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PREFACE

We are honoured to present the sixth edition of 7he Islamic Finance and Markets Law Review.
The chapters that follow describe the manner in which Islamic, or shariah-compliant, finance
is practised in various jurisdictions throughout the world. Although each country will have
variations, one of the most striking features of Islamic finance as a legal discipline is that
it includes core concepts and structures that cross jurisdictional boundaries. Given the
importance and ubiquity of these concepts and structures, a short introduction to them is
in order.

i Sources of Islamic finance

Islamic, or shariah-compliant, finance is concerned with the conduct of commercial and

financial activities in accordance with shariah, or Islamic, law. Islamic finance emphasises

productive economic activity over pure speculation, and encourages transaction counterparties
to share profits and losses to promote collaborative efforts. Islamic finance practices are based
upon a central core constituting:

a the Quran, the holy book of Islam;

4 the Sunnah, words or practices instituted or approved by the Prophet Muhammad,
including the Hadith, which are oral traditions regarding the words and deeds of the
Prophet Muhammad, as compiled by the Sahabah (closest companions of the Prophet
Muhammad);

¢ ijma, or consensus of the independent Muslim jurists qualified to exercise #jzihad (a
mujtahid) on a particular interpretation of shariah; and

d giyas, which is interpretation by analogical reasoning where one situation is measured
against another by the mujtabids, in each case subject to and in accordance with the
Quran, Sunnah and #jma.

The principles derived from the application of ijma and giyas to shariah form the body
of jurisprudence known as figh (understanding and knowledge applied to any branch of
knowledge). The body of rules that underpin the derivation of figh is referred to as usul
al-figh.

Certain shariah principles may be ambiguous, not least because of the numerous
exegeses of the Quran, the voluminous Hadith and the mujtahids involved in the practice
of jjtihad, interpreting shariah in different (yet equally permissible) ways because of the
interpretation methodologies they may apply. This means that often there can be different
legal opinions (fatawa) on the same aspect of shariah. This difference of methodology for
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interpreting shariah, and the body of fatawa derived thereby, is one reason why there have
developed several schools of thought or figh (madhabs) to which a mujtahid would ordinarily
be aligned. The renowned madhabs are Hanafi, Maliki, Shaf’i and Hanbli.

ii Principles of Islamic finance

Akin to Western legal systems, in Islam there is a presumption that everything is permissible
(halal) unless there is an express law that rebuts that presumption by declaring it as forbidden
(haram). Islamic financiers are therefore expected to carry out their activities subject to, and
in accordance with, shariah principles. The pertinent shariah principles that relate to Islamic
finance include:

a Riba (translated literally, excess): although shariah scholars debate the precise definition
of 7iba, essentially it represents unearned excess or profit charged in connection with
a transaction, and derived by the mere passage of time. This is generally thought to
include a prohibition against charging interest in connection with the use of money. The
philosophy behind the absolute prohibition of 7iba (which has the effect of rendering
any contract harbouring riba as being void) is that shariah regards money as having no
intrinsic value in itself (unlike commodities such as gold, silver, dates and wheat) and
is merely a means of exchange to procure goods and services. Money cannot therefore
derive a profit either from the exchange of money of the same denomination or as a
result of the passage of time, as is the case with interest.

6 Gbharar: this refers to undue uncertainty in a transaction. For example, the sale of an
object that a seller does not yet possess is considered to include gharar, because it is
uncertain whether the seller will be able to obtain the relevant object and complete
the sale transaction. Some shariah scholars assert that maysir and gharar prohibit life
insurance contracts and financial derivatives.

¢ Maysir: this refers to impermissible speculation, meaning investments that depend
chiefly upon chance for their outcomes. The prohibition of maysir does not prevent
parties from taking on risks normally connected with business transactions.

d Qimar: this refers to transactions tantamount to gambling.

