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Professional Certificate in Islamic Finance and Islamic Law (Jersey)

Islamic Banking and Financial Institutions

The Islamic finance industry has experienced significant growth over the past few decades, with Shariah-
compliant assets estimated to be worth over $2 trillion. This growth can be attributed to the increasing
demand for financial products and services that comply with Islamic principles. In the context of Islamic
finance, banking and financial institutions play a crucial role in providing a range of financial products and
services that cater to the needs of Muslim individuals and businesses.

One of the key concepts in Islamic finance is the prohibition of riba, which refers to the payment or receipt
of interest. This prohibition is based on the Quranic verse that states that "those who devour riba will not
stand except as stands one whom the devil has driven to madness by his touch". As a result, Islamic banks
and financial institutions are not allowed to charge or pay interest on loans or deposits. Instead, they use
alternative modes of financing such as mudarabah and musharakah, which are based on the principles of
profit-sharing and risk-sharing.

Mudarabah is a type of partnership where one party provides the capital and the other party provides the
expertise and management. The profits are shared between the two parties in a predetermined ratio, while
the losses are borne by the capital provider. This mode of financing is commonly used in Islamic banking for
financing small and medium-sized enterprises. For example, an Islamic bank may provide financing to a
small business using the mudarabah model, where the bank provides the capital and the business owner
provides the management and expertise.

Musharakah is another type of partnership where two or more parties contribute capital and share the
profits and losses in a premiered ratio. This mode of financing is commonly used in Islamic banking for
financing large-scale projects. For example, an Islamic bank may provide financing to a real estate
development project using the musharakah model, where the bank and the developer contribute capital
and share the profits and losses.

Another key concept in Islamic finance is the prohibition of gharar, which refers to uncertainty or
speculation. This prohibition is based on the Quranic verse that states that "do not throw yourself into
destruction”. As a result, Islamic banks and financial institutions are not allowed to engage in speculative or
uncertain transactions. Instead, they use alternative modes of financing such as ijarah and istisna, which are
based on the principles of leasing and manufacturing.

ljarah is a type of leasing where the lessor provides the asset and the lessee uses the asset for a
predetermined period of time in exchange for a rental payment. This mode of financing is commonly used
in Islamic banking for financing equipment and machinery. For example, an Islamic bank may provide
financing to a business using the ijarah model, where the bank provides the equipment and the business
uses the equipment for a predetermined period of time in exchange for a rental payment.

Istisna is a type of manufacturing where the manufacturer produces the asset according to the
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specifications of the buyer. For example, an Islamic bank may provide financing to a real estate
development project using the istisna model, where the bank provides the financing and the developer
produces the asset according to the specifications of the bank.

In addition to these modes of financing, Islamic banks and financial institutions also use other financial
instruments such as sukuk and takaful. Sukuk is a type of bond that is Shariah-compliant and represents
ownership in a tangible asset. Takaful is a type of insurance that is Shariah-compliant and provides
protection against unforeseen events.

The Shariah board plays a crucial role in ensuring that Islamic banks and financial institutions comply with
Shariah principles. The Shariah board is responsible for reviewing and approving all financial products and
services offered by the bank to ensure that they comply with Shariah principles. The Shariah board also
provides guidance and advice to the bank on Shariah-related matters.

Islamic banks and financial institutions also face a number of challenges, including the lack of
standardization and regulation. The Islamic finance industry is still evolving, and there is a need for
standardization and regulation to ensure that Islamic banks and financial institutions operate in a consistent
and transparent manner. Additionally, Islamic banks and financial institutions face competition from
conventional banks and financial institutions, which can make it difficult for them to attract customers.

Despite these challenges, the Islamic finance industry is expected to continue growing in the coming years.
The demand for Shariah-compliant financial products and services is increasing, and Islamic banks and
financial institutions are well-positioned to meet this demand. Furthermore, the Islamic finance industry has
the potential to contribute to economic development and financial inclusion, particularly in Muslim-majority
countries.

In terms of practical applications, Islamic banks and financial institutions can use a range of financial
instruments and modes of financing to provide financial services to customers. For example, an Islamic bank
may use the mudarabah model to provide financing to a small business, or the ijarah model to provide
financing for equipment and machinery. Islamic banks and financial institutions can also use sukuk and
takaful to provide investment and insurance products to customers.

In addition to these practical applications, Islamic banks and financial institutions can also contribute to
economic development and financial inclusion. For example, Islamic banks and financial institutions can
provide financing to small and medium-sized enterprises, which can help to create jobs and stimulate
economic growth. Islamic banks and financial institutions can also provide financial services to low-income
individuals and households, which can help to reduce poverty and improve financial inclusion.

The Islamic finance industry is also subject to a range of regulatory and supervisory frameworks. For
example, the Islamic Financial Services Board (IFSB) is an international organization that provides guidance
and standards for the Islamic finance industry. The IFSB has developed a range of standards and guidelines
for Islamic banks and financial institutions, including standards for risk management, corporate governance,
and Shariah governance.
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In terms of Shariah governance, Islamic banks and financial institutions are required to establish a Shariah
board that is responsible for ensuring that the bank's operations and financial products comply with Shariah
principles. The Shariah board is also responsible for providing guidance and advice to the bank on Shariah-
related matters. The Shariah board typically consists of a group of Shariah scholars who have expertise in
Islamic law and finance.

The Shariah board also provides guidance and advice to the bank on Shariah-related matters, such as the
permissibility of certain financial instruments or the interpretation of Shariah principles.

