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PREFACE

Getting the Deal Through is delighted to publish the fourth edition of 
Islamic Finance & Markets, which is available in print, as an e-book and 
online at www.gettingthedealthrough.com.

Getting the Deal Through provides international expert analysis in key 
areas of law, practice and regulation for corporate counsel, cross-border 
legal practitioners, and company directors and officers. 

Throughout this edition, and following the unique Getting the Deal 
Through format, the same key questions are answered by leading 
practitioners in each of the jurisdictions featured. Our coverage this year 
includes Malaysia, Mauritius and the United Arab Emirates.

Getting the Deal Through titles are published annually in print. Please 
ensure you are referring to the latest edition or to the online version at 
www.gettingthedealthrough.com.

Every effort has been made to cover all matters of concern to readers. 
However, specific legal advice should always be sought from experienced 
local advisers. 

Getting the Deal Through gratefully acknowledges the efforts of all 
the contributors to this volume, who were chosen for their recognised 
expertise. We would like to thank and acknowledge Rafael A Morales of 
SyCip Salazar Hernandez & Gatmaitan and Bishr Shiblaq of Arendt & 
Medernach, whose tenure as contributing editors of the past three editions 
has shaped the publication to date. We also extend special thanks to the 
contributing editor, Mia G Gentugaya of SyCip Salazar Hernandez & 
Gatmaitan, for her assistance with this volume.

London
August 2016

Preface
Islamic Finance & Markets 2017
Fourth edition

© Law Business Research 2016
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Introduction
Laurent Marlière
IsFin – Emerging Markets Advisors

Islamic finance is a phenomenon that cannot be limited only to Islamic 
countries, especially given the growing number of Muslims in the West. 
There have been very different growth rates from country to country in 
which it has spread, with specific reference to European countries that do not 
have a religious Muslim tradition. We can say that it is a global phenomenon, 
welcomed in countries such as Norway, Curaçao or China.

Despite being a very dynamic segment of the halal economy, the 
development of Islamic finance in certain European countries faces issues 
such as the lack of specific regulations and the need for changes to the tax code 
so as to not affect Islamic finance transactions compared with conventional 
transactions. In addition, there are cultural factors and difficulties in dispelling 
myths, such as the belief that Islamic finance concerns only Muslims, that 
it is a primitive financing method that it is more risky and expensive than 
conventional finance, that it is governed only by dusty shariah principles and 
that the conventional system does not need replacing. 

Apart from the traditional UK and Luxembourg markets, an interesting 
country to point out is Italy, one of the fastest-growing markets for Islamic 
finance in Europe. A series of initiatives have been taken by the Italian 
authorities to study the issues related to an expanded presence of Islamic 
finance. The Bank of Italy, for example, has hosted a series of conferences 
on the subject. 

Why is Islamic finance so popular these days? Mainly because of the 
opportunity to attract foreign capital from Gulf Co-operation Council 
countries and South East Asia to sustain local economic progress. The values 
that are promoted by Islamic finance, such as the prohibition of interest, the 
obligation to invest in the real economy, the share of profit and loss, social 
justice and the redistribution of wealth to the needy (zakat), are universal 
and speak to everyone. One can compare the meaning of halal to the concept 
of ‘organic’, of halal travel to ‘family travel’ and of Islamic finance to socially 
responsible investment. 

But most people do not know what ‘Islamic’ means, and the recent 
terrorist attacks in Europe and other regions do not help. Education will be 
the key to opening the gates of Islamic finance to the world, and demystifying 
it involves providing courses to train conventional professionals, lawyers 
included, about these new techniques. Therefore they will be able to catch 
investment opportunities from financial institutions (sovereign wealth 
funds, banks, asset management companies and others) that are looking for 
good opportunities to enter their local markets. 

Indeed, it has now been several years that the burgeoning Islamic 
economy has been growing at nearly double the global rate. Muslim 
consumer spending on food and lifestyle reached US$1.8 trillion in 2014 
and is projected to reach US$2.6 trillion in 2020. Global assets of Islamic 
banks exceed US$1.3 trillion and are set to double by 2020, according to 
Thomson Reuters’s latest report on the global state of the Islamic economy 
(2015/2016).

These vibrant growth figures, together with a new regulatory frame-
work, and the expansion of shariah-compliant investments and products 
on a global scale are drawing the interest of an ever-increasing number of 
legal practitioners in private practice, in-house departments and govern-
ment agencies. 

This is particularly relevant at a time when the Western concept of 
corporate governance is spreading and can be combined with the universal 
application of ethical principles found in Islamic finance.

The economic turmoil in the eurozone and the severe economic 
downturn in North America are balanced with a growing economic power in 
Muslim countries. A new ‘silk route’ is being opened. Some industry observers 
argue that had Islamic finance principles been more widely adopted, the 
global meltdown in financial markets could have been averted. 

With a consumer base of 1.7 billion predominantly young Muslims 
around the world, growing at two times the rate of the global population, the 
Islamic economy is one of the fastest-growing markets in the world. At a time 
where the IMF describes the global economy entering ‘secular stagnation’ 
because of a decline in investments and an ageing population, the Islamic 
economy stands in stark contrast, offering the most viable solution to global 
economic growth and success in the 21st century.

2016 offers a very versatile political and economic environment. What 
will be the impact of low oil prices, of the Panama Papers, of Brexit, of 
radical Islamists’ terrorism on the industry? In the West these factors will 
influence and slow down the emergence of a retail Islamic finance industry. 
However, they could dynamise the corporate Islamic finance segment of 
the industry.

This publication aims to provide readers with an up-to-date overview 
of national regulatory frameworks linked to Islamic finance, covering both 
Islamic and non-Islamic countries. 

A prime objective is to inform readers about the interplay between 
Islamic law and national law in the context of financial law and regulation. 

The reader will be able to compare national regimes and to gain a 
preliminary understanding of law and practice in unfamiliar jurisdictions. 

While each country is eager to be seen to be making its own mark 
on the worldwide financial environment, the rise of the Islamic finance 
industry will have to be backed by a strong regulatory framework to handle 
diverging rules. The best example is probably the riba issue, where interest 
is forbidden according to Islamic principles and is written in stone in the 
law of many Western countries. 

This fourth edition is illustrative of the different approaches that are 
being taken in a promising but still nascent discipline where lawyers have 
a fundamental role to play. 

© Law Business Research 2016



FRANCE De Gaulle Fleurance & Associés

6 Getting the Deal Through – Islamic Finance & Markets 2017

France
Jean-Baptiste Santelli
De Gaulle Fleurance & Associés

Overview

1 In general terms, what policy has your jurisdiction adopted 
towards Islamic finance? Are Islamic finance products 
regulated differently from conventional instruments? What 
has been the legislative approach?

Islamic finance started to emerge in France towards the end of the 
millennium. The publication of the Jouini-Pastré report of 2008 was an 
indicator that France had finally realised the potential of the market. 
That same year, at the second conference held on Islamic finance, the 
then Minister of the Economy, Christine Lagarde, announced that: ‘We 
wish to make Paris a better market for Islamic finance, particularly in this 
background of crisis, credit excess, volatility and cupidity.’ The Jouini-Pastré 
report suggested several reforms such as greater publicity, establishing legal 
and fiscal certainty for Islamic finance instruments, a stock exchange index 
of Islamic funds created by NYSE Euronext similar to the US’s S&P Shariah 
Indices, a strategy for the collecting of savings, the creation of a secondary 
market for sukuk, the development of Islamic insurance with products such 
as takaful and retakaful, making it easier for IFIs to obtain banking licences 
and teaching Islamic Finance in French universities.

The challenge is to incorporate Islamic finance in the French legal 
system and still respect its religious principles. The French legal system 
is relatively shariah-friendly. The concept of contractual freedom facili-
tates the transfer of the core concepts of Islamic finance. As a result, no 
specific amendments to French regulations appear necessary to accommo-
date Islamic transactions. For example, the French legal requirement for a 
determinable object of the contract is similar to prohibition of gharar; the 
concept of haram is also very similar to the rule of ‘public order’, etc.

Ordinance No. 2016-131 dated 10 February 2016 reforming the French 
Civil Code (the Reform of the French Civil Code), which will enter into 
force on 1 October 2016, has reaffirmed and specified some of the core 
concepts of French civil law. Good faith has always ruled business relation-
ships and has been reasserted as the leading principle governing the nego-
tiation phase, the execution and the performance of any civil law contract. 
Like the haram principle, the existing ‘public order’ rule has also been reas-
serted (new article 1102 of the Civil Code as amended by the Reform of the 
French Civil Code) as a limit to contractual freedom, this rule governing 
the negotiation, content and the purpose of the contract. The Reform of 
the French Civil Code also introduced a new rule, in line with the maysir 
principle, according to which a court can force the parties to an agreement, 
the enforcement of which has become substantially unaffordable for one of 
the parties, to renegotiate the agreement in order to find a new economic 
balance; otherwise, the parties can agree to terminate the contract. Also, 
the Reform of the French Civil Code reasserts that any civil contract will 
need to have content that is certain or at least determinable (by indicating 
the quantity or the quality of the goods), which is a rule ad valitatem (for 
example, a court would rule that a purchase contract that does not suffi-
ciently determine the elements of the purchase is null and void). All the 
above principles have values in common with Islamic finance rules. As a 
result, no specific amendments to French regulations appear necessary to 
accommodate Islamic transactions.

Further, in the context of international transactions, Islamic finance 
can be implemented in France thanks to international agreements. 
Pursuant to the Rome I Regulation, international agreements can refer to 
any law, even non-state law, on condition that this law is publicly known and 
accessible and that the author is impartial. Some sources claim that shariah 

law is insufficiently precise and accessible, and does not fulfil the above 
conditions; others say it can be applied by judges ruling on international 
agreements, the same as international custom and the lex mercatoria. 

Nevertheless, in practice, the above situation seldom arises because 
judges apply a foreign law that incorporates the shariah law or that can con-
tain the same principles. 

Shariah can also be applied pursuant to the article 1103 (previously 
article 1134 of the French Civil Code before the Reform of the French Civil 
Code), which states that: ‘Agreements lawfully entered into take the place 
of the law for those who have made them.’ 

Yet obstacles exist to the incorporation of Islamic finance in France. 
A good public relations campaign is necessary to overcome reluctance in 
some areas. 

Second, French courts are not bound by the parties’ characterisation 
of their agreement and may reclassify it as another type of contract. If, 
for example, a judge were to characterise an agreement as a lease-to-own 
agreement, how could one justify the absence of reference to any interest 
provision or to the global effective rate, failing which the lender’s remu-
neration might be nullified?

Reforms would be useful to easily avoid double taxation. 
Moreover, it appears that the implementation of Islamic products 

or contracts can be effected through existing types of contracts. The only 
drawback is that it sometimes appears that the implementation of a shariah-
compliant product under French law leads to a sophisticated structure, 
and this may increase the transaction costs compared with those incurred 
for their equivalent conventional products. This is why Islamic finance is, 
at this stage, an industry that needs to be tested in order to be accepted 
and standardised. 

2 How well established is Islamic finance in your jurisdiction? 
Are Islamic windows permitted in your jurisdiction?

Initially, French banks (Société Générale, BNP Paribas, Crédit Agricole) 
developed Islamic financial products respecting the investors’ and regula-
tors’ requirements outside France (for instance Crédit Agricole financed a 
power station project in 2003 in Saudi Arabia using an Islamic contracting 
concept and Société Générale announced it will launch a US$300 million 
Islamic bond programme in Malaysia). We believe that Moroccan Chaabi 
Bank is the only Islamic banking institution acting in France for the time 
being, offering, inter alia, a deposit account service and real estate products.

In recent years, however, there have been a number of innovations 
introducing shariah-compliant products to the French market:
• in 2010 the first lease-to-own agreement was made by Groupe 570; 
• in 2011 France Sukuk Courtage, a French company created by Xavier 

Merten, introduced a savings product; 
• in 2011 a subsidiary of Morocco’s Groupe Banque Populaire, Chaabi 

Bank, introduced an account agreement named Harmonis; 
• in July 2012, Swiss Life created Salam-Epargne & Placement, an insur-

ance contract; 
• in 2013, XL Group created insurance for companies; 
• in 2013, Vitis Life created Amâne Exclusive Life, life insurance dedi-

cated to French residents;
• in 2014, Easi Up and Aon created the first crowd-funding shariah-

compliant platforms in France; 
• in 2015 Azurite Courtage created takaful insurance products for French 

residents; and
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• Noorassur, a company that used to offer online shariah-compatible 
products, has recently opened several offices around the country; 
Noorassur offers takaful insurance products (the protection can 
cover the Hajj) and shariah-compatible savings (for weddings, study, 
pensions, etc). 

Islamic funds
It is possible in France to invest in haram products provided they abide 
by the ‘public order’ rule (new article 1102 paragraph 2 of the Civil Code 
amended by the Reform of the French Civil Code: ‘Contractual freedom 
cannot derogate to the public order’).

The first Islamic funds, created by two banking groups’ subsidiary 
firms, were approved by the Financial Markets Authority in 2007. On 17 
July 2007 the authority published a report authorising, under certain con-
ditions, the creation in France of Islamic undertakings for collective invest-
ment in transferable securities (UCITS) (amended on 9 January 2013). 
More precisely the French UCITS may:
• take into account non-financial requirements for the selection (by 

developing, for instance, indices management based on shariah-
compliant indices such as the Dow Jones Islamic Index, FTSE Islamic 
Global Index or the S&P Shariah Index); 

• erase the ‘impure’ part of the dividends by donating to organisations 
serving the public interest (Institut du Monde Arabe) for up to 10 per 
cent of its income; and

• ask for shariah boards to give an opinion on the securities chosen by 
the UCITS management company on condition that the board does 
not affect the company’s autonomy. 

Following this report, BNP Paribas created the first indexed Islamic UCITS 
under French law. 

An Islamic fund may also take the form of an alternative invest-
ment fund. 

Islamic finance has also been promoted in France to attract Muslim 
capital from abroad. Thus, the management company La Française AM 
launched a shariah-compliant property investment mutual fund in May 
2012 to respond to the requirements of a Kuwait bank that wanted to 
acquire offices rented to France Télécom. 

Nowadays, shariah funds make up a significant part of ethical funds 
in France.

3 What is the main legislation relevant to Islamic banking, 
capital markets and insurance?

To date, no specific set of rules in France concerning Islamic finance has 
been issued. France’s legal system is secular and governed by a principle 
of non-discrimination. However, Islamic banking operators and transac-
tions are regulated by French banking law (mainly provided for under the 
Monetary and Financial Code). Regulations applicable to insurance opera-
tors and transactions are stipulated within the Insurance Code. Capital 
market transactions and operators are subject to the regulations provided 
in the Monetary and Financial Code and the Financial Markets Authority’s 
General Regulation.

European regulations relating to banking, insurance and capital 
markets are also applicable.

Supervision

4 Which are the principal authorities charged with the oversight 
of banking, capital markets and insurance products?

The Financial Markets Authority is in charge of supervision of investment 
service providers (asset management, etc).

The Prudential Supervisory Authority is in charge of supervision of 
banking institutions and insurance enterprises. 

5 Identify any notable guidance, policy statements or 
regulations issued by the regulators or other authorities 
specifically relevant to Islamic finance.

Non-mandatory rules have been enacted to promote Islamic finance 
in France.

On 17 July 2007 the Financial Markets Authority adopted a notice, 
‘Extra financial requirements for the selection of securities: situation of 
UCITS declaring themselves shariah-compliant’. This notice was amended 
on 9 January 2013. Another notice, regarding the ‘Relevant criteria for 
sharing UCIs’ was adopted on 7 November 2012.

It also published guidelines on ‘Admission to trading of Islamic notes 
(sukuk) on the French regulated market’ on 2 July 2008 and a ‘Q&A pertain-
ing to the articulation of sukuk prospectuses and practical procedures for 
securing approval for the admission to trading on a regulated market’ on 
27 October 2010.

The ‘Code of transparency’ for socially responsible investment funds 
open to the public may also apply when the criteria of the fund comply with 
those of socially responsible investments.

Tax directives were enacted on 25 February 2009 (replaced with fur-
ther directives dated 23 July 2013 published on 24 August 2010) to clarify 
the tax regime for certain Islamic products and to assure Islamic institu-
tions wishing to operate in France that they will receive the same treatment 
as conventional financial institutions. 

6 Is there a central authority responsible for ensuring that 
transactions or products are shariah-compliant? Are IFIs 
required to set up shariah supervisory boards? May third 
parties, related parties or fund sponsors provide supervisory 
board services or must the board be internal?

No regulation imposes the obligation to establish a shariah board in an 
Islamic bank, insurance or market services institution. As a matter of 
French law, each could validly exist without any shariah supervisory board.

If a shariah board is established, companies must ensure that the crea-
tion or functioning of the board will not breach any mandatory rule. For 
example, in the investment services sector, board members will need to 
clear any potential conflict of interest with the asset management com-
pany. In addition the independence of the management company must be 
preserved in all circumstances. 

7 Do members of an institution’s shariah supervisory 
board require regulatory approval? Are there any other 
requirements for supervisory board members?

There are no specific provisions for shariah boards under French law.

8 What are the requirements for Islamic banks to be authorised 
to carry out business in your jurisdiction?

Islamic banks must be licensed to operate by the Prudential Supervisory 
Authority pursuant to article L511-10 of the Monetary and Financial Code, 
unless they can rely on the European passport. 

To be licensed, Islamic banks must fulfil the requirements set out in 
the Monetary and Financial Code, in particular to achieve their objec-
tives without distorting the correct functioning of the banking system and 
depositor protection.

9 May foreign institutions offer Islamic banking and capital 
markets services in your jurisdiction? Under what conditions?

Islamic banking and capital market services are not the subject of a specific 
set of rules, and therefore need only comply with the requirements appli-
cable to the type of product marketed (banking or investment services). 
Foreign institutions may enter the banking or capital market services mar-
ket on the condition that they are licensed to operate (see question 10).

Pursuant to article 2 of Law No. 2008-496 of the 27 May 2008 and 
article 225-1 of the Penal Code, Islamic finance shall not lead to any dis-
crimination. For example, in the UCITS sector, relations between investors 
must not be the subject of a discriminatory condition relating to religion, 
proven or suspected, between them. Distribution falls under article 225-2 
of the Penal Code, which states that it is an offence to provide or refuse 
to provide a good or service based on religion. The Financial Markets 
Authority clarified its position in 2000: article 225-2 also applies in the con-
text of cross-border marketing of UCITS shares, as article 19 of the Treaty 
on the Functioning of the European Union establishes the principle of 
non-discrimination.

Compliance with this legal provision is to be tested at different levels: 
first, the distributor of UCITS shares may not give preferential treatment 
to Muslim clients, or reserve the investment in shares to Muslim clients or, 
conversely, refuse to allow non-Muslims to invest in shares or even impose 
conditions relating to religious practice. 

Second, publishers of promotional material must also adhere to this 
principle and not suggest that the funds are reserved for Muslim investors.

Finally, this principle must be complied with when determining the 
fees required from investors for the purchase or sale of their shares.

© Law Business Research 2016
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10 What are the requirements for takaful and retakaful operators 
to gain admission to do business in your jurisdiction?

Since, under French law, takaful should be considered an insurance 
product, takaful and retakaful providers would presumably be considered 
as operating in the insurance and reinsurance sector. As a result, they must 
be licensed in accordance with the Insurance Code, and comply with the 
constraints imposed on any insurance or reinsurance enterprise.

11 How can foreign takaful operators become admitted? Can 
foreign takaful or retakaful operators carry out business in 
your jurisdiction as non-admitted insurers? Is fronting a 
possibility?

Assuming takaful can be compared to insurance, takaful or retakaful 
operators must be admitted as insurers or reinsurers. However, a distinction 
must be made between foreign takaful operators established in a member 
state of the European Union and non-EU enterprises. 

Foreign takaful operators having their head office in the EU, and licensed 
to operate in a member state, benefit from the European passport and may 
operate in other member states within the limits set out in their licence. 
They are only required to inform the regulator about their plans for doing 
business in France. This also applies to takaful operators licensed in EEA 
member states.

Foreign takaful operators whose head office is located outside the EU 
must comply with another regime. If they are licensed in Switzerland, they 
need to establish themselves in France, meaning that the free provision of 
services rule is not applicable. Those located outside the EEA need to establish 
themselves in France and be licensed by the Prudential Supervisory Authority. 

12 Are there any specific disclosure or reporting requirements 
for takaful, sukuk and Islamic funds?

No, they need only comply with the regulations applicable to any operator 
in the relevant sector.

13 What are the sanctions and remedies available when products 
have been falsely marketed as shariah-compliant?

The management company of Islamic funds must ensure that all informa-
tion is true, clear and reliable (article L533-12 of the Monetary and Financial 
Code). Religious information can be a problem regarding the above duties. 
If the information is false or unreliable the company can face administra-
tive penalties (disciplinary, monetary, or both) adjudicated by the Financial 
Markets Authority Disciplinary Commission.

Further, the management company can also be responsible for non-
pecuniary harm when investors’ religious beliefs are undermined. 

The investor that has suffered harm should be entitled to require the 
rescission of the shares’ subscription on the grounds of non-performance 
of the delivery obligation resulting from the agreement of the parties, or 
its nullification on the grounds of errors concerning essential qualities 
(defined in the Civil code by the Reform of the French Civil Code) or fraud. 

Liability of the shariah board
When a shariah board has falsely marketed a product as shariah-compliant, 
and should the management company that had applied the board’s 
recommendations be held liable by a court, the management company 
may, as a consequence, seek compensation before a court from the board.

14 Which courts, tribunals or other bodies have jurisdiction to 
hear Islamic finance disputes?

According to the French core principles any dispute (whether Islamic or 
not) is to be brought before the state courts. The court being competent 
to hear the dispute is determined as per the rules of territorial and subject-
matter competence.

Contracting concepts

15 Mudarabah – profit sharing partnership separating 
responsibility for capital investment and management.

Mudarabah can be implemented under French law through a limited 
partnership (governed by articles L222-1 of the Commercial Code), 
whereby the sleeping partner (ie, the rab-al-mal, the investor) brings the 
equity funding and the other party, the active partner (ie, the mudarib, the 
manager), brings expertise.

16 Murabahah – cost plus profit agreement.
Murabahah is treated under French law as a credit transaction, and so 
particular attention must be paid to the compliance of the financier with 
the regulations for financial institutions, credit transactions and the 
package securing the repayment.

The main uncertainty derives from the tax treatment of the transac-
tion as, in principle, each transfer should be subject to taxation (for both 
the seller and buyer). However, as regards transactions over real estate or 
securities representing real estate, transfer taxes are almost neutralised, 
since from the financier’s perspective the transaction can be completed 
under the special regime of property trading. In this case, the purchase 
transaction by the bank is subject to a registration fee of 0.715 per cent 
and is exempt from tax duty of about 5 per cent. Further, murabahah over 
securities representing real property are exempted from registration fees. 
However the investor will still incur registration fees upon the purchase of 
the securities from the financier. 

Concerning the financier’s remuneration, a tax directive dated 23 July 
2010 (4 FE/S1/10) has provided useful clarifications as to the murabahah’s 
tax regime, stating in particular that: ‘currently, the financier’s payment 
is comparable to an interest owed in a conventional financing.’ The rules 
relating to the taxation of interests should be complied with accordingly. 
The other components of the price are still taxable pursuant to the general 
rules. As a consequence, the financier’s revenue and commissions are not 
characterised as a capital gain from a tax perspective.

The financier may benefit from this regime only if licensed to oper-
ate in France as a credit institution or an investment service provider. 
Therefore, the government’s position allows Islamic financial institutions 
to be treated the same way as conventional banks. 

Payment deferral can be validly secured by collateral.

17 Musharakah – profit sharing joint venture partnership 
agreement.

Under French law, a musharakah can be implemented through a joint 
venture type arrangement or a partnership company. The partnership 
company meets the principles of sharing profit and loss and of equal 
treatment. It may also be implemented by way of a common law equity 
loan, as provided by article 313-13 of the Monetary and Financial Code.

Specific attention should be paid to the implementation of a diminish-
ing musharakah through a partnership, as the repurchase of the shares may 
only be reached through a shareholders’ agreement. 

18 Ijarah – lease to own agreement.
Ijarah can be implemented under French law through a leasing transac-
tion. If the lessee is granted a call option over the asset or if it undertakes 
to purchase the asset, the transaction shall be classified as a credit transac-
tion as per article L313-7 of the Monetary and Financial Code. Therefore, 
the financier should be licensed to operate as a credit institution in France 
(including through the European passport under certain conditions).

In the event that an ijarah is completed in favour of a consumer, there 
are contractual structures that are prohibited under French consumer 
law. In addition, the mandatory provisions of the Consumer Code, which 
also govern the content of the agreement itself, must be complied with in 
all circumstances. 

A sale with retention of title is perfectly feasible under French law. In 
such case, the financier agrees to immediately sell the asset while retaining 
its ownership until full payment. If made on a habitual basis, it will be a 
credit transaction. The drawback is that, as per case law, the seller would be 
liable for any hidden defect notwithstanding any provision to the contrary 
even in the context of a transaction with a non-consumer (unlike leasing). 

The ijarah tax regime has been clarified by the tax directive dated 
23 July 2010 (4 FE/S3/10).

19 Wadiah – safekeeping agreement.
A wadiah can take the form of a deposit agreement governed by the Civil 
Code. It is ‘in essence’ a gratuitous contract (article 1917 of the Civil Code). 
Hence, it may validly be agreed that the depositary merely undertakes 
to return the asset; the depositor bears the risk of loss or profit. The par-
ties can validly agree that the depository must make a gift (hibah) in lieu 
of remuneration.

The return of the asset to the depositor (or more precisely the 
indemnification obligation owed where the asset is finally not returned) 
may be secured by collateral. 
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Wadiah can be structured through a French trust. In this case the 
trustee would hold the asset in a special purpose reserve that is bankruptcy-
remote. In the event of a breach or misuse of funds, the trustee could be 
held liable to the grantor. 

Products

20 Sukuk – Islamic securities. Have sukuk or other Islamic 
securities been structured and issued in your jurisdiction to 
comply with Islamic principles, such as the prohibition of 
interest?

The French government, as well as the Financial Markets Authority, has pro-
moted sukuk-type securities to attract Islamic investors. To our knowledge, 
only a few transactions have been completed in France to date and no sukuk 
sovereign issuance has been accomplished by the French government. A 
2010 tax directive clarified the tax regime applicable to sukuk (4 FE/S2/10).

While France can certainly be considered an emerging market, sukuk 
can be structured in compliance with both French law and shariah prin-
ciples, particularly the prohibition of interest rule. Participative bonds, 
which share characteristics with equity shares, meet this requirement. 

At present, the discussion around compliance with shariah principles is 
focused on the needs for the sukuk holders to have an interest in the under-
lying assets. In this respect, the French trust has been considered unsatis-
factory on the grounds that the beneficiaries would only benefit from a jus 
ad rem as opposed to a direct interest in the asset. However, it has been 
observed that the nature of the rights of the beneficiary of a trust of com-
mon law jurisdictions is still debated, scholars sometimes maintaining that 
it holds a mere jus ad rem, while sukuk created through a trust appears to be 
shariah-compliant and, according to shariah principles, it would be sufficient 
for sukuk holders to hold an ‘indirect’ right of ownership over the underlying 
asset, which would mean that a mere jus ad rem would comply with such 
principles. In our opinion, the requirements of Islamic law should be ana-
lysed in the light of the French principles of personal and real property, which 
are significantly different from common law jurisdictions in particular.

21 What is the legal position of sukuk holders in an insolvency 
or a restructuring? Are sukuk instruments viewed as equity 
or debt instruments? Have there been any court decisions or 
legislation declaring whether sukuk holders are deemed to 
own the underlying assets?

From a French tax perspective, sukuk should be structured as debt instru-
ments. Their position would be better off than under an equity instrument 
structure. Should sukuk be structured though a French trust structure (see 
question 20), this would then allow the sukuk holders to have a priority right 
over the underlying assets.

To our knowledge, no court decision relating to this matter has been 
rendered in France to date. 

22 Takaful – Islamic insurance. Are there any conventional 
cooperative or mutual insurance vehicles that are, or could be 
adapted to be, shariah-compliant?

The emergence of takaful products in France is still questionable. Unless 
the market can be convinced that takaful is able to meet a specific demand 
(for ethical products or investments), conventional insurance will probably 
remain the most attractive option for the client.

23 Which lines of insurance are currently covered in the takaful 
market? Is takaful typically ceded to conventional reinsurers 
or is retakaful common in practice?

The takaful market exists on French territory but it is very limited.

Miscellaneous

24 What are the principal regulatory obstacles facing the Islamic 
finance industry in your jurisdiction?

As Islamic finance is an emerging market in France there are currently 
no regulatory obstacles in place that would affect the development of 
this industry.

On the contrary, as banking institutions in France do not currently 
cover all of the finance market demands the system is structured to enable 
and facilitate Islamic investors. 

25 In what circumstances may shariah law become the governing 
law for a contract or a dispute? Have there been any recent 
notable cases on jurisdictional issues, the applicability of 
shariah or the conflict of shariah and local law relevant to the 
finance sector?

See question 1.

26 Are there any special considerations for the takeover of an 
Islamic financial institution, outside the requirements of the 
general merger control regime?

No.

27 Are there any notable features of the Islamic finance regime 
and markets for Islamic finance products in your jurisdiction 
not covered above?

With nearly 6 million French Muslim citizens, France is the European 
country that has the biggest growth potential in terms of Islamic retail 
banking. In particular, during the past two years, numerous French real 
estate properties – mostly in Paris, but also in the French Alps and on the 
French Riviera – have been financed by Islamic products (generally offered 
by foreign banks). Most of the investors, acting through Islamic finance 
products in the French real estate market, are Middle Eastern residents. 
However, French residents are also more and more active in this market, 
for instance, investors working in the sport or media industries. In view of 
this situation, various foreign Islamic banks are considering establishing a 
direct subsidiary in France, especially in the context of Brexit.

Jean-Baptiste Santelli jbsantelli@dgfla.com
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75008 Paris
France
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Overview

1 In general terms, what policy has your jurisdiction adopted 
towards Islamic finance? Are Islamic finance products 
regulated differently from conventional instruments? What 
has been the legislative approach?

Islamic finance has recently played an important role in the development 
of the Indonesian economy. The Indonesian government, through the 
Ministry of Finance (MoF) and the Financial Services Authority (OJK), 
strives to provide a level playing field for both conventional and Islamic 
finance industries. The MoF, Indonesia’s central bank (Bank Indonesia) 
and OJK have divisions dedicated to Islamic finance within their respec-
tive organisational structures. Bank Indonesia issued its Blueprint on the 
Development of Shariah Banking in Indonesia in 2002. OJK recently issued 
Roadmaps for Shariah Capital Markets (2015–2019), Shariah Banking (2015–
2019) and the Shariah Non-bank Finance Industry (2015–2019).

Prior to 2008, Islamic finance was mostly regulated by legislation 
applicable to conventional finance. In 2008, the government provided a 
platform for Islamic finance by issuing Law 19 of 2008 on Sovereign Sukuk, 
Law 21 of 2008 on Shariah Banking and Government Regulation 56 of 2008 
on the Sovereign Sukuk Issuing Company. 

OJK’s predecessor, the Capital Markets and Financial Institution 
Supervisory Agency (Bapepam – LK) followed in the government’s footsteps 
by introducing various implementing regulations specific to Islamic 
finance. At the same time, various implementing regulations applicable 
to the conventional finance industry were issued. The latter were aimed 
at enhancing compliance and corporate governance. The MoF also issued 
various implementing regulations regarding the issuance of sovereign sukuk, 
while Bank Indonesia also issued various regulations to support shariah 
transactions, such as regulations on the sale and purchase of sovereign sukuk 
on the secondary market, the procedures to transact shariah repurchase 
agreements as well as shariah hedging regulations.

2 How well established is Islamic finance in your jurisdiction? 
Are Islamic windows permitted in your jurisdiction?

Even though the first Indonesian Islamic bank was incorporated many 
years ago, Islamic finance in Indonesia is still in the development stage.

The incorporation of Bank Muamalat Indonesia’s shariah bank in 1992 
marked the beginning of Islamic finance in Indonesia. In 1994, the same 
bank established PT Asuransi Takaful Keluarga and PT Asuransi Takaful 
Umum, which were the first takaful operators in Indonesia.

In 1998, the government amended Law 7 of 1992 on Banking (Banking 
Law) to allow conventional banks to provide shariah banking services. This 
amendment, and the shariah banking sector’s survival of the 1998 mon-
etary crisis, generated significant attention to shariah banking. Opening 
shariah windows became an attractive proposition. In 1999, the second 
shariah bank, the state-owned Bank Syariah Mandiri, was established.

In the capital markets sector, the first corporate sukuk were listed in 
2002. This listing was followed by numerous others. There were at least 
three listings of shariah products in the first half of 2016.

As indicated above, from 1992 to 2008, shariah businesses had to 
comply with laws and regulations applicable to conventional businesses.

OJK stated that, as of June 2015, there were 12 Islamic commercial 
banks, 22 conventional commercial banks with Islamic windows and 162 
Islamic rural banks, which together had total assets of 273.494 trillion 
rupiah and a 4.61 per cent market share. Of the Islamic commercial banks, 

Bank Syariah Mandiri is the biggest financier, with the largest number of 
branches in Indonesia.

OJK’s 2016 first-quarter report on the banking industry revealed that 
shariah lending accounts for about 211.57 trillion rupiah.

As Indonesia is a country that recognises several religions, investment 
in businesses that deal in alcohol or pork is permitted. However, invest-
ment in businesses that deal in gambling or pornography is prohibited.

3 What is the main legislation relevant to Islamic banking, 
capital markets and insurance?

The main legislation relevant to Islamic banking is Law 21 of 2008 on 
Shariah Banking.

Islamic capital markets are regulated under Law 8 of 1995 on Capital 
Markets, which generally regulates all capital markets activities. However, 
sovereign sukuk is specifically regulated under Law 19 of 2008 on 
Sovereign Sukuk. The primary regulations relevant to corporate sukuk are 
OJK Regulation 18/POJK.04/2015 on Sukuk Issuance and Requirements, 
which was enacted on 10 November 2015.

Islamic insurance is regulated under Law 40 of 2014 on Insurance 
Law (Insurance Law). The Insurance Law regulates both conventional and 
Islamic insurance. Under this law, conventional insurance and reinsurance 
companies that have Islamic windows are required to spin off their Islamic 
windows into Islamic insurance companies within 10 years of the law’s 
enactment, or after the participants’ (ie, policyholders’) investment funds 
and tabarru (premium) funds comprise at least 50 per cent of the sum of 
the company’s insurance funds, tabarru funds and participants’ invest-
ment funds.

Supervision

4 Which are the principal authorities charged with the oversight 
of banking, capital markets and insurance products?

OJK is the sole authority charged with overseeing banking, capital markets, 
insurance and other non-banking financial institutions (such as pension 
funds, leasing companies, etc).

5 Identify any notable guidance, policy statements or 
regulations issued by the regulators or other authorities 
specifically relevant to Islamic finance.

Laws 19 of 2008 on Sovereign Sukuk and 21 of 2008 on Islamic Banking, 
as well as Government Regulation 56 of 2008 on Sovereign Sukuk Issuing 
Companies are specifically relevant to Islamic finance.

The first law provides the basis for the issuance of sovereign sukuk 
and the transfer of beneficiary title, while the regulation provides the basis 
for the incorporation of special purpose vehicles that act as, among other 
things, the sukuk issuers and trustees.

Furthermore, OJK issued a new regulation on 29 July 2016 (which 
was made available on its website on 5 August 2016), OJK Regulation  
30/POJK.04/2016 on Shariah Real Estate Investment Funds in the form 
of Collective Investment Contracts. This regulation provides guidance for 
the investment manager and custodian bank on the issuance of shariah real 
estate investment funds in the form of collective investment contracts to 
the investors.
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6 Is there a central authority responsible for ensuring that 
transactions or products are shariah-compliant? Are IFIs 
required to set up shariah supervisory boards? May third 
parties, related parties or fund sponsors provide supervisory 
board services or must the board be internal?

The Indonesia Ulema Council (MUI) is generally responsible for determin-
ing whether a product or transaction is shariah-compliant. In respect of 
Islamic finance, the relevant authority is the National Shariah Board of the 
MUI (DSN-MUI).

Law 40 of 2007 on Limited Liability Companies requires that every 
company that purports to engage in shariah-compliant business activi-
ties establish a shariah supervisory board, which must consist of at least 
one shariah expert. This board provides advice to the company’s board of 
directors and otherwise supervises the activities of the company to ensure 
shariah-compliance.

In addition, in the banking sector, OJK and Bank Indonesia further 
specify that the tasks and duties of a shariah supervisory board of a 
shariah bank are to provide advice and opinions to the board of directors, 
and supervise the bank’s activities so as to ensure compliance with 
shariah principles.

As for the capital markets sector, OJK Regulation 16/POJK.04/2015 
on Capital Markets Shariah Experts, which was enacted on 15 November 
2015, specifies a capital market shariah expert’s tasks, responsibilities 
and authorities.

7 Do members of an institution’s shariah supervisory 
board require regulatory approval? Are there any other 
requirements for supervisory board members?

Generally, a recommendation from the MUI is required for the appoint-
ment of members to an institution’s shariah supervisory board. Candidate 
members are also required to pass a fit-and-proper test conducted by OJK. 
(An equivalent test must also be passed by candidate members of boards 
of directors and commissioners of both shariah and conventional finan-
cial institutions.)

In the capital markets sector, such members must also obtain an 
OJK licence.

8 What are the requirements for Islamic banks to be authorised 
to carry out business in your jurisdiction?

In order for an Islamic bank to do business in Indonesia, the bank must first 
secure a permit from OJK. The business must be established as a limited 
liability company (PT) with a minimum issued capital of 1 trillion rupiah.

The prevailing regulations limit the ability of a party to hold shares in 
commercial banks, including shariah banks. If the party is engaged in the 
finance sector, whether as a bank or otherwise, it is permitted to hold up 
to 40 per cent of the bank’s capital. If the party is a legal entity engaged in 
a non-finance sector, it is permitted to hold up to 30 per cent of the bank’s 
capital. If the party is an individual, he or she is permitted to hold up to 20 
per cent of the bank’s capital.

The prevailing regulations further provide that if shareholders are 
related to one another, either by way of ownership of shares, family or act-
ing in concert, they will be considered as one party and the shareholding 
of that party will be limited to the highest of the limits applicable to each 
shareholder individually.

The prevailing regulations also adopt a single presence policy, which 
means that a controlling shareholder of one bank cannot be the controlling 
shareholder of another.

9 May foreign institutions offer Islamic banking and capital 
markets services in your jurisdiction? Under what conditions?

A foreign institution that intends to provide Islamic banking services in 
Indonesia must:
• commit to supporting the development of the Indonesian economy 

through its activities;
• obtain a recommendation from the supervisory authority in its home 

country (if it operates in the financial sector); and
• satisfy the relevant rating requirements under the prevail-

ing regulations.

The requirements for the establishment of a shariah bank set out in question 
8 are also relevant. However, the PT must be a joint venture company with 
a maximum foreign shareholding of 99 per cent of its issued capital. The 

government is currently drafting a banking bill that may limit such foreign 
shareholding to 40 per cent.

10 What are the requirements for takaful and retakaful operators 
to gain admission to do business in your jurisdiction?

To gain admission to do business in Indonesia, takaful and retakaful 
operators must secure an operational business licence from OJK. Such 
operators must be established in the form of a PT or a cooperative. Takaful 
operators must have a minimum issued capital of 50 billion rupiah, 
whereas retakaful operators must have a minimum issued capital of 
100 billion rupiah.