Two other relevant shariah principles are the prohibition on investing in, or being involved
with, haram products and activities (such as alcohol and gambling establishments) and the
prohibition of becoming unjustly enriched.

In practice, Islamic financial institutions and investors typically engage shariah scholars
to establish investment guidelines and parameters for investment activity, in a manner
consistent with the sources of Islamic finance, madhabs and Islamic finance structures referred
to above. Efforts have been made to increase uniformity among these shariah advisers,
in the hope of creating a more standardised market. For example, the Accounting and
Auditing Organization for Islamic Financial Institutions, a non-profit industry-sponsored
organisation, issues non-binding shariah standards developed in consultation with industry
practitioners. Other influential bodies include the Figh Academy of the Organization of the
Islamic Conference, the Shari’ah Supervisory Board of the Islamic Development Bank and
the Islamic Financial Services Board in Kuala Lumpur. These bodies, and individual shariah
scholars, provide the context for Islamic finance generally. The degree to which their rules are
incorporated into legal regimes varies between jurisdictions.

vi
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iii  Basic Islamic finance structures

Although structures differ across national boundaries, the basic structures outlined below
tend to be widely used by market participants. Profit and loss-sharing forms the bedrock
of Islamic finance, since Islam perceives that the ideal relationship between contract parties
should be that of equals in which profit and losses are shared. Shariah by no means prohibits
the making of profit, but it does scrutinise the basis upon which profit is made as, for
example, charging interest could exploit a client in a time of hardship whereas a financier’s
wealth is increased by no effort of his or her own. Islam instead empowers the financier to
derive a profit by investing money or another consideration directly (or indirectly through
a joint venture arrangement, for example) in real assets using one or more of the Islamic
finance structures discussed below. The financier will then generate a profit and recoup the
principal sum invested in an asset by exercising his or her rights as an owner: using, leasing
or selling the asset. Here, unlike in conventional finance, the money itself has not yielded the
profit: instead the assumption of the risks and responsibilities as the owner of the asset, or
as a partner in the venture, has yielded the profit made by the financier. This highlights the
preference of Islamic finance for equity over debt and seeking to deal in tangible assets. This
also explains why Islamic finance can be used as a form of both asset-backed financing and
asset-based financing.

Combinations of the following Islamic finance structures can be used in project finance
and other structured transactions. For example, a mudarabah or musharakah could be used to
invest in a venture to commission the manufacture of an asset under an #szisnah, which, once
constructed, can be leased through an ijarah.

Tjarah (lease)

The ijarah is a form of lease financing whereby the usage (usufruct) of an asset or the services
of a person are leased by the lessor to the lessee for rental consideration. The ijarah can take
effect as an operating lease, with the asset returning to the lessor at the end of the lease term,
or akin to a finance lease, with title to the asset being transferred to the lessee at the end of
the lease term or ownership units being transferred to the lessee during the term of the lease
(an fjarah wa iqtina). Although shariah does not permit a forward sale, the jarah can become
effective at a future date provided the rent is only payable after the leased asset is delivered
to the lessee. This type of forward lease is called an ijarah mawsufa fi al-dhimma and is most
prevalent in the project financing context.

Istisnab

An istisnab is used for the manufacture or development of an asset. Under this structure, one
party engages a counterparty to construct an asset in accordance with agreed specifications, and
agrees to purchase or lease the asset upon completion. The manufacturing party must finance
the manufacture or construction of the asset, although it may require a down payment or
progress payments from its counterparty, or both. The manufactured asset must be accepted
by the counterparty if it meets the given specifications. Once the asset has been constructed,
title to the asset must be transferred by the manufacturing party to the counterparty, who
will then either sell the asset or lease the asset to a counterparty pursuant to an jarah. This
structure may be employed for project finance, among other purposes.

vii
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Murabahah

A murabahah is an asset purchase transaction in which a party purchases an asset from a third
party at the request of its counterparty, and then resells the asset to that counterparty. The sale
price payable by the counterparty equals the original acquisition price paid by the first party
plus an agreed return (i.e., cost-plus), and is payable on a deferred basis. Under this technique,
the counterparty is able to acquire an identified asset, but can pay the purchase price for it
over time. A murabahah can be used to finance the acquisition of a variety of assets, and its
versatility makes the structure a favourite among market participants.