In addition to the Shariah board, Islamic banks and financial institutions are also subject to regulatory and
supervisory frameworks that are designed to ensure their safety and soundness. For example, the Basel
Committee on Banking Supervision (BCBS) has developed a range of standards and guidelines for banks
and financial institutions, including standards for capital adequacy, liquidity, and risk management. Islamic
banks and financial institutions are required to comply with these standards and guidelines, which are
designed to ensure their safety and soundness.

The Basel Committee on Banking Supervision (BCBS) has also developed a range of standards and
guidelines for Islamic banks and financial institutions, including standards for capital adequacy, liquidity,
and risk management. For example, the BCBS has developed a standard for capital adequacy that requires
banks to maintain a minimum level of capital in relation to their risk-weighted assets. Islamic banks and
financial institutions are required to comply with this standard, which is designed to ensure their safety and
soundness.

In terms of risk management, Islamic banks and financial institutions are required to have in place a range
of risk management systems and controls that are designed to identify, measure, and mitigate risks. For
example, Islamic banks and financial institutions are required to have in place a credit risk management
system that is designed to identify and mitigate credit risks. This system typically includes a range of
controls and procedures, such as credit scoring, credit limits, and collateral requirements.

Islamic banks and financial institutions are also required to have in place a range of operational risk
management systems and controls that are designed to identify and mitigate operational risks. For example,
Islamic banks and financial institutions are required to have in place a system for managing and mitigating
the risks associated with information technology and cybersecurity. This system typically includes a range of
controls and procedures, such as firewalls, intrusion detection systems, and encryption.

In addition to these risk management systems and controls, Islamic banks and financial institutions are also
required to have in place a range of compliance and governance systems and controls that are designed to
ensure their compliance with regulatory and Shariah requirements. For example, Islamic banks and financial
institutions are required to have in place a system for managing and mitigating the risks associated with
anti-money laundering and combating the financing of terrorism. This system typically includes a range of
controls and procedures, such as customer due diligence, transaction monitoring, and reporting.

The Islamic finance industry is also subject to a range of international standards and guidelines, including
the standards and guidelines developed by the Financial Action Task Force (FATF) and the International
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Organization of Securities Commissions (IOSCO). The FATF is an international organization that develops
and promotes policies to protect the global financial system against money laundering, terrorist financing,
and the financing of proliferation of weapons of mass destruction. The IOSCO is an international
organization that develops and promotes standards and guidelines for the regulation and supervision of
securities markets.

In terms of the challenges facing the Islamic finance industry, one of the main challenges is the lack of
standardization and regulation. Additionally, the Islamic finance industry faces competition from
conventional banks and financial institutions, which can make it difficult for Islamic banks and financial
institutions to attract customers.

Another challenge facing the Islamic finance industry is the need for more Shariah scholars and experts who
have expertise in Islamic law and finance. The Shariah board plays a crucial role in ensuring that Islamic
banks and financial institutions comply with Shariah principles, and there is a need for more Shariah
scholars and experts who can provide guidance and advice to Islamic banks and financial institutions.

In terms of the opportunities facing the Islamic finance industry, one of the main opportunities is the
growing demand for Shariah-compliant financial products and services. The demand for Shariah-compliant
financial products and services is increasing, particularly in Muslim-majority countries, and Islamic banks
and financial institutions are well-positioned to meet this demand. Additionally, the Islamic finance industry
has the potential to contribute to economic development and financial inclusion, particularly in Muslim-
majority countries.

The Islamic finance industry also has the potential to provide a range of benefits to customers, including the
provision of Shariah-compliant financial products and services, the promotion of ethical and responsible
banking practices, and the provision of financial services to low-income individuals and households. Islamic
banks and financial institutions can also contribute to the development of the economy by providing
financing to small and medium-sized enterprises, which can help to create jobs and stimulate economic
growth.

In terms of the future of the Islamic finance industry, it is expected that the industry will continue to grow
and evolve in the coming years. The demand for Shariah-compliant financial products and services is
expected to increase, particularly in Muslim-majority countries, and Islamic banks and financial institutions
are well-positioned to meet this demand. Additionally, the Islamic finance industry is expected to play an
increasingly important role in promoting economic development and financial inclusion, particularly in
Muslim-majority countries.

The Islamic finance industry is also expected to become more integrated with the global financial system,
which will provide opportunities for Islamic banks and financial institutions to access new markets and
customers. Additionally, the Islamic finance industry is expected to become more standardized and
regulated, which will help to ensure that Islamic banks and financial institutions operate in a consistent and
transparent manner.

In terms of the challenges facing the Islamic finance industry in the future, one of the main challenges will
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be the need to balance the need for standardization and regulation with the need for innovation and
flexibility. However, there is also a need for innovation and flexibility to ensure that the Islamic finance
industry can continue to grow and evolve in the coming years.

Another challenge facing the Islamic finance industry in the future will be the need to address the issue of
liquidity management. Islamic banks and financial institutions face a range of challenges in managing
liquidity, including the need to manage liquidity risks and the need to ensure that they have sufficient
liquidity to meet their obligations. The Islamic finance industry will need to develop new and innovative
solutions to address the issue of liquidity management, such as the development of Shariah-compliant
liquidity instruments and the establishment of liquidity management systems.

In conclusion, the Islamic finance industry is a rapidly growing and evolving industry that has the potential
to provide a range of benefits to customers, including the provision of Shariah-compliant financial products
and services, the promotion of ethical and responsible banking practices, and the provision of financial
services to low-income individuals and households. The Islamic finance industry is expected to continue to
grow and evolve in the coming years, driven by the increasing demand for Shariah-compliant financial
products and services, particularly in Muslim-majority countries. However, the Islamic finance industry also
faces a range of challenges, including the need for standardization and regulation, the need for innovation
and flexibility, and the need to address the issue of liquidity management.
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