11 How can foreign takaful operators become admitted? Can 
foreign takaful or retakaful operators carry out business in 
your jurisdiction as non-admitted insurers? Is fronting a 
possibility?

Foreign takaful and retakaful operators may be admitted to Indonesia if 
they have:
• a rating of at least A issued by an international rating company;
• equity of at least five times the proposed investment in the Indonesian 

takaful or retakaful operator; and
• been financially sound for the past two years.

Further, the operator must obtain OJK approval and the business must 
be established jointly with at least one Indonesian party in the form 
of a PT. Foreign ownership in this PT is limited up to 80 per cent of the 
issued capital.

Without establishing such a presence in Indonesia, foreign takaful and 
retakaful operators are not allowed to conduct business in Indonesia.

12 Are there any specific disclosure or reporting requirements 
for takaful, sukuk and Islamic funds?

Every financial institution which purports to conduct shariah business 
activities must file a report prepared by its shariah supervisory board with 
OJK. This requirement also applies to a party which, though it does not 
state that its activities in the capital market are based on shariah principles, 
nevertheless, among other things:
• has a shariah unit;
• is an investment manager that manages shariah investments;
• is a custodian of shariah investments; 
• provides other shariah services; and/or
• part of its operational activity is carried out based on shariah principles 

in the capital markets.

In addition to complying with the reporting requirements that also apply to 
equivalent conventional businesses:
• a takaful operator must report to OJK on its shariah supervisory 

board’s compliance with its supervisory duties and file annual and 
quarterly reports to OJK on the solvency of the tabarru funds and its 
participants’ investments;

• a shariah supervisory board must file annual reports with the share-
holders of the shariah issuer or public company it supervises on the 
results of its supervision of shariah-compliance in the capital markets 
by that issuer or company;

• a sukuk operator must file reports (it being unclear how often) on sukuk 
issuance and annual reports on the activities of the sukuk operator, 
financial reports, etc to the MoF;

• a shariah supervisory board must prepare annual reports for the 
investment manager on the results of its supervision of shariah-
compliance in the capital markets by the shariah mutual fund it 
supervises. Subsequently, the investment manager must submit this 
report to OJK; and

• a shariah supervisory board must prepare annual reports for the 
director of an investment manager on the results of supervision of 
shariah-compliance in the capital markets on the shariah real estate 
investment funds in the form of collective investment contracts.  
Subsequently, the investment manager must submit this report to OJK.

13 What are the sanctions and remedies available when products 
have been falsely marketed as shariah-compliant?

Sovereign sukuk can only be issued by a business that has obtained a state-
ment of compliance from the DSN-MUI. Corporate sukuk can only be 
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issued by a business that has obtained the same from its shariah super-
visory board or appointed shariah expert team. OJK may impose admin-
istrative sanctions on corporate issuers who fail to obtain a statement 
of compliance.

In the capital markets sector, OJK has determined that a business’ 
shariah expert team is responsible for the shariah compliance of shariah 
products or services issued or provided by that business. However, prevailing 
OJK regulations do not specifically provide for any sanctions or remedies if 
the products are falsely marketed as shariah-compliant. Instead, any report 
concerning this matter may cause OJK to review the shariah expert team 
members’ licences.

Non-listed products are not so regulated and it is the duty of the 
shariah supervisory board to ensure that the relevant company is shariah-
compliant in issuing and marketing the products.

14 Which courts, tribunals or other bodies have jurisdiction to 
hear Islamic finance disputes?

The Islamic Banking Law requires disputing parties to settle disputes 
before the Religious Court, unless an alternative dispute resolution 
method has been agreed between the parties.

The Insurance Law requires that all insurance companies (including 
takaful and retakaful operators) become members of a mediation institu-
tion, which will function as the venue for disputes between the company 
and policyholders, participants and other beneficiaries.

In 2014, OJK issued Regulation 1/POJK.07/2014 on Alternative 
Dispute Resolution Institutions for the Financial Sector, under which dis-
puting parties may settle disputes through these new institutions or the 
courts, failing amicable settlement. The regulation requires each financial 
services sector to establish an alternative dispute resolution institution by 
coordinating with the relevant business association. 

As of the implementation of this OJK regulation, six alternative dis-
pute resolution institutions have been established and acknowledged by 
OJK. Each such institution has jurisdiction over a different sector. The dif-
ferent sectors are the insurance, capital markets, pension funds, banking, 
guarantee, and financing and pawn sectors.

Contracting concepts

15 Mudarabah – profit sharing partnership separating 
responsibility for capital investment and management.

Bank Indonesia guidelines incorporate mudarabah into the financial 
services regulatory regime.

Mudarabah agreements may be entered into with respect to savings 
and lending transactions. In savings transactions, the bank acts as the fund 
manager (mudarib), while the customer acts as its owner (shahibul maal). 
The bank and the customer agree on the sharing of profits, and the costs 
and expenses chargeable to the customer. The bank is not permitted to 
reduce the customer’s share of the profit without consent. The bank may 
use the funds deposited by the mudarib for murabahah or ijarah transac-
tions as well as for other mudarabah transactions. In the latter case, the 
bank will be fully responsible for any losses incurred.

In lending transactions, the bank acts as shahibul maal and the cus-
tomer as mudarib. The bank is entitled to supervise, but may not manage, 
the customer’s business. The bank and the customer must agree on the 
sharing of profits. Mudarabah financing must be granted as funds or goods, 
but not as receivables. Mudarabah repayments may be in instalments or 
a lump sum. Distribution of profits must be done based on a report from 
the customer and based on a contract agreed between the bank and the 
customer, which must be supported by ‘verifiable evidence’. In the case of 
any losses, the bank may only share the losses up to the lending amount.

16 Murabahah – cost plus profit agreement.
Murabahah agreements are commonly used in financing. According to 
Bank Indonesia guidelines, in murabahah transactions, a bank will act as 
shahibul maal for the purpose of purchasing certain goods, and the cus-
tomer will act as the purchaser of those goods. The parties must determine 
the quantity, quality, cost and specifications of the goods. The bank may 
finance all or part of the cost of the goods and must provide the funds 
required for the purchase. The margin between the cost of the goods and 
their sale price must be agreed between the bank and the customer at the 
beginning of the transaction and must not change. The payment terms 
must also be agreed between the bank and the customer.

Further, the bank may at any time grant a reasonable discount to the 
customer. The bank may also request compensation from the customer if 
the agreement is cancelled, up to the amount of the actual cost of the goods.

The same value added tax that applies to conventional financing trans-
actions applies to murabahah transactions.

The bank may require the customer to provide collateral.

17 Musharakah – profit sharing joint venture partnership 
agreement.

Musharakah agreements are another form of agreement that can be used 
in financing.

According to Bank Indonesia guidelines, under a musharakah agree-
ment the bank and the customer act as partners, jointly providing capital 
or goods to finance a certain activity. The customer will usually manage 
the business on its own; however, it may also do so together with the bank.

The agreement will specify profit-sharing and financing terms, neither 
of which can be amended unless both parties agree.

Financing under musharakah agreements must be in the form of funds 
or goods, not receivables.

Repayment may be by instalments or a lump sum. Distributions of 
profit must be based on a report prepared by the customer, which is sup-
ported by ‘verifiable evidence’. The bank and the customer will bear losses 
in proportion with their investment.

The DSN-MUI does not require equal participation. The party with 
the greater responsibility is entitled to, upon request, a greater share of 
the profit.

18 Ijarah – lease to own agreement.
According to Bank Indonesia guidelines and the relevant MUI fatwa, in 
financing transactions that involve ijarah agreements, the bank will act 
as the fund provider for the purpose of procuring the lease object and as 
lessor, and the customer as lessee. The leased object can consist of move-
able or immoveable goods, but must be capable of being specifically valued 
and identified. The bank and the customer must agree on the lease price 
and term.

The bank is obliged to guarantee the quality and quantity of the leased 
object and provide it at the agreed time. Payment may be by instalments 
or a lump sum.

The bank may require that the customer maintain the leased object and 
bear the maintenance costs in accordance with the agreement. Description 
of any material and structural maintenance costs must be stipulated in the 
contract. The bank may not require that the customer be responsible for 
damage to the leased object, unless the customer is at fault.

Ijarah agreements may also be used in hire purchase transactions, 
whereby the bank undertakes that the customer will have the option to 
obtain ownership of the leased object upon expiry of the lease.

19 Wadiah – safekeeping agreement.
According to Bank Indonesia guidelines, wadiah agreements may be used 
in safekeeping transactions. In such transactions, the bank will act as the 
recipient of deposited funds, while the customer will act as the depositor. 
The bank may not guarantee any incentive, reward or bonus to the cus-
tomer. However, the bank may, at its sole discretion, grant the customer a 
gift of, for example, a share of the profits earned from the deposited funds.

The bank may charge the customer administration fees if they directly 
relate to the management of the deposited funds.

The bank must guarantee the return of the deposited funds and allow 
the customer to collect the funds at any time.

If there is a breach of fiduciary duties or any misuse of the funds, 
an Indonesian court may require the breaching party to pay compensa-
tion, terminate the contract, transfer the risk, pay penalties or pay court 
costs, pursuant to a compilation of shariah economic law issued by the 
Supreme Court.

Products

20 Sukuk – Islamic securities. Have sukuk or other Islamic 
securities been structured and issued in your jurisdiction to 
comply with Islamic principles, such as the prohibition of 
interest?

Sukuk has been structured and issued in Indonesia since 2002. PT 
Indosat Tbk, a telecommunications services provider, became the first 
company to issue sukuk in Indonesia. This sukuk was issued under a 
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mudarabah agreement and was oversubscribed. Further corporate sukuk 
issuances followed.

The legal basis for the issuance of sukuk by the government was estab-
lished by Law 19 of 2008 on Sovereign Sukuk and Government Regulation 
56 of 2008 on the Sovereign Sukuk Issuing Company.

21 What is the legal position of sukuk holders in an insolvency 
or a restructuring? Are sukuk instruments viewed as equity 
or debt instruments? Have there been any court decisions or 
legislation declaring whether sukuk holders are deemed to 
own the underlying assets?

Indonesian legislation does not specify whether sukuk holders own the 
underlying assets.

Whether sukuk instruments are viewed as equity or debt instruments 
depends on the contract under which the sukuk is issued. Pursuant to the 
generally accepted Indonesian accounting standards that are applicable 
to shariah transactions, sukuk mudarabah issued by a shariah company are 
treated as temporary syirkah, while sukuk mudarabah issued by a conventional 
company are treated as liabilities. Ijarah sukuk are also treated as liabilities, 
regardless of whether the issuer is a shariah or conventional company.

In a mudarabah transaction, the sukuk holder is theoretically viewed 
as an investor and consequently bears all the risks arising from the trans-
action (except where losses are caused by the negligence of, or breach 
committed by, the mudarib). Accordingly, in practice, the sukuk issuer is 
required to provide the sukuk holders with an undertaking that it will pur-
chase the sukuk and an acknowledgement of indebtedness. As a general 
rule, an acknowledgment of indebtedness can be enforced in the absence 
of a court decision.

In a recent insolvency and restructuring case involving bond and sukuk 
holders, the sukuk holders were treated as conventional bondholders.

22 Takaful – Islamic insurance. Are there any conventional 
cooperative or mutual insurance vehicles that are, or could be 
adapted to be, shariah-compliant?

There is only one conventional cooperative or mutual insurance vehicle 
in Indonesia. This entity has established a shariah window. The Insurance 
Law makes the establishment of further such shariah-compliant vehicles 
difficult. Takaful and retakaful operators that are partly owned by foreign 
investors must be established as PTs.

23 Which lines of insurance are currently covered in the takaful 
market? Is takaful typically ceded to conventional reinsurers 
or is retakaful common in practice?

The Insurance Law requires that only lines of insurance involving objects 
that are shariah-compliant can be covered by the takaful market.

Retakaful is common in practice, mainly by virtue of the fact that there 
are a number of reinsurance companies with Islamic windows.

Miscellaneous

24 What are the principal regulatory obstacles facing the Islamic 
finance industry in your jurisdiction?

The primary obstacle is the absence of any regulation concerning the rights 
of sukuk holders in the case of default, bankruptcy or possible replacement 
of the underlying assets.

In the past, any notable conflicts between the accounting standards 
adopted in Indonesia and shariah principles would have been addressed 
through revisions to accounting standards. The Board for Shariah 
Accounting Standards of the Association of Indonesian Accountants 
recently issued Shariah Finance Accounting Standard 110 Revision 2015, 
which was effective from 1 January 2016.

25 In what circumstances may shariah law become the governing 
law for a contract or a dispute? Have there been any recent 
notable cases on jurisdictional issues, the applicability of 
shariah or the conflict of shariah and local law relevant to the 
finance sector?

Contracts are usually expressed to be governed by Indonesian law and 
not shariah-implementing Indonesian legislation specifically. However, 
if a dispute comes before the Religious Court, the court may apply the 
Compilation of Shariah Economy Law in making its decision.

There are a number of cases that have been heard before the District 
and Religious Courts concerning the applicability of shariah principles in 
banking transactions; however, there are few of significant note.

26 Are there any special considerations for the takeover of an 
Islamic financial institution, outside the requirements of the 
general merger control regime?

There are no such special considerations.

Update and trends

OJK may soon regulate shariah pension funds and the implementation 
of shariah principles with respect to investment managers. It may also 
soon further regulate shariah insurance and reinsurance companies.

Hedging transactions based on shariah principles
Bank Indonesia issued Regulation 18/2/PBI/2016 on Hedging 
Transactions based on Shariah Principles on 24 February 2016 (PBI 
18/2016) as a follow-up to DSN-MUI Fatwa 96/DSN-MUI/IV/2015 
on Shariah Foreign Exchange Hedging Transactions. PBI 18/2016 
applies to conventional banks, shariah banks, shariah business units 
and customers.

PBI 18/2016 prohibits a shariah hedging transaction from having 
a speculative purpose. Such a transaction must also be preceded by a 
forward agreement or a series of forward agreements, and can either 
be carried out by way of simple hedging (’aqd al tahawwuth al-basith) or 
complex hedging (’aqd al tahawwuth al-murakkab).

PBI 18/2016 requires that every shariah hedging transaction have 
an underlying transaction. The underlying transaction must be shariah-
compliant and may include:
• the trading of goods or services (domestic or offshore); or
• investments, either in the form of direct, portfolio, financing, 

capital or other investments (either domestic or offshore).

The underlying transaction may not comprise:
• the placement of funds in a bank, such as savings, giro, deposits or 

negotiable certificates of deposit;
• money remittances carried out by a fund transfer company; or
• a financing facility that has not been withdrawn, such as standby 

financing or undisbursed financing.

PBI 18/2016 also requires that the underlying transaction is evidenced 
by underlying transaction documents, as further regulated by 
Bank Indonesia Circular Letter 18/11/DEKS, which was issued on 
12 May 2016.

Shariah capital market experts
OJK has issued Regulation 16/2015 on Shariah Capital Market Experts 
(OJK Regulation 16/2015), which was enacted on 10 November 2015. 
OJK Regulation 16/2015 provides that individuals or business entities 
that provide advice on, or supervise compliance with, a company’s 
compliance with shariah principles upon engaging in capital markets 
business activities, or provide a statement regarding the shariah-
compliance of shariah capital markets products or services, must have 
a shariah capital markets expert (ahli syariah pasar modal, ASPM) 
licence from OJK. To obtain an ASPM licence, the relevant individual or 
business entity must fulfil the integrity and competency requirements 
specified under OJK Regulation 16/2015. An ASPM licence for an 
individual will be valid for five years and can be extended, while the 
validity of an ASPM licence for a business entity is not regulated.

In carrying out its activities, an ASPM must base his, her or its 
advice, supervision or shariah-compliance statements on capital 
markets shariah principles. An ASPM can be appointed by the company 
as a member of up to four shariah supervisory boards or a member 
of a capital markets shariah expert team. An ASPM is required to file 
an annual report on his, her or its activities to OJK no later than 15 
January each year. OJK Regulation 16/2015 also requires an ASPM who 
is appointed as a member of a shariah supervisory board to prepare an 
annual report to the company on his, her or its supervision of the board.
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27 Are there any notable features of the Islamic finance regime 
and markets for Islamic finance products in your jurisdiction 
not covered above?

Microfinance is becoming one of the notable features of the Indonesian 
Islamic finance regime and markets for Islamic finance products.

The government issued Law 1 of 2013 on Microfinance Institutions and 
enacted implementing regulations a year later. Microfinance institutions 
may complete conventional and shariah transactions and can only be 
established and owned by Indonesian individuals or entities (direct and 
indirect foreign ownership is prohibited).
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Overview

1 In general terms, what policy has your jurisdiction adopted 
towards Islamic finance? Are Islamic finance products 
regulated differently from conventional instruments? What 
has been the legislative approach?

Japan’s attitude towards Islamic finance is to encourage its establishment 
in Japan through adjustments of existing laws and regulations that are com-
patible with the existing fundamental regulatory framework, to achieve a 
level playing field with its conventional equivalents. Islamic finance prod-
ucts are regulated under the same framework as that applicable to conven-
tional instruments in Japan. Therefore, basically, Islamic finance products 
are governed by existing legislation applicable to conventional finance 
products in Japan while some amendments thereon have been made to 
accommodate the unique qualities and characteristics of Islamic finance.

2 How well established is Islamic finance in your jurisdiction? 
Are Islamic windows permitted in your jurisdiction?

Because of the small Muslim population in Japan and the lack of a suffi-
cient customer base for shariah-compliant products in the domestic mar-
ket, there is currently no Islamic financial institution operating in Japan. 
Conventional financial institutions and products remain dominant in the 
Japanese market. However, the establishment of IFIs is basically not pro-
hibited in Japan. As for Islamic windows, the scope of business that regu-
lated financial institutions (such as banks and insurance companies) can 
conduct and thus the types of Islamic finance transactions they can carry 
out is limited to the extent explicitly permitted under the laws and regula-
tions of Japan; yet it is permissible for those institutions to carry out Islamic 
finance transactions to that extent. A recent amendment to a banking 
regulation guideline has made it clear that Japanese banks themselves (not 
just through their subsidiaries and affiliates) can now offer certain types of 
shariah-compliant banking products, including lending and deposit-taking 
equivalents offered in compliance with applicable regulations. In addition, 
certain types of Islamic finance business can be conducted through their 
subsidiaries (including sister companies). For example, under Japanese 
banking regulations, conventional banks can own subsidiaries offering 
certain Islamic finance products that are similar to lending (among others, 
murabahah and ijarah) based on fatwas rendered by shariah supervisory 
boards. Conventional insurance companies can also take advantage of this 
framework under Japanese law. It is understood that several Japanese bank 
subsidiaries conduct shariah-compliant businesses outside Japan based on 
this rule. Japanese bank subsidiaries are also active in conducting cross-
border Islamic finance transactions and making investments in Islamic 
finance products that are available in foreign markets.

3 What is the main legislation relevant to Islamic banking, 
capital markets and insurance?

Japan has no legislation specifically addressing Islamic finance. Islamic 
banking, capital markets and insurance are basically subject to general 
finance laws and regulations in Japan as well as the tax treatment that applies 
to their conventional equivalents. However, several amendments have 
been made to existing laws and regulations to specifically facilitate Islamic 
finance transactions in Japan. One example is the regulation allowing 
conventional banks and insurance companies to conduct Islamic finance 
businesses on their own and through their subsidiaries (see question  2). 
In addition, Japanese securitisation law was amended so that its trust 

framework can be used for the issuance of sukuk utilising a lease and sale-
back scheme (sukuk al-ijarah) under Japanese law. At the same time, a tax 
reform was made to achieve tax neutrality between Japanese sukuk under 
the revised securitisation law and conventional bonds, through which tax 
exemption applies to coupon payments to foreign investors and transfers of 
real estate as a sukuk asset if the relevant sukuk meet certain requirements.

Supervision

4 Which are the principal authorities charged with the oversight 
of banking, capital markets and insurance products?

The Financial Services Agency of Japan (FSA), led by the Minister for 
Financial Services, is the principal authority charged with the oversight 
of banking, capital markets and insurance products in Japan. In addition, 
depending on the regulations and relevant products, other organisations 
such as the Securities and Exchange Surveillance Commission of Japan and 
stock exchanges in Japan may have certain oversight responsibilities. With 
respect to the tax system applicable to those financial products, Japan’s 
Ministry of Finance is the responsible authority. As the policymaking per-
spective of the Ministry of Finance is not always in line with that of the FSA, 
the relaxing of certain regulatory requirements concerning Islamic finance 
has not been followed by tax reforms corresponding to such changes.

5 Identify any notable guidance, policy statements or 
regulations issued by the regulators or other authorities 
specifically relevant to Islamic finance.

Apart from the laws and regulations mentioned under question 3, there 
is no guidance, policy statement or regulation issued by Japanese regula-
tors or other authorities specifically relevant to Islamic finance. Having 
said that, prior to adopting these amendments to laws and regulations to 
accommodate Islamic finance, the Japanese government solicited com-
ments from the public on the bills proposing such amendments and made 
public its views on those comments. These comments and the views of 
the Japanese government give some guidance on the laws and regulations 
addressing Islamic finance.

6 Is there a central authority responsible for ensuring that 
transactions or products are shariah-compliant? Are IFIs 
required to set up shariah supervisory boards? May third 
parties, related parties or fund sponsors provide supervisory 
board services or must the board be internal?

There is no central authority responsible for ensuring that transactions or 
products are shariah-compliant. IFIs are basically not required to set up 
shariah supervisory boards internally or externally as a matter of Japanese 
law. However, IFIs established as bank or insurance company subsidiaries 
that are subject to the regulations explained under question 2 must have 
shariah supervisory boards under applicable regulations. The functions of 
shariah supervisory boards can be outsourced to third parties, but addi-
tional supporting material might be required to rely on the relevant fatwa 
in certain cases such as where an IFI relies on a fatwa rendered by a shariah 
supervisory board set up by other IFIs or borrowers.
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7 Do members of an institution’s shariah supervisory 
board require regulatory approval? Are there any other 
requirements for supervisory board members?

In general, there is no requirement for regulatory approval or any other 
requirements for shariah supervisory board members under Japanese 
law. The only requirements applicable to members of shariah supervisory 
boards set up by IFIs established as banking or insurance company subsidi-
aries in accordance with Japanese regulations are that they must be knowl-
edgeable about shariah and a board must consist of at least two members.

8 What are the requirements for Islamic banks to be authorised 
to carry out business in your jurisdiction?

There is no regulatory framework specifically applicable to Islamic banks in 
Japan. On the other hand, in order for an Islamic bank to carry out its busi-
ness as a bank in Japan, it must be licensed as a qualified bank (or a branch 
office of a foreign bank) under Japanese banking regulations and, similar to 
conventional Japanese banks, it will be subject to strict supervision.

Entities not subject to banking or insurance regulations would also 
be able to offer credit facilities utilising murabahah and ijarah concepts in 
Japan. Still they might be required to register as moneylending companies 
with the authorities under the Money Lending Business Act. They would 
be prohibited from taking deposits.

9 May foreign institutions offer Islamic banking and capital 
markets services in your jurisdiction? Under what conditions?

In many cases, foreign institutions seeking to offer Islamic banking and 
capital markets services in Japan would be subject to substantially the same 
regulatory framework as that applicable to Japanese domestic institutions. 
Foreign institutions can conduct banking, moneylending or securities bro-
kerage businesses in Japan through their Japanese subsidiaries or branch 
offices. To conduct each of those businesses, certain requirements must 
be met for licensing or registration, as applicable. For example, in the case 
of registration for a moneylending business, the requirements include, 
among other things, the establishment of a certain internal control sys-
tem to properly conduct the moneylending business and assets whose net 
value is at least ¥50 million. In the case of a banking licence and a secu-
rities brokerage business registration, the applicable requirements are 
much stricter than those for a moneylending business. However, foreign 
securities brokers conducting securities business outside Japan in accord-
ance with foreign regulations would be exempted from such registration 
requirements if the scope of their business in Japan is limited to certain 
types of business specified in the relevant regulations such as transactions 
with financial institutions and certain transactions for which a broker does 
not solicit customers.

10 What are the requirements for takaful and retakaful operators 
to gain admission to do business in your jurisdiction?

Takaful and retakaful operations would fall within the definition of insurance 
business under Japanese financial regulations and would be subject to 
licensing requirements under Japanese law. Under the present framework, 
however, Japanese insurance laws and regulations only contemplate 
conventional insurance businesses and takaful or retakaful business may 
not fully fit into this legal framework. Therefore, it would be difficult to 
conduct such operations in Japan under the present regime.

11 How can foreign takaful operators become admitted? Can 
foreign takaful or retakaful operators carry out business in 
your jurisdiction as non-admitted insurers? Is fronting a 
possibility?

In general, a foreign insurance company is required to open a branch office 
in Japan and be licensed by the appropriate Japanese authority to operate 
an insurance business in Japan. This requirement is applicable to foreign 
takaful operators as well. However, to obtain this licence a foreign takaful 
operator would face the problem briefly explained in question 10. There 
is a possibility that a foreign takaful operator would need to be licensed in 
Japan even if it only underwrites risks in Japan through fronting insurance 
companies licensed in Japan. Foreign insurance companies are allowed, 
by an exemption under the Insurance Business Act of Japan, to provide 
reinsurance to Japanese insurance companies without obtaining a licence 
in Japan, but it is uncertain whether takaful underwriting risks in Japan 
through fronting companies would be deemed to be reinsurance for the 
purpose of taking advantage of this exemption.

12 Are there any specific disclosure or reporting requirements 
for takaful, sukuk and Islamic funds?

There is no disclosure or reporting requirement specifically applicable 
to takaful, sukuk or Islamic funds. For each of these products, disclosure 
requirements applicable to conventional equivalents would apply to them 
as well.

13 What are the sanctions and remedies available when products 
have been falsely marketed as shariah-compliant?

If financial products have been falsely marketed as shariah-compliant, 
investors might be able to seek damages arising from such misstate-
ments although there is no court precedent confirming the legality of 
such action. The amount of damages would be basically calculated based 
on the economic loss incurred by the investor. Generally, an investor as a 
plaintiff has the burden of proving his or her right to the damages sought in 
court proceedings.

If a securities offering is made through a public offering involving 
statutory disclosure documents such as securities registration statements 
or registered prospectuses, and those disclosure documents describe the 
products in question as shariah-compliant, and this constitutes a material 
misstatement or omission for the purpose of Japanese securities regula-
tions, special liabilities under the regulations would arise. In such situa-
tions, the issuer, its directors, underwriters and certain other parties might 
be liable to investors who acquired the products at the offering. The issuer 
would be held strictly liable for the misstatement or omission and the other 
parties would need to prove that they did not know of the misstatement or 
omission after exercising due care to avoid this liability. Also, the investor 
would benefit from a statutory presumption regarding the amount of dam-
ages the issuer would be required to pay. The issuer might be subject to 
criminal proceedings and an administrative surcharge as well.

14 Which courts, tribunals or other bodies have jurisdiction to 
hear Islamic finance disputes?

In Japan there is only one court system consisting of, among others, the 
Supreme Court of Japan, high courts and district courts. These courts 
have jurisdiction to hear Islamic finance disputes as well as conventional 
finance disputes.

Contracting concepts

15 Mudarabah – profit sharing partnership separating 
responsibility for capital investment and management.

A possible structure to implement a mudarabah transaction is a Japanese 
trust arrangement. In this framework, a settlor entrusts its asset to a trustee 
who manages it in accordance with the trust agreement. The beneficiary 
of the trust (who may or may not be the settlor) will receive profits gen-
erated from the trust asset, while losses will also be borne by the benefi-
ciary (unless there is any mismanagement by the trustee) as the value of 
the trust asset decreases. So long as the trust asset is properly segregated 
from the trustee’s own assets, the trust asset will not be included into the 
trustee’s bankruptcy estate in the case of the trustee’s bankruptcy (bank-
ruptcy remoteness). The beneficial interest of a trust may constitute a 
‘security’, which is subject to Japanese securities regulations. Only licensed 
trust companies and trust banks are qualified to conduct a trust business 
in Japan.

An anonymous partnership (TK) would be an alternative vehicle for 
the purpose of implementing a mudarabah transaction. In this arrange-
ment, an investor contributes its asset to an entrepreneur for the entrepre-
neur’s business, and the entrepreneur agrees to distribute a portion of the 
profits generated from the business to the investor in accordance with the 
TK agreement between them. On the other hand, losses will generally be 
borne by the investor only to the extent of its contributed asset. In a TK, 
only the entrepreneur will carry out the business while the investor has only 
limited control with respect to it. Unlike the trust arrangement as stated 
above, the investor’s interest in the assets contributed for a TK arrange-
ment will not be protected in the event of the bankruptcy of the entrepre-
neur and such asset will constitute part of the entrepreneur’s bankruptcy 
estate. TK entrepreneurs do not require trust licences. However, they 
might be subject to securities regulations depending on the activities they 
conduct. In addition, a TK interest would be deemed to be a security sub-
ject to securities regulations.
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16 Murabahah – cost plus profit agreement.
Murabahah transactions can be generally implemented under Japanese 
law. However, there is no special tax exemption applicable to murabahah 
transactions and thus taxes (such as consumption tax, registration tax 
and real estate acquisition tax, where applicable) may be charged for each 
transfer of the relevant assets.

In regard to financial regulations in Japan, those who implement mura-
bahah transactions may need to be registered under the Money Lending 
Business Act of Japan depending on the structure of the relevant trans-
actions (see question 8). Banks can conduct lending and deposit-taking 
businesses involving commodity murabahah to the extent the relevant 
transactions meet certain requirements under the applicable banking 
regulation guideline. Banks can also carry out lending equivalent activi-
ties utilising murabahah through their subsidiaries as a matter of Japanese 
banking regulations.

Creditors under murabahah transactions may take collateral to secure 
indebtedness arising therefrom.

Murabahah transactions with retail consumers may be subject to con-
sumer protection regulations under the Instalment Sales Act of Japan, if 
they involve certain goods and services as well as a certain method of pay-
ment. In such case, an IFI conducting a murabahah transaction must com-
ply with the various requirements of that act, including the duty to provide 
its customers with a written and detailed explanation of the various aspects 
of the transaction.

17 Musharakah – profit sharing joint venture partnership 
agreement.

Musharakah can be created through a partnership under the Japanese 
Civil Code. A partnership agreement is entered into among partners, and 
each will jointly make contributions to the business in accordance with the 
agreement. As opposed to a TK, each of the partners will be able to partici-
pate in the partnership’s business activities even though such power might 
be delegated to one or more managing partners with no specific formal-
ity requirement. Profits and losses would be shared among the partners in 
accordance with the provisions of the partnership agreement, which may 
or may not be proportionate to their contributions. Care should be taken in 
setting up a Civil Code partnership because each partner’s liability to cred-
itors of the partnership will be unlimited, which means that the creditors 
will have rights of recourse that extend beyond each partner’s contribution 
and to the partner’s individual assets if necessary.

An investment limited partnership (LPS) is an alternative structure 
that can be used to secure limited liability in relation to a transaction. An 
LPS is a partnership among one or more general partners and limited part-
ners, the purpose of which is to jointly make investments. Certain mat-
ters in relation to an LPS, such as scope of its business and the names and 
addresses of its general partners, must be registered with a Legal Affairs 
Bureau. The scope of business that an LPS can conduct is limited to certain 
investment activities such as acquisition of shares and monetary claims 
and thus this vehicle can be utilised for limited activities. As in the case 
of a Civil Code partnership, profits and losses would be shared among the 
partners in accordance with the provisions of the partnership agreement, 
which may or may not be proportionate to their contributions. However, 
limited partners of an LPS will enjoy limited liability and thus they will not 
incur losses beyond their contributions. Limited partners may not actively 
participate in the LPS’s business activities. On the other hand, general 
partners of an LPS, who have unlimited liability in relation to the claims of 
the LPS’s creditors, will have the full control over the LPS’s business.

Both Civil Code partnership interests and LPS interests will be deemed 
to be securities subject to Japanese securities regulations. In addition, 
financial institutions whose scope of permissible businesses is restricted 
might be prohibited from joining partnerships conducting businesses that 
are not permitted under applicable regulations. Also, ownership of voting 
shares in companies above a certain threshold by financial institutions (the 
current threshold is generally 5 per cent for banks) is restricted unless such 
ownership is permitted under a statutory exemption. Share ownership 
through partnerships or LPSs could be covered under an exemption if it 
meets certain requirements.

18 Ijarah – lease to own agreement.
Ijarah would constitute leasing transactions in Japan, and, in general, would 
be valid. At present, there is no law that specifically regulates the leasing 
industry. However, if, at the end of a leasing period, ownership of the leased 
asset is transferred to the lessee (ijarah wa iqtina), such a transaction may 

be subject to the Instalment Sales Act (one of Japan’s consumer protection 
laws) as in the case of murabahah (see question 16).

Banks may conduct certain types of leasing businesses under Japanese 
banking regulations, but the terms of such leases are strictly limited. Lease 
agreements entered into by banks should not contemplate a transfer of 
the leased assets to the lessee at the end of the lease term, which would 
prohibit banks from carrying out ijarah wa iqtina transactions. Therefore, 
ijarah transactions conducted by banks using a lease framework may not 
be flexible enough to accommodate various needs of customers. On the 
other hand, bank subsidiaries can carry out ijarah transactions subject 
to compliance with banking regulations as in the case of murabahah (see 
question 2).

19 Wadiah – safekeeping agreement.
Wadiah, if appropriately drafted, might be treated as bank deposits for the 
purpose of Japanese deposit insurance regime, although no such agree-
ments currently exist. However, Japanese banking regulations allow only 
licensed banks and similar organisations to conduct a deposit-taking busi-
ness. Therefore, wadiah transactions should generally only be carried out 
by licensed banks in Japan. In relation to deposited cash, it is generally 
understood that banks do not owe a fiduciary duty to depositors under 
Japanese law. Additionally, the possibility of making gifts (hibah) to deposi-
tors in lieu of interest has yet to be tested in Japan. Although it may not be 
impossible, such gifts may be limited in value to the maximum amount set 
by Japanese consumer protection law. As long as the gift’s payment is at the 
bank’s discretion, it would not be protected by Japanese deposit insurance.

Financial products designed under the concept of sharing risk and 
profit (ie, products whose principal amount cannot be guaranteed) are not 
contemplated to be covered by Japanese deposit insurance.

Products

20 Sukuk – Islamic securities. Have sukuk or other Islamic 
securities been structured and issued in your jurisdiction to 
comply with Islamic principles, such as the prohibition of 
interest?

We are not aware of any sukuk issuance publicly announced in Japan to 
date. However, as explained in question 3, amendments to the Japanese 
securitisation law and certain tax laws have accommodated the issu-
ance of sukuk al-ijarah (sukuk utilising a lease and sale-back structure) 
through the Japanese trust structure, which allows for profit distributions 
rather than interest payments. This framework is expected to be used not 
only by Japanese issuers but also by foreign issuers issuing sukuk in the 
Japanese market.

21 What is the legal position of sukuk holders in an insolvency 
or a restructuring? Are sukuk instruments viewed as equity 
or debt instruments? Have there been any court decisions or 
legislation declaring whether sukuk holders are deemed to 
own the underlying assets?

There is no court decision, legislation or official Japanese securitisation law 
guideline in Japan concerning or clarifying the legal position of holders of 
sukuk issued in accordance with Japanese securitisation law (J-sukuk) in the 
event of the insolvency or restructuring of the issuer. It is anticipated that 
many J-sukuk issuance schemes will be structured with the expectation 
that J-sukuk will be treated in the same manner as conventional bonds in 
the case of the issuer’s insolvency.

Generally, trust certificates tend to be seen as equity instruments in 
Japan. However, for the purpose of Japanese taxation, J-sukuk (although 
they are trust certificates) that are designed to meet certain requirements 
to be economically similar to conventional bonds would be treated as if 
they were debt instruments. In this way, tax neutrality with conventional 
bonds would be achieved. 

In Japan, it is understood that title to trust assets is held by the trustee 
as opposed to the beneficiaries (ie, investors), yet beneficiaries can benefit 
from the trust assets in accordance with the trust agreement even in the 
case of trustee’s bankruptcy (in other words, creditors of the trustee will 
have no recourse to the trust assets). As J-sukuk are based on Japanese trust 
principles, they should be treated in the same manner as explained above.
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22 Takaful – Islamic insurance. Are there any conventional 
cooperative or mutual insurance vehicles that are, or could be 
adapted to be, shariah-compliant?

It would be difficult to find an insurance vehicle suitable to undertake a 
takaful business under Japanese law because of Japanese insurance regula-
tions (see question 10).

23 Which lines of insurance are currently covered in the takaful 
market? Is takaful typically ceded to conventional reinsurers 
or is retakaful common in practice?

Currently, there is no takaful market within the Japanese insurance market. 
Conventional insurance is dominant in Japan.

Miscellaneous

24 What are the principal regulatory obstacles facing the Islamic 
finance industry in your jurisdiction?

Generally, businesses involving the purchase, sale or lease of certain goods 
or products (such as medical equipment and real estate) would be subject to 
registration and licensing requirements under sector-specific regulations. 
Those regulations would also apply when an IFI conducts murabahah or 
ijarah transactions. To facilitate the entry of Islamic finance into Japan, 
those financing transactions should be exempted from the registration and 
licensing requirements.

In addition, some people argue that new accounting standards need 
to be adopted in Japan, as Japan’s current accounting standards are not 
entirely appropriate for shariah-compliant transactions.

25 In what circumstances may shariah law become the governing 
law for a contract or a dispute? Have there been any recent 
notable cases on jurisdictional issues, the applicability of 
shariah or the conflict of shariah and local law relevant to the 
finance sector?

There is currently no judgment by a Japanese court addressing whether 
shariah law would be the appropriate governing law for a contract made 
in Japan or a dispute arising in Japan. However, in light of Japanese civil 
procedure, it is unlikely that general shariah principles (which are not the 
law of any specific country) would be recognised as the governing law for 
a contract or a dispute under Japanese conflict-of-laws rules even if the 
parties to the relevant contract so designate.

26 Are there any special considerations for the takeover of an 
Islamic financial institution, outside the requirements of the 
general merger control regime?

Although there is no precedent in this regard, there would not be any 
special considerations for the takeover of an Islamic financial institution 
outside the requirements of the general merger control regime as a matter 
of Japanese law.

27 Are there any notable features of the Islamic finance regime 
and markets for Islamic finance products in your jurisdiction 
not covered above?

Recently, Japanese financial institutions have become more and more 
active in the global Islamic finance market. It is reported that several 
Japanese financial institutions have successfully arranged Islamic credit 
facilities and other types of shariah-compliant products in the markets 
particularly in Asia and the Middle East. It is highly expected that they 
will accumulate experience in offering shariah-compliant products and, 
with such accumulated experience, will be able to better assist foreign and 
Japanese market players interested in Islamic finance in the near future.

Update and trends

Following an amendment to a banking regulation guideline in 2015 
that allowed Japanese banks themselves (not merely through their 
subsidiaries and affiliates) to offer certain types of shariah-compliant 
banking products, an amendment to the law took place in 2016 
that allows Japan Bank for International Cooperation (JBIC) to 
add Islamic financial products to its product line. Considering the 
presence of Japanese banks as well as JBIC all over the world, we can 
expect to see shariah-compliant transactions conducted by those 
Japanese financial institutions in the near future.
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Overview

1 In general terms, what policy has your jurisdiction adopted 
towards Islamic finance? Are Islamic finance products 
regulated differently from conventional instruments? What 
has been the legislative approach?

