
FEBRUARY/MARCH 2015 61www.emeafinance.com60 FEBRUARY/MARCH 2015 www.emeafinance.com

BahrainBahrain

In the smallest country in the Persian 
Gulf, and the one with the least oil, 
Bahrain’s authorities realised long ago 

that the nation would need to box clever to 
compete with its neighbours.

In 1975, when civil war broke out in 
Lebanon, many international banks that had 
regional bases there were compelled to find 
a new home, and fast. Bahrain was quick 
to see and seize this opportunity. It passed 
offshore banking regulations and opened 
its arms to these uprooted banks – provided 
that they only did business with non-
Bahraini customers, they were welcome.

Such swift action proved incredibly 
effective. By the early 1980s more than 100 
international banks had offshore units in 
Bahrain. The country provided more than a 
liberal, well regulated place to do business – 
it also gave investors an entry point into the 
lucrative Saudi market, with just a single 16-
mile causeway separating the two nations.

This opportunistic spark has proved a 
useful asset again in recent years. The first 
financial institution to act in accordance 
with shariah principles was Mit Ghamr, an 
Egyptian cooperative finance group, back 
in 1963, and the early Islamic institutions 
were generally Egyptian or Emirati. But 
it is Bahrain that identified the growth 
potential of Islamic finance, turning it into 
a strategically important local industry and 
a growing global market.

Institutionally sound
The Central Bank of Bahrain (CBB) has 
played a vital role in the development of 
Islamic finance. The Prudential Information 
and Regulatory Framework, introduced 
by the CBB in 2001, was the first piece of 
legislation aimed specifically at the Islamic 
finance sector. In the same year Bahrain, 
under the auspices of the CBB, became 
the first sovereign in the world to issue a 
sukuk. The concept of an Islamic banking 
window was another CBB initiative, giving 
conventional banks the ability to offer 
Islamic products without altering their 
regulatory structure.

Bahrain has also played a leading 
role in bringing together the disparate 
religious, cultural and organisational 
strands of Islamic finance. It is home to 
the International Islamic Financial Market 
(IIFM), a body that develops standards 
related to capital markets, and the 
Accounting and Auditing Organization for 

Islamic Financial Institutions (AAOIFI), 
a non-profit body founded in 1990 that 
has become the primary standard-setting 
agency for accounting, auditing, ethics, 
governance and shariah implementation.

“In some jurisdictions like Bahrain, 
Qatar and Sudan, it is written in the central 
banking rules that Islamic banks must follow 
AAOIFI shariah standards,” Khairul Nizam, 
deputy secretary general of AAOIFI, told 
EMEA Finance in December at the World 
Islamic Banking Conference in Manama. “In 
markets such as Malaysia and Saudi Arabia, 
accounts are certified to be compliant 
with International Financial Reporting 
Standards rather than AAOIFI. But even in 
those countries, Islamic banks use AAOIFI 
standards as additional guidelines.”

Today Bahrain has the largest 
concentration of Islamic financial institutions 
in the world, including 32 shariah-compliant 
banks as well as takaful (insurance) and 
retakaful firms. Thomson Reuters’ Islamic 
Finance Development Indicator (IFDI), 
published in September 2014, ranked 
Bahrain second out of 92 countries, 
behind only Malaysia. The index examined 
quantitative development, governance, 
corporate social responsibility, knowledge 
and awareness, and scored each country out 
of 100 in each category to come up with an 
average figure. Bahrain scored 76.

Good, but room for improvement
Under the stewardship of Bahrain-based 
institutions, the growth of Islamic finance 
has been impressive. EY, a consultancy 
firm, estimates that Islamic banking assets 
grew at an annual rate of 17.6% between 
2009 and 2013 and will grow by an annual 
average of 19.7% up to 2018.

Global sukuk issuance in 2014 stood at 
US$43.4bn, up 13% on the US$38.4bn 
recorded in 2013 and the second highest 
total since the US$44.8bn sold in 2012.

But there are still barriers to Islamic 
finance growing its share of the market, 
less than 1% of global banking assets.

Although there has been plenty of new 
sukuk issuance, stimulating secondary 
market liquidity has not been easy. Much 
of the sukuk market’s success, particularly 
with non-Islamic investors, has been 
because it is viewed as a diversification play. 
As a result, a buy-and-hold mentality has 
developed, with investors keeping sukuk in 
their portfolio all the way to maturity.

