manipulations and 
a chain of failures, liquidations, and subsequent bailouts. This merry-go-
round of constantly arising dilemmas insinuated that Japan’s growth, though 
flexible, was not sustainable. This growth was dependent on artificial market 
impulses, which when lost, pushed the economy in a nosedive lasting a whole 
decade. This phenomenon was referred to as the bursting of the bubble, but 
it allowed Japan to restructure its economy on a more durable and stable 
growth model.

Period of Economic Growth Up Until the 1970s

Japan made a remarkable leap ahead in the 20 years that succeeded in the 
re-emergence of Japan from a war-torn country to an uprising industrial 
economy. This was a result of a two-pronged approach by the government 
which focused on consumption economy and industrial policy.

First, it directed efforts to build a consumer economy in Japan, which, 
among other measures, included the Income Doubling Plan of 1960 intro-
duced by Ikeda Hayato.202 As per the plan, the government provided social 
security, social welfare, vocational training, and education,203 all of which 
was directed toward inducing consumer-led growth in the economy.204

Second, an industrial policy was introduced by the Ministry of Trade and 
Industry in 1959 called the ‘Industrial Policy of Japan’, which focused on 
the production of high-end technological products designed for domestic 
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and foreign consumption. Additionally, essential industries for the produc-
tion of heavy technological products, such as steel industry, coal, energy, 
and transportation were setup.205 The industrial developments made Japan a 
world leader in electronics, precision optical equipment, steel, automobiles, 
shipbuilding, and high technology.206 Consequently, Japan’s share in world 
exports rose from 2.1% in the 1950s to 4.3% in 1963.207

The first shock to the Japanese economy came in the form of rising 
oil prices in 1973, and the oil embargo placed on the export of oil by the 
Organization of the Petroleum Exporting Nations (OPEC). Japan’s economy 
was highly dependent on the import of petroleum for its industrial produc-
tion, and the rising oil prices led to a decline in industrial production and 
economic growth slowed down sharply.208

Inflation increased with rising unemployment, causing the Japanese econ-
omy to go into recession.209 Major technological improvements globally 
resulted in a decline in global demand for Japanese tech products. Moreover, 
Japanese firms could not compete in international markets since their pre-
vious growth was stimulated by government protectionism, control of cur-
rency, and availability of cheap raw materials that allowed them to reduce 
cost.210 By the 1980s liberalization domestically and internationally became 
unavoidable. This meant a shift toward deregulation of the financial system 
was needed.

Liberalization and Deregulation

By the late 1980s, domestic consumption was stagnating on account of rising 
prices, congested housing, traditional savings habits, and long working hours 
discouraged spending.211

Exports were rising, headed by automobiles, color television sets, high-
quality steel, precision optical equipment, and electronic products, which 
grew far rapidly than imports, and Japan’s merchandise trade balance with 
Western Europe and the US still steadily mounted in its favor.212

Hence, the trade surplus was largely used to compensate for the domes-
tic stagnation, but this created two problems that laid the foundation for 
liberalization.

•	 First, the surplus was injected into the reserve which was putting pres-
sure on the exchange rate, because of controls on capital outflows which 
prevented it from being invested in foreign markets.

•	 Second, Japan was facing increasing friction with its trading partners 
mainly from the US for its protectionist approach.213 Japan’s mounting 
trade surplus was thus becoming a global issue.214

Under this domestic and international pressure, the Japanese government 
undertook measures to finally ‘open’ the economy.215 Japanese government 
drafted a policy for liberalization where it committed to a target of achieving 
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‘a liberalization rate of 80% in three years’. It classified 104 commodities to 
be liberalized following different timelines of liberalization and removal of 
restrictions. The manufacturing industry was prioritized to be liberalized, 
whereas Japan moved slowly in terms of agricultural goods.216 By the 1990s, 
agricultural goods were also being liberalized, rice being a major commodity 
to become exempt from tariff.217

A study commissioned under Prime Minister Nakasone Yasuhiro in 1986 
proposed the restructuring of the Japanese economy to make it rely almost 
entirely on domestic demand for growth.218 This was because international 
trade was already a forte at this point, and it was the surplus from this trade 
that was being used to cover the deficit at home. Hence this policy was meant 
to reduce this reliance and shift toward stabilizing domestic growth, which 
was more reliable and stable as compared to international trade where fluctu-
ations were probable, for example, the 1973 Oil crisis.

Plans for such changes were further taken up in the Structural Impediments 
Initiative (SII) in the late 1980s.219 SII identified causes of decline, i.e., domes-
tic policies and regulations, restrictive business behavior that ousted foreign 
firms from the economy, close inter-corporate relationships which prevented 
any penetration in the economy, and the distribution system where manufac-
turers were controlling wholesalers and retailers to not entertain any foreign 
company.220 SII aimed at dismantling the monopolistic structures and open 
the domestic economy to foreign firms to diffuse mounting pressure.221

Deregulation of financial markets started with the introduction of Gen 
Saki transactions, i.e., interbank foreign currency transactions.222 Shortly 
afterward, permission was granted to the banks to issue ‘short-term’ foreign 
currency loans to residents, which were known as ‘Impact Loans’.223 This 
was extended in 1980 when foreign exchange banks were allowed to make 
‘medium and long term’ impact loans as well.224 Significant amendments in 
the Foreign Exchange and Trade Control Act of 1949 were made to promote 
cross border transactions225 and encourage foreign investors to operate busi-
nesses from Japanese soil.226

The Banking Law of 1981 was drafted to maintain financial order and 
promote economic development by ensuring sound and appropriate bank 
management, depositor protection, and facilitation of financial transactions. 
The law designated MOF as the financial regulator responsible for authoriz-
ing and regulating banks.227

In 1988, three major amendments were introduced to the Securities and 
Exchange Law (SEL) of 1948, through which disclosure requirements were 
liberalized, regulation of insider trading was strengthened, and a legal frame-
work for stock-index and other securities-related futures and options was 
established.228 In the 1990s, SEL was further amended to ensure market 
stability.229 Meanwhile, Financial Futures Law was enacted and the Tokyo 
International Financial Futures Exchange (TIFFE) was established.230

A very important culmination of this process of liberalization was the 
opening of the Japan Offshore Market, which loosened control on capital 
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inflows and allowed foreigners to bring in capital into Japan while enjoying 
tax exemptions. By the end of the decade, formal barriers to trade had been 
largely dismantled.231

An offshore banking market, also called an Off-shore Banking Unit 
(OBU), became a crucial feature for the growth of an international financial 
market, as it facilitates non-residents to bring their excess capital into the 
country while taking advantage of lack of capital control and tax exemp-
tions.232 The establishment of Japan’s Off-Shore market escalated the pace of 
liberalization that Japan had undertaken.233 There were challenges that came 
to Japan as well due to the establishment of the OBU.234 However, the bene-
fits of the OBU clearly surpassed the challenges.

Initially, the MOF was responsible for regulating the financial services 
industry. In the 1990s, the Securities and Exchange Surveillance Commission 
(SESC) was setup. Responsibility for planning and legislation relating to  
the securities markets continued to rest with the MOF, with authority for the 
inspection of securities companies, the surveillance of the markets, and the 
investigation of criminal activity transferred to the SESC.235

Financial Services Reform Law was essentially a revision of laws includ-
ing the banking law, the capital market, and the insurance law.236 The main 
thrust of the reform initiative was to foster competition by liberalizing Japan’s 
financial systems.237 There were three main aspects of these reforms.

First, they sought to diversify the activities of each bank within Japan’s 
banking industry to promote competition.

Second, it allowed financial managers increased independence from the 
paternalistic guidance of the MOF, reinforced the disclosure system, and 
introduced capital adequacy requirements.

Third, the MOF relaxed the boundary between the banking and securities 
industries by allowing each to have a subsidiary competing in the other’s 
market, with the hope that this would encourage innovation.238 The third 
aspect was very radical and effective, as it allowed the breathing space they 
were demanding since last 40 years.239 Interestingly, liberalization came with 
a cost in the form of fraud, market abuse cases, and increased bad debts.240

Fraud and Market Abuse in Banking and Securities Industry

High officials in Fuji, Tokai, and Kyowa-Saitama were forging deposit certif-
icates to serve as collateral for loans from other lenders.241

In 1991, the presidents of Nomura Securities Ltd and Nikko Securities Ltd 
resigned amidst charges of paying improper compensation and having close 
ties to a large Japanese crime syndicate.242 The other two of the so-called 
Big Four securities houses, Daiwa Securities Ltd and Yamaichi Securities Ltd 
were also charged with improper compensation payments. Thus, the pay-
ment of compensation was forbidden completely.243

In the summer of 1995, Daiwa, a major Japanese bank, reported fraudulent 
trading in its New York branch. Bank of Japan conducted a special on-site 
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examination of Daiwa Bank’s New York Branch. MOF ordered Daiwa Bank 
to reduce its international operations, including the number of loans out-
standing, the number of securities holdings, and market-related activities. 
This scandal forced the MOF and the Bank of Japan to strengthen their over-
sight over Japanese banks and overseas offices.244

Liquidations and Bailouts

The first series of failures started in 1994 when two urban credit coopera-
tives, Tokyo Kyowa and Anzen, failed. The bank of Japan in collaboration 
with private financial institutions created a new bank to assume the business 
of the two failed institutions. This bank was named Tokyo Kyoudou Bank 
(TKB).245

In 1995–1996, came what was known as the Jusen Problem. Jusen or hous-
ing loan corporations were non-bank financial institutions, which advanced 
home loans. They decided to move into real estate which led to huge losses. 
The government had to bail out the institutions and cover their losses. This 
was the first instance where tax money was used directly to cater to financial 
instability.246

By early 1997, the non-performing loans (NPLs) problem was triggered by 
a chain of failures and bailouts. Most prominent among them was Nippon 
Credit Bank (NCB). NCB was one of the three long-term credit banks in 
Japan. It had also been heavily exposed to real estate, and it was facing a huge 
NPL problem by 1996. The authorities opted for a bailout and arranged for a 
consortium of private institutions to inject capital into the bank. However, it 
was not enough so the Bank of Japan had to mobilize its pool to inject capital 
into the bank. This injection of capital only helped the bank to survive a year 
and a half long but did not increase its profitability. Hence finally it failed and 
had to be nationalized in 1988.247 The Bank of Japan played its role in crisis 
management as the lender of last resort on an unprecedented scale.248

One prominent failure of 1988 was that of the Long-Term Credit Bank of 
Japan (LTCB). As the banks started facing problems of liquidity, the authori-
ties sought to arrange a merger with Sumitomo Trust which backed out due 
to its suspicion regarding the amount of NPL, and because it received bad 
signals from rating agencies and the stock market regarding this circle. Hence 
to deal with the problem, a significant piece of legislation known as the 
Financial Reconstruction Law was enacted that allowed temporary national-
ization of the troubled banks. According to this, LTCB was nationalized and 
ultimately funded by the Bank of Japan.249

The ‘Bubble Economy’ and the Subsequent Burst

Liberalization fueled the supply of finance because banking regulations incen-
tivize lending combined with a low rate of interest which made lending con-
venient and cheap. This led to the circulation of finance in the economy.250 
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Excessive availability of finance increased investment insecurities and the real 
estate market.251 This boom was dependent on the crutches of continuous 
supply of finance, which started tightening up by the end of the 1980s. Bank 
lending declined considerably because of the non-availability of finance, 
which led to stocks and property prices declining sharply. Banks had given 
loans on real estate as collateral; the banks were not able to recover the loan, 
as the property market went down rendering the collateral worthless result-
ing in huge bad debts and defaults.252

With the bursting of the bubble, the period of 1992–1993 ushered in a 
period of weakening economic activity which converted into a deep reces-
sion, commodity and asset price deflation, bank failures, increased bank-
ruptcies, and rising unemployment.253 With this crisis ensued a period that is 
referred to as the ‘Lost Decade’, which was characterized by a series of com-
plicated, and prolonged economic crises which the Japanese policymakers 
seemed unable to deal with.

Japan’s post-war growth, whether how miraculous it seemed, was due to 
protectionism that could not be sustained. Japan’s move toward liberalization 
made these cracks prominent, and a collapse became inevitable which came 
in the form of the crisis of 1992–1993. What made this worst was the lack of 
preparation that accompanied it. A whole decade was lost in doing the neces-
sary damage control. When Japan emerged out of the crises, it had lost its pace 
and in turn, Tokyo’s rise as a leading international financial center, which 
seemed so close at some point, now seemed quite far away. Nonetheless, on the 
plus side, this transition allowed Japan’s economy to shift its weight away from 
the weak crutches that it was hanging on, to a stable and durable foundation.

Islamic Finance in Dubai

From the plethora of options, UAE chose to create the Dubai International 
Finance Center (DIFC) to accommodate Islamic finance. The DIFC is 
approximately 110 acres of land located beside Sheikh Zayed Road in 
Dubai, which operates independently and free. UAE national laws are not 
applicable to DIFC, instead the DIFC runs on common law. The rationale 
behind its creation was to encourage foreign trade and investment facili-
tated by an independent legal framework running parallel to the UAE 
law. DIFC courts were established, with jurisdiction over all disputes aris-
ing out of DIFC operations. These courts offer conventional dispute res-
olution mechanisms derived from common law as well as arbitration. 
Previously, the access to these courts was restricted to disputes arising out 
of DIFC operations only, but it was widened to allow anyone to submit 
before the court’s jurisdiction through the opt-in method. All awards passed 
by the DIFC are enforceable throughout UAE, provided they are trans-
lated in Arabic and are final and executable. IF is being promoted to ensure 
DIFC develops into an IFC in the future. The two main laws that gov-
ern Islamic finance in DIFC include the ‘Laws regulating Islamic Financial  
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Business (2004)’ and ‘Islamic finance rules’. Institutions that intend to engage 
in Islamic finance can get a license from Dubai Financial Services Authority 
(DFSA) to operate either an Islamic window or IFIs. In both cases, they 
are required to have an Sharjah Supervisory Board (SSB), which is the final 
arbiter of Shariah compliance. The Islamic finance rules though provide for 
the formulation and constitution of SSBs but are silent as to what threshold 
should be followed to label a product as a Shariah compliant or vice versa. 
The requirement of an internal and external review is a regulatory check 
on SSBs. DFSA has the authority to ensure Shariah compliance by way of 
suspending the license of any firm not complying with IF rules and regula-
tions, along with powers to impose civil liabilities for contravention of DFSA 
administered law.

Establishment of DIFC

United Arab Emirates (UAE) is a civil law jurisdiction that is predominantly 
influenced by Sharia law. Article 7 of the UAE constitution defines the role of 
Sharia in the UAE’s legal framework, as it states that Sharia is a main source 
of legislation, but not the only source. The UAE government through an 
amendment in Article 121 of the Constitution exclusively empowered the 
federal government for the establishment of financial free zones, exempted 
from the rules and regulations of UAE.254 The Federal Law No. 8 of 2004 
was enacted which allowed the establishment of financial free zone inde-
pendent from all civil, commercial, and federal laws of the federation.255 A 
separate and independent authority in Dubai, Dubai International Finance 
Centre (DIFC) has been created under Federal Decree No. 35 and the Law of 
the Dubai International Finance Centre, No. 9 of 2004. DIFC is a financial-
free zone having a specific regulatory framework based on the common law 
of England.

Regulatory Framework of DIFC

DIFC has a holistic structure that includes three main bodies supervised 
by the Higher Board of Directors: the DIFC Authority (DFCA), the DIFC 
Financial Services (DIFCF), and the DIFC courts.256

The Dubai International Finance Centre (DIFC) has the DIFC dispute 
resolution authority comprising the DIFC Court, the DIFC-LCIA (London 
Court of International Arbitration) Arbitration Centre, the DIFC Wills and 
Probate Registry and an Academy of Law.257 Another innovation under the 
DIFC was the establishment of Small Claims Tribunal in 2007 to provide 
justice in a swift and efficient manner. It has the jurisdiction to adjudicate 
matter related to not only the entities registered in DIFC or contracts involv-
ing DIFC where the amount of claim does not exceed AED 500,000 and are 
more than AED 100,000.258
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The DIFCA is the legal representative of the DIFC and regulates non-
financial entities operating in DIFC, the DIFCF is the independent regulator 
of financial and additional services conducted in or from the DIFC.259 The 
powers, procedures, and administration of DIFC courts are regulated by the 
Dubai Law No. 12 of 2004. The DIFC also has commercial and civil laws 
called Law on the Application of civil and commercial laws in the DIFC, 
financial services and market regulators and the DIFC Islamic Finance 
Advisory Council, which advices on Islamic finance.260

The DIFC courts have absolute jurisdiction over any commercial or civil 
matter arising out of the DIFC operations and any claims referred to them 
in writing by the parties.261 The governing law for the DIFC courts should 
be the DIFC Laws and Regulations until the parties explicitly choose that 
another law will govern the dispute.262 The DIFC courts have two-tier court 
system: the court of the first instance and a court of appeal.263 The decision of 
the court of appeal is final. With the creation of DIFC courts, there are now 
two parallel, alternative judicial systems in UAE.

The DIFC also offers an arbitration system. The arbitration law which 
is based on the UNCITRAL model was enacted through the DIFC Law 
No. 1/2008. Like DIFC courts, the DIFC arbitration law also allows entities 
not registered with the DIFC to submit their disputes to the DIFC arbitra-
tion system. An award recognized by the DIFC Courts is enforceable in the 
entire Emirates without any further review by the Dubai Courts, provided 
that it is translated in Arabic and is final and executable.264 The DIFC court’s 
jurisdiction to hear arbitration cases at its start was limited because there was 
a prerequisite that there must be a direct connection to DIFC courts physical 
jurisdiction.265 However, the jurisdiction was expanded through an amend-
ment in 2011266 by allowing an opt-in option for anyone seeking to have their 
matter arbitrated in DIFC courts. It basically allowed the parties through a 
contractual agreement between them to choose DIFC courts as their juris-
diction for any civil or commercial dispute.267

Regulatory Framework of Islamic Finance in Dubai

Islamic finance in DIFC is primarily governed by the Law Regulating 
Islamic Financial Business (IFB) 2004 and the Islamic Finance Rules, which 
are applicable in the jurisdiction of DIFC and is administered by DIFCA. 
The Islamic Finance Rules is applicable to the entity that carries on or holds 
itself as carrying on financial service in or from the DIFC as in accordance 
with Sharia.268

There are two ways prescribed by the IFB for a provider of Islamic Financial 
services to get itself recognized as Shariah compliant. They need to obtain a 
license or license endorsement from the DFSA as either an Islamic Window 
or IFI.269 IFI is an authorized firm whose entire business operations are con-
ducted in accordance with Sharia, whereas an Islamic window is where a 
part of the business is conducted under Shariah law as part of its overall 
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business operations.270 Interestingly, under the DIFC Islamic finance law the 
requirement to obtain a license or license endorsement is applicable to only 
those entities which seek to promote their business/products as being Sharia-
compliant. Any firm or entity which does not hold out to its customers that 
the product or services offered by them are Sharia-compliant, even though 
it is structured in a way that is Sharia-compliant, there is no restriction to 
obtain the license.271

Moreover, regardless of an entity being registered as IFI or Islamic 
window with DFSA, it is bound to appoint a Shariah Supervisory Board 
(SSB).272 The SSB is a committee of Islamic jurists that can issue a fatwa 
about whether or not a particular transaction or activity complies with 
Shariah.273 This is the interesting aspect of IF in Dubai because the Islamic 
Finance Rules do not state or prescribe as to what activities are or are not 
Shariah compliant. It is rather the job of per entity-level SSB to monitor 
the activities of the entity and issue the fatwa regarding its compliance with 
Shariah.274 The DFSA’s focus is on regulating the process for determin-
ing sharia compliance rather than the outcome of such a determination. 
Along with this, the registered entities have to abide by the policies regard-
ing Sharia compliance,275 rules to prevent any conflicts in the SSB,276 and 
perform internal reviews of Sharia compliance in line with international 
standards.277

The formation of SSB is an integral component of IF in DIFC. The Islamic 
Finance Rules set out the basic requirements for the running of the SSB and 
its management. The authorized entity must ensure that the:

a	 the Shari’a board has at least three members
b	 the members appointed are competent to perform their functions as 

Shari’a board members
c	 any appointments, dismissals or changes in respect of members of the 

SSB are approved by the governing body of the authorized firm; and
d	 no member of the SSB is a director or controller of the authorized firm278

To ensure transparency and stability, the Islamic Finance Rules (IFR) also 
obligate the authorized firms to document their policies regarding appoint-
ments dismissals, changes to be made in SSB, the process to consider the 
suitability of the SSB members and their remuneration.279

Accordingly, the authorized firms should maintain their records for six 
years of its assessment of the competency of the SSB members and the agreed 
terms of engagement of each member of SSB.280

Finally, to evaluate the extent to which the authorized firms are comply-
ing with the fatwas, rulings, or guidelines of their SSB, the IFR requires a 
firm to perform internal Shariah reviews and external Shariah reviews in 
accordance with AAOIFI Governance Standards for IFIs and publish peri-
odic reports.281 Also, the authorized firms are required to make complete 
disclosure to their client regarding details of the members of the SSB and any 
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marketing material communicated must state that the SSB has reviewed the 
products or services the material offers.282

The compliance of the entities to the laws is the responsibility of the DFSA. 
The DFSA has the power to suspend or withdraw the license of any firm not 
complying with the rules and regulations,283 can commence an investigation 
if there is an apprehension that a law has been violated284 or can also impose 
fines and other sanctions for breach of law.285 These all powers are along with 
the general power of the DFSA to impose civil liabilities arising out of any 
contraventions of DFSA administered laws.286

Furthermore, the PIIB provides general prudential regulations for the 
services offered in DIFC. The prudential regulations are like a framework 
for financial safety. Thus, like many other authorized firms registered in 
DIFC, the prudential regulations of the Islamic finance are also governed 
by Chapter 3 of the Prudential Investment, Insurance Intermediation and 
Banking Business Module of the Authority’s Rules (PIIB). PIIB regulates as 
to how the IF businesses should control the activities that arise from its IF 
business, ensure their compliance with the Shariah, the basic and ongoing 
capital requirements for IFI.287

Challenges to Islamic Finance in Dubai

An important issue of the DIFC courts being a separate jurisdiction is that a 
decision of the DIFC court to be enforced outside DIFC, has to be ratified 
by an executive judge of the Dubai courts.288 One of the cases which high-
lighted this issue was the Daman Real Capital Partners Co LLC v Oger Dubai 
LLC.289 In the Daman Real Partners case, the proceedings started in both 
the DIFC court and the local Dubai courts. The issue as to which court will 
now have jurisdiction came before the Dubai-DIFC judicial committee.290 
The Committee ruled that in such cases where legal proceedings are brought 
simultaneously in both separate jurisdictions, the Dubai courts will have the 
jurisdiction and the conclusive authority. This ruling was reinforced in Dubai 
Waterfront LLC V Chenshan Liu291 by the Court of First Instance (CFI) of 
Dubai International Finance Centre Court.

Similarly, DIFC courts’ independence face issue while enforcing arbi-
tral award under the Convention on the Recognition and Enforcement of Arbitral 
Awards (‘New York Convention’). The reason is that for enforcement the award 
must be treated as being made in a contracting state292; however since only 
states can be contracting parties to the convention, it is UAE rather than 
the DIFC, which is considered as the contracting party under the New York 
Convention.293 Thus, the DIFC requires ratification of its decisions from 
Dubai domestic courts in order to be enforced. Fortunately, the Dubai CFI 
in Macsteel International LLC v Airmech Dubai LLC294 while enforcing two 
arbitral awards was of the opinion that the role of local courts is restricted 
to ensure that there is no conflict between the Federal Decree under which 
UAE became a party to the convention and the arbitral award.295
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Moreover, another significant impact on IF in Dubai could have been 
caused by the Dana-Gas case. The Islamic finance market was in disarray 
when in June 2017, Dana-Gas, a natural gas company, announced that due to 
changes in Shariah interpretation, its sukuk instrument based on mudarabah 
is no longer Shariah compliant. Thus, the sukuk issued are unlawful in the 
UAE and the company is hence under no obligation of fulfilling its payment 
under the sukuk, and they will be doing a restructuring of the instrument. it 
was a shock to the sukuk holders, they appealed against this decision of the 
company before the court of the UK; however, the Dana-Gas approached the 
UAE court. This conflict of jurisdiction as to which court had the author-
ity to hear the issue was the result of the fact that the sukuk document was 
governed by the United Arab Emirates laws but the ‘Purchase Undertaking’, 
which was part of the contract was governed by English law.296

After prolonged litigation in the UK court, the court held that the Purchase 
Undertaking is enforceable and hence the Dana-Gas has to fulfill its payment 
obligations to the sukuk holders. The court reasoned their decision with the 
principle that the English courts would apply the law which governs a con-
tract when deciding on questions of validity and enforceability. Thus, since 
the Purchase Undertaking was governed by the English law, the court can 
enforce that part of the contract within the sukuk structure.297 However, 
the UAE court, directed that only the instructions given by the UAE court 
should be followed and the orders of the UK court should not be followed. 
The court opined that the question of whether the sukuk are Shari’a com-
pliant or have ceased to be so is to be decided by the Sharjah court itself and 
not by the English court. Thus, there was a standstill situation due to the 
conflicting decisions of the two courts, but an out-of-court settlement was 
reached between the parties before any final decision could come from the 
UAE courts.298

The case could have set an important precedent regarding the relation-
ship between sharia compliance and credit risk, however, the out-of-court 
agreement eventually reached with sukuk holders left these issues unresolved. 
Hence, the issue that can the UAE stop the enforcement of a decision by the 
UK court in this instance is still unanswered.299 However, following Dana 
Gas’s 2018 restructuring, creditors have become more prudent and cautious 
and started inclusion of enhanced warranty and waiver clauses in sukuk doc-
umentation aiming to prevent debtors from challenging the sukuk enforce-
ability on Shariah grounds.300 Also, if the English High Court has ruled in 
the favor of the Dana Gas or that the UAE court has the sole authority to 
address this issue, it would have been havoc for the Islamic finance market. 
It could provide an option for issuers to back out on payment on their exist-
ing Islamic financings on the rationale that those financings are no longer 
Shariah compliant, thus forcing creditors to restructure on terms favorable 
to the issuers.301

Moreover, the case of Meydan Group LLC v Banyan Tree Corporate Pte Ltd 
reinforced the point that the DIFC is nevertheless a separate and independent 
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jurisdiction, but the jurisdiction is exceptional and limited. The Banyan Tree 
obtained a DIAC arbitration award against Meydan and invited the DIFC 
courts for its enforcement. Both the court of the first instance and the DIFC 
court of appeal found that they had jurisdiction to hear the case and ruled for 
its enforcement. The Meydan Group moved to the Dubai courts seeking an 
annulment on the grounds that neither the Meydan Group nor Banyan Tree 
had any office, activities or assets within DIFC, the underlying contract and 
hotel management agreement was governed by the Dubai law and hence the 
seat of arbitration should be Dubai rather than DIFC. The Dubai CFI agree-
ing with the claims of Meydan Group nullified the decisions of the DIFC 
courts and held that Article 5 of the Judicial Authority Law gives the DIFC 
courts exclusive jurisdiction only in cases involving the DIFC, its bodies and 
establishments, contractual disputes performed or executed in DIFC, inci-
dents in the DIFC or where contracting parties ‘opt in’ to the jurisdiction 
of DIFC in writing. Besides these circumstances, the Dubai courts will have 
the jurisdiction.302

Enforcement of DIFC Decisions

The enforcement of judgments outside DIFC means that the enforcement 
which has to be done outside the physical boundaries of the DIFC’s opera-
tion. DIFC is an area of approximately 110 acres located beside Sheikh Zayed 
Road in Dubai. For enforcement outside of this physical boundary, e.g., in 
Dubai but outside DIFC the law states that the judgment of the DIFC court 
to be enforced in Dubai must be ratified by an executive judge of the Dubai 
courts.303 It is sort of a formality which requires translation of the order in 
Arabic and that the judgment is final and appropriate for enforcement.304

Interpretation of Shariah

The rationale for the establishment of DIFC was to provide the parties with 
an opportunity to an independent legal framework, without the concern of 
Shariah law. Keeping in view this intent, the DIFC created laws and regu-
lations which are based on common law principles. The DIFC laws obligate 
each entity registered as an Islamic Finance Institution with the DFSA for 
the establishment of SSBs.305 The SSB has the sole authority to issue a fatwa 
if the product or service of the registered company is Shariah compliant.306 
The DFSA does not hold any power or authority to determine whether a 
product/service is Shariah compliant, and it has obligated external and inter-
nal reviews for each SSB to ensure that the fatwas of SSB are not given 
arbitrarily.307

Moreover, the parties can choose Shariah law as the governing law under 
Article 6 of Law No. 12 of 2004.308 Similarly, Article 30 of the DIFC Law 
No. 10 of 2004 states that in exercising its powers and functions, the DIFC 
court shall apply such law as is agreed by the parties.309 The DIFC laws and 
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regulations do not mention anything explicitly as to what procedure or as to 
how the courts will apply it. However, Article 8 of DIFC Law No. 3 of 2004, 
on the application of civil and commercial laws, states that in determining 
any dispute, the court shall apply the following, in order:

a	 The mandatory provisions of any DIFC law or any other law in force in 
the DIFC.

b	 The law of any jurisdiction other than that of the DIFC expressly chosen 
by any DIFC law.

c	 The laws of jurisdiction as agreed between all the ‘relevant persons 
concerned’.

d	 The laws of any jurisdiction which appears to the court or the arbitrator 
to be the one most closely related to the facts of, and the persons con-
cerned in the matter.

e	 The laws of England and Wales.310

Article 8 of the DIFC Law No. 3 of 2004 could allow the courts to apply 
sharia-based legislation, except for any provision contrary to any mandatory 
rule of law in force in the DIFC. However, when both Article 6 of the DIFC 
Law No. 12 of 2004 and Article 8 of the DIFC Law No. 3 of 2004 are read 
jointly, it is unclear whether the non-national principles of Shariah (distinct 
from the UAE’s national Shariah-based legislation) can be applied.311

Dubai catered to Islamic finance in a very different way, as compared to other 
jurisdictions. It created a separate entity by the name of DIFC, where Islamic 
institutions could operate in an independent financial zone, under a common 
law-based regime. For the effective resolution of disputes, DIFC courts were 
given jurisdiction to cater to all issues arising out of DIFC. In order to ensure 
Shariah compliance, all IFIs, either operating windows of Islamic finance or 
performing full-fledged functions, are required to have SSBs. Although the 
Islamic finance rules did not provide guidelines of deciding upon the Shariah 
compliance of products, the effective check was created on the SSB by man-
dating an internal and external Shariah review annually to be carried out in 
line with the AAOIFI Governance standards, and also to publish a periodical 
report on such review. This allowed for ensuring that the fatwas as to Shariah 
compliance of products are not arbitrary. Apart from this, it was also made 
mandatory that all activities and actions taken in regard to SSBs have to be 
documented so as to be amenable to inspections. Despite all these efforts, sev-
eral hindrances have occurred in Dubai becoming a hub of Islamic finance. 

The primary root of these hindrances is the conflict between the DIFC 
and regular Dubai law, as interpreted by courts. The jurisprudence that has 
evolved in response to these conflicts manifests a lot of fault lines and dis-
connects. First, the importance of DIFC has been undermined by it hav-
ing to ratify all arbitral awards from local courts, before them becoming 
enforceable under the New York Conventions. This issue though has been 
resolved by the decisions where it was held that the job of local courts is  
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only to ascertain whether the award is in line with the Federal decree under 
which UAE became a party to the conventions. Second, it has been held 
that in cases where issues are brought simultaneously before the DIFC and 
the Dubai Courts, the latter will have jurisdiction which further curtails the 
authority and jurisdiction of DIFC. There have also been instances where 
Islamic products such as sukuks were declared non-Shariah compliant by 
parties to wriggle out of payment obligations. Resultantly, creditors have 
become more cautious and have started including warranty and waiver clauses 
in sukuk documentation. All such challenges need to be effectively dealt with 
before Dubai could achieve its true potential as a hub of Islamic finance.