Kazakhstan is the first country in the post-Soviet region that introduced 
Islamic finance legislation in 2009. Since then, the government has 
announced that it intends to make Kazakhstan an Islamic finance hub for 
the Commonwealth of Independent States (CIS) and Central Asia, and in 
this regard, adopted further legislation to develop Islamic finance activi-
ties in 2011 and 2015. Currently, there is one fully fledged Islamic bank 
in Kazakhstan (Al Hilal Bank, owned by the government of the UAE), 
the assets of which represented (as at 2014) 0.09 per cent of all assets of 
the banking sector of Kazakhstan. In addition, an Islamic leasing (ijarah) 
company (Kazakhstan Ijara Company) and an Islamic mutual insurance 
company (Mutual Insurance Company Takaful) are present in Kazakhstan. 
In 2012 the government-owned Development Bank of Kazakhstan issued 
Islamic securities (sukuk al-murabahah).

Islamic finance products are not regulated any differently from con-
ventional instruments, that is, Islamic finance products are regulated by 
the general banking, securities and other legislation that apply to conven-
tional instruments. For example, the general approved minimum bank 
capital requirements apply to all banks in Kazakhstan, including Islamic 
banks. Also, Islamic and conventional financial institutions are regulated 
by a single regulatory authority, the National Bank of the Republic of 
Kazakhstan (NBK). Further, the government purports to provide a level 
playing field for Islamic finance products, including apply equal tax treat-
ment to Islamic and conventional products.

Although Kazakhstan has taken significant measures to develop 
shariah-compliant finance activities, there is no unified Islamic finance 
law in Kazakhstan. The legislative approach applied to date has been to 
amend the existing legislation to accommodate Islamic finance without 
adopting any specific, single Islamic finance law. However, there have been 
announcements in the media that Kazakhstan may adopt a single Islamic 
banking law. The prospects and the time frame for the adoption of such 
single Islamic banking law are unclear.

2 How well established is Islamic finance in your jurisdiction? 
Are Islamic windows permitted in your jurisdiction?

Islamic finance in Kazakhstan is in the early stage of its development and 
Islamic products are used rarely. The main problems behind this are per-
ceived to be lack of appropriately trained and qualified staff, insufficient 
awareness among businesses and the population of Islamic products, 
certain legislative hurdles (eg, because Kazakhstan is a civil law system, 
there are difficulties in adapting each specific Islamic finance product into 
legislation, there is no specific tax treatment of Islamic products, deposits 
with Islamic banks are not guaranteed by the state and Islamic windows 
are prohibited).

Islamic windows are not permitted in Kazakhstan, so conventional 
banks may not establish Islamic windows. Therefore the main financier in 
the market is Al Hilal Bank, which is a fully fledged Islamic bank. However, 
under the May 2015 legislative changes, general corporates (in addition 
to Islamic banks) are allowed to engage in ijarah. Also, the May 2015 leg-
islative changes provide a legal basis for the establishment of Islamic 

insurance and reinsurance firms. Accordingly, it is hoped that there will be 
more financiers in the market in addition to Al Hilal Bank.

Sovereign wealth funds from Islamic countries are not particularly 
active in Kazakhstan and Islamic funds and other Islamic products by for-
eign financial institutions are uncommon in Kazakhstan.

Kazakhstani law prohibits Islamic financiers (such as Islamic banks 
and Islamic insurance firms) from financing or investing in activities pro-
hibited under shariah, including activities related to production or trade in 
tobacco, alcohol, weapons, etc.

There has been one listing of Islamic securities on the Kazakhstani 
Stock Exchange (KASE), namely, 240 million Malaysian ringgit, 5.5 per cent 
sukuk al-murabahah issued by the Development Bank of Kazakhstan, under 
its 1,500 million Malaysian ringgit Islamic Medium Term Note Programme.

3 What is the main legislation relevant to Islamic banking, 
capital markets and insurance?

As mentioned, Kazakhstan does not have any specific Islamic finance law 
and Islamic finance activities are regulated by the general banking, securi-
ties, insurance and other relevant legislation. Generally, the government 
purports to treat Islamic products equally with their corresponding con-
ventional products so that there is a level playing field for Islamic finance.

For example, from a tax perspective, a number of operations of an 
Islamic bank (including the taking of investment deposits and granting of 
interest-free loans) are exempt from VAT (which is similar to VAT treat-
ment of regular banks in Kazakhstan). The VAT exemption also applies 
to a mark-up charged by an Islamic bank in the course of trade-financing 
activities. Notwithstanding the government’s efforts to treat Islamic and 
conventional products equally, certain issues still arise in practice. For 
example, because there is no specific tax regulation of Islamic products, 
there are uncertainties with respect to taxation of certain structured 
Islamic products.

Because Islamic insurance (takaful) became regulated and spe-
cifically recognised under Kazakhstani law only recently (in May 2015), 
there are no specific laws or regulations yet relating to risk management, 
liquidity, accounting practices, etc, with respect to Islamic insurance. It is 
expected that those regulations will be adopted by the NBK in the future. 
Also, no Islamic insurance or reinsurance firms have been established yet 
in Kazakhstan.

Supervision

4 Which are the principal authorities charged with the oversight 
of banking, capital markets and insurance products?

The principal authority charged with the oversight of banking, capital mar-
kets and insurance products is the NBK. There is no specific supervisory 
authority for Islamic financial institutions (IFIs) and IFIs are regulated by 
the NBK (along with conventional financial institutions).

5 Identify any notable guidance, policy statements or 
regulations issued by the regulators or other authorities 
specifically relevant to Islamic finance.

On 29 March 2012 the government approved the Roadmap of the 
Development of Islamic Finance until 2020, which provides for measures 
for the development of Islamic finance activities in Kazakhstan such as 
further legislative changes, cooperation with international Islamic finan-
cial organisations (IFSB, ILMC, etc), encouraging the issuance of Islamic 
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securities by state-owned companies, creation of conditions for establish-
ment of Islamic banks, etc.

On 27 August 2014 the government approved the Concept of 
Development of the Financial Sector of Kazakhstan until 2030, which, 
among other things, considers problems for the development of Islamic 
finance and discusses legislative reforms in this regard (eg, legislative 
changes to deal with taxation of Islamic finance services).

Earlier this year, the government and the NBK adopted a joint action 
plan for the creation and development of the new financial centre in 
Kazakhstan, the Astana International Financial Centre. The new financial 
centre will be based on the model of the Dubai International Financial 
Centre and under the plan will become a financial centre (including for 
Islamic finance) for Central Asia, the Eurasian Economic Union, the 
Middle East and Europe.

6 Is there a central authority responsible for ensuring that 
transactions or products are shariah-compliant? Are IFIs 
required to set up shariah supervisory boards? May third 
parties, related parties or fund sponsors provide supervisory 
board services or must the board be internal?

Kazakhstan does not have a central authority responsible for ensuring that 
transactions or products are shariah-compliant. There is no single shariah 
supervisory board in Kazakhstan.

Foreign IFIs are not regulated by Kazakhstani law and are not required 
to set up shariah supervisory boards. Foreign entities that have subsidiaries 
in Kazakhstan should ensure, however, that such subsidiaries comply 
with certain requirements, including the requirement to establish an 
internal Council on Islamic Finance Principles (Council). For example, 
Kazakhstani Islamic banks, Islamic insurance and reinsurance firms and 
companies engaged in ijarah are required to have the Council. The Council 
is an internal body appointed by the general shareholders’ meeting of the 
relevant IFI upon recommendation of its board of directors. All Islamic 
finance transactions of the relevant IFI should be reviewed and approved 
by the Council for their compliance with Islamic finance principles. 

Third parties, related parties or fund sponsors may not provide super-
visory board services and the Council should be internal. There is one 
exception to this rule, namely a company engaged in Islamic leasing is 
allowed not to have an internal Council and engage instead a third-party 
independent adviser to confirm compliance of the relevant transaction 
with Islamic finance principles. The company may engage a third-party 
adviser in certain cases provided in the NBK regulations (which have not 
yet been adopted) if such adviser complies with certain requirements of 
the NBK (which also have not yet been adopted). (The relevant NBK regu-
lations have not yet been adopted because the above-discussed rules were 
implemented into legislation only in May 2015.)

7 Do members of an institution’s shariah supervisory 
board require regulatory approval? Are there any other 
requirements for supervisory board members?

Members of the Council do not require any regulatory approval in 
Kazakhstan. However, internal corporate documents (eg, the charter) of 
the relevant Kazakhstani IFIs should contain specific requirements for the 
members of the Council.

8 What are the requirements for Islamic banks to be authorised 
to carry out business in your jurisdiction?

It is prohibited in Kazakhstan to provide regulated banking activities with-
out an appropriate financial services licence from the NBK. Therefore, for 
an Islamic bank to be authorised to carry out business in Kazakhstan, such 
Islamic bank must obtain an Islamic banking licence from the NBK. Only 
entities incorporated in Kazakhstan and organised in the form of joint-
stock companies may obtain such licence. Foreign entities are not eligible, 
therefore, for such licence and would need to establish a new bank (or 
acquiring an existing bank) in Kazakhstan in order to carry out business 
in Kazakhstan.

The process of obtaining the licence from the NBK is the same for 
Islamic banks and traditional banks. In order to obtain a licence, an Islamic 
bank must submit to the NBK an application and certain documents 
(documents about the proposed managerial staff of the bank, regulations on 
the internal audit service, credit committee, etc). A newly created Islamic 
bank should apply for a licence within one year after its incorporation 
and implement certain preparatory measures before applying (eg, hiring 
qualified personnel, preparing offices and technical equipment).

As with conventional banks, Islamic banks must comply with certain 
minimum capitalisation requirements. There is a single set of capitalisation 
requirements for Islamic banks and conventional banks. Thus a newly 
established Islamic bank must have a charter capital of not less than 
5  billion tenge, which must be paid in cash. In addition, an Islamic bank 
must have an eligible regulatory capital (generally in line with Basel capital 
requirements) of 10 billion tenge. This amount will be gradually increased 
from 2016 to constitute 100 billion tenge on 1 January 2019. However, a 
proposal has been made by the government and NBK that Islamic banks 
registered in the new Astana International Financial Centre will be subject 
to the flat 5 billion tenge regulatory capital requirement during the first five 
years of their registration in the centre. This proposal is under discussion 
and has not yet been implemented into the legislation.

9 May foreign institutions offer Islamic banking and capital 
markets services in your jurisdiction? Under what conditions?

Foreign institutions are not allowed to offer regulated Islamic banking and 
capital markets services in Kazakhstan. Passporting or establishment of 
foreign branches is prohibited. Foreign institutions would need to estab-
lish a new bank (or acquire an existing bank) in Kazakhstan in order to 
be able to offer regulated Islamic banking and capital markets services 
in Kazakhstan.

In order to establish a local bank, a foreign institution should obtain the 
consent of the NBK (this consent requirement is in addition to the licensing 
requirement discussed in question 8). If a foreign institution acquires an 
existing bank in Kazakhstan, then the foreign institution should obtain the 
consent of the NBK if it acquires 10 per cent or more of the voting shares 
of the bank.

Whether a foreign institution establishes a new bank or acquires an 
existing bank, the foreign institution must comply with certain foreign 
ownership and minimum rating requirements. For example, institutions 
registered in certain offshore zones (the British Virgin Islands, the Cayman 
Islands, the Philippines, etc) generally are prohibited from holding directly 
or indirectly any voting shares in a bank (including an Islamic bank). In 
addition, a foreign institution must have a minimum credit rating (cur-
rently BBB from Standard & Poor’s or equivalent) in order to hold 10 per 
cent or more of the voting shares of the bank. Also, a foreign institution 
that intends to hold 25 per cent or more voting shares of the bank must be 
subject to consolidated supervision in its home country. Establishment of a 
new bank generally does not require a merger control clearance, however, 
acquisition of an existing bank may require such antitrust clearance if cer-
tain thresholds are met. 

Certain minimum capitalisation requirements will also apply, as dis-
cussed in more detail in question 8.

10 What are the requirements for takaful and retakaful operators 
to gain admission to do business in your jurisdiction?

Takaful and reinsurance (retakaful) activity has not been regulated in any 
way in Kazakhstan until the May 2015 legislative changes. Pursuant to such 
legislative changes, carrying out contracts of Islamic insurance and rein-
surance is a regulated activity and requires a licence from the NBK. Thus, 
as with the Islamic banking activity, takaful and retakaful operators must 
obtain a licence from the NBK in order to carry out Islamic insurance activ-
ity in Kazakhstan.

Similar to Islamic banks, only Kazakhstani incorporated joint-stock 
companies may obtain such NBK licence. Thus, foreign institutions are not 
eligible for the licence and would need to establish a new entity (or acquire 
an existing entity) in Kazakhstan in order to carry out insurance business 
in Kazakhstan.

Takaful and retakaful operators must comply with certain capitalisa-
tion requirements. Such capitalisation requirements have yet to be deter-
mined by the NBK in furtherance of the May 2015 legislative changes.

11 How can foreign takaful operators become admitted? Can 
foreign takaful or retakaful operators carry out business in 
your jurisdiction as non-admitted insurers? Is fronting a 
possibility?

As discussed above, foreign institutions are not allowed to provide regulated 
services in Kazakhstan, including Islamic insurance services. Foreign 
branches are not allowed in Kazakhstan and takaful or retakaful operators 
cannot carry out business in Kazakhstan as non-admitted insurers. Fronting 
is not a possibility under Kazakhstani law.
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Accordingly, foreign entities may carry out insurance activity in 
Kazakhstan through a subsidiary in Kazakhstan. The establishment of a 
new subsidiary or acquisition of an existing entity generally is subject to 
the same requirements as for the establishment and acquisition of Islamic 
banks (see question 9).

Capitalisation requirements for takaful and retakaful operators have 
not been determined by the NBK yet (see question 10).

12 Are there any specific disclosure or reporting requirements 
for takaful, sukuk and Islamic funds?

There are no specific disclosure or reporting requirements for takaful, 
sukuk or Islamic funds that would be different from or in addition to cor-
responding requirements applicable to traditional products.

13 What are the sanctions and remedies available when products 
have been falsely marketed as shariah-compliant?

Kazakhstani law does not provide any specific sanctions or remedies for an 
investor when products have been falsely marketed as shariah-compliant. 
Accordingly, general remedies under the Civil Code would apply and the 
investor would have the right to seek compensation of damages and in the 
case of fraud, setting aside a contract and compensation of damages. In 
addition, depending on the terms of the contract, an investor may have 
the right to call an event of default, accelerate outstanding amounts and 
require payment of financial sanctions.

From the issuer’s perspective, the issuer may be held administratively 
liable for false public advertisement of products in the form of financial 
penalties (of up to approximately US$1,071). In addition, in certain aggra-
vated cases (eg, where the issuer’s officer intentionally included false 
information into offering documents), the relevant issuer’s officer may be 
held criminally liable in the form of financial penalties, correction works 
or arrest with or without temporary deprivation of the right to hold certain 
managerial positions.

14 Which courts, tribunals or other bodies have jurisdiction to 
hear Islamic finance disputes?

There are no specific courts, tribunals or other bodies that have jurisdiction 
to hear Islamic finance disputes. Islamic finance disputes (along with other 
general commercial disputes) involving Kazakhstani respondents are sub-
ject to the jurisdiction of Kazakhstani state courts, unless otherwise agreed 
by the parties. In this regard, Islamic finance disputes are arbitrable and 
may be referred to the jurisdiction of Kazakhstani or international arbitra-
tion by an agreement of the parties.

Contracting concepts

15 Mudarabah – profit sharing partnership separating 
responsibility for capital investment and management.

Mudarabah is a contractual arrangement between an investor (rab-al-
mal) and a manager (mudarib) under which the investor provides capital 
for professional management of the manager. The manager invests (on a 
trust management basis) capital into shariah-compliant instruments and 
receives a fee for providing its expertise in the form of a portion of profits 
earned from investments.

Mudarabah is a basis for investment deposits offered by Islamic banks. 
Under Kazakhstani law, in an investment deposit product the manager 
(Islamic bank) does not bear any loss attributable to invested capital unless 
losses arose because of the manager’s fault or misconduct. Thus financial 
losses are attributable to the investor (depositor) whose total liability is lim-
ited to the amount of money contributed to the investment deposit. Profits 
are shared in accordance with a pre-agreed ratio.

Investment deposits made with Islamic banks are not insured by the 
mandatory deposit insurance organisation that insures (subject to cer-
tain limits and conditions) deposits of individuals in regular commercial 
banks. Thus, unlike depositors of regular commercial banks, depositors of 
Islamic banks do not receive any statutory protection. This is perceived to 
be a substantial disadvantage of depositors of Islamic banks as compared 
with depositors of regular commercial banks. However, Islamic banks are 
entitled to create their own organisation for protection of deposits made 
with Islamic banks. Currently, no such organisation exists in Kazakhstan.

16 Murabahah – cost plus profit agreement.
Murabahah is specifically recognised under Kazakhstani law. Under this 
trade financing method, an Islamic bank may buy an asset (based on a 
description provided by the customer) and then resell it to the customer at 
an agreed marked-up price. The marked-up price would be payable to the 
bank by the customer on a deferred basis, while goods would be delivered 
to the customer on an immediate delivery basis. In this transaction, the 
bank would become the owner of assets (for as long as the assets are resold 
to the customer), which generally is impermissible for regular commercial 
banks under Kazakhstani law.

Because murabahah is considered to be akin to a loan, its tax treatment 
is similar to the tax treatment of regular bank loan transactions. In particu-
lar, as interest in bank loan transactions, the mark-up paid by the customer 
would be tax-deductible for the customer. At the Islamic bank’s end the 
mark-up would be subject to corporate income tax, but would be exempt 
from VAT.

Kazakhstani law specifically allows an Islamic bank to ask for collat-
eral, namely, the customer’s deferred payment obligation to the bank may 
be secured by a pledge of cash or other property.

Murabahah may also be used to finance the production of goods that 
will be created in the future. In such case, a specific approval of the Islamic 
bank’s Council is necessary.

In addition to murabahah, Kazakhstani law expressly recognises a 
reverse murabahah or tawarruq transaction, which allows the Islamic bank 
to provide cash financing to the customer. This transaction is similar to 
murabahah in that the bank buys assets and resells them to the customer at 
an agreed marked-up price, which is payable by the customer on a deferred 
basis. However, unlike murabahah, in this transaction the customer resells 
the asset received from the bank to a third-party buyer. Thus, at the end of 
the transaction, the customer receives cash from the third-party buyer and 
has a deferred payment obligation to the Islamic bank equal to the agreed 
marked-up price. As with murabahah, the mark-up charge by the Islamic 
bank in this transaction is exempt from VAT.

17 Musharakah – profit sharing joint venture partnership 
agreement.

An Islamic bank may finance business activities on the basis of the part-
nership contract or by way of acquiring shares in a legal entity. The bank 
and customer provide financing in agreed proportions and generally share 
losses and profits of the project in proportion to their investment. Thus 
musharakah is used for joint venture financing of the project and unlike 
mudarabah, where capital is provided by one party only (customer), in 
musharakah both parties provide capital and both parties share losses. 
Profits are shared between participants based upon actual results of the 
partnership’s activity and cannot be fixed.

There are no regulations under Kazakhstani law as to whether floating 
rates of return can be linked to the borrower’s profits. Therefore this should 
be permissible under Kazakhstani law as long as it does not contravene 
shariah principles.

In addition, there are no specific formalities for the appointment of a 
managing partner of the partnership and no specific rules regarding fair 
and equal treatment of partners (shareholders). Under Kazakhstani law, a 
partner (shareholder) does not owe any particular duty to the other partner 
(shareholder) in terms of fair and equal treatment, abuse of its dominant 
position, etc.

18 Ijarah – lease to own agreement.
Ijarah, a shariah-compliant lease, is a hybrid between a conventional 
operating lease and finance (capital) lease. Under Kazakhstani law, in this 
transaction, certain ownership risks, such as the obligation to insure and 
undertake major maintenance of the leased asset, remain with the lessor. 
In addition, if the lessee is unable to use the leased asset (eg, owing to its 
destruction), the lessee would not be responsible for the payment of the 
lease rental payments. Also, under Kazakhstani law, ijarah may not provide 
for the transfer of the ownership of the leased asset to the lessee; the own-
ership may be transferred to the lessee only after the lessee has performed 
all its obligations under the ijarah transaction on the basis of a separate 
agreement with the lessor (owner). The lessee’s obligation to pay lease 
rental payments may be secured by pledge or mortgage.

Islamic banks and general corporations may carry out ijarah financ-
ing. This type of financing is not of itself licensable and may be carried out 
by Islamic banks (on the basis of their general Islamic banking licence) 
and corporations without any specific licence. If ijarah is carried out by 
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corporations, such corporations must comply with certain requirements 
such as the requirement to have the Council, account for profits and 
expenses from ijarah financing separately from profits and expenses from 
other activities, etc.

19 Wadiah – safekeeping agreement.
Wadiah, safe custody of assets, is not specifically recognised under 
Kazakhstani law.

Products

20 Sukuk – Islamic securities. Have sukuk or other Islamic 
securities been structured and issued in your jurisdiction to 
comply with Islamic principles, such as the prohibition of 
interest?

As discussed above, in 2012, the state-owned Development Bank of 
Kazakhstan issued five-year 240 million Malaysian ringgit Islamic medium 
term notes under its newly established 1.5 billion Malaysian ringgit Islamic 
Medium Term Note Programme. The notes were issued in the form of 
sukuk al-murabahah under Malaysian law and were listed on the KASE. The 
investors to the notes were Kazakh and Malaysian investors.

This transaction represents the first-ever sukuk issue from the former 
Soviet Union region and the first transaction from the CIS to tap into the 
Malaysian debt market. The transaction follows the legislation adopted 
earlier in Kazakhstan to specifically recognise sukuk.

In addition, the NBK announced in the media in 2015 that the Ministry 
of Finance of Kazakhstan may issue sovereign sukuk. The timing, amount 
or prospects of such issuance are unclear yet. Currently, under Kazakhstani 
law the government (through the Ministry of Finance) is authorised to 
issue Islamic securities (sukuk al-ijarah).

21 What is the legal position of sukuk holders in an insolvency 
or a restructuring? Are sukuk instruments viewed as equity 
or debt instruments? Have there been any court decisions or 
legislation declaring whether sukuk holders are deemed to 
own the underlying assets?

Kazakhstani bankruptcy and restructuring legislation does not contain any 
specific rules with respect to the treatment of sukuk holders in insolvency 
or restructuring proceedings involving the issuer. Accordingly, sukuk 
holders generally should be treated the same as conventional bondholders 
and would have a claim against the insolvent issuer with respect to the 
outstanding amount of instruments. Such claim in most cases would rank 
in the fourth order of priority (general unsecured claim) and would be 
satisfied after the first, second and third priority claims have been paid in 
full (eg, employment claims, IP claims, claims secured by pledge of the 
debtor’s property, taxes, etc).

Sukuk can be structured in different ways. In terms of risks, asset-
backed sukuk instruments would be viewed as closer to equity because 
sukuk holders own (through the SPV) the underlying assets and do not have 
recourse against the originator in the case of default. Asset-based sukuk, 
on the other hand, would be considered to be more akin to debt instru-
ments because sukuk holders do not have any claim on underlying assets 
(ie, underlying assets are not used as collateral), but would have recourse 
to the originator in the case of shortfall of payments.

From a practical perspective, the 2012 sukuk al-murabahah issued by 
the Development Bank of Kazakhstan (which is the only sukuk issuance in 
Kazakhstan to date) are classified as debt instruments (financial liability) 
for accounting purposes.

There have been no court decisions or additional legislative guidance 
(regulatory clarifications, comments, etc) on whether sukuk holders are 
deemed to own the underlying assets.

22 Takaful – Islamic insurance. Are there any conventional 
cooperative or mutual insurance vehicles that are, or could be 
adapted to be, shariah-compliant?

Mutual insurance companies may be adopted to be shariah-compliant 
insurance firms.

According to the NBK, currently, there are 107 mutual insurance 
companies registered in Kazakhstan. One of them is an Islamic mutual 
insurance company (Mutual Insurance Company Halal Insurance), which 
potentially may be converted into a full-service Islamic insurance firm. 
As already discussed, in 2015 Kazakhstan adopted legislative changes to 
specifically permit the activity of Islamic insurance firms. Thus Mutual 

Insurance Company Halal Insurance could potentially be adopted to be an 
Islamic insurance firm.

Currently, Mutual Insurance Company Halal Insurance offers certain 
limited products (eg, casualty insurance, medical insurance, etc). The 
company is prohibited by law from offering mandatory insurance products 
(except mandatory insurance in plant growing) and liability insurance. Thus, 
if the company is adapted to be an Islamic insurance firm, the company 
would be able to offer additional products, which currently the company 
may not provide as a matter of law.

In order to become an Islamic insurance firm, however, the company 
would need to obtain a licence from the NBK (currently, the activity of a 
mutual insurance company is not licensable) and comply with significant 
capital requirements. In addition, after obtaining an Islamic insurance 
licence, the company must comply on an ongoing basis with prudential 
requirements (liquidity, diversification, etc) and there will be certain foreign 
shareholding restrictions (eg, legal entities registered in certain offshore 
zones may not directly or indirectly hold any voting shares in insurance 
firms), which currently do not apply to the company. Thus conversion of the 
company to an Islamic insurance firm would require significant investments 
and compliance efforts and costs.

23 Which lines of insurance are currently covered in the takaful 
market? Is takaful typically ceded to conventional reinsurers 
or is retakaful common in practice?

As discussed above, there are no Islamic insurance or reinsurance firms 
in Kazakhstan yet. There is only Mutual Insurance Company Halal 
Insurance that offers limited types of insurance such as casualty and medi-
cal insurance.

Mutual insurance companies are prohibited from reinsuring their risks 
in whole or in part with local or foreign reinsurers.

Miscellaneous

24 What are the principal regulatory obstacles facing the Islamic 
finance industry in your jurisdiction?

As mentioned above, Islamic finance is in the early stage of development 
in Kazakhstan. The legal framework for Islamic finance was first intro-
duced in 2009 and the legislation regulates general, basic issues relevant 
to Islamic finance. In most cases, the legislation does not provide any sig-
nificant detail with respect to specific Islamic finance products.

The principal regulatory obstacles facing the Islamic finance indus-
try in Kazakhstan include an absence of a unified Islamic finance law, no 
special tax treatment of Islamic finance products, prohibition of Islamic 
windows for conventional banks, no statutory protection of depositors of 
Islamic banks, etc. Also, there is no mechanism under existing law for con-
version of a conventional bank into an Islamic bank, which is a major obsta-
cle for conventional banks wishing to change their conventional banking 
licence to an Islamic banking licence.

In addition to regulatory obstacles, there are certain other issues, 
such as a lack of appropriately trained staff, insufficient awareness among 
potential customers of Islamic products, non-compliance with Islamic 
finance principles, etc.

We understand that the government and NBK are working to deal with 
these issues. 

25 In what circumstances may shariah law become the governing 
law for a contract or a dispute? Have there been any recent 
notable cases on jurisdictional issues, the applicability of 
shariah or the conflict of shariah and local law relevant to the 
finance sector?

Under article 1112 of the Civil Code of Kazakhstan, a contract may be gov-
erned by the law of a country chosen by an agreement of the parties. Thus, 
under article 1112 of the Civil Code, the governing law of a contract must 
belong to a particular country. Because shariah law is not a system of law 
belonging to a particular country, shariah law may not become the govern-
ing law for a contract under Kazakhstani law.

There have been no cases in Kazakhstan on jurisdictional issues, 
applicability of shariah or conflict of shariah and local law relevant to the 
finance sector.
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26 Are there any special considerations for the takeover of an 
Islamic financial institution, outside the requirements of the 
general merger control regime?

Kazakhstan does not have any special rules for the takeover of an IFI. 
Thus general rules applicable to the takeover of a conventional financial 
institution apply, including merger control regime, the minimum rating 
requirement and requirement to obtain prior consent of the NBK, etc. (For 
more information, see question 9.)

27 Are there any notable features of the Islamic finance regime 
and markets for Islamic finance products in your jurisdiction 
not covered above?

Not applicable.
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Malaysia
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Overview

1 In general terms, what policy has your jurisdiction adopted 
towards Islamic finance? Are Islamic finance products 
regulated differently from conventional instruments? What 
has been the legislative approach?

Malaysia has always recognised that the country applies a dual financial 
system whereby conventional and Islamic banking coexist and run parallel 
to one another within the national financial system.

Islamic finance products are regulated differently from conventional 
instruments especially as the Islamic Financial Services Act 2013 (IFSA) 
requires Islamic finance products to be vetted through and approved by 
shariah scholars under a highly regulated governance framework.

The legislative approach in Malaysia has introduced a separate, parallel 
set of Islamic financial services law – namely the IFSA, as counterpart to the 
Financial Services Act 2013 (FSA), which regulates conventional banking 
and insurance generally. The IFSA operates comparably to the FSA regime 
but is able to address the specificities of Islamic banking and takaful.

The FSA provides for the regulation and supervision of financial insti-
tutions, payment systems and other relevant entities, and the oversight 
of the money market and foreign exchange market. The FSA’s principal 
regulatory objective is to promote financial stability by fostering, among 
other things, the safety and soundness of financial institutions, the integ-
rity of the money market and foreign exchange market, business conduct 
of financial institutions, and consumer protection.

The impact of the FSA is threefold. First, it has retained a number 
of provisions from the repealed acts (namely the Banking and Financial 
Institutions Act 1989, Insurance Act 1996, Payment Systems Act 2003 and 
Exchange Control Act 1953), including those relating to:
• secrecy;
• payment systems;
• procedural requirements of insurance business; and
• fit and proper requirements of a chairman, director, CEO or senior officer.

Second, the FSA has introduced provisions providing for:
• control and oversight over financial holding companies;
• expanded reporting obligations for auditors;
• stricter requirements governing business conduct and consumer  

protection;
• enhanced powers of intervention of the Central Bank (Bank Negara 

Malaysia (BNM));
• increased corporate governance requirements; and
• the concept of ‘consumer insurance contracts’.

Last, the FSA has redefined existing provisions, including those relating to:
• the recategorisation of types of businesses;
• the definition of ‘deposit’;
• prudential requirements;
• interest in shares; and
• the definition of ‘control’.

The introduction of the FSA may be described as an evolution rather than 
a revolution of the financial regulatory system in Malaysia as it marks a 
gradual shift away from the laissez-faire and self-regulatory approach 
of the previous regime towards one of increased regulation and corpo-
rate accountability.

The IFSA is an omnibus legislation that consolidates and repeals the 
Islamic Banking Act 1983 (IBA) and the Takaful Act 1984. It also introduces 
significant provisions for the Islamic finance industry, regulating Islamic 
financial institutions (IFIs), the Islamic money market, the Islamic foreign 
exchange market, Islamic payment systems and instruments and financial 
holding companies. In addition, the Minister of Finance with the recom-
mendation of BNM may prescribe a business or activity or a person that 
engages in Islamic financial intermediation and therefore bring them 
within the IFSA’s purview.

One of the IFSA’s principal regulatory objectives, like the FSA, is to 
promote financial stability. The provisions of both pieces of legislation in 
the key areas, namely corporate governance, prudential requirements, 
transparency of operations, consumer protection and BNM’s powers to 
ensure compliance, are therefore largely identical.

The IFSA’s other stated objective is to promote compliance with shariah. 
To achieve this it entrenches BNM’s role as shariah regulator, imposes 
stringent requirements on shariah governance mechanisms and caters 
to the specificities of Islamic financial products and operations based on 
various types of shariah contracts. BNM also intends the IFSA to strengthen 
the foundations for end-to-end shariah governance and compliance, to 
support the effective and end-to-end application of Islamic contracts in 
the offering of Islamic financial products and services (from the stage of 
entering into a contract up to the dissolution of a failed IFI), to align legal 
and regulatory principles with shariah precepts and to promote greater legal 
and operational certainty.

In these respects, the IFSA significantly reflects the recommendations 
of international shariah, prudential and governance standards for Islamic 
finance. The salient changes brought about by the FSA are similarly pro-
vided for in the IFSA and regard:
• control and oversight over financial holding companies;
• imposition of prudential requirements;
• criteria in relation to shareholder suitability;
• statutory duty on the board of directors to oversee the effective design 

and implementation of a sound controlled environment;
• increase of directors’ duties and responsibilities;
• revamp of the definition of ‘Islamic deposit’;
• restrictions on payment of dividends;
• protection of consumer rights in policies, business conduct 

and contracts;
• greater enforcement and preventive measures against financial crimes;
• expanded reporting obligations for auditors; and
• limited provision for exemption: ministerial exemptions require rec-

ommendation by BNM and must be in line with the objectives of the 
FSA/IFSA and all related legislation.

The main distinction between the FSA and IFSA lies in the IFSA’s extensive 
requirements on shariah governance and ensuring shariah compliance in 
its Part IV: Shariah Requirements. The IFSA statutorily enforces manage-
ment of shariah non-compliance risk and requires IFIs to ensure that their 
aims, operations, business, affairs and activities are in compliance with 
shariah at all times. Specifically, the IFSA:
• entrenches the role of BNM as a shariah regulator;
• embeds shariah principles and BNM Shariah Advisory Council’s 

rulings into the law;
• strengthens shariah governance and compliance requirements;
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• makes it an offence for IFIs to carry on shariah non-compliant activities 
and imposes heavier requirements in relation to shariah-compliance 
matters; and

• gives BNM wide powers to assess, intervene, direct and penalise IFIs 
in relation to offences and breach of IFSA provisions.

2 How well established is Islamic finance in your jurisdiction? 
Are Islamic windows permitted in your jurisdiction?

Islamic finance in Malaysia is very well established – according to BNM 
statistics it constitutes more than 20 per cent of the total assets held by 
the banking system in the country. Islamic windows are legally permitted; 
however, as a matter of policy, conventional banking groups are encour-
aged to establish a separate Islamic banking subsidiary operating under a 
separate Islamic banking licence.

It is common for conventional banking groups to set up Islamic win-
dows that eventually are converted into separate Islamic banking subsidi-
aries. Purely Islamic institutions and conventional institutions with Islamic 
windows have both been active financiers in the market.

The approximate size of the Islamic banking market share at May 
2016 was:

Value (billion ringgit) Market share %

Assets 550.822 23.79

Financing 404.594 28.04

Deposits 404.995 24.5

Although several sovereign wealth funds such as Tabung Haji (Pilgrimage 
Fund), Khazanah Nasional, Employees Provident Fund and Perbadanan 
Nasional Berhad are known to be active supporters of Islamic financial 
services, the market audience is far-reaching and all-encompassing, 
including many multinational companies raising funds through corporate 
financings, sukuk issuance and shariah-compliant equity instruments.

Islamic funds and other Islamic products are widely offered by finan-
cial institutions in Malaysia. Conventional investment funds dealing with 
businesses considered sinful (haram) in Islam including goods and ser-
vices such as conventional banking, alcohol, gambling and pork are not 
prohibited and can be marketed and held in Malaysia; however, ethical 
investments such as Islamic funds are increasingly popular.

Listings of sukuk on the local exchanges are common but previously 
mostly on a non-trading basis (whereby, under Bursa Malaysia’s ‘exempt 
regime’, the sukuk are only listed for profiling and market visibility, but 
trading continues to be carried out over the counter and inaccessible to 
retail investors). The government has announced its aim to increase the 
compounded annual growth rate of the average trading value of bonds and 
sukuk by 23 per cent to 618 billion ringgit by 2020. In line with the Malaysian 
Securities Commission’s Capital Market Masterplan 2, the framework 
for retail bonds and sukuk was launched in September 2013, enabling the 
issuance of retail bonds and sukuk on Bursa Malaysia or over the counter 
via appointed banks. In addition, a framework for the Sustainable and 
Responsible Investment (SRI) sukuk was launched in August 2014. 

This has seen retail bonds and sukuk, and exchange-traded bonds 
and sukuk (ETBS) gaining ground – Malaysia’s first retail sukuk, issued 
by DanaInfra Nasional Bhd, was launched in January 2013, becoming 
the country’s first ETBS to be listed on Bursa Malaysia in February 2013. 
DanaInfra has also issued its second retail sukuk and listed them on Bursa 
Malaysia in November 2014. Meanwhile Khazanah Nasional launched a 
1 billion ringgit SRI sukuk programme in June 2015 aimed at funding better 
quality education in identified trust schools.

3 What is the main legislation relevant to Islamic banking, 
capital markets and insurance?

The main legislation relevant to Islamic banking and insurance is the IFSA; 
while for Islamic capital markets there is the Capital Markets and Services 
Act 2007 (CMSA). The IFSA puts in place a more comprehensive regula-
tory regime to improve governance, especially at the level of holding com-
panies; and a whole part of the IFSA is dedicated to consumer protection. 
An ombudsman function has also been created. Sentences for offenders 
generally have been increased, with penalties of up to 50 million ringgit 
and imprisonment of up to 10 years for major offences.

In view of the substantial similarities between the provisions of the 
IFSA with those of the FSA, and the incorporation of provisions to regulate 

Islamic capital market under the CMSA, a level playing field is created for 
both conventional and Islamic finance. 

In the Labuan International Business and Financial Centre (Labuan 
IBFC), the Labuan Islamic Financial Services and Securities Act 2010 
(LIFSSA), which came into force in February 2010, is a forward-looking 
piece of legislation that not only strengthens Labuan IBFC’s one-stop 
and seamless regulatory framework for shariah-compliant financial and 
business activities, but also facilitates innovative ways of doing things. The 
enactment of the LIFSSA repealed myriad legislation for shariah-compliant 
financial and business activities that used to apply in Labuan, namely the 
Labuan Trust Companies Act 1990, the Offshore Banking Act 1990, the 
Offshore Insurance Act 1990, the Labuan Offshore Securities Industry Act 
1998 and the Labuan Offshore Limited Partnerships Act 1997. 

The LIFSSA also introduces a dedicated framework to carry out 
shariah-compliant financial and business activities, whether for profit or 
not-for-profit, through innovative types of legal entities that have not been 
seen in any other jurisdiction before. These include:
• under Part IX LIFSSA, the formation of the Labuan Islamic founda-

tion, being a foundation whose establishment is undertaken expressly 
with a view that its aims and operations shall be in compliance with 
shariah principles; and

• under Part X LIFSSA, the formation of the Labuan Islamic Limited 
Partnership and the Labuan Islamic Limited Liability Partnership, 
being partnerships whose establishment is undertaken expressly with 
a view that their respective aims and operations shall be in compliance 
with shariah principles.

These innovative types of legal entities offer wider options for anyone 
interested in conducting shariah-compliant financial and business activi-
ties to tailor the legal vehicle according to their specific needs.

Another unique proposition of Labuan IBFC for shariah-compliant 
financial and business activities is the certainty and predictability of posi-
tion of shariah principles in relation to national law. Part II LIFSSA pro-
vides for a Shariah Supervisory Council appointed by the Labuan Financial 
Services Authority (Labuan FSA) to be the authority in ascertaining 
Islamic law and advising on any shariah issue for any business regulated or 
supervised by the Labuan FSA. Rulings made by the Shariah Supervisory 
Council not only shall be binding on the players regulated in this market, 
but also will be taken into consideration by a court or an arbitrator in the 
event of a dispute. This means there is a statutory legal backing to the rul-
ings made by the Shariah Supervisory Council. LIFSSA also contains provi-
sions for the recognition of an Islamic self-regulatory authority in the form 
of a shariah adviser or shariah advisory board. Shariah-compliant entities 
must undertake internal and external reviews, in line with the interna-
tional standards on shariah governance as prescribed by the international 
standard-setting bodies for the Islamic financial services industry, namely 
the Islamic Financial Services Board and the Accounting and Auditing 
Organization for Islamic Financial Institutions.