The situation is improving, with good 
corporate names demonstrating an ability 
to stoke demand – the sukuk of Dubai’s 
GEMS Education and Saudi Arabia’s 
Almarai, an agrifoods company, are two 
strong performers on the Dubai Financial 
Market and Tadawul, respectively. 

Furthermore, last year saw a number 
of novel corporate sukuk deals, including 
the first issuance by a Sub-Saharan African 
sovereign – Senegal’s four-year, CFA100bn 
(US$169mn) deal – and the first Basel III-
compliant additional tier 1 sukuk for Saudi 
Arabia’s Al-Hilal Bank. But the primary 
market will have to deepen to match 
liquidity in the conventional bond market.

Although the recommendations of AAOIFI 
and the IIFM are meant to be followed by 
all national regulators, these regulations 
take a long time to develop – AAIOFI has 
produced just 26 accounting standards 
in its 25-year history. There are many 
schools of Islamic jurisprudence – some are 
followed by Sunnis, others by Shiites – and 
different schools prevail in different parts 
of the world. Some are moderate, some are 
not; some allow for a degree of individual 
interpretation, others do not.

Organisations such as AAOIFI consult 
with scholars from all schools when 
formulating regulations. Rather than being 
an impediment, deputy secretary general 
Nizam believes that the need to balance 
many interests is “a good thing” because 
it allows one to develop a more “extensive, 
comprehensive set of standards”. 

But as one senior debt capital markets 
banker told EMEA Finance: “The IIFM 
published a pan-Islamic document on the 
role of hedging two years ago, but it hasn’t 
made the difference we hoped. Fatwas 
are still put in place and the situation still 
varies from market to market. Certain 
things are let go in Malaysia that would not 
be allowed in Saudi Arabia.”

Even if regulations are tailored as 
considerately as possible, their application 
is not mandatory. And even it was, the 
geographical spread of Islamic finance 
institutions would make regulations hard to 
enforce. Ijlal Ahmed Alvi, chief executive at 
the IIFM, acknowledges that the process of 
ensuring adherence is difficult but believes 
that the system generally works well.

“Our experience has been positive,” 
he says. “We have so far done six 
standards documents – our last was on 

In an increasingly competitive region for financial services, Bahrain has used Islamic 
finance to stand apart from the crowd. Rod James looks at how its institutions have 
helped to create a global framework, the difficulty of enforcing standards and the 
barriers to growth that remain.



62 FEBRUARY/MARCH 2015 www.emeafinance.com

Bahrain

collateralised Murabaha – and we are 
working on guidelines around Islamic 
hedging. Normally, there is a time-lag 
until documents start being used; we 
are doing a survey at the moment and at 
least 60% of the [respondents] are using 
[the Murabaha guidance]. On a national 
level we are seeing members encourage 
the banks within their jurisdictions to 
use it and we have a shariah board of 12 
members that is also supportive... We are 
getting a good response because these are 
actual documents that can be used.”

Though a more robust system of 
oversight would be useful, most industry 
practitioners seem to agree that mutual 
respect and not punishment should be its 
basis. Khalid Hamad, executive director of 
banking supervision with the CBB, believes 
that an effective system of self regulation 
can develop if banks, and those whose 
business will be most affected by new 
regulations, are consulted at the earliest 
possible time. “The million dollar question 
is how will this impact you in terms of 
profitability and resources?” he says.

The CBB is more proactive than most 
in enforcing regulations – it carries out 
regular inspections of Bahraini institutions 
and has a phone line through which 
banking customers with complaints can 
contact the central bank directly. But 
ultimately regulators must create a culture 
in which complying seems simply like the 
right thing to do.

“The best way to get compliance is to 
make regulation applicable and relevant,” 
Hamad says. “Then the regulated will 
basically self-regulate. There will not be 
a police officer, you are driving alone. 
Sometimes there will be speed cameras 
but it is your decision to pass a red light, to 
speed above the limits stated in the streets. 
The only creature that always disobeys God 
is the human. So based on that concept we 
need to have a mechanism to cope with the 
negative impacts of human error – whether 
intentional or an oversight.”