Islamic Finance in Malaysia

The patronage that the Islamic finance industry has received in Malaysia 
is hardly matched by any other Islamic jurisdiction. Malaysian government 
manifested considerable stability and consistency in its approach to Islamic 
finance. The formation of the National steering committee on Islamic bank-
ing set the wheel in motion. The recommendations of the committee resulted 
in the enactment of the Islamic Banking Act 1983, and the establishment 
of BIMB, the first full-fledged Islamic bank. For the next decade, BIMB 
was allowed a competition-less environment to grow without hindrance. 
After gauging the viability and favorable prospects over this decade, Malaysia 
introduced the SPTD scheme allowing for the creation of the dual banking 
system, whereby conventional banks were allowed to operate Islamic bank-
ing windows. This scheme was later enlarged into the SPI scheme, whereby 
conventional banks were allowed to operate full-fledged Islamic subsidiaries, 
although operations of both had to be kept strictly separate. At the same 
time, the Islamic interbank money market was established to enhance the 
liquidity of Islamic banks. To ensure Shariah compliance, in 1997, Shariah 
Advisory Councils (SAC) were setup on a national level, to cater to both the 
banking and the securities industry. On the banking side, the SAC collabo-
rated with the Central bank, and on the securities side, with the Securities 
Commission to facilitate Shariah adherence. The 2000s saw the establishment 
of the Islamic capital market in Malaysia which allowed for smooth flow of 
funds in the Islamic financial system. The capital market was regulated by 
the securities commission in collaboration with the respective SAC. To pro-
vide direction to its economy and to crystallize the government’s objectives, 
Malaysia introduced comprehensive master plans for both sectors of Islamic 
finance. Financial Sector Master Plan (FSMP) of (2001–2010) and (2011–
2020) catered to the banking industry and the Capital Market Masterplan of 
2001 dealt with the securities industry. Despite these efforts, some discrepan-
cies have arisen in Malaysia in court’s dealing with the IF sector. There have 
been instances where IF transactions have been disgorged and simplified, or 
outrightly rejected by civil courts in Malaysia. The jurisdiction of Shariah 
courts has remained limited. However, steps have been taken to mitigate  
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this situation, which includes making it mandatory upon civil courts to refer 
Shariat matters to the SAC and the advice rendered to be binding.

The Initial Phase of Development

The first formal step toward the development of Islamic finance in Malaysia 
came in 1981, with the formation of a national steering committee to iden-
tify recommendations pertaining to all legal and financial aspects of setting 
up the Islamic financial industry in Malaysia. The council submitted several 
recommendations, including setting up an Islamic bank based on principles 
of Shariah, enacting new legislation to regulate the activities on the bank, 
appointing the Central bank of Malaysia as the regulator of the bank, and 
mandating the bank to appoint a Shariah advisory body to bring its opera-
tions in harmony with Shariah precepts.312

Islamic Banking Act (IBA) 1983 and the BAFIA 1989

Based on these recommendations, Malaysia saw the introduction of the 
Islamic Banking Act 1983 (IBA), and the Takaful Act 1984, which officially 
marked the inauguration of the Islamic banking industry.

Though IBA 1983 was enacted primarily to govern Islamic banks, there 
was nothing specifically Islamic about this Act, except for where the Act 
defined Islamic banking to mean ‘banking business whose aims and oper-
ations do not involve any element which is not approved by the religion of 
Islam’.313 No specific type of Islamic contracts or products such as mudara-
bah, musharakah, ijarah, murabahah, and wakala were defined. IBA was sub-
stantially modeled on the conventional banking statute of 1973. The main 
purpose this act served was to allow for the establishment of Islamic Banks. 
IBA’s counterpart on the conventional side was the Banking and Financial 
Institutions Act 1989 (BAFIA). Islamic banks though were established and 
allowed to carry out Islamic banking activities under IBA, they had to com-
ply with the general banking provisions under BAFIA. Both IBA and BAFIA 
applied to Islamic banks, despite BAFIA dealing primarily with conventional 
banks. Comparatively, the IBA is a brief law as compared to the BAFIA but 
allows a broader scope of activities to be performed by Islamic banks.314

The absence of a definition of specific banking activities in the IBA 1983 
meant that Islamic banks were allowed to engage in anything not contrary to 
Shariah, which is that they were allowed to carry out ‘Universal Banking’,315 
involving a range of financial functions, for example, trading of financial 
instruments and foreign exchange, brokerage and investment management.316 
On the contrary, Section 2 of BAFIA limited conventional banking to three 
main businesses, which included receiving deposits, paying and collecting 
cheques and providing finance.317 Section 32 specifically prohibited con-
ventional banks from carrying out any trade whether retail or wholesale.318 
Similarly, Section 66 of the Act prevented conventional banks from being 
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involved in any investment activity.319 Anything comparable to both of these 
latter sections was not found in IBA, thereby allowing a range of business 
activities to be carried out by Islamic banks.320

There were several discrepancies within the Act, which hampered the 
development of Islamic banks. One of the most notable discrepancies was that 
the Act limited the establishment of Islamic banks to only companies which 
possessed a license under the Companies Act 1965.321 As a result, any com-
pany enacted under any other Act could not operate as an Islamic bank. This 
was the reason that Bank Kerjasama Rakyat Malaysia’s attempt at becoming 
a full-fledged Islamic bank was stymied, despite its functions being de facto 
Islamic.322 However, for divergence between IBA and the Companies Act 
1965, Section 55 of the IBA clearly set out that in case of any conflict between 
the Companies Act 1965 and IBA, the latter shall prevail.323

Bank Islam Malaysia Berhad (BIMB)

In 1983, Bank Islam Malaysia Berhad (BIMB) was incorporated as a public 
company, and it became the first full-fledged bank to offer Islamic banking 
products and services.324 The bank was governed under the IBA 1983. Since 
it was incorporated as a company under the Companies Act 1965, which 
allowed the bank to carry out trading activities including owning of assets 
and dispersing them.325 During the decade forming 1983 to 1993, Islamic 
finance remained in its experimental stage, keeping itself an exclusive forte 
of the Islamic Banks. During this time, BIMB operated as a monopoly for 
10 years during which it achieved tremendous growth, rapidly expanding 
throughout the country. Things started to change around 1993, when com-
mercial banks were allowed to step into the field as well defeating the per-
ception of Islamic finance being exclusive for Muslims only.326 This was done 
through the introduction of the SPTF scheme, which later transformed into 
SPI scheme, allowing conventional banks to first offer Islamic banking win-
dows and later to operate full-fledged Islamic subsidiaries.

The Skim Perbankan Tanpa Faedah (SPTF)/Skim  
Perbankan Islam (SPI) Scheme

In 1993, an interest-free banking scheme, or the Skim Perbankan Tanpa 
Faedah (SPTF) was introduced. This introduced a dual-banking system 
allowing for Islamic and conventional banking systems to co-exist. Through 
this scheme, conventional banks were allowed to offer Islamic banking ser-
vices and products through ‘Islamic Windows’. It was highly successful as 
a greater number of the public, both Muslims and Non-Muslims started to 
participate and contribute to the Islamic banking industry.327 This scheme 
further allowed the Islamic banking industry to increase its share in the short-
est time possible since the setting up of fully organic Islamic banks was an 
onerous and time-consuming task. At the same time in 1994, Malaysia also 
established an Inter-Bank Money Market, for the Islamic banking system to  
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function as a full-fledged banking system328 and to facilitate the provision 
of short-term capital between Islamic banks enabling them to balance their 
books daily.329

Further development to these banks offering both conventional and Islamic 
banking services, usually called the SPI banks came by way of an amend-
ment made to Section 124 of the BAFIA 1989. Through this amendment 
in 1999, vide the BAFIA (Amendment) Act 1996, the interest-free banking 
scheme that allowed for Islamic windows in conventional banks, was fully 
formalized and legalized to be carried out by licensed institutions and six new 
provisions were added to govern and regulate the SPI banks. These provi-
sions allowed SPI banks to formally carry out Islamic banking business with 
their conventional banking business, in consultation with the central bank. 
In carrying out their business, they were subject to the provisions of BAFIA. 
Section 124 (1) of BAFIA which allowed Islamic banking to be carried out 
by SPI banks,330 was in conflict with Section 32 and Section 66 of the same 
Act, which restricted trade and investment respectively,331 whereas Islamic 
banking business involves both. To resolve this discrepancy, two orders, 
namely the BAFIA (Trading by Licensed Banks, Finance Companies, and 
Merchant Banks) Order 1994, and BAFIA (Acquisition and Holding of Shares 
and Interests in Shares) (Licensed Banks, Licensed Finance Companies and 
Licensed Merchant Banks) Regulations 1991, were passed to grant an excep-
tion to conventional banks to carryout strictly Islamic banking business and 
all activities ancillary thereof. Further, under Section 124 (3) (4), SPIs were 
required to seek advice from the Shariah advisory council established by the 
central bank, and if they did, the advice was made binding on them.332 Despite 
all this, however, these SPI banks did not get the status of Islamic Banks as 
their structure was still conventional,333 and they were obligated to keep both 
Islamic banking and conventional banking functions strictly separate.334

Both the IBA and BAFIA were the prime statutes that allowed the banking 
industry, both conventional and Islamic to develop in a mutually sustainable 
way, but they were later replaced in 2013 by the Islamic Financial Services 
Act 2013 (IFSA) and the Financial Services Act 2013 (FSA), respectively. 
Similar to the previous linkage between IBA and BAFIA, the IFSA though 
is the main law dealing with Islamic Banking like IBA 1983, does not have 
an exclusive role. Financial Services Act 2013 also requires compliance by 
Islamic banks. Similarly, the arrangement where conventional banks can 
also provide Islamic banking services and products through opening Islamic 
banking windows, under the interest-free banking scheme is still in place, 
but such banks also have to comply with the regulations under IFSA.335

Regulation of the Banking Industry: 
Central Bank of Malaysia

The central bank of Malaysia also called the Bank Negara Malaysia, created 
in 1959, is the main body responsible to manage monetary policy and deals 
exclusively with the banking industry. In regulating the industry, the central  
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Bank was conferred with powers to regulate and govern the industry under 
the Central Bank of Malaysia Act 1958, and after 2009 under the Central 
Bank of Malaysia Act, 2009 which repealed the former.336 It was also con-
ferred with powers under the Islamic Banking Act, 1983 and the Banking 
and Financial Services Act 1989, and later on under the Islamic Financial 
Services Act, 2013 and the Financial Services Act, 2013 which repealed the 
former two respectively.337 In relation to Islamic Banking, the central bank 
is also assisted by the Shariah Advisory Council, which is a unique feature 
of the Malaysian regime for Islamic banking. In 2001, Malaysia introduced 
the FSMP on basis of recommendations from the central bank, which 
aimed for 20% market share for Islamic banking and takaful by 2010.338 
The FSMP focused on improving the legal structure of the country, pro-
viding a favorable tax regime, increasing the number of Islamic banks to 
stimulate competition, and other such plans for the development of the 
banking industry. Taking further the efforts of the SPI scheme to setup a 
dual banking system through the Islamic Banking Scheme of 1993 and to 
carry out financial liberalization of Islamic banks, the FSMP also entailed 
granting of licenses to qualified conventional banks to setup full-fledged 
Islamic banks.339 This FSMP pertaining to 2001–2010 was succeeded by 
another FSMP introduced in 2011, which focused on the international-
ization of Islamic finance, achieving greater regional and international 
integration, and enactment of a comprehensive legislative framework for 
Islamic financial systems.

Development of Islamic Capital Market

The creation of the Islamic capital market and money market in Malaysia 
facilitated the smooth flow of funds in the Islamic financial system. It allowed 
for a variety of financial instruments to develop that provide for effective 
management of liquidity for IFIs.340

Islamic capital market is a very strong and crucial component of Islamic 
finance since it allows capital to be raised through Shariah-compliant shares 
and bonds, thereby acting as an alternative to conventional capital markets. 
The growth of Islamic capital markets worldwide has been accompanied by 
a corresponding regulatory regime. Malaysia has been a forerunner in the 
development of this regulatory regime, by creating a hybrid model of reg-
ulation, taking cues both from its common law heritage and principles of 
Shariah,341 allowing for the development of a vibrant capital market.

The regulation of Islamic capital markets in Malaysia started in the 1990s 
and saw strong growth after Capital Market Masterplan was launched in 
2001, which represented state policy toward Islamic finance. This master 
plan detailed the strategies for the development of an Islamic capital market 
in the country. It set out a ten-year strategy of the securities commission for 
capital market development and served as a catalyst for the growth of Islamic 
capital markets in Malaysia. This regulatory framework is a combination of 
common law and sharia. The Shariah element of this regulatory framework 
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consists largely of Quasi-legislative guidelines issued by the Securities 
Commission.342

On the common law side, Islamic securities are subject to disclosure 
requirements and shareholder protection regulations as conventional securi-
ties. Similarly, company legislation, listing requirements, and codes that gov-
ern conventional securities apply equally to Islamic securities, as they apply 
to conventional securities. These include the Companies Act 1965, equitable 
fiduciary principles drawn from English common law, the Malaysian Code 
on Corporate Governance 2012, and the Malaysian Code on Takeovers and 
Mergers 2010.343

The Securities Commission and its Shariah advisory council have a central 
role in the regulation of Islamic capital markets. The securities commission 
issues guidelines and rulings based on advice from Shariah experts, regarding 
the legitimacy of certain commercial transactions from an Islamic perspec-
tive. The main statute that deals with the capital market is called the Capital 
Markets and Services Act, 2007. This Act makes the Securities Commission 
responsible for guidelines to Islamic securities.344 The Act allows guidelines 
issued by the Securities Commission a quasi-legislative status and stipulates 
sanctions for non-compliance.345

Guidelines issued by the Securities Commission aim at tidying up the 
existing rules regarding the issuance of Islamic securities. The guidelines 
include definitions of securities, their purpose and promotion of innovative 
products. They include the Guidelines on the Offering of Islamic Securities 
and Guidelines on Unit Trust Funds for example. The Securities Commission 
while offering these guidelines also works closely in consultation with the 
Islamic industry to remove obstacles and keeps oversight to ensure Shariah 
compliance.346 This consultation has resulted in guidelines also being issued 
to facilitate the securities industry, for example, the Registration of Shariah 
Advisors Guidelines which took effect on 10th August 2009 made it easier 
for individuals and corporations to provide advice on Islamic capital market 
products and services. Under these guidelines, individuals and corporations 
can provide advice on all Shariah-based products and services through a sin-
gle registration, which was not the case previously where a separate registra-
tion had to be made for every product and service.347

The amalgamation of both Shariah law and common law in the regulation 
of Islamic capital markets means that the regulations build on the founda-
tion of corporate governance as established according to common law, with 
an added layer of ethics based on Shariah principles. These ethics include 
structuring investments to avoid interest, excessive speculation, gambling or 
other practices proscribed by Islam. Hence, these investments are often struc-
tured as for-profit sharing or sale and purchase transactions, while Islamic 
bonds (sukuk) are asset-based or asset-backed.348 To avoid jurisdictional con-
flict between common law and Shariah, the Capital Market and Services 
Act states that where Shariah matters arise before courts or arbitrators, these 
should be referred to Shariah authorities.349 Further on, the Act makes a rul-
ing of the Shariah Advisory council binding on the courts.350
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Due to the dedicated focus toward the development of the capital mar-
ket by the Malaysian government and the effective regulatory regime that 
facilitates and garners the capital market, by 2004 the number of Islamic 
securities approved by the securities commission had grown to 80% of those 
listed on the National Exchange. More than a third of the bonds issued were 
Shariah compliant and it was estimated that half the world’s Islamic capital 
market funds are located in the country.351 The number of products approved 
by the Securities Commission has also increased greatly. From two Islamic 
unit trust funds established in 1993, today there are more than 60 Islamic 
funds available in the market with over 390,000 accounts opened.352 The list 
of these products including sukuk, Shariah-compliant funds, warrants and 
futures contracts, etc. have continued to grow over time, offering investors 
a wide range of products which are viable alternatives to conventional prod-
ucts.353 The Commission has also reduced the processing time for approvals 
to launch a new fund by easing the application process.354

On the capacity-building side, in order to further facilitate the industry, 
the securities commission offers training programs for the industry to develop 
expertise, through its Securities Industry Development Centre (SIDC).355 In 
terms of taxation, the Federal Budget 2004, announced changes to address 
several tax anomalies that hindered the progress of Islamic capital markets. 
For example, in relation to real property gains tax and stamp duty, exemp-
tions are given for the issuance of Islamic securities that involve the sale 
and purchase of underlying assets to achieve tax neutrality between Islamic 
and conventional instruments.356 To encourage the introduction of foreign 
expertise in the market, efforts have been made to liberalize the industry to 
bring foreign companies in the fund management and brokering business and 
allow foreign companies to offer Islamic products.357

Hence the Securities Commission has constantly made and is constantly 
making efforts on all levels and fronts, from regulation to development of 
expertise to removing hindrances, to allow the Islamic industry to flourish.

Shariah Advisory Councils (SAC)

In order to provide Shariah-based oversight to the banking and securities 
industry, National Shariah Advisory Councils were established in 1997.358 
There are two National-level Shariah Advisory councils, one operating on 
the banking side in consonance with the Central Bank of Malaysia and the 
other with the Securities Commission of Malaysia. The role of these councils 
is to ensure Shariah compliance and to afford a sense of homogeneity and 
consistency to the Islamic finance industry. They are the final arbiters and 
judges in deciding Shariah adherence of products and transactions.

The Shariah Council dealing with the Banking industry derives its powers 
under the Central Bank of Malaysia Act, 2009 and is the sole authority for 
ascertainment of Islamic law in respect of Islamic financial services.359 Its 
purposes include ascertainment of Islamic law on financial matters, advising 
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the central bank on Islamic financial services and also rendering advice to 
the IFIs.360

The central bank, in furtherance of its functions, has to consult the Shariah 
Advisory Council in relation to matters that require ascertainment of Islamic 
law, and similarly, other financial institutions can also refer issues to the coun-
cil to get its ruling.361 Similarly, courts also have to refer matters requiring 
ascertainment of Islamic law to the council for a ruling or take into account 
the already published ruling of the Shariah Council.362 Once such matters 
have been sent to the SAC for ruling by the banks, or as previously stated, by 
a financial institution to seek advice, the ruling furnished shall be binding.363 
It is important to understand that though financial institutions are at liberty 
to either seek advice from the SAC, and the advice or ruling is only binding 
after it is sought and rendered, but this is not the case for courts, which have 
to perforce send all Shariah matters to the council for opinion and treat it as 
binding.

There is also an in-house Shariah advisory committee which is constituted 
under the Islamic Financial Services Act 2013, and the purpose of this body 
is to tender advice to the banks to bring their functions in line with Islamic 
law.364 Members of this committee are required to possess the requisite 
knowledge of Islamic law and necessary expertise,365 and in order to avoid 
any conflict between these in-house Shariah committees and the National 
Shariah Councils, there are several restrictions on the appointment of mem-
bers to these committees, who cannot be at the same time members of both 
the council and the committee and can also not sit on the committee of more 
than one Islamic bank.366 In case of any conflict between any ruling of the 
in-house Shariah Advisory Committee, and the National Shariah Advisory 
Council, the latter prevails.367

The Second National-level Shariah Advisory Council works on the secu-
rities side, as part of the Securities Commission of Malaysia. It is an up-
gradation of an Islamic Instrument Study Group (IISG) formed in 1994 by 
the Securities Commission, which made decisions on issues related to Islamic 
capital market and was then made a formal body called the Shariah Advisory 
Council, in 1996. This council ensures that the Islamic capital market com-
plies with the Shariah Principles. Its purpose or jurisdiction includes advising 
the commission on all matters related to the comprehensive development of 
the Islamic Capital Market and serving as the first point of reference for all 
matters related to the Islamic capital market, its functions and operations.368

Apart from this, this SAC also plays a key role in assisting the Securities 
Commission in regulating the Islamic capital market. It, in effect, provides an 
informal enforcement mechanism for the quasi-legislative guidelines issued 
by the Securities Commission under the Capital Market and Services Act, 
2007.369 These guidelines are the primary mode of regulation of the Islamic 
capital market and are issued in consultation with Shariah experts from the 
council itself. The SAC not only provides advice and opinion for the for-
mation of these guidelines but also, on basis of these guidelines and their 
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compliance, issues diktats regarding a share being Shariah compliant or not. If 
compliance is not made with the guidelines, there is a great chance of a share 
losing its Shariah-compliant status of which a list is issued twice a year by the 
SAC mentioning the names of securities that are Shariah compliant and vice 
versa. Investors are advised to dispose of shares that lose Shariah-compliant 
status, and dividends paid on them are not to be kept by the investors but are 
to be given in charity. This advice, though not enforceable,370 is authoritative 
from a religious perspective and thus yields results. In providing this infor-
mal and quasi-enforcement mechanism, the SAC is further facilitated by the 
presence of independent Shariah advisors/in-house committees as approved 
by the Securities Commission, within issuers of Islamic securities.371

Comparable to the provision under the Central Bank of Malaysia Act 
2009, which requires courts to refer the matter to the SAC, there is a simi-
lar provision in the Capital Markets and Services Act 2007, which requires 
that where Shariah matters arise before courts or arbitrators, they should 
be referred to SAC372 and the ruling rendered is to be treated as binding.373 
Thus, Shariah matters related to banking are sent to the Shariah Council of 
the central bank, and those related to Securities and the Islamic capital mar-
ket, are sent to the Shariah Council of the Securities Commission. In case of 
a conflict between the council and any other in-house Shariah advisory body, 
the ruling given by the council would prevail.374

Jurisprudence on Islamic Finance

Despite the great efforts of the Malaysian government, there still are some 
uncertainties and discrepancies that arise in the jurisprudential realm. Civil 
courts in Malaysia have an uneasy relationship with Islamic finance matters.

vide an amendment in 1988, the jurisdiction of civil courts on matters 
involving Islamic law was ostensibly taken away and passed on to sepa-
rately established Shariat courts.375 However, the effect of this amendment 
especially in relation to Islamic finance matters was diluted by the civil 
courts, primarily on the basis that Islamic finance matters are commer-
cial matters falling under the Federal list, while Shariah courts can only 
wield their jurisdiction in relation to matters that fall within the state 
list. Further, the jurisdiction of the Shariat court was ousted in respect of 
IFIs on the basis that Shariat courts can only have jurisdiction over per-
sons who profess the Islamic faith. Although this may seem to be a tech-
nical anomaly, on basis of this, Shariat courts have been de facto barred 
from taking cognizance of corporate matters, because they involve com-
panies and not individuals who profess Islam.376 These contentions were 
crystallized in the case of Bank Islam Malaysia Berhad (BIMB) v Adnan bin 
Omar, where the plaintiff raised a preliminary objection to the jurisdic-
tion of the civil court. The plaintiff argued that since BIMB (plaintiff ) 
was an Islamic bank, the civil court lacked jurisdiction. The objection  

With the inclusion of clause (1A) in Article 121 of the Federal Constitution 
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was overruled on the basis that the matter fell in the federal list, and list 1 of 
the Ninth Schedule allowed parliament to enact laws on it whereas Shariat 
Courts have jurisdiction only in state matters. Secondly, since the bank 
was a corporate body, it cannot profess Islam, and thus Shariat court lacked 
jurisdiction.377

The ousting of the Shariat court’s jurisdiction in Shariah matters has 
resulted in anomalous judgments by civil courts that fail to appreciate the 
essence of Islamic finance. Most of these cases involve either Bay al Inah or 
Bay Bithaman Ajil (BBA) sales transactions. The former is a transaction com-
parable to a loan transaction, but in this, to effect this loan, the bank buys an 
asset from the borrower and makes him a fixed payment which is the loan 
amount. Then the bank resells the same asset to the borrower, on a deferred 
payment basis with a profit margin. On the other hand, the latter is directly 
an asset financing agreement, where the bank buys an asset on behalf of the 
borrower and sells it to the borrower on a deferred payment basis, again with 
a profit margin. This way the bank does not give a loan amount, but instead 
finances the buying of an asset, and is then repaid with a profit margin. In 
looking at these cases, the civil court’s approach toward these cases can be 
seen in ascending order, beginning from a policy of least intrusion into the 
essence of Islamic principles, and then moving onto a policy of proactive 
engagement with these concepts.

In Bank Islam Malaysia Berhad vs Adnan Bin Omar, a BBA facility was 
extended to a customer named Adnan Bin Omar. The bank purchased a 
property for the customer, and sold it to him, of which the payment was to 
be made in monthly installments and the payments were secured by way of 
a charge created on the property. The customer defaulted on the payment 
of installments, and the bank sought to recover the amount by obtaining a 
foreclosure proceeding. The customer challenged the bank’s right to obtain 
a foreclosure proceeding based on several claims against the legitimacy of 
the BBA transaction itself, and its non-compliance with several procedural 
laws, especially the rules of the High court. This was a typical case, where 
it was impossible to comply with the laws and procedures that would oth-
erwise apply to similar transactions, and this is what formed the basis of the 
customer’s claim. He argued that the amount of loan that was listed in the 
contract, was never actually received by him but what he received was in 
fact a must lesser amount. Secondly, according to the rules, the bank must 
mention separately the actual amount advanced, and the interest charged on 
it, but the bank did not do so. The customer highlighted several other similar 
discrepancies which made the facility illegitimate and thus no claim should 
arise for the bank under its canopy.

Another very interesting thing about the case was that even after obtaining 
the foreclosure proceedings, the customer still remained in debt to the bank, 
which was representative of the crippling weight of the transaction that was 
supposed to be an alternative to the burdensome interest-based transactions. 
Despite all of this, the court tried to resolve this dilemma by not delving into 
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the details of the transaction and ruling in favor of the bank saying that the 
plaintiff was bound to pay the whole selling price since he was well aware 
of the terms of the contract.378 The court only applied the classical common 
law approach of strict application of the terms of the contracts and did not 
delve into the nitty-gritty of a BBA transaction, which would otherwise have 
opened up a pandora’s box for the bank. This restraint however was lost as the 
court’s started to engage more deeply with the contours of a BBA transaction, 
in subsequent cases.379

Two other cases are Affin Bank Berhad v Zulkifli Abdullah380 and Malayan 
Banking Berhad v Marilyn Ho Siok Lin.381 Both of these cases involved a BBA 
transactionas well The court criticizing the previous narrow approach of the 
courts based on classical common law principles and in neglect of Shariah, 
held that BBA facility was similar to a conventional loan and the banks could 
not claim unearned profits for the whole tenure not yet expired, as that 
would amount to interest calculation in violation of IBA 1983 which forbids 
everything that is against the injunctions of Shariah. Despite the fact that the 
court proscribed unearned profits in a BBA facility, it restrained itself from 
delving into the questions about the legitimacy and legality of a BBA trans-
action itself.382

In Arab Malaysian Finance Bhd v Taman Ihsan Jaya Sdn Bhd & Ors, the court 
held that the BBA facility itself was contrary to the provisions of IBA 1983 
since it was un-Islamic. This judgment was the beginning of the court’s pro-
active engagement with Islamic financial transactions and practices, and its 
inquiry into the legitimacy of the transactions. This case also pertained to 
a BBA facility where the same issue was under consideration. The plaintiffs 
were asked to pay the whole amount of the selling price in the event of 
default. The court took up several facets of the BBA transaction, in light of 
the interpretation provided under several Madahib, and held that it was not 
a bona fide sales transaction but a financing transaction which was null and 
void under the provisions of both IBA and BAFIA.383 This judgment was 
overturned by the court of appeal which held that a BBA contract was valid, 
and the court had taken a wrong approach which involved either rewriting 
the BBA contract to make it more equitable or rejecting its validity as a 
whole, both of which were against the framework of the law.384

There are several other cases that manifest the inconsistency in court’s 
decisions while grappling with Islamic finance/transactions. In Dato’ Hj. Nik 
Mahmud bin Daud v BIMB, the plaintiff made a BBA transaction with a bank 
whereby he sold a property in cash which was immediately resold to him by 
the bank on a deferred payment basis. He later claimed that the said trans-
action was null and void since it was in contravention to Kelantan Malay 
Reservation Enactment 1930 (KMRE). The KMRE Section 7 (i) strictly 
prohibits the transfer of ownership of property by a Malay to a non-Malay. 
Since the bank was not gazetted as a Malay or a native of Kelantan, the 
plaintiff argued that the transaction was void. Here again, the court had to 
exercise its discretion, and in that, it looked at the real intention of the parties 
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and held that the sale and purchase were not actual but was only to facili-
tate the BBA transaction.385 In resolving this controversy however, the court 
created another controversy which questioned the legitimacy and essence of 
the transaction of BBA, which under Islamic law is only legitimate as it is a 
sale and purchase agreement. By its judgment, the court essentially reduced 
a BBA transaction and its process to a legal device or stratagem being used to 
carry out a transaction otherwise not valid under Islamic law.386

In order to solve these discrepancies, a new arrangement was brought in 
place under the Central Bank of Malaysia Act 2009, which made it man-
datory upon courts and arbitrators to refer all matters related to Shariah, to 
the National SAC, and treat them as bindings the ruling rendered subse-
quently.387 In result to this arrangement, Tan Sri Khalid Ibrahim v Bank Islam 
Malaysia Berhad, was the first case in the history of the Malaysian courts, 
where a High Court judge made reference to the SAC for confirmation of 
the Shariah status of an agreement.388 This new arrangement on the face of 
it seems to have taken away the court’s status as the final arbiter in all cases 
involving Islamic finance and Shariah but this may not be the case. Despite 
the fact that courts are now bound to take and abide by the ruling of the 
Shariah Advisory Council, the ruling of the SAC only pertains to the ques-
tion of law posed to them and is an ascertainment of the relevant Islamic law 
to be applied. SAC does not delve into the specific facts of the case, therefore, 
the discretion to ‘apply’ the rulings rendered, on the specific facts of the case, 
is still of the courts389 who use it quite generously, diluting the impact of this 
arrangement to a great extent.390 However, what this arrangement has done 
is that the courts ability to question the essence of various types of Islamic 
transactions, and construe them according to their own common-law under-
standing, has been done away with to a great extent.

The vision of the Malaysian government was not just to have Islamic bank-
ing but an entire architecture for Islamic finance. This resulted in continu-
ous and comprehensive institutional support to all sectors of Islamic finance, 
allowing the industry to flourish. On the legislative side, the IBA 1983 
allowed for the establishment of Islamic banks. Following this enactment, the 
BIMB was established as the first Islamic bank and was allowed a grace period 
of 10 years, in which the Malaysian government observed the viability of 
Islamic banking. The bank achieved tremendous growth, and consequently, 
the SPTF and later SPI scheme widened the ambit to allow conventional 
banks to enter the arena as well. The conventional banks were first allowed 
to operate Islamic banking windows and later fully fledged subsidiaries. This 
allowed for astronomical growth in Islamic banking institutions, as existing 
institutions ventured into the Islamic banking market. Discrepancies that 
could hamper the level playing field were eradicated through amendments, 
orders, and guidelines. The banking industry was complemented, in terms 
of the flow of finance and management of liquidity by the creation of the 
Islamic capital market, which allowed for a variety of financial instruments 
to develop that provide for effective management of liquidity for IFIs. Apart 
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from the legislative and policy measures, capacity-building also remained 
the focus of the Malaysian government and it carried out training programs 
to harness the potential of the IF industry. To ensure that the basic anchors 
of Shariah are preserved and protected, SAC was established at the National 
level to cater to both the banking and the securities industry, in collabora-
tion with the key regulators. The regulators, including the Central Bank of 
Malaysia and Securities Commission, had a key role to play in the develop-
ment of the industry through their keen oversight and the master plans that 
they introduced for the industries, i.e., the FSMPs of 2001–2010 and 2011–
2020 for the banking sector, and the Capital Market Masterplan for the secu-
rities sector. Although the jurisprudential terrain of Malaysia represents some 
disconnects in the court’s understanding of Islamic financial instruments, 
which has resulted in controversial verdicts, however, the Malaysian govern-
ment has considerably resolved the conundrum by making it mandatory for 
courts to seek and follow the advice of the SAC in all Shariah matters.

Conclusion

No financial center became an IFC only due to favorable circumstances, 
though it could be counted as one reason. The correlation that exists, and 
that we see flowing throughout this chapter, reflects the interplay between 
the extraneous factors and the response they garnered from within. Take the 
great depression as a point, and one sees how the US responded to it in 
a manner that defined its financial trajectory for the next several decades, 
filled with strict regulations followed by de-regulation and vice versa. The 
UK took major falls, but its economy being strong enough to withstand the 
ripples, turned out more stable and the steps it took were more in sync with 
how its economy evolved gradually. Singapore was affected greatly by the 
2008 crisis, and its economy was pushed into recession, while also getting 
mired into several financial scandals such as Temasek Investments scandal. 
Its response was not to launch an abrupt offensive but to allow new forces to 
enter the economy and revive it. The engagement with the Islamic finance 
industry post-2008 crisis lays testament to this. Hong Kong’s financial jour-
ney was populated by the Stock Market Crash of 1973, followed by the 1987 
crash and the 2008 crisis which affected Hong Kong greatly, but after every 
such crisis, Hong Kong was prepared to overhaul and re-stimulate its econ-
omy with steps that catered to changed economic realities. Japan reflects the 
same theme in its overall journey. Despite this receptiveness to changing 
hints from global financial forces, these jurisdictions except for the UK could 
not do much to accommodate Islamic finance. This can be attributed to the 
peculiarity and specificities that the Islamic financial paradigm brings with 
it, and this specificity demands a parallel setup that these jurisdictions either 
are not willing or capable to provide. What this parallel setup could look 
like becomes clear from the example of Malaysia and Dubai, and the efforts 
that they undertook to accommodate Islamic finance. Change in legislation, 
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supplemented with the provision of required structures, further coupled with 
the setting up of separate supervisory bodies are the very basic elements that 
float from the steps taken by these jurisdictions. Without these, the intro-
duction of Islamic finance would either remain too minimal or get mixed 
up with conventional finance leading to institutional entanglements which 
would be hard to unknot.
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2 English Commercial Courts 
and Islamic Finance Disputes

English Commercial Courts (ECCs) are famous for providing effective res-
olution to international commercial disputes. The ECCs have an interna-
tional reputation to resolve disputes according to the commercial needs of 
the transaction. The courts have significantly contributed to the promotion 
of international financial services in London. Owing to the credibility of 
the ECCs, Beximco Pharmaceuticals, a leading pharmaceutical company in 
Bangladesh, and Shamil Bank of Bahrain, a prominent bank in Bahrain, 
chose the English court as a court of jurisdiction for the Murabaha agree-
ment reached between the two organizations. Hence in the backdrop of this 
case, this chapter will examine the resolution of Islamic finance (IF) disputes 
in the ECC.