Tax incentives such as stamp duty exemptions or remissions continue 
to be given to encourage more investment from and into Islamic sources. 
For example, issuers of retail, ETBS and SRI sukuk, as well as sukuk under 
the shariah principles of ijarah and wakalah, may enjoy tax deduction on 
expenses incurred in the issuance of such sukuk. Islamic fund managers 
have been given income tax exemption for the 2017–2020 assessment 
years. House buyers can enjoy 20 per cent stamp duty remittance on 
instruments of shariah-compliant financing if the documents are executed 
before 31 December 2017.

Supervision

4 Which are the principal authorities charged with the oversight 
of banking, capital markets and insurance products?

BNM oversees the banking and insurance segments of the financial services 
industry, while the Securities Commission (SC) oversees capital markets.

The Labuan FSA is the one-stop regulatory and supervisory authority 
for all of the financial services industry in Labuan IBFC.

5 Identify any notable guidance, policy statements or 
regulations issued by the regulators or other authorities 
specifically relevant to Islamic finance.

The Central Bank of Malaysia Act 2009 and the CMSA are unique, as both 
contain provisions that explicitly mandate the Shariah Advisory Councils 
of BNM and the SC to be the highest and final arbiter in ascertaining the 
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Islamic law that applies in Islamic banking and finance and the Islamic 
capital market. The resolutions of the Shariah Advisory Councils bind 
even the court and arbitrators, thus providing almost absolute legal cer-
tainty and predictability on the status of shariah resolutions in relation to 
any disputes.

The BNM Shariah Governance Framework 2011 prescribes the key 
features and components in terms of shariah governance. Under the IFSA, 
an IFI’s failure to ensure that its aims and operations, business, affairs and 
activities comply with shariah would be an offence and shall, on convic-
tion, be liable to imprisonment for a term not exceeding eight years or to a 
fine not exceeding 25 million ringgit or to both.

Malaysia has been one of the world’s leading sukuk and Islamic equity 
markets, primarily because of the clarity of legal and regulatory framework 
for sukuk provided by the SC, including in the form of Guidelines on Unlisted 
Capital Market Products under the ‘Lodge and Launch Framework’, 
Guidelines on Trust Deeds, Guidelines on Registration of Shariah Advisers, 
Guidelines on Islamic Fund Management, etc.

In addition, as part of its Malaysia International Islamic Financial Centre 
initiative, BNM accommodates an alternative licensing regime incorporating 
international Islamic banking licences and international takaful operators’ 
licences to promote businesses based on foreign currencies.

6 Is there a central authority responsible for ensuring that 
transactions or products are shariah-compliant? Are IFIs 
required to set up shariah supervisory boards? May third 
parties, related parties or fund sponsors provide supervisory 
board services or must the board be internal?

Yes, the Shariah Advisory Council of BNM, for the Islamic banking and 
takaful industry segments, and the Shariah Advisory Council of the SC, for 
the capital market segment, are the central authorities.

IFIs must set up shariah supervisory boards (referred to in the laws as 
shariah committees). Third parties, related parties or fund sponsors may 
provide supervisory board services subject to approval from the regulators.

7 Do members of an institution’s shariah supervisory 
board require regulatory approval? Are there any other 
requirements for supervisory board members?

Yes, members of an institution’s shariah committee require regulatory 
approval from BNM to operate in the banking and takaful segments of the 
industry, and shariah advisers must register with the SC to operate in the 
capital markets segment.

A person who has become a member of the Shariah Advisory Council 
of BNM or the SC cannot concurrently be a member of the shariah commit-
tee of a regulated institution in Malaysia, and vice versa.

8 What are the requirements for Islamic banks to be authorised 
to carry out business in your jurisdiction?

Islamic banks (and takaful or retakaful operators) must have a valid licence 
under the IFSA. Conventional banks (and insurance or reinsurance com-
panies) that wish to offer Islamic products by operating an Islamic business 
unit or Islamic window are required to obtain separate approval from BNM 
in addition to their existing licences.

9 May foreign institutions offer Islamic banking and capital 
markets services in your jurisdiction? Under what conditions?

A foreign institution may offer Islamic banking and capital markets 
services in Malaysia by either:
• obtaining an Islamic banking licence under the IFSA or a capital 

market services licence under the CMSA; or
• obtaining a prior written approval from BNM or the SC if it wishes to 

open an Islamic business unit or Islamic window without establishing 
a separate company.

Generally, no passporting is permitted under Malaysian law. However, in 
August 2014, under the aegis of the ASEAN Capital Markets Forum, the 
SC together with the Monetary Authority of Singapore and the Securities 
and Exchange Commission of Thailand successfully launched the ASEAN 
Collective Investment Scheme Framework to facilitate cross-border offers 
of collective investment schemes to retail investors in these three countries.

Hence, under the existing licensing regime, various typical require-
ments such as capitalisation may apply, depending on the types of licence 
or approval sought after by the foreign institution.

Among the factors that will be considered in assessing applications for 
a licence under the IFSA include that:
• the aims and operation of the applicant will not involve any element 

that is contrary to shariah;
• the character and integrity of the applicant or, if the applicant is a body 

corporate, its reputation for being operated in a manner that is consist-
ent with the standards of good governance and integrity;

• the business is not detrimental to the interests of its customers or the 
public generally;

• the soundness and feasibility of the plans of the applicant for the 
future conduct and development of the business;

• the nature and sufficiency of the financial resources of the applicant as 
a source of continuing financial support; and

• the business record and experience of the applicant.

10 What are the requirements for takaful and retakaful operators 
to gain admission to do business in your jurisdiction?

Takaful and retakaful operators must have a valid licence under the IFSA.
If a foreign takaful operator only wishes to set up a representative office 

(RO) to carry out limited activities such as marketing and data-collecting, 
it must obtain the prior written approval of BNM. However, bearing in 
mind that generally no passporting is permitted under Malaysian law, the 
RO is strictly prohibited from carrying out businesses or other commercial 
transactions without a proper licence.

The criteria for establishment of an RO include that: 
• the applicant is a reputable institution in the home country;
• the applicant must receive support from its home supervisory author-

ity for the establishment of the RO;
• the applicant’s presence in Malaysia would enhance communication 

with home investors and facilitate their understanding about Malaysia;
• the applicant’s presence in Malaysia would facilitate and promote 

trade and investment between Malaysia and the applicant’s home 
country; and

• the establishment of the RO in Malaysia would support the Malaysian 
government’s efforts on economic cooperation regionally and globally.

11 How can foreign takaful operators become admitted? Can 
foreign takaful or retakaful operators carry out business in 
your jurisdiction as non-admitted insurers? Is fronting a 
possibility?

See question 9.
Foreign takaful or retakaful operators cannot carry out business in 

Malaysia as non-admitted insurers without BNM’s permission. No fronting 
is permitted under Malaysian law.

12 Are there any specific disclosure or reporting requirements 
for takaful, sukuk and Islamic funds?

Yes. The disclosure or reporting requirements for takaful, sukuk and Islamic 
funds include information on shariah principles used, shariah governance 
framework and shariah-compliance. IFIs have to comply with the BNM 
Policy Document on Financial Reporting for Islamic banking institutions, 
which was issued and came into force on 5 February 2016.

Disclosures in the financial statements shall be made in accordance 
with the requirements of the Malaysian Financial Reporting Standards. 
The key principles on disclosure of information include:
• information should be timely and up to date, to avoid undue delays 

in disclosure that may affect the relevance of the information 
being disclosed;

• the scope and content of information disclosed and the level of dis-
aggregation and detail should be sufficient to provide comprehensive, 
meaningful and relevant information to the users;

• adequate disclosures should be provided on areas of uncertainty, in 
particular information on key estimates and if sensitivity analysis 
is used, a discussion on the assumptions and the probabilities of the 
occurrence of various scenarios; and

• disclosures should allow comparisons over time and between  
institutions.
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13 What are the sanctions and remedies available when products 
have been falsely marketed as shariah-compliant?

Under the IFSA such an offence shall, on conviction, be liable to imprison-
ment for a term not exceeding eight years or a fine not exceeding 25 million 
ringgit, or both.

Under the CMSA, such an offence shall, on conviction, be liable to 
imprisonment for a term not exceeding 10 years or a fine not exceeding 
3 million ringgit, or both.

14 Which courts, tribunals or other bodies have jurisdiction to 
hear Islamic finance disputes?

The civil court has jurisdiction to hear Islamic finance disputes. Disputing 
parties may also resort to arbitration – the Kuala Lumpur Regional Centre 
for Arbitration has specific rules to facilitate Islamic finance arbitration.

Contracting concepts

15 Mudarabah – profit sharing partnership separating 
responsibility for capital investment and management.

BNM issued a Policy Document on mudarabah in April 2015, which came 
into force on 1 June 2016, which recognises that mudarabah contracts 
may take the form of unrestricted or restricted (mudarabah mutlaqah 
or muqayyadah).

In using mudarabah for mobilisation of investments, the IFSA explic-
itly prohibits any form of direct or indirect capital guarantee on the invest-
ment by the IFIs as fund manager (mudarib). However, the IFSA also 
specifies certain governance rights and protection that must be provided 
to the mudarabah (as well as wakalah) investment account holders – here 
the BNM Policy Document on Investment Account, which was issued and 
came into force on 14 March 2014, will also be applicable. The document 
sets out the capital adequacy and liquidity requirements for investment 
accounts that reflect their risk-absorbing characteristics, additional dis-
closure requirements commensurate with the risks assumed by account 
holders, and responsibilities of Islamic banks to manage the investments in 
accordance with sound investment principles. The IFSA further safeguards 
the interests of investment account holders by according priority to the 
claims of account holders on the underlying assets funded by investment 
accounts in the event of a winding-up procedure. Specifically, the IFSA pro-
vides that the assets underlying investment accounts shall be ringfenced 
for the purpose of meeting the claims of investment account holders.

The investor (rab-al-mal) in a mudarabah may only claim their princi-
pal if losses are caused by the mudarib’s misconduct (ta’addi), negligence 
(taqsir) or breach of specified terms (mukhalafah al-shurut). Any arrange-
ment for any third-party guarantor must be executed in separate contracts.

The various guidelines issued by the SC also explicitly permit the use 
of mudarabah. 

In venture capital funding, a bank could share both profit and risk with 
the entrepreneur in a participatory arrangement subject to full disclosure 
of the risk factors to any potential investor.

16 Murabahah – cost plus profit agreement.
BNM issued a Policy Document on murabahah in December 2013, which 
came into effect on 1 January 2014. Pursuant to this, a bank may buy an 
asset and resell it at a profit, while allowing the buyer to pay the bank 
in instalments. BNM also issued a Policy Document on tawarruq in 
November 2015, which came into effect on 1 July 2016. Pursuant to it, a 
bank may either provide financing or mobilise Islamic deposits by enter-
ing into a two-step sale and purchase contract with its customers. The tax 
treatment for such a two-step sale and purchase is neutral compared with 
conventional banking. The policy document emphasises the requirement 
for the purchaser to have access to the asset and assume its risks by taking 
possession of the asset whether in the form of physical possession (qabd 
haqiqi) or constructive possession (qabd hukmi) as generally accepted by 
customary business practice (’urf tijari).

IFIs are allowed to ask for collateral.
Various guidelines issued by the SC also expressly permit the use 

of murabahah.

17 Musharakah – profit sharing joint venture partnership 
agreement.

BNM issued a Policy Document on musharakah in April 2015, which 
came into force on 1 June 2016, which is also applicable to musharakah 

mutanaqisah (diminishing partnership) contracts. Among other matters, 
it imposes that the expected return in the form of the proportion that is 
attributed to the musharakah capital amount is only permissible in the form 
of an indicative profit rate: hence no floating rates of return can be linked to 
the customer’s profits except as a mere benchmark for pricing.

Formalities for the appointment of a managing partner of the profit-
sharing partnership are not laid down and are up to the musharakah part-
ners. Appointment of a third-party manager to manage the musharakah 
and an arrangement for any third-party guarantor must be executed in 
separate contracts.

Various guidelines issued by the SC also permit the use of musharakah.

18 Ijarah – lease to own agreement.
BNM issued a concept paper on ijarah in June 2014. IFIs can make avail-
able to the customer the use of assets for a fixed period and price. Ijarah 
contracts are not caught by the general consumer law for hire purchase, 
mortgage agreements, etc, although parties are at liberty to choose by con-
tract to be governed under such general consumer law.

IFIs can effectively enter into an ijarah agreement by selling an asset 
above the market price and retain ownership of the asset until the full con-
sideration is paid.

Various guidelines issued by the SC also approve the use of ijarah.

19 Wadiah – safekeeping agreement.
Following the issuance of BNM Policy Documents on Investment Account 
and Rate of Return, which were issued and became effective on 14 March 
2014, the deposit protection schemes will no longer interact with the con-
cept of risk and profit-sharing (in particular accounts classified as invest-
ment accounts) in the same manner as the concept of deposit. IFIs are 
required to reclassify their Islamic deposits under the repealed IBA into 
‘Islamic deposits’ and ‘investment accounts’ as defined under the IFSA.

Gifts (hibah) to depositors in lieu of interest are possible, except for 
mudarabah investment accounts.

The legal position in cases of breach of fiduciary duty or misuse of 
funds is that the fund manager would be considered to have breached 
its mandates and would be liable to return all of the customers’ or inves-
tors’ money.

Products

20 Sukuk – Islamic securities. Have sukuk or other Islamic 
securities been structured and issued in your jurisdiction to 
comply with Islamic principles, such as the prohibition of 
interest?

It is common for sukuk or other Islamic securities to be structured and 
issued in Malaysia to comply with Islamic principles, such as the prohibi-
tion of interest. The most popular sukuk structures used are wakalah, com-
modity murabahah and musharakah. 

In terms of the size of the market:
• Malaysia issued US$5.42 billion or 44.06 per cent out of the total 

US$12.3 billion new sukuk issued globally in the first two months of 
2016; and

• Malaysia held US$168 billion or 53 per cent of the total US$316 billion 
global sukuk outstanding as of April 2016.

21 What is the legal position of sukuk holders in an insolvency 
or a restructuring? Are sukuk instruments viewed as equity 
or debt instruments? Have there been any court decisions or 
legislation declaring whether sukuk holders are deemed to 
own the underlying assets?

In most circumstances the sukuk holders would be treated the same as con-
ventional bondholders. Sukuk instruments are viewed as debt instruments. 
We are not aware of any court decisions or legislation declaring that the 
sukuk holders are deemed to own the underlying assets.

22 Takaful – Islamic insurance. Are there any conventional 
cooperative or mutual insurance vehicles that are, or could be 
adapted to be, shariah-compliant?

We are not aware of any conventional cooperative or mutual insurance 
vehicles that are, or could be adapted to be, shariah-compliant.
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23 Which lines of insurance are currently covered in the takaful 
market? Is takaful typically ceded to conventional reinsurers 
or is retakaful common in practice?

Both family takaful and general takaful are covered in the takaful market in 
Malaysia. Retakaful is common in practice, although ceding to conventional 
reinsurers still happens owing to lack of adequate retakaful infrastructure.

Miscellaneous

24 What are the principal regulatory obstacles facing the Islamic 
finance industry in your jurisdiction?

The principal regulatory obstacle facing the Islamic finance industry in 
Malaysia is compliance with the various requirements under the IFSA, 
which necessitates investments in terms of time, money and human capital 
development to ensure that the infrastructure available is adequate to meet 
the higher levels of compliance imposed under the IFSA.

We anticipate that following the introduction of the IFSA there would 
not be many legal and regulatory policy changes over the next few years, 
until the application of the IFSA has reached its maturity. 

Malaysia is taking the right steps in creating an interest-free banking 
system gradually and progressively in order to ensure the right infrastruc-
ture is in place.

We are not aware of any notable conflicts between the accounting 
standards adopted in Malaysia and shariah principles.

25 In what circumstances may shariah law become the governing 
law for a contract or a dispute? Have there been any recent 
notable cases on jurisdictional issues, the applicability of 
shariah or the conflict of shariah and local law relevant to the 
finance sector?

Shariah law has always been considered as lex loci (law of the land) and, 
therefore, also the governing law for an Islamic contract and any Islamic 
finance dispute. The case of Tan Sri Khalid Ibrahim v Bank Islam Malaysia 
Berhad in 2013 saw the Federal Court and Court of Appeal affirming the 
jurisdiction of the civil court as the right forum for dispute resolution of 
Islamic financial contracts, although the Shariah Advisory Council is 
mandated as the final arbiter in ascertaining the Islamic law applicable to 
Islamic banking business. The applicability of shariah or the conflict of sha-
riah and local law relevant to the finance sector continues to be addressed 
in a coherent and focused manner by BNM through its Law Harmonisation 
Committee, which is headed by a former Chief Justice. The committee was 
established in 2010 to provide a more meaningful and holistic review of the 
entire legal framework in Malaysia to ensure that the laws enable Islamic 
financial transactions to be conducted with greater legal efficiency.

26 Are there any special considerations for the takeover of an 
Islamic financial institution, outside the requirements of the 
general merger control regime?

No. However, for the takeover of any financial institution, Islamic or 
conventional, prior approval of BNM is required.

27 Are there any notable features of the Islamic finance regime 
and markets for Islamic finance products in your jurisdiction 
not covered above?

Yes. These include the following:

Peer-to-peer financing (P2P) platform
The SC has introduced a new Chapter 13 into its Guidelines on Recognised 
Markets, which came into effect on 2 May 2016, to set out requirements for 
the registration of a P2P platform. Among other things, they provide for 
the duty and responsibility of a P2P operator, type of issuer and investor 
who can participate in P2P. Any Islamic investment notes offered through 
or on the P2P platform must have an adviser recognised by the SC. The 
framework will enable sole proprietorships, partnerships, incorporated 
limited liability partnerships, private limited and unlisted public compa-
nies to access market-based financing to fund their projects or businesses, 
via an electronic platform. Parties who are interested in operating a P2P 
platform must be locally incorporated and have a minimum paid-up capi-
tal of 5  million ringgit. The operator’s board of directors must be fit and 
proper. Ongoing obligations are imposed on the P2P operator such as 
ensuring compliance with platform rules, having in place an efficient and 
transparent risk-scoring system for issuer and contingency arrangement to 
ensure business continuity. To protect investors, a P2P operator is required 
to ensure that monies obtained from investors are placed in a trust account 
until the minimum target amount is met. When an issuer makes repay-
ment to the investor, the P2P operator is also obliged to place the investors’ 
monies in a trust account. In order to enable investors to make an informed 
investment decision and understand the risks of their investment, the P2P 
operator must make available all the relevant information to the investor. 
There is no investment limit imposed on a sophisticated investor and angel 
investor, while retail investors are strongly advised to limit their invest-
ment exposure in P2P to a maximum of 50,000 ringgit at any point in time. 

Malaysia became the first country in ASEAN to introduce a regula-
tory framework to facilitate equity crowdfunding in 2015, and the SC has 
approved six registered equity crowdfunding platforms so far.

In a development closely related to fintech, six banks, namely Affin 
Islamic Bank, Bank Islam Malaysia, Bank Muamalat Malaysia, Maybank 
Islamic, Bank Kerjasama Rakyat Malaysia and Bank Simpanan Nasional, 
have jointly pioneered the establishment of an internet-based investment 
account platform (IAP) with elements of crowdfunding and microfinanc-
ing. The IAP will serve as a central market for investment intermediation to 
finance small and medium-sized businesses. The Malaysian government 

Update and trends

BNM announced in June 2016 the establishment of a Financial 
Technology Enabler Group, which will be responsible for 
formulating and enhancing regulatory policies to facilitate the 
adoption of technological innovations in the Malaysian financial 
services industry. BNM is expected to issue the relevant guidelines 
on fintech at the end of the year.
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is backing the scheme with an initial 150 million ringgit, and the platform 
pioneers themselves are aiming to raise 200 million to 300 million ringgit 
over the next two to three years. The IAP is also open to international retail 
investors, with the government placing no restrictions on inflows of foreign 
capital into the platform. Profits from the IAP are exempt from income tax 
for the first three years. 

Amended Development Financial Institutions Act (DFIA) in force
Amendments to the DFIA came into force on 31 January 2016, which 
among other things have brought about enhanced requirements on 

corporate governance, business activities and the scope of BNM’s 
regulatory oversight. In addition, the amended DFIA incorporates 
new provisions for the regulation of shariah governance and consumer 
protection, with expanded enforcement tools for BNM to ensure 
compliance. Six development financial institutions governed under 
the DFIA, namely Bank Kerjasama Rakyat Malaysia Berhad, Bank 
Pembangunan Malaysia Berhad, Bank Pertanian Malaysia Berhad, Bank 
Simpanan Nasional, Export-Import Bank of Malaysia Berhad and Small 
Medium Enterprise Development Bank Malaysia Berhad will be directly 
affected by this development.
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Overview

1 In general terms, what policy has your jurisdiction adopted 
towards Islamic finance? Are Islamic finance products 
regulated differently from conventional instruments? What 
has been the legislative approach?

Islamic finance has seen little development in Mauritius. Islamic finance 
products in Mauritius are not regulated any differently from conventional 
instruments, and existing legislation and regulations apply. The Mauritius 
approach has been to ensure a level playing field for Islamic finance prod-
ucts and conventional instruments, and so Mauritius has proactively 
monitored and responded to any unequal treatment between the two by 
introducing remedial legislation and regulations. For example, the gov-
ernment remedied the adverse tax treatment of murabahah transactions 
to place them on a level playing field with the conventional loans facility. 
Despite all the efforts to provide Islamic financial services by the Mauritius 
government, the private sector has made sporadic development.

Therefore, Mauritius has a dual banking system, which is governed, 
regulated and supervised by the Central Bank of Mauritius (BOM), while 
the non-banking sector is regulated and supervised by the Mauritius 
Financial Services Commission.

The government believes that Islamic finance should complement 
the existing products and services as an international financial hub. The 
emergence of Mauritius as an international platform for trade and busi-
ness cannot be denied. The island combines the advantages of a traditional 
offshore financial centre with the capacity for treaty-based tax planning 
through its network of double taxation avoidance treaties. Mauritius has an 
active double taxation agreement with 43 countries.

Mauritius has also put in place the necessary regulatory framework for 
setting up international trusts and foundations. It is worth noting that it 
is part of the BOM’s initiative to turn Mauritius into a regional financial 
centre. Some initiatives by the BOM have included the introduction of the 
Mauritius Automated Clearing and Settlement System in December 2000 
and the Mauritius Credit Information Bureau in 2005. The former initia-
tive indeed enhances the scope for efficient liquidity management by the 
banks and other participants while the latter maintains the robustness of 
the credit market and prevents adverse selection problems.

Additional measures have also been taken by the Mauritius gov-
ernment to enhance and facilitate a sustainable business environment, 
which has included the establishment of the Competition Commission 
of Mauritius in 2009 and the Mauritius International Arbitration Centre 
Limited with the collaboration of the London Court of International 
Arbitration in 2010.

2 How well established is Islamic finance in your jurisdiction? 
Are Islamic windows permitted in your jurisdiction?

The history of Islamic finance in Mauritius dates back to 1871 when, accord-
ing to an ongoing study by Abdool Cader Kalla derived from the case of 
Abou Baker Mamode Taher (Taherbagh) and Darne of L’Industrie in 1887, 
Muslim merchants entered into a profit-sharing partnership with settlers. 
In the modern age, in 1992, the first shariah-compliant investment fund 
was introduced in the country. The fund was well accepted by the Muslim 
community. It was designed specifically for Muslims, with the prime inten-
tion of avoiding riba. It did not require any marketing strategy to convince 
the Muslim depositors. The number of investors grew exponentially during 
the first year, which was reflected by an increasing amount of total deposits 

up to 70 million Mauritius rupees. The fund was mainly invested in proper-
ties and assets for trade. The business transactions went smoothly until the 
depositors started claiming back their money. The problem started when 
the organisation was unable to pay its short-term investment and respond 
to investors’ demand for early withdrawals. The funds were mobilised in 
properties and assets that could not be retrieved on demand. The local 
authority had to intervene for an investigation.

Prior to the regulatory changes, other initiatives to offer shariah-
compliant products included microfinancing by Al Barakah Multi-purpose 
Co-operative Society Limited and ethical investment such as the Authorized 
Long-Term Ethical Equity Fund. Against the backdrop of global drivers of 
Islamic finance and the sanctions imposed after the 11 September 2001 
attacks, the government responded to seize opportunities from the growing 
world of Islamic finance and the petrodollar Islamic wealth in August 2007. 
A steering committee including, among others, the two main regulatory 
institutions, the BOM and the Financial Services Commission, started 
working on the subject. This led to the first of many legislative measures 
introduced by Parliament. The Banking Act 2004 was amended in 2007 
to include Islamic banking business in the banks’ services. The Mauritius 
government recognises that, given the nature and structure of Islamic 
financial products, they tend to attract more tax than their counterparts. The 
overall policy approach was to align the tax treatment of Islamic contracts 
with the treatment of conventional financing contracts for a level playing 
field. In line with this policy, the Finance Bill 2009 included several changes 
and waived the imposition of double stamp duties in Islamic transactions 
involving real estate and moveable property. In the same year, the BOM 
became a full member of the Islamic Financial Services Board (IFSB), 
while the Financial Services Commission opted for associate membership. 
The country is therefore the second non-Islamic country after Singapore to 
join the IFSB. In 2011, the BOM made another leap to join the International 
Islamic Liquidity Management Corporation. In the same year, the Mauritius 
Revenue Authority issued a statement of practice for murabahah to avoid 
double value added taxes (VAT). The most unanticipated change in the law 
was the amendment of the Public Debt Management Act 2008. Section 3(a) 
of the act stipulates that ‘The Minister may enter into such agreement, sell, 
purchase or otherwise acquire any immoveable property or any right therein, 
lease moveable or immoveable property and generally engage in such 
transactions and perform such activities as may be reasonably necessary for 
the purpose of issuing Sovereign Sukuks in Mauritius’. The clause shows that 
the most appropriate sukuk structure to be issued is the sukuk al-ijarah.

Meanwhile, new actors, products and services started to emerge in 
the market. In 2008, the British American Investment launched its Islamic 
life insurance (takaful) and Mauritius Leasing Ltd offered ijarah within 
its line of products and services in 2009. HSBC Bank (Mauritius), which 
solely operates as an offshore bank, launched an Islamic window under the 
worldwide HSBC Amanah brand in May 2009. In 2011, Century Banking 
Corporation, a joint venture between British American Investment, a 
locally based company, and Domasol, a Malta-based company, began its 
operations as the first Islamic investment bank in March 2011. While the 
wealth management unit of the domestic Hongkong and Shanghai Banking 
Corporation Ltd started to distribute the Shariah Global Equity Fund in 
the local market (HSBC 2012), the Islamic window HSBC Amanah ceased 
operation in June 2012. To further drive the Islamic finance industry in 
Mauritius, the BOM hosted the 11th Islamic Financial Services Summit in 
May 2014. In the same month, Habib Bank Ltd was granted a new banking 
licence to conduct Islamic banking business through a window operation 
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alongside its existing banking business. Although every licensed bank is 
deemed to offer Islamic banking services through window operation, the 
issuance of a new banking licence was granted by the BOM to reinstate the 
additional banking services offered by the bank.

3 What is the main legislation relevant to Islamic banking, 
capital markets and insurance?

Since 2007 there has been a series of changes in the laws of Mauritius to turn 
the country into an Islamic financial platform. In the wake of the amend-
ments brought to the Banking Act 2004 for the introduction of Islamic 
finance in Mauritius, in June 2008 the BOM published the Guideline for 
Institutions Conducting Islamic Banking Business (the Guideline). This 
guideline, which is applicable to both fully fledged Islamic banks and win-
dow operations, sets out the broad parameters within which Islamic bank-
ing business is to be conducted in Mauritius. There is no specific Islamic 
legislation addressing Islamic capital markets and takaful, which are sub-
ject to general finance laws (in particular the Securities Act 2005, Insurance 
Act 2005, the Captive Insurance Act 2015 and relevant rules and regula-
tions enacted under the said laws). Islamic finance transactions are subject 
to the same tax treatment that applies to their corresponding conventional 
instruments. Certain changes have been made to the laws; for example, the 
Registration Duty Act and Stamp Duty Act now waive the levy of multiple 
payments of duties on financing moveable and immoveable assets under 
the Islamic finance mode. The Income Tax Act equates interests with effec-
tive return of Islamic financing arrangements. Amendments to the laws 
have also removed restrictions on purchase and sale of immoveable prop-
erty and on investment in undertakings or joint ventures.

Insofar as accounting standards and financial reporting are con-
cerned, the Islamic finance institutions are required to take cognisance of 
the set of standards issued by the Accounting and Auditing Organisation 
for Islamic Financial Institutions. Concerning risk management, the Bank 
of Mauritius requires that appropriate risk management processes be put 
in place and that the investment strategy of the Islamic finance institu-
tion gives due consideration to the risk profile of the financial instrument. 
Transparency and disclosure of material information are further principles 
that the Islamic financial institution must abide by.

Supervision

4 Which are the principal authorities charged with the oversight 
of banking, capital markets and insurance products?

The banking sector is regulated by the BOM, whereas capital markets, 
global (offshore) and insurance sectors are regulated by the Financial 
Services Commission (FSC). However, in the Mauritius Budget 2016 it was 
announced that the Banking Act 2004 will be amended whereby invest-
ment banking business will not fall under the category of ‘banks’ any more, 
but will instead be regulated solely by the FSC.

5 Identify any notable guidance, policy statements or 
regulations issued by the regulators or other authorities 
specifically relevant to Islamic finance.

At the present time, only the BOM has issued specific guidelines in respect 
of Islamic finance in the form of the Guideline and the Mauritius Revenue 
Authority issued a statement of practice for murabahah to avoid VAT.

6 Is there a central authority responsible for ensuring that 
transactions or products are shariah-compliant? Are IFIs 
required to set up shariah supervisory boards? May third 
parties, related parties or fund sponsors provide supervisory 
board services or must the board be internal?

As per the Guideline, it was initially allowed as an interim measure for 
all Islamic banking institutions (IBIs) to have a common shariah advisory 
board (SAB) of at least three members. The setup of the common SAB was 
under the responsibility of the Mauritius Bankers Association, which was 
not formally established. An IBI has also the alternative to appoint a shariah 
adviser with experience in shariah advisory practice. The Guideline is silent 
on parties who are eligible to provide SAB services to the IBI as long as they 
meet the eligibility criteria and receive the prior approval of the BOM. The 
two Islamic financial institutions, Century Banking Corporation Ltd and 
Habib Bank Ltd have opted for shariah advisers.

Up until now there has been no central authority responsible for 
ensuring that transactions or products are shariah-compliant in Mauritius. 
Although the Guideline provides for a honorary shariah adviser, the BOM 

does not intend to undertake any ex ante review of the financial products 
to be offered by an IBI for the conformity of these products with shariah 
principles, as laid down by article 19 of the Guideline.

7 Do members of an institution’s shariah supervisory 
board require regulatory approval? Are there any other 
requirements for supervisory board members?

The appointment of members of an SAB or a shariah adviser is subject to 
approval of the BOM. The Guideline also provides that if the appointment 
of an SAB or a shariah adviser has been approved by another regulator 
abroad, the Bank of Mauritius may choose to abide by this approval.

The eligibility criteria for appointment as a member of an SAB or a 
shariah adviser is an individual with proven experience or knowledge in 
the delivery of shariah rulings and issuing scholarly opinions on matters 
of Islamic law. He or she may be a local or foreign scholar of the highest 
integrity, honesty and ethical reliability.

Each member is also required to pass the fit and proper person test 
prescribed in section 3.2 of the Guideline on Fit and Proper Person Criteria 
issued by the BOM.

8 What are the requirements for Islamic banks to be authorised 
to carry out business in your jurisdiction?

Under the Banking Act 2004 it is an offence for a person to engage in bank-
ing business or Islamic banking business in Mauritius without a banking 
licence issued by the central bank.

The requirements for Islamic banks to carry out business are the same 
as any conventional banks except for the application of the Guideline. 
Further, Islamic banks have to take into consideration the aspect of differ-
ent accounting treatment and accounting disclosures for particular trans-
actions (eg, finance lease).

9 May foreign institutions offer Islamic banking and capital 
markets services in your jurisdiction? Under what conditions?

By default, any foreign institution holding a banking licence is entitled 
to provide Islamic banking. However, it is mandatory that such activities 
are done through a window operation, completely segregated from the 
conventional activities. The minimum capital requirement of 200 million 
Mauritian rupees will apply in aggregate to the bank and its Islamic win-
dow. A foreign institution may also apply for a fully fledged Islamic bank-
ing licence, where the minimum capital requirement is applicable and it 
shall only carry out Islamic banking business.

10 What are the requirements for takaful and retakaful operators 
to gain admission to do business in your jurisdiction?

The FSC governs the regulatory and supervisory regime for the non-bank 
financial services and global business sector in Mauritius. The FSC, estab-
lished in 2001, is mandated under the Financial Services Act 2007 and has 
as enabling legislation the Securities Act 2005, the Insurance Act 2005, the 
Private Pension Schemes Act 2012 and the Captive Insurance Act 2015 to 
license, regulate, monitor and supervise the conduct of business activities 
in these sectors.

The Insurance Act 2005 provides that no person or corporation shall 
carry on, or hold himself, herself or itself out as carrying on, insurance busi-
ness of any category or class, in or from within Mauritius except under the 
authority of a licence issued by the FSC under section 11 in respect of that cat-
egory or class of insurance business (article 7(1) of the Insurance Act 2005).

Effecting or carrying out contracts of insurance (which would include 
takaful and retakaful) is therefore a regulated activity, which is governed 
by the Insurance Act 2005. The licensing requirements for takaful and 
retakaful operators in Mauritius would be the same as those that apply to 
conventional insurance and reinsurance companies under the Insurance 
Act 2005.

11 How can foreign takaful operators become admitted? Can 
foreign takaful or retakaful operators carry out business in 
your jurisdiction as non-admitted insurers? Is fronting a 
possibility?

A foreign insurance operator can only be admitted in Mauritius either 
as a branch or as a registered legal entity, such as a subsidiary, subject to 
the relevant licence obtained under the Insurance Act 2005. Concerning 
the minimum capital requirement, this will depend on the type of 
insurance business.
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For long-term insurance business, it is the higher of a stress test 
requirement determined in accordance with guidelines issued by the 
FSC to ensure that the long-term insurer remains solvent, or the higher 
of an amount of 25 million Mauritian rupees or an amount representing 13 
weeks’ operating expenses.

For general insurance business, the minimum capital requirement is 
the sum of capital required for balance sheet assets, capital required for 
investment above concentration limit, capital required for policy liabili-
ties, capital required for catastrophes and capital required for reinsurance 
ceded, as calculated under the Insurance Solvency Rules.

12 Are there any specific disclosure or reporting requirements 
for takaful, sukuk and Islamic funds?

There are no specific disclosures or reporting requirements pertain-
ing to takaful, sukuk and Islamic funds. All will be similar to their non-
Islamic counterparts.

13 What are the sanctions and remedies available when products 
have been falsely marketed as shariah-compliant?

There are no specific sanctions that may be imposed in respect of a falsely 
marketed shariah product. Penalties may be levied against an IBI if it has 
been in non-compliance of banking regulations and guidelines. However, 
the resulting reputational risk is much greater if regulators issue a public 
notice confirming such misrepresentations. Further, investors are always 
entitled to sue under civil law for such misrepresentation. In extreme cases, 
licences may be revoked in the event of serious breach to the banking 
licence conditions.

14 Which courts, tribunals or other bodies have jurisdiction to 
hear Islamic finance disputes?

There are no courts, tribunals or other bodies having the jurisdiction to hear 
Islamic finance disputes. The courts of law of Mauritius are the only recourse. 
In the case of a dispute, the courts in Mauritius will give effect to any arbitra-
tion clause chosen by the parties and the parties can have recourse to the 
Privy Council in England, which is the ultimate court of appeal.

Contracting concepts

15 Mudarabah – profit sharing partnership separating 
responsibility for capital investment and management.

The entry into a mudarabah arrangement is acceptable for a Mauritius 
entity or person, as it would be treated as akin to a partnership arrange-
ment wherein the investor (rab-al-mal) contributes the capital and the 
recipient (mudarib) provides professional or managerial expertise to carry 
out the venture to earn a profit that is shared between the rab-al-mal and 
the mudarib in accordance with an agreed ratio. The mudarabah agree-
ment, akin to a partnership, would be governed by the Mauritian Civil 
Code (Title 9 – The Company and the Association).

16 Murabahah – cost plus profit agreement.
Murabahah transactions can generally be implemented under Mauritian 
law. There is no restriction for Islamic banks on the use of this Islamic 
financial instrument in the Mauritian jurisdiction. Following double taxa-
tion issues relating to murabahah transactions, the Mauritius Revenue 
Authority published a Statement of Standard Practice SP5/10 in April 2010. 
This practice note addresses several issues, namely, the clear definition of 
murabahah as being a financing facility and the profit margin being equivo-
cal to the interest element under conventional finance. This new legislation 
has the effect of treating the profit as interest payable during the period 
of the loan and, hence, qualifying for a VAT exemption. The murabahah 
transaction is discharged of the VAT obligation owing to its similarity to a 
financial transaction as per SP 5/10(3).

The bank can demand collateral in accordance with article 28(3) 
of the Banking Act 2004, which stipulates that any transaction with any 
related party involving credit has to be made on substantially the same 
terms, including interest rates and collateral required, as those prevailing 
at the time for comparable transactions with other persons. However, this 
may not involve more than the normal risk of repayment or present other 
unusual features.

17 Musharakah – profit sharing joint venture partnership 
agreement.

It is permissible for a Mauritius entity or person to enter into a musharakah 
arrangement as it is akin to a joint venture or partnership arrangement. 
However, care should be taken to determine whether the musharakah 
arrangement could fall within the broad definition of ‘collective investment 
scheme’ under the Securities Act 2005. To the extent that the musharakah 
arrangement is considered a collective investment scheme, the IFI requires 
authorisation from the FSC under Part VIII, article 97 of the Securities 
Act 2005.

A CIS authorised under the Securities Act 2005 shall pay income tax 
on its chargeable income at the rate specified in Part II of the First Schedule 
of the act.

18 Ijarah – lease to own agreement.
Ijarah generally refers to an operating lease. Banks in Mauritius are not 
allowed to carry out operating leases in accordance with article 30(3A) of 
the Banking Act 2004. IFIs can only carry out finance leases, which are 
equivalent to ijarah munthahiyah bi-tamlik (lease ending in ownership).

The law on leasing is incorporated in the Mauritian Civil Code, after 
article 1831 (Title 8-bis, entitled ‘Of Leasing and Financial Rentals’). A clear 
distinction is drawn between leasing (which, by essence, includes an option 
to buy) and the financial leasing (where such an option does not exist). 

Provisions on leasing regulate the leasing of moveable and immoveable 
property. Leasing can be resorted to, in respect of immoveable property, 
only for operations leasing commercial property.

Provisions on financial leasing regulate the lease of moveable property 
intended for professional use only.

