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Understanding
the different regulatory regimes
governing islamic finance

From 2008, Commerzbank has intensified its 
activities to promote Islamic Banking products 
towards its Islamic Finance clients in the Near 
and Middle East countries as well as selected 
countries in Asia and Africa. Islamic Banking is 
attracting a wide range of Muslims and non-
Muslims and, from a global perspective, is on 
its way to reaching a critical mass. It follows a 
stringent set of social and ethical responsibilities 
based on transparency and risk sharing.

Trade finance contracts like Murabaha 
investments, Tawarruq financings and 
Sukuk represent the essential instruments of 
contemporary Islamic Banking. Commerzbank as 
a holistic partner for providing excellent product 
services to its clients therefore wishes to meet 
the requirements of its Islamic-oriented clients 
by ensuring Shari’ah compliance along the value 
chain and observing the rules of the respective 
clients´ Shari’ah boards. 

Islamic finance is beginning to emerge as a major 
source of liquidity on a global scale. However, 
in order to cater to the needs of this rapidly 
expanding sector, partner institutions need to 
be aware of, and able to adapt to, the different 
regulatory systems governing Shari’ah-compliant 
banking.

Over the nearly 40 years that Commerzbank 
has been represented in the Middle East, 
the Islamic finance sector has experienced 
exponential growth. Shari’ah-compliant banking 
now encompasses over $1 trillion in assets, with 
industry estimates anticipating further rapid, 
sustained growth in the next few years towards 
a figure of $5 trillion by 2016. This year, Sukuk 
issuance in Gulf Cooperation Council Countries 
(GCC) reached a record high, driven by positive 
developments in the region’s economy and 
capital markets. 

Shari’ah-compliant assets have also shown 
territorial gains in recent years, although in 
countries with large Muslim populations total 
Islamic banking assets are far from overleaping 
the 50% hurdle (Saudi Arabia 35%, UAE 17%, 
Turkey 5%). In the GCC area Islamic banks 
represent about 9% of market capitalization.

This expansion brings with it a wealth of 
opportunities for Islamic and non-Islamic 
corporates and financial institutions alike. Islamic 
banks need to be able to access funding (from 

banks and the global capital markets) in a manner 
that is compliant with Shari’ah law, in particular 
the prohibitions on charging interest and trading 
debt, while for non-Islamic companies seeking 
liquidity, Islamic finance provides a means to 
access a rapidly expanding source 
of capital.

However, while Islamic banking is on a path 
towards becoming established on a global basis 
there is, as yet, little standardisation in regard to 
regulation and products. Instead a multiplicity 
of regulatory systems governs Islamic finance 
worldwide. Compliance is always a complex 
issue under the best of circumstances, in large 
part because of the need to comply with at least 
two different legal codes – that of Shari’ah-law, 
and the regulatory system of the country in 
which the relevant transaction is taking place. 
Indeed, as Islamic finance expands into new 
markets (such as continental Europe), and 
within old ones (such as the Middle East and 
North Africa), it is having to find accommodation 
with an increasingly diverse set of national and 
regional legislative systems. Within this operating 
environment, flexibility and local knowledge 
are prerequisites for satisfying the demands of 
modern, international Islamic finance.

FOUR DISTINCT TYPES OF 
REGULATORY SYSTEMS
While the supervision of Islamic-finance remains 
a highly-localised practise, it is possible to 
identify four general regulatory trends operating 
worldwide. 

The first, and the rarest, is that of a completely 
Shari’ah banking system. This exists, for exam-
ple, in North Sudan, where Shari’ah law was ad-
opted by the unified country of Sudan during the 
1980s. The country’s Shari’ah High Supervisory 
Board has jurisdiction over all financial transac-
tions, and conventional commercial finance 
is prohibited. 

More commonly, countries can also operate 
a dual banking system, with separate regula-
tory frameworks applied to the conventional 
and Islamic finance sectors. This is the case in 
Malaysia, where a thriving Islamic finance sector 
accounts for over two-thirds of the $125 billion 
global Sukuk market.  In this instance, Bank 
Negara Malaysia, the country’s central bank, 
oversees both the conventional commercial bank-
ing sector and the Islamic finance sector, under 
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separate legal frameworks. A Shari’ah Ad-
visory Council, acting under the auspices of 
the central bank, must approve any Shari’ah-
compliant transaction or service, but does 
not have jurisdiction over conventional banks 
in the country.

Thirdly, there are those countries where 
a dominant conventional banking system 
makes certain exceptions for shari’ah-
compliant banks. In the United Kingdom, for 
example, while the Financial Service Author-
ity (FSA), the U.K’s regulator, maintains a 
“no obstacles, no special favors” approach 
to Islamic finance, the country has made a 
number of concessions to its tax system in 
order to level the playing field for Shari’ah-
compliant finance. For example in ensuring 
that stamp duty land tax is only paid once in 
an Islamic mortgage transaction. Under the 
existing law, the multiple changes of owner-
ship required in a shari’ah-transaction 
would have required multiple payments 
of stamp duty.