In order to understand the ECC’s approach toward Islamic Finance (IF) 
disputes, this chapter has first included a historical analysis of the evolution 
of ECC in the UK. The historical perspective defines the underlying prin-
ciples leading to the current precedents on IF disputes in the ECC. The 
precedents align with the general approach of ECC, which is premised upon 
an appreciation of the market needs of commercial transactions. However, 
this tendency of the ECC toward IF disputes give rise to legal uncertainty 
in global IF industry making ECCs an unfavorable choice of jurisdiction. 
Brexit has added a further layer of uncertainty for operation of Islamic finan-
cial institutions IFIs in the UK.

English Courts on the Commercial Law

History of English Commercial Courts

Prior to the 16th century, justice was administered in courts of law in 
England. Judges used to apply laws based on literal interpretation. Principles 
of law included stare decisis whereby a prior decision has binding authority 
for the later disputes. The court of law used to be bound by previous deci-
sions, which ensured certainty but strict adherence to precedent, was also a 
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cause of developing unjust and ambiguous principles. Sometimes literal appli-
cation of the law is used to lead to ambiguous outcomes such as1

[A] statute provides that any person wearing orange Doc Marten boots 
is entitled to receive a sum of money if they present themselves at the 
Town Hall on a particular date. Bertha has a splendid pair of orange 
Doc Marten boots that she wears to stride towards the Town Hall at 
the appointed time to receive her reward. Unfortunately, she is forced 
to walk through a muddy puddle in the car park which briefly obscures 
the orange color of her boots in a dirty brown film of mud. A literal 
application of the statute would mean that Bertha would not be entitled 
to receive the reward because her boots were not orange at the time 
specified by the legal rule. Clearly, we would think such an application 
of that rule to be unfair because her boots were really orange and their 
color only temporarily obscured by the mud. In such situations, there is 
a need for judges to be able to reach a just conclusion, even if that is not 
the conclusion suggested by the literal application of the law.2

This limitation of law led to a need for flexibility in the literal interpretation 
of law.3 Parties aggrieved by ineffectiveness or non-availability of remedies 
began writing petitions for equitable justice to the King. Lord Chancellor 
who was the head of the secretarial department of state used to hear the peti-
tions against courts of law.4 Thus, principles of equity began to develop, and 
the court of Chancery came into existence to administer principles of equity 
to resolve disputes.5

The objective of the law was the provision of justice by strict application 
of legal principles to resolve disputes. An example of principles of com-
mon law is damages for breach of contract. The objective of equity was 
to ensure the just resolution of the dispute as per the discretion of judges. 
Equity is all about correcting the injustices and conscience of individuals 
regardless of legal principles.6 Example of equitable principle is specific 
performance.7

The court of law and court of chancery used to operate separately. Both, 
the common law justice system and the equity-based system, used to run 
on distinct principles of fairness in separate courts. This separation of law 
from equity caused two major problems. First, since the court of law did not 
implement equitable principles and the court of equity did not recognize 
legal principles, often plaintiffs found themselves filing a suit in inappropriate 
jurisdictions. This essentially meant that defendants would raise the equita-
ble defense in a court of law, which would end up restraining the action/the 
final judgment and force the plaintiff to bring a separate action in a court of 
Chancery.8 As a result, the plaintiff had to bring an action in proper jurisdic-
tion; otherwise, the defendant could restrain the action, which used to cause 
delay for both parties.9
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The Judicature Act 1873 merged the court of law with the court of equity. 
The merger of both the courts into one judicial system resolved the issues of 
delay. Consequently, there came about a single court with various divisions 
to administer justice according to legal as well as equitable principles. The 
Act 1873 introduced a procedural fusion of law and equity and over time 
substantial fusion developed through precedents.10

Interestingly, equitable principles had accommodated commercial needs 
quite readily.11 Merchants preferred equity courts for speedy trials as well as 
acceptance of mercantile customs.12

The court of Chancery, which dealt with commercial matters, offered an 
exemption from the delays of due process as presented in the forms of action 
and jury system. It can be observed in Carrier’s case, which was heard in 
the Star chamber in 1473 (15th century).13 There was an alleged felony by 
a foreign merchant, and felony was a matter for the court of law. However, 
the Chancellor refused to refer the case to the court of law so that a foreign 
merchant did not have to deal with delays routinely caused by the court of 
common law.14 Court of equity such as Star chambers was indifferent regard-
ing the procedure and could bypass due process for the sake of commercial 
needs.15

Getting recognition for commercial needs in common law was a very 
lengthy task that took years of struggle to come into the shape that it is today. 
Previously, merchant disputes were dealt with under the principle of equity, 
which did not follow the doctrine of Stare decisis, making the outcome of 
every dispute different, which took away the certainty that commercial enti-
ties yearn for. There started the struggle to get commercial needs recognized 
and incorporated in the body of law which was initially done through adopt-
ing mercantile customs into the national legal system. Commercial needs 
were initially facilitated under the mercantile law, and this still had to face 
a lot of resistance and rebuke from stakeholders of common law. However, 
despite this resistance, the pressing needs of the merchants eventually lead 
to a time when a compromise was reached between lawyers and merchants, 
and commercial law started to develop as a separate field of law. These efforts 
started to materialize only in the 18th century when Lord Mansfield adopted 
mercantile customs into his judgment.16

Court of Common Law and Commercial Law

Merchants used to resolve their disputes among themselves until the 16th 
century. The beginning of the 17th century saw the engagement of common 
law courts to resolve merchant disputes. By the 18th century, political will 
escalated the development of mercantile law within the national legal system 
of England. The end of the 18th century saw the ECCs emerging as the most 
suitable venue to resolve merchant disputes in England. This development 
led to the promotion of commercial courts in London to the extent that 
today the ECCs are a choice of jurisdiction for the international business 
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community. The major reason for ECCs popularity is the accommodation of 
the commercial needs of the business community. In the preceding part of 
this section, the incorporation of mercantile customs into the common law 
court has been explored.

In 16th century Europe, there was a culture of trading in fairs and ports. 
These fairs and ports were strategically located on the trading routes like the 
French fair in the county of Champagne and were particularly important 
in the development of international commercial customs. In England fair 
used to run under the King who used to hold the court in the fairs too. Fair 
courts, also known as pie powder, were held by merchants who used to apply 
merchant customs to resolve disputes.17 Court of Staple was no different than 
fair courts except the staple courts existed at ports to collect customs duties 
and control trades.18

This historical setting helped the promotion of commercial customs into 
the trade. For instance, it was a mercantile custom to use reputation as a 
tool to prevent unjust practices among merchants. In the system of fairs and 
trade, there was a regulated entry to fair and it was significantly easy to 
freely disseminate the flow of information regarding the reputation of mer-
chants.19 This served as a deterrent for professional merchants who could face 
isolation, bans and bad reputation by word of mouth if they tried to break 
commitments.20

Over time, the trade-in between England grew and expanded outside 
Europe. The merchants started trading finished goods, which paved way for 
industrialization in England. System of fair courts and staple courts no longer 
remained a feasible option to resolve merchant disputes.21 Additionally, the 
gradual end of the system of fairs and the emergence of widespread trade 
in different centers made it difficult to freely disseminate information.22 
Therefore, merchants’ reputation could no longer act as a barricade against 
dishonesty, all the more because the local merchants were dealing with 
mostly foreign merchants.23

The Admiralty courts and Star chamber started to deal with merchant 
disputes and completely replaced the fair and staple courts.24 Private tribunals 
also surfaced to handle commercial disputes during those times. Common 
law court too became accommodating of mercantile needs to compete with 
Admiralty courts, Star chamber and private tribunals.25

From the 16th to 17th centuries, few merchant disputes were brought 
before a court of law,26 most merchant disputes were resolved in the 
Admiralty court and the Star chamber.27 Star chamber and Admiralty court 
were rivals to the court of common law.28 Merchants used to prefer the Star 
chamber or Admiralty court over common law courts such as the courts at 
Westminster.29

Although mercantile law was primarily administered through fair court, 
pie powder, staple court, admiralty courts, the Star chambers, commis-
sioner of assurances, merchant juries and private tribunals but the develop-
ment of international trade in England empowered merchants to promote 
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international commercial arbitration as well.30 In all these venues, merchants 
were either involved in dispute resolution as judges or mercantile law was 
enforced to resolve disputes.31 At one point, merchants also put great efforts 
to setup special merchant courts. These efforts though did not materialize but 
created awareness among the legal fraternity about merchants’ distrust over 
courts of common law.32

The introduction of assumpsit was aimed to overcome the distrust among 
merchants by the common law courts.33 Assumpsit refers to the common 
law action to recover damages for breach of a contract. It originated in the 
14th century, as a remedy whereby merchants could seek recovery or dam-
ages for any negligent act, improper handling or failure to fulfill a promise 
by a defendant. It allowed a recourse to merchants under common law to 
seek recovery for such acts or obligations of others that failed to fulfill the 
responsibility entrusted to them. Assumpsit actions allowed the Common 
law courts to facilitate merchant disputes as an appropriate alternative to the 
notion of specialized merchants’ courts.34 It ensured the calls for the creation 
of special merchant courts due to the inability of common law to accommo-
date merchant customs die down. In this way, the merchant cases also came 
under the scrutiny of common law.35

Assumpsit action was an attempt to address two major issues, which pre-
vented merchants from approaching common law. The first issue was to 
overcome procedural delays, which was a problematic feature of common 
law for merchants.36 Second, assumpsit actions included equitable remedies, 
which were often based on mercantile customs to resolve merchant disputes. 
Under the action of assumpsit even if the evidence was not up to the stand-
ard, a cause of action could still arise without any express reference to the 
law merchant.37 Assumpsit actions also allowed decisions to be taken on an 
ad-hoc basis to facilitate merchants.38

Lawyers realized that the archaic values of the legal system were chang-
ing rapidly under the assumpsit actions. Despite, it was essential to dis-
courage the establishment of a special merchant court, which would have 
challenged the institutional norms of the English legal system.39 Moreover, 
the studies by Jerry Mashaw and Philip Hamburger represented that a sys-
tem of courts (such as the suggestion of merchant courts) unreviewable 
by common law courts would have been alien to the Anglo-American 
legal traditions.40 An illustration of this attitude could be observed when 
Blackstone called these courts in commentaries as a ‘petty tyranny’.41 
Hence, opposition to specialized merchant courts led to the introduction 
of assumpsit actions, which resulted in recognition of commercial realities 
by common law in two phases.

•	 First, mercantile customs were recognized and implemented in common 
law courts.

•	 Second, commercial law developed as a distinct body of law based on 
precedents.
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First Phase: Recognition of Commercial Needs

In this regard, the most important was time bargains which were speculative 
transactions that involved trading in stocks through speculation on market 
movements. Investors used to make money on price fluctuations in stock 
markets. The time between sale and purchase of stock must exceed three days 
to benefit from market movements. The Number and III Practice of Brokers 
and Stock Jobbers (the Broker’s Act 1969) Act 1696 was the first attempt to 
prevent speculative activities in London Stock Exchange. The Broker’s Act 
1696 banned time bargain by way of restricting time between buying and 
selling to three days, and in the 18th century, a restriction against time bar-
gain was enacted in the Barnard’s Act 1735.42 This Act came into contestation 
in the case of Wells v. Porter, wherein a broker Wells sued his client Porter 
for non-payment of work done on the client’s behalf to buy and sell time 
bargains on Spanish and Portuguese public stocks.43 Porter argued that the 
contract between him and Wells should be considered void under the terms 
of the Barnard’s Act 1735, which banned time bargains.

The court disagreed and decided in favor of Wells. The court held that 
the statute did not apply to foreign stocks.44 In Wells v Porter, the court sup-
ported speculative contracts on foreign stocks under the freedom of contract. 
Mercantile practice was promoted over legislative requirements.45

An important political development that complemented this legal environ-
ment that was accommodating of commercial needs was the rise of Whigs 
in the British political spectrum.46 They were firm believers of the common 
law but also wanted to reduce social disorder.47 One of the chief adherents 
of this movement was Lord Chief Justice Mansfield who provided a space 
within common law for mercantile customs.48 Mansfield’s reforms incorpo-
rated special jurors and other merchant advisers into common law litigation.49 
He sought to provide litigants with certainty by incorporating mercantile 
customs into his judgments to establish them as binding rules.50 Thus, the 
initial penetration of mercantile law in central common law court through 
the actions of assumpsit reached its zenith in the time of Lord Mansfield who 
incorporated commercial usages into English legal system.51

Second Phase: Incorporation of Commercial 
Law into National Legal System

As stated previously, there were rising demands from the merchant commu-
nity for the establishment of separate merchant courts to resolve merchant 
disputes. Private settlement of merchant disputes was also becoming more 
prevalent by the 17th century.52 This proposal to establish merchant court 
included the appointment of merchant judges, a faster, simpler procedure 
than ordinary courts, low fees, decisions based on mercantile customs and 
state authorization that would enable some type of compulsory processes.53 
In response to these demands, and to assuage the concerns of the merchant 
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community, Mansfield instead of establishing separate courts, incorporated 
mercantile customs into law and adopted effective procedures such as calling 
merchants as advisors and expert witnesses in merchant disputes.54

Lord Mansfield used foreign examples, quoted works of juris consults, por-
tions of the Civil Law, and stressed, if necessary, equity rather than precedent 
to develop commercial law.55 By his efforts, mercantile law had developed 
into commercial law in the 18th century. Mansfield was also appointed as 
Chief Justice in 1756, after 30 years of law practice. His desire was indeed 
to reduce litigation (accommodate the commercial needs) but also to pre-
serve judicial economy.56 He allowed commercial needs to be accommodated 
within the traditions of common law.57 Mansfield’s attitude toward com-
mercial law was reflective of the courts’ growing tendency toward adapting 
themselves to the pressures of mercantile need.58 The development of mer-
cantile law into a distinct field of law was thus largely an outcome of judicial 
decisions.59

Find out milestone cases decided by Mansfield that led to the incorporation 
of commercial customs into the common law.

1	 In the case of Pillans v. Van Mierop, Justice Mansfield declared that 
the law of merchants and the law of land is the same. In this case, 
Lord Mansfield ignored the doctrine of assumpsit and the doctrine 
of consideration, in favor of fair dealing and consent in the Law of 
Merchant.

2	 Another important case decided by Mansfield was Jones v. Randall. 
In England, the enforceability of contracts relied upon the doctrine of 
assumpsit, and Lord Mansfield trying to free the commercial law from 
pre-commercial forms of laws and actions noted that it would be strange 
if we go back to the time of Richard to see what a case and find the law, 
even after there has been such a great increase in arts and commerce, 
and the circumstances that define commercial realities. This judgment 
was very important as it tried to cut the development of law away from 
pre-commercial precedents, which were a great barrier to the develop-
ment of commercial law.

3	 In Miller v. Race. In this case, a thief had stolen a banknote from the mail 
and gave it to the plaintiff who accepted it as part of regular trade and 
sought to use it which was contested by the defendant on the basis that 
because the plaintiff got the banknote from a thief who himself did not 
have a legal right, such right can also not be passed on to the plaintiff. The 
question that arose here was whether someone who does not have a legal 
right in a bank note can pass it on to someone else. Had it been a horse, 
the plaintiff would have to relinquish it in favor of the defendant and then 
seek recovery from the thief. However here, Lord Mansfield decided in 
favor of the plaintiff saying that bank notes were essentially used as money 
and cash in the ordinary transactions of business, and since it is currency, 
so like money it cannot be traced and cannot be recovered after it has 
passed on as currency. In giving this judgment, Lord Mansfield upheld a  
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centuries-old practice of merchants, where instruments having the force 
of currency was used and passed on and the more readily and frequently, 
they were passed on and endorsed, the more their value as currency was 
established and this allowed for facilitation of trade. For this system to 
work, such instruments had to pass on from hand to hand without the 
need for a careful inquiry, as not required for cash, hence making a per-
son liable to return a bank note would have curtailed this practice and 
Mansfield judgment was very prescient in this regard.

English judges’ contribution toward commercial law is evident and far-
reaching, for instance, in the derivatives industry, it was Woolf JJ who first 
laid out a definition for swaps in Hazell v Hammersmith and Fulham LBC.60 
This definition of the swap has been since then well recognized among 
derivative industry participants.61 London’s current status as an international 
financial center is largely an outcome of economic benefits the City’s finan-
cial position generates, which is not possible without supportive legal infra-
structure.62 Therefore, the economic needs of commercial transactions have 
always been accommodated in the ECCs and above explain its culmination 
into the present form over a long period.63

Current Status of English Commercial Court

This section explores features of ECCs, which make it the first choice of 
jurisdiction among prominent organizations in general and international 
commercial organizations in particular.

ECCs operate as part of the High court.64 The statistics indicate that 75% 
of the court’s business is generated from international cases. It means that 
the parties incorporate in their contract English Law, as the governing law, 
and English courts, as the forum of choice, because they deem ECC the 
most suitable forum for dispute resolution. ECCs decide the international 
disputes pertaining to the following subject matters; contractual disputes, 
fraud, finance/regulatory, technology and engineering, intellectual property 
and insurance,65 import and export of goods, carriage of goods by sea, land 
and air, banking and financial services, insurance and reinsurance, markets 
and exchanges, commodities, oil, gas and natural resources, the construction 
of ships, agency, arbitration and competition matters.66

International cases are brought before ECC under the choice of jurisdic-
tion clause inserted in contracts between international business organiza-
tions.67 Judgments pronounced by ECC regarding a dispute of international 
nature are also effective innumerable jurisdiction. For instance, the Brussels 
I Regulation and European Enforcement Order enforce the judgments 
passed by English courts within European Union.68 Furthermore, by vir-
tue of several reciprocal arrangements between the UK and other countries, 
the judgments pronounced by ECC have extra-territorial enforcement and 
recognition. The New Zealand’s Reciprocal Enforcement of Judgments Act 
1934 is one example. The ECC’s judgments are enforceable in New Zealand 
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under the Reciprocal Enforcement of Judgments Act 1934 once the judg-
ment is registered in New Zealand High Court.69 Unless the registration is 
set aside, the foreign judgment shall have the same force and effect as it is 
pronounced by a national court of New Zealand.70

ECCs evolved as a result of commercial law developed through centuries, 
speedy trials, impartial judges, expert judges, efficient case management and 
disclosure and transparency.71 All these factors are further discussed separately 
in the succeeding part of this section.

A Well-Developed Body of Commercial Law

Merchants used to have their disputes resolved before the fair courts or courts 
of staple.72 The reason for that was, they wanted speedy justice over lengthy 
common law court proceedings for the resolution of mercantile disputes.73 
These cases were dealt with by the courts at the fair or the courts located in 
the seaport towns, there is no record of them present in the law reports of 
that time.74

In the 17th century, during the period of Lord Coke, there are few reported 
mercantile cases.75 This is because the cases were not decided based on the law 
of England but based on the customs of the merchant.76 The party appearing 
before the court had to prove that he was a merchant, i.e., essentially a ques-
tion of fact, for the court to decide the dispute.77

Mercantile law was introduced in the courts of law in the 18th century 
during the period of Lord Mansfield.78 In his principal work, he devel-
oped principles of commercial law based on the customs of merchants.79 In 
this regard, Mansfield LJ referred to every civilized system of law, includ-
ing Scotland, Rome and the old laws of the sea.80 Thus, the mercantile law 
started to be administered by the judges of the King’s Bench. Keeping in 
mind that the judges found it difficult to understand disputed commercial 
transactions presented before them, Lord Russell of Killowen and Mr. Justice 
Mathew setup an elaborate system of rules for the Commercial Courts in 
1894.81 They aimed to provide cheap and speedy trial while maintaining the 
principles of fairness.

Speedy Trials

Statistics indicate the average length of the trial for the ECC to be nine (9) 
days.82 The provided number of days, although has comparatively increased 
from the average length of the trial in 2017–18 of seven (7) days, reflects adju-
dication of commercial matters in the UK as speedy and efficient.83

Furthermore, the Commercial Court Guide Notes, under section F. 3, 
provides that on the application of either party, the courts may expedite the 
hearing of the dispute, noting that there exists sufficient urgency and impor-
tance. The application must be made to the Commercial Court Office with 
notice to all the other parties.84
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Impartial Judges

The concept of judicial independence is well-entrenched in UK’s constitu-
tion. Judges decide the dispute relying on established precedents and ren-
der their judgments free of any influence or governmental control. This is 
manifested in the process of judicial appointment. It is the responsibility of 
the Judicial Appointment Commission (‘JAC’), an independent non-public 
departmental body, to appoint judges and maintain judicial independence.85 
The JAC is chaired by a layperson and is mandated to recommend and select 
candidates based on merit and in the process thereof, encourage diversity 
among the existing pool of candidates.86

Expert Judges

In terms of the appointment of judges, the English legal system does not rec-
ognize career judiciary. The English judges, however, are appointed among 
the senior legal practitioners having years of experience at the highest level of 
practice.87 Having said that, English courts also contain the features of spe-
cialist judges, for dealing with disputes of international dimension or where 
there are laws from multiple jurisdictions applicable, or there are multiple 
parties involved. For instance, disputes pertaining to engineering and build-
ing construction are instituted before Technology and Construction Court 
(TCC). Mr. Justice Jackson and Mr. Justice Ramsey headed this specialist 
court. They both were previously world-class advocates, accumulated with a 
wealth of experience and knowledge in the field.88

Efficient Case Management

The English courts seek to achieve efficiency in the progress of cases by 
actively managing and monitoring the cases. The case management includes 
identifying disputed issues at an early stage; fixing timetables; dealing with 
as many aspects of the case as possible on the same occasion; controlling 
costs; disposing of cases summarily where they disclose no case or defense; 
dealing with the case without the parties having to attend court, and giving 
directions to ensure that the trial of a case proceeds quickly and efficiently.89 
In addition, the ECCs provide varied speedy injunctions, including asset-
freezing injunction, search and seizure orders, mandatory or prohibitory 
injunctions.90 Lastly, English Courts deter fictitious claims by imposing costs 
of litigation on the losing party.91 This practice discourages malicious claims.

Disclosure and Transparency

English procedure rules follow the ‘cards on the table approach’, that requires 
the parties to disclose and provide access to their adversary to all the rele-
vant and non-privileged information.92 This approach provides parties the 
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opportunity to evaluate the strengths and weaknesses of their dispute before 
proceeding to the trial. Furthermore, the court, under certain circumstances 
during the trial, can also direct the non-parties to the suit to disclose the rel-
evant documents.93 The standard requirement of disclosure in English Court 
can be prescribed to three categories94:

1	 It will include a proportionate search of the party’s own documents, on 
which it is relying on;

2	 The search of adverse documents, which adversely affect either his own 
or the other party’s case;

3	 The search of required documents that are required to be disclosed by 
the directions of practice.95

The parties and their legal representatives are strictly required by law to com-
ply with the requirements of disclosure, and in violation thereof, the court 
may also subject them to sanctions, that include adverse costs, or adjourn-
ment of hearing orders.96

Islamic Finance Developments in the UK

Oil wealth generated liquidity in the early 1970s in Arab countries. Arab 
countries avoided using conventional banks for a long time. ‘Many had previ-
ously solved the problem by not using a bank: if you are poor and have little 
cash there is no need for banks. By the middle of the last decade, however, 
businessmen and other citizens found that they could not store all their cash 
under the bed’.97 Therefore, Islamic Development Bank marked the begin-
ning of IF in the world in 1975.98 Within five years, Islamic financing began 
through the use of the Murabaha agreement on the London Metal Exchange 
(LME) in 1980. This was the beginning of a wholesale IF market in the UK to 
facilitate liquidity to the Middle Eastern institutions.99 Since then the LME has 
become a prominent stakeholder supporting the Sharia Compliant funds in the 
City.100 Wholesale banks funded trade leasing and project financing through 
Islamic Investment in the 1980s.101 A relatively simple structure of products in 
the wholesale market kept the market ‘outside the scope of the regulators’.102

The retail market began operation in the 1990s when a few Middle East 
and South East Asian banks started offering Islamic home financing plans 
in the country. The growth of the retail market was slow on account of 
uncompetitive pricing and the absence of regulatory protection for consum-
ers.103 Currently, five full fledge Islamic banks and 20 conventional banks are 
offering Islamic financing services in the UK.104 Details of all the five Islamic 
banks are given below.105

1	 Qatari owned Al-Rayan Bank – a retail bank106

2	 The Bank of London and the Middle East (BLME) – a wholesale bank. 
BLME opened in 2007, was funded by Kuwait’s royal family Al-Sabah, 
Boubyan Bank Kuwait and other institutional investors.107
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3	 Qatar Islamic Bank (UK) – an investment bank
4	 Gatehouse bank – wholesale investment bank and
5	 Abu Dhabi Islamic Bank (UK) – a retail bank.108

In 2003, HSBC became the first conventional bank to offer house financing 
based on Islamic principles, ‘using a Shariah Compliant model in which the 
bank took the property title and leased it back to the customer over 25 years 
who then paid rent plus payments towards the purchase price’.109

Citi, Deutsche and HSBC are some of the international institutions that 
are operating Islamic windows in the City to develop this niche of finance.110 
London has witnessed an interbank transaction between conventional and 
Islamic banks. This has boosted capital market operations in the City.111

Islamic Capital Market

The UK is contributing to the growth of the Islamic Capital market through the 
Royal Mint. Director Chris Howard said, ‘The growth in Islamic Investment 
globally and the clarification of how gold and silver can be included within it, 
could drive upwards of $20bn of investment in gold … bullion products’.112

Since 2017, Royal Mint has been offering Shariah-compliant investment 
in bullion products. Amanie Advisors on behalf of Royal Mint worked with 
AAOIFI and World Gold Council to ensure investment into bullion products 
offered by Royal Mint complied with AAOIFI Shariah Standards on Gold.113

Opening Royal Mint for Islamic investors had made it possible for the 
Mint to tap demand for investment in gold, which has been estimated to 
be around £4 billion by the World Gold Council. Investment in bullion 
products will help resolve liquidity issues facing Islamic banks in the absence 
of a robust capital market.114 Islamic fund managers can also diversify their 
portfolio through investment in bullion products.115

Shariah-Compliant Funds

Management of Shariah-compliant funds has been made available to Middle 
Eastern clients since 1986. The first Halal mutual fund was launched in 
1997.116 Since then, numerous Shariah-Compliant funds have been listed on 
LSE. In 2009, Moody rated the Shariah fund issued by BLME as ‘A’. This was 
the only Shariah fund ever rated as ‘A’ by an international rating agency.117

The UK offers sophisticated investment opportunities in the infrastructure 
sector for Islamic investors.118 Development projects such as the Shard, Battersea 
Power Station regeneration, London Gateway, the Olympic Village and rede-
velopment of Chelsea Barracks owed their funding to Islamic finance.119

Sukuk

LSE has listed 65 sukuk worth $48 billion altogether.120 In 2007, sukuk for 
the UAE-based National Central Cooling Company (Tabreed) was listed on 
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LSE. The $200 million worth of sukuk was the first sukuk listed on LSE.121 
The British government issued the first sovereign sukuk in 2014. Over 
£2 billion sovereign sukuk was the first sovereign sukuk issued by a non-
Islamic jurisdiction. HSBC, Barwa Bank of Qatar, CIMB Malaysia, National 
Bank of Abu Dhabi and Standard Chartered structured the deal.122 British 
government sold £200 billion sukuk to institutional investors.123 Assessment 
on the issuance of the second sukuk is ongoing in consultation with all the 
UK Islamic Banks (UKIBs).124

Islamic Finance Education

Numerous UK universities are offering postgraduate degrees in IF, 69 courses 
were offered during 2016.125 Prominent educational institutions offering 
courses on Islamic finance are

1	 Institute for securities and investments in association with L’Ecole 
Superieure des Affaires (L’ESA), Islamic finance qualification (IFQ)

2	 Institute of Banking and Insurance
3	 Educational institutions offering education in IF industry (CISI)
4	 Chartered Institute of Management Accountants (CIMA)
5	 Association of International Accountants (AIA)
6	 Institute of Banking and Insurance (IIBI)126

Promotion of Islamic Finance Domestically and Internationally

UK’s first Islamic finance task force was setup to raise inward investment and 
contribute to the economic benefits.127 The task force was entrusted with the 
objective of promoting the UK IF industry in the domestic as well as global 
markets.128 The task force organized the World Islamic Economic Forum 
2013 in London. It was a great achievement on the credit of the Islamic 
finance task force in terms of promoting London as a Western hub of Islamic 
finance.129

All-Party Parliamentary Group, chaired by Naz Shah MP and co-chaired 
by Lord Sheikh, confirms Parliament’s support for IF in the UK.130 Owing 
to the All-Party Parliamentary Group, the IF industry is well represented in 
Parliament to address issues obstructing its smooth operation.131

Islamic Finance Advisory Group (IFAG) was formed in 2000. The group 
comprised Andrew Buxton, former Chairman of Barclays Bank, Eddie 
George of the Bank of England, representatives from the Treasury, FSA, the 
Council of Mortgage Lenders financial institutions and the Muslim commu-
nity.132 IFAG published a report called ‘Global Trends in Islamic finance and 
the UK market’. This report gives the most recent and comprehensive insight 
into the growth of the IF industry in national and international markets.133

Islamic Insurance Association of London (IIAL) ‘ensure that the insurance 
industry plays a full role in the development of the Islamic Finance indus-
try and its future regulation’.134 IIAL is a private body aiming to promote 
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Shariah-compliant insurance, it was launched in 2015.135 Its objective is to 
connect Shariah-compliant insurance in London to prominent centers of 
Islamic finance in the globe (Figures 2.1–2.3).136

‘Regulatory Development of IF in the UK’.137

Legal and Regulatory Support

UK government has actively promoted the industry through tax relief and 
reforms over issues of debt.138 Multiple Stamp Duty Land Tax (SDLT) was 
waived in the Finance Act 2003. Amendments were introduced to place IF 
products on the same footing as conventional products through the Finance 
Acts 2005, 2006 and 2007.139

The most important legislative development in 2003 was to remove mul-
tiple charges of SDLT on mortgages (Shariah Compliant). It was a result 
of a recommendation made by a working group led by Lord George, the 
Governor of the Bank of England.140

The FSA had identified three major concerns regarding the authorization 
of Islamic banks in the country. These include the definition of deposit, the 

Figure 2.1  Number of Islamic Finance Courses by Country

Source:  TheCityUK, `Global Trends in Islamic Finance and the UK Market’ (TheCityUK, 
2017) 21 <https://www.thecityuk.com/research/global-trends-in-islamic-finance-and-the-uk-
market-2019/> accessed 5 July 2022.

https://www.thecityuk.com
https://www.thecityuk.com
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role of SSBs and transparency in a financial promotion.141 The FSA has been 
collaborating with Islamic banks in addressing all three concerns.

While processing the authorization of the Islamic Bank of Britain, the 
stakeholders come across the differences in the definition of ‘deposit’ under 
(IBB) UK law and the Shariah law.142 In the UK, ‘deposit is defined as a “sum 
of money paid on terms under which it will be repaid either on-demand or 
in circumstances agreed by parties”’.143 The repayment of the deposit is guar-
anteed subject to the solvency of the bank.144 In Islamic banks, repayment 
of the deposit is not guaranteed. IBB and FSA came up with an arrange-
ment under which the 100% return of deposit is guaranteed for regulatory 
purposes. Customers are later given the option to waive their guarantee in 
compliance with Shariah.145

At the moment Shariah scholars sitting on the SSBs have advisory role. 
Islamic finance products are approved under the advice of the SSBs. The 
advisory role of Shariah scholars does not require compliance with regulatory 
requirements. There is a debate in the literature over more authority should 
be granted to SSBs. English courts also referred to SSBs’ role to overcome the 
Shariah arbitrage. In the future, if Shariah scholars assume authority exceed-
ing advisory roles such as the position of director, FCA’s ‘Fit and Proper 

Figure 2.2  Number of Islamic Finance Degree Courses by Country

Source:  TheCityUK, `Global Trends in Islamic Finance and the UK Market’ (TheCityUK, 
2017) 22 <https://www.thecityuk.com/research/global-trends-in-islamic-finance-and-the-uk-
market-2019/> accessed 5 July 2022.

https://www.thecityuk.com
https://www.thecityuk.com
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Figure 2.3 Regulatory Development of Islamic Finance in the UK
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criteria’ will become applicable to the Shariah scholars. Regulatory restric-
tions regarding sitting on multiple boards will be triggered as well. This 
potential future role will require FCA to bring the SSBs under its supervisory 
mechanism.146 The financial regulator does not plan to regulate the role of 
SSBs in IFIs.