Mudarabah

A mudarabah is an investment fund arrangement under which one party (the rab-al-mal)
provides capital to an enterprise while a second party (the mudarib) contributes work. The
mudarib manages the enterprise’s capital, and in doing so usually has wide discretion. In
return, the mudarib often earns a fee. The mudarabah parties also share any profits of the
enterprise according to agreed percentages. However, only the rab-al-mal bears the risk of
losing money on the enterprise. Guarantees of the capital by the mudarib are not permitted,
as this would depart from the principle that the r2b-al-mal bears the risk of any loss. In Dana
Gas PJSC v. Dana Gas Sukuk Ltd & Ors ([2017] EWHC 2928),! Dana Gas attempted to
(but ultimately was unable to) render its mudarabah sukuk unenforceable on a number of
grounds, one of which was that the sukuk were not shariah-compliant because they featured
what appeared to be a guarantee from the mudarib of the face amount of the sukuk contrary
to the risk-sharing methodology reflecting a traditional mudarabah. The mudaribs risk should
solely be that its time and effort will not produce a return. Among other uses, a mudarabah
may be employed for investment funds that make shariah-compliant investments.

Musharakah

A musharakah is a partnership arrangement in which transaction parties contribute cash or
property, or both, to a collective enterprise. The parties share profits according to agreed
percentages (as with a mudarabah), but also share losses in proportion to their capital
investments. All musharakah parties may exercise control of the musharakah, although
in practice there is usually a designated control party. Under diminishing musharakah
(musharaka muntahiya bittamleek), one or more of the musharakah parties have the ability
to buy out the interests of the other musharakah parties over time for an agreed price. The
musharakah structure is considered the most ideal for profit and loss sharing.

Sukuk

Although sukuk (plural of sakk) are often referred to as Islamic bonds, they are more akin
to Islamic trust certificates representing an undivided beneficial ownership interest in an
underlying asset where the return is based on the performance of that underlying asset. A
sukuk issuer pays an agreed amount of the revenue produced by the sukuk assets to the sukuk
holders. A distinction is made between asset-backed sukuk, which provide sukuk holders
with a claim to the subject assets, and asset-based sukuk, which derive cash from the assets,
but do not grant sukuk holders direct rights in the assets. Sukuk do share certain features

1 Dana Gas PJSC v. Dana Gas Sukuk Ltd & Ors ([2017] EWHC 2928).
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with conventional bonds, such as being in certificated form, being freely transferable on
the secondary market if the sukuk is listed, paying a regular return and being redeemable at
maturity, but conventional bonds are also tradable debt, which shariah prohibits.

iv  Conclusion

Islamic finance has grown rapidly during the past 25 years in terms of market participants,
structuring expertise and transaction types. Islamic finance is vibrant, and has proven its
competitiveness with conventional financing products, often featuring alongside, or as an
alternative to, conventional financing products. The chapters in this book illustrate the
dynamic manner in which Islamic finance has adapted and continues to develop globally,
and we recommend them to you.

We would like to thank the writers who have taken the time to contribute their insights
on Islamic finance practice, and to the editors who made publication of this book a reality.

John Dewar and Munib Hussain
Milbank LLP

London

September 2021
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Chapter 9

UNITED KINGDOM

John Dewar and Munib Hussain'

I LEGISLATIVE AND REGULATORY FRAMEWORK

i Legislative and regulatory regime

Islamic finance has been developing rapidly in the UK for over a decade, and the government
has taken a leading role in legislating for its development and promotion. The UK hosted
the first standalone Islamic financial institution in the EU and, according to the latest
Islamic Finance Country Index (2020), the UK is ranked 18th of 48 countries in terms of its
overall Islamic finance offering. This puts it in first place in Europe, and in first place among
non-Muslim-majority nations. The UK has a strong and proud tradition of openness and
flexibility, which, combined with London’s position as a leading international financial centre
and the UK’s significant Muslim population (just over 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.