Innovate to excel
Although there is much to be done, 
Bahrain’s success in Islamic finance is 
admirable. It is testament to the country’s 

ability to differentiate and to focus its efforts 
on a specific discipline in order to compete 
with the oil and money of neighbours 
Dubai, Abu Dhabi and Doha. While the 
regional headquarters of DHL, American 
Express, Huawei and EY are in Manama, 
90% of multinational companies now have 
their Middle Eastern base in the UAE. The 
past few years have seen major players such 
as Bank of Tokyo-Mitsubishi UFJ and Credit 
Agricole move their regional bases from 
Bahrain to the UAE. Robert Ainey, head of 
the Bahrain Bankers Association, believes 
some firms were enticed by the prospect 
of winning business from the UAE’s 
US$1.078trn sovereign wealth fund.

“If you are dealing with corporate 
customers and investment banking, you 
go where your customers are,” said Ainey, 
speaking to EMEA Finance in Manama. 
“The phenomenal rise of the UAE and 
Qatar in the past 20 years has obviously 
had an effect on Bahrain and Kuwait. 
Bahrain has to be innovative. The banking 
sector has to decide which sectors it 
should put its effort into and most of the 
major innovations in Islamic finance have 
come from the bodies based here. It’s 
an incubator of ideas, but what Bahrain 
doesn’t have is the critical mass of banks.”

Saudi Arabia’s frantic efforts to diversify 
could also affect Bahrain’s ability to attract 
businesses. Last July the Saudi Capital 
Markets Authority (CMA) announced 
tentative plans to open up its stock 
market to foreign investment and, on this 
occasion, it doesn’t look like a false dawn.

In January the CMA handed SAR800,000 
(US$213,000) in fines to listed companies 
for breach of regulations, more than in the 
previous three months combined. Saudi 
Arabia is clearly serious about bringing its 
exchange up to international standards and 
Bahrain, which has been the traditional 
regional entry point for foreign investors, 
could be the loser. 

“[The Saudi authorities] are not building 
the King Abdullah Financial City to have 
empty offices, put it that way,” a senior 
Bahrain-based banker tells EMEA Finance. 
“There’ll no longer be the need for suitcase 
bankers, who would be based here but 
would service the Saudi clientele.”

BNY Mellon’s country manager for 
Bahrain, Rajai Ayyash, is more positive 
about Bahrain’s status in the region, even 
beyond its core strength of Islamic finance. 
He believes that the increased cost of 
doing business in Dubai and the relative 
lack of local workers with the right skills 
could yet work to Bahrain’s advantage.

“You hear all the time about competition 
between Dubai, Bahrain and Doha,” Ayyash 
says. “The way we see it is that each city has 
its own advantages and offers something 
different to the others. We actually see more 
oil-related companies opening in Bahrain 
because of the educated local workforce, 
because the cost of living and cheap and 
the fact it has the right infrastructure. In the 
Gulf region, if you want to open a business 
you need a local sponsor or partner, but 
in Bahrain laws are being passed that give 
more rights to non-locals to encourage them 
to open businesses.”

The Islamic finance market is likely to 
remain the focus of innovation for the time 
being. From January retail investors have 
been able to access Bahraini government 
sukuk directly through the stock exchange, 
which should have positive implications 
for secondary market liquidity and the 
government’s coffers, which have taken a 
hit from recent low oil prices. 

The Bahrain Bourse has set a minimum 
subscription of BD500 (around US$1,300) 
and any investor applying for BD10,000-
worth will be guaranteed that amount. Alvi 
of IIFM believes that as well as continuing 
to introduce such innovations for others to 
follow, the exchange must do all it can do 
attract sukuk issuances from elsewhere in 
the GCC.

“We have the experience on the 
regulatory side, which is well developed,” he 
says. “We have the standard-setting bodies 
as well, which complement the financial 
hub. Secondarily, there is the domestic 
market in which the share of Islamic assets 
is quite high. But it’s a small market so what 
you require is sukuk from within the GCC or 
other regions. They need to encourage those 
issuances given that there is already a strong 
regulation in place. For sure, [issuance] is 
much easier here. That’s something that in 
my view will benefit Bahrain.” 
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