Financial promotion of products should be made with complete disclosure 
of risks and benefits. FSA worked out strategies to ensure financial products 
marketed to customers include complete information relevant to customers 
regarding the risk profile of the products.147

BASEL III Compliance with Islamic Banking

Basel III emphasizes the assessment of liquidity management of the banks.148 
Basel III introduces measures to avoid the impacts of the financial crisis on 
the banking industry by introducing liquidity requirements.149

Liquidity refers to a financial institution’s strength to ‘maintain the balance 
between financial inflows and outflows over time’.150 Conventional banks 
can avail of debt from the market or sell their debts to maintain the required 
level of liquidity. Liquidity risk arises when a financial institution antici-
pates a failure to maintain the balance of outgoing and incoming cash. The 
risk is caused by ‘market disruption or by credit downgrades’. Liquidity risk 
if materialized can prevent the bank from ‘meet[ing] obligations to repay 
depositors and financing parties and fulfill financing commitment’ result in 
a bank run.151 The bank fails to make payments to depositors, and customers’ 
confidence shook, which can send interrupt to the entire financial system.

Basel III introduces a Liquidity Coverage Ratio (LCR) and the Net Stable 
Funding Ratio (NSFR) to regulate Liquidity Risk. LCR regulates short-
term liquidity risk, i.e., for 30 days. ‘The liquidity coverage ratio (LCR) 
will require banks to have sufficient high-quality liquid assets to withstand 
a 30-day stressed funding scenario that is specified by supervisors’.152 NSFR 
is intended to regulate long-term liquidity risk, i.e., during a year. ‘The Net 
Stable Funding Ratio (NSFR) is a longer-term structural ratio designed to 
address liquidity mismatches. It covers the entire balance sheet and provides 
incentives for banks to use stable sources of funding’.153

LCR and NFSR will aggravate the potential liquidity issues facing the IF 
industry. These liquidity ratio requirements will affect the competitiveness of 
Islamic banks through an increase in cost. NSFR requirements have a more 
severe impact because this ratio requires banks to reduce reliance on short-
term liquidity instruments. ‘Islamic banks are largely deposit funded (over 
50% in general) with main maturities less than one year’.154

Islamic banks encounter difficulty maintaining liquidity and controlling 
liquidity risk. The reasons why IF encounters liquidity issues include access 
to limited sources of finance and limited methods to diversify the portfo-
lio. Restrictions on borrowing from financial markets, selling debt and the 
underdeveloped nature of the Islamic money market limit the sources of 
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funding for Islamic banks. Moreover, excessive ‘liquidity of Islamic banks 
cannot be transferred to conventional non-Shariah banks’ and a lack of 
innovation results in ‘lack of liquid Islamic investment tools with short term 
maturities’.155

Liquidity risk measures introduced in the third framework have a signif-
icant impact on Islamic banking.156 Basel III requirements are too stringent 
to allow Islamic banks to operate profitably owing to liquidity risk in the 
market. There is a need for the Islamic banking industry to develop liquidity 
management tools for the growth and stability of this new system. Liquidity 
management is possible through a vibrant secondary capital market.

To overcome the liquidity issues relevant to Basel III requirements, the 
Bank of England has started ‘Shariah Compliant Central Bank liquidity 
facilities’ in 2017.157 Bank of England has incorporated the Bank of England 
Alternative Liquidity Facility, as its subsidiary in 2018. This subsidiary ‘will 
be used to segregate the Shariah-Compliant Facility (SCF) from the Bank’s 
other interest-based activity’ for Islamic banks to overcome the liquidity 
issues in compliance with Basel III.158

The Bank of England allowed access to its deposit facility without inter-
est. The purpose was to accommodate ‘greatest demand, given that a more 
limited range of liquid market instruments is available to Islamic banks com-
pared with other banks’.159

Islamic Finance Disputes in English Courts

Islamic Finance Principles as the Choice of Law in the UK

Freedom to contract is a fundamental principle underlying the Contract Act 
1990. Private individuals are free to bind each other legally into contractual 
arrangements. Parties are free to choose the law which will apply to the con-
tractual arrangements among them. This choice of law is governed by the 
Rome Convention in the UK. Rome Convention provides rules to regulate 
the freedom to contract.160 These rules include:

1	 Parties should choose the law applicable to their contractual arrangements.
2	 Either through terms of contracts or later under circumstances of the 

case.
3	 Parties have the freedom to choose multiple laws applicable to various 

parts of a contract.161

In the English courts, the question of choice of law in contractual arrange-
ments activates the application of the Rome Convention. Under section 2.1 
of the Contracts (Applicable Law) Act 1990, the Convention applies to the 
entire contract law regime in the UK.162

The application of the Rome Convention to the IF disputes was first dis-
cussed at length in Shamil Bank v Beximco Pharmaceuticals. Defendants raised 
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the defense of the non-Shariah compliant nature of the murabahah agree-
ment.163 This argument required the court to consider the interpretation of 
Shariah laws under the Rome Convention.164

The brief facts of the case are that Shamil bank from Bahrain and Beximco 
Pharmaceuticals from Bangladesh entered into a murabahah financing 
agreement in 1995.165 Beximco Pharmaceuticals could not make payments 
under the Murabaha agreement and, consequently, the parties restruc-
tured the payments which were further amended in 2001 and 2002.166 
Beximco Pharmaceuticals again defaulted on the payments as scheduled 
under the restructured agreement.167 Shamil bank filed suit against Beximco 
Pharmaceuticals for repayment of the debt along with compensation in the 
English High court (Queen’s Bench Division, Commercial Court) in 2003.168

Governing law clause of the Murabahah agreement stated that ‘[s]ubject 
to the principles of the Glorious Shari’a [Islamic laws], this agreement shall 
be governed by and construed in accordance with the laws of England’.169 
Beximco Pharmaceuticals attempted to defend its defaults in payment by 
challenging the validity of the murabaha agreement under Shariah law. 
Defendants argued the murabaha agreement signed between the parties 
was void ab initio under Shariah law; therefore the agreements could not be 
enforced under English law as well.170

The legal issue court identified was if Shariah law was applicable under 
the Rome Convention. Morison J said, ‘The first question is whether the 
words “subject to the principles of Glorious Shari’a” mean that in order to be 
enforceable, the agreements must both be valid under English law and Shari’a 
law, as the English court may find it to be’.171

Since the agreement between Shamil bank and Beximco Pharmaceuticals 
was signed in 1995, the Rome Convention became applicable to the dispute 
for the question of choice of law. The governing law clause was interpreted 
against Rome Convention art 3 which provides for the choice of foreign 
law.172 Hence, the English court considered the interpretation of Shariah law 
as applicable to the murabaha agreement.

It turned out that the choice of law clause is applicable to the law of a 
country under the Rome Convention. Shariah laws did not constitute a valid 
choice of law as per Rome Convention. In other words, parties did not refer 
to a national legal system of a country where Shariah law was implemented. 
Since Shariah law did not form part of a national legal system, therefore, it 
was not possible for the court to apply English law to interpret principles of 
Shariah that do not have a backing of a national legal system. Thus, Morison 
J distinguished between the application of laws of a country and application 
of non-national laws by saying.

This court is well used to disputes about foreign law and, if necessary, it 
will determine what a judge in a foreign court would decide had he received 
submission about Islamic law. That is not the same exercise as determining 
what, as a matter of English law or applying English law principles, the prin-
ciples of religious-based law are.173
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Porter LJ affirmed the High court’s decision under the Rome Convention. 
Later, this developed into a legal principle in Halpern v Halpern when the 
court of appeal agreed with Potter LJ.174 Lord Justice Waller stated that ‘… the 
starting point for the Rome Convention was a point accepted by all countries 
party to that Convention, that laws could not exist in a vacuum; by “laws” 
were meant laws enforceable in the courts of countries whether parties to the 
Convention or other states’.175

In Halpern v Halpern, the question of governing law of the agreement led 
the High court to discuss the application of the Rome Convention.176 The 
appellant attempted to draw a contrast between the instant case and Shamil 
bank v Beximco Pharmaceuticals suggesting that the Jewish law (Halakha) is 
a well-recognized body of law which should be applied under the Rome 
Convention.177 Waller LJ rejected the argument and upheld principle devel-
oped in Shamil Bank v Beximco Pharmaceuticals. Application of the Rome 
Convention rendered the application of Jewish law to be inapplicable as 
Halakha was not a national law of a country.178

In the light of the precedent developed in Shamil Bank v Beximco 
Pharmaceuticals and through Halpern v Halpern, the High court in the Investment 
Dar Company KSCC v Blom Developments Bank Sal (TID v Blom) identified 
the need to interpret Shariah law.179 Judge Purle QC precluded this need 
owing to the parties’ recognition of English Law as the governing body say-
ing that,180 ‘this contract, governed, as I say, by English law, precluded pur-
portedly the wakeel, TID, from taking any point on non-compliance with 
the Sharia’.181

The brief facts of the case were that Blom Developments Bank (Blom), 
a Lebanese company, was the claimant in this case and the Investment Dar 
Company (TID) was the defendant.182 The dispute arose out of a wakala 
(agency) contract. According to the agency contract, Blom was the depositor 
which employed TID as an agent.183 As per the agency agreement, Blom 
deposited around $ 1million to TID.184 TID was a fund manager, and it 
invested funds into the Treasury Pool which the parties had categorically 
agreed to avoid as a venue for investment.

TID made default in the payments which were due under its contractual 
liability. The default was an outcome of its unsuccessful investment strategy.185

Moreover, TID invested Blom’s deposit into the treasury pool in viola-
tion of the agreement between TID and Blom. TID defended its decision 
to invest the Blom’s deposit ‘… in good faith in its treasury pool upon the 
assumption, it was free to do so…’.186 Master Bragge passed a summary judg-
ment in favor of Blom, whereby TID was required to pay over $1 million to 
Blom.187 Deciding the case under English law, Purle J QC upheld the ruling 
and ordered a provisional payment of the principal amount by TID.188

In Dubai Islamic Bank (DIB) v PSI Energy Holding Company, the dispute 
arose out of the agency (wakala) agreement between DIB and PSI.189 The 
agency agreement was signed to finance short-term receivables, whereby 
DIB advanced the funds to defendants, but the funds were used to finance 
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projects other than those agreed upon.190 This case was also decided under 
English law.191

Flaux J disregarded the application of the Islamic laws referring to the 
principles established in Shamil Bank v Beximco Pharmaceuticals and further 
clarified in Halpern v Halpern.192 Hence, from all these cases, it is an estab-
lished precept that English courts do not entertain Shariah law as a governing 
law under the Rome Convention, primarily because it is a non-national body 
of law, and thus in all such cases, the courts decided the disputes on basis of 
English contract law.

Doctrine of Incorporation

The doctrine of freedom to contract holds great sanctity not only under any 
particular jurisdiction but also under contract law applied transnationally. 
Courts are very reluctant to curb such freedom because of the sanctimonious 
value attached with this. This doctrine essentially dictates that parties are free 
to enter into a contract and have the complete autonomy to decide whether 
and with whom the contract should be entered into, and what terms should 
form the contract of the agreement. Since these terms represent the wishes 
of the parties, the courts generally do not interfere in this, except in cases 
where there is a violation of the governing laws, or the terms are very unfair 
toward either party or to the contract. Following this doctrine, under English 
contract law also, parties can incorporate provisions of foreign laws into a 
contract, the act of incorporation is called the doctrine of incorporation. In 
Islamic Investment Bank v Symphony Gems, the court sought expert’s opinions 
regarding the explanation of Murabaha and wakala agreements to consider the 
application of Shariah law under the doctrine of incorporation.

The brief facts of the case were that the Islamic Investment Company of 
the Gulf (Bahamas) Ltd (claimant) was seeking to obtain summary judgment 
against Symphony Gems Nevada (the defendants) for breach of a Murabaha 
agreement.193 Symphony Gems NV approached the Islamic Investment 
Company of the Gulf (Bahamas) Ltd for the financing of certain specified 
diamonds using Murabaha agreement.194 Symphony Gems specified the dia-
monds which it requested to be bought from Precious (HK) Ltd.195 Islamic 
Investment Company purchased rough diamonds from Precious (HK) Ltd 
and sold them to Symphony Gems on installment payments.196 The payment 
schedule, along with the payment dates and amount, was mentioned in the 
Murabaha agreement.197

Islamic Investment Company paid the $15 million to Precious (Hong Kong) 
Ltd to purchase the specified diamonds.198 Islamic Investment Company did 
not receive any installment from Symphony Gems, which were due under 
the Murabaha agreement. Symphony Gems refused to make payments and 
defended the default in payments on the ground of non-delivery of the sup-
plies, i.e., the delivery of diamonds was not made to Symphony Gems by 
Precious (HK) Ltd as agreed and therefore no obligation for payments of price 
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arose.199 Islamic Investment Company claimed that under Shariah laws, pay-
ment is not subject to delivery in a sale agreement like Murabaha. Symphony 
Gems by Precious (HK) Ltd challenged the validity of the Murabaha agree-
ment under Shariah law. Defendant alleged that the Murabaha agreement 
signed between the parties was not a Shariah-compliant arrangement.200

Having received experts’ opinions on the question of the validity of 
the Murabahah agreement, Tomlinson J was convinced that the Murabaha 
agreement was not compliant with the principles of Shariah. Despite this, 
Tomlinson J held that the agreement would be governed by English law.201 
This is further clarified in Shamil Bank v Beximco Pharmaceuticals when Potter 
LJ identified the problems with the interpretation of Islamic laws and empha-
sized the need for reference to specific rules of Shariah law to activate the 
doctrine of incorporation.202 Potter LJ said,

The general reference to principles of Sharia, in this case, affords no 
reference to, or identification of, those aspects of Sharia law which are 
intended to be incorporated into the contract, let alone the terms in 
which they are framed. It is insufficient for the defendants to contend 
that the basic rules of the Sharia applicable in this case are not controver-
sial. Such ‘basic rules’ are neither referred to nor identified. Thus, the 
reference to the ‘principles of … Sharia’ stands unqualified as a reference 
to the body of Sharia law generally.203

An attempt to interpret Shariah law under the doctrine of incorporation led 
English judges to believe that Shariah is a complicated body of law, capable 
of multiple interpretations. It is impossible for secular judges to appropri-
ately interpret Shariah laws on account of multiple interpretations of Islamic 
laws.204 It has been frequently emphasized that specific provisions of Shariah 
law should be inserted in a contract to avail benefits of doctrine of incor-
poration. Thus, the absence of specific provisions of Shariah laws (which 
provisions do not exist) along with the difficulty to choose an opinion from 
among the four schools of thoughts were the reasons that further prevented 
the court in the Shamil bank v Beximco Pharmaceuticals from an interpretation 
of Shariah law.205

Role of Shariah Supervisory Boards (SSBs)

Morison J was satisfied with the approval, which was issued by Shamil bank’s 
SSB regarding the validity of the Murabaha agreement in question.206 In 
TID v Blom, the court mentioned that approval of TID’s SSB was sufficient 
to establish the validity of Murabaha agreement.207 Potter LJ emphasized 
that the interpretation of Shariah law should be the responsibility of SSBs in 
Islamic banks.

To discourage Shariah arbitrage, it is important to increase SSBs’ authority 
and responsibility regarding the product development process. Instead of an 
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advisory role, if Shariah scholars participate in managerial positions such as 
the board of directors, Shariah arbitrage can be considerably discouraged. 
As members of the board of directors, scholars will have to comply with the 
‘Fit and Proper Test’ criteria applicable to members of the board of directors. 
These requirements have been examined in detail in Chapter 6.

Impact of the English Court’s Approach 
toward Islamic Finance Disputes

Commercial Purposes

Charles Proctor suggests that the courts were being protective of Islamic 
banking practices in the UK by not interpreting Islamic finance-related 
agreements. This approach aims to protect the IF industry from a precedent 
which can obstruct innovation in the future.208 According to Proctor, ‘… the 
English decisions to enforce agreements which may have been doubtful in 
terms of their shariah-compliance are, in fact, a positive for the development 
of the Islamic financial markets in the United Kingdom’.209 In other words, 
the court of appeal’s decision to avoid interpretation of Shariah law, in Shamil 
bank v Beximco Pharmaceuticals will protect the IF industry in the UK. The 
court in Halpern v Halpern clarified that the court in Shamil bank v Beximco 
Pharmaceuticals refrained from the interpretation of Shariah to protect the UK 
IF industry.210

The underlying reason English courts have refused to interpret Islamic 
laws is to protect the IF industry by not defining the current market practices 
such as the definition of Murabaha and the wakala agreement. The ECC 
tended to accommodate the commercial needs of the market ever since its 
inception as described in the earlier part of this chapter in which this author 
has explored the historical development of ECC.

Shariah Arbitrage

There is a clear absence of mandatory standards applicable to Islamic banking 
practices. AAOIFI has setup Shariah standards for IFIs, which are adopted by 
IFIs on a voluntary basis. These standards do not have binding status. On one 
hand, the non-binding nature of Shariah standards encourages innovative 
banking products and transactions. In the absence of mandatory standards, 
IFIs structure diverse transactions to accommodate clients’ needs. SSBs are 
set up to obtain professional advice and approval on the Shariah-compliant 
nature of agreements. The agreements are concluded after a thorough exam-
ination by scholars, financiers and lawyers employed by both parties.

On the other hand, in case of disputes, the defaulting party challenges 
the Shariah-compliant nature of the very agreements, which were initially 
approved by their own SSBs. The absence of mandatory standards and regu-
lations makes it difficult to ascertain Shariah’s complaint nature of disputed 
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agreements in a court of law. This creates a gap which is called Shariah 
arbitrage. This Shariah arbitrage was further promoted when English courts 
refrained from the interpretation of Shariah law in the name of protection 
to industry.

The court avoids the interpretation of agreements prevalent among the 
Islamic banks to avoid defining the standard Islamic banking practices 
through judicial decisions. The definition of the Murabaha agreement by 
the courts in the UK, for instance, will become legally binding over the 
court as well as industry participants in the country. The legal definition of 
Islamic banking products will restrict the innovations in the IF market. This 
approach although reflects the historical practice of ECC is causing legal 
uncertainty among Islamic banks around the globe.211

On one hand, freedom to the contract being an underlying principle of 
English Contract law facilitates the implementation of Shariah law in a con-
ventional contract.212 On the other hand, the English courts’ approach toward 
the interpretation of Shariah is obstructive of the development of the global 
IF industry. This approach ‘can be more significant barriers in practice … and 
can lead to a greater lack of uniformity across jurisdiction …’.213 The courts’ 
reluctance to interpret Shariah has caused a great deal of uncertainty among 
IF industry participants in the globe which is further aggravated by Brexit.

Brexit and Islamic Finance in the UK

After World War II, France, Germany, Luxembourg, Belgium and the 
Netherlands established the European Economic Community (EEC) by 
signing the Treaty of Rome in 1954. Treaty of Rome was signed to promote 
economic cooperation among European nations to ensure future conflict 
among the European nation will be ‘not only unthinkable but materially 
impossible’.214 The Treaty of Rome later became an integral part of European 
Union (EU) law and is currently known as the Treaty on the Functioning 
of the EU.

The ECC emerged into the EU under the Maastricht Treaty in 1992. 
Unlike EEC, the EU expanded the cooperation from economic devel-
opment, to political, judicial, security and defense matters. Currently, 28 
European states have become part of the EU which promotes the single mar-
ket to ensure free movement of people, goods, services and capital. Three 
leading institutions are running the EU:

1	 The European Parliament
2	 The European Council
3	 The European Commission

Establishment of the EU along with a focus to create a single market and 
break barriers resulted in enormous prosperity in Europe. This is in addition 
to the fact that European nations became more focused to contribute toward 
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the EU and receive the benefits of being a part of the EU. EU saved the world 
from witnessing European nations engaging in bloody conflicts after World 
War II. Nonetheless, the Brits decided to exit the EU in the 2016 referendum 
for three major reasons related to economy, sovereignty and politics.

The Brits understood that the EU had failed in addressing the unemploy-
ment in southern Europe which reached over 20%. Staying in the EU with 
such a high unemployment rate was considered detrimental to Britain’s econ-
omy. Particularly, London is an international center of financial activities that 
brings financial benefits that no other EU member state is capable to contrib-
ute. According to proponents of Brexit, staying in the EU did not resolve the 
economic challenges the UK encountered, instead London had to contribute 
to overcoming the unemployment in southern Europe.215

There was growing unrest among the British over immigrants arriving in 
Europe. Some EU member states believed accommodating the immigrants 
is a moral obligation, whereas others considered dealing with immigrants is 
a national matter which should not involve the EU. Brits considered the EU 
had taken away its sovereign authority for lawmaking over certain issues, 
particularly laws concerning immigrants.216

The question of leaving or remaining in the EU had caused a split among 
two major political parties in the country. Members of Labour as well as 
Conservative parties have voted in favor of and against Brexit. The situ-
ation at the time of the Brexit referendum in 2016 was such that Labour 
and Conservative parties were against Brexit but there was a third group 
comprising members of both parties voting to exit the EU. Promoters of 
Brexit upheld the national interest of the UK over the collective interest of 
Europe.217 Referendum 2016 resulted in favor of Brexit with a close ratio 
of 52:48.

Following the Brexit referendum, British Prime Minister Teresa May trig-
gered the art 50 Treaty on European Union. Art 50 lays procedures for mem-
ber states to exit the EU. UK and EU reached a withdrawal agreement to 
make the British exit effective. May failed to convince the British Parliament 
to accept the deal concluded between the UK government and EU leaders, 
thus May resigned in 2019. This ensued a constitutional crisis over the deci-
sion to exit the EU with or without a deal.218 Boris Johnson won the election 
in 2019 and the British mandated Johnson to lead them into an exit from the 
EU. Johnson successfully obtained a deal from the EU which was acceptable 
to the British Parliament and currently transition period is going on.

Completion of the transitionary period is indicating that the financial ser-
vices industry has witnessed a decline in its activities.219 The UK financial 
regulators are very well aware of the outflow of foreign investments as a result 
of Brexit.220 Certainly, Dublin makes the most appropriate choice for the 
financial industry participants to ensure presence in Europe.221

John Foster considers the UK IF the market will remain sustainable with 
Brexit because ‘… UK would attract more foreign investment being outside 
the EU…’.222 Michael Randall suggests the provision of IF services can be an 
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alternate source to raise foreign direct investment in the UK post-Brexit. IF 
services can then be offered to EU-27 to ensure eurozone access for Islamic 
investors.223 Dr. Morrison has extensively examined the impact of Brexit on 
IF in the UK. His analysis presents IF as a source to strengthen UK financial 
sector post-Brexit.

Nonetheless, Morrison also recognizes the potential impact of economic 
slowdown on the performance of Islamic banks.224 Similarly, the analysts in 
London are insisting the policymakers ensure the legal and regulatory frame-
work for the UK IF industry remains favorable for Islamic investors.225 Such 
as reissuance of the Islamic bond was not a part of the initial issuance in 2014. 
Given the impact of Brexit on foreign investment, the British policymakers 
issued the second sovereign Islamic bond in 2019.226

Conclusion

In this chapter, we first looked at the history of the incorporation of mer-
cantile law into the common law over time, and how it came to be com-
mercial law. It has been explored that the ECCs have become the choice of 
jurisdiction for foreign parties, who choose English law as their choice of 
law because of the favorable and accommodating treatment that commercial 
interests receive in English courts.

Moving on we looked specifically at how the English courts have catered 
to disputes about Islamic finance. In this regard, we look at case law and iden-
tify rules and established precepts that have been distilled from the court’s 
jurisprudence in these cases. The first main principle that emerges is that 
English courts are wary of allowing for the application of Shariah law in 
interpreting contracts, under the Rome convention, on the premise that 
Rome convention only caters to a national body of law whereas Shariah is 
not applicable fully in any country so as to have the status of a national body 
of law, thus cannot be applied.

The second rule that emerges is that even under the doctrine of incorpo-
ration, the courts are reluctant to interpret Islamic finance contracts on basis 
of Shariah law, because of a lack of coherent Shariah rules and standards and 
differing interpretations resulting from Shariah not being a unified body of 
law. The courts have thus shied away from engaging or resolving this conun-
drum and engaging with the orthodox debate over religious principles. The 
general presumption arising from this approach is that the English courts are 
trying to protect the growth potential of the IF industry, by making sure that 
no precedent is established that may stifle the diversification of the industry. 
However, contrary to this, it is seen that the court’s reluctance to engage fully 
with IF disputes has resulted in uncertainty that has given rise to Shariah 
arbitrage.

Moreover, we have examined Brexit, which has raised concerns for the 
Islamic finance industry and has discussed its ramification for Britain also in 
respect of the insecurity of commercial interests in the backdrop of Brexit. As 
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an alternative, Ireland is now becoming a destination of choice for these com-
mercial interests since Ireland has the most feasible landscape to offer to these 
interests. Thus Dublin makes an appropriate alternate for IFIs which are oper-
ating in London for the reasons which are extensively explored in Chapter 3.
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3 Islamic Finance Developments 
in the Republic of Ireland

Ireland presents itself as a gateway for Islamic finance (IF) to enter the Euro 
region.1 The country has set certain objectives to achieve through Islamic 
finance, as specified by the Department of Finance.2 These objectives include 
attracting investment from Middle Eastern countries; the provision of ethical 
investment opportunities to Irish investors; and facilitating the Muslim pop-
ulation of Ireland to invest in trading ventures according to their religious 
beliefs.3 According to International Financial Services Centre (IFS) Strategy 
2020, ‘Islamic Finance will continue to feature in the sectoral and regional 
strategies outlined in IFS 2020’.4

The Finance Act 2010

The core objective of the Irish government is to attract foreign investment 
by presenting the Republic as a gateway to the eurozone. In this context, the 
Finance Act 2010 marks the first step toward accommodating Islamic finance 
within the Irish financial system.5 This legislation introduces the concept 
of ‘Specified Financial Transaction’6 into the regulatory framework, includ-
ing ‘Credit Transactions’ affecting murabaha and diminishing musharakah; 
‘Deposit Transactions’ affecting mudaraba and wakala; and ‘Investments 
transactions’ affecting sukuk.7 Following the example of legislation in the 
UK, the Irish government has allowed equal tax treatment for some of the 
Islamic finance products through the Finance Act 2010.8

Prior to analyzing this legislation, it is essential to understand some of the 
distinct features of IF which need to be accommodated in a secular country 
like Ireland. Shariah (Islamic law) is based on the Holy Quran which sup-
ports trade and commerce.9 ‘The basic idea is that dealings between people 
should be just and equitable’.10 Social justice, therefore, underlies the prin-
ciples of Islamic finance.11 Islamic finance is regulated by Islamic laws. The 
Islamic laws are deduced from the Holy Quran and Sunnah (derived from 
the Prophet Mohammed’s (Peace be upon him) life). These principles include 
prohibitions on interest,12 prohibition on speculative activities/gharar and 
the prohibition on investments in pork, pornography, alcohol and gambling 
(i.e., investments in unethical businesses)13; products have to be based on 
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identifiable/tangible assets14 and the establishment of a Shariah supervisory 
board (SSB) within the particular financial institution is essential.15

An Islamic financial system operating within a conventional financial 
setup encounters two issues: first, under Islamic laws, money is a means and 
not an end in itself.16 Money, therefore, should not be used to produce money, 
and therefore interest is prohibited.17 Alternatively, profit and loss sharing 
is encouraged in Islamic finance.18 Consequently, financial transactions are 
strongly based on the sharing of risk and reward between the provider of 
funds (the investor) and the user of funds (the entrepreneur). In addition, the 
credit itself is not the starting point of any transaction, but productivity is. 
Credit worthiness, however, plays an important role in the funding decision 
process and collateral and other risk mitigants are widely accepted.19

Nonetheless, the absence of interest raises concerns relating to interest 
deductions to which investors are entitled in conventional finance, but which 
are not available where Islamic finance products operate within a conven-
tional financial setup.20

For example, interest payments are generally tax-deductible; however, if 
payments are structured under Islamic financing techniques as profit-partici-
pating payments or payments related to dealings in assets, then these will not 
necessarily be tax-deductible.21

Similarly, in cases of financial institutions paying interest to their custom-
ers, they can deduct these interest payments from their gross income before 
calculating taxes. Islamic financial institutions, on account of the absence of 
interest, cannot avail of this deduction, which results in increased cost.22

Secondly, in the absence of interest-based financing, which constitutes the 
very foundation of the conventional financial system, Islamic finance relies 
on contractual obligations, which give rise to profit and loss sharing transac-
tions,23 with the essential presence of a tangible asset underlying the product.24 
The presence of a tangible asset underlying an Islamic finance product greatly 
reduces the risk of complex ‘financial engineering’, which was a major cause 
of the global financial crisis in 2008.25 However, it makes Islamic finance an 
asset-backed/based financing system, which sharply contrasts with conven-
tional finance in substance, thus requiring distinct legal arrangements.26

Islamic Finance Products

‘In the desire to provide sustainable and justified distribution of wealth and 
income, Islamic finance has attempted to find alternatives to the conventional 
form of financing’.27 In this connection, generally known Islamic financial 
instruments include murabaha, mudaraba, musharakah, ijara, takaful and 
sukuk. Musharakah, mudarabah and murabahah have been explored in detail 
in the preceding section. Following is an explanation of ijara, diminishing 
musharakah, takaful and sukuk.

Under an ijara (similar to a lease)28 transaction, an asset is identified by the 
customer (a customer can be an individual or a financial entity) and is purchased 
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by a financial institution and is leased to the customer. The customer can have 
possession of the asset but ownership remains with the financial institution. 
The customer makes rental payments to the financial institution.29

Diminishing musharakah is different from ijara in that the installment pay-
ments include cost plus profit instead of cost plus rent. Furthermore, with 
every installment the customer’s share in the asset increases and the profit 
ratio decreases.30 ‘The asset is generally rented to the customer for an amount 
equal to the economic return on investment and which is equivalent to the 
interest payable in a conventional transaction’.31

Companies raise capital and investments through sukuk. sukuk can be 
defined as ‘certificates’ whereby the issuer is usually a Special Purpose Vehicle 
(SPV) issuing the Sukuk. The SPV then invests the proceeds from the issuance 
of the Sukuk into some Shariah-compliant transaction or product. Sukuk 
holders usually hold an undivided share in the underlying asset (which can be 
a transaction or product). sukuk holders and the SPV then share the return 
on the investment in the underlying asset.32 The return on sukuk is called the 
‘investment return’ in the Finance Act 2010, and this return is considered as 
the equivalent to interest.33 Underlying these certificates are products which 
are Shariah-compliant and approved by the SSB of the issuing authority.34

Takaful means ‘mutual agreement’. Takaful can be defined as Islamic 
insurance. The underlying principle of takaful rests on ‘mutuality’.35 Under a 
takaful arrangement, the policyholder makes a contribution which is a ‘gift or 
donation’ to a mutual fund organized by a takaful provider. The fund is used 
to meet the ‘claims and operating costs and the surplus is then distributed 
among the policyholders on the maturity of the policy’.36

The takaful industry has developed various models to invest in the takaful 
fund to make a profit. The two most commonly used models are the ‘Wakala 
or full-scale agency model’ and the ‘mudaraba model’.37 In the agency model, 
the takaful service provider acts as an agent for the policyholders’ mutual 
funds and charges an ‘agency fee’.38 The mudaraba model enables the takaful 
providers to invest the mutual fund into another Shariah-compliant product 
or transaction. The takaful provider ‘receives a share of the income generated 
by investing the pooled funds’.39

Islamic Finance Products Addressed 
in the Finance Act 2010

After a careful study of Islamic finance products, the Department of Finance 
introduced legislation to facilitate equal tax treatment for those Islamic finance 
products, which yield similar returns ‘in substance as comparable conven-
tional products’.40 The Finance Act 2010 amended the Taxes Consolidation 
Act 1997 in this regard.41 The purpose of the ‘equal tax treatment’ provisions 
is to prevent specific Islamic finance products from having an ‘anomalous tax 
result’ that would hugely affect their competitiveness in the current regula-
tory system.42
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In the case of Shariah-compliant transactions and structures within the 
funds, leasing and insurance industries, generally the Irish tax treatment 
is the same as that applying to conventional transactions.43 Currently, the 
Islamic finance products that can get equal tax treatment in Ireland include:

1	 Credit transactions covering murabaha and diminishing musharakah
2	 Deposit transactions like mudaraba and Wakala
3	 Investment transactions such as sukuk44

Islamic finance products, on account of their structure, used to attract mul-
tiple Stamp Duty Land Tax (SDLT) in the UK.45 For instance, in the case of 
sukuk, initially when an SPV purchased the asset from the originator, it had 
to incur SDLT. When the SPV transferred the asset back to the originator at 
the end of the transaction, again SDLT was paid. Additionally, since sukuk 
holders hold a share in the underlying asset, the return on their investment 
can also become liable to stamp duty.46

The Finance Act 2010 provides an exemption from stamp duty on the 
return to s.47 Essentially, ‘where the [Finance Act 2010] applies, the return (or 
profit) on any product defined as a “specified financial transaction” is treated 
as interest for all the purposes of the Taxes Acts’.48

Nevertheless, the Finance Act 2010 does not provide stamp duty exemp-
tions to any of the credit transactions (murabaha and diminishing mushar-
akah) arising under specified financial transactions.49 In other words, the 
Finance Act 2010 fully resolves the tax complications regarding the absence 
of interest by treating the return/profit on the transaction or products as a 
payment of interest,50 yet the stamp duty issue remains to be addressed.