19 Wadiah – safekeeping agreement.
Article 93 of the Banking Act 2004 lays the foundation for deposit insur-
ance schemes, which serves the purpose of providing insurance against 
partial or complete loss of deposits in a bank with the view of contributing 
to the stability of the Mauritian financial system and minimising exposure 
to loss. Deposit insurance schemes guarantee depositors and depositors 
do not take any risk in cases where their deposits are insured. The concept 
of risk is minimised if not eliminated completely, with deposit insurance 
schemes, depending on the type of deposits covered and the ceiling of cov-
erage. Returns are positively correlated with risk and since risk is quite low 
with guaranteed deposits, such accounts are rewarded with relatively low 
returns. The general obligation of good faith exists under the Mauritian 
Civil Code, articles 16 and 17:

16  Everyone is required to exercise their rights and perform their 
duties under the requirements of good faith.

17  No person shall have the right to harm others or to harm out of 
proportion to the benefit they may withdraw.

Products

20 Sukuk – Islamic securities. Have sukuk or other Islamic 
securities been structured and issued in your jurisdiction to 
comply with Islamic principles, such as the prohibition of 
interest?

At present, there is no sukuk listed on the Mauritius Stock Exchange or 
issued for the domestic market in Mauritius. The requirements in relation 
to listings of sukuk on the Official Listing and Development Enterprise 
of Mauritius are governed by listing rules issued by the Mauritius Stock 
Exchange, which are similar to a bond. Chapter 8 (Part b: Specialist Debt 
Securities) of the Listing Rules caters for qualified investors, whereas 
Chapters 6 and 9 of the Listing Rules provide the necessary conditions 
for the listing of debt securities for subscription by the general public. To 
take advantage of certain tax efficiencies, the Mauritius Global Market is 
an ideal location for setting up an SPV as the user in a sukuk transaction. 
An SPV can be set up in Mauritius as a company holding either a Category 
One Global Business Licence (GBL 1) or a Category Two Global Business 
Licence (GBL 2), or as a trust. A GBL 2 is a tax-free entity while GBL 1 is a 
tax resident in Mauritius who can enjoy the full advantages of the double-
taxation treaties signed by Mauritius. A recent example (2012) of an SPV 
from the local jurisdiction is the Islamic medium note (sukuk murabahah) 
programme of up to 5 billion Malaysian ringgit based on the shariah 
principle of the murabahah via tawarruq arrangement. Furthermore, the 
Mauritius Budget 2016 has also provided a five-year tax holiday to asset 
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and fund managers with a minimum capital base of US$100 million, which 
offers great prospects for international shariah funds.

21 What is the legal position of sukuk holders in an insolvency 
or a restructuring? Are sukuk instruments viewed as equity 
or debt instruments? Have there been any court decisions or 
legislation declaring whether sukuk holders are deemed to 
own the underlying assets?

Sukuk has various structures, which will be subject to variations in their 
classifications for insolvency, tax and regulatory purposes. However, typi-
cally sukuk are structured to have the same economic effect as conventional 
bonds (explaining the Islamic bond appellation in the market) and are 
treated as such for IFRS purposes. On an insolvency involving the issuer, 
sukuk holders are in a similar position to that of their conventional coun-
terparts in that sukuk holders would have a debt claim against the issuer for 
the outstanding face amount of their respective certificates.

The treatment of sukuk as equity or debt instruments is dependent 
upon their structure and the risks and rewards of the sukuk. In particular, 
whether the sukuk is asset-based or asset-backed could affect this analy-
sis. It is often the case that, from the originator’s perspective, the sukuk are 
shown as a financial liability on its balance sheet because it retains con-
trol over the issuer entity. From the sukuk holder’s perspective, the holding 
would need to be classified into certain categories, such as an instrument 
held to maturity or a loan and receivable. Legislation now provides that, 
where certain conditions are satisfied, the return paid to sukuk holders is 
tax-deductible by the issuer consistent with the treatment afforded to con-
ventional bondholders.

There have been no court decisions nor has there been legislation 
declaring whether sukuk holders are deemed to own the underlying assets.

22 Takaful – Islamic insurance. Are there any conventional 
cooperative or mutual insurance vehicles that are, or could be 
adapted to be, shariah-compliant?

There are no conventional cooperative or mutual insurance vehicles that 
could be adapted to be shariah-compliant. Takaful insurance may be 
implemented for conglomerates that also have an insurance company 
within their group. For instance, some Muslim conglomerates have the 
potential to provide takaful to their group, but owing to lack of expertise 
have not pursued such a route.

23 Which lines of insurance are currently covered in the takaful 
market? Is takaful typically ceded to conventional reinsurers 
or is retakaful common in practice?

Takaful has not represented a meaningful portion of the market since its 
launch in 2008 by a life insurer. The response of the market was not posi-
tive and the life insurer has not implemented measures to promote such 
a product. Reinsurance typically applies to policies exceeding a particu-
lar amount. However, it is fair to say that reinsurance is not applicable for 
such amounts.

Miscellaneous

24 What are the principal regulatory obstacles facing the Islamic 
finance industry in your jurisdiction?

In view of the legislation designed to promote the Islamic banking and 
finance sector and remedy the adverse treatment of Islamic products rela-
tive to corresponding conventional products, and the BOM’s and FSC’s 
non-discriminatory regime towards ensuring the same authorisation and 
prudential requirements that apply to conventional firms also apply to IFIs, 
there appear to be no substantial regulatory hurdles for the Islamic finance 
industry in Mauritius.

Nonetheless, the Civil Code of Mauritius may have some limitations; 
an example is that the selling of beneficial ownership is restricted, except 
under the trust company.

Some shortcomings have been noticed, particularly in the new legis-
lation concerning leasing and financial leasing, which comprises certain 
provisions that are incompatible with the concept of ijarah, such as those 
in reference to ownership of the asset by the lessor, major maintenance of 
asset and termination of contract in the case of partial or total loss.

Another hurdle for Islamic banks is the restriction in the Non-Citizens 
Property Restriction Act: a non-citizen who wishes to hold, purchase or 
otherwise acquire a property requires the prior approval of the Minister 
responsible for the subject of Internal Affairs in writing, who may authorise 
him or her to purchase, acquire or hold the property, subject to such terms 
and conditions as the Minister may impose. Such a law represents an obstacle 
and a barrier for Islamic banks whose shareholding may be composed of 
non-citizens of Mauritius.

25 In what circumstances may shariah law become the governing 
law for a contract or a dispute? Have there been any recent 
notable cases on jurisdictional issues, the applicability of 
shariah or the conflict of shariah and local law relevant to the 
finance sector?

Shariah law is not applied in Mauritius and Mauritius law does not rec-
ognise shariah as a system of law capable of governing a contract on the 
basis that Mauritius law does not provide for the choice or application of 
a system of law other than a system of national law. This is based on the 
Convention on the Law Applicable to Contractual Obligations 1980 (the 
Rome Convention), which requires that a governing law of an agreement 
must belong to a country.

However, in the case of disagreements, the Mauritian court will take 
into consideration the clauses of the commercial agreements entered into 
for Islamic finance transactions, which will be in compliance with shariah 
and Mauritius laws. There is no legal case or dispute that has occurred in 
Mauritius in this respect.

Parties may still elect to have a dispute in relation to a contract 
determined and resolved in accordance with shariah principles by submitting 
to arbitration. Under section 46 of the Arbitration Act 1996, arbitral 
tribunals are obliged to decide disputes with reference to either the national 
law chosen by the parties or any other agreed considerations (including 
shariah considerations).
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26 Are there any special considerations for the takeover of an 
Islamic financial institution, outside the requirements of the 
general merger control regime?

Mauritius has no special rules governing the takeover of an IFI.

27 Are there any notable features of the Islamic finance regime 
and markets for Islamic finance products in your jurisdiction 
not covered above?

Not applicable.
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Pakistan
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Overview

1 In general terms, what policy has your jurisdiction adopted 
towards Islamic finance? Are Islamic finance products 
regulated differently from conventional instruments? What 
has been the legislative approach?

Pakistan has adopted a level playing field in Islamic finance. Currently, a dual 
system of conventional and Islamic finance is in practice. Islamic finance is 
successfully running parallel with the conventional finance system. Islamic 
finance products are designed in line with the principles of shariah and 
regulated differently from conventional instruments. To regulate Islamic 
banking and finance, existing conventional legislation was amended to 
accommodate Islamic finance, as well as primary and secondary legislation, 
which was also enacted to facilitate solely Islamic finance transactions, 
namely the Modaraba Companies and Modaraba (Flotation and Control) 
Ordinance 1980; the Takaful Rules 2012; the Modaraba Companies and 
Modaraba Rules 1981; and the Rules and Regulations for Islamic Banking 
issued by the State Bank of Pakistan.

In addition, since 2003, a designated Islamic Banking Department of 
the State Bank of Pakistan has been developed to strengthen the regulatory 
and shariah-compliant framework for the Islamic banking industry and 
take initiatives for the promotion of Islamic banking as a parallel and com-
patible banking system in line with best international practice.

2 How well established is Islamic finance in your jurisdiction? 
Are Islamic windows permitted in your jurisdiction?

In Pakistan, Islamic financial institutions constitute over 11 per cent of the 
market share of the country banking system and the progress of the Islamic 
banking industry has been tremendous, yielding a growth of more than 
30 per cent on a yearly basis in terms of assets. Pakistan has been ranked 
ninth in the world, on account of development of the Islamic financial 
service industry, namely, Islamic banks, Islamic fund management com-
panies, Islamic brokerage companies, takaful companies, investment com-
panies and the introduction of sukuk and the Islamic stock market.

Currently, there are five fully fledged licensed Islamic banks and 14 
conventional banks with stand-alone Islamic banking branches operating 
in the country. In addition to this, Islamic finance windows are also operat-
ing in conventional banks.

To promote the Islamic mode of financing, the government of Pakistan 
in 2008 issued for the first time ijrarah sukuk based on undivided owner-
ship of assets and these sukuk are listed in local stock markets.

The Constitution of Pakistan is Islamic and guarantees the practice of 
teaching of Islam. The laws of Pakistan at large are strictly compliant with 
the principles of Islam; hence, investment in haram business is not permis-
sible in Pakistan.

3 What is the main legislation relevant to Islamic banking, 
capital markets and insurance?

There are various legislations enacted to regulate and encourage investment 
from Islamic sources, namely the Modaraba Companies and Modaraba 
(Flotation and Control) Ordinance 1980 and the Modaraba Companies and 
Modaraba Rules 1981 to regulate the Islamic mode of finance (mudarabah). 
As well as this, the Takaful Rules are also enacted to encourage Islamic 
insurance. The State Bank of Pakistan issues guidelines and circulars to 
regulate the Islamic banking and finance from time to time. To keep the 
Islamic finance industry in line with international practices, the international 

standards AAOIFI and IFSB are also adopted, keeping in view the local 
environment and with consultation with internal and external stakeholders 
of Islamic banking and finance. However, most of legislation regarding 
Islamic finance is based on circulars and guidelines issued by the State Bank 
of Pakistan and rules framed by the Securities and Exchange Commission of 
Pakistan through delegated powers by statutes.

Supervision

4 Which are the principal authorities charged with the oversight 
of banking, capital markets and insurance products?

The State Bank of Pakistan is the principal authority to oversee Islamic 
banking institutions and has exclusive power to give instructions under 
the State Bank of Pakistan Act and the Banking Finance Companies 
Ordinance 1962.

With regard to capital markets, mudarabah companies, Islamic 
mutual funds and Islamic insurance (takaful), the Securities and 
Exchange Commission of Pakistan is responsible for overseeing Islamic 
finance companies.

5 Identify any notable guidance, policy statements or 
regulations issued by the regulators or other authorities 
specifically relevant to Islamic finance.

The State Bank of Pakistan, Islamic Banking Department issues guidelines 
and regulations from time to time to regulate Islamic banking and finance, 
especially instructions and guidelines of shariah-compliance, and risk 
management guidelines to ensure international standards in Islamic finan-
cial institutions. These guidelines set out 15 principles of risk management 
that give practical effect to managing the risks underlying the business 
objectives that Islamic business institutes may adopt.

Apart from this, to promote microfinance business in line with the 
principles of Islamic finance, guidelines on Islamic microfinance are also 
issued by the State Bank of Pakistan.

The State Bank of Pakistan had also notified the Shariah Governance 
Framework, which was implemented in 2015. The primary objective of the 
framework is to strengthen the overall shariah-compliance environment 
of Islamic banking institutions (IBIs) and to explicitly define the roles and 
responsibilities of various organs of IBIs, including the board of directors, 
executive management, shariah board, shariah compliance department 
and internal and external auditors, towards shariah-compliance.

6 Is there a central authority responsible for ensuring that 
transactions or products are shariah-compliant? Are IFIs 
required to set up shariah supervisory boards? May third 
parties, related parties or fund sponsors provide supervisory 
board services or must the board be internal?

The Shariah Board of the State Bank of Pakistan and the Shariah Advisory 
Board of the Securities and Exchange Commission of Pakistan (SECP) are 
responsible for harmonising shariah interpretations and strengthening the 
regulatory and supervisory oversight of Islamic financial institutions (IFIs) 
and Islamic capital markets (ICMs) in Pakistan. Islamic banks are also 
required to appoint a shariah board (SB) comprising at least three Islamic 
scholars to ensure that all products and services, related policies and agree-
ments are in compliance with shariah rules and principles.

Third parties or related parties are not permitted to fund sponsors or 
provide supervisory board service; the board must be internal.
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7 Do members of an institution’s shariah supervisory 
board require regulatory approval? Are there any other 
requirements for supervisory board members?

The appointment of members of an SB, together with its terms and condi-
tions, is the sole job of the board of directors in the case of domestic IBIs, 
and in the case of foreign Islamic banks, the management of the bank is the 
appointing authority. However, prior written approval from the State Bank 
of Pakistan regarding the proposed members of an SB is necessary.

8 What are the requirements for Islamic banks to be authorised 
to carry out business in your jurisdiction?

At present, in Pakistan, four strategies have been adopted to promote 
Islamic banking and finance:
• setting up fully fledged Islamic banks in the private sector;
• setting up subsidiaries for Islamic banking by existing commer-

cial banks;
• allowing stand-alone branches for Islamic banking in existing com-

mercial banks; and
• opening an Islamic banking window in conventional branches.

The requirements to carry out the Islamic banking business in Pakistan 
are different for each of the above-mentioned categories. For setting up a 
fully fledged Islamic commercial bank there are some important require-
ments such as obtaining an Islamic banking licence from the State Bank of 
Pakistan and approval of the SB or adviser by the State Bank of Pakistan. 
Also, such authorisations are required from the SECP. 

Further, an Islamic bank is required to conduct banking business 
strictly in accordance with shariah to be considered as a Scheduled Islamic 
Commercial Bank. Such banks must also indicate expertise and other facil-
ities available from them to ensure compliance of their banking business 
with shariah.

9 May foreign institutions offer Islamic banking and capital 
markets services in your jurisdiction? Under what conditions?

A foreign institution can offer Islamic banking and capital market services 
in Pakistan. Under the exiting legal framework, fully fledged commercial 
Islamic banks and their subsidiaries are allowed to operate in the coun-
try after getting approval from the State Bank of Pakistan. Foreign banks 
may also open stand-alone branches for Islamic banking in commercial 
banks and may also open an Islamic banking window in existing conven-
tional branches.

Such banks are required to procure an Islamic banking licence from the 
State Bank of Pakistan and are required to conduct Islamic banking busi-
ness strictly in accordance with shariah to be considered as a Scheduled 
Islamic Commercial Bank. They must also indicate expertise and other 
facilities available from them to ensure compliance of their banking busi-
ness with shariah.

10 What are the requirements for takaful and retakaful operators 
to gain admission to do business in your jurisdiction?

The Insurance Ordinance 2000 and Takaful Rules 2012 regulate takaful 
and retakaful business in Pakistan. To initiate the business of takaful, it is 
compulsory to obtain a certificate of authorisation from the SECP. A takaful 
operator may be registered with the SECP as a family takaful operator or 
a general takaful operator. Under the Takaful Rules 2012, a registered 
conventional insurer authorised by the SECP may carry on both takaful 
business as well as conventional insurance business. It is required under 
the rules that takaful operators must constitute their SBs with well-known 
Islamic scholars having sufficient knowledge of Islamic finance to oversee 
takaful transactions.

11 How can foreign takaful operators become admitted? Can 
foreign takaful or retakaful operators carry out business in 
your jurisdiction as non-admitted insurers? Is fronting a 
possibility?

A foreign operator can carry out takaful business in Pakistan by registering 
with the SECP.

12 Are there any specific disclosure or reporting requirements 
for takaful, sukuk and Islamic funds?

No such requirements have been imposed as yet.

13 What are the sanctions and remedies available when products 
have been falsely marketed as shariah-compliant?

Currently no special legislation has been enacted in this regard. However, 
the regulatory authorities, namely the State Bank of Pakistan under the 
State Bank Act 1956 in the case of banks, and the SECP in the case of 
other companies, may call for an explanation on such irregularities from 
relevant IFIs.

14 Which courts, tribunals or other bodies have jurisdiction to 
hear Islamic finance disputes?

Currently there is no existing separate redressal mechanism for Islamic 
financial institutions and customers to redress the aggrieved party. 
Banking courts are constituted under the Financial Institutions (Recovery 
of Finances) Ordinance 2001, which has jurisdiction to decide all matters 
and disputes arising regarding Islamic as well as conventional finance. In 
the case of takaful companies, the Insurance Ombudsman has the power to 
decide matters regarding takaful and insurance disputes.

Contracting concepts

15 Mudarabah – profit sharing partnership separating 
responsibility for capital investment and management.

As per the guidelines issued by State Bank of Pakistan, the business of 
mudarabah must be carried out exclusively by the mudarib within the 
framework of a mandate given in the mudarib agreement and profit is 
shared in strict proportion to that agreed at the time of the contract.

The present practice of financial institutions does not allow risk 
sharing but rather encourages the concept of risk transfer and urges the 
mudarib to insure all its insurable assets of a project with reputable compa-
nies offering protection under the Islamic concept of takaful.

In venture capital funding a bank could share both profit and risk with 
an entrepreneur in participatory arrangements but rab-al-mal shall not be 
entitled to a proportion of profit in excess of the ratio that his or her invest-
ment bears to the total investment of the enterprise. The loss, if any, shall 
be shared in proportion to the capital of the parties.

16 Murabahah – cost plus profit agreement.
Under a murabahah agreement the banks buy an asset and then resell it at 
a profit (murabahah price) and recover the price of the asset in instalments 
in terms of the murabahah agreement.

A buy-back arrangement is prohibited. The commodities already 
owned by the client cannot become the subject of murabahah between him 
or her and any financier. All murabahah transactions must be based on the 
purchase of goods from a third party by the Islamic business institution for 
sale to the customer.

The bank can demand the collateral security in form of pledge, hypoth-
ecation, lien, mortgage or any other form of encumbrance on the asset to 
secure the amount of murabahah agreement. However, the mortgagee or 
the charge-holder shall not derive any financial benefit from such security.

The Income Tax Ordinance 2001 treats the murabahah and other 
Islamic finance transactions as trading activities that can attract the impli-
cation of the withholding of income tax and sales tax.

17 Musharakah – profit sharing joint venture partnership 
agreement.

Musharakah is defined as a relationship established under a contract by 
mutual consent of the parties for the sharing of profit and losses arising 
from a joint enterprise or venture. According to guidelines issued by the 
State Bank of Pakistan, the investments will come from all partners and 
profit be distributed in the proportion mutually agreed in the contract. The 
losses will be shared by all partners in proportion to their capital.

It is not allowed for a lump sum amount to be arranged for any of the 
partners, or any rate of profit tied to his or her capital. A management fee, 
however, can be paid to the partner managing the musharakah provided 
the agreement for the payment of such a fee is independent of the mush-
arakah agreement. If a bank as mudarib in a musharakah arrangement also 
contributes its own capital to the business, it will be entitled to share the 
profit in proportion to its own capital in addition to its share as mudarib 
according to the agreed proportion.
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18 Ijarah – lease to own agreement.
Ijarah is a contract whereby the owner of an asset, other than consumable, 
transfers its usufruct to another person for an agreed period for an agreed 
consideration. In ijarah the corpus of leased commodity remains in the 
ownership of the lessor and only its usufruct is transferred to the lessee. 
Until such time that assets to be leased are delivered to the lessee, lease 
rentals do not become due and payable during the entire terms of the lease, 
and the lessor must retain title to the assets and bear all risks and rewards 
pertaining to ownership. Either party can make a unilateral promise to buy 
or sell the assets upon expiry of the term of lease, or earlier at a price, under 
the terms and conditions agreed.

Ijarah transactions are based on agreement, therefore the General 
Law of Contract can cover the ijarah agreement. IFIs can enter into an 
ijarah agreement by selling an asset above market price and can retain 
ownership of the asset until the lessee pays the IFI full consideration.

19 Wadiah – safekeeping agreement.
Currently in Pakistan wadiah agreements or accounts are not used.

Products

20 Sukuk – Islamic securities. Have sukuk or other Islamic 
securities been structured and issued in your jurisdiction to 
comply with Islamic principles, such as the prohibition of 
interest?

In Pakistan, on different occasions, ijarah sukuk, issued by the state institu-
tions, cater to the government of Pakistan’s financial needs. These sukuk 
are structured in accordance with the injunctions of shariah.

In 2015, the SECP notified the issue of Sukuk Regulations 2015 to facil-
itate public companies to raise funds from the public through a shariah-
compliant vehicle.

Prior to these regulations, no specific regulatory framework existed for 
structuring and issuance of sukuk and these were issued as an instrument of 
redeemable capital under section 120 of the Companies Ordinance 1984.

The new regulations prescribe certain conditions to be met before 
issuance of sukuk and the eligibility criteria for the issuers.

The regulations require the appointment of a shariah adviser and an 
investment agent. The shariah adviser will help in the structuring of sukuk, 
ensuring that these are structured according to the shariah principles.

21 What is the legal position of sukuk holders in an insolvency 
or a restructuring? Are sukuk instruments viewed as equity 
or debt instruments? Have there been any court decisions or 
legislation declaring whether sukuk holders are deemed to 
own the underlying assets?

Sukuk holders are not treated the same as conventional bondholders 
because, in terms of the Ijarah Sukuk Rules 2008, each sukuk represents an 
undivided ownership of the assets held on trust for the holder of the trust of 
the sukuk pursuant to a declaration of the trust in the name of the Pakistan 
Domestic Sukuk Company Limited owned by the federal government.

Thereby, sukuk instruments are viewed as equity as the government 
pays biannual profit on the basis of a rental rate announced by the State 
Bank of Pakistan.

22 Takaful – Islamic insurance. Are there any conventional 
cooperative or mutual insurance vehicles that are, or could be 
adapted to be, shariah-compliant?

The concept of takaful or Islamic insurance is fairly new in Pakistan. 
Currently both conventional and takaful operators are practising. The 
takaful operators carry on the business of family takaful and general takaful 
in compliance with the injunctions of shariah.

23 Which lines of insurance are currently covered in the takaful 
market? Is takaful typically ceded to conventional reinsurers 
or is retakaful common in practice?

At present in Pakistan five takaful operators are carrying on the business of 
general and family takaful. General takaful covers property takaful, motor 
vehicle takaful, marine takaful, engineering takaful, etc, whereas family 
takaful covers takaful related to the benefit of individuals, groups of indi-
viduals and their families, for example, life takaful, health takaful, etc.

Currently there are no retakaful operators carrying out business in  
Pakistan.

Miscellaneous

24 What are the principal regulatory obstacles facing the Islamic 
finance industry in your jurisdiction?

The current legal framework applicable to Islamic finance and bank-
ing is not substantially distinguished from conventional banking and 
finance. The laws were enacted for conventional finance and because of 
the absence of an alternative legal system at the time of the initiation of 
Islamic finance, the same legislation was imposed on IBIs. Therefore 
there is a need to amend the State Bank of Pakistan Act 1956, the Banking 
Companies Ordinance 1962, the Recovery of Finance Ordinance 2001, the 
Insurance Ordinance 2001 and the Microfinance Institutions Ordinance 
2001, in accordance with and to address the principles of Islamic finance.

Apart from this, the existing applicable financial accounting and 
reporting system is based on conventional banking and finance. However, 
Islamic finance and banking is substantially different from the conven-
tional system, therefore there is a need to design a special accounting and 
reporting system for the Islamic finance industry.

Another major problem faced by the Islamic financial institutions in 
Pakistan is the lack of investment avenues, especially short-term. IFIs cannot 
invest in conventional interest-based sovereign debt instruments such as 
T-bills and Pakistan investment bonds. Therefore, short-term liquidity 
management has been a key challenge.

Although the government of Pakistan’s ijarah sukuk in 2008 provided 
some relief as an alternative to Pakistan investment bonds, owing to 
limited supply and increasing demand from Islamic treasuries, these sukuk 
are rarely traded in the secondary market. A short-term liquidity solution is 
still awaited from the government.

Further, a regulatory problem that is currently faced by IBIs is the use 
of a conventional interest-based benchmark (Karachi Inter Bank Offer 
Rate) as the base of pricing for an Islamic financial product. It puts Islamic 
banks as well as their customers at the mercy of movements in the interest-
based money market and the customer, therefore, perceives that there is 
no real difference in Islamic and conventional banking products, as both 
of them are using the same benchmark. Hence there is need for the Islamic 
banks to have their own separate benchmark for investment pricing. 

25 In what circumstances may shariah law become the governing 
law for a contract or a dispute? Have there been any recent 
notable cases on jurisdictional issues, the applicability of 
shariah or the conflict of shariah and local law relevant to the 
finance sector?

Generally, contracts governed by Pakistani law are considered to be gov-
erned by the principal of shariah law and, specifically, for a contract con-
cluded under the Islamic mode of finances, the principles of shariah law 
become the governing law of such contracts or a dispute thereunder. In 
view of the Constitution of Pakistan establishing the country as an Islamic 
republic, there is no conflict on applicability of shariah and local law.

The benchmark judgment of the Federal Shariah Court of Pakistan 
and the Shariah Appellant Bench of the Supreme Court of Pakistan on riba 
is notable (PLD 2000 SC 770). 

Update and trends

The draft to amend the Modaraba Companies and Modaraba 
Rules 1981 has been notified and interested parties have been 
invited to comment. The draft aims to provide a comprehensive 
framework for the operation and conduct of modaraba companies 
and would enhance the supervision by SECP. Major amendments 
include provisions for the empowerment of certificate holders who, 
like company shareholders, convene annual and extraordinary 
general meetings. The certificate holders of modarabas have been 
empowered to take part in major decision-making of a modaraba’s 
business including approving the accounts and appointment 
of auditors.
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26 Are there any special considerations for the takeover of an 
Islamic financial institution, outside the requirements of the 
general merger control regime?

There is no such consideration in this regard.

27 Are there any notable features of the Islamic finance regime 
and markets for Islamic finance products in your jurisdiction 
not covered above?

No.
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Overview

1 In general terms, what policy has your jurisdiction adopted 
towards Islamic finance? Are Islamic finance products 
regulated differently from conventional instruments? What 
has been the legislative approach?

The Philippines officially recognised Islamic finance 40 years ago when a 
legislative charter was granted to Al Amanah Bank, the first Islamic bank 
in the country established to cater to the banking requirements of the 
Muslim population. That bank was eventually reorganised and phased out 
in 1990 with the establishment of Al-Amanah Islamic Investment Bank of 
the Philippines. However, since then no significant steps have been taken 
by the Philippine government to encourage Islamic banking and finance in 
the country. In general terms, therefore, the Philippines has relinquished 
its leadership in this field and has watched its neighbours in the region 
surpass it.

However, there is no prohibition against the entry of shariah-
compliant investments. Further, foreign banks with Islamic windows in 
Muslim countries, as well as a foreign Islamic bank, have been operating 
in the Philippines, although their current activities are confined to 
conventional banking. 

2 How well established is Islamic finance in your jurisdiction? 
Are Islamic windows permitted in your jurisdiction?

The General Banking Law of 2000 recognises ‘Islamic banks’ as a category 
of banking institutions, but the Bangko Sentral ng Pilipinas (BSP), the regu-
lator of the banking industry, has yet to issue a circular allowing local banks 
(including local branches of foreign banks) to establish Islamic windows, 
even if this measure is within the broader power of the BSP to make ‘other 
classifications of banks’ as it may deem appropriate. To date, no conven-
tional banks have introduced Islamic windows.

Therefore, there are no Islamic investment products offered by any 
of the banks and financial institutions in the Philippines, aside from the 
Al-Amanah Islamic Investment Bank. There was a plan by the Philippine 
government to offer sukuk to finance Islamic pilgrimages, but this plan has 
never been implemented.

3 What is the main legislation relevant to Islamic banking, 
capital markets and insurance?

The Congress of the Philippines has yet to enact a general framework for 
Islamic banking, capital markets and insurance in the country, apart from 
the legislative charter of Al-Amanah Islamic Investment Bank. In the 
absence of this law, the existing laws applicable to conventional banking, 
capital markets and insurance would have to be considered. Fortunately, 
article 1306 of the Civil Code of the Philippines allows contracting parties 
to ‘establish such stipulations, clauses, terms and conditions as they may 
deem convenient, provided they are not contrary to law, morals, good 
customs, public order, or public policy’. This autonomy in contract-making 
would allow the adoption of terms and conditions acceptable or suitable 
to Islamic banking, capital markets and insurance, with the approval of 
the BSP for banking, the Securities and Exchange Commission (SEC) for 
capital markets, and the Insurance Commission (IC) for insurance.

Supervision

4 Which are the principal authorities charged with the oversight 
of banking, capital markets and insurance products?

The principal authorities are the BSP for banking, the SEC for capital mar-
kets, and the IC for insurance products. However, Al-Amanah Islamic 
Investment Bank is not covered by all laws regulating insurance companies 
in the Philippines.

5 Identify any notable guidance, policy statements or 
regulations issued by the regulators or other authorities 
specifically relevant to Islamic finance.

The regulators have not issued any notable guidance, policy statement 
or regulation specifically relevant to Islamic finance, except for the 
rules issued by the BSP to implement the Charter of Al-Amanah Islamic 
Investment Bank of the Philippines.

6 Is there a central authority responsible for ensuring that 
transactions or products are shariah-compliant? Are IFIs 
required to set up shariah supervisory boards? May third 
parties, related parties or fund sponsors provide supervisory 
board services or must the board be internal?

There is no such central authority in the Philippines. However, within 
Al-Amanah Islamic Investment Bank, there is a five-member Advisory 
Council whose function is ‘to offer advice and undertake reviews pertain-
ing to the application of the principles and rulings of the Islamic shariah 
to the Islamic bank’s transactions’. Third parties cannot provide supervi-
sory board services to Al-Amanah Islamic Investment Bank, as its Advisory 
Council is integral to it.

7 Do members of an institution’s shariah supervisory 
board require regulatory approval? Are there any other 
requirements for supervisory board members?

There is no requirement for regulatory approval for a shariah supervi-
sory board. In the case of the Advisory Council of Al-Amanah Islamic 
Investment bank, the only requirement is for its members to be Islamic 
scholars and jurists of comparative law, and for them to be elected by the 
general shareholders every three years. The board of directors of that bank 
prepares a list of qualified persons from which the shareholders elect the 
five-member Advisory Council.

8 What are the requirements for Islamic banks to be authorised 
to carry out business in your jurisdiction?

Under the existing regulatory framework, an Islamic bank must be licensed 
by the BSP and SEC to carry out business in the Philippines.

9 May foreign institutions offer Islamic banking and capital 
markets services in your jurisdiction? Under what conditions?

There is no law prohibiting foreign institutions from offering Islamic 
banking and finance products in the Philippines. However, they must be 
licensed by the SEC and the BSP for that purpose.
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10 What are the requirements for takaful and retakaful operators 
to gain admission to do business in your jurisdiction?

They must be licensed by the SEC and the BSP, and possibly by the IC too, 
to do business in the Philippines.

11 How can foreign takaful operators become admitted? Can 
foreign takaful or retakaful operators carry out business in 
your jurisdiction as non-admitted insurers? Is fronting a 
possibility?

There are no applicable rules at present.

12 Are there any specific disclosure or reporting requirements 
for takaful, sukuk and Islamic funds?

Currently, there are no applicable rules on the matter.

13 What are the sanctions and remedies available when products 
have been falsely marketed as shariah-compliant?

There is no generally applicable law or regulation on the matter at present. 
However, if the offence is committed by Al-Amanah Islamic Investment 
Bank, its responsible directors, officers, employees or agents may, upon 
conviction, be punished by a fine not exceeding 10,000 Phillipine pesos or 
imprisonment of not more than five years.

14 Which courts, tribunals or other bodies have jurisdiction to 
hear Islamic finance disputes?

There is no specific court or tribunal that has exclusive jurisdiction to hear 
Islamic finance disputes. Regular courts retain jurisdiction over these dis-
putes. However, disputes between Al-Amanah Islamic Investment Bank 
and its investors or shareholders or among its shareholders are resolved by 
its board of directors, acting as an arbitrator.

Contracting concepts

15 Mudarabah – profit sharing partnership separating 
responsibility for capital investment and management.

This type of arrangement is feasible in the Philippines, considering the 
freedom or autonomy granted to contracting parties under article 1306 
of the Civil Code of the Philippines. Thus, current rules would allow 
risk-sharing rather than risk-transfer elements. In particular, Al-Amanah 
Islamic Investment Bank is authorised by its charter to ‘carry out financing 
and joint operations by way of mudarabah purchasing for others on a cost-
plus financing arrangement, and to invest funds directly in various projects 
or through the use of funds whose owners desire to invest jointly with other 
resources available to the Islamic Bank on a joint mudarabah basis’.

16 Murabahah – cost plus profit agreement.
Murabahah is permitted. Therefore a bank in the Philippines can buy an 
asset and resell it in instalments to a buyer at a profit. There are no transfer 
and documentary stamp taxes if the asset is personal or moveable prop-
erty. The asset may be used as collateral for the outstanding obligations 
of the buyer.

In the case of Al-Amanah Islamic Investment Bank, it is specifically 
authorised to provide financing with or without collateral by way of leas-
ing, sale and leaseback, or cost-plus-profit sales arrangement. However, 
given the strict avoidance of interest in shariah, any bank engaging in 
murabahah must take at least constructive possession of the property sub-
ject of the cost-plus-profit agreement before selling it to the buyer so that 
the transaction can be said to be based on trade and not merely a financ-
ing transaction.

17 Musharakah – profit sharing joint venture partnership 
agreement.

This type of agreement is feasible. In particular, Al-Amanah Islamic 
Investment Bank is expressly authorised to carry out ‘musharakah joint 
venture or decreasing participation’. In this regard, a special power of 
attorney may be required for the appointment of a managing partner of the 
profit-sharing partnership. Further, there appears to be no issue in respect 
of fair and equal treatment of partners or shareholders.

18 Ijarah – lease to own agreement.
Al-Amanah Islamic Investment Bank is specifically authorised to engage in 
lease to own arrangements. Conventional banks, on the other hand, may 
enter into ijarah agreements as there is no law that prohibits them from 
doing so. In practice, however, most conventional banks undertake leasing 
activities through their leasing companies.

19 Wadiah – safekeeping agreement.
Al-Amanah Islamic Investment Bank is authorised to engage in a wadiah 
transaction where a gift (hibah) in lieu of interest is paid. Given that the 
bank is just a trustee under a wadiah arrangement, ownership of the prop-
erty or fund deposited with it is not transferred to it. In the case of breach 
of fiduciary duty or misuse of funds, the trustee will be liable to the trustor, 
in accordance with the Civil Code of the Philippines.

Products

20 Sukuk – Islamic securities. Have sukuk or other Islamic 
securities been structured and issued in your jurisdiction to 
comply with Islamic principles, such as the prohibition of 
interest?

There have been no sukuk issuances in the Philippines. In any case, the pro-
hibition against interest (riba) does not pose a problem in the Philippines, 
because of article 1956 of the Civil Code of the Philippines, which states 
that: ‘No interest shall be due unless it has been expressly stipulated in 
writing.’ This means that the contracting parties can exclude interest by 
not stipulating anything about it in their contract.

21 What is the legal position of sukuk holders in an insolvency 
or a restructuring? Are sukuk instruments viewed as equity 
or debt instruments? Have there been any court decisions or 
legislation declaring whether sukuk holders are deemed to 
own the underlying assets?

There is no jurisprudence or legislation declaring sukuk holders as owners 
of the underlying assets of the issuer.

22 Takaful – Islamic insurance. Are there any conventional 
cooperative or mutual insurance vehicles that are, or could be 
adapted to be, shariah-compliant?

There are no conventional cooperative or mutual insurance vehicles that 
are or could be adapted to be shariah-compliant.

23 Which lines of insurance are currently covered in the takaful 
market? Is takaful typically ceded to conventional reinsurers 
or is retakaful common in practice?

There is none yet in the Philippines.

Miscellaneous

24 What are the principal regulatory obstacles facing the Islamic 
finance industry in your jurisdiction?

The inability of the Congress of the Philippines to pass a general legislative 
framework for Islamic finance is the main obstacle facing Islamic finance 
in the Philippines. Even without that general framework, however, the BSP 
is in a position to promote Islamic finance, particularly in the area of bank-
ing. As noted earlier, the General Banking Law of 2000 grants the BSP suf-
ficient flexibility to authorise local banks (other than Al-Amanah Islamic 
Investment Bank) to open Islamic windows. Given the relative inaction of 
the Congress of the Philippines, this BSP regulatory initiative would jump-
start Islamic banking on a national scale.

In line with the call of the Islamic Development Bank for a global 
shariah board to provide greater uniformity in Islamic finance, there is 
a need to develop in the Philippines a core of shariah scholars who could 
validate proposed transactions as compliant with shariah principles and 
rulings. In this connection, the Philippine Stock Exchange has published 
a list of companies that passed according to the AAOIFI shariah rulebook.
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25 In what circumstances may shariah law become the governing 
law for a contract or a dispute? Have there been any recent 
notable cases on jurisdictional issues, the applicability of 
shariah or the conflict of shariah and local law relevant to the 
finance sector?

Shariah law generally applies only to Muslims in the Philippines, and only 
insofar as family relations are concerned. Commercial transactions by 
Muslims are still covered by the general law, except that the requirement 
of consent of the Muslim wife in a conventional loan transaction between a 
bank and a Muslim borrower may not be required given that separate prop-
erty regime governs Muslim marriages in the Philippines.

Jurisprudence on shariah is still in its infancy. Most cases resolved by 
the Supreme Court of the Philippines on shariah relate to family issues, and 
do not concern the financial sector.

26 Are there any special considerations for the takeover of an 
Islamic financial institution, outside the requirements of the 
general merger control regime?

There are no special rules governing the takeover of an Islamic financial 
institution. Accordingly, the merger and takeover provisions applicable to 

conventional banks and financial institutions, as stock corporations, would 
also apply to Islamic financial institutions.

The Charter of Al-Amanah Islamic Investment Bank specifically pro-
vides that the subscription to and ownership of the shares of the bank, 
including the transfer thereof to third parties, will be limited to persons 
and entities who subscribe to the concept of Islamic banking. There is no 
requirement though that the owner be engaged in halal business only or 
that a certain proportion of its business is halal. In fact, the Al-Amanah 
Islamic Investment Bank is 99.9 per cent owned by a conventional bank.

27 Are there any notable features of the Islamic finance regime 
and markets for Islamic finance products in your jurisdiction 
not covered above?

The foregoing covers the state of Islamic finance regime and markets in the 
Philippines and the more notable features thereof.
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Overview

1 In general terms, what policy has your jurisdiction adopted 
towards Islamic finance? Are Islamic finance products 
regulated differently from conventional instruments? What 
has been the legislative approach?