 Finally, there are those jurisdictions that run 
a “one size fits all” model, requiring all banks 
to adhere to the same regulatory code. This 
can have rather different implications.  In 
Saudi Arabia, for example, a country with 
a large Islamic banking sector, both con-
ventional and Islamic banks are subject to 
the same regulatory framework. The law 
requires Islamic Banks to have their own 
Shari’ah compliance boards, but goes no 
further, allowing individual banks a great deal 
of autonomy in determine their own under-
standings of Islamic finance. This has led to 
accusations of a lack of clarity and coheren-
cy in regard to what is considered Shari’ah-
compliance in the country. At the same time, 
the workings of the country's secular courts 
are also conducted confidentially, and the 
separation of powers between the “Board of 
Grievances”, Saudi Arabia's most important 
commercial court, and the other specialist 
commercial courts is not crystal clear.  

Conversely, the uniform model employed in 
countries such as Germany requires Islamic-
banks to comply with a regulatory model 
designed for conventional banking.  It is not 
always possible to satisfy the requirements 
of religious law neatly within such a system. 
Shari’ah by itself is not a legal system 
that in itself corresponds to the principles 
of German law. As a result, in order to 
incorporate Islamic-principles into financial 
transactions, specific Shari’ah-compliant 
conditions may have to be included and 
agreed to as part of the contract. Saving 
accounts are often a potential area of 
conflict in this regard.  Many European 
countries require that banks are able to repay 
depositors on demand (so called “capital 
certainty”), for example, whereas Shari’ah 
Law requires acceptance of the risk of loss.  
Such problems are far from insurmountable 
– Islamic banks in such jurisdictions now 

offer customers the opportunity to choose 
not to accept full repayment – but can act as 
barriers to the growth of the sector. 

In Germany, for example, Kuveyt Tuerk 
Participation Bank Inc. is currently in the 
process of applying for a full banking 
license in the country. This would make it 
the first fully-licensed shari’ah-compliant 
bank in the country. However, the process 
has been a slow one, and Germany lags 
far behind the U.K in regard to its share of 
the European Islamic finance market. Even 
4.3 million Muslims, representing about 5% 
of Germany´s actual population, haven´t 
stimulated Shari’ah compliant banks from 
abroad to offer respective services via own 
branches. Finally Kuveyt Tuerk is doing a 
first step now, watched closely by its Islamic 
international competitors.  

A MORE GLOBALISED FUTURE?
It is possible that as a secondary effect 
of increased globalisation  the regulation 
of Islamic finance could be on the path 
to increased uniformity as the needs of 
companies increasingly operating outside 
and across jurisdictions and international 
borders incentivises standardisation . 
The recently announced Islamic Interbank 
Benchmark Rate (IIBR) for pricing 
Islamic instruments is an example of just 
such a measure. 

In spite of this, developing a standardised 
set of rules and regulations for Shari’ah-
compliant banking is proving a difficult 
challenge. Given the impediments, gaining 
universal acceptance of all the current rules 
and products is probably unrealistic. A 
considerable consensus on core principles 
doesn´t seem to be enough,  increased 
deliberation among Shari’ah scholars in 
regard to the contemporary needs of modern 

Islamic financial industry is highly desirable. 
It goes without saying that the underlying 
ethical positions should always be taken 
into consideration.

Nonetheless, as long as Muslims are 
“allowed” to conduct conventional banking 
according to the non-Shari’ah -compliant 
assets in Muslim countries (and it is the 
majority – see previously mentioned figures) 
and even Islamic banks are measuring 
finance margins with “Libor plus” as 
benchmark, it is difficult to understand 
why some Shari’ah practitioners accuse 
conventional banking of being in a violation 
of the moral values of Islam. 

Instead it is perhaps more pragmatic, at 
least in the short-medium term, for non-
Islamic banks to focus on innovating 
generic products that can subsequently be 
customized to meet the specific demands of 
Shari’ah customers in different jurisdictions.

In regard to Liquidity management and its 
attendant requirements are mandatory, not 
to say essential, at present for survival in 
an environment world of frequent financial 
turmoil. The needs of an Islamic bank 
to secure its cash flow obligations are 
absolutely comparable to a conventional 
bank’s. Islamic banks are exposed to the 
same systemic risks as conventional banks 
are in a globalized economy, where it´s likely 
that the worst case scenario is rarely an 
isolated one. 

In such a situation the Islamic Finance sector, 
which, generally claims that its banks have a 
lower-risk profile compared to non-Shari’ah-
compliant institutions, there is the danger 
that Shari’ah own banks might be bought 
into severe difficulties by retreating too much 
to fundamentalist principles. With an obvious 
lack of liquidity alternatives due to religious 
impediments Islamic banks in times of crisis 
might drift earlier from low-risk profile to 
vulnerable cash-short entities, which under 
certain circumstances may have inadvertent 
repercussions, for example is bank run.  
Obviously, this brings with it its own 
complications, and operating successfully in 
the current environment is often dependant 
on possessing an established footprint in 
Islamic and conventional business areas, 
alongside a global profile. Nonetheless, 
Commerzbank remains highly optimistic 
about the prospects for growth of Shari’ah 
finance, and the ability for the sector 
overcome or adapt to the barriers presently 
constraining its continued development. 
After all, at a time when conventional banks 
are reducing lending in an effort to boost 
their capital rations, asset-based Islamic 
finance represents an alternative source of 
funding for corporate, governmental and 
public sectors the world over.

islamic investment

murabaha 
investments, 
Tawarruq 
financings and 
Sukuk represent 
the essential 
instruments of 
contemporary 
Islamic
Banking.