Double Taxation Agreements

Moving closer to the goal of embracing Islamic finance within the coun-
try’s financial system, Ireland has concluded double taxation agreements with 
Saudi Arabia,51 Bahrain,52 Kuwait53 and the United Arab Emirates (UAE).54 
Double taxation agreements ensure that the ‘income and capital gains’ gen-
erated in the contracting states are prevented from being double-taxed, thus 
ensuring fair treatment for tax purposes. On the one hand, these agreements 
prevent tax evasion, and, on the other hand, they protect the income from 
being double-taxed.55 In fact, these agreements are an effective source of 
developing trade and cooperation among the participating states. The Irish 
government’s success in concluding these arrangements with well-targeted 
oil-producing countries is clearly an encouraging strategy.

Irish Stock Exchange

Moreover, in 2005, the Irish Stock Exchange listed its first sukuk transaction, 
thus opening Irish financial markets to Shariah-compliant products. The first 
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Irish Islamic finance program (the Oasis Certificate Programme) was listed 
by Citibank in 2007. Currently, a number of Islamic funds are registered 
with the Irish Stock Exchange supervised by the Central Bank of Ireland.56 
The Finance Act 2012 further facilitates Islamic finance products57 by wid-
ening the definition of ‘finance company’ and amending the conditions of 
transactions.58

Islamic Banking in Ireland

Islamic banking comprises more than 80% of the overall IF industry. In 
Ireland, in order to facilitate Islamic banking, third bank branch opening 
is made possible through an amendment to the Central Bank Act 1971, sec-
tion 73. The Central Bank Act 1971 is amended—(a) in section 7—

(i) in subsection (1) by inserting ‘or authorization under section 9A’ 
after ‘license’, and

(ii) in subsection (6) (b) by inserting ‘or authorization under section 9A’ 
after ‘license’, and

(b) by inserting the following sections after section 9:
Authorization of third-country branches.
9A—(1) In this section and sections 9B and 9C—
‘branch’ means a branch of a relevant credit institution;
‘EEA Agreement’ has the same meaning as it has in the European 

Communities (Amendment) Act 1993;
‘EEA state’ means—
(a) a member state of the European Communities, or
(b) a state (other than a member state of the European Communities) 

that is a contracting party to the EEA Agreement;

‘relevant credit institution’ means a credit institution whose head office is 
located in a state or territory other than an EEA state and which holds an 
authorization to carry on banking business in that state or territory from the 
authority that exercises in that state or territory function corresponding to 
those of the Bank under this Part (‘relevant third country authority’).59

Prior to the amendment of section 73, it was not possible for a non-
European Economic Area country to open a bank branch in the republic.

Absence of Dispute Resolution Mechanism 
in the Irish Jurisdiction

There is an absence of provision for dispute resolution mechanisms for 
potential IF disputes arising in the country in the above-mentioned leg-
islation.60 This creates legal uncertainty over the treatment of IF disputes 

Constitution of Ireland, Bunreacht na hEireann, which makes religious 
in Ireland. The legal uncertainty is further aggravated by Article 44 of the  
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interpretation by Irish courts open to constitutional challenge.61 This argu-
ment is further developed in Chapter 3, ‘Islamic Finance Disputes in the 
English Courts’,. 

In commercial law, Irish courts follow English precedents as persuasive 
authority in the absence of binding authority in the Irish constitution, 
legislation and case law. Nonetheless, examination of religious laws by 

Ireland.62 In other words, even if English courts recognize the need to 
interpret Shariah laws in the future, the Irish courts will have to deal with 

63

religious practices in the country.64 This protection is available that to all reli-
gions in the country without any discrimination.65 Article 44 Constitution of 
Ireland provides for protection to religious freedom.

Article 44.1 provides for protection to religious activities and 44.2 subjects 
this protection to various limitations. These limitations include public order, 
morality and non-discrimination on religious grounds. Edana Richardson, 
in her thesis, seeks to explore whether accommodation of IF by the Irish 
legislature violates the religious protection provided by 44.1, i.e., if the IF 
disputes are discussed and decided in Irish courts by Irish judges, that will 

Article 44
The State acknowledges that the homage of public worship is due to 
Almighty God. It shall hold His Name in reverence, and shall respect and 
honor religion.

 1 Freedom of conscience and the free profession and practice of reli-
gion are, subject to public order and morality, guaranteed to every 
citizen.

 2 The State guarantees not to endow any religion.
 3 The State shall not impose any disabilities or make any discrimina-

tion on the ground of religious profession, belief or status.
 4 Legislation providing State aid for schools shall not discrimi-

nate between schools under the management of different religious 
denominations, nor be such as to affect prejudicially the right of any 
child to attend a school receiving public money without attending 
religious instruction at that school.

 5 Every religious denomination shall have the right to manage its 
own affairs, own, acquire and administer property, movable and 
immovable, and maintain institutions for religious or charitable 
purposes.

 6 The property of any religious denomination or any educational 
institution shall not be diverted save for necessary works of public 
utility and on payment of compensation.

Irish judges may violate the purpose of Article 44 of the constitution of 

constitutional question raised by Article 44.
A constitutional barrier in Ireland for IF-Article 44 provides protection to 
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The constitutional provision invoked here must be construed in terms of 
its purpose. In proscribing disabilities and discriminations at the hands 
of the State on the ground of religious profession, belief or status, the 
primary aim of the constitutional guarantee is to give vitality, independ-
ence and freedom to religion. To construe the provision literally, with-
out due regard to its underlying objective, would lead to a sapping and 
debilitation of the freedom and independence given by the Constitution 
to the doctrinal and organizational requirements and prescriptions 
which are inherent in all organized religions. Far from eschewing the 
internal disabilities and discrimination which flow from the tenets of a 
particular religion, the State must on occasion recognize and buttress 
them. For such disabilities and discriminations do not derive from the 
State; it cannot be said that it is the State that imposed or made them; 
they are part of the texture and essence of the particular religion; so the 
State, in order to comply with the spirit and purpose inherent in this 
constitutional guarantee, may justifiably lend its weight to what may be 
thought to be disabilities and discriminations deriving from within a 
particular religion.70

The ‘positive discrimination’ as indicated in Quinn’s Supermarket v Attorney 
General confirms that the IF disputes will be discussed and resolved by 
Irish judges.71 This is further confirmed by Hamilton CJ in Re Article 26 
and the Employment Equality Bill 1996.72 The assumption that ‘[t]he possi-
bility of the Irish courts acting in the same manner as the English courts 
and pronouncing on what conforms to Sharia law and what does not is 
unconstitutional’73 is not based on the current precedent on the application 
of the Article 44.

be an interference with the religion of Islam. In that case, the amendment in 
Finance Act 2010 will be considered a violation of Article 44.1.66

Richardson also explores even though the legislation to accommodate IF is 
not unconstitutional under Article 44.1, then, whether it was mandatory for 
Ireland to introduce the legislation. In that case, the legislation violates the 
limits Article 44.2 imposes on religious freedom to ensure discrimination on 
religious grounds is prevented.67 It is essential to examine if the IF disputes in 
Irish courts activate the constitutional question under Article 44. McGrath and 
O’Ruairc v Trustees of Maynooth College [1979] ILRM 166 (McGrath v Maynooth 
College) is a key dispute in this regard.68

O’Higgins CJ discussed the type of religious discrimination claimed in 
McGrath v Maynooth College by the plaintiff. He said that ‘… the question 
remains whether what has been done amounts to discrimination on the 
grounds of religious status. Discrimination in this respect connotes some-
thing which is unjust and unfair’.69 Moreover, Henchy J confirmed that 
positive religious discrimination by the state is justified under Article 44. 
According to Henchy J:



138  IF Developments in the Republic of Ireland

Choice of Law in Irish Courts

In John Francis Kutchera v Buckingham International Holdings Ltd (Kutchera case) 
Walsh J precisely described the procedure Irish court followed while dealing 
with conflict of law rules.74

1	 Matters relating to a corporation’s constitution will be resolved by apply-
ing the laws of the jurisdiction where the company is registered.75

2	 Application of foreign law by Irish court would depend on ‘expert evi-
dence’ to be proved by the party requiring application of the foreign 
law.76

3	 In case of ‘conflicting evidence’ the Irish court will decide ‘between the 
conflicting expert testimonies’.77

4	 In case of ‘insufficient evidence’ the Irish laws will be applicable.78

The rules described by Walsh J were applicable in old cases that were decided 
in between 1925 and 193379 prior to the Rome Convention. However, 
after the Rome Conventions it has to be explored to what extent these 
rules are compatible with the Rome Convention. Ireland signed the Rome 
Convention (Convention on the Law Applicable to Contractual Obligations) 
in 1980 and ratified the Convention in 1991.80 The Rome Convention, as 
applicable in the European Union, had a great influence on the traditional 
Irish approach to the choice of law issues.81 According to Irish Law Reform 
Commission:

Its objective is to establish the uniform choice of law rules with respect 
to a contract for all member states of the Community …. The scope of 
the Rome Convention is determined by Articles 1 and 2. It applies to 
contractual obligations in any situation involving a choice between the 
laws of different countries and regardless of whether the country whose 
law is ultimately applied is an EC member state.82

On a question of choice of law in contracts Irish courts first establish ‘proper 
law’ applicable to the contract in dispute.83 The ‘proper law’ is preferably the 
expressly agreed law by the parties in the contract. In the absence of such 
expressly specified law, Irish courts ‘… might infer from the conduct of the 
parties that a certain law had been selected as the applicable law. In the alter-
native, the proper law would be that with which the contract had the closest 
and most real connection, in the view of the court’.84

Moreover O’Flaherty J in Simon Fraser and Another v Denis Buckle and Others 
(Simon Fraser v Denis) considered ‘[t]he essential validity of a contract is gener-
ally determined by the proper law of the contract’.85 According to O’Flaherty 
J, it is also essential ‘… to determine whether the contract is valid or invalid 
according to the foreign law’.86 Public policy is the second crucial factor in 
the application of parties’ choice of law in a contract.87 However, a clear 
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explanation exists of ‘proper law’, ‘public policy’ and ‘validity of contract 
according to the foreign law’, there is no case where Irish court had applied, 
or even considered, the application of foreign law.

In the absence of binding precedent in Ireland regarding IF disputes in 
particular and choice of law disputes in general, it is appropriate to investigate 
the status of foreign decisions in the legal system of Ireland. Raymond Byrne 
and J Paul McCutcheon states in ‘The Irish Legal system’,

However, the decisions of … foreign courts are of persuasive authority 
and so may be followed at the option of the court. The decisions of for-
eign courts are regularly cited in and adopted by Irish courts, especially 
where there is an absence of relevant Irish authority.88

Additionally, ‘English decisions are the most commonly cited’ foreign deci-
sions in an Irish court. There are two reasons for this frequent citation of 
English cases in Irish case law. First, similarities between the two systems on 
account of the Irish legal system originate from the English system and sec-
ond, ‘the traditional links between the two systems’.89 Therefore, in current 
commercial law practices in Ireland, it is evident that English decisions will 
most likely be considered by Irish courts.90

Hence, foreign decisions constitute ‘persuasive authority’ for Irish courts. 
As such, English courts’ decisions are not binding on Irish courts, but they 
have ‘persuasive authority’ over issues which lack Irish authority.91 Therefore, 
this chapter now examines the problems discussed in the above analysis of the 
IF case law evolving in English courts, which holds strong persuasive author-
ity in the Irish legal system.

Brexit and IF in Ireland

Undoubtedly, Brexit has caused a decline in financial markets in the UK. 
Businesses and firms are moving to Dublin, Luxemburg and Frankfurt. 
Particularly, Dublin has seen a significant surge in the number of financial 
institutions moving from London.92 The Republic of Ireland is the only 
English-speaking nation and common law jurisdiction in Europe. This is 
why it has already begun attracting business from London.93 Additionally, 
the pass porting and freedom of service that Dublin offers have the potential 
to attract international investors from the UK.94 Thus, the impacts of Brexit 
in terms of the financial services industry have proved to be quite favorable 
for IFSC, Dublin.95

Similarly, in terms of Islamic finance, the analysts in London are mak-
ing sure the legal and regulatory framework of the UK keeps facilitating IF 
investors.96 Despite this, Islamic investors look at Dublin to reach the euro-
zone. For Islamic investors, the Republic of Ireland has become the center of 
attention in the Euro region.97 Thus, Brexit indicates that the time is right for 
the Emerald Island to establish a Euro region IF center.
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Islamic Finance Precedent Developing in the US Courts

From the Irish perspective, there is merit in following the US courts’ approach 
toward the resolution of the Islamic finance (IF) disputes. The US courts’ 
approach toward IF dispute is liberal and accommodating.98 This approach 
is favorable to settle the IF industry in a secular state and contrasts with the 
approach the English courts took regarding the interpretation of Islamic laws 
under the doctrine of incorporation.99 Particularly, the US decisions have 
been getting strong persuasive authority among Irish courts recently.100

… [Irish courts] find more appropriate guidance in the decisions of courts 
in other countries based on a similar constitutional framework than in 
what at times, appears to be an uncritical adherence to English prece-
dent, which itself, appears difficult to reconcile from time to time.101

In the US, in NGC V Lucent, Linares J admitted the complex nature of 
Shariah laws but he took a wider outlook to resolve the dispute. Linares J 
carefully studied the Basic Regulations of the Kingdom of Saudi Arabia,102 
the principles of general legal practice in the Kingdom,103 and distinguished 
the basic concept of ‘promise’ from conventional contract to Islamic con-
tacts.104 Linares J then, in light of his exclusive research on the Saudi Arabian 
legal system, established the intention of parties, i.e., enforcement of Shariah 
law as applicable in Saudi Arabia.105 Finally, a comprehensive test of the facts 
of the case under Saudi laws and legal practices was conducted which led to 
a fair decision.106

In SABIC v Mobil Yanbu, the court found that, while deciding a dispute 
under Islamic laws, the first problem a court encounters is that the Islamic 
legal system does not recognize precedent, and therefore, most often in 
Islamic jurisdictions, court decisions are not systematically published.107 For 
instance, the Delaware Superior Court realized that instead of precedent, 
Saudi judges rely on ijtihad to conclude a dispute.108 They use ‘… the Hanbali 
school’s authoritative works’ to find out a ‘spectrum of possibilities on any 
given question, rather than a single “correct” answer’.109 Following the Saudi 
judges’ practice, the trial judge performed ijtihad to define Saudi tort law on 
usurpation.110

Nonetheless, the appellant challenged the trial judge’s eligibility to per-
form ijtihad.111 The court rejected the argument asking if no US judge is 
eligible to conduct ijtihad ‘…. then why did SABIC choose to file this dispute 
in a United States Court?’112 The US court did not refrain from performing 
ijtihad; the court sanctioned the provision of the contract, which required the 
disputes be resolved under Islamic laws. The US judges approach points to 
positive possibilities for the IF industry in the secular jurisdiction.

Under the doctrine of incorporation, the enforcement of Shariah principles 
is hindered by the complicated nature of the IF instruments. An explanation 
of the structure of IF instruments suggests two causes of the complication, 
i.e., emphasis on form over the substance of financing contract structures 



IF Developments in the Republic of Ireland  141

causing Shariah arbitrage and lack of standardization in the global IF indus-
try. It is recommended that until these issues are resolved within the global 
IF, Irish courts can rely on the IF precedent developing in the US courts.

Development of Islamic Transnational Law

In large measures, the present state of precedent in English court can be 
attributed to the structure of Islamic finance instruments. The instruments 
apply Islamic principles to conventional contracts, which create Shariah arbi-
trage, the current outcome in English courts is a logical result of this prac-
tice.113 As Mufti Muhammad Taqi Usmani explained,

… [murabahah] should neither be taken as an ideal Islamic mode of 
financing, nor a universal instrument for all sorts of financing. It should 
be taken as a transitory step towards the ideal Islamic system of financ-
ing based on musharakah or mudarabah. Otherwise, its use should be 
restricted to areas where musharakah or mudarabah cannot work.114

There is a clear absence of profit and loss sharing element in the current 
murabaha transaction.115 There is an evident gap between the substance of 
Islamic law and the form it takes in the IF products and services.116

Nonetheless, Islamic finance law is developing under ‘modern Shari’a’ 
whereby current practices in the IF industry is further developed by examin-
ing Islamic legal literature, deducing rules out of the literature and applying 
the rules to the current financial market demands.117 This legal aspect of IF 
can be truly defined as ‘Islamic finance law’.118 Islamic finance law comprises 
Islamic transnational contract laws, which rely on the Islamic principles 
rather than a national legal system.119

Moreover, Islamic transnational contract laws are emerging as a branch 
of a transnational contract law in international trade and commerce. The 
underlying principles of the transnational contract law are ‘… the common 
sense of the business and legal community rather than government interven-
tion, contract rather than statute and professional standardization rather than 
parliamentary legislation’.120 Similarly, the transnational law of IF operates 
independently of national legal orders.121

The notion that Islamic Law is itself unpredictable and unstable is often 
erroneously stated by many ….122 While it may be true that Islamic Law 
as used today … in contrast with the classical or medieval periods—in the 
practice of contemporary Islamic Finance and banking has made Islamic law 
seem unpredictable and unstable, to blame solely Islamic law and its jurists 
of yesterday and today would be a shallow understanding of the matter.123

The Islamic transnational contract law forms a part of the Islamic finance 
transnational legal system, which is leading to standardization and harmoni-
zation of the Islamic finance market, as discussed in Chapter 4.124
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The Islamic transnational contract law is a subject of discussion in Shamil 
Bank v Beximco Pharmaceuticals when Potter J states that the parties failed to 
specify the aspects of Islamic laws which ‘… are intended to be incorporated 
into the contract’.125 In the field of ‘Islamic finance law’, there is an evident 
lack of literature on Islamic finance by lawyers.126 Potter J identified that:  
[i]t is insufficient for the defendants to contend that the basic rules of the 
sharia applicable in this case are not controversial. Such basic rules are neither 
referred to nor identified. Thus, the reference to the ‘principles of … sharia’ 
stand unqualified as a reference to the body of sharia law.

This analysis attempts to describe the existence of the Islamic transnational 
legal system and the Islamic transnational contract law. Although the laws 
are underdeveloped on account of a lack of harmonized efforts to address the 
legal uncertainty in the global IF industry. However, the development of the 
law will help standardize the industry practices.

Central Shariah Advisory Board

There is a need for proper enforcement of the Shariah principles to the IF 
products and transactions during the supervisory process of SSB. In this 
respect, prospects of the central Shariah board are explored. According to 
Zulkifli Hasan and Mehmet Asutay, ‘[i]t would have been manifestly unjust 
for the customers of Islamic banks to avoid their liability by raising the 
Shari’ah defense whereas having previously agreed in the form of the agree-
ments and Shari’ah validity’.127

The Islamic finance institutions’ constant attempt to defend their defaults 
under Shariah arbitrage shows the exploitation of the unstructured nature 
of the IF principles by IFIs. However, this research suggests that the estab-
lishment of a central Shariah board with the objective of the provision of 
advisory services to courts will facilitate legal certainty. The central Shariah 
board can play a positive role to ensure the IF disputes are reasonably pleaded 
and fairly decided.128

Central Shariah Advisory Board in Ireland can be comprised members 
from different professional backgrounds; for instance, in Malaysia, the Shariah 
Advisory Board comprises a former chief justice, religious scholars, Law pro-
fessors and researchers.129 The Council is appointed by Minister. Shariah 
Advisory Council (SAC) and can be an appropriate example for secular juris-
dictions like Ireland to develop a standard and uniform practice regarding 
the IF disputes.130 The notion of central SSB has further been explored in 
Chapter 6.
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4 Standardization and 
Irish Policy Makers

Legal uncertainty and consequent Shariah arbitrage are the outcome of mul-
tiple interpretations of Shariah law. A comprehensive standardization project 
can provide the foundational framework that caters to the problems of legal 
uncertainty and Shariah arbitrage. The task of standardization is not an easy 
one. At present, there are several bodies including Accounting and Auditing 
Organization for Islamic Financial Institutions (AAOIFI), Islamic Financial 
Services Board (IFSB), International Islamic Finance Market (IIFM), and 
International Islamic Center for Reconciliation and Arbitration (IICRA) 
dedicated to the task of standard-setting in respect of different components 
of the Islamic finance (IF) industry. These bodies must work in harmony, to 
bring about a consolidated body of standards for the industry. Examples of 
organizations such as International Swaps and Derivatives Association (ISDA) 
operating in the over the counter (OTC) derivatives industry, which has 
yielded similar projectiles of standardization, are instructive in this respect. 
AAOIFI being the most reputed of all standard-setting bodies should take 
the lead in this process. The task of standard setting should be complemented 
with achieving the universal adoption of AAOIFI standards, creation of 
a universal regulatory body called the Global Shariah Supervisory Board 
which can provide a uniform direction to the industry, and major reforms in 
the international Islamic finance law. Ireland being a favorable destination for 
IF stakeholders after Brexit, can also play its role in being a proactive contrib-
utor to the shape and design that IF industry takes in the future, by becoming 
a part of these regulatory bodies in different capacities, which will harness its 
potential as a hub of Islamic finance.

Need for Standardization in the Islamic Finance Industry

The current state of Islamic laws is such that the laws cannot be implemented 
in a common-law jurisdiction to disputes relevant to financial transactions. 
A major cause of the under-developed nature of Islamic laws is attributed 
to diverse interpretations by four schools of thought to a single transaction. 
Islamic laws are well-developed within the four schools of thought. However, 
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Islamic financial institutions (IFIs) are not very well segregated according to 
the schools of thought in their dealings. There does not exist a mechanism to 
make sure all IF transactions are structured according to a particular school 
of thought or organized according to different schools of thought. In other 
words, the IFIs are conducting business without specifying compliance with 
any one specific school of thought in their transactions. This practice has 
resulted in Shariah arbitrage which needs to be regulated.1 Regulation of 
Shariah arbitrage is possible through standardization of the industry practices.

Particularly, the diversity in fiqh (Islamic jurisprudence), on account of four 
schools of thought needs to be standardized. Islamic history shows that efforts 
to eliminate differences of opinion, among the four schools of thought, have 
been unsuccessful.2 It is therefore not possible to eliminate the differences, 
but it is possible to recognize and standardize the differences.3

English courts found it difficult to pick and choose among interpretations 
under the four schools of thought. This was a reason the court did not apply 
Shariah law even under the doctrine of incorporation.4 However, it will 
be possible for courts to apply Shariah law which is established into well-
recognized standards. Standardization of IF principles therefore will over-
come the legal uncertainty arising out of the current IF precedents in English 
courts.

Finally, standardization is also crucial for regulators to understand the 
operations of Islamic financing techniques to promote and accommodate the 
industry within a regulatory framework.5 Indeed, standardization is essential 
to convince regulators in non-Islamic jurisdictions that IF ‘… is amenable to 
the same standards as applied to the conventional financial industry’.6

Challenges to Standardization

Diversity in Fiqh

The first challenge, toward standardization, is diversity in fiqh. The basic 
contours of this challenge are that under the doctrine of Ijtihad that is crucial 
to the interpretation of Shariah and devising Shariah rulings, it is unani-
mously agreed that Shariah envisages and appreciates diverse interpretations, 
all being equally legitimate. Producing a standard version of Shariah rul-
ings that take precedence over all others, and are considered an indisputable 
authority, is anathema to this traditional understanding of Shariah.7 Until 
this argument is rebutted with sufficient authority, every effort toward stand-
ardization would essentially grind to a halt even if initiated. In theory, this 
diversity entailing disagreement is seen as valid and fruitful to the growth of 
Shariah, whereas in practice, the implications of this have been quite detri-
mental if not disastrous for the industry. This difference of opinion has led to 
some products deemed permissible within the Malaysian jurisdiction, being 
labeled as non-permissible by the AAOIFI which is influenced by Middle 
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Eastern scholars.8 For example, in Malaysia, Bay Al Dayn, which involves 
the sale of Islamic bonds at a lower price to third parties is permissible, but 
many scholars hold that selling of debt to third parties is unIslamic and thus 
not permissible. This impermissibility has also been unanimously approved 
by the Islamic Fiqh Academy of Jeddah.9 Similarly, in the case of Bay al Inah 
transactions, Malaysian scholars are in conflict with the more conservative 
scholars originating from the Saudi-based scholars who treat such transac-
tions as non-Shariah compliant.10 Hence, though this difference of opinion 
has been a classic feature of Islamic jurisprudence, and the different schools 
of thought in Islam even branching out from different sects represent the 
diversity, but the same difference of opinion is hampering efforts toward 
standardization11 because bringing scholar on the same page on one issue is 
one arduous task.

Fatwa Shopping

Fatwa shopping is a phenomenon that relies on the room for diversity in 
Shariah and is performed by desperate financial institutions trying to seek a 
fatwa or legal ruling that best suits their needs and interests.12 In that their 
attempt is not to find a reliable ruling of Shariah, but instead any ruling 
that would provide a Shariah-compliant status to their products. There have 
been various covert orchestrations of fatwa shopping practices, where con-
ventional products are presented in the shroud of Shariah-compliant trans-
actions, and legitimacy is sought through favorable fatwas.13 Hence, fatwa 
shopping and its benefits for financial institutions seeking to legitimize their 
products, is one major barrier standing in the face of standardization since 
these financial institutions would end up losing their ground to maneuver 
if standardization takes place, and thus oppose the same. Since the above 
practice seeks legitimacy from Shariah itself, the opposition becomes more 
formidable.

Form over Substance

One subsidiary challenge, which is a corollary to the diversity of fiqh, is the 
objective with which scholars devise Shariah rulings. Most classical scholars, 
in their endeavor, to arrive at Shariah rulings, opt for a strictly literal inter-
pretation of Shariah law. As a result, they fail to take account of the spirit 
of Shariah law which can even better serve the realities of commercial and 
financial activities. Hence standard rulings, which make room for market 
realities based on the spirit of Shariah law, which is essentially the main pur-
pose of standardization, may face opposition from the scholars who believe in 
the literal interpretation of fiqh as they prohibit the rulings based on substan-
tial interpretation of Shariah law thus causing further discord.14

Since the spirit of the law is ignored, the maslaha approach is rarely applied. 
The application of maslaha will bring IF transactions closer to practicalities 
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of commercial needs. Maslaha approach will also help overcome the criticism 
that current IF practices are but a replica of conventional banking practices.

Legal Argument

A criticism toward standardization is that the standardization project is 
impracticable as uniform standards cannot be transplanted to meet the needs 
of various jurisdictions. Legal rules must develop in a jurisdiction in conso-
nance with the peculiar socio-economic realities of such jurisdiction, and 
mere transplantation of uniform standards will not yield the desired results 
but will create more chaos.15 Thus, transplanting standardized practices will 
deprive the Islamic finance industry of the ability to grow organically and 
compete well globally.16

For example, certain countries may be receptive to the Islamic finance 
industry while others are not, thus, having rigid standard procedures for the 
certain transaction may deprive the industry of the adaptability it requires to 
survive in a non-receptive jurisdiction. An example is that countries based on 
civil law and common law would have different treatment of various Islamic 
finance products and uniform standards cannot apply to both.

In common law jurisdictions, there is a distinction between beneficial 
ownership and legal ownership, but civil law does not recognize the same. 
How this would cause problems become prominent from the example of 
sukuk issuance, where a Special Purpose Vehicle (SPV) is created to hold 
ownership of the underlying asset to protect becomes investors in case of 
bankruptcy of the originator in a common-law jurisdiction. Such a struc-
ture cannot be permitted in a civil law jurisdiction since there is no legal 
basis to create the same.17 Thus, having uniform standards to apply to both 
jurisdictions would create inherent difficulties, and even impossibilities in 
the case of some Islamic finance products which have to adapt according to 
the regulatory structure of the host countries, and standardization would be 
a barricade to this.

Incorporation of Standards into a Legal System

Another derivative of the same argument is that the standardization project 
cannot work in isolation. It must be supplemented with a reform agenda 
within the municipal law of the jurisdiction where it is applied, for it to be 
effective. However, such efforts are very rarely seen, since most countries 
that have adopted Islamic finance have civil or common law regimes whose 
legal infrastructure cannot adequately absorb and regulate the Islamic finance 
industry, and this leads to regulatory gaps even in countries that are ostensi-
bly Shariah-based, like Saudi Arabia.18 Thus, the standardization effort must 
be accompanied by a considerable legal and regulatory reform in the coun-
tries of various legal traditions for it to be effective. To understand this, one 
could look at the example of UAE, where after the notorious Dana Gas sukuk 
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case, it was mandated that all Islamic banks must follow AAOIFI Shariah 
standards, but it was ineffectual since it was not accompanied by requisite 
legislation.19 Contrasting this is the case of Malaysia, where the standardiza-
tion efforts have been corresponded by the state in the form of developing a 
specialized legal and regulatory system for Islamic finance, which has resulted 
in the standardization efforts reaping the desired result, at least within the 
Malaysian jurisdiction.20

Moreover, there is a high degree of variance in terms of development of 
the industry in various jurisdictions, Malaysia and Bahrain for example have 
a well-developed industry, but countries like Indonesia and Brunei are still in 
the earlier stages of developing the market. Thus, implementation of uniform 
standards to both would cause imbalance and discrepancies within the market.21

Finally, another issue is that even if the standards are there, they have not 
been properly developed, and are also not updated and revised with the rapid 
development of the markets which sometimes discourages voluntary adop-
tion as well.22

Status of AAOIFI Standards in a Court of Law

The above represents the more conceptual and theoretical challenges that can 
stymie the path toward standardization. However, there are other more prac-
tical and specific challenges that standardization efforts have already, espe-
cially the efforts undertaken by AAOIFI, faced. The main issue that AAOIFI 
encountered is that, though many countries have adopted AAOIFI standards, 
this adoption is not on basis of strict enforceability but is only piecemeal and 
is stimulated by guidance purposes and not lawmaking. Unlike model law 
legislation, AAOIFI’s standards take the form of recommendations addressed 
to its members, and this type of standardization can be referred to as the 
‘Lowest common denominator approach to standardization’.23

This partial enforcement or adoption can lead to disputes, such as the one 
that occurred in the case of Blom Bank and the Investment Dar of Kuwait, 
where Blom Bank gave money for investment to Investment Dar, on basis 
of a fixed return and the full return of the invested amount at a future date. 
Investment Dar ended up losing the investment substantially, and Blom Bank 
filed for repayment of the original amount and the fixed return. In response, 
Investment Dar argued for non-Shariah compliance of the agreement and 
claimed that it was essentially an interest-based agreement. Although it was 
a case of Shariah arbitrage by Investment Dar, the important point is that 
such an agreement is categorically proscribed under Standard Number 23 of 
AAOIFI, but due to partial adoption of the standard the dispute occurred.24

Finally, several subsidiary challenges also undermine standardization 
efforts. These include the fragmentation of the markets on the basis of coun-
tries, currencies, legal and regulatory regimes, and framework, the diver-
gence on the application of certain Shariah standards and also the validity 
and invalidity of certain transactions, etc.25 They also include the different 
levels of development of the capital markets in different jurisdictions, and also 
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the fact that the industry is not old enough to be able to shoulder the process 
of standardization. This is because the jurisdictions which are considered to 
be the point of origin for the industry, and which have given it the required 
stimulus, do not even have a sophisticated conventional market, and thus no 
concomitant regulatory structure. They are already in the process of updat-
ing their archaic laws, but the poor regulatory structure prevalent in these 
countries does not portend well for a parallel industry which is much more 
complicated than the conventional industry.26

Further on, if we take the example of sukuk, which is crucial for the devel-
opment of Islamic capital market, one of the challenges is that the countries 
considered to be sukuk hubs often work in isolation and are detached from 
each other, and one of the reasons is disagreement on the principles com-
prising it. Hence, the sukuk structure permitted in Malaysia are seen with 
suspicion or are sometimes outrightly rejected by the GCC countries.27 The 
cracks have widened further over a period of time, as now the difference in 
rulings between middle eastern countries are also becoming visible, and it can 
be expected that a transaction in UAE may not be accepted in Saudi Arabia.28

Global Islamic Finance Standard-setting Bodies

In order to overcome the challenges to standardization, there is a crucial need 
for an international IF standard-setting body which should take up the task of 
standardization and harmonization. Following is an analysis of current global IF 
standard-setting bodies which are successfully operating in the global IF markets.

The need for an internationally recognized IF organization to lead the 
global IF industry into standardization has been significantly identified in 
literature.29 This will serve two purposes, first, the IF industry will begin 
to harmonize. Second, the organization’s position will be recognized as a 
leading and credible IF organization that will regulate the global IF industry 
in the long term. Presently, many organizations are working to standardize 
IF practices, below is an overview of the most prominent IF organizations.