The United Arab Emirates is a federation comprising seven individual 
emirates. Individual emirates retain sovereignty over matters that are not 
governed by UAE federal law. There are also a number of free zones in the 
UAE, with each free zone having its own set of laws, procedures and regu-
lations. To date, the Dubai International Financial Centre (DIFC) and the 
Abu Dhabi Global Market (ADGM) are the only financial free zones in the 
UAE. The DIFC and the ADGM have their own legal and regulatory system 
based on common law, their own civil and commercial courts and their 
own financial services regulator, the Dubai Financial Services Authority 
(DFSA) and the Financial Services Regulatory Authority (FSRA), respec-
tively. References in this chapter to the UAE do not include the DIFC or 
the ADGM.

Under its constitution, the UAE was established as an Islamic state and 
shariah forms part of the state’s guiding principles. Federal Law No. 5 of 
1985 concerning civil transactions as amended (the Civil Code) expressly 
provides for a number of shariah-contracting concepts, as further detailed 
below. There is no separate legislation to cater for shariah-compliant 
financing and there are no separate shariah courts to hear disputes arising 
out of shariah financing transactions. In addition, the courts are permitted 
to refer to the shariah in the absence of clear legislation and established 
customary business practices. There are some instances where the laws of 
the UAE may conflict with principles of shariah. For example, charging of 
interest is generally permitted under UAE law as long as it is not unduly 
excessive. However, interest is strictly prohibited under shariah, no matter 
how nominal the amount. Similarly, while it is not illegal under UAE law 
to deal with certain items such as pork products, dealing with these or to 
be associated with these products is strictly prohibited under shariah. The 
challenge in structuring shariah-compliant financings is that of bridging 
such mismatches between the provisions of UAE law and shariah.

The federal laws under which the DIFC and the ADGM are established 
provide that within the DIFC and the ADGM federal civil and commercial 
laws of the UAE do not apply. That means that the DIFC and the ADGM 
have had to create their own legal regime (including, for example, compa-
nies law and employment law) and their own laws and rules for financial 
services. In regards to the DIFC, pursuant to the Islamic Finance Rules 
(the DIFC IFRs) promulgated by the DIFC, Islamic windows (being a seg-
regated business unit of a conventional financial institution with only that 
segregated business unit undertaking shariah-compliant activities) as well 
as Islamic financial institutions (IFIs) (being a financial institution that 
undertakes all of its activities in compliance with shariah) are permitted. 

Additionally, the ADGM permits IFIs and Islamic products, which are 
included in the list of financial instruments that are subject to regulation 
under the Financial Services and Markets Regulations 2015 (FSMRs) – the 
Islamic Finance Rules (issued by the FSRA) (the ADGM IFRs). The FSMRs 
contemplate two categories of shariah-compliant financial institution: an 
IFI and an Islamic window.

2 How well established is Islamic finance in your jurisdiction? 
Are Islamic windows permitted in your jurisdiction?

The UAE and the DIFC have been recognised as pioneers in the field of 
Islamic finance. The first Islamic bank was established in the UAE in 1975 
and there are now eight Islamic banks incorporated in the UAE. According 
to a report released by consultancy Ernst & Young in 2016, the UAE’s 
Islamic banking sector expanded by 11.4 per cent in 2014, taking assets 
to US$127  billion, with the sector’s portfolio forecast to reach as high as 
US$262.9  billion by 2019. Islamic banking assets in the UAE grew to 
445 billion dirhams at the end of the second quarter of 2015, an increase 
of 9.8 per cent since the start of 2015. Islamic banks in the UAE increased 
their share of total banking assets to 18.4 per cent at the end of the second 
quarter, from 17.3 per cent in the first quarter of 2014. Meanwhile, Islamic 
banks’ total financing increased by 9  per cent at the end of the second 
quarter of 2015 from the beginning of the year to reach 290 billion dirhams, 
equivalent to 21.7 per cent of domestic credit.

3 What is the main legislation relevant to Islamic banking, 
capital markets and insurance?

UAE Federal Law No. 2 of 2015 regarding commercial companies (the 
Companies Law) governs all commercial companies incorporated in the 
UAE and all foreign companies with branch offices in the UAE. The reg-
ulatory framework for banking in the UAE is established by Federal Law 
No. 10 of 1980 concerning the Central Bank, the monetary system and 
the organisation of banking as amended (the Banking Law). Under the 
Banking Law, the Central Bank was created and entrusted with the issu-
ance and management of the country’s currency and the regulation of 
the banking and financial sectors. Islamic banks, finance companies and 
investment companies are regulated by the Central Bank under Federal 
Law No. 6 of 1985 regarding Islamic Banks, Financial Institutions and 
Investment Companies (the Islamic Banking Law). Pursuant to the Islamic 
Banking Law, Islamic banks can undertake all the activities of a commer-
cial bank and, additionally, can own assets financed by them. All Islamic 
institutions must operate in accordance with the principles of shariah. 
Article 4 of the Islamic Banking Law exempts IFIs from certain require-
ments of the Banking Law (such as the general prohibition on acquisition 
of goods, immoveable property and the allowance of the board of directors 
of a bank to determine interest rates to be paid by the bank on deposits 
and the rate of interest and commission to be collected from customers) 
in order to enable IFIs to employ asset-based financing structures required 
for maintaining shariah-compliance and to operate on a level playing field 
relative to conventional counterparts.

The UAE Securities and Commodities Authority (SCA) regulates the 
issuance and listing of debt securities and Islamic securities in the UAE. 
Decisions No. 93/R and No. 94/R of 2005 regulate the listing of sukuk and 
the listing of debt securities respectively. There are very few differences 
between these two regulatory regimes. The key difference between the 
two sets of regulations is the requirement for sukuk to be approved by the 
shariah supervisory board (SSB) of the issuer. If the issuer does not have 
a SSB, the regulations require it to obtain shariah approval from a shariah 
committee approved by the SCA. 

UAE Federal Law No. 6 of 2007 as amended (the Insurance Law) 
establishes the framework for the regulation of insurance in the UAE. 
The Insurance Law confers responsibility on the UAE Insurance 
Authority for the regulation and enforcement in the UAE insurance 
industry. The Insurance Authority issued Resolution No. 4 of 2010 (the 
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Takaful Regulations) in 2010 and Decision No. 26 of 2014 (the Financial 
Regulations for Takaful Insurance Companies). 

The DIFC IFRs establish the framework for conducting Islamic 
finance activities within the DIFC. The majority of these rules are designed 
to ensure that entities conducting Islamic business within the DIFC have 
the appropriate policies and procedures and systems and controls in place 
to ensure shariah-compliance.

In addition to regulating Islamic institutions in the DIFC, the DIFC 
IFRs also set out the rules that apply to offers of Islamic securities. The 
Islamic capital markets regulatory regime in the DIFC has been drafted 
in such a way as to complement the existing conventional regulatory 
framework. The offer of Islamic securities in the DIFC must fully comply 
with the conventional capital markets regulations. The DIFC IFRs stipulate 
a number of additional prospectus disclosure requirements that an issuer 
of Islamic securities must include, such as disclosure relating to the shariah 
aspects of the offering. Takaful and retakaful operations in or from the 
DIFC also fall within the regulatory parameter of the DFSA. The DFSA’s 
rules and regulation for conventional insurers apply equally to takaful and 
retakaful operators; however, provisions specific to takaful and retakaful 
business are contained in the DIFC IFRs.

The ADGM IFRs have been prepared as a supplement to the other 
rulebooks of the ADGM. Therefore, IFIs and Islamic windows are required 
to comply with all of the regulations that would apply to a conventional 
financial institution and, in addition, are required to comply with the ADGM 
IFRs. This allows financial institutions to be answerable to the same basic 
standards of regulation. The additional regulatory compliance obligations 
set out in the ADGM IFRs address the key issues for Islamic banking: shariah 
supervision and accounting and audit. Shariah is not a codified body of law 
and is therefore open to interpretation by the different schools of Islamic 
jurisprudence. The ADGM IFRs allow IFIs and Islamic windows to adhere 
to whichever school of thought is chosen by those institutions, therefore 
allowing IFIs and Islamic windows to only maintain an appropriately 
qualified shariah board.

Supervision

4 Which are the principal authorities charged with the oversight 
of banking, capital markets and insurance products?

While the Central Bank is the principal regulatory authority of banks and 
financial institutions in the UAE, such entities are also subject to additional 
registration and licensing requirements at the federal and emirate levels. 
The SCA regulates the issuance and retakaful of debt securities and Islamic 
securities in the UAE. The Central Bank entered into a memorandum of 
understanding with the SCA pursuant to which some regulatory authority 
of the Central Bank to regulate the offer and sale of foreign securities in the 
UAE was transferred from the Central Bank to the SCA. The Insurance Law 
confers responsibility on the UAE Insurance Authority for the regulation of 
the UAE insurance industry.

Within the DIFC, the supervising authority is the DFSA, which has 
adopted a regulatory approach similar to that of the FCA and PRA in the 
United Kingdom.

The regulatory arm of the ADGM is the FSRA, which has also adopted 
a similar approach to regulatory bodies in the United Kingdom.

5 Identify any notable guidance, policy statements or 
regulations issued by the regulators or other authorities 
specifically relevant to Islamic finance.

Currently, financial institutions run their own shariah boards, which are 
groups of scholars who decide on whether individual products are con-
sistent with Islamic jurisprudence on financial affairs. The UAE Cabinet 
recently approved the launch of a new shariah authority, a national regu-
lator to set standards for Islamic finance product. The regulatory author-
ity will oversee the Islamic financial sector, approve financial products 
and set rules and principles for banking transactions in accordance with 
Islamic jurisprudence on finance. The Central Bank will oversee and select 
the members of this new regulatory authority. Financial institutions are to 
contribute to the running of the regulatory authority by paying fees to the 
Central Bank.

The DFSA has introduced a framework for the regulation of money 
market funds (MMFs), drawing on the work that the Financial Stability 
Board and the International Organisation of Securities Commission have 
done in this area. The rules define what structure an MMF can have, and 

set out specific requirements for the liquidity, credit quality, and other 
features of allowable investments for MMFs and Islamic MMFs.

6 Is there a central authority responsible for ensuring that 
transactions or products are shariah-compliant? Are IFIs 
required to set up shariah supervisory boards? May third 
parties, related parties or fund sponsors provide supervisory 
board services or must the board be internal?

While the Islamic Banking Law and Takaful Regulations both provide for 
the establishment of national shariah supervisory committees, such com-
mittees were to be established and operated in accordance with by-laws 
that have yet to be issued. Dubai has recently approved plans to set up a 
central shariah regulatory authority to supervise all Islamic financial prod-
ucts used in Dubai.

In the UAE, IFIs are required to set up shariah supervisory boards. 
Institutions that are not IFIs may utilise services provided by third parties. 
Within the DIFC, any firm that claims to be Islamic must have a SSB made 
up of competent scholars. It must have systems and controls to implement 
the SSB’s rulings, and must have annual shariah reviews and audits, follow-
ing AAOIFI shariah standards.

The ADGM IFRs allow the ADGM to establish a central shariah board. 
A central shariah board has not yet been established, but flexibility has 
been included to allow for it when and if the ADGM feels it appropriate. 

7 Do members of an institution’s shariah supervisory 
board require regulatory approval? Are there any other 
requirements for supervisory board members?

In the UAE, the Islamic Banking Law provides that the members of an IFI’s 
SSB are to be approved by the National Shariah Supervisory Committee. 
However, as this committee has not yet been established, this approval 
process cannot yet be implemented in the UAE.

Under the Takaful Regulations, a takaful company is required to 
appoint an SSB consisting of at least three members who are approved by 
the Insurance Authority and must also:
• be Muslim and have full legal competency; 
• be recognised as holding knowledge of the principles of Islamic 

shariah, including specific knowledge of transactional jurisprudence; 
• be aware of modern financial and commercial transactions;
• not hold shares in the relevant takaful company, be a member of the 

board of directors or be otherwise employed by the takaful company 
(except in his or her capacity as an SSB member); and

• hold no more than two positions with SSBs of UAE takaful companies.

Firms conducting Islamic finance business within the DIFC are required to 
appoint a SSB with the following characteristics:
• the SSB has at least three members; 
• the members appointed to the SSB are competent to perform their 

functions as SSB members;
• any appointments, dismissals or changes in respect of the SSB are 

approved by the firm that is to conduct Islamic finance business board 
of directors; and

• no member of the SSB is a director or controller of the firm that is to 
conduct Islamic finance business.

Firms conducting Islamic finance business within the ADGM are required 
to appoint a SSB with the following characteristics:
• at least three members;
• the members appointed to the SSB are competent to perform their 

functions as SSB members;
• any appointments, dismissals or changes in respect of members of the 

SSB are approved by the governing body (usually the board of direc-
tors) of the firm that is to conduct Islamic finance business; and

• no member of the shariah supervisory board is a director or controller 
of the firm that is to conduct Islamic finance business.

8 What are the requirements for Islamic banks to be authorised 
to carry out business in your jurisdiction?

In order to be authorised to carry out business in the UAE, Islamic banks 
must comply with substantially all the licensing requirements imposed by 
the Banking Law on conventional banks. The licensing requirements for 
Islamic banks include the following:
• each founding member of the Islamic bank must have good conduct 

and character and must not have been previously sentenced for an 
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offence involving breach of honour or trust, moral turpitude or vio-
lence, must not have previously defaulted on his, her or its obligations 
to banks or other creditors, been declared bankrupt, concluded settle-
ment with creditors or had his, her or its property subjected to attach-
ment or taken into receivership unless he, she or it was subsequently 
rehabilitated or pardoned by the relevant authorities;

• the manager and auditor of the Islamic bank must have good knowl-
edge and sufficient practical and theoretical experience in Islamic 
financing activities and operations;

• the Islamic bank must be established as a public shareholding corpora-
tion under the Companies Law and must be majority-owned by UAE 
nationals. The UAE national shareholding requirement is 60 per cent. 
Branches of foreign banks operating in the UAE, however, are exempt 
from this requirement;

• the Islamic bank must comply with all relevant regulatory 
capital requirements;

• the Islamic bank must appoint an SSB consisting of at least three 
shariah scholars specialising in shariah law and finance; and

• the Islamic bank must conduct all its activities in accordance 
with shariah.

9 May foreign institutions offer Islamic banking and capital 
markets services in your jurisdiction? Under what conditions?

All commercial banks incorporated in the UAE must be established as 
public shareholding corporations under the UAE Companies Law and 
must be majority-owned by UAE nationals. A majority of directors of such 
companies must be UAE nationals. While for monetary intermediaries 
and investment companies the minimum UAE national shareholding 
requirement is 51 per cent, for finance companies, commercial banks and 
investment banks the minimum UAE national shareholding requirement is 
60 per cent. Branches of foreign banks may operate in the UAE provided 
they have received approval from and are licensed by the Central Bank. 
Branches of foreign banks operating in the UAE must comply with 
substantively all of the requirements imposed on UAE banks. The principal 
difference in the treatment of local and foreign commercial banks is 
that local banks are not subject to any taxation on their income, whereas 
foreign banks are subject to taxation at the emirate level. In addition, 
foreign companies (non-UAE) who have established a branch in the UAE 
are required to appoint a UAE national as a national agent, foreign banks 
are not required to have a national agent. Foreign banks may grant bilateral 
credit facilities and participate in syndications in the UAE.

10 What are the requirements for takaful and retakaful operators 
to gain admission to do business in your jurisdiction?

The Insurance Law provides that insurance and reinsurance operations 
in the UAE may be carried out by any of the following entities, which are 
licensed and registered with the Insurance Authority:
• a public stock company established in the state;
• a branch of a foreign insurance company; or
• an insurance agent.

The prior approval of the Insurance Authority is to be obtained before 
incorporating any insurance company in the state or opening a branch of 
a foreign insurance company or carrying out the operations of an insur-
ance agent. The Takaful Regulations set out additional requirements for 
takaful operators in the UAE, who are also subject to the requirements of 
the UAE Insurance Law. Additional requirements include the requirement 
to appoint an SSB consisting of at least three members and the appoint-
ment of a shariah supervisor who is an employee of the takaful company 
and has specialised knowledge of shariah and takaful transactions. As per 
the Financial Regulations for Takaful Insurance Companies, companies 
should have: 
• an external auditor; 
• an actuary; 
• an internal audit department; and 
• a regulatory compliance officer.

11 How can foreign takaful operators become admitted? Can 
foreign takaful or retakaful operators carry out business in 
your jurisdiction as non-admitted insurers? Is fronting a 
possibility?

The Insurance Law provides that foreign takaful and retakaful operators 
may open branches or representative offices in the UAE provided they 

are licensed and registered with the Insurance Authority (which has the 
discretion to grant or refuse a licence as it sees fit in the context of the 
UAE’s economic needs). Foreign takaful and retakaful operators will need 
to comply with substantially the same rules applicable to domestic takaful 
and retakaful operators. The Financial Regulations for Takaful Insurance 
Companies further state that foreign takaful and retakaful operators need 
to demonstrate in all cases to the Insurance Authority that the stress-
testing framework and policy for investments are established at the head 
office level that shows the UAE operations.

12 Are there any specific disclosure or reporting requirements 
for takaful, sukuk and Islamic funds?

As discussed in more detail above, the additional reporting requirements 
for takaful, sukuk and Islamic funds will centre on disclosure relating to 
shariah-compliance of that entity.

13 What are the sanctions and remedies available when products 
have been falsely marketed as shariah-compliant?

The UAE’s laws on mis-selling financial products will apply. There is as yet 
no single regulatory body that oversees the selling of financial products in 
the UAE and there is no regulatory body that specifically regulates Islamic 
finance products. Complaints can be made to the Insurance Authority, the 
Central Bank or the DFSA. Any violations of the Banking Law would attract 
fines and additionally could attract other penalties such as warnings, 
prohibitions on carrying on certain activities or revocation of licences, 
depending upon the severity of the offence. The DFSA Rulebook contains a 
detailed conduct of business module, which sets out a number of principles. 
Principle 1 (integrity) states that an authorised firm must observe high 
standards of integrity and fair dealing. Principle 5 (marketing conduct) 
states that an authorised firm must observe proper standards of conduct 
in financial markets. An IFI operating in the DIFC will be subject to civil 
liability under the various DIFC laws and regulatory liability in respect of 
the applicable DIFC laws, as well as the provisions of the DFSA Rulebook. 
Depending on the relevant customer documentation, an IFI in the DIFC 
may also be exposed to civil liability under the laws of the UAE outside the 
DIFC as well as criminal liability under the UAE Federal Penal Code.

14 Which courts, tribunals or other bodies have jurisdiction to 
hear Islamic finance disputes?

The UAE, DIFC and ADGM courts have jurisdiction to hear Islamic finance 
disputes. To date, these courts have not applied different treatment to the 
dispute solely on account of the transaction being an Islamic finance trans-
action. The dispute will be subject to the same processes and procedures as 
a conventional financing counterpart.

Contracting concepts

15 Mudarabah – profit sharing partnership separating 
responsibility for capital investment and management.

A mudarabah is defined under the Civil Code. The general simple explana-
tion of a mudarabah is that it is a contract whereby parties agree to make a 
profit: one party (rab-al-mal) contributing assets (which can be cash) and 
the other party (mudarib) providing expertise. The rab-al-mal shall bear 
all the losses of the mudarabah. Both the mudarib and the rab-al-mal must 
share in the profits of the mudarabah in a pre-agreed proportion or, if no 
division of profits has been pre-agreed, in accordance with market practice, 
and in the absence of market practice, in equal proportions. On the insol-
vency of a mudarib, if the assets (including the capital) of the mudarabah:
• cannot be identified, the right of the rab-al-mal will be a debt against 

the estate (ie, the rab-al-mal will be an unsecured creditor of the estate 
of the mudarib); or

• can be identified, the rab-al-mal will have the exclusive right to those 
assets in priority over other ordinary creditors.

16 Murabahah – cost plus profit agreement.
IFIs are permitted to enter into murabahah transactions whereby the IFI 
purchases an asset and resells it at a profit. The purchaser of the asset may 
pay the bank in instalments and may provide the IFI with collateral to 
secure the debt obligation. Murabahah is commonly used by IFIs in the UAE 
to structure asset financing (including vehicle financing), corporate financ-
ing and shariah-compliant derivative and risk-management products. The 
Civil Code recognises and expressly provides for murabahah sales.
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17 Musharakah – profit sharing joint venture partnership 
agreement.

Although it is substantially similar to the mudarabah contract, a musharakah 
is different in that all parties involved in a certain partnership provide 
capital towards the financing of the investment. Profits are shared between 
partners at a pre-agreed ratio, but losses will be shared in the exact 
proportion to the capital invested by each party. This gives an incentive to 
invest wisely and take an active interest in the investment. Moreover, in a 
musharakah parties are entitled to participate in the management of the 
investment, but are not necessarily required to do so. This explains why the 
profit-sharing ratio is left to be mutually agreed upon and may be different 
from the actual investment in the total capital. 

The Civil Code defines a company as a ‘contract whereby two or more 
persons have agreed to participate in a project with the aim of making profit 
by providing a share of property or work for the completion of that project 
and the division of any profit or loss which may arise’. Thus, under the Civil 
Code, companies are, at a conceptual level, viewed as a musharakah. The 
parties to a musharakah are free to agree on the manner and proportion 
in which profits are distributed. However, the partners in a musharakah 
cannot agree a fixed return on their investment in the musharakah (ie, 
returns must be linked to profit). Losses are to be borne among the partners 
in proportion to the share of each of them in the capital of the company. 
Each partner in a musharakah will be regarded as an agent for the other 
partners, unless there is an agreement to the contrary. The partners can 
agree among themselves that a specified partner or partners or a third 
party will be solely responsible for the representation and management of 
the musharakah.

18 Ijarah – lease to own agreement.
Ijarah is defined as sale of manfa’ah (ie, sale of right to utilise the goods for 
a specific period – beneficial ownership). During a predetermined period, 
the ownership of the asset remains in the hands of the lessor who is respon-
sible for its maintenance so that it continues to give the service for which 
it was rented. Likewise, the lessor assumes the risk of ownership, and in 
practice seeks to mitigate such risk by insuring the asset in its own name.

Under an ijarah contract, the lessor has the right to renegotiate the 
quantum of the lease payment at agreed intervals. This is to ensure that the 
rental remains in line with prevailing market leasing rates and the residual 
value of the leased asset. Article 742 of the UAE Civil Code defines the 
ijarah as ‘a hire shall be the conferring by the lessor on the lessee of the right 
of use intended for the thing hired for a specified period in consideration 
of an ascertained rent’.

Under an ijarah, the client does not have the option to purchase the 
asset during or at the end of the lease term since this is considered under 
shariah to be tainted with uncertainty. However, this may be reached under 
another contract, very similar to ijarah (known as an ijarah wa iktina (hire 
purchase)), except that there is, at the outset, a commitment from the 
client to buy the asset at the end of the rental period at an agreed price with 
the rental fees previously paid constituting part of the price.

19 Wadiah – safekeeping agreement.
In the UAE the most common concepts used to structure shariah-compliant 
deposit services are the concepts of mudarabah and wakalah.

The customer will appoint the IFI as its wakeel (a concept similar to 
that of an agent under common law) or mudarib (see mudarabah above). In 
each case, the IFI agrees to deal with the customer’s money in a pre-agreed 
manner and to return the customer’s capital at the end of a specified period 
or on demand of the customer. In each case, the agreement between the 
customer and the bank will contain contractual mechanisms that seek to 
achieve capital protection and, depending on the product, a fixed rate of 
return on the amount deposited. This is often achieved by referencing an 
anticipated rate of return, it being acknowledged that a failure by the IFI to 
achieve that anticipated rate of return would constitute a breach of duty by 
the IFI for which the IFI would compensate the customer. It is arguable that 
such provisions may contravene certain provisions of the Civil Code, which 
provides that an agent shall not be liable for any losses if the investments 
made do not yield any returns, provided that the agent acts in accordance 
with the terms of his or her agency.

Where a customer deposits money with an IFI under a mudarabah or 
wakalah structure, such money is usually mixed with the IFI’s own pool of 
funds. In the event that the IFI becomes insolvent, the customer’s money will 
be mixed with the IFI’s other money and may well be treated by the liquidator 
in a UAE law-governed insolvency as part of the IFI’s liquidation assets.

Products

20 Sukuk – Islamic securities. Have sukuk or other Islamic 
securities been structured and issued in your jurisdiction to 
comply with Islamic principles, such as the prohibition of 
interest?

The UAE and the DIFC are considered to be pioneers of sukuk issuances and 
sukuk structures. These sukuk employ a range and combination of shariah 
concepts in their structures, including ijarah, murabahah, mudarabah and 
wakalah. Long-term sukuk issuance rose by 21 per cent year-on-year in the 
first quarter of 2016, as Gulf states with worsening fiscal balances tapped 
international bond markets. GCC states along with Mal aysia, Indonesia, 
Turkey, Singapore and Pakistan issued US$11.1 billion of sukuk in the first 
three months of 2016. The data show that these states are choosing to issue 
more of their debt as sukuk rather than conventional bonds. These countries 
issued 39.3 per cent of their debt as sukuk – the highest ratio of sukuk to 
conventional debt in eight years, according to Fitch. It also continues to be 
one of the most innovative markets. For example, Abu Dhabi Islamic Bank’s 
Tier 1 sukuk was the first public perpetual hybrid Tier 1 capital issuance by a 
Middle East issuer.

21 What is the legal position of sukuk holders in an insolvency 
or a restructuring? Are sukuk instruments viewed as equity 
or debt instruments? Have there been any court decisions or 
legislation declaring whether sukuk holders are deemed to 
own the underlying assets?

There have been no court decisions regarding whether sukuk holders are 
deemed to own the underlying assets. In a number of sukuk restructurings, 
the position adopted by the relevant stakeholders has been very much with 
reference to the contractual arrangements between the relevant stakehold-
ers. In the case of asset-based sukuk issuances (as opposed to asset-backed 
sukuk issuances), the contractually agreed position is that sukuk holders 
would not have recourse to the underlying assets. In the case of (relatively 
rare) asset-backed sukuk issuances (where a true sale of the underlying 
assets to the issuing entity has been effected), the contractually agreed 
position is that sukuk holders may have recourse to the underlying assets.

22 Takaful – Islamic insurance. Are there any conventional 
cooperative or mutual insurance vehicles that are, or could be 
adapted to be, shariah-compliant?

Insurance firms must operate on either conventional insurance principles 
or on takaful principles; they cannot combine the two (ie, the UAE does not 
permit the use of Islamic windows for takaful operations).

23 Which lines of insurance are currently covered in the takaful 
market? Is takaful typically ceded to conventional reinsurers 
or is retakaful common in practice?

In the UAE, the takaful industry is growing rapidly, but it is still a 
comparatively small segment of the overall insurance industry. So far, 
Middle Eastern takaful operators have concentrated almost 90 per cent of 
their takaful activities in the non-life sector of Islamic insurance, whereas in 
Malaysia that number is a complete reciprocal, building almost 75 per cent 
of their activity from within the life sector of takaful. According to the Dubai 
Center for Islamic Banking and Finance, only five out of the 16 takaful 
operators produced a surplus in 2014 in the GCC region. In the UAE, takaful 
product lines include both general takaful (property and liability takaful 
insurance) and family takaful (individuals’ takaful insurance). However, a 
takaful provider cannot conduct both general takaful and family takaful.

Miscellaneous

24 What are the principal regulatory obstacles facing the Islamic 
finance industry in your jurisdiction?

The recent 11th Annual World Takaful Conference in Dubai was an eye-
opener with regard to the growing number of takaful operators and the 
intense interest in building the takaful industry and ensuring greater options 
and benefits for customers. The takaful sector is at a promising stage in its 
development. Although its growth has been fast, there are several challenges 
and opportunities that the industry as a whole must address, or take 
advantage of. A key challenge for takaful companies has been differentiating 
their product offerings from conventional insurers, which has eroded the 
value of takaful operators in an already fiercely competitive market.
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With regard to the DIFC, it is generally recognised that, while there 
is scope for improvement, the DFSA legislation encourages transparency 
and effective corporate governance in order to achieve adequate investor 
and client protection.

25 In what circumstances may shariah law become the governing 
law for a contract or a dispute? Have there been any recent 
notable cases on jurisdictional issues, the applicability of 
shariah or the conflict of shariah and local law relevant to the 
finance sector?

The courts are permitted to refer to shariah in the absence of clear 
legislation and established customary business practices. Interestingly, 
there are cases where UAE courts have disapplied references to shariah law 
in contracts and have instead applied UAE law.

26 Are there any special considerations for the takeover of an 
Islamic financial institution, outside the requirements of the 
general merger control regime?

No.

27 Are there any notable features of the Islamic finance regime 
and markets for Islamic finance products in your jurisdiction 
not covered above?

No.
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John Dewar and Munib Hussain
Milbank, Tweed, Hadley & McCloy LLP

Overview

1 In general terms, what policy has your jurisdiction adopted 
towards Islamic finance? Are Islamic finance products 
regulated differently from conventional instruments? What 
has been the legislative approach?

Islamic finance has developed rapidly in the UK over the past decade and 
the government has been very supportive towards its development and 
promotion. The UK hosted the first stand-alone Islamic financial institu-
tion in the EU and has the highest value of shariah-compliant assets of any 
non-Muslim country. The UK has a strong and proud tradition of open-
ness and flexibility, which, combined with London’s position as a leading 
international financial centre and the UK’s significant Muslim population 
(just under 5 per cent of the UK population according to the 2011 census), 
provides a strong foundation for growth. As a result of its standing, London 
has long been perceived as the Western hub for Islamic finance.

The government announced the establishment of the UK’s first Islamic 
Finance Task Force in March 2013. The task force’s mandate is to help 
to build upon London’s status as the Western hub for Islamic finance by 
showcasing the UK as the preferred choice for the Muslim world to invest 
in and do business with. Its objectives include engaging with the United 
Kingdom Islamic Finance Secretariat and others to promote and raise the 
international profile of the industry and to use Islamic finance to facilitate 
inward investment and strengthen the UK economy. In June 2014, the UK 
became the first Western country to issue a sukuk, attracting orders of more 
than £2 billion from global investors. London’s maiden sukuk is structured 
as a sukuk al-ijarah and will pay out profits based on the rental income from 
three government-owned properties in lieu of interest (riba), which is for-
bidden by shariah. The £200 million sale was heavily oversubscribed by 
investors in the UK, Middle East and Asia, attracting orders of £2.3 billion, 
10 times higher than the amount sold. Then, in April 2015, the Secretary of 
State of Her Britannic Majesty’s Government (acting by the Export Credits 
Guarantee Department (ECGD) and operating as UK Export Finance) 
guaranteed a sukuk issued by Khadrway Limited (where the proceeds of 
the issuance were used by the Emirates to finance the acquisition of four 
new Airbus A380-800 aircraft). This was the world’s first sukuk supported 
by an export credit agency.

Islamic finance products in the UK are not regulated any differently 
from conventional instruments and existing legislation and regulations 
apply. The UK’s approach has been to ensure a level playing field for 
Islamic finance products and conventional instruments, and so the UK has 
proactively monitored and responded to any unequal treatment between 
the two by introducing remedial legislation and regulations. For example, 
the government was quick to remedy the adverse tax treatment of sukuk 
to place them on a level playing field with conventional debt instruments. 
Another example is where the HM Treasury abolished the double stamp 
duty land tax charge on shariah-compliant mortgages.

The government believes that the growth of Islamic finance in the UK 
is beneficial to all UK citizens and that Islamic finance should be available 
to everybody. On the retail side, all consumers gain from a wider choice 
of retail financial services, in particular those consumers whose religious 
beliefs prevent them from accessing conventional finance. On the wholesale 
side, the entire country benefits from the UK financial services industry’s 
success as the leading Western centre for Islamic finance.

2 How well established is Islamic finance in your jurisdiction? 
Are Islamic windows permitted in your jurisdiction?

Islamic retail products first appeared in the UK in the 1990s, and in the 
past decade there has been significant growth of Islamic finance products 
in both the wholesale and the retail sectors. According to data published by 
Al Rayan Bank at the end of 2014, the UK was the ninth-largest market for 
Islamic finance with US$19 billion of shariah-compliant assets.

Against the backdrop of global drivers of Islamic finance, the 
government, the Financial Services Authority (FSA) (replaced in large 
part by the Financial Conduct Authority (FCA)) and the Bank of England 
have actively supported the development of Islamic finance in the UK over 
the past decade. In 2000, the Bank of England recognised the potential 
for retail and wholesale Islamic finance in the UK and, together with HM 
Treasury, established a working group to investigate the obstacles facing 
the industry. This led to the first of many legislative measures introduced 
by HM Treasury to enable the development of Islamic finance in the UK. 
Since 2003, HM Treasury, HM Revenue and Customs (HMRC) and the FSA 
have introduced several changes to the tax and regulatory systems to enable 
UK companies to offer a range of Islamic financial products including 
asset finance, mortgages and ISAs. Since 2004, the FSA has authorised 
a number of Islamic financial firms and the UK is the first country in the 
EU to authorise stand-alone Islamic financial institutions to offer only 
shariah-compliant products. This has been achieved by applying the same 
authorisation criteria to Islamic and conventional financial institutions. 
Britain currently has 20 financial institutions, including six fully shariah-
compliant banks, offering Islamic finance products. The main financiers 
in the UK market include stand-alone Islamic financial institutions such as 
Al Rayan Bank (formerly Islamic Bank of Britain) and certain conventional 
institutions that have set up Islamic windows. If a conventional institution 
establishes a separate branch or subsidiary to operate as an Islamic window, 
that branch or subsidiary would probably require a separate authorisation 
from the FCA.

Sovereign wealth funds from Islamic countries are active in the UK. 
The mandate of the Islamic Finance Task Force is to facilitate Islamic 
financial business, including investment in UK infrastructure by Islamic 
sovereign wealth funds. Islamic funds also operate from the UK and IFIs 
offer Islamic finance products in the UK. A total of four shariah-compliant 
exchange traded funds and two shariah-compliant exchange trade products 
are listed on the London Stock Exchange.

There are no explicit restrictions for investments in haram activities 
(ie, non-compliant investments), although investment might be limited to 
halal activities. 

There have been many listings of sukuk on the London Stock Exchange. 
The issuers of these listings have principally been corporates and banks 
based in the Middle East. As noted in question 1, the UK’s sovereign sukuk 
on 25 June 2014 and the ECGD-guaranteed sukuk issued in April 2015 were 
also listed on the London Stock Exchange.

3 What is the main legislation relevant to Islamic banking, 
capital markets and insurance?

The UK has not enacted legislation specifically addressing Islamic finance. 
Islamic banking, capital markets and insurance are subject to general 
finance laws (in particular the Financial Services and Markets Act 2000 
(FSMA)) and regulations in the UK and are intended to be subject to the 
same tax treatment that applies to their corresponding conventional 
instruments. However, certain amendments have been made to existing 

© Law Business Research 2016



UNITED KINGDOM Milbank, Tweed, Hadley & McCloy LLP

48 Getting the Deal Through – Islamic Finance & Markets 2017

laws and regulations specifically to facilitate Islamic finance transactions 
in the UK.

The most important changes have been to the tax laws (which broadly 
work on the basis of form over economic substance) to ensure the tax treat-
ment of shariah-compliant structures follow the treatment of their con-
ventional finance alternatives. For example, the rules have been amended 
to provide for certain shariah-compliant finance arrangements (including 
certain murabahah and musharakah arrangements) to be taxed in the same 
manner as conventional equivalents under the alternative finance arrange-
ments regime (see Chapter 6 of Part 6, Corporation Tax Act 2009). 

The alternative finance regime has now also been extended to sukuk, 
which hitherto had been treated differently from conventional bonds for 
tax purposes because payments on sukuk represent profit distributions, 
although such payments are economically similar to interest. Unlike inter-
est, however, profit distributions are not usually tax-deductible and this 
would have made sukuk a more expensive way to raise finance, especially 
in comparison with conventional bonds. 

To respond to this anomaly, the alternative finance regime (under 
which certain shariah-compliant finance structures are taxed in the same 
manner as their conventional equivalents) has been extended to provide 
that sukuk be taxed in a similar manner to conventional bonds. This has 
been achieved by providing that, where the arrangements meet certain 
conditions (including listing on a recognised stock exchange), amounts 
paid by issuers to sukuk holders (other than those representing the princi-
pal amount originally paid by the sukuk holder to the issuer) are generally 
deductible by the issuer under the loan relationships regime, and taxable 
in the hands of the holder as interest (if the holder is subject to income tax) 
or under the loan relationships regime (if the holder is subject to corpora-
tion tax).

In addition, the Finance Act 2009 provides relief from stamp duty land 
tax (SDLT) for sukuk (as alternative finance investment bonds), amends the 
law to classify sukuk as tax-exempt loan capital for stamp duty and stamp 
duty reserve tax purposes, and allows existing corporation tax and income 
tax rules on Islamic finance arrangements to be amended by regulation.

Supervision

4 Which are the principal authorities charged with the oversight 
of banking, capital markets and insurance products?

Prior to 1 April 2013, the FSA was the principal authority charged with the 
oversight of banking, capital markets and insurance products in the UK. 
From 1 April 2013, the FSA was abolished and the majority of its functions 
transferred to two new regulators: the FCA and the Prudential Regulation 
Authority (PRA). The FCA inherited the majority of the FSA’s roles and 
functions and also adopted the legal corporate identity of the FSA. The 
FCA is responsible for the conduct of business regulation of all firms, 
including those regulated for prudential matters by the PRA, is responsible 
for the prudential regulation of firms not regulated by the PRA, and inher-
ited the FSA’s market conduct regulatory functions, with the exception of 
responsibility for systemically important infrastructure, which was trans-
ferred to the Bank of England.

The FCA and the PRA, therefore, now regulate IFIs to the extent they 
perform ‘regulated activities’ for the purpose of FSMA. Their approach to 
the regulation of IFIs is expected to be the same as the FSA, which can be 
summed up as ‘no obstacles, but no special favours’. Unlike certain other 
regulatory authorities, such as Malaysia’s, the FCA does not have shariah 
scholars who review the shariah-compliance of a product offered by an IFI. 
The FCA’s approach is to treat IFIs as it would conventional firms, so an 
IFI would require authorisation to carry on regulated activities and obtain 
the necessary permissions from the FCA. IFIs may need to provide addi-
tional information to the FCA in certain circumstances, such as the role, 
if any, that the IFI’s shariah board performs in relation to operational and 
financial matters (see question 7). Further, any financial institution already 
authorised by the FSA wishing to offer shariah-compliant products under 
its existing FCA permissions must, in practice, notify the FSA of its inten-
tion to expand its activities to include Islamic financial business. 

Financial transactions entered into with an individual and not other-
wise subject to regulation under FSMA may be subject to regulation under 
the Consumer Credit Act 1974 (CCA), unless that agreement is entered 
into wholly or predominantly for business purposes, or one of the other 
exemptions under the CCA 2006 applies.

Before its replacement by the FCA on 1 April 2013, the FSA stated 
that it intended to work with international industry bodies, such as the 
International Organization of Securities Commissions, which have their 

own Islamic finance initiatives. The FSA also supported moves to develop 
common shariah standards by organisations such as the IFSB and the 
AAOIFI. While the FSA did not implement either the IFSB or AAOIFI 
standards (which, therefore, do not have any binding legal effect), these 
standards are certainly useful in identifying best practice for IFIs and 
examples of the application of regulatory rules to IFIs.

5 Identify any notable guidance, policy statements or 
regulations issued by the regulators or other authorities 
specifically relevant to Islamic finance.

The FSA issued a discussion paper in November 2007, ‘Islamic Finance in 
the UK: Regulation and Challenges’, which outlined the regulatory frame-
work for Islamic finance in the UK and considered the risks and challenges 
that Islamic firms in the UK face in the retail and wholesale markets.