Rather than regulating Islamic finance products with separate legislation, the UK’s
approach has been to adapt preexisting legislation and regulations governing conventional
financial instruments to cater for the structures commonly used in Islamic finance. In so
doing, 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, as early as 2003, the government introduced special exemptions to stamp duty
land tax to relieve the unintended double taxation charge that arose as a result of structures
used by Islamic mortgages, and was also quick to remedy the adverse tax treatment of sukuk
to place them on a level playing field with conventional debt instruments. This approach
leaves the application of Islamic principles as a matter of conscience for the parties concerned,
reflecting both the lack of a single codified body of Islamic law and the fact that there are
differences of opinion among scholars as to how Islamic principles should be applied to
modern-day financial instruments. As discussed in more detail below, the English courts have
taken an approach consistent with this in considering only English law (to the extent that
this is the governing law of the relevant contracts) when ruling on disputes involving Islamic
finance transactions.

The primary legislation that governs Islamic finance in the UK is set out in the Finance
Act 2005 as amended by the Finance Act 2007. The Finance Act 2005 characterises Islamic
finance transactions as alternative finance arrangements and takes a relatively straightforward
approach to folding Islamic finance instruments into the conventional legislative environment.

1 John Dewar is a partner and Munib Hussain is a special counsel at Milbank LLP.
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For example, anything described in an Islamic finance instrument as profit will be treated in
the same manner as under the provisions of previous Finance Acts that deal with interest; this
is particularly important when considering the tax treatment of Islamic finance instruments.
Further, given that the Finance Act 2005 was generally aimed at bank financing with a
specific focus on consumer financing, particularly Islamic mortgages, the Finance Act 2007
expanded the scope of the Finance Act 2005 to include sukuk (defined as alternative finance
investment bonds (Section 53, Finance Act 2007)) with the intention of paving the way
for the inaugural sukuk issuance by the government (discussed in more detail below) by
responding to the anomaly created by previously not providing for the tax-deductibility of
profit distributions under a sukuk, making it a more expensive way to raise finance when
compared to a conventional bond with tax-deductible interest payments.

Prior to the introduction of the Finance Act 2007, an issue that arose in connection
with a potential sukuk issuance by a UK issuer was whether, for the purposes of the Financial
Services and Markets Act 2000 (FSMA), sukuk would be considered to be the equivalent
of a conventional bond or of a collective investment scheme (CIS). The issue arose because
sukuk contemplate the investment by an issuer of the issue proceeds received from sukuk
holders in certain assets — these are all features of a CIS. Market practitioners had long taken
the view that sukuk should be treated in the same manner as a conventional bond (with the
investment in the assets being in satisfaction of shariah (not investor) requirements), but for
such treatment to be given in the UK, an assessment would need to be made by the regulator
in respect of each individual case — and this was clearly not a practical solution. The Financial
Services and Markets Act 2000 (Regulated Activities) (Amendment) Order 2010 (2010
Order) introduced a number of amendments to clear up this issue and to confirm that sukuk
should be regulated in the same manner as conventional bonds. The 2010 Order amended
the Financial Services and Markets Act 2000 (Regulated Activities) Order 2001 to specifically
state that alternative finance investment bonds are to be categorised as specified investments
in the same manner as financial instruments that create or acknowledge indebtedness. The
2010 Order also amended the Schedule to the Financial Services and Markets Act 2000
(Collective Investment Schemes) Order 2001 to specifically exclude alternative finance
investment bonds from the definition of a CIS, and introduced a new Section 77A, which
created a definition of alternative finance investment bonds. This definition is consistent with
that set out in the Finance Act 2007.