IFSB comprises central banks of countries promoting IF. IFSB specifically 
undertakes to develop standards for ‘risk management, capital adequacy, cor-
porate governance [and] disclosures’.30 IFSB was established in 2002, since its 
inception the board has drafted 36 guiding principles.31 These standards are 
specifically drafted to guide Islamic banking, capital market and insurance.32

Islamic International Rating Agency (IIRA) is the only Islamic rating agency 
that provides a rating to facilitate all the stakeholders in the global Islamic 
financial industry.33 Established in 2005, the agency seeks recognition from 
regulators and provides services to well-reputed IFIs like Islamic Development 
Bank (IDB).34 IIRA identifies Shariah-compliance risk and also examines 
the  ‘… investment or credit risk, providing an assessment of the risk profile 
of entities and instruments’ to market participants.35 The agency explores dis-
closure requirements to ensure standardized practices prevail in the industry.36

IIFM is focused on standardization of Islamic capital and money market.37 
The organization’s vision is ‘Active and well-regulated trading and capital 
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flow across the full spectrum of Shari’ah-compliant financial instruments 
internationally’ through the development of Islamic capital and money mar-
ket.38 There are numerous types of sukuk being issued every year globally. 
IIFM seeks to define the various types of sukuk. IFM is working over the 
standardization of this definition.

IFM has endorsed five significant sukuk issues that not only provide a 
standard format for issuing sukuk, but also introduce international standards 
for the application of Shariah in developing Shariah-compatible instruments 
for trading in secondary markets.39

IICRA was established by the United Arab Emirates, Islamic Development 
Bank, and General Counsel of Islamic Banks and Financial Institutions.40 
The agreement among parties was signed in 2004 but it took three years for 
the center to begin operation in 2007. IICRA is working to introduce stand-
ards to resolve disputes in the IF industry by way of arbitration.41

AAOIFI was established in 1991.42 AAOIFI aims to standardize account-
ing, auditing, and governance practices in IF industry.43 AAOIFI operates 
to promote ‘[s]tandardization and harmonization of international Islamic 
finance practices and financial reporting in accordance to Shari’ah’.44 Since its 
inception AAOIFI has drafted 84 standards in accounting, auditing and gov-
ernance practices in IF industry. Currently, AAOIFI is working to develop 
standards for takaful (Islamic insurance), waq f (Islamic endowments), and 
zakat (Islamic charity).45

This author suggests that the IF industry needs a single well-reputed 
organization that can harmonize the standards introduced by AAOIFI, IFSB, 
IIFM, IIRA, and IICRCA.46 This will structure the IF industry on a strong 
foundation. Ideally, one of the existing organizations should take up this 
responsibility. As discussed above, many organizations are working to stand-
ardize the global IF industry. Some form part of public bodies and others are 
privately run organizations.

Among them, AAOIFI is the most influential private body in global IF 
industry.47 AAOIFI is considered to be responsible ‘… to lead a collective 
mandate for the industry to bring to bear an effective lobby to the regulatory 
authorities … [to bring about] change specific to Islamic finance but also for 
universal benefit’.48

AAOIFI as a Global Standard-setting Body 
Addressing Challenges to Standardization

AAOIFI’s vision is ‘[t]o provide IF markets with standards and guidelines that 
can support the growth of the industry’.49 The organization’s mission is the 
‘[s]tandardization and harmonization of international Islamic finance prac-
tices and financial reporting in accordance to Shariah’.50 Currently AAOIFI 
is working on standardization of accounting, auditing, governance, ethics 
and Shariah related practices in the IFIs.

AAOIFI’s current position in the global IF industry is further strengthened 
by research conducted to evaluate IFIs’ compliance with AAOIF’s standards. 
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For the purpose of this study AAOIFI’s accounting standards were tested. This 
is independent research that shows a high level of compliance with AAOIFI’s 
accounting guidelines. It is noteworthy that the AAOIFI’s accounting stand-
ards which address disclosure issues are ranked at ‘… a high level of compli-
ance’.51 According to the research on the benefits of IFIs’ compliance with 
AAOIFI accounting standards ‘… adopting or complying with the AAOIFI 
accounting standards can attract more investments, make financial statements 
more practical as well as relevant and enhances comparability’.52 This reflects 
market participants’ needs and regard to long term credible stability.

AAOIFI’s credibility is widely recognized to perform a regulatory function 
in the global IF industry. AAOIFI standards are the most largely recognized 
standards among IFIs.53 The fact is that ‘[t]he acceptability and understand-
ing of the role of the Islamic accounting standards (AAOIFI) can be of high 
significance for policy implications, regulators and standard setters’.54 It is 
important to note that AAOIFI standards are complied with voluntarily and 
this adds to the credibility of the organization.55

AAOIFI’s Shariah board chairman Mufti Taqi Usmani’s fatwa over sukuk 
had a far-reaching impact on the sukuk market.56 Under this ruling, Mufti 
Usmani declared around 85% of some specific types of sukuk in the world to 
be a non-Shariah complaint. Consequently, AAOIFI revised its sukuk guide-
lines to prohibit to guarantee interest-free loans to purchasers and ‘repurchase 
agreements in cases of missed payments or default’.57 AAOIFI’s confirmation 
of Usmani’s fatwa brought a decline in the issuance of controversial sukuk.58 
This decline proved the regulatory authority the AAOIFI has acquired 
among other IF organizations.

Thus, the need for organizations to regulate the global IF industry cannot 
be overemphasized Being the oldest organization in the industry, AAOIFI 
has acquired international recognition among global IF market participants. 
Moreover, AAOIFI’s services bring it into a leading position in IF industry. 
This position is very well understood and recognized among market par-
ticipants.59 Therefore, this author suggests AAOIFI expressly reflect on its 
position and accept the responsibility which arises thereof.

AAOIFI aims to harmonize and unify the IF industry practices through 
standardization. This is evident from the fact that the organization has pro-
duced standards on accounting, auditing, governance, and Shariah. AAOIFI’s 
emphasis on ethical principles of IF reflects in its ‘Code of Ethics’ for IFIs.60 
AAOIFI aims to ensure the correct interpretation of its standards. In this 
regard the organization plans

[t]o approach the concerned regulatory bodies, Islamic financial insti-
tutions, other financial institutions that offer Islamic financial services, 
and accounting and auditing firms in order to implement the standards, 
as well as the statements and guidelines that are published by AAOIFI.

Professional development programs offered by the organization are directed 
toward producing professionals well versed in Islamic accounting and 
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auditing; for instance, the Certified Shari’a Adviser and Auditor (CSAA), and 
Certified Islamic Professional Accountant (CIPA).61 Moreover, the Contract 
Compliance Certification Program aims to certify IFIs for Shariah compli-
ance in their dealings. This, in turn, facilitates the IF institutions in mar-
keting their products and assures investors to boost their confidence in their 
investment.62

AAOIFI’s Shariah board provides opinions to IFIs’ SSBs over their queries 
relevant to Shariah compliance.63 The organization’s Shariah board comprises 
20 members who have prominent standings and international credibility. 
These religious scholars are selected from the AAOIFI member IFIs. The 
Board of Trustees is responsible to appoint the Shariah board members.64 
AAOIFI Shariah board is constantly working over developing innovative 
Islamic financing products, and keeping its entire standard under review to 
keep pace with the innovations in the market.65

SSBs generally encounter the issues of conflict of laws, conflict of interest 
among SSBs and Board of Directors (BoD), implementation of the board’s 
advice and SSB’s place/position in relation to BoD regarding the management 
of the institutions.66 AAOIFI Governance standards authorize the sharehold-
ers to appoint the SSB member in a Shariah complaint entity to overcome 
the conflict of interest problem.67 According to AAOIFI’s standards every IFI 
will have at least three members on their SSB.68 AAOIFI provides guidelines 
for Shariah review to be issued by every IFI.69

While anticipating needs for Shariah scholars to understand the con-
ventional finance, AAOIFI guidelines allow IF institutions to appoint 
a non-scholar as a member of their SSB.70 AAOIFI standards provide for 
the enforceability of Shariah board’s rulings, i.e., ‘The fatwas, and rulings 
of the Shari’a supervisory board shall be binding on the Islamic financial 
institution’.71

The objective of standardization is to achieve an appropriate regulatory 
framework for the global IF industry. Furthermore, it is equally important 
that the regulatory framework, which is an outcome of standardization, must 
be enforced according to the objectives of standardization.

Standardization and Financial Services Industry

In general, the English courts are facing considerable challenges regarding 
the regulation of the financial services market. The financial services indus-
try lacks regulations resulting in controversial judgments in the event of dis-
putes among parties. The current situation in the financial services industry 
reveals the IF is not the only industry that encounters problems in English 
court. OTC derivative markets face a similar situation on account of complex 
product structure.72

OTC derivative and IF industry are examples of the international finan-
cial industry which do not possess a well-defined regulatory framework on 
account of the complexity of product as well as lack of consensus among 
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participants.73 However, the global OTC derivative market has overcome 
the problem of consensus and is therefore well-regulated sector of the inter-
national financial industry. This has been done through standardization, an 
effective regulatory framework, and a functional amicus program that ISDA 
has been successfully able to provide to the global OTC derivatives market. 
A brief analysis of these efforts by ISDA would allow us to chart a viable 
comparison of how AAOIFI can step up to provide similar services to the 
global IF industry.

AAOIFI has been working toward having standard documentation, but 
the problem arises from a lack of enforcement powers, which lead to partial 
or piecemeal adoption only. To address challenges to standardization, the 
AAOIFI would have to take charge, working groups would have to be made 
comprising of scholars from across the globe who would then devise a unan-
imous mechanism in consultation with the market.

International Swaps and Derivative Association (ISDA)

OTC derivative market is led by ISDA. By virtue of its membership, ISDA is 
the largest international financial trade association. The association is joined 
by international financial market players as well as professional services pro-
viding firms.74

In 1980, Salomon Brothers bank made a group of interested parties in 
derivatives in New York. ISDA was formed by the group after consulta-
tion with a US law firm in 1985. The objective of the association was to 
standardize the contracts and documentations prevailing in the derivatives 
market.75 However it has been recognized that the process for amplification 
of key norms of the ISDA Master Agreement and regulatory regime more 
generally put ISDA’s activities somewhat beyond the mere setting of technical 
standards. In the case of the International Standards Organisation (ISO) and 
numerous more specialized bodies across a variety of technical and profes-
sional areas of activity, standards are set for others to use as they see fit. ISDA’s 
involvement in the implementation of key norms of the Master Agreement 
goes beyond this.76

Initially, ISDA drafted definitions for the derivative products which were 
recognized by the group members. At the initial stages, there were differ-
ences of opinion among members in the adoption of the structures and forms 
of doing business. Over time the differences of opinion have been overcome 
and currently, all the members work toward the successful operation of the 
derivative markets.77

ISDA’s leading membership comprises of financial institutions dealing with 
swaps and derivatives and industrial companies having sophisticated financial 
units. Overall membership includes law firms, accounting firms, derivative 
consultancy firms, and various types of derivative buyers.78 ISDA’s presence 
in prominent international financial services centers ensures the association 
preserves global character. ISDA has offices in all the international financial 
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centers such as London, Washington DC, Tokyo, Singapore, and Brussels. 
These locations are hubs of prominent financial institutions and therefore 
connect them to ISDA.79

The association largely deals with three major issues which ensure legal 
certainty within the derivative sector. Standardization through Master 
agreement, a regulatory framework through Model Netting Act (MNA) and 
Model Netting Law (MNL) and amicus program.80

Contribution of ISDA to the Global Derivatives Market

ISDA, through its Master agreement, standardized the OTC derivatives mar-
ket. Standardization of the OTC derivatives market developed into the reg-
ulatory framework through ISDA’s MNA and MNL. Finally, through its 
amicus, brief service ISDA now ensures that the standards are interpreted in 
courts of law as intended by the ISDA.

ISDA Master Agreement led to the ultimate standardization of OTC 
derivatives market transactions. The innovation in product development 
combined with technology trading is facilitated by regulatory framework 
supportive of ‘… the swift migration of product and technology innovations 
between both segments’.81 Thus, the derivatives market has achieved price 
efficiency as well as risk mechanism which makes the trading highly attrac-
tive for investment.82

In order to ensure that the current regulatory framework for derivatives 
and the regulations enshrined therein should stabilize the market instead 
of hindering the market’s growth, ISDA provides legal and documentation 
services. An important component of this service is ISDA’s amicus brief 
service.

Let us first look at these specific efforts in brief detail, and then move to 
establish that the complicated nature of IF laws are not unusual in inter-
national finance law. Similar problems have been effectively settled in the 
past regarding securities and at present, the ISDA is still managing these 
problems well.83 AAOIFI, therefore, has a model in ISDA to promote 
standardization for current IF practices. ISDA will also serve as a model 
for AAOIFI to develop a regulatory framework and provide amicus brief 
service for the implementation and enforcement of standardized IF prac-
tices in the future.

Standardization through a Master Agreement

ISDA Master Agreement was drafted in 1992, the goal was to standardize 
and document the market practices. The agreement defines transactions as 
they operate between the parties and also the resulting relationship between 
the parties. The agreement underlies numerous derivative products. This is 
utilized by ISDA members to ensure legal certainty and credit relationship 
among the participants.84
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The master agreement is drafted to provide for termination procedure, net-
ting to facilitate termination, and address legal issues throughout the transac-
tions between the counterparties.85 The master agreement also provides for 
tax arrangements to be settled within the structure of the transaction. Tax, 
payable outside the structure of a product, ‘… would clearly distort the pric-
ing structure of the derivative product’.86 This ensures the counterparties are 
aware of their tax obligations in their jurisdictions.87

Regulatory Framework

The regulatory framework is promoted by way of rule-making and effective 
communication. Following is an explanation of the rule-making and effec-
tive communication managed by ISDA to provide an appropriate regulatory 
framework to the global derivatives market.

Rulemaking is performed by committees. These committees can be cate-
gorized into two types. There are regional interest focused committees that 
look after market-related issues in Asia-Pacific, Canada, Europe, Japan, and 
Latin America. There is another type of committee that deals with technical 
issues like:

Accounting, Collateral (with three sub-groups), Credit Derivatives 
Market Practice, Derivative Users Committee, Documentation, Energy, 
Commodities and Developing Products Committee, Equity Derivatives, 
Operation (with five working groups), Regulatory (which lists 22 formal 
responses to US regulatory issues), Risk Management, Tax (with five 
working groups), and Trading Practice (four main issues currently under 
review).88

MNA is an example of ISDA’s rule-making service to global derivatives mar-
kets. It was first drafted in 1996. The Act has been updated in 2002 and 
finally, in 2006.89 The Act is drafted to facilitate common as well as civil law 
jurisdiction.90 The Act brings legal certainty into the global derivatives mar-
kets. Moreover, ISDA provides guidelines that identify the areas of local laws 
which can be affected by the enactment of MNA. These include insolvency 
laws, gaming laws, and contract laws.91

MNA provides for ‘close-out netting upon the occurrence of any termina-
tion event or event of default’ before or during the procedure of insolvency.92 
MNA can be adopted to address specific issues identified in a jurisdiction. It 
is equally useful to adopt the model to regulate ‘the closeout netting process 
in its various phrases’.93

MNA reduces the systemic risk associated with close-out netting as sys-
temic risk reduction will be beneficial for every stakeholder, i.e., ‘… corpo-
rations, insurance, companies, special purpose vehicles used for structured 
financings, governmental authorities, charitable organizations hedging in the 
market, private individuals, and so on’.94
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Amicus Brief

Legal and documentation services provided by ISDA to the global derivatives 
market include the provision of opinions, setting up determination commit-
tees, drafting standard terms, and acting as amicus curiae.

ISDA’s service as amicus curiae is an innovative step toward ensuring that 
the implementation and enforcement of its standards do not deviate from its 
original objectives. ‘ISDA’s amicus program continues to actively monitor 
litigations that may impact the OTC derivatives market or market partici-
pants…’.95 In other words, under its legal and documentation services, ISDA 
submits amicus brief to courts and, where necessary, the association obtains 
the court’s permission to sit as an expert during the pleadings. Through the 
amicus brief and sitting as amicus curiae, ISDA ensures legal stability in the 
global derivatives market.

Financial Law Reform

ISDA provides the ‘Financial Law Reform’ under its public policy services. 
The Financial Law Reform led to the regulatory changes in the form of the 
EU Collateral Directive in June 2002 (Directive 2002/47/EC of 6 June 2002 
on financial collateral arrangement) in the EU.96 The EU Collateral directive 
addresses many issues relevant to collateral which caused uncertainty and 
unpredictability regarding the collateral protection available in the deriva-
tives market.97

Recommendations

ISDA mechanism is an appropriate example of standardization, i.e., provision 
of regulatory framework through ISDA Master Agreement and enforcement 
of ISDA Master Agreement through ISDA’s legal documentation service. 
This author suggests the possibilities of AAOIFI leading the global IF indus-
try to standardization by taking a similar approach. Master Agreement will 
lead to regulating the global IF industry. Global Shariah Supervisory board 
is crucial to provide the amicus program to global IF industry participants. 
International Islamic finance law will ensure AAOIFI standards are imple-
mented and enacted in the industry.

Adoption of the AAOIFI Standards

AAOIFI Shariah, accounting, auditing, and governance standards are vol-
untarily adopted among the global IF market participants. AAOIFI stand-
ards have been enacted into the legal system of Bahrain, Pakistan, Malaysia, 
Sudan, and Syria.98 Moreover in numerous jurisdictions the Shariah standards 
are adopted as guidelines on a voluntary basis.99 It is suggested that although 
AAOIFI aims and also attempts to promote its standards, yet there is a need to 
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establish an appropriate mechanism to ensure all the standards take the status 
of mandatory regulatory requirement in every member state.

Master Agreement for Islamic Finance Instruments

Master agreements standardize systemic risk, facilitate repetition of high-vol-
ume complex transactions and overcome legal uncertainty, it is therefore sug-
gested that AAOIFI works to develop a master agreement for the global IF 
transactions. ISDA Master Agreement can be defined as, [A] ‘boilerplate’ 
contract containing standard legal obligations arising out of the transactional 
relationship. Provisions include, inter alia, general day-to-day obligations 
owed by each party to the transaction, as well as provisions addressing events 
of default, termination events, immunity issues, basic representations, and so 
forth.100

The Master Agreement will ultimately standardize the industry by provid-
ing for legal provisions applicable to all transactions particularly mudarabah, 
musharakah, murabahah, and sukuk in the global IF industry as has been 
achieved by the ISDA Master Agreement.

Currently, AAOIFI standards extensively address the accounting-related 
treatment of IF instruments. However, the drafting of the master agree-
ment will include all the relevant standards in the agreement. The mas-
ter agreement will essentially include provisions relevant to the choice of 
law, mode of dispute resolution, i.e., litigation or arbitration, templates for 
musharakah, mudarabah, murabahah, and sukuk agreements, provisions 
relevant to capital guarantees, and ownership rights in underlying assets in 
case of sukuk transaction. The master agreement will also address all the 
controversial practices of IFIs which are leading the IF industry into formal 
compliance.

With regard to a master agreement, AAOIFI will encounter a similar sit-
uation as was evident in the initial years of the formation of ISDA.101 Most 
IFIs have drafted their documentation and their preference is to follow their 
specific course of doing business.102 This happened in the early days of ISDA 
when every member institution wanted their method of doing business to 
be followed. Nonetheless, ISDA was able to overcome the differences and 
succeeded in drafting uniform documentation with consensus.103 There is no 
doubt with AAOIFI at the forefront IF industry participants will overcome 
the differences and resolve all the controversial matters.

Global Shariah Supervisory Board

Consensus issues over Shariah-related matters can be overcome through set-
ting up a global Shariah supervisory board. This board will comprise repre-
sentative scholars from among the AAOIFI members. AAOIFI currently has 
the Shariah standards board which can be upgraded into the global Shariah 
supervisory board.
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In addition, to resolve the matters of consensus, the global Shariah super-
visory board will provide the amicus program for the global IF industry. It is 
suggested that AAOIFI provides for the amicus program to ensure enforce-
ment of its potential standards and regulatory framework.

The global Shariah supervisory board will be run by Shariah Scholars with 
multiple qualifications which will essentially include Shariah and conven-
tional qualifications. Shariah scholars specializing in finance and law will be 
able to effectively write the amicus brief and represent AAOIFI as amicus 
curiae in courts of law. The need for the multiple qualifications for Shariah 
scholars, in general, is extensively explored in a later chapter.

International Islamic Finance Law Reforms

‘It is apparent that many of the critical factors influencing the growth of the 
Islamic capital markets are firmly within the field of law’.104 Therefore, it is 
suggested that the Islamic transnational law which has been mentioned in 
chapter 3 should be reformed. The reform will address key issues hindering 
the IF progress in the world as is the case with financial law reforms provided 
by ISDA. Particularly the choice of law and Shariah arbitrage are causing 
legal uncertainty in the global IF market. This author suggests international 
Islamic finance law will address both issues.

The international Islamic finance law regime will be comprised of the laws 
or ‘model acts’ drafted for the four areas of Islamic financial services, i.e., 
banking, securities, pension, and insurance.105 An example of this lawmaking 
is the ISDA’s MNA. This rule-making will particularly address the choice of 
law and Shariah arbitrage in the global IF industry.

Generally, the risk assessment mechanism addresses the ‘certainty, pre-
dictability and transparency’ that exists with respect ‘to each element of the 
transaction’.106 Legal risk, therefore, can be mitigated if contractual enforce-
ability is predictable and certain. This is possible through inserting proper 
governing law clauses in the transactions.107

These matters are a primary focus in examining enforceability issues: 
whether, when, and under what circumstances will the principles and precepts 
of the Shariah be legally enforced in any given circumstance, with respect to 
any given structure, product, or transaction in any given jurisdiction.108

Choice of governing law in the contract will largely define how Shariah 
is incorporated into the transaction. If explicit reference to Shariah is made, 
the enforceability of the contract according to Shariah is highly unlikely 
as evident in IF case law in the UK.109 However, if Shariah principles are 
incorporated into the contract without express reference to Shariah law, 
the possibility of enforcement will be higher. This can be achieved by 
making sure that the transactions are globally standardized by AAOIFI. 
However, until an appropriate level of standardization is achieved, AAOIFI 
can develop the Islamic finance law regime to promote research on current 
IF transactions.
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The international Islamic finance law reform may be acceptable under 
Rome Convention if structured into a well-standardized code; specifically, 
if the regime specifies various Shariah principles applicable to four sectors of 
the financial services industry.110

Applicable legal principles, as affirmed in this case, would seem to allow 
express incorporation of the Shariah into a contract governed by the national 
law of a secular Jurisdiction if the incorporation is sufficiently specific and is 
structured as the incorporation of contractual terms rather than as a general 
governing law provision.111

AAOIFI can establish a committee to examine current market practices 
and suggest reforms. These reforms then can be drafted into regulations into 
the member states’ regulatory framework as ISDA’s suggestions are enacted 
into EU Collateral Directive, i.e., Directive 2002/47/EC.112

Standardization and Irish Regulators

Until AAOIFI takes up the task of standardization and harmonization of IF 
industry practices, Irish regulators can become part of AAOIFI as a member 
of the organization. AAOIFI has five categories of membership which include 
founding members, associate members, members representing regulatory and 
supervisory authorities, observer members, and supporting members.

Ireland can join AAOIFI as a common member under the three of the 
latter categories, including as a member representing regulatory and super-
visory authorities, observer member, and supporting member. To join under 
the first category of the three listed in the preceding sentence, Ireland must 
setup a regulatory authority that deals exclusively with the Islamic financial 
industry, and this would allow Ireland to not only participate but also vote in 
the General assembly meetings of the AAOIFI.

If not, Ireland can still simply join as an observer member or a supporting 
member, which would earn it a right to participate in the General assembly 
meetings, but not vote. However, again, even such participating would allow 
it to receive a lot of technical knowledge about the developments in the 
industry, which would help sufficiently to set local regulatory paradigms in 
accordance with those developments.

Conclusion

Undoubtedly, standardization of the IF practices will resolve the problems 
of legal uncertainty and Shariah arbitrage. However, the route to standardi-
zation is mired with several hurdles and challenges. These include the huge 
diversity that characterizes Islamic fiqh which materializes in contradictory 
rulings coming from different jurisdictions and schools of thoughts on sim-
ilar issues, absolute reliance of scholars on classical teachings while choosing 
to remain aloof from the market pressures and demands, hurdles in trans-
planting uniform rules across various jurisdiction which have very different 
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socio-politico-economic dynamics and currents, lack of will of host coun-
tries to contribute to the standardization project, the unequal growth of the 
Islamic finance industry in different jurisdictions where some jurisdictions 
are only in the early stages of growth like Indonesia and Brunei while oth-
ers have faced astronomical levels of growth like Malaysia and Bahrain, and 
phenomenon like fatwa shopping which insinuate toward different vested 
interests for whom standardization would be anathema.

Despite these challenges, significant headways toward standardization of 
the industry could be made, if major standard-setting bodies work together, 
with AAOIFI preferably taking the lead, to come up with standards that 
are agreeable to all stakeholders. ISDA’s regulation of the OTC derivatives 
industry which is an industry as complex as the IF industry provides a blue-
print. Standard-setting bodies should follow ISDA, to come up with a master 
agreement similar to that introduced by ISDA. This master agreement should 
have some boilerplate clauses, which shall act as common denominators to all 
Islamic finance agreements and transactions. Secondly, there is a need for the 
establishment of a Global Shariah Supervisory Board which shall have rep-
resentation of all stakeholders of the industry and shall act as a trans-national 
body accepted by all jurisdictions as the final arbiter in all disputes related to 
Islamic finance.

Lastly, international Islamic finance law should be reformed to ensure that 
fundamental Shariah precepts are applied across jurisdictions as a uniform 
code. This would allow Islamic finance law to become a coherent body of 
law applicable by English courts under the Rome convention, curtail phe-
nomena such as Shariah arbitrage and fatwa shopping, and create an insti-
tutional memory for the industry. Ireland can play a vital role in making 
the above proposals a possibility and can attune itself to the IF Industry by 
becoming part of the regulatory bodies, including AAOIFI and IFSB. Such a 
relationship would encourage a two-way adaptation, both by the IF Industry 
and Ireland as its host, which would pave the way for Ireland to become the 
logical destination for the IF Industry in the wake of Brexit.
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5 Islamic Finance in International  
Commercial Arbitration and  
International Investment 
Arbitration

Arbitration is well-established within the Islamic tradition if the practices of 
the prophet and his companions are any indicator. However, for an arbitration 
award to be valid under Islamic law, it must be firmly rooted within Shariah 
precepts. In today’s world, International Commercial Arbitration (ICA) has 
been on the rise as a means to amicably resolve commercial disputes. There 
is both the use of ad-hoc arbitration where parties can adopt any set of rules 
such as UNCITRAL to govern the process and that of institutional arbitra-
tion where a recognized institute assumes the responsibility to carry out arbi-
tration. However, commercial arbitration in reference to Islamic arbitration 
reveals certain disconnects. Islamic arbitration awards may not be enforced in 
secular countries and vice versa due to several public policy-related concerns, 
on both sides of the aisle. Thus, there is a need for collaboration between 
ICA organizations and Islamic countries, to achieve unison and harmony in 
arbitration principles and to resolve this conundrum. Substantial efforts in 
this direction have been made by several Islamic jurisdictions, which have 
attempted to incorporate arbitration within their legal frameworks. However, 
for these efforts to come to fruition, they must be complemented with the 
principles and practices of ICA. Additionally, in order to promote the Islamic 
capital market via sukuk, international investment arbitration (IIA) is exam-
ined. IIA provides protection to foreign investors in state-investor disputes. 
International investment agreements, both Bilateral Investment Treaties 
(BITs) and Multi-lateral Investment Treaties (MITs) almost always provide 
an arbitration clause. Islamic countries should work with organizations like 
International Centre for Settlement of Investment Disputes (ICSID) to incor-
porate IIA within their framework as well.

Islamic Arbitration

Arbitration as a tool of a solution finds its roots in a pre-Islamic era, and some 
of these practices were transformed into Islamic concepts of arbitration. The 
first treaty entered into by muslims under the leadership of the Holy Prophet 
in 622 AD, the Treaty of Madina, had an arbitration clause incorporated in 
it as a method to resolve any disputes arising out of the treaty. Similarly, the 
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dispute with the Banu Qurayza tribe was resolved by the Holy Prophet by 
resorting to arbitration.1 The Holy Prophet did not only advise his compan-
ions to adopt arbitration as the means to resolve disputes but also accepted the 
decisions of the arbitrators.2

Companions of the Holy Prophet continued promoting arbitration to ami-
cably resolve the disputes. Agreement between Hazrat Ali and Hazrat Ameer 
Muawiyah for the caliphate is a prominent example of recognition of arbi-
tration as a dispute resolution mechanism under Islamic law.3 All four Sunni 
schools of thought accept arbitration as a legitimate source to resolve dis-
putes. The binding nature of arbitration has been established by the majority 
including Majella.4

Enforceability of Foreign Arbitral Award

Public policy in the muslim states is recognized in accordance with the local 
laws which are evolved from the principles of Shariah. For instance, pub-
lic policy in Saudi Arabia is determined in the light of Shariah5 and the 
Saudi courts review the merits of the arbitral to ensure compliance with 
the Shariah.6 The courts in Islamic states have not enforced arbitral awards 
because they go against the canons of Islamic laws.7 Islamic public policy 
can be divided into two sets: procedural and substantial. The procedural 
principles emerge from the different rules of Islamic judicial law and are not 
explicitly prescribed in the Quran or Sunnah.

Award in Conflict with Islamic Substantive Law

The substantive Islamic public policy principles are the prohibition of riba and 
gharar and they are derived from the Holy Quran and Sunnah.8 Prohibition 
of riba is strictly enforced in countries like Saudi Arabia, Qatar, Oman, 
Yemen, where Islamic laws are present; an arbitral award which provides 
interest as compensation for damages can be struck down for being against 
public policy.9 Similarly, ‘the question of the existence of a future dispute 
involves speculation and uncertainty’,10 i.e., gharar is also prohibited in Islam. 
This is because Shariah prohibits any agreement to arbitrate any future issue 
or dispute which is not yet in existence.

Arbitration rules of World Intellectual Property Organization (WIPO), 
London Court of International Arbitration (LCIA), American Arbitration 
Association (AAA), and United Nations Conventions on Contracts for the 
International Sale of Goods (UNCCISG) entitle parties to deal in interest-
based transactions, however, the domestic law of many muslim countries ban 
interest-based transactions.11 Moreover, speculation and uncertainty (gharar) 
are also prohibited under Shariah. Gharar exists in an agreement that con-
tains a speculative clause which is dependent on the occurrence of any uncer-
tain events.12 A prominent example of this is the insurance contracts, which 
is commonly used in the conventional finance system.13
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Award in Conflict with Islamic Arbitration Procedural Law

Arbitrator’s capacity is affected by the criteria Islamic laws provide for a per-
son to be eligible to arbitrate. In this regard, two issues have gained enormous 
focus. First, is the incapacity of a female to become an arbitrator.14 Second, 
only a Muslim can arbitrate under Islamic laws. In other words, a Muslim 
male will be an arbitrator to resolve Islamic finance (IF) disputes.15

Some jurists argue that under Shariah law only a male Muslim can be 
appointed as arbitrator since women cannot be appointed as judges, so they 
should not be appointed as arbitrators too. However, in history, there are 
instances when women were appointed as judges.16 Therefore this belief 
lacks substantial credibility. Similarly, the restriction that only Muslims can 
be appointed as arbitrators stem from the classical understanding that a dis-
pute between two muslims can only be judged by a muslim by applying the 
Shariah.17 However, there is a difference of opinion between scholars on this 
as well, as those who oppose this restriction point out that there is no express 
prohibition of non-muslim arbitrators in the primary sources of the Shariah.18 
Although, countries like Oman and Saudi Arabia strictly apply these restric-
tions in their jurisdictions, UAE, does not make such requirement.19

International Commercial Arbitration

ICA law can be divided into two broad categories: Ad-hoc rules and institu-
tional rules.20 The parties to a dispute who choose to use ad-hoc arbitration 
can adopt any set of procedural rules such as the UNCITRAL to govern 
their arbitration. Since no institution is involved in overseeing the arbitration 
proceedings, the parties have complete autonomy over the arbitration pro-
ceedings. In contrast to ad-hoc arbitration, institutional arbitration is one in 
which an institution has assumed the responsibility of arbitration. The most 
prominent institutional arbitration centers are the International Chamber of 
Commerce and the London Court of International Arbitration. International 
arbitration provides a certain set of rules to assist arbitration proceedings.21

The arbitral institutes have the primary role to enable and provide support 
to the arbitrators who are appointed by the parties; the institute itself does 
not arbitrate the dispute. Providing support to the arbitrators could include 
resolving any challenges to arbitrators, providing a designation for arbitra-
tion and schedule for the arbitration.22 Lastly, there are also subject-specific 
arbitration institutes, such as ICSID which offers a platform for arbitration of 
investment disputes.23

Challenges

The arbitral awards rendered under various institutions as well as rules like 
UNCITRAL, explicitly state that the parties to the arbitration shall recog-
nize that the arbitral awards are binding and enforceable. Judicial review is 
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available to the parties against the enforcement of an arbitral award, but the 
judicial review is available on procedural grounds, like the appointment of 
an arbitrator, or the power of the arbitrator to adjudicate the issues. An ICA 
award cannot be reviewed. Most recognition and enforcement of an arbitra-
tion award is unhindered except for public policy concerns under the New 
York Convention and UNCITRAL. Enforcement of an arbitral award can 
be refused when the award is in conflict with the public policy of enforcing 
state. The most commonly applied public policy relates to the national legal 
system of a state. For instance, in the US, the equal protection clause forms 
an essential part of its public policy.