The FSA and HM Treasury released a joint consultation paper on 
sukuk in December 2008, ‘Legislative Framework for the Regulation of 
Alternative Finance Investment Bonds (Sukuk)’. This paper suggested 
further legislative reforms to align the regulatory treatment of sukuk with 
conventional debt securities; in particular, the creation of a new specified 
instrument for sukuk under the Financial Services and Markets Act 2000 
(Regulated Activities) Order 2001, to exempt such instruments from the 
definition of collective investment schemes under FSMA. HM Treasury 
also published a paper in December 2008, ‘Development of Islamic 
Finance in the UK’, on the government’s approach to promoting and facili-
tating the development of Islamic finance in the UK.

6 Is there a central authority responsible for ensuring that 
transactions or products are shariah-compliant? Are IFIs 
required to set up shariah supervisory boards? May third 
parties, related parties or fund sponsors provide supervisory 
board services or must the board be internal?

The UK has no central authority responsible for ensuring that transac-
tions or products are shariah-compliant. The UK does not impose a legal 
requirement that an IFI have a shariah supervisory board. Although, by 
complying with the relevant AAOIFI guideline for shariah supervisory 
boards, an IFI could arguably demonstrate that it complied with its duties 
under the FCA’s Principles for Businesses to take reasonable care to organ-
ise and control its affairs responsibly and with adequate risk management 
systems. Further, while there is no statutory requirement for IFIs to have 
shariah supervisory boards, most IFIs do, as a matter of course, have 
shariah supervisory boards that sit alongside their boards of directors or 
employ third parties to act as an external shariah supervisory board (either 
because their constitutive documents so require or because this provides 
investors, stakeholders and customers with an assurance that the IFI will 
operate in accordance with shariah principles).

7 Do members of an institution’s shariah supervisory 
board require regulatory approval? Are there any other 
requirements for supervisory board members?

There is no express requirement for regulatory approval of a shariah super-
visory board; however, in an application to the FCA or PRA to become 
authorised, the IFI would need to indicate whether the members of the 
shariah supervisory board would perform an executive or an advisory role. 
To the extent an advisory role is to be performed, the IFI would not need to 
apply for each member to be an approved person. The competence of the 
members of the shariah supervisory board would still be relevant to deter-
mine whether the IFI is fit and proper to be authorised. To the extent that 
the shariah supervisory board would perform an executive role, then the 
IFI would need to apply and meet the requirements of the FCA for each 
member to be an approved person, including the requirement as to com-
petence and capability.

8 What are the requirements for Islamic banks to be authorised 
to carry out business in your jurisdiction?

The primary statute governing banking in the UK is FSMA. Under FSMA, it 
is an offence for a person to engage in ‘regulated activities’ unless he or she 
is authorised or exempt from the authorisation requirement.

As with conventional banks, Islamic banks are dual-regulated by the 
FCA with respect to how they conduct business and by the PRA for pru-
dential requirements (such as capital and liquidity). To become an author-
ised bank, an application must be made to the PRA, the lead regulator for 
banks. This is assessed through a collaborative process. The final decision 
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will be made and communicated by the PRA. To authorise the firm, the 
PRA must have received the FCA’s consent. 

9 May foreign institutions offer Islamic banking and capital 
markets services in your jurisdiction? Under what conditions?

Foreign institutions may offer Islamic banking and finance products in 
the UK, provided that they comply with the applicable UK laws (includ-
ing FSMA).

10 What are the requirements for takaful and retakaful operators 
to gain admission to do business in your jurisdiction?

FSMA governs the regulatory regime in the UK. FSMA provides that car-
rying on a regulated activity, or purporting to do so, in respect of a speci-
fied investment by way of business in the UK, requires authorisation from 
the FSA, unless the person carrying on such activity is exempt. Effecting 
or carrying out contracts of insurance (which would include takaful and 
retakaful) is a regulated activity. Therefore, a similar authorisation proce-
dure to that which applies to banks (as outlined in question 8) would also 
apply to takaful and retakaful operators.

11 How can foreign takaful operators become admitted? Can 
foreign takaful or retakaful operators carry out business in 
your jurisdiction as non-admitted insurers? Is fronting a 
possibility?

Foreign takaful operators may become admitted in the UK to offer takaful 
and retakaful products, by complying with the applicable UK laws (includ-
ing FSMA).

12 Are there any specific disclosure or reporting requirements 
for takaful, sukuk and Islamic funds?

There are no specific disclosure or reporting requirements for either 
takaful, sukuk or Islamic funds that differ from conventional products.

13 What are the sanctions and remedies available when products 
have been falsely marketed as shariah-compliant?

If financial products have been falsely marketed as shariah-compliant, 
there are three potential remedies available to an investor. The first is a 
contractual remedy, which, depending on the terms on which the product 
was purchased, may enable the investor to call an event of default (arising 
from the misrepresentation by the IFI of a material term of the contract) 
and then accelerate amounts owed by the IFI to the investor.

The second remedy is to institute a civil claim for misrepresentation. 
For fraudulent and negligent misrepresentation, the claimant may claim 
rescission of the contract and damages. For innocent misrepresentation, 
the court has a discretion to award damages in lieu of rescission, or rescis-
sion; the court cannot award both. And this is only if the right to rescind 
exists. If that is lost, damages under section 2(2) of the Misrepresentation 
Act 1967 are unavailable. 

The third remedy is only applicable if the relevant product is a securi-
ties offering that is made through a public offering and where a prospectus 
is issued that is untrue or misleading as to the shariah-compliance of the 
securities offered. In this circumstance, section 90 of FSMA establishes that 
the person responsible for the prospectus is liable for damages to a person 
who has acquired securities to which the particulars apply and has suffered 
loss as a result of any untrue or misleading statement in the particulars, 
or the omission from the particulars of any matter required under section 
80 or section 81 of FSMA. Additionally, section 90A of FSMA extends the 
issuer’s liability to include liability to persons that have suffered loss as a 
result of a misleading statement or dishonest omission in the prospectus 
or a dishonest delay in publishing the information. Consequently, not only 
persons acquiring the sukuk direct upon issue but also those trading the 
sukuk on the secondary market would be entitled to bring a claim pursuant 
to these provisions.

14 Which courts, tribunals or other bodies have jurisdiction to 
hear Islamic finance disputes?

There are no specific courts or tribunals in the UK that hear Islamic financ-
ing disputes. The matter would be dealt with by the competent court in 
the UK, which, at first instance and depending on the complexity and final 
value of the dispute, is likely to be either the county court or the High Court 
of Justice.

Contracting concepts

15 Mudarabah – profit sharing partnership separating 
responsibility for capital investment and management.

The entry into a mudarabah arrangement is acceptable for a UK entity 
or person as it would be treated as akin to a partnership arrangement 
wherein the investor (rab-al-mal) contributes the capital and the recipi-
ent (mudarib) provides professional or managerial expertise to carry out 
the venture to earn a profit that is shared between the rab-al-mal and the 
mudarib in accordance with an agreed ratio.

Where a mudarabah is used for deposits with a bank, care must be 
taken to ensure any deposit complies with the definition of ‘deposit’ in 
the Financial Services and Markets Act 2000 (Regulated Activities) Order 
2001 (as amended) (RAO). While a traditional mudarabah requires that 
the rab-al-mal bears the risk of any loss on the deposit, the RAO requires 
that to be classified as a deposit under article 5(2) of the RAO, the deposi-
tor must be entitled to the right to repayment, whether on demand or in 
accordance with terms agreed. The FCA’s solution to this and to ensure 
that Islamic deposits are categorised as protected deposits under FCA rules 
(and therefore that customers who deposit funds with IFIs receive equiva-
lent deposit protection to conventional depositors under the Financial 
Services Compensation Scheme) was that depositors under a mudarabah 
would be entitled to full payment of the amount deposited (thereby satisfy-
ing the RAO requirement). The rab-al-mal would, however, have the right 
to opt out of the deposit protection subsequently on religious grounds and 
choose to be repaid under the risk-sharing methodology reflecting a tradi-
tional mudarabah.

16 Murabahah – cost plus profit agreement.
Murabahah transactions can generally be implemented under English 
law. As in economic terms the murabahah is akin to a loan, the transac-
tions would be classified as loans for International Financial Reporting 
Standards (IFRS) purposes.

With respect to the taxation of a murabahah transaction, prior to 
the introduction of section 57 of the Finance Act 2005 (replaced by sec-
tion 564C of the Income Tax Act 2007 and sections 503 and 511 of the 
Corporation Tax Act 2009), the profit paid by the customer to the bank 
would not have been tax-deductible by the customer. However, since the 
new legislation came into effect, subject to satisfying the applicable pre-
conditions, such profit would now be treated as interest payable during the 
period of the loan and hence qualify for a tax deduction.

Where the assets acquired by the bank under the murabahah transac-
tion include real property, while SDLT would otherwise have been levied 
on both the purchase of property by the bank and the subsequent sale to 
the customer, since the introduction of section 73 of the Finance Act 2003, 
provided certain conditions are met, no SDLT is payable on the subsequent 
sale of the property by the bank. 

For VAT purposes, HMRC treats the sale of the asset by the vendor and 
the onward sale by bank to the customer in accordance with the normal 
VAT rules, which will be dependent on the nature and location of the asset. 

17 Musharakah – profit sharing joint venture partnership 
agreement.

It is permissible for a UK entity or person to enter into a musharakah 
arrangement as it is akin to a joint venture or partnership arrangement. 
However, care should be taken to determine whether the musharakah 
arrangement could fall within the broad definition of ‘collective invest-
ment scheme’ in FSMA. To the extent the musharakah arrangement is 
considered a collective investment scheme, the IFI may need to apply for 
permission under FSMA.

A musharakah where each partner’s share in the capital remains con-
stant would be treated as a partnership and therefore be transparent for 
tax purposes, which means that the profits of the partners would be taxed.

In the case of a diminishing musharakah, following the enactment 
of section 47A of the Finance Act 2005 (replaced by section 564C of the 
Income Tax Act 2007 and sections 503 and 511 of the Corporation Tax Act 
2009), and provided that the specified conditions are met, the return paid 
to the financier is now treated as if it were interest payable on a loan and is 
tax-deductible.

18 Ijarah – lease to own agreement.
An ijarah will generally be classified as an operating lease if it does not 
transfer substantially all the risks and rewards incidental to ownership to 
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the lessee. If, substantially, all the risks and rewards incidental to owner-
ship are transferred to the lessee, such an ijarah is likely to be categorised 
as a finance lease. An ijarah munthahiyah bi-tamlik (lease to own) is akin to 
a conventional hire purchase and so would be accounted for in the same 
way as a finance lease.

19 Wadiah – safekeeping agreement.
Wadiah agreements are not commonly used in the UK, but the entry into 
such an agreement should be possible provided the applicable regulatory 
requirements are met.

Products

20 Sukuk – Islamic securities. Have sukuk or other Islamic 
securities been structured and issued in your jurisdiction to 
comply with Islamic principles, such as the prohibition of 
interest?

On its website, the London Stock Exchange (LSE) boasts that over US$51 
billion has been raised through 57 sukuk issuances that have been listed on 
the LSE and such securities can be admitted on either the Main Market, 
which is a regulated market under the EU Markets in Financial Instruments 
Directive (2004/39/EC); or the Professional Securities Market, which is a 
platform reserved for professional investors and is not a regulated market. 
Most of the listed sukuk have been structured as either sukuk al-mudarabah 
or sukuk al-ijarah. To take advantage of certain tax efficiencies, the vehicle 
most often adopted for the issuer is a limited company incorporated in a 
tax-efficient jurisdiction. Several shariah-compliant institutions are listed 
on AIM (alternative investment market), enabling the purchase of shariah-
compliant shares. Further, there are seven shariah-compliant exchange 
traded funds based on Islamic indices.

The requirements in relation to listings of sukuk on the Main Market 
are governed by FSMA and the UK Listing Authority’s Prospectus Rules, 
the Listing Rules and the Disclosure and Transparency Rules. An applica-
tion to list a sukuk on the Official List must be submitted to the FCA together 
with listing particulars, which, in accordance with section 80(1) of FSMA, 
should contain all such information as investors and their advisers would 
reasonably require, and reasonably expect to find there, for the purpose of 
making an informed assessment of the assets and liabilities, financial posi-
tion, profits and losses, and prospects of the issuer of the securities, and the 
rights attaching to the securities.

21 What is the legal position of sukuk holders in an insolvency 
or a restructuring? Are sukuk instruments viewed as equity 
or debt instruments? Have there been any court decisions or 
legislation declaring whether sukuk holders are deemed to 
own the underlying assets?

There are various structures that can be adopted for a sukuk that may have 
an impact on how it is classified for insolvency, tax and regulatory pur-
poses. Sukuk, are, however, typically structured to have the same economic 
effect as a conventional bond and are treated as such for IFRS purposes.

On an insolvency involving the issuer, the legal position of sukuk hold-
ers should not be any different from that of conventional bondholders in 
that the sukuk holders would have a debt claim against the issuer for the 
outstanding face amount of their respective certificates. 

Whether a sukuk is treated as an equity or debt instrument depends 
on the structure and the risks and rewards of the sukuk. In particular, 
whether the sukuk is asset-based or asset-backed could affect this analysis. 

Often, it is the case that, from the originator’s perspective, the sukuk are 
shown as a financial liability on its balance sheet because it retains control 
over the issuer entity. From the sukuk holders’ perspective, the holding 
would need to be classified into certain categories, such as an instrument 
held to maturity or a loan and receivable. Legislation now provides that 
where certain conditions are satisfied, the return paid to sukuk holders 
is tax-deductible by the issuer, consistent with the treatment afforded to 
conventional bondholders. 

There have been no court decisions or nor has there been legislation 
declaring whether sukuk holders are deemed to own the underlying assets.

22 Takaful – Islamic insurance. Are there any conventional 
cooperative or mutual insurance vehicles that are, or could be 
adapted to be, shariah-compliant?

Friendly societies and other mutual insurance companies are potential 
vehicles that could be adapted to provide takaful. Friendly societies in par-
ticular have an affinity with shariah principles because all contributions 
to a friendly society are made voluntarily. Friendly societies have evolved 
in different ways over the years. Since 1992 most have taken advantage of 
the ability to incorporate, which allows them to undertake a defined range 
of activities.

There would be significant challenges in establishing a new shariah-
compliant friendly society since, to be authorised by the FSA to carry on 
regulated activities in the UK, the friendly society would need significant 
amounts of regulatory capital. As a mutual institution, a friendly society 
does not have shareholders that might provide that capital. On the con-
trary, section 5(2)(b)(i) of the Friendly Societies Act 1992 provides, in effect, 
that only members (or persons connected with members) can receive ben-
efits from the society and the converse of this is also generally held to be 
true, namely that a person cannot be a member of a friendly society unless 
he or she (or a connected person connected) receives insurance or similar 
benefits from the society.

23 Which lines of insurance are currently covered in the takaful 
market? Is takaful typically ceded to conventional reinsurers 
or is retakaful common in practice?

The UK takaful insurance market is in its infancy. Principle Insurance 
attempted to provide takaful motor insurance but suffered significant 
financial difficulties in 2009. Cobalt Underwriting launched a takaful 
structure in 2003 that allows syndication of the risks across a number of 
insurers, but it remains to be seen how successful will be this venture.

Miscellaneous

24 What are the principal regulatory obstacles facing the Islamic 
finance industry in your jurisdiction?

In view of the legislation designed to remedy the adverse treatment of 
Islamic products relative to corresponding conventional products, and the 
FCA’s and PRA’s non-discriminatory regime towards ensuring the same 
authorisation and prudential requirements that apply to conventional 
firms also apply to IFIs, there appear to be no immediately apparent regu-
latory hurdles for the Islamic finance industry in the UK.

In HM Treasury’s paper ‘Development of Islamic Finance in the UK’, 
issued in December 2008, the government identified a number of areas 
in which further progress was necessary to develop the Islamic finance 
industry. These included the need to create a set of robust and acces-
sible term-sheets for the main Islamic products through collaboration 
between industry and international standard-setting bodies; the need to 
raise awareness of, and knowledge about, Islamic finance at the grass roots 
level; and the need to highlight the UK’s strength as a provider of educa-
tion, training and skills in Islamic finance.

25 In what circumstances may shariah law become the governing 
law for a contract or a dispute? Have there been any recent 
notable cases on jurisdictional issues, the applicability of 
shariah or the conflict of shariah and local law relevant to the 
finance sector?

Shariah law is not applied in the UK and English law does not recognise 
shariah as a system of law capable of governing a contract, on the basis that 
English law does not provide for the choice or application of a system of law 
other than a system of national law. This is based on the Convention on the 
Law Applicable to Contractual Obligations 1980 (the Rome Convention), 
which requires that a governing law of an agreement must belong to a country.

Update and trends

The UK’s vote to leave the EU and new banking regulations, such 
as the implementation of the Bank Recovery and Resolution 
Directive (Directive 2014/59/EU), will need to be considered as 
part of structuring Islamic finance transactions. More generally, 
the geopolitical and economic circumstances (including the fall in 
the oil price) present both a challenge and opportunity for Islamic 
finance as Middle Eastern oil-exporting countries (who have been 
a key driver of the global Islamic finance industry, and who are also 
likely to have been be most affected by the decline in the oil prices) 
are reassessing their balance sheets, but equally are searching for 
alternative sources of finance, including Islamic finance, to maintain 
their ambitious capital spending programmes.
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The approach of the English courts, in the main, has been to distinguish 
between shariah and the contractual governing law of an Islamic finance 
agreement by ruling that shariah issues are not justiciable in the English 
courts. That element of the agreement is deemed as forming part of the 
commercial agreement (which English courts will rarely interfere with) and 
not the legal agreement. Instead the dispute will be dealt with applying the 
ordinary principles of English law and an English court will avoid ruling or 
commenting on the compliance of the agreement with shariah (see Shamil 
Bank of Bahrain v Beximco Pharmaceuticals Ltd [2003] 2 All ER (Comm) 84).

Parties may still elect to have a dispute in relation to a contract 
determined and resolved in accordance with shariah principles by submitting 
to arbitration. Under section 46 of the Arbitration Act 1996, arbitral 
tribunals are obliged to decide disputes with reference to either the national 

law chosen by the parties or any other agreed considerations (including 
shariah considerations).

26 Are there any special considerations for the takeover of an 
Islamic financial institution, outside the requirements of the 
general merger control regime?

The UK has no special rules governing the takeover of an IFI.

27 Are there any notable features of the Islamic finance regime 
and markets for Islamic finance products in your jurisdiction 
not covered above?

Not applicable.
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Overview

1 In general terms, what policy has your jurisdiction adopted 
towards Islamic finance? Are Islamic finance products 
regulated differently from conventional instruments? What 
has been the legislative approach?

There are no United States laws specifically addressing Islamic finance 
in the United States, and financial institutions offering Islamic finance 
products are governed by the same federal and state laws and regulations 
as those offering conventional instruments. Islamic finance in the US is 
market-driven; rather than support or promote Islamic financial products, 
federal and state regulators respond to applications and inquiries from 
Islamic financial institutions (IFIs) wishing to offer Islamic financial 
products on a case-by-case basis. The Federal Reserve has been helpful 
in organising forums to discuss with prospective issuers and investment 
bankers alternative ways to advance and grow Islamic finance.

2 How well established is Islamic finance in your jurisdiction? 
Are Islamic windows permitted in your jurisdiction?

Retail Islamic finance has been well established in the United States since 
1997, when the Office of the Comptroller of the Currency (OCC) approved 
the ijarah structure for home lending because it is ‘functionally equivalent’ 
to conventional secured real estate lending. In 1999, the OCC approved the 
use of the murabahah ‘cost plus profit’ structure for home financial prod-
ucts because this structure was deemed to be ‘functionally equivalent’ to 
conventional real estate mortgage transactions or inventory or equipment 
lien agreements. However, other than Fannie Mae and Freddy Mac, there 
is, in general, a paucity of investment capital and liquidity infrastructure in 
the US for most kinds of Islamically financed transactions.

There are no US national Islamic financial institutions; rather, IFIs 
operate as state banking corporations. Conventional banking institutions 
have established Islamic ‘windows’, but more often use subsidiaries for 
Islamic finance transactions. The gross annual dollar value of retail Islamic 
financial transactions in the US is only approximately US$4 billion, and 
most Muslims continue to use conventional financing in their US bank-
ing transactions.

Sovereign wealth funds have acquired considerable amounts of US 
real estate and remain active in this market, but typically use conventional 
financing for their acquisitions. While there have not been any listings 
of sukuk on US stock exchanges, publicly held and private Islamic funds 
are active and offer, buy and trade securities that are shariah-compliant. 
Investment in businesses dealing with haram goods and services may be 
made and held in the US, provided they are de minimis and appropriate 
‘purification’ is expected with respect to excess haram income.

3 What is the main legislation relevant to Islamic banking, 
capital markets and insurance?

The US has not adopted any federal legislation specifically addressing 
Islamic financing. Islamic banking, capital markets and insurance are 
subject to the same federal and state law and are subject to the same 
tax treatment that applies to corresponding conventional instruments. 
Only two rulings have been issued by the OCC, approving an ijarah and 
a murabahah structure for home and other retail financial products. IFIs 
in the US are state-chartered entities subject to state laws regulating 
corporate governance and banking and insurance operations. Despite a 
paucity of legislation and judicial decisions, these structures and deposit 

accounts have been developed and are being used in the US by balancing 
Islamic finance concepts with US legal issues, such as ownership liability, 
taxation, real estate transfer taxes, bankruptcy and securities laws.

All deposit accounts offered by US banks are required to be insured by 
the Federal Deposit Insurance Corporation (FDIC), which is intended to 
assure the overall ‘safety and stability’ of financial institutions. Although no 
IFI offers interest on its Islamic deposit accounts, the FDIC has approved 
insuring such accounts on the basis that investment return does not have 
to be based on interest, but may be based on a profit and loss participation.

State banking agencies regulate IFIs in the US. Although IFIs may be 
qualified to do business in different states, the majority of an IFI’s assets 
are located in the institution’s home state and licensing and other condi-
tions must be satisfied with respect to any state where the IFI wishes to be 
qualified as a bank or mortgage or loan finance provider. Illinois and some 
other states have enacted a ‘wild card statute’, which allows IFIs chartered 
in such states to do anything that is permitted by the OCC to be done by 
national banks. 

Supervision

4 Which are the principal authorities charged with the oversight 
of banking, capital markets and insurance products?

The principal federal regulatory authorities charged with the oversight of 
US banking are the OCC and the FDIC. State banking authorities govern 
state-organised financial institutions, including IFIs. State authorities are 
also responsible for the oversight of insurance companies, as there is no 
federal insurance regulator. The principal regulatory authorities charged 
with regulating US capital markets are the Securities and Exchange 
Commissions, the self-regulatory stock exchanges and state securi-
ties authorities.

5 Identify any notable guidance, policy statements or 
regulations issued by the regulators or other authorities 
specifically relevant to Islamic finance.

The 1997 and 1999 rulings by the OCC approved the ijarah and murabahah 
structures for home finance and retail transactions. In addition, states such 
as New York and Illinois have enacted legislation intended to encourage 
Islamic finance transactions, such as the elimination of a double real estate 
transfer tax in an ijarah sale-leaseback transaction.

6 Is there a central authority responsible for ensuring that 
transactions or products are shariah-compliant? Are IFIs 
required to set up shariah supervisory boards? May third 
parties, related parties or fund sponsors provide supervisory 
board services or must the board be internal?

The US has no central authority responsible for insuring that transactions 
or products are shariah-compliant. IFIs in the US are not required to main-
tain their own shariah supervisory boards, but may work with the shariah 
board of another IFI, the Shari’ah Board of America or other scholars.

7 Do members of an institution’s shariah supervisory 
board require regulatory approval? Are there any other 
requirements for supervisory board members?

There is no regulatory approval required for the appointment by an IFI of 
shariah supervisory board members. While the Shari’ah Board of America 
and other scholars serve in the US, it is a challenge to find competent shariah 
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scholars able to balance knowledge of shariah law as well as knowledge of 
US banking and commercial law, the business and customer needs of the 
IFI and competency in the English language.

8 What are the requirements for Islamic banks to be authorised 
to carry out business in your jurisdiction?

There is no nationally chartered Islamic bank in the US because of the 
difficulty in developing deposit products that are simultaneously shariah-
compliant and eligible for FDIC protection, and that do not run afoul of 
securities regulations. While the OCC has been approached by entities 
interested in establishing a national Islamic bank, there have been no 
applications filed with or approved by the OCC.

The existing US Islamic banks, notably Devon Bank and University 
Islamic Finance Bank, are state-chartered, state-licensed banks, which 
have applied for and received FDIC insurance for depositors. The OCC 
and the banking authorities of New York, Illinois and a few other states 
have approved shariah-compliant structures on a limited basis to finance 
home and other retail purchases. These states have issued limited rulings 
eliminating double real estate transfer taxation in shariah-compliant home 
acquisition financings. The Board of Governors of the Federal Reserve 
allows US financial institutions to offer shariah-compliant products in 
foreign countries where they are mandatory or where they are necessary for 
the financial institution to be competitive.

9 May foreign institutions offer Islamic banking and capital 
markets services in your jurisdiction? Under what conditions?

Foreign financial institutions may offer in the US Islamic banking struc-
tures approved by the OCC, which include the ijarah and murabahah 
structures for home mortgages and retail financing. Foreign institutions 
are required to comply with all applicable federal and state law, includ-
ing obtaining all requisite state banking and retail lending licences for the 
offering of approved products in those states where they operate. HSBC 
Amanah operates in the US, but does not offer Islamically financed retail 
products, but only shariah-compliant investment securities options.

10 What are the requirements for takaful and retakaful operators 
to gain admission to do business in your jurisdiction?

In 2009, American International Group Inc became the first insurance 
company to offer Islamic homeowner takaful insurance in the US. Takaful 
is currently issued through AIG’s underwriting subsidiaries, Risk Specialist 
Companies Inc and Lexington Insurance Company. The exclusive broker 
for the product, New York-based Islamic financial services firm Zayan 
Finance, is currently offering takaful in a number of states. AIG maintains 
a shariah board made up of Islamic scholars who have given legitimacy to 
the takaful alternative to conventional insurance in the US market.

Takaful operates to a large extent outside the reach of state insurance 
regulators. Lexington Insurance Company is a ‘surplus lines’ insurer, which 
means it is only lightly regulated by its headquarter state and is essentially 
free of review by the state insurance department. It is for this reason that 
the National Association of Insurance Commissioners has advised con-
sumers to be wary before purchasing such policies. Life insurance through 
takaful is not permitted as it is not compliant with shariah law’s proscrip-
tions against gharar and maysir.

The ‘establishment clause’ of the First Amendment to the US Consti-
tution presents a serious obstacle to the successful introduction of takaful 
and retakaful in the US, as this mandates separation of church and state and 
prohibits the favouring of one religion over another. In addition, the insurance 
regulatory regime in the United States poses a problem for the introduction 
of takaful, as each state determines its own licensing requirements for 
insurance companies. In order to obtain a licence, an insurance company 
must demonstrate that it has the experience and management capability 
to run the company, and that it is financially sound. Insurance companies 
are also required to justify their premium rates. In addition, insurance 
companies must meet or exceed the solvency requirements set by the 
state. Moreover, there are often limits on the types and concentrations 
of fixed-income investments that must be made with reserves held by 
insurance companies. Further exacerbating the situation, under takaful, 
in the case of potential insolvency, the shareholders’ fund must provide an 
emergency loan to the takaful company to meet existing claim obligations. 
Capital requirements imposed on US insurance companies may not take 
into account the separation between policyholder and shareholder funds in 
takaful insurance. As a result, it is difficult for takaful and retakaful operators 
to operate effectively and extensively in the US.

11 How can foreign takaful operators become admitted? Can 
foreign takaful or retakaful operators carry out business in 
your jurisdiction as non-admitted insurers? Is fronting a 
possibility?

Foreign takaful and retakaful operators face the same challenges in operat-
ing in the US as domestic operators and would have to qualify their busi-
ness and satisfy all applicable licensing requirements in any and each state 
that they wish to do business in.

12 Are there any specific disclosure or reporting requirements 
for takaful, sukuk and Islamic funds?

There are no specific disclosure or reporting requirements for takaful, 
sukuk or Islamic funds that differ from conventional products under appli-
cable federal or state banking, insurance and securities laws.

13 What are the sanctions and remedies available when products 
have been falsely marketed as shariah-compliant?

In the event that Islamic-structured products have been falsely marketed 
in the US as shariah-compliant, there are no special legal sanctions or rem-
edies available under federal or state law. Rather, there are three potential 
remedies available to an investor.

The first is a contractual remedy, which, depending on the terms on 
which the product was purchased, may enable the investor to call an event 
of default (arising from the misrepresentation by the IFI of a material term 
of the contract) and then accelerate amounts owed by the IFI to the investor.

The second remedy is to institute a civil claim for misrepresentation. 
For fraudulent and negligent misrepresentation, the claimant may claim 
rescission of the contract and damages. For innocent misrepresentation, 
the court has discretion to award damages in lieu of rescission or rescis-
sion; the court cannot award both.

The third remedy is only applicable if the relevant product is a securi-
ties offering that is made through a public or private offering and where a 
prospectus or private placement memorandum is issued that is untrue or 
misleading as to the shariah-compliance of the securities offered. In this 
circumstance, the person responsible for the prospectus may be liable for 
damages to a person who has acquired securities to which the prospectus 
applies and who has suffered loss as a result of any untrue, dishonest, or 
misleading statement in the prospectus or the omission from the prospec-
tus of any matter required under applicable federal or state securities laws. 
Consequently, not only persons acquiring the sukuk directly upon issue but 
also those trading the sukuk on the secondary market would be entitled to 
bring a claim pursuant to these provisions.

14 Which courts, tribunals or other bodies have jurisdiction to 
hear Islamic finance disputes?

There are no special courts, tribunals, arbitral or other bodies, which have 
jurisdiction to hear Islamic finance disputes. Rather, such disputes are 
subject to resolution before the applicable US federal and state courts in 
accordance with applicable rules of jurisdiction and venue, and may be 
subject to arbitral action if required by the terms of a contract between the 
parties to the dispute.

Contracting concepts

15 Mudarabah – profit sharing partnership separating 
responsibility for capital investment and management.

The mudarabah structure is a type of profit-and-loss sharing (PLS) partner-
ship, which separates responsibility for capital investment and manage-
ment. This is often compared with venture capitalism in the US, with the 
notable exception that in a mudarabah the manager (mudarib) does not 
share in any loss unless he or she is negligent, and any financial loss is suf-
fered by the investor (rab-al-mal).

The mudarabah structure is also the basis for the deposit product 
developed by SHAPE and offered to US depositors by University Islamic 
Financial Bank. The depositors share in the profit of the bank but not 
any losses that might be incurred as a result of the bank’s investment in 
a shariah-compliant portfolio. Profit shares are derived from the rental 
income paid by those obtaining home finance from the bank rather than 
coming from income on interest-based loans and mortgages. The depos-
its are structured on a mudarabah basis, with a proportionate share of the 
profit paid out to the depositors. Mandatory FDIC insurance is provided to 
all depositors.
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16 Murabahah – cost plus profit agreement.
The murabahah structure is the most popular type of structure with respect 
to home financing in the US. The bank purchases the property and resells 
it to the client at a markup. Devon Bank and other IFIs providing Islamic 
products can design their products to avoid private mortgage insurance for 
those making relatively low down payments.

Murabahah financing for business, with a term up to seven years, is 
offered by Devon Bank, with the client making an initial payment to the 
bank followed by a series of monthly or quarterly payments until the total 
amount including the markup (representing Devon Bank’s profit) is paid. 
The bank may take a mortgage on the property that has been thus financed, 
or require other collateral until the obligation has been fully repaid. 
Payments made by the customer to the bank to the extent that they consti-
tute ‘interest’ are deductible from income tax and includible in the banks’ 
taxable income. While the murabahah is only valid for a single transaction 
traditionally, Devon Bank has developed a murabahah ‘guidance line’ that 
can be used repeatedly for equipment or trade good purchases. In this 
case, the murabahah resembles a revolving line of credit. While a mura-
bahah ‘guidance line’ is available for the purchase of building materials 
used in construction, it cannot be used to finance the labour component of 
construction. One of the advantages of murabahah is that since the bank, 
rather than the client, is paying the supplier directly, credit support may not 
be required, as the bank is less likely to default on its obligation than a small 
or medium-sized business. 

The 1999 OCC interpretive letter permitted a bank to offer certain 
murabahah-based financing products to accommodate the acquisition and 
construction of Islamic schools, mosques, community centres and busi-
nesses. In these transactions, the client identifies the property, inventory or 
equipment to be purchased, negotiates the purchase rights with the seller, 
and applies to the bank for financing. If the ordinary credit underwriting 
critique is satisfied, the client and the bank simultaneously enter into a pur-
chase agreement and a murabahah agreement, where the bank agrees to 
purchase the asset and immediately sell it to the client at cost plus markup. 

A murabahah transaction can also be used to refinance a conventional 
loan with the possibility, depending upon the advice of the relevant shariah 
scholars, that the borrower may be allowed to take cash out in the process, 
even to pay off interest-bearing obligations.

The nature of a murabahah transaction is such that the purchase price 
to be paid by the customer does not change if the customer is required to 
make early payments, for example, in a default situation, or if the customer 
seeks to prepay the purchase price voluntarily. This feature of a murabahah 
transaction may create problems under certain US federal and state laws 
that aim to protect consumers by limiting the interest and finance charges 
that may be imposed in a consumer transaction. Under US law, the profit 
element of a murabahah purchase price is treated as interest – taxable to 
the IFI and deductible by the customer. 

17 Musharakah – profit sharing joint venture partnership 
agreement.

Musharakah financing in the US is a ‘rent to own’ financed sale of property 
by an IFI to its customer. The customer identifies the home he or she would 
like the bank to purchase on his or her behalf, the customer negotiates the 
price and all aspects of the purchase and the customer makes any initial 
payment of earnest money required to reserve the home. The bank pur-
chases the property and the customer agrees to purchase the property from 
the bank over time, at cost. A portion of the property’s ownership is trans-
ferred to the customer with each payment he or she makes. Because he or 
she is using a property he or she does not own, the customer also pays rent 
on the bank’s portion of the property. As an equity-based project financing, 
the customer and the bank are co-owners and, thus, share in any loss real-
ised upon the customer’s sale of the property, based on the bank’s and the 
customer’s respective percentage of ownership.

Other than a home financing, an IFI and investors may provide mush-
arakah joint venture financing for a project in agreed proportions in the 
form of cash contributions or contributions in kind. The party providing 
the management or technical expertise may charge a fee. Many consider 
musharakah to be the most authentic form of an Islamic contract, as it is 
based on the PLS system where two or more persons combine their capital 
or labour, or both, and share in the profit and loss of the venture. A mush-
arakah does not envisage a fixed return, but rather the return is based on 
the actual profit earned by the venture. Typically, each partner is both 
the agent and guarantor of the other, although more limited investment 
partnerships are available. This type of partnership can occur when two 

or more parties contribute to a capital fund, either with money, contri-
butions in kind or labour. There are no regulations regarding the fair and 
equal treatment of partners, except shariah principles, which require that 
such treatment be provided by each partner to each other. The joint ven-
ture is typically structured so that the financing party receives its initial 
investment plus a return that is usually calculated by reference to a floating 
benchmark such as LIBOR, plus a margin. Losses, however, are shared in 
accordance with the parties’ initial investment.

There are essentially three types of musharakah currently available in 
the US: 
• permanent musharakah – both parties’ interests remain unchanged 

and each is entitled to receive its share of the profits as long as the joint 
venture continues its existence. This formulation is used for an ongoing 
equity investment. Here, the partnership is transparent for tax purposes 
and the partners are taxed on any profits;

• diminishing musharakah – sometimes used in residential mortgages, 
the financing party’s interest in the joint venture is reduced over time 
because the borrower buys out the bank’s shares. The bank’s return is 
taxable income to the bank and deductible by the borrower; and

• temporary musharakah – this is used to provide working capital; the 
financing party is a partner for a specified period and receives its share 
of the profits and the rest of its principal contribution at the end of the 
agreement period.

Musharakah is similar to mudarabah, except that in a mudarabah only the 
financing party bears the losses associated with the joint venture.

18 Ijarah – lease to own agreement.
An ijarah is like a hybrid between a conventional operational lease and a 
finance lease. In this type of transaction, the bank purchases a property and 
places ownership in a holding subsidiary. Traditionally, title to the property 
is transferred to the borrower after he or she has paid the full cost of the 
property over time. The customer pays rent to the bank, which reflects an 
agreed profit element for the bank, as well as comparable rentals on con-
ventional leases (where interest considerations would be relevant). Unlike 
a conventional finance lease, the obligations to insure and undertake major 
maintenance on the leased asset remains with the bank (owner and lessor), 
although these obligations may be shifted to the borrower (lessee) pursuant 
to a separate contract to provide services with respect to the leased assets. 
Further, the lessee is only responsible for the payment of rent while his or 
her use of the asset continues, and an ijarah cannot begin before construc-
tion of the leased facility; if the lessee is no longer able to use a leased asset 
(eg, total destruction), rental payments must cease. The lease-to-purchase 
model is known as ijarah wa iqtina.

Under the laws of most states, the transaction is simplified if the cli-
ent takes immediate title to the property at the time of the initial purchase. 
For example, in California a client would give a financial institution like 
LARIBA an undertaking that he or she will repurchase the property in the 
event of a default, in which event LARIBA authorises the registration of title 
in the client’s name at the time of LARIBA’s initial purchase of the property. 

Vehicles are financed by LARIBA, for typically three to five years, 
through the ijarah structure with a vehicle financing company; the cli-
ent has title to the car from the start, and LARIBA holds a first lien on 
the car. The financing actually involves two agreements: a loan agree-
ment, in which the original capital is to be returned without interest, and 
a lease agreement, which is the source of LARIBA’s profit. A promissory 
note is also drawn up by which the customer guarantees payment. State 
law requires the monthly payment stream to be calculated on a traditional 
amortisation basis, so clients can compare the percentage rate they pay 
with those offered in conventional financings.

19 Wadiah – safekeeping agreement.
Wadiah agreements are not commonly used in the US, but they are not 
proscribed and should be possible provided that all applicable federal and 
state regulatory requirements are met.
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Products

20 Sukuk – Islamic securities. Have sukuk or other Islamic 
securities been structured and issued in your jurisdiction to 
comply with Islamic principles, such as the prohibition of 
interest?

The US has seen two major sukuk issuances – the East Cameron Gas sukuk, 
which was the first sukuk al-musharakah in America (backed by oil and gas 
assets) and the General Electric sukuk al-ijarah (backed by aircraft leases). 
Although the East Cameron sukuk experienced technical difficulties and 
went into bankruptcy for reasons unrelated to its Islamic structure, the 
General Electric sukuk is performing well. Both New York and Illinois have 
initiated legislation to enable sukuk transactions. NYSE Euronext has made 
available the machinery and process for listing sukuk in the US, although 
there are no sukuk currently listed. A number of shariah-compliant stock 
indices are available in the US, including the Dow Jones Islamic Index 
and mutual funds made available by the Amana Group, the Azzad Funds 
and others.

A controversial plan by Goldman Sachs in 2012 to issue a US$2 billion 
sukuk al-murabahah ignited a wide debate on whether conventional 
banks in the West should be allowed to engage in Islamic finance. Some 
scholars argued that investment banks, such as Goldman Sachs, should 
be prohibited from issuing sukuk, because the funds raised thereby could 
help finance other parts of their business that do not comply with shariah, 
particularly with respect to conventional interest. They also noted that such 
a sukuk might violate shariah law’s ban against pure monetary speculation if 
it traded on a stock exchange at levels other than par value. Goldman Sachs 
successfully floated the sukuk at a later date.

While over US$100 billion has been raised through sukuk listed on 
exchanges in Dubai, Ireland, Luxembourg, Malaysia and the United 
Kingdom, there are no listings of sukuk on US security exchanges.

21 What is the legal position of sukuk holders in an insolvency 
or a restructuring? Are sukuk instruments viewed as equity 
or debt instruments? Have there been any court decisions or 
legislation declaring whether sukuk holders are deemed to 
own the underlying assets?

Following the filing by East Cameron for bankruptcy in Louisiana, the 
issuer sought to argue that the sukuk should be characterised as a ‘secured 
loan’ and not as a true ‘asset sale’. The court ruled, however, that, pursuant 
to the purchase agreement, title over all leases to the gas and oil proper-
ties belonged in the sukuk holders. East Cameron was an ‘asset backed’ 
sukuk, while most of the sukuk issued are ‘asset based’. The East Cameron 
decision was the first in Islamic finance jurisprudence that declared that 
an asset-backed structure can indeed protect investors following a default: 
the sukuk holders were able to take title to the underlying property interests 
and sell them to recoup in part their losses. Thus, although sukuk instru-
ments are generally considered hybrids of equity and debt, in a case where 
the sukuk is asset-backed, such as East Cameron, it is likely in light of this 
precedent that the sukuk holders will be deemed to own or have possessory 
rights in and to the underlying assets. In other cases, particularly sovereign 
sukuk, which are asset-based rather than asset-backed, it is questionable 
whether sukuk holders would be deemed to own the underlying assets. 
While asset-based transactions give their holders ownership of cashflows, 
the holders do not own the assets themselves and they do not have a claim 
on the assets in the event of a default.

The bankruptcy and restructuring of Arcapita, a private equity and 
investment company based in Bahrain and active in the US, is instructive 
as the first court-mandated Islamic finance restructuring. The bankruptcy 
plan approved by the US District Court in New York was considerably more 
transparent and workable than many of those hashed out directly between 
companies and creditors in other parts of the world. This case provided a 
clear, court-approved restructuring plan, which, for the first time, recog-
nised the validity and enforceability of shariah principles in Islamic finance 
documents governed by US law.

22 Takaful – Islamic insurance. Are there any conventional 
cooperative or mutual insurance vehicles that are, or could be 
adapted to be, shariah-compliant?

Although conventional cooperative or mutual insurance vehicles operat-
ing in the US might be adapted to be shariah-compliant, this would require 
compliance with applicable state law (see questions 10 to 12).

23 Which lines of insurance are currently covered in the takaful 
market? Is takaful typically ceded to conventional reinsurers 
or is retakaful common in practice?

In the US, the only type of insurance currently offered as takaful is com-
mercial and residential property insurance. Where takaful is the subject of 
reinsurance, that coverage is typically extended by conventional reinsur-
ance companies. Retakaful is not generally available in the US.

Miscellaneous

24 What are the principal regulatory obstacles facing the Islamic 
finance industry in your jurisdiction?

A principal challenge facing Islamic financial providers in the US is offer-
ing products that conform to both Islamic religious doctrine and state and 
federal banking regulations. The same stringent licensing and supervision 
standards that apply to conventional financial institutions apply to financial 
institutions offering Islamic banking and financial services. For example, 
the National Bank Act of 1864, which prohibits banks from the purchase, 
holding of legal title to or possession of real estate to secure debts due for 
a period exceeding five years, presents an obstacle to US financial institu-
tions wishing to offer shariah-compliant lending services. This conflict was 
resolved in part by the OCC’s two interpretive letters, in response to the 
special needs of clients who otherwise would be forced to choose between 
adhering to their religion and owning a home or business. Any organiser of 
a shariah-compliant bank in the US faces the challenge of introducing new 
business practices to regulators, regulatory requirements for significant 
capital and the requirement that the bank must reasonably be expected 
to achieve and maintain profitability. There are no meaningful conflicts 
between generally accepted accounting principles in the US and AAOIFI-
promulgated shariah-compliant accounting standards. Ultimately, there is 
no reason why a well-managed, legally capitalised and profitable Islamic 
banking institution cannot be chartered nationally in the US to operate in a 
shariah-compliant matter.

Although certain types of murabahah and ijarah financing are per-
missible, musharakah and mudarabah would appear to violate federal 
regulations preventing commercial banks from engaging in partnerships 
or owning common stock. In response, the OCC has recognised that a 
commercial bank may take ‘as consideration for a loan a share in the 
profit, income or earnings from a business or enterprise of a borrower’. 
This means that, even though commercial banks are restricted from mak-
ing true equity investments, the opportunity exists to structure an equity 
return from a loan transaction while avoiding reliance on interest.

In addition to commercial banks, US credit unions follow a commu-
nal/partnership model consistent with Islamic financial theory. Moreover, 
savings associations are able to enter into joint ventures and own property 
through subsidiary servicing companies. These institutions not only have 
ready access to real estate financing through murabahah and ijarah financ-
ing, but limited joint venture possibilities are available to saving associa-
tions through the use of musharakah and mudarabah transactions. 

Additional regulatory challenges remain. For example, deposits struc-
tured according to profit and loss sharing are not permitted in the US, 
although SHAPE Financial Corporation has developed a modified deposit 
product offered by University Bank so that principal is guaranteed and the 
deposit-holders share only in bank profits, not losses. The depositor who 
accepts full repayment in the case of a loss at the bank may not be in com-
pliance with shariah law.

The restrictions placed on the range of permissible investments that 
commercial banks may hold constitute another regulatory challenge. Banks 
must limit their investments to fixed-income, interest-bearing securities, 
which are prohibited by shariah. In order to comply with consumer credit 
laws, commercial banks must make numerous disclosures in a manner that 
does not always fit within the principles of Islamic finance. For example, 
the Truth and Lending Act requires that banks make advance disclosure 
of annual percentage rates, which are inapplicable to Islamic financing by 
reason of the prohibition of interest. Moreover, a financial institution that 
wishes to finance the purchase of a car or home under a murabahah or ijarah 
structure may face additional hurdles if state laws require the institution to 
qualify as a licensed leasing company or auto lender.
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25 In what circumstances may shariah law become the governing 
law for a contract or a dispute? Have there been any recent 
notable cases on jurisdictional issues, the applicability of 
shariah or the conflict of shariah and local law relevant to the 
finance sector?

Shariah law may not be the governing law for any contract or dispute, as US 
law does not recognise shariah as a system of national law capable of gov-
erning a contract. The Convention on the Law Applicable to Contractual 
Obligations 1980 (the Rome Convention) requires that the governing law 
of an agreement must be that of a country (or, in the case of the US, a state.) 
In the US, court disputes will be dealt with by applying applicable state law 
(or foreign law, if the governing law of the contract is that of another coun-
try), and US courts will not comment on whether an agreement or contract 
complies with shariah law.

The restructuring plan approved by the court in the Arcapita case is the 
first time a US District Court approved a shariah-compliant restructuring 
plan pursuant to the US Bankruptcy Code. Although certain creditors argued 
the restructuring murabahah loan to Arcapita was not shariah-compliant, 
the court took cognisance of Beximco Pharmaceuticals Ltd v Shamil Bank of 
Bahrain, in which the court found similarly that a murabahah agreement was 
enforceable as a matter of applicable national contract law without regard 
to the question of whether the agreement was in fact shariah-compliant. 
The court in Arcapita recognised as applicable the principles of shariah, 
but did not find any conflict between shariah and applicable governing US 
bankruptcy and contract law.

If the parties stipulate in their agreement that any dispute is to be 
determined by enforceable arbitration, the relevant arbitral tribunal can be 
required by the terms of the agreement to decide disputes with reference 
to shariah principles.

26 Are there any special considerations for the takeover of an 
Islamic financial institution, outside the requirements of the 
general merger control regime?

There are no special rules governing the takeover of an IFI in the US, 
other than the requirements of state merger laws and applicable federal 
and state bank regulatory provisions governing the takeover of any finan-
cial institution.

27 Are there any notable features of the Islamic finance regime 
and markets for Islamic finance products in your jurisdiction 
not covered above?

The 2015 participation by Air Products, a US company, in a Saudi Islamically 
financed infrastructure project, and the recent US$219 million shariah-
compliant construction and mezzanine loans by Maybank (Malaysia) and 
Warba Bank (Kuwait) for the construction of a condominium tower in 
New York may signal an awakening interest in the US in Islamic finance. 
There has been growing interest in the US in mezzanine financings 
structured as murabahah or mudarabah (such as the New York property 
financing identified above), although these structures present such issues 
as ownership, control and securities laws compliance. Notwithstanding 
these encouraging events, however, the recent Brexit, coupled with the 
substantial political and regulatory instability and uncertainty in the US, 
make it unlikely that Islamic finance will see much significant growth in 
the US for the near future.
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Overview

1 In general terms, what policy has your jurisdiction adopted 
towards Islamic finance? Are Islamic finance products 
regulated differently from conventional instruments? What 
has been the legislative approach?

With its population of 30 million and traditional Islamic roots Uzbekistan 
is probably one of the most promising markets for Islamic financing in 
Central Asia. But it is fair to say that until recently the banking and financial 
services sector and business in Uzbekistan have had limited exposure to 
and understanding of Islamic finance. Despite the active presence of the 
Islamic Development Bank (IDB) and investment, albeit limited in scope, 
from Islamic countries and investment institutions, Uzbekistan has not 
adopted a level playing field approach towards Islamic finance. Islamic 
finance has become a relatively recent trend across Central Asia mainly 
through promotion of ties between central governments in the region and 
Islamic development agencies and Islamic investment funds. Uzbekistan 
has traditionally been selective in its approach to foreign borrowing with 
very low levels of reliance on world capital markets for funding its domestic 
economy. The state’s attitude to Islamic finance is consistent with its 
overarching philosophy of cautious and gradual implementation of reforms. 
Natural and growing demand for Islamic finance instruments in Uzbekistan 
contrasts with the absence of a regulatory platform to accommodate 
Islamic finance and shariah-compliant investments. Uzbekistan is a secular 
state with largely dominant Islamic population and any legislative reform 
involving adoption of shariah-based principles must be a fine balancing act. 
The key laws such as the Civil Code, the Tax Code and laws on banking 
and investment do not refer to Islamic finance or to Islamic financial 
instruments. It is therefore important that Islamic finance and Islamic 
banking instruments are first recognised as a legislative concept before 
any regulatory mechanisms are put in place. In its lending policy the IDB 
employs Islamic finance principles and it does so next to donors operating 
conventional financial instruments. In the absence of a specific regulatory 
regime, the IDB and Islamic investment and finance institutions rely on use 
of existing conventional legislation to pursue their agenda in Uzbekistan.

2 How well established is Islamic finance in your jurisdiction? 
Are Islamic windows permitted in your jurisdiction?

As noted above, Islamic finance has seen a gradual rise from being an 
almost non-existent concept in the early days of Uzbekistan’s independ-
ence to becoming a popular trend in recent times. Although the history of 
Uzbekistan’s engagement with the IDB dates back to 1992 and financing of 
pilot infrastructure projects, it was not until the government of Uzbekistan 
approved a programme of cooperation between Uzbekistan and the IDB in 
2004 that Islamic finance became available for private and public sector 
development on a large scale in Uzbekistan. In 2003 Uzbekistan joined the 
IDB with full membership in the Islamic Corporation for the Development 
of the Private Sector (ICD) from 2004. In accordance with the 2011–2013 
cooperation programme approved at the IDB’s 36th annual board meet-
ing, the main focus of the IDB’s operation is in infrastructure development 
and financing of structural reforms. Total financing available under this 
cooperation programme is US$655.5 million. The total amount of credit 
funds and investments of the bank in 38 projects in Uzbekistan’s economy 
is over US$1 billion. As an example, the IDB provided financing to the 
government of Uzbekistan in 2013 for the purchase of two Boeing aircraft 
for the national air carrier, a deal worth US$270 million, according to the 

IDB press release. The Saudi Fund for Development and Kuwait Fund for 
Arab Economic Development are among key Islamic lending institutions 
in the Arab world with which Uzbekistan has an established track record 
of cooperation in financing infrastructure development projects. Typically, 
such projects are assigned to state-owned companies or banks with state 
shareholding. Analysis of recent trends suggests a steady increase in lend-
ing volumes attracted through Islamic finance institution.

Private sector initiatives launched by the ICD, a private sector lend-
ing arm of the IDB, include interventions with private banks and SMEs. 
Its approach to lending is based on shariah-compliant principles that are 
adapted to requirements of the existing conventional regulatory environ-
ment. Independent shariah advisory and consultancy agencies, such as the 
AlHuda Centre of Islamic Banking and Economics, are also in talks with 
local non-state owned banks to investigate the possibility of these banks 
offering Islamic financial products and services. Upward trends registered 
in private sector lending in recent years suggest there is a growing demand 
for Islamic finance and Islamic banking products. However, local banks 
have not yet been permitted to operate Islamic windows given that such a 
step would require a policy change and adjustments to the regulatory envi-
ronment. Meanwhile, Uzbekistan’s banking sector is supported by demand 
for industrial projects, backed by the government.

The development of the Islamic finance sector is at its very early stages 
in Uzbekistan and Islamic securities whether listed on the local exchange 
or as banking instruments are yet to be recognised at policy and legisla-
tive level.

3 What is the main legislation relevant to Islamic banking, 
capital markets and insurance?

Any transactions performed on the basis of or using Islamic finance princi-
ples shall be subject to conventional laws of Uzbekistan. Islamic finance or 
Islamic banking and similar practices have not yet been afforded a specific 
treatment or legislative framework in Uzbekistan. Islamic finance-based 
transactions are governed by governmental and presidential decrees and 
resolutions to the extent such investments or projects are agreed and coor-
dinated by the state and its authorised agencies.

Uzbekistan legislation applicable to the financial services industry is 
complex and constantly evolving to embrace challenges and to cope with 
competing development priorities. Apart from the Constitution, Civil 
Code and Tax Code, which provide the major principles and set the legisla-
tive framework, the operation of the financial services industry is subject 
to regulatory requirements and sector-specific by-laws issued in the form 
of presidential decrees and government resolutions. It must be mentioned 
that Uzbekistan accepted the obligations of article VIII of the IMF Articles 
of Agreement, with effect from 15 October 2003 thus becoming the 157th of 
the IMF’s 184 members to have accepted those obligations. As a result, all 
currency restrictions with respect to the export-import of products and ser-
vices, the buying and selling of hard currency valuables (precious metals, 
jewellery checks, etc), interest transfers, dividend payments from invest-
ments abroad, dividends and revenue payments abroad for investments in 
Uzbekistan, as well as certain other currency conversion restrictions, have 
been abolished. However, the country faces certain foreign exchange chal-
lenges and pressures to protect its national interests from the effects of the 
world economic downturn. The introduction of the Foreign Exchange Law 
in 2003 represents the government’s effort to outline the rules governing 
operation of business in Uzbekistan under the applicable foreign exchange 
regime. For example, under the Uzbek foreign exchange regime resident 
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exporters must ensure that 50 per cent of their export sales proceeds in for-
eign currency is converted to local currency at the prevailing exchange rate 
fixed by the Central Bank of the Republic of Uzbekistan (CBU). Certain 
operations related to the movement of capital are subject to notice and 
the procedure prescribed by the CBU in accordance with Regulation 2536 
issued on 17 December 2013. General guarantees of equal national treat-
ment and further assurances of rights and protections on matters such as 
expropriation and profits repatriation, which are of specific interest to the 
foreign investor, are encapsulated in the Law on Foreign Investments and 
the Law on Guarantees and Measures for Protection of Rights of Foreign 
Investors. The Law on Foreign Borrowings and Procedure for Provision 
of Sovereign Guarantee as approved by the Cabinet of Ministers of the 
Republic of Uzbekistan Resolution No. 534 dated 28 November 2003 fur-
ther sets the scene for general lending and sovereign guarantee transac-
tions. The 2012 Law on Private Banking and Financial Institutions and 
Guarantees of Their Operations provides important safeguards against 
discrimination and unlawful intervention from state and authorised state 
agencies. In 2004 Uzbekistan enacted the Law on Anti-Money Laundering 
and Combating the Financing of Terrorism, which contained a range of 
anti-money laundering and counter-terrorism provisions, including record 
keeping, reporting and the establishment of financial intelligence units. 
All financial services sector organisations must comply with a specific 
anti-money laundering checklist approved by the Ministry of Justice’s 2013 
Regulation on Monitoring Currency Transactions.

Supervision

4 Which are the principal authorities charged with the oversight 
of banking, capital markets and insurance products?

The CBU is the principal national regulator and the licensing authority 
with responsibility for oversight of the banking and financial services sec-
tor. Foreign lending transactions other than those backed by sovereign 
guarantee of the government of Uzbekistan are subject to registration by 
the CBU. The Centre for Coordination and Control of the Functioning of 
the Securities Market performs licensing for capital markets participants 
and acts as a registering authority for transactions involving depositories 
and joint-stock companies including banking institutions. Licensing of 
insurance and auditing companies falls within the remit of the Ministry of 
Finance. Filing of any government acts affecting the operation of the indus-
try, state registration and maintenance of the register of companies will fall 
within the authority of the Ministry of Justice. The State Tax Committee 
has overall responsibility for regular supervision and spot-checking of 
compliance with statutory requirements applicable to the entire financial 
services industry.

5 Identify any notable guidance, policy statements or 
regulations issued by the regulators or other authorities 
specifically relevant to Islamic finance.

Not applicable.

6 Is there a central authority responsible for ensuring that 
transactions or products are shariah-compliant? Are IFIs 
required to set up shariah supervisory boards? May third 
parties, related parties or fund sponsors provide supervisory 
board services or must the board be internal?

Not applicable.

7 Do members of an institution’s shariah supervisory 
board require regulatory approval? Are there any other 
requirements for supervisory board members?

Not applicable.

8 What are the requirements for Islamic banks to be authorised 
to carry out business in your jurisdiction?

Foreign banks including Islamic banks may open representative offices 
or set up subsidiary outlets in Uzbekistan provided they comply with 
minimum criteria and qualify under requirements imposed by the CBU 
in accordance with the Regulation on the Procedure for Registration and 
Licensing of Banking Operations approved by the CBU’s Resolution No. 
2014 on 8 October 2009 as most recently updated on 20 May 2014. Foreign 
banks may also become shareholders in existing banks subject to minimum 
statutory requirements as set out above. Corporate entities registered, or 

individuals resident, in offshore jurisdictions and religious organisations 
are prohibited from becoming shareholders or acting as founders of banks 
in Uzbekistan.

9 May foreign institutions offer Islamic banking and capital 
markets services in your jurisdiction? Under what conditions?

For reasons outlined above, no foreign institutions offering Islamic bank-
ing and capital markets services other than the IDB and ICD are currently 
registered in Uzbekistan. However, foreign institutions are not prevented 
from engaging in the market without being registered in Uzbekistan pro-
vided they satisfy requirements contained in the CBU’s Regulation 2536. In 
accordance with the regulation any currency transactions involving move-
ment of capital are subject to registration with a local bank and notice to 
the CBU. As stated in question 8, Uzbekistan law allows foreign banks to set 
up subsidiaries and become shareholders in Uzbek banks. Foreign insurers 
may establish in Uzbekistan by way of registering a subsidiary or acquiring 
shares in existing businesses. Establishing an in-country presence triggers 
licensing requirements. Similar registration and licensing requirements 
apply in respect of auditing and broker companies. Sector-specific mini-
mum requirements (including capitalisation) will vary depending on the 
business segment and regulator.

10 What are the requirements for takaful and retakaful operators 
to gain admission to do business in your jurisdiction?

As foreign insurers, takaful and retakaful operators will be required to 
register a branch and obtain a licence to conduct business in Uzbekistan. 
Registration shall be performed by the Ministry of Justice and licensing 
by the Ministry of Finance. A minimum charter capital requirement 
applicable to insurers specialising in general insurance is US$500,000. 
Applicants seeking to obtain a licence must have established branches in 
all provinces and the capital city of Tashkent.

11 How can foreign takaful operators become admitted? Can 
foreign takaful or retakaful operators carry out business in 
your jurisdiction as non-admitted insurers? Is fronting a 
possibility?

Admission can be achieved via establishing in Uzbekistan or by merger 
with the existing operator and subject to minimum requirements including 
capitalisation. No foreign operators may engage in business in Uzbekistan 
without being admitted. A fronting arrangement is not an option.

12 Are there any specific disclosure or reporting requirements 
for takaful, sukuk and Islamic funds?

Not applicable.

13 What are the sanctions and remedies available when products 
have been falsely marketed as shariah-compliant?

Not applicable.

14 Which courts, tribunals or other bodies have jurisdiction to 
hear Islamic finance disputes?

Islamic finance disputes are not subject to any specific treatment under 
Uzbek law. Parties to agreements contemplating transactions based on 
Islamic finance principles or using Islamic banking instruments are not 
restricted as to their choice of governing law and dispute resolution. The 
choice of arbitration as the form of dispute resolution shall be valid, binding 
and enforceable under the laws of Uzbekistan. Uzbekistan is a party to 
the United Nations Convention on the Recognition and Enforcement of 
Foreign Arbitral Awards of 1958 (the New York Convention). Accordingly, a 
foreign arbitral award shall be recognised and enforced by an Uzbek court 
in accordance with the provisions of the New York Convention unless such 
award is not in contravention with public policy considerations. Arbitration 
courts under the Chamber of Commerce and Industry provide a cost-
effective and viable dispute resolution alternative in Uzbekistan.

Contracting concepts

15 Mudarabah – profit sharing partnership separating 
responsibility for capital investment and management.

The Civil Code does not expressly prohibit the mudarabah type of arrange-
ment. The principle of freedom of contract under article 354 of the Civil 
Code allows the parties to choose this arrangement and various provisions 

© Law Business Research 2016



Grata Law Firm UZBEKISTAN

www.gettingthedealthrough.com 59

of the Code allow parties to a transaction to share risks and liabilities (for 
example, concepts of joint and secondary liability). It is also an observed 
practice in Uzbekistan for banks to share profits and risks with entrepre-
neurs; however, this occurs more often in foreign borrowing transactions 
and by allowing a financing institution to become a shareholder in a busi-
ness entity.

No restrictions shall apply in respect of a foreign financing institution 
in terms of risk levels it can accept in any particular financing transaction. 

However, limitations apply to Uzbek banks. These limitations are 
introduced by CBU Regulation No. 557 on maximum risk levels applicable 
to any one borrower or a group of affiliated borrowers issued on 2 December 
1998. In accordance with Regulation No. 557, commercial banks may 
not assume risks amounting to 25 per cent of the bank’s Tier 1 capital 
(equivalent to at least 50 per cent of the bank’s authorised capital) per one 
borrower or a group of affiliated borrowers. This rule applies in relation to 
secured loan facilities. The maximum level of risks that can be borne by an 
Uzbek commercial bank in unsecured financing arrangements constitutes 
5 per cent of the bank’s Tier 1 capital. Also, the aggregate amount of Uzbek 
bank’s large-scale loans cannot exceed eight times the bank’s Tier 1 capital. 
In the case of leasing transactions the value of all leasing services provided 
by an Uzbek bank (apart from aircraft lease operations) may not exceed 
25 per cent of the bank’s Tier 1 capital.

16 Murabahah – cost plus profit agreement.
Murabahah transactions are commonly practised by the ICD and local 
commercial banks. Where such transactions are financed by the ICD, the 
local commercial bank issues a guarantee as security for the performance 
by the borrower of its obligations to the ICD. Murabahah-based transac-
tions are subject to conventional sale and purchase rules specified in the 
Civil Code, which defines a sale and purchase agreement as an agreement 
‘whereby a seller undertakes to transfer a commodity into the ownership of 
another party (buyer), and the buyer undertakes to accept such commodity 
and pay for it’.

In the context of Uzbekistan law this type of transaction falls within 
the above definition of sale and purchase agreement and is therefore 
legal, binding and enforceable, while the principle of freedom of con-
tract will govern the contract price and the profit disclosure requirements. 
Murabahah implies that the title to the commodity passes to and remains 
with the buyer. As such, murabahah is in compliance with Uzbekistan law 
regulating conventional sale and purchase in terms of title to a commod-
ity of a transaction. Under Uzbekistan law and unless otherwise provided 
by the contract, the risk of loss passes to the buyer upon delivery by the 
seller of the goods sold. Import-export rules as set forth in Government 
Resolution No. 416 require that delivery of goods or services under import 
contracts occur not later than 180 days following due payment. The buyer’s 
deferred payment under murabahah is in compliance with Uzbekistan law, 
namely article 244 of the Civil Code, which allows for deferred perfor-
mance of a contractual obligation, provided this is explicitly agreed by the 
parties in the contract. Further, articles 421 and 422 of the Civil Code regu-
late the issue of deferred and instalment payments in sale and purchase 
agreements. In particular, unless otherwise provided in the agreement, the 
seller may terminate the agreement and demand return of the sold item 
if the buyer fails to make at least one scheduled payment, except where 
the amount already paid by the buyer for the item exceeds two-thirds of 
the contract price. In addition, under sale and purchase agreements with 
a deferred-payment mechanism, an item sold is deemed pledged to the 
seller to secure the seller’s obligation to pay. A seller in a murabahah-based 
transaction shall be subject to applicable customs duties, VAT and profit tax 
levied in accordance with the Tax Code unless granted preferential status 
and treatment in Uzbekistan under relevant treaties. The IDB’s and ICD’s 
assets are exempt from generally applicable customs duties when entering 
Uzbekistan. We note, however, that such exemption will only apply where 
assets are imported for the IDB’s and ICD’s personal use. 

We note that the concept of murabahah is typically used in transac-
tions involving ICD lending and IDB employs a mixture of Islamic finance 
tools such as murabahah and ijarah. Most recent examples of private sector 
initiatives include murabahah-based facilities to finance working capital 
and equipment purchase for private production companies Leading Force 
LLC and Magnus Industrial Group LLC.

17 Musharakah – profit sharing joint venture partnership 
agreement.

Profit sharing joint venture partnership agreements can be entered into 
in two ways: by establishing a separate company that will be treated as a 
legal entity; or by establishing a simple partnership by separate legal enti-
ties. If a legal company is established, all shareholders should have rights 
and obligations arising from the quantity of shares they hold. If a simple 
partnership is arranged, then no new legal entity emerges and all partners 
must choose one managing partner, which will represent the partnership 
before third parties. Due to lack of regulation and excessive taxation sim-
ple partnership arrangements have not achieved popularity in Uzbekistan.

As regards floating interest rates, the banking laws of Uzbekistan do 
not forbid use of floating rates of return and linking them to the borrower’s 
profits. The CBU Regulation on requirements for the credit policy of com-
mercial banks No. 905 of 2 March 2000 requires that Uzbek banks approve 
an internal credit policy with detailed description of types of loans, secu-
rity issues, interests and others. CBU Regulation No. 905 allows Uzbek 
commercial banks to determine their lending policies independently. 
Nevertheless this has not become a widespread practice in Uzbekistan 
and all banks tend to issue loans with the interest rated fixed throughout 
the whole loan period. The applicable interest rate must not exceed 20 
per cent.

18 Ijarah – lease to own agreement.
Under Uzbekistan law an arrangement whereby one party buys a commod-
ity for the sole purpose of leasing it back to a seller cannot be framed into 
a single contract (except for reversionary leasing, as discussed below) and 
must be split into two separate agreements: sale and purchase, and a lease-
type contract.

If a commodity is procured from a foreign (non-Uzbek resident com-
pany or individual) third-party supplier then this transaction falls outside 
the reach of Uzbekistan legislation and, therefore, will not be discussed 
herein. Conversely, if the commodity is purchased from a resident com-
pany, then such transaction will be treated as an export of goods, and, simi-
larly to import contracts (see question 16), it will be subject to registration 
with Uzbek customs authorities and the local Uzbek bank. In Uzbekistan 
all export contracts are subject to a minimum 15 per cent advance payment 
requirement (to be included in the contract), in the absence of which the 
contract would not be registered by the authorities and the bank. In addi-
tion, 50 per cent of export proceeds credited to a resident company from 
such sale will be subject to mandatory sale (conversion into soms) at the 
prevailing exchange rate fixed by the CBU. Following purchase of com-
modity from a resident company the foreign entity may lease it back to the 
resident under a conventional lease agreement in accordance with provi-
sions of the Law on Leasing and the Civil Code. A lease agreement may 
provide for an unconditional transfer of ownership to the leased item from 
the lessor to the lessee upon expiration of the lease agreement, thus avoid-
ing execution of separate undertakings to sell and to buy. 

The Law on Leasing allows for a lease transaction in which the lessee 
and the third party that sells the item to the lessor is the same person; the 
lessor purchases an item from the lessee only to lease it back to the lessee 
on such terms prescribed by the lease agreement and in accordance with 
applicable laws on leasing. One of the advantages of this arrangement is 
that it does not require execution of separate irrevocable undertakings to 
buy and to sell, which are otherwise not available under Uzbekistan law, as 
both such undertakings are implied. In addition, it is up to the parties to a 
such a lease to agree on maintenance and insurance obligations (ie, it can 
be agreed to be an obligation of either a lessor or lessee), thus avoiding exe-
cution of an agency service agreement. Article 590 of the Civil Code and 
article 20 of the Law on Leasing expressly provide that a payment under 
a lease agreement must comprise the actual price of the leased item and 
the lessor’s profit interest (interest payment). In other words, Uzbekistan 
law prohibits lease agreements without an express reference to the lessor’s 
interest payments.

The most recent example of an ijarah-based (lease-back) transaction 
includes financing in 2013 by the IDB of two aircraft for the national air car-
rier of Uzbekistan. This was the IDB’s first experience of aircraft financing 
using an Islamic finance tool. 

19 Wadiah – safekeeping agreement.
Wadiah may be enforceable in Uzbekistan only if a financing institution 
does not sue a debtor in economic courts or arbitration courts. Taking into 
account that transfer of title in relation to any type of property requires 
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consent of the owner the debtor shall have quite a strong legitimate pro-
tection against seizure by a financial institution of the property, including 
bank accounts, real estate, moveable property and others.

However, entering into wadiah will not protect debtors if a financing 
institution files a lawsuit with a competent court and receives an enforce-
ment decision. In accordance with the Law on Enforcement of Court 
Decisions and Decisions of Other Competent Authorities of Uzbekistan, 
law enforcement agencies shall be required to execute an enforcement 
decision and through law enforcement agents a financing institution will 
be able to recover funds from bank accounts (deposits) and other property 
of the debtor.

In accordance with Uzbekistan contract and banking rules gifts can-
not be offered to depositors in lieu of interest. Banking laws of Uzbekistan 
require banks to pay interest to depositors on all deposits made.

Should a breach of fiduciary duty or misuse of funds occur financing 
institutions will be entitled to sue corresponding employees for abuse of 
power in criminal courts of Uzbekistan. The burden of proof will rest with 
the suing party.

Products

20 Sukuk – Islamic securities. Have sukuk or other Islamic 
securities been structured and issued in your jurisdiction to 
comply with Islamic principles, such as the prohibition of 
interest?

Not applicable.

21 What is the legal position of sukuk holders in an insolvency 
or a restructuring? Are sukuk instruments viewed as equity 
or debt instruments? Have there been any court decisions or 
legislation declaring whether sukuk holders are deemed to 
own the underlying assets?

Not applicable.

22 Takaful – Islamic insurance. Are there any conventional 
cooperative or mutual insurance vehicles that are, or could be 
adapted to be, shariah-compliant?

The principal law governing the insurance industry in Uzbekistan is the 
Law on Insurance Activities. Insurance rules are rather strict and, in gen-
eral terms, the fundamental principles of Uzbekistan’s insurance system 
do not greatly differ from that of takaful. However, the approach to cer-
tain aspects differs to a certain degree. The main difference is that under 
Uzbekistan law insurance activities are treated as commercial activities 
and an insurance company’s profits are distributed among its sharehold-
ers, whereas under takaful insurance is not treated as a commercial activity 
of its shareholders.

The table below highlights the differences in approach:

Principle under takaful Principle under Uzbekistan law

Policyholders cooperate among 
themselves for their common good.

Insurance company is registered by its 
shareholders, is licensed and operates 
for the benefit of the insured and 
shareholders.

Policyholders’ contributions are treated 
as donations to the pool.

Insurance premiums are paid by the 
insured as consideration for insurance 
of their risks.

Each policyholder pays a subscription 
to help those who require assistance.

Insurance payments to the insured are 
paid by insurance company financed 
by its shareholders and insurance 
premiums paid by other insured.

Losses and liabilities are shared 
according to the community pooling 
system.

All losses and liabilities are assumed by 
insurance company.

Uncertainty is eliminated concerning 
subscription and compensation.

Uncertainty is eliminated by signing a 
written detailed insurance contract.

No advantage is gained at the expense 
of others.

Overall advantage received from 
insurance activities is paid to insurance 
company’s shareholders in the form of 
dividends.

23 Which lines of insurance are currently covered in the takaful 
market? Is takaful typically ceded to conventional reinsurers 
or is retakaful common in practice?

Not applicable.

Miscellaneous

24 What are the principal regulatory obstacles facing the Islamic 
finance industry in your jurisdiction?

From an historical perspective Uzbekistan has already made significant 
steps towards recognition of Islamic finance via membership in the IDB 
and ICD, which it joined in 2003 and 2004, respectively. Stable relations 
between these institutions and the government have enabled Islamic 
finance to gain an entry point to the market. However, for Islamic finance 
to gain an institutional foothold it must be recognised at the legislative level. 
Forming an initiative group within parliament to develop a road map with 
clear milestones towards reform of existing conventional law to create a 
level playing field for Islamic finance might be a starting point. Alternatively, 
a similar government blueprint would signal a policy shift at top executive 
level. Any proposed regulatory reform must include an awareness campaign 
to promote the perception of Islamic finance and Islamic banking as an 
interest-free alternative to conventional banking and financial services. As 
the next step, amendments would be required to the Civil Code, the Tax 
Code and the major banking and investment laws to address the matter 
systemically. Whether commercial banks should be allowed to open 
Islamic windows or Islamic banking institutes set up independently from 
conventional banking will inform public and expert debate on the shape 
and scope of regulatory reform. To introduce Islamic banking and Islamic 
finance instruments new rules must be formulated or existing ones adapted 
for Islamic bookkeeping procedures. National accounting standards are 
IFRS-based and any reform to introduce shariah principles must include 
compatibility analysis. Embedding the success stories of IDB and ICD 
project interventions in the regulatory reform will pave the way for Islamic 
banking products and sukuk. In fact, the launch of sukuk bonds could be 
a point at which market response and readiness of the domestic stock 
exchange system will be tested. Bringing taxation of Islamic products into 
the equation will prove another challenge. Insurance laws in Uzbekistan 
do not contemplate principles of community insurance typical for takaful. 
Potential establishment of takaful-governed insurance will require a further 
reform of insurance laws and regulatory environment as a whole.

25 In what circumstances may shariah law become the governing 
law for a contract or a dispute? Have there been any recent 
notable cases on jurisdictional issues, the applicability of 
shariah or the conflict of shariah and local law relevant to the 
finance sector?

Uzbekistan law poses no legal restrictions as to the choice of govern-
ing law by the parties. Foreign law, including shariah, shall be deemed a 
valid choice of governing law in financing or commercial transactions. 
Exceptions are certain areas of law that must be governed by Uzbek laws 
only, for example agreements involving incorporation of a company in 
Uzbekistan or agreements to settle insolvency issues, etc.

The experience of the IDB’s engagement in Uzbekistan suggests that 
the CBU in its regulatory capacity does not oppose shariah-compliant lend-
ing to Uzbek borrowers.

Article 1189 of the Civil Code reinforces this principle by stating 
that commercial contracts are governed by the law of a country that has 
been chosen by the parties unless otherwise provided by law. Mandatory 
choice of Uzbekistan law shall apply only in very limited occasions, such 
as bankruptcy issues, criminal issues, employment issues, family issues 
or as referred above in this clause in the case of foundation agreements, 
when disputes are resolved by non-governmental arbitration tribunals, etc. 
Paragraph 2 of article 1189 also states that the parties may choose laws of 
different countries in relation to different contract terms or the same for-
eign law for the entire contract. The Civil Code and the Contracts Law 
allow the parties to commercial contracts to choose or change applicable 
law from Uzbekistan to foreign law or from a foreign law to another at any 
stage of the contract term, both prior to execution of a contract and at any 
time thereafter.

An important issue to bear in mind when choosing shariah law with 
Uzbek debtors is arbitration. We note that parties to a commercial con-
tract are not restricted in their choice of foreign arbitration forum to 
resolve disputes. Neither the Law on Courts, nor the Law on Enforcement 
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of Economic Decisions, nor the Civil and Economic Procedure Code 
establishes any restrictions to choose foreign arbitration in commercial 
contracts. Moreover, it is the established contract practice in Uzbekistan 
that in many instances legal entities have agreed and have chosen foreign 
arbitration as the means to settle their disputes, including state authorities 
where they are a party to an investment agreement signed on behalf of the 
Republic of Uzbekistan.

Where contractual terms of a shariah-governed agreement do not 
contradict imperative rules of Uzbekistan law it would be possible to 
enforce in Uzbekistan a foreign arbitral award issued in accordance with 
shariah. Uzbekistan is a party to the New York Convention. If the decision 
is made by a state court then enforcement shall be made under bilateral 
or multilateral treaties to which Uzbekistan is a party. In the following 
cases a foreign judicial or arbitration decision may be refused recognition 
and enforcement:
• the parties to a contract have not explicitly chosen shariah law in their 

contract or the provision choosing shariah law is insufficiently clear;
• the party to a contract relying upon a certain provision of shariah law 

has not proved the existence of this law to an Uzbek court. Please note 
that, in accordance with the Economic Procedure Code and the Civil 
Code, if the parties choose foreign law as the governing law of the 
contract and the matter is brought before an Uzbek court, the burden 
of proof of existence of foreign law lies with the party relying upon this 
law. Typically, foreign law can be proved either by receiving a certified 
copy of law from the competent state authorities of the respective 
country, or by providing original publication, or by certifying a copy 
of the law with an Uzbek consular department. In rare cases courts 
tend to accept original publications or explore publicly available 
internet databases;

• if Uzbek laws require satisfaction of certain procedural or legal require-
ments, for example registration of a contract with certain authorities 
or providing certain provisions in the text of a contract, and these 
requirements have not been fulfilled due to their not being necessary 
under a foreign law chosen by the parties, then the courts will refuse 
application of such foreign law and will give preference to existing 
Uzbek laws; and

• if the matter is related to enforcement of foreign arbitration decision 
then the court may refuse application of foreign law if this law contra-
dicts the public order of Uzbekistan. This ground is provided by the New 
York Convention. By public policy considerations Uzbekistan courts 
tend to understand existing Uzbekistan legislation enacted by the 
Parliament, the President and the Cabinet of Ministers of Uzbekistan.

26 Are there any special considerations for the takeover of an 
Islamic financial institution, outside the requirements of the 
general merger control regime?

Not applicable.

27 Are there any notable features of the Islamic finance regime 
and markets for Islamic finance products in your jurisdiction 
not covered above?

Assuming further expansion of Islamic finance in Uzbekistan has become 
a fait accompli, we believe the concept of Islamic boards will be difficult to 
apply in the conventional legislative framework.
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