Public policy

In Jivraj v Hashwani, the court conducted a review of the arbitration agree-
ment to examine if the agreement was in conflict with the national law 
of the country. Mr. Jivraj entered into a joint venture agreement with 
Mr. Hashwani in 1981. The agreement contained a clause that any dispute 
arising out of the agreement shall be decided through arbitration and the arbi-
tration panel shall consist of three people who should belong to the Ismaili 
community. Jivraj and Hashwani also belong to the Ismaili community.24 A 
dispute arose between the parties and Hashwani objected to the arbitration 
clause which required the arbitrator to be a person from the Ismaili com-
munity. He contended that the clause for three Ismaili arbitrators was viola-
tive of the UK Employment Equality (Religion or Belief ) Regulations 2003 
(SI 2003/1660) (‘the Regulations’). The issue was whether the requirement 
that only Ismaili community members were eligible to act as arbitrators vio-
lated the Regulation because their requirement promoted discrimination on 
the basis of religion.25

Article 1 of the directive under which the regulations were made, stated 
that the discrimination should be combated on the grounds of religion26 
Regulation 2(3) which defines ‘employment’ as ‘employment under a con-
tract of service or of apprenticeship or a contract personally to do any work’.27 
Thus, keeping in view these rules, the tribunal found that the role of an arbi-
trator under the agreement did not fall in the definition of the employment 
as provided by the regulations. The tribunal made the distinction between 
‘employment’ and ‘independent service providers of services who are not in 
the relationship of subordination to whom they are offering the services’.28 
The role of the arbitrator under the agreement between the parties fall under 
the latter because although they are providing personal services to the parties 
which they cannot delegate, but at the same time they are not in subordina-
tion to the parties because they do not perform those services or get their fees 
under the direction of the parties.29

Furthermore, the tribunal also noted that even though if the arbitrator 
fulfilled the classification of employment as defined in the regulations, the 
parties had the autonomy to choose Ismaili as their arbitrators. Applying 
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Regulation 7(3), the court observed that when the employer has an ethos 
based on certain religion-specific and it is sufficient for them to employ a 
person of the specific religion particularly when it is a ‘genuine occupational 
requirement of the job’.30 Thus, the arbitration clause did not violate the 
UK’s national law and therefore, exceptions made under public policy con-
cern were not applicable.

There are instances where national laws have broad implications for inter-
national laws. For instance, the Equal Protection Clause of the US consti-
tution. Article V(1)(d) of the NY Convention provides an exception to the 
enforcement of the arbitral award on the ground that the law used during 
the arbitral proceedings was not in accordance with the agreement of the 
parties.31 This will be problematic for an award in which Islamic law was 
applicable. On account of multiple interpretations of Islamic law, one of the 
parties can object that the interpretation or version of Islamic law applied by 
the arbitrator is not in line with the law the parties intended to choose. The 
US court will hold such award invalid on the ground that the arbitral version 
of Islamic law was not the one chosen by the parties and hence not in accord-
ance with the agreement of the parties.

Under the Equal Protection clause, discrimination based on religion, and 
gender is unacceptable. Application of Islamic principles such as a person 
qualified to be a judge is qualified to be an arbitrator, which for some schools 
of thought means that non-muslims and women cannot serve as arbitrators,32 
will render an award unenforceable in the US.

The application of such rules will be violative of the Equal Protection 
Clause in the United States.33 Article V(1)(B) requires an arbitrator to ensure 
parties should get equal opportunities to present their case and all the mate-
rial witnesses. If a material witness testimony is not accepted under Islamic 
laws because a witness has any sort of interest in it, then this will conflict with 
Article V(I)(b), because the arbitrator has not allowed the party any material 
witness and in effect denied the party the opportunity to present their case.34 
Similarly, if the parties chose Islamic law and the arbitrator applies the inter-
pretation which holds a woman’s testimony to be equal to half of a man’s 
testimony in financial disputes,35 the United States court would constitute it 
as a violation of Equal Protection clause, and enforcement and recognition of 
this arbitral award would be against U.S. public policy.

Enforcement of an arbitral award remains a challenge regardless of secu-
lar or Islamic state. Non-compliance with substantive principles of Islamic 
finance such as a prohibition on interest will always render enforcement of 
an arbitral award uncertain in an Islamic state. In such cases, the Islamic state 
would be inclined to refuse enforcement of an arbitral award on state public 
policy. Similarly, in secular states like the US, an arbitral award based on 
religious laws such as Islamic laws, enforcement of such award will be subject 
to Equal Protection clause.

Therefore, this author makes two suggestions to overcome the public 
policy concerns. First, there is a need to promote delocalized arbitration. 
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Second, a collaboration between Muslim and secular arbitration institutions. 
Both of these suggestions are discussed below.

Recommendations

Collaboration between ICA Organizations 
and Islamic Arbitration Centers

There is a lack of consensus on specific Islamic rules regarding arbitration 
within the context of resolving modern international commercial disputes.36 
The current practice of the Islamic arbitration centers has been focused to 
harmonize the procedures and rules of Islamic finance arbitration with the 
international standards like UNCITRAL rules and Model law. For instance, 
Saudi Arabia issued the Saudi Arbitration Law 2012, which substituted the 
Saudi Arbitration Law 1983, intending to make the arbitration proceed-
ings Shariah-compliant. Unlike the Arbitration Law 1983, which allowed 
the Saudi courts authority to approve enforcement of foreign judgments and 
arbitral awards, the Arbitration Law 2012 abandoned such authority and cre-
ated a forum within which judgments and awards can be enforced without 
the Saudi court’s approval.37 At the same time, the newly enacted law is 
also consistent with the UNCITRAL Model Law.38 Currently, the Board of 
Grievances has the jurisdiction to hear arbitration matters, enforce foreign 
judgments, and arbitral awards.39

In Malaysia, the cases of Islamic banking at first were decided under clas-
sical common law, which emphasized the common law approach, instead of 
Shariah compliance.40 In Arab-Malaysia v Taman Ihsan Jaya & Onor (2009), 
the appeals court of Malaysia overturned the decision of the High Court 
and declared the contract of sale void on the ground of non-compliance 
with Shariah. The appeals court believed that Shariah principles were to be 
decided by judges who were experts in Islamic law.41 This led to the forma-
tion of the Shariah Advisory Council in Malaysia.

Malaysia enacted the Central Bank of Malaysia Act No. 701 in 2009 
which established the central bank Shariah Advisory Council and made it 
mandatory that the arbitration tribunals shall refer to the SAC before pass-
ing any award concerning Shariah matters.42 Moreover, the Kuala Lumpur 
Regional Centre of Arbitration (renamed in 2018 as Asian International 
Arbitration Centre (AIAC)) adopted the arbitration rules for Islamic arbi-
tration in 2012 called i-Arbitration rules. The law grants autonomy to the 
parties to choose their applicable laws as they wish. Shariah related issues 
are sent to Shariah experts or advisory council as agreed between the par-
ties.43 The parties after delivery of the report by the Shariah expert can 
question the expert.44 According to Article 29(5) of the i-Arbitration rules; 
the expert after the delivery of the report can be heard at a hearing where 
the parties shall have the opportunity to be present and interrogate the 
expert. The i-Arbitration rules can be used for any dispute arising out of an  
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agreement that is premised on the principles of Shariah. The Rules of 2012 
are based on the UNCITRAL Rules 2010.45

Furthermore, Indonesia established a specialized tribunal called Basyarnas/
National Shariah Arbitration Body which shall hear IF disputes in Indonesia.46 
The National Shariah Arbitration Body or Basyarnas was setup to hear dis-
putes related to IF. The disputes are resolved through the mix of both civil 
and Shariah laws.47

Moreover, the International Islamic Centre for Reconciliation and 
Arbitration (IICRA), established in 2004 in UAE, makes arrangements 
(including reconciliation, arbitration, and appointment of an arbitrator) to 
settle any commercial or financial disputes related to Shariah.48 The IICRA 
has also issued arbitration and reconciliation procedures, derived from 
UNCITRAL arbitration rules, allowing parties the autonomy to choose 
arbitration law and process.49 The arbitration rules of IICRA give freedom 
to the parties to choose any law governing a contract but the arbitration 
tribunal shall abide by that governing law to the extent that it is compliant 
with Shariah. The arbitration tribunal excludes any such stipulation of the 
governing law which is not Shariah-compliant.50 Both, IIRCA and AIAC 
i-Arbitration rules also provide model arbitration clauses. Moreover, spe-
cialized boards are setup for the approval of financial transactions, and these 
boards act as arbitration bodies. These boards adjudicate the disputes through 
the mixture of national law and the Shariah principles.51

In the Cairo Regional Centre for International Commercial Arbitration 
(CRCICA) Case No. 577 of 2008, the claimants submitted a request for arbi-
tration before CRCICIA because the respondent company failed to fulfill its 
obligation, and hence the claimant company wanted the principal amount 
in addition to the interest due and statutory interest for late payment.52 The 
governing law was the Egyptian law as long as it was not in conflict with 
the rules of Islamic law. The arbitration tribunal rejected the claim for inter-
ests sought by the claimant company. Although, Egyptian law allowed the 
charging of interest on a loan, but Islamic law does not, and hence the tri-
bunal ruled it unlawful based on their findings on the verses of the Quran. 
Interestingly, the tribunal allowed the claimant company the statutory inter-
est for late payment as compensation for the delay and justified it on the pro-
visions of Islamic law.53

Moreover, in the International Investor Kcsc (Kuwait) (IIK) v Sanghi Polyesters 
Limited (India) (SPL) the parties entered into an Islamic contract wherein the 
IIK financed the SPL to produce and export polyesters yarn. In 1997, the SPL 
defaulted and IIK commenced proceedings at ICC.54 The law applicable to the 
contract was English law to the extent that it does not conflict with Islamic law. 
The arbitrator awarded the claimant the principal amount and profits claimed 
but disallowed the additional damages on the ground of its non-compliance 
with the Shariah.55 SPL challenged the award in English Court, but the court 
dismissed the appeal on the ground that all the issues of law SPL raised were 
questions of Shariah law and not the law of England, and hence, for an appeal 
to succeed in the English Court the question must be of English law.56
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Moreover, in an Ad-hoc Arbitration case, the claimant company requested 
arbitration as the issue was of the amount due by the respondent bank.57 The 
parties were engaged in Mudarabah contracts, and the governing law was 
the Egyptian law and the Islamic law. The arbitration tribunal nullified five 
clauses related to predetermined profit, share in bearing the loss, the claimant 
to bear losses without negligence or misconduct, etc., because they violated 
the Islamic law. The tribunal prevailed the Islamic law over the Egyptian law, 
however, the governing law clause does not state so.58

Bahrain in collaboration with American Arbitration Association (AAA) 
launched the Bahrain Chamber for Dispute Resolution (BCDR-AAA), the 
center for mediation and arbitration of commercial cases. The BCDR-AAA 
has an International Centre for Dispute Resolution (ICDR), an international 
division of AAA, that addresses international commercial disputes.59 The 
domestic office, the BCDR has made its own rules, including some aspects 
of Shariah but the ICDR applies its own set of rules based on International 
Dispute Resolution Procedures, which does not incorporate any aspect of 
Shariah.60 The center established Arbitration and Mediation rules which 
came into force in 2017 and 2019, respectively, intending to make arbitra-
tion and mediation more time and cost-effective and introduced new model 
clauses.61 BCDR till date has administered around 350 cases through BCDR 
courts, and its international arbitration and mediation wing.62 The center has 
also launched series of publications on topics ranging from recognition and 
enforcement of foreign arbitral awards in the Arab states of the Gulf to the 
women’s voices in the international arbitration. BCDR has also been effec-
tively holding workshops for judges on international arbitration and national 
courts and was recently awarded the 2021 Global Arbitration Review Award 
for Regional Institution that impressed.63

On account of the under-developed nature of the legal system in various 
Middle East countries, the international arbitration center like the BCDR-
AAA can play an important role to ensure enforcement of the foreign arbitral 
awards in the Middle East countries.64 Middle East countries are accommo-
dating the ICA by establishing international arbitration centers in collabora-
tion with internationally recognized arbitration centers.65 The establishment 
of Bahrain-AAA is, therefore, a crucial step toward implementing ‘the rec-
ognition and enforcement of foreign arbitral awards in the Middle East’.66

Delocalized Arbitration

A-national arbitration ensures the highest level of party autonomy. ‘Advantages 
of this type of arbitration includes limited interference from national courts, 
increased inter-state commercial relationship with the least legal barriers 
from the host state and above all a-national arbitration facilitates parties to 
avail of the “solutions and remedies to be created which fit parties” disputes 
and objectives’.67

Delocalized arbitration facilitates the parties to choose rules applicable 
to their arbitration agreement whether by procedures provided by a legal 
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system other than those available in the seat of arbitration or institutional or 
ad-hoc arbitration rules which do not require the involvement of local laws.68 
TOPCO and Aramco are the examples where delocalized arbitration was rec-
ognized.69 Additionally delocalized arbitration ensures minimum judicial 
control over arbitration award.70

In the UK, until the 15th century, the ‘arbitration proceedings remained 
subordinate to English civil courts’.71 The Arbitration Act 1698 first intro-
duced the concept of enforcement of arbitration award by courts. Over time 
the recognition of arbitration as an alternative to court grew. By the time the 
1979 Arbitration Act was enacted, the judicial control in the form of review 
of arbitration proceedings and the award was considerably reduced. The 1996 
Arbitration Act liberalizes the arbitration practice to a great deal; so much so 
that the 1996 Arbitration Act is considered to promote delocalized arbitration 
in the country.72

It is argued that an a-national or delocalized arbitration can be a perceived 
challenge to the sovereignty of a state. Even though delocalized arbitration 
operates on the standard that ‘[delocalization] does not, by virtue of inten-
tion, deride or override sovereignty’.73 Indeed the public interest and state 
sovereignty will require an answer to the question ‘what is the relationship 
between delocalized arbitration and mandatory norms of the place of arbi-
tration?’74 Public policy concerns always exist in the ICA. Therefore, it is not 
surprising that whenever a-national arbitration will be recognized, this will 
be possible if the award does not conflict with public policy.

More importantly, a-national award lacks legal protection available to 
the general arbitration award.75 Republic of Argentine v BG Group PLC (BG 
Group)76 is considered to be a recognition of party autonomy.77 Regarding 
delocalized arbitration, the question is to what extent is it true that delocal-
ized arbitration is ‘… vested with the inherent power of sovereign coercion’.78

An important argument against delocalized arbitration is the right of a 
third party. Once an award is made in delocalized arbitration it cannot be 
challenged because delocalized arbitration claims immunity from domestic 
court’s intervention. This raises concerns for the third party ‘who never 
have consented to arbitration at all’.79 The fact is that ‘[u]nder a system 
of complete arbitral autonomy, such as now prevails concerning foreigners 
in Belgium, the victim of arbitrator fraud or other procedural irregularity 
would have no opportunity to challenge the arbitrator’s decision where 
rendered’.80

Delocalized arbitration facilitates parties to draft a body of procedures to 
run the arbitration proceedings. This ensures the dispute is not bound by a 
national legal system of a country, i.e., the highest level of party autonomy 
with no state scrutiny.81 Recognition of the delocalized arbitration award by 
states in their national legal system will resolve this problem.

A model procedural law may be drafted by the institutional arbitration 
centers to facilitate the delocalization of international arbitration. Without 
institutional arbitration centers’ model law or recognition of the de-localized 



Islamic Finance in ICA and IIA  185

arbitration by state courts, enforcement of a foreign delocalized award will 
be doubtful.82

Delocalized arbitration grants unsupervised and uncontrolled powers to 
arbitrators.83 Arbitrator’s jurisdiction and supervision over his power will 
remain outside government public domain. This will also raise public policy 
concerns.

International Investment Arbitration (IIA)

International investment laws facilitate regulations of foreign investment 
activities. Foreign investment activities include the benefits that foreign 
investment generates for the foreign investors as well as the host state.84

International investment law serves two important purposes. First, Inter
national Investment Law (IIL) regulates foreign investment for the benefit 
of foreign investors. Second, IIL regulates foreign investment to ensure eco-
nomic development for the host state.85 In other words IIL aims to achieve 
a dual objective of protection to foreign investors from host states ‘political 
strategies and immunity of state sovereignty from the challenges arising out 
of the foreign investors’ claims.86

Bilateral Investment Treaties (BITs)

BITs are agreements made between two countries with the purpose to protect 
investments made by investors of one contracting state in the territory of the 
other contracting state. In 1959, the first BIT was signed between Germany 
and Pakistan. The year 2001 proved to be the year when BITs peaked, around 
97 countries were at least involved in the signing of one treaty.87 A MIT is 
an international investment agreement which is entered into between several 
states, with the reciprocal protection of investments made by individuals and 
companies in signatory countries’ territories.88

BITs and MITs provide protection to foreign investors from contracting 
states’ enormous power. Although every BIT is different from each other 
but there is some common structure to each BIT. The BITs cover four main 
areas:

•	 the promotion of foreign investment,
•	 the treatment of the investment in case of dispute,
•	 general protection and guarantee offered to the investments and
•	 the method to resolve host state-investor state and host-state and foreign 

investor disputes.89

BITs form the basis of the claims by an individual, company, or state against 
the other contracting state. Under BITs, two main types of disputes arise. 
First, are investor-state disputes. Since the BITs are signed between states, 
the obligation is of one contracting state to the other state investors. Hence, 
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an aggrieved investor, when it considers an action taken by the host state to 
violate BIT, investor-state disputes arise. Second, are inter-state disputes, as 
the BITs are agreements between the states and the BITs also provide a mech-
anism for inter-state dispute resolution.

BITs almost in all cases provide for an arbitration clause, and most of the 
time this dispute resolution is covered under the ICSID or ad hoc tribunals.90 
Four conditions need to be met for arbitration to fall under the jurisdiction 
of the ICSID. ‘The parties should submit their dispute to ICSID, the dispute 
must be between a contracting party to the ICSID and a national of another 
Contracting State, must be a legal dispute and dispute arise directly out of an 
investment made in contracting state’.91

There are implicit obligations that arise when two states enter into a 
BIT. These obligations include fair and equitable treatment and full protec-
tion and security to the investment of foreign countries. Fair and equitable 
treatment requires that there should not be ‘arbitrary, discriminatory and 
abusive’ treatment by the contracting states. Similarly, the full protection 
and security requirements that the host states will not nationalize or expro-
priate investments from the other contracting state unless such measure is 
taken in the public interest and is non-discriminatory. Similarly, BITs allow 
unhindered, free, and protected transfer of funds related to investments by 
foreign investors which also includes protection against foreign exchange 
restrictions.92

Moreover, some obligations are explicitly enunciated in the BITs which 
include the national treatment and most favored nation treatment obligations. 
The national treatment requires that the contracting states offer the same 
protection to the foreigners which is available to the domestic investors. The 
goal is to prevent any sort of discrimination in the treatment of domestic and 
foreign investors. Similarly, BITs often include a most favored nation clause. 
This clause embodies that the host states must provide the investors of the 
other contracting state with treatment that is no less favorable than the treat-
ment which is provided to the investors investing under other investment 
treaties.93

Investor Protection under IIA

There are two types of arbitration available to international investment 
agreements. First is institutional arbitration which is governed by the ICSID. 
The second is ad-hoc arbitration based on the UNCITRAL rules.94

The ICSID convention was introduced in 1965, with the purpose of settle-
ment of investment disputes between the host states and the foreign investors 
or states. Accession to ICSID by states is a sign of their dedication to pro-
tecting foreign investors. If two states are parties to the ICSID convention, 
and they do not have a BIT or MIT between them, the ICSID convention 
rules still allow the investor of one of the member countries to bring a claim 
against the host member state.95
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Moreover, the ICSID convention in the form of the ICSID arbitration 
tribunal provides a platform to resolve state-state or investor-state disputes 
resulting under the BITs between the contracting parties. The jurisdiction of 
the ICSID arbitration tribunal to entertain disputes resulting from the rele-
vant BITs stem from Article 25 of the convention. Article 25(1) states:

The jurisdiction of the Centre shall extend to any legal dispute arising 
directly out of an investment, between a Contracting State (or any con-
stituent subdivision or agency of a Contracting State designated to the 
Centre by that State) and a national of another Contracting State, which 
the parties to the dispute consent in writing to submit to the Centre. 
When the parties have given their consent, no party may withdraw its 
consent unilaterally.96

ICSID requires three conditions to be fulfilled by the parties, for them to 
avail of the center’s services. These include

1	 The state, which is a party to the dispute should be ICSID members,
2	 The dispute has to relate to investment as defined by the Centre, and
3	 The dispute must be an investor-state dispute.97

ICSID convention does not provide an explicit definition of investment. The 
jurisprudence that the arbitration tribunals have developed over the years has 
helped describe investment for ICSID’s jurisdiction.

The ICSID arbitration tribunal in the Salini Costruttori v Kingdom of Morocco 
established fundamental elements of investment. The facts of the case are 
that a dispute arose regarding payment for compensation for unforeseen 
events.98 Salini filed for arbitration to claim compensation for the expenses 
they incurred during the construction of the highway joining Rabat to Fes. 
The government of Morocco objected to the jurisdiction of ICSID regarding 
the nature of the dispute. The government of Morocco alleged that a national 
court (Moroccan) had the jurisdiction to hear the dispute as it was concerned 
with services instead of investment.99

The tribunal held that as per BIT Art 1(c), (e), and (g) construction con-
tract between Salini and the Moroccan government-created economic value 
and economic right as a fundamental object of the contract.100 The con-
struction contract falls within the definition of investment as provided by 
BITs Article 1.101 Washington convention which governs the ICSID does 
not provide a definition of investment to allow contracting parties to define 
investment as they choose to.102 Nonetheless, ICSID case law has developed 
a doctrine which suggests four attributes of investment, i.e., contribution, a 
certain duration of performance of the contract, risk involved and economic 
development of the host state.103

The tribunal held that contribution was made by Salini in terms of finance 
and employment of workforce.104 Duration of performance was 36 months.105 
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Appropriate risk was taken during the completion of the highway.106 Finally, 
construction of the highway added into the economic development of the 
state (Morocco).107

Definition of investment was further expanded to include the provision of 
services as a type of investment. In Patrick Mitchell v DRC, US citizen Patrick 
Mitchell was operating a law firm in the DRC. The authorities in DRC on 
suspecting illegal activity seized Mitchell’s law firm and arrested two lawyers. 
Later on, the charges were dropped but Mitchell brought an action for com-
pensation for damages against the DRC.

DRC objected to the tribunal’s jurisdiction on the ground that law firm’s 
services do not constitute investment. The tribunal referred to the BIT 
between the US and DRC, Article 1(c) which included a definition of invest-

Moreover, tangible property such as firms’ documents, knowledge and rep-
utation, and firms’ license to operate created rights, which should be treated 
as investment protected under the BIT.108

Moreover, the ICSID arbitration tribunal has jurisdiction for two types 
of investor-state disputes. First, are those disputes which arise due to the 
breach of the BIT, as mentioned above in the Patrick Mitchell and the Salini 
case. In such an instance, since the state or investor has violated the terms 
of the BIT agreement, the other party can approach the ICSID arbitration 
tribunal. However, another instance, in which an investor-state dispute can 
be filed in the ICSID is when a contractual claim between the two turns 
into a treaty claim. A contractual claim in investor-state arises when there 
is a breach of a contract by any one of them. In Abaclat and others v The 
Argentine Republic, the tribunal observed that a contractual claim is one where 
a host state breaches an obligation arising under the investor-state contract. 
However, this contractual claim takes the shape of a treaty claim when the 
state along with the breach of the obligation under the contract has also 
breached its obligations provided under the BIT. The treaty breach occurs 
when: the act which breached the contractual obligation was a result of the 
exercise of the sovereign power by the state and the act is outlandish to the 
essence of the contract.109 ISID has jurisdiction when the dispute relates to 
‘investment’ and there is a breach of a treaty claim. In the case of a contract 
claim between a foreign investor and the host state, ICSID does not have 
necessarily jurisdiction.

The tribunal described the treaty claim in ABACLAT. Argentina 
(Respondent) issued a series of a bond to ABACLAT. Under the bond, 
ABACLAT acted as a creditor to Argentina which was a debtor. Argentina 
failed to fulfill its obligations to pay the principal amount and interest to 
ABACLAT. This failure was a breach of the bond and hence a contractual 
claim arose.110 Argentina did not trigger a bankruptcy regime or adopt con-
tractual provision to relieve itself of its obligation under the bond toward 
ABACLAT.111 Instead, emergency law was passed which allowed Argentina 
to liberate itself from its obligations to ABACLAT.112 Argentina’s reluctance 

ment. According to Article 1(c), the law firms’ services formed investment. 
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to employ contractual provision or legal bankruptcy and its preference for 
making a law to get out of its obligation was held to be a clear exercise of 
sovereign power.113

The tribunal held that Argentina’s action (Emergency law) constituted an 
exercise of sovereign powers by a host state. It, therefore, was a treaty claim 
which activated the question of protection for a foreign investor under the 
BIT which existed between Italy and Argentina. Thus, ICISID’s tribunals’ 
jurisdiction was established.

State Immunity

BITs over the years have faced multiple challenges from countries across the 
world. The countries like Bolivia, Ecuador, Venezuela have terminated their 
BITs due to the fear that the BITs were benefitting and the foreign investors 
at the expense of the host state. Similarly, a systematic bias is noticed by 
the states that the arbitration tribunals prefer developed state investors over 
developing states. This systematic bias is also seen in the choice of arbitra-
tors. Some arbitrators are perceived as state-friendly while others are seen as 
investor-friendly.

Nonetheless, the international community has adopted various strategies 
to overcome these challenges. First, some states have started renegotiating 
their treaties with the aim to strike balance between protection to foreign 
investors and sovereign power of host states. The second strategy is to look 
for alternatives for investor-state disputes. These states are hesitant to allow 
the investor-state claims to be submitted to the arbitration tribunals which 
are prone to systemic bias. For instance, the United States and the EU are 
devising a strategy to form an ‘investment court system’ for investor-state 
disputes in which judges will be appointed by the mutual consent of the 
contracting states. Lastly, transparency in investor-state disputes is being 
promoted by the UN Commission. The UN Commission on International 
Trade Law Rules on Transparency in Treaty-based Investor-State arbitration 
allows public access to arbitral proceedings. This eliminates the possibility 
of arbitrators being biased in favor of developing states as the public can 
access the documents filed by the parties and attend arbitral hearings.114 Thus 
international investment law which includes BITs, MITs, and IIA has been 
successfully promoting international trade and efficiently protecting foreign 
investors from states’ unfettered powers.

UK Sovereign Sukuk

In the context of protection available to foreign investors under international 
investment law, an examination of dispute settlement mechanisms available 
to sukukholders in the UK is conducted in the preceding part of the chapter.

United Kingdom (UK) is the first European sovereign state which has 
issued sukuk. It is an attempt by the UK to make its financial market more 
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favorable for Shariah-compliant investments. The first sovereign sukuk was 
issued by the UK government in July 2014 with its maturity period expiring 
in 2019. The total worth of the first sukuk was £200 million, with a profit 
rate of 2.036% per annum. The first sukuks have been successfully redeemed 
without any dispute.115 After the success of the first sukuk, the UK govern-
ment on issued its second sovereign sukuk worth £500 million in 2021. The 
scheduled dissolution date for the second sukuk is 22 July 2026 at a rate of 
0.333 percent annum.116

Dispute Settlement Mechanism Included 
in the Sukuk Certificates

UK sovereign sukuk is a contract between the UK government and private 
investors. Like any other contract, the sukuk provides a mechanism for dis-
pute settlement between the parties. As per the second Sovereign sukuk, 
the law and jurisdiction clause maintain that the disputes will be governed 
by the English law and the Courts of England will have exclusive jurisdic-
tion to resolve disputes between the parties.117 Unlike the first Sovereign 
sukuk, which only stated that for the dispute arising out of the transaction 
documents the English law will be applicable but there was no mention as 
to which court had the jurisdiction.118 Since, there has not been any dispute 
regarding the first Sovereign sukuk, the issue as to which court will have 
the jurisdiction to apply the English law, did not arise. However, the second 
Sovereign sukuk explicitly mentions the exclusive jurisdiction of UK courts 
and law, to discard any uncertainty.

Additional Protection to Sukuk Holders under 
International Investment Law (IIL)

The second sovereign sukuk has been fully subscribed by the different foreign 
investors in the UK. Like foreign investments, the sukuk holders of those 
countries which have signed BIT with the UK government, have added pro-
tection along with the contractual dispute settlement provided under the 
sukuk. BITs offer protection to the foreign investors making investments in 
the other contracting party. In Abaclat and others v the Argentine Republic, the 
tribunal distinguished between a contractual claim and a treaty claim and 
held that where a sovereign act of a state disturbs the equilibrium of the con-
tract, it forms a treaty claim and the investors can approach the arbitration 
tribunal provided under the relevant BIT for the settlement.119 However, an 
important point to note is that, in a treaty claim, there will be a breach of the 
contractual claim between the parties first.

The sukukholders as foreign investors have acquired protection under the 
BITs signed between the UK and the states of those investors. The second 
sukuk has been mostly purchased by the financial hubs of the Middle East 
and Asia.120 The financial hub of the Middle East is UAE and a BIT between 
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UK and UAE has been enforceable since 1993. In the UK/UAE BIT, invest-
ment has been defined as ‘liquid assets, deposits and claims to money or 
any performance under contract having a financial value’.121 As sukuk are 
alternative to conventional bonds, which are Shariah-compliant, and trad-
ing is done through specific and identifiable assets,122 they can be said to be 
covered under the definition of investment provided in the BIT. The second 
sovereign sukuk are covered under the investment definition provided in the 
UK-UAE BIT, any sovereign act of the UK government which changes their 
obligation to repay the initial amount and profit under the sukuk contract 
would count as a treaty claim and the UAE investors will acquire protection 
provided by the tribunal of ICSID.

Similarly, the financial hub of Asia is Malaysia, and the UK-Malaysia BIT 
has been in force since 1988. Investment between these countries is defined 
as ‘claims to money or to any performance under contract having a financial 
value’.123 Sukuk will be covered under this definition of the investment as 
they oblige the UK to perform their obligation under the sukuk which has 
a financial value. Any imbalance in the performance of the sukuk contract 
which changes the obligations of the UK government due to their sover-
eign act will allow the Malaysian investors which are holding UK Sovereign 
sukuk to approach the ICSID under the breach of a treaty claim.

UK’s Concerns about Protection to 
Foreign Investors under the IIL

UK legislature like many other states has been critical of investor-state dis-
pute claims which arise under their BIT obligations. This could become a 
challenge for the foreign investors who have subscribed to the second sov-
ereign sukuk if the UK changes its obligations toward the investor-state 
disputes. The UK Parliament in a report named ‘Investment Liberalization 
and Investment Protection’ heavily criticized the UK government for the 
investor-state dispute claims under the BIT and asked for their policy on the 
investor-state disputes post-Brexit.124 However, as of yet there has not been 
any official communication by the UK government in reply to the report.

Conclusion

Islamic arbitration requires an arbitrator to be a male and a muslim, which 
may contravene the equal protection clause of the US thus may not be 
enforceable in the US. A US award may uphold interest-based transactions 
which are proscribed in Shariah thus may not be enforceable in an Islamic 
jurisdiction. This example illustrates the very obvious, yet complicated 
nature of divergence between the Islamic and secular streams of arbitration. 
Islamic jurisdictions have taken several steps to overcome this divergence. 
Saudi Arabia promulgated the Saudi Arbitration Act 2012 to make arbitration 
proceedings Shariah-compliant, and arbitral awards to be enforced without 
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court intervention. Malaysia, through the Central Bank of Malaysia Act 
2009 made it mandatory for an arbitration tribunal to refer to the Shariah 
Advisory council before passing an award. Indonesia established a specialized 
tribunal called Basyarnas/National Shariah Arbitration Body to hear IF dis-
putes. Bahrain in collaboration with AAA launched the BCDR-AAA.

Despite the importance of these steps, they posit only an insular framework, 
which remains to a great extent, aloof from the demands of both the ICA and 
the IIA. There is a need for Islamic countries to not only work in collabo-
ration with ICA organizations but at the same time to also explore new and 
unconventional methods of arbitration, to allow for a dynamic development 
of the Islamic arbitration regime. In that, De-localized/a-national arbitration 
offers good prospects. It reduces uncertainty since it ensures that arbitration 
awards being not amenable to review by states are not struck down on public 
policy grounds. There is limited interference of national courts, increased 
inter-state commercial relationships with the least legal barriers from the 
host state, granting the highest level of party autonomy and enforceability. 
However, it has its demerits as well, such as being taken as a challenge to the 
host country’s sovereignty, and no accountability toward arbitrator’s bias or 
procedural irregularities in the passing of an award.

Apart from ICA, IIA also provides a huge playing field to Islamic arbitra-
tion. ICSID is the primary organization that carries out arbitration in relation 
to a dispute arising out of the IIA, and over time it has added a lot of depth to 
the arbitration regime pertaining to IIA. ICSID assumes jurisdiction in IIA, 
both when there is a breach of treaty obligation or a contractual obligation 
that in turn triggers a treaty obligation. It is by this route that the sukuks 
issued by the UK government, carry dual protection for investors both under 
the BITs regime and the contractual breaches.
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6 Irish Financial Regulators 
Regulating Shariah 
Supervisory Boards

The realm of Shariah governance has remained a theatre for the manifesta-
tion of several problems such as Shariah risk and Shariah arbitrage. Reputed 
standard-setting bodies which have taken up the task of devising the tra-
jectory that Islamic financial institutions should follow have posited several 
detailed standards catering to a myriad of risks and obstacles which Islamic 
finance (IF) industry encounters. In this chapter, we have identified the most 
recurrent and discernible of these obstacles which encapsulate the crux of 
the problems that IFIs and regulators face, in implementing effective Shariah 
governance. These include lack of transparency and disclosure, lack of 
competency, conflict of interest, and an absence of liability. This chapter 
includes an extensive examination of the standards issued by the Accounting 
and Auditing Organization for Islamic Financial Institutions (AAOIFI) and 
Islamic Financial Services Board (IFSB) regarding the above-mentioned 
challenges. It is interesting to know that there are standards that cater more 
or less to all these categories.

Where does the problem lie then? It lies in the insular framework that 
these standards put forward and their tendency to create Shariah as a point 
of fixation which prevents them from catering to the larger picture. It is a 
framework that fails to cater to the fault lines effectively since it detaches itself 
from a conventional framework of corporate governance and this has turned 
these fault lines into a deep impasse. A lot of material has been added to the 
redundant structure of Shariah governance, but no one has felt the need to 
reassess the ‘first principles’. The first principle in the case of Shariah govern-
ance is to understand that IFIs are also corporate bodies at the end of the day 
and thus they have to be rooted in the paradigm of corporate governance as 
well, though with an added layer of Shariah governance.

It is with this understanding that this chapter lays down compartmentali-
zation of the problems faced by the Shariah governance project, looks at the 
standards that cater to these problems, and provides a critique of how these 
standards remain uncomplemented with the conventional corporate require-
ments. The chapter then veers toward determining the contents of an alter-
native program, about which the author suggests that Shariah scholars should 
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be placed in a position of directors of IFIs and should not merely remain 
advisors. This will lead to the incorporation of Shariah corporate governance 
into the conventional corporate governance system.

Shariah Risk and Shariah Arbitrage

Shariah risk is an additional layer of risk facing the Shariah corporate gov-
ernance system of IFIs. Shariah risk is also referred to as the risk of non-
compliance. It is the risk that an IFI may not adhere, in carrying out its 
functions, to the rulings and precepts of Shariah. Owing to the recurrent 
nature of this phenomenon, both the AAOIFI and IFSB standards address this 
risk in detail. IFSB standards require that IFIs should ensure compliance with 
Shariah particularly while accepting deposits and investment funds, provid-
ing finance, or carrying out investment services for its clients.1 Similarly, the 
AAOIFI Governance standard requires that IFIs shall objectively monitor the 
material risks relating to Shariah non-compliance, as part of its operational 
risk management.2

The existence of Shariah risk encourages the practice of Shariah arbitrage. 
Shariah arbitrage refers to the arbitrary exploitation of Shariah risks for the 
short-term benefits of individual IFIs. Shariah arbitrage has become recur-
rent, defendant’s argument in Shamil Bank v Beximco Pharmaceuticals is an apt 
example of the use of Shariah arbitrage.3 Shariah risk must be mitigated to 
eliminate Shariah arbitrage. There are different categories of Shariah risk 
that give rise to Shariah arbitrage. Four types of most commonly prevalent 
Shariah risks are: validity of Islamic finance transactions, suspicious nature of 
instruments for lack of transparency, investment in non-Islamic ventures and 
scholars sitting on multiple Shariah supervisory boards (SSBs).4

SSB is responsible for ensuring the IFIs comply with the principles of IF 
law.5 Practically speaking, there are two types of functions performed by 
SSBs in the current corporate governance structure of IFIs, i.e., supervisory 
and advisory.6 Supervisory functions include the issuance of fatwas, auditing 
financial statements, approving the Shariah compliant features of products 
and approval of income distribution.7 Advisory functions include zakat cal-
culation, distribution of non-compliant income, and training managers and 
clients on Shariah law finance.8

AAOIFI GS 2 (5) defines the Shariah scholars’ role as advisors and makes 
the directors responsible for the management of Shariah risk.9 Under AAOIFI 
standards, the directors are responsible to manage the overall risk mechanism 
of an Islamic financial institution.10 Shariah risk management remains an 
essential domain of SSBs as per AAOIFI standards. SSBs are responsible to 
ensure Shariah’s aspects of corporate governance are well managed.

Management of the bank is conducted by the Board of Director (BoD) 
whereas the SSB ensures that all the matters of the bank remain Shariah-
compliant.11 Since the advisory role is confined to the supervision of banking 
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products and related matters, it does not extend to major decision-making tasks 
such as product development processes and documentation of the transaction. 
As a result, IFIs are free to disregard their SSB-approved transactions in the 
court of law. This also means that IFIs can go fatwa shopping or pressure their 
SSB to produce fatwas favorable to their business needs, allowing them to make 
investments in the non-Shariah compliant business. Moreover, Shariah scholars 
as advisors remain outside the domain of regulations, as a result of which, they 
do not incur any liability for their actions that may lead to Shariah risk.

In order to manage Shariah risk and overcome consequent Shariah arbi-
trage, this author suggests that it is the right time for Shariah scholars to take 
up executive positions in IFIs. If Shariah scholars act as directors, they will 
have increased authority over product development processes and documenta-
tion of transactions. Scholars in executive positions will have the authority to 
ensure transparency and full disclosure, eliminate Shariah arbitrage and this 
would also prevent these scholars from sitting on multiple SSBs. At the same 
time, the scholars will be subject to regulatory requirements/scrutiny applica-
ble to directors such as the conventional qualification requirements and fit and 
proper test which directors must pass before being eligible to run a company. 
Problems arising out of lack of disclosure, scholar’s competence, presence of 
conflict of interest, absence of liability are discussed below in detail.

Transparency and Disclosure

To ensure transparency in the functioning of an IFI, it is imperative to draft 
proper guidelines regarding disclosure. AAOIFI GS 4 calls for the establish-
ment of an Audit and Governance committee to ensure greater transparency 
and disclosure in financial reporting, which would enhance the confidence 
and trust of the general public in the functions of an IFI.12 Similarly, IFSB 
standard No. 19 also states that there shall be full disclosure of information 
which would be helpful to an investor in his decision to invest,13 and further 
that this disclosure should be made in a timely manner so as to not lose its 
worth in guiding investment decisions.14

The two most important aspects of the disclosure, pertaining to Fatwas/
rulings issued by the SSB and investment strategies of an IFI.

1	 Disclosure regarding the fatwas (opinions that grant legitimacy to a trans-
action as being Shariah-compliant), and the reasoning that underlie the 
issuance of these fatwas are crucial for ensuring transparency. In Chapter 4, 
we have identified how fatwa shopping is becoming a recurrent practice in 
IFIs and has injected Shariah-based transactions with uncertainty and sus-
picion. Having disclosure requirements that make it mandatory for schol-
ars to mention the methodology used to arrive at a particular conclusion 
regarding a specific transaction, would curb this phenomenon to a great 
extent because if the reasoning is flawed and lacks coherence, instant feed-
back can be obtained from the other scholars and Islamic circles.
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2	 The second aspect of disclosure pertains to the operations of the IFI, and 
this further culminates into two issues.
a	 The first issue relates to the investment decisions made by an IFI. IFIs 

should be required to disclose the venture in which they invest their 
depositor’s money. Such disclosure requirements would prevent dubi-
ous arrangements. Several IFIs had deposited huge sums of money 
with BCCI on the assumption that they would be invested in com-
modity-based transactions. However, after BCCI’s collapse, the audi-
tor’s report suggested that there was no evidence that BCCI had ever 
entered into any commodity-based transaction. This came as a shock, as  
one of the IFIs had invested around 25% of its total assets with BCCI 
and it turned out that there was no Shariah compliance in those trans-
actions.15 Thus, investment strategies of IFIs should be made publicly 
available to all stakeholders, so that IFIs are discouraged to operate in 
dubious waters.

b	 The second issue relates to the beneficiaries of finance advanced by 
the IFIs to its customers. Criterion to assess the creditworthiness of 
its customers is an important part of the disclosure. For Instance, Ihlas 
Finance House (IFH) of Turkey was liquidated by the Turkish Banking 
Regulations and Supervision Agency for having appropriated $1 bil-
lion out of its deposits and having them advanced to its shareholders on 
very low profit. This was kept hidden by rising amounts of deposits, 
which came from the high reputation that the IFI enjoyed. Thus, lack 
of transparency allowed this system to establish in favor of sharehold-
ers at the expense of depositors, and when the bank was liquidated, it 
could not pay 200,000 of its depositors as the IFI was not covered by 
deposit insurance. As soon as this scandal came out, IF industry in tur-
key witnessed a 63% reduction in their total deposits as people lost trust 
and withdrew their deposits.16 A public disclosure of the reasoning 
behind fatwas is crucial because public disclosure of fatwas’ reasoning 
will place the Shariah review report under public scrutiny and conse-
quently controversial fatwas can be scrutinized. In this regard, AAOIFI 
GS 1 (9) to (24) layout the complete mechanism to produce fatwas17, 
and GS 1 (25) and (26) mention that these fatwas should be published 
by the IFI, along with an annual report of the SSB.18 IFSB standard 3, 
Principle 3.2 states that IFIs shall comply with the rulings of Shariah 
Scholars, and the rulings should be accessible to the general public as 
well.19 Apart from the fatwas, in order to avoid the situations resulting 
from non-compliance with Shariah precepts in terms of deposits and 
investments, as happened in the case of BCCI, AAOIFI GS 1 (20) (21) 
state that the report of the SSB should scrutinize the contracts and doc-
umentation for Shariah compliance, and any violations thereof should 
be stated as well.20 Moreover, AAOIFI and IFSB have produced an 
enormous number of standards related to disclosure to prevent manip-
ulation as witnessed in the case study of IFH.21
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Not only do these standards provide directors, but in order to ensure that 
there is a proper internal review of whether they are followed or not, the 
AAOIFI GS 3 (9) states that ‘[t]he staff of the internal Shari’a review shall be 
proficient and shall have appropriate educational background and training 
relevant to internal Shari’a review. The head of the internal Shari’a review 
shall establish suitable criteria to meet the above’.22

Shariah risk can be managed by observing the requirements put forth by 
AAOIFI and IFSB regarding disclosure. However, compliance with AAOIFI 
and IFSB standards is voluntary which makes the standards ineffective to 
a great extent. This problem is further examined in the latter part of this 
chapter.

Further, disclosure requirements as per IFSB and AAOIFI are sufficient to 
overcome fatwa shopping and fraudulent practices among IFIs. Implementation 
of AAOIFI and IFSB standards is carried out on a voluntary basis. Code of 
conduct will include all the disclosure requirements related to Shariah as well 
as conventional corporate governance to mitigate Shariah  risk.

Competence

In case of dispute, there is a possibility that the validity of Islamic finance 
transactions may be challenged on the basis of their (purported) non-com-
pliance with Shariah.23 This risk materializes when one party opts out of its 
obligations by claiming that the agreement they signed was not complaint 
with principles of Shariah.24 Shamil Bank v Beximco Pharmaceuticals is a classic 
example of this type of Shariah risk. In Shamil bank vs Beximco, the court 
found that the transactions that were contended as non-Shariah compliant 
were authorized and approved by the SSBs of the respective IFI. Shariah 
arbitrage questions the status and competence of Shariah scholars sitting on 
the SSB of the IFI.25

Competency is simply finding the right person to do the job, but in the 
area of corporate governance with a further Islamic angle to it, ensuring 
the same will help overcome Shariah arbitrage. AAOIFI GS 1 (2) lays out 
that a member of SSB should be an expert in the field of Fiqh al Muamlat.26 
Furthermore, AAOIFI provides for fit and proper criteria for a head of SSBs 
which includes the detailed list of Shariah qualification and experience for 
the head of Shariah compliance.27 IFSB standard no. 10 lays down detailed 
and descriptive requirements for assessing the competence of persons man-
dated with the task of Shariah governance. This includes fit and proper cri-
teria, which comprises of assessment of good character, diligence, capability, 
and soundness of judgment, having no bad antecedents on past record, being 
fair, truthful and forthcoming in dealings, having sound knowledge of the 
responsibilities of his position and being physically and emotionally fit to per-
form duties.28 Some further competency requirements have also been men-
tioned in Appendix 4 of the same standard, though from a more academic 
perspective. Here, the standards require that a person appointed on Shariah 
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board must hold a degree from a recognized Islamic University, must be able 
to demonstrate a good understanding of Islamic finance and strong skills in 
the philosophy of Islamic finance.29

AAOIFI and IFSB put forth extensive criteria for qualification and exper-
tise of scholars regarding knowledge of Shariah. However, no requirement to 
obtain conventional qualification is mentioned in AAOIFI and IFSB stand-
ards which is a loophole. The absence of conventional qualification amongst 
Shariah scholars results in Shariah arbitrage. IFIs take advantage of the lack 
of knowledge and authority of scholars to refute the validity of contracts that 
were approved by their own SSBs. Scholars need to have conventional as 
well as Shariah qualifications to deal with Shariah arbitrage and this is only 
possible when scholars work as directors.

Competence under UK Regulations

The FSA considered that the operations of the SSBs should be supervised 
for two reasons. Firstly, if members of SSBs are actively participating in the 
management of the firm as directors then they should meet the criteria for 
FSA’s standard on ‘Fit and Proper Test on Approved Persons’. Secondly, if 
the criteria are met and the members act as executive directors then this will 
give rise to a restriction; i.e., the SSB member cannot hold similar positions 
in multiple SSBs.30

Previously, the FSA was an independent and single regulator for the finan-
cial services sector in the UK which has now been converted into FCA and 
PRA. A combined handbook of the PRA and FCA describes the criteria for 
fit and proper tests for approved persons authorized by the PRA and FCA. 
However, supervision procedures differ according to the body of authoriza-
tion.31 According to the PRA and FCA, an authorized person is

[A]n individual who has been approved by the Prudential Regulation 
Authority (PRA) and/or the Financial Conduct Authority (FCA) to 
perform one or more Controlled Functions on behalf of an authorized 
firm. Approval must be obtained before an individual can perform a 
Controlled Function.32

The criteria to test ‘fitness and propriety’ include an assessment of

‘(1) honesty, integrity and reputation; (2) competence and compatibil-
ity; and (3) financial soundness’ of the person seeking approval to carry 
out PRA and/or FCA controlled activities in the UK.33 In the Banking 
Reform Act 2013, the UK further emphasizes on competency criteria as 
specified by the FCA and PRA.34

This study is based on FSA guidelines on IF which is not an official guideline 
but is the only document that provides regulators’ perspective on SSBs in the 
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UK. This discussion examines the FSA rules as applicable to SSBs for two rea-
sons: firstly, the FCA or PRA has not produced their policy on IF, therefore, 
this analysis examines FSA guidelines on IF. Secondly, the FSA was established 
under the FSMA 2000. FSMA 2000 has been replaced by the FSA 2012 and 
the FSA is replaced by the FCA and PRA. Nonetheless, the firms authorized 
by the FCA and PRA are still subject to the FSMA 2000 rule on authoriza-
tion for approved persons.35 Moreover, the firms authorized by the FCA and 
PRA are required to comply with ‘fit and proper test for approved person’.36 
Therefore, the Shariah scholars are also subject to the FSMA 2000 regulations.

In Ghanshyam Batra v the Financial Conduct Authority, Greg Sinfield J 
explained that the FSMA 2000, section 59 authorizes the FCA and PRA 
to grant approval to an authorized person to perform regulated activities.37 
Section 63 authorizes the FCA to withdraw approval for an authorized 
person who does not meet these criteria.38 The FCA is entitled to issue an 
order prohibiting an approved person from performance of regulated activ-
ity authorized according to section 59. The order of prohibition is issued 
under section 56 as endorsed by Roger Berner J in David Hobbs v the Financial 
Conduct Authority (Hobbs v FCA).39 The order is issued when the FCA finds 
that an approved person failed to comply with the fit and proper criteria.40

Competence of the managers and staff is emphasized by Roger Berner 
J in Michael Lee Thommes v The Financial Services Authority.41 In Michael Lee 
Thommes v The Financial Services Authority, the court examined the experience 
and prospects of a person to assess their fitness and proprietary,42 Moreover, 
in order to strengthen the risk management mechanisms of financial insti-
tutions, the FCA requires that the approved person has specific skills and 
expertise to manage risk in the firm.43

Fit and Proper Tests for the Approved 
Person as Specified in Ireland

The Corporate Governance Code for Credit Institutions and Insurance 
Undertakings 2013 regulate the corporate governance structure of financial 
institutions in Ireland.44 Under this code, the corporate governance structure 
of non-EEA credit institutions and insurance undertakings are governed in 
the country. Corporate governance structures of an IFI authorized to operate 
in Ireland will be governed under this code.45

Fit and proper tests for approved persons are specified by the Central Bank 
of Ireland.46 The European Banking Authority (EBA) is responsible for lay-
ing down the assessment criteria for the fit and proper tests.47 2006/48/EC, 
Article 12 provides the criteria for authorization of the financial institutions.48 
The EBA provides guidelines for the implementation of 2006/48/EC direc-
tives.49 According to the guidelines, the managers (as well as ‘key function 
holders’) will be assessed for their competence. ‘Key function holder’ refers 
to the staff who do not form part of management, but their role has a con-
siderable impact on the decisions of the financial institutions. These include 
‘heads of significant business lines, EEA branches, third-country subsidiaries, 
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support, and internal control functions’.50 SSB members are part of internal 
controls when they perform Shariah reviews. Therefore, the guidelines apply 
to them.

Furthermore, the EBA guidelines explain in detail the criteria for compe-
tency. Clause 14.3 on the assessment of competency is particularly essential 
to note in the context of competency of SSB members. This clause states:

The assessment should not be limited to the educational degree or proof 
of a certain period of service in a credit institution or other firm. A more 
thorough analysis of the members’ practical experience should be con-
ducted as the knowledge gained from previous occupations depends on 
the nature, scale, and complexity of the business as well as the function 
performed within it.51

The Central Bank of Ireland, Fitness and Probity Standard 2 provides guid-
ance for the standard governing fitness and probity test.52 Standard 3 then 
explains the competency and capability requirement for the managers of 
financial institutions.53 An IFI operating in Ireland will be required to comply 
with the Fitness and Probity Standards for the qualification of board mem-
bers. Standard 3 is of specific relevance for members of SSB as the following:

3 (1) A person shall have the qualifications, experience, competence, 
and capacity appropriate to the relevant function.

3.2 (d) has a sound knowledge of the business of the regulated financial 
service provider as a whole and the specific responsibilities that are 
to be undertaken in the relevant function;

3.2 (e) has a clear and comprehensive understanding of the regulatory 
and legal environment appropriate to the relevant function.54

Being part of the BoD implies that the fit and proper test for BoD members 
and management staff applies to the members of SSBs operating in the UK 
and Ireland.

Currently, the qualifications of SSB members are unregulated in the global 
IF market on account of Scholars’ limited role as advisors.55 However, if SSB 
members act as directors, they will have to comply with competency criteria 
applicable to the members of BoD. The FSA’s approach toward SSBs’ regu-
lations is in conformity with the AAOIFI governance structure. The FSA 
requires full disclosure of scholars’ role whether as advisors or as members of 
BoD in an IFI.56

Competence is an essential requirement that impacts the appointment of 
Shariah scholars to become members of SSB who in the future are expected 
to be a part of the Board of Director (BoD) in the UK.57 Shariah scholars are 
required to be well versed in conventional finance.58 If this criterion is made 
applicable to the SSB, Shariah risk can be included in the FCA’s policy to 
regulate the risk management system of IFIs. This will overcome the Shariah 
arbitrage and legal uncertainty in the IF industry.
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AAOIFI and IFSB standards describe qualification and experience require-
ments in terms of Shariah law for scholars. These extensively drafted require-
ments include a description of good character, experience, and integrity. FCA 
and IFSC require directors to hold a conventional qualification in addition 
to considerable experience and expertise in conventional finance. Hence, 
the code of conduct applicable to scholar directors of IFIs should include a 
combined requirement of competency as mentioned in AAOIFI and IFSB 
standards as well as FCA/IFSC regulations. This will ensure scholar directors 
will have complete understanding and authority over operations of IFIs.

Conflict of Interest

Conflict of Interest, especially, when a person owes a huge responsibility to 
an organization, is anathema to the effective and efficient execution of those 
responsibilities. Conflict of interest, in the case of Shariah governance, arises 
from the prevalent practice of Shariah scholars sitting on the SSBs of multiple 
IFIs. Despite the fact that this practice has become a legitimate part of Shariah 
governance, it is pertinent that regulators look into the tangible impacts of 
this practice.59

AAOIFI governance standards emphasize that scholars should be inde-
pendent and objective and should not yield to the pressures of conflict of 
interest.60 Similarly, Shariah scholars sitting on SSBs must avoid any potential 
or actual situations that could put them in a position where their ability to 
make objective and professional judgment is compromised.61 IFSB standard 
No. 24 Principle 14 lays emphasis on the provision of effective policies and 
procedures to identify and eliminate actual and potential conflicts of inter-
est, or at least disclose them to the public.62 However, these standards fail to 
address the crux of the matter. It is invariably conspicuous that to solve this 
conundrum, conflict of interest is to be eliminated from its roots. This can 
only happen when scholars are prohibited from sitting on multiple SSBs. On 
this, unfortunately, the AAOIFI standards are silent.

Conflict of interest remains unaddressed to a great extent in AAOIFI and 
IFSB standards. There is some reference to avoid conflict of interest which is 
generic in nature. The prevalent practice of Shariah scholars holding advi-
sory positions in multiple IFIs shows the existence of a significant conflict of 
interest that remains unaddressed. Scholars acting as directors will again be 
instrumental in solving this problem, as they would be required to avoid con-
flict of interest under the conventional regulatory requirement. A combined 
code of conduct will sufficiently address this problem too.

Liability

Shariah risk multiplies when an Islamic financial transaction is approved 
against the standardized practice. For instance, Goldman Sachs listed a $2 bil-
lion sukuk in the Irish stock exchange in 2011. Sukuk was structured on 
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Murabaha agreement that was an unsecured loan.63 It was an asset-based 
sukuk but the instrument became controversial before it could be issued.64 
The structure of the sukuk was a reverse tawarruq which has been declared 
to be non-compliant by the International Islamic Fiqh Academy of OIC.65 
Goldman Sachs insisted that the sukuk structure was certified by Shariah 
scholars. However, the sukuk has not been issued and, therefore, it is not 
possible to examine Shariah scholar’s reasons for approval of the tawarruq 
arrangement. The issuance was postponed on account of doubts among inves-
tors over the Shariah-compliant nature of the instrument.66

There is a need for minimum deterrence, in terms of personal account-
ability, to ensure that Shariah scholars do not trespass in dubious terrain. 
AAOIFI GS 4 (8) can be seen to be a founding stone. Although it does not 
specifically create explicit liability for Shariah scholars but it calls for the 
establishment of an Audit and Governance Committee, which shall assess 
the reports issued by the SSBs to see if proper Shariah compliance procedures 
have been followed.67 This is a committee that examines IFI’s operations 
and checks the performance of the SSB. This creates an implicit check and 
consequent liability for the SSBs in case they have not carried out proper 
Shariah review of the operations of the IFI and have not ensured adherence 
to Shariah precepts.

Apart from the accountability of the SSBs, AAOIFI also sets out standards 
for the accountability of the management of an IFI. In this regard, AAOIFI 
GS 2 (3) defines how Shariah review should be carried out, and calls for the 
examination of contracts, agreements, policies, products, transactions, finan-
cial statements, reports, etc. to check compliance with Shariah.68 Although 
the review is to be carried out by the SSB, but the management has a corre-
sponding responsibility under GS 2 (5) to ensure compliance69 and under GS 
2 (6) to not hinder access to such records as are necessary for the carrying out 
of a proper review. If any such barrier is created, the same is to be communi-
cated in SSB’s report to the shareholders.70

But there still remains a possibility of collusion because the whole process 
highlighted above is institutionally entangled and there is no neutral arbiter 
to unknot the same and find discrepancies. In order to address this possibil-
ity, the AAOIFI standards put forth the requirement of an external review. 
According to AAOIFI GS 7 (Appendix C), an external review is to be carried 
out by an independent body which ensures that there is actual compliance 
by the IFI.71 Similar requirement for an external review can also be found in 
IFSB-10, Clause 3 (d) of which, states that there shall be an annual review 
that should be carried out by an external auditor or external Shariah firm, in 
order to confirm whether the internal audit or compliance review has been 
carried out properly. Furthermore, the standard envisages that the external 
review should be reported in two manners, one being a general statement 
regarding the status of compliance, and the other being a report for super-
visory authorities.72 Both of these standards regarding an external review 
create an extra layer of check on the SSB as well because if they fail to report 
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a discrepancy, it may come to fore in external review and the SSB would be 
held to account for non-reporting.

Liability is an area of corporate governance that is sensitive for both schol-
ars as well as directors. AAOIFI and IFSB require scholars to be independent 
of IFIs’ pressures but since scholars are acting as advisors, therefore, they are 
immune to any liability arising out of their actions. A combined code of con-
duct will also address this problem.

Collaboration between Islamic and Conventional  
Standard-setting Bodies

A country promoting IF will consider the establishment of Shariah Supreme 
Councils (SSCs) within its financial services industry.73 SSCs are established 
to supervise the SSBs at a macro level. SSCs generally operate under the con-
trol of the central bank of the country.74 In other words, the Irish government 
can authorize the Central Bank of Ireland to setup a team to supervise SSBs 
(as suggested in Chapter 3). With the growth of the IF industry in the coun-
try, this team may be called SSC.

In the 90s, the supervision of IFIs was uncertain in the UK on account 
of their performance and scale at which these institutions were operating.75 
However, the growth of the IF industry along with a regulatory change in 
the country made the supervision of IFIs by the FSA possible.76 Regarding 
Ireland, there exists a similar situation. There is no IFI operating in the coun-
try at the moment, however, in the future if Ireland plans to accommodate 
and adequately supervise the IFIs, that will be done in a European context 
(given the Central bank of Ireland supervises the banking industry in collab-
oration with the ECB).

In order to manage Shariah risk in the IF industry, the FSA favors the efforts 
of standardization as carried out by the AAOIF and IFSB.77 Until standardi-
zation is undertaken completely and successfully at an international level by 
global IF organizations, a concept of European Shariah Supervisory Council 
(ESSC) will be beneficial to centralize the SSBs’ supervision in Europe. This 
board can be entrusted with the task of collaboration with AAOIFI to pro-
mote standardization of the IF principles. This will reduce legal uncertainty 
in the IF markets in Europe. The ESSC will manage Shariah risk in global 
IF markets by providing the regulatory framework and consequently, EU 
member states will benefit from the investments of oil-producing nations in 
the Middle East.

Central Shariah Advisory Board in Ireland can comprise members from 
different professional backgrounds; for instance, in Malaysia, the Shariah 
Advisory board comprises a former chief justice, religious scholars, law pro-
fessors, and researchers.78 The Council is appointed by Minister. Shariah 
Advisory Council (SAC) can be an appropriate example for secular jurisdic-
tions like Ireland to develop a standard and uniform practice regarding the 
IF disputes.79
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Conclusion

One of the very important instruments to gauge the success of the Shariah 
governance framework is to look at the trust that investors and customers are 
willing to repose in an IFI. The practices that create a dent in this trust and 
rapport can prove to be detrimental to the long-term success of the industry. 
Phenomena, such as Shariah risk and Shariah arbitrage, and case studies such 
as that of BCCI and the Ihlas Finance House of Turkey, pose serious questions 
to the legitimacy and credibility of the industry practices as a whole, and after 
every such event, the jury goes out on the above question, and the verdict 
returned is mostly against the industry. Practical fallouts of such verdicts are 
invariably conspicuous and are no longer so insignificant so as to be unquan-
tifiable. Only after the Ihlas Finance House scandal, IF industry in Turkey had 
faced a 63% reduction in their total deposits which speaks to the fact.

In order to cater to these issues, this chapter has highlighted four main 
areas of engagement. These include transparency and disclosure, compe-
tency, conflict of interest, and liability. Transparency and disclosure pertain 
to the disclosure of the fatwas and the thought process that went into bring-
ing about such fatwas, and transparency in the avenues of investment and 
advancement of loans by IFIs. Competency pertains to ensuring that the 
Shariah scholars are well equipped with Shariah as well as conventional qual-
ifications. Conflict of interest pertains to eliminating the practice of Shariah 
scholars sitting in the boards of multiple IFIs and liability pertains to ensur-
ing that Shariah scholars are held accountable in cases of deviation from the 
standard practices.

In respect of all four categories, we looked at the requirements laid down 
in the AAOIFI and IFSB standards. Despite the presence of these standards, 
these standards remain aloof from the conventional framework for corpo-
rate governance and that is one reason that they fail to holistically address 
the challenges faced by the Shariah governance project. In this respect, the 
author recommends that the first step toward achieving this matrimony 
between Islamic and conventional governance is to place Shariah scholars as 
directors in IFIs. This would automatically attract, the conventional require-
ments that a director must fulfill to be eligible for the position, to Shariah 
scholars and would prove to be a great leap forward. Further, it is recom-
mended that standards issued by AAOIFI and IFSB should be intertwined 
with those issued by regulatory bodies such as FSA and IFSC, in order to 
arrive at a comprehensive Shariah governance framework that accommodates 
conventional as well as Shariah regulatory requirements and effectively caters 
to the problems highlighted through the chapter.
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Conclusion

The collapse of the Lehman Brothers triggered the financial crisis of 2008 
which shook the global financial system. All four International Financial 
Centers (IFCs) could not avoid the shocks of the financial crisis in 2008. 
The crisis questioned de-regulation in the US financial markets. Tokyo, 
Singapore, and HK dealt with the effects through reforms to their respective 
financial regulations and supervisions. The UK could survive the bank run 
on Northern Rock through state guarantee to the bank depositors. UK reg-
ulatory framework did not need an extraordinary reform.

Owing to its stable regulatory framework, London developed the Islamic 
finance (IF) market in the country. There is a huge influx of IF activities 
which include five Islamic banks, numerous Islamic funds, sukuks including 
two sovereign sukuk trading in the international capital market, and many 
educational institutions offering degrees in IF. The British government has 
been actively engaged in the promotion of London as a hub of IF.

However, the IF industry in the UK is threatened by the current Brexit deal. 
The deal doesn’t specify regulation of financial services between the UK and 
the EU. This simply means that Brexit deprives the UK from the benefits of 
a passporting facility that allowed it access to Euro states. In other words, the 
Euro market is not so conveniently accessible to the IF investors in the UK.

There is an outflux of financial service providers from London to Dublin 
for obvious reasons, i.e., Dublin is a euro member state which is the most 
suitable place to operate in Europe while having convenient access to euro 
member states. Thus, IFSC Dublin has a great opportunity to set up a euro-
zone hub of IF in the country. In this regard, IFSC would like to contribute 
to the growth and development of the global IF market too.

This author suggests that IFSC can help the global IF industry overcome 
the challenges of standardization by becoming a member of Accounting and 
Auditing Organization for Islamic Financial Institutions (AAOIFI). AAOIFI 
has the resources and potential to lead the global IF industry into standardi-
zation through the introduction of model laws, international Islamic finance 
law reforms, and provision of amicus curiae which should prevent unfavora-
ble precedent such as set in Shamil Bank vs Beximco Pharmaceuticals.
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The financial system in Islamic countries comprises of both conventional 
as well as Islamic finance.1 Malaysia has advanced the global Islamic financial 
industry by developing the Islamic legal system to deal with Islamic finan-
cial disputes. The UAE is another emerging hub of Islamic finance. Legal 
and regulatory systems in Malaysia and the UAE are discussed to suggest a 
regulatory mechanism for Irish court to avoid Shariah complaint risk during 
proceedings.

Moreover, as an alternate dispute resolution mechanism, International 
Commercial Arbitration (ICA) and International Investment Arbitration 
(IIA) serve the global IF industry well. Although exception of public pol-
icy has been exercised in multiple occasions by both western countries as 
well as middle eastern countries to refuse enforcement of arbitral awards. 
Collaborative centers will help streamline the public policy concerns in the 
ICA. Interestingly, IIA ensures complete protection to foreign investors in 
state-investor agreements, which is a positive aspect of sukuk’s dispute set-
tlement process.

Finally, the introduction and development of Islamic corporate govern-
ance will overcome Shariah risk and Shariah Arbitrage. Scholars employed 
as executive directors will also promote innovations along with genuine sha-
riah compliance. This is possible as scholars will be required to obtain both 
conventional as well as shariah qualifications. Scholars will have complete 
authority over the product development process which will ensure innova-
tion and shariah compliance that will encourage substantial as well as formal 
compliance. This tendency will revolutionize the global IF industry as it will 
no longer remain just a replica of conventional finance.
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