Notably, the 2010 Order made a number of consequential amendments to other
legislation and regulations, including the Financial Services and Markets Act 2000 (Regulated
Activities) Order 2001, the Financial Services and Markets Act 2000 (Carrying on Regulated
Activities by Way of Business) Order 2001 and the Financial Services and Markets Act
2000 (Financial Promotion) Order 2005. These amendments extend the scope of those
regulations to include alternative finance investment bonds. The amendments illustrate a
consistent approach taken by successive governments in treating Islamic finance as a subset of
the universe of conventional financial instruments. This approach indicates that the Islamic
finance industry will be held to the same standards as the conventional finance industry in the
UK, and contracting parties should expect to be subject to the same levels of scrutiny from
the English regulators and courts as their conventional peers.
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ii ~ Regulatory and supervisory authorities

The two principal authorities charged with the oversight of Islamic finance institutions (to the
extent that such institutions perform regulated activities) are the Financial Conduct Authority
(FCA) and the Prudential Regulatory Authority (PRA). The FCA is the conduct regulator
with supervisory responsibility for Islamic finance in the UK, and all Islamic banks in the
UK are required to be authorised and licensed by the FCA. The PRA holds responsibility
for the prudential regulation of banks, building societies, credit unions, insurers and major
investment firms, including Islamic banks in the UK. The FCA and the PRA each hold Islamic
banks and financial institutions to the same standards of regulation as conventional banks,
and Islamic banks in the UK are considered to be financial institutions for the purposes of the
ESMA. Islamic banks are subject to sanctions and fines in the same manner as conventional
banks. The FCA’s and the PRA’s approach to regulation can be summed up as ‘no obstacles,
but no special favours’.

Unlike certain other regulatory authorities, such as Malaysias, the FCA does not have
shariah scholars who review the shariah compliance of a product offered by an Islamic finance
institution. Consistent with the UK approach of treating Islamic finance institutions in the
same way as conventional firms, an Islamic finance institution would require authorisation
to carry on regulated activities and must obtain the necessary permissions from the FCA in
the ordinary way. However, an Islamic finance institution may need to provide additional
information to the FCA in certain circumstances, such as the role, if any, that its shariah
board performs in relation to operational and financial matters. In addition, UK regulatory
bodies have stated that they intend to work with international industry bodies, such as the
International Organization of Securities Commissions, which have their own Islamic finance
initiatives. The UK’s Financial Services Authority (which was the sole UK regulator prior
to its split into the FCA and the PRA) also supported moves to develop common shariah
standards by organisations such as the Islamic Financial Services Board and the Accounting
and Auditing Organization for Islamic Financial Institutions (AAOIFI). While neither
of these standards have been formally adopted in the UK (and therefore do not have any
binding legal effect), they are certainly useful in identifying best practice.

Finally, it is worth noting that financial transactions entered into with an individual
and not otherwise subject to regulation under the FSMA may be subject to regulation
under the Consumer Credit Act 1974 (CCA) unless such agreement is entered into wholly
or predominantly for business purposes, or one of the other exemptions under the CCA

2006 applies.

I COMMON STRUCTURES

i Consumer finance

Shariah-compliant consumer finance providers in the UK currently occupy a niche space
advancing funds to customers in the form of simple murabahah financing and offering deposit
investments in the form of profit-sharing investment accounts based on the principle of
wakalah. Prominent consumer finance banks in the UK include Al Rayan Bank, Gatehouse
Bank and the Bank of London and the Middle East, which launched its own UK-licensed and
shariah-compliant digital bank, Nomo, in July 2021, as well as branches of some well-known
Middle Eastern banks such as Abu Dhabi Islamic Bank and QIB UK.

An interesting development in Islamic consumer financing has been the establishment
in the UK of Bechive, a peer-to-peer financing platform that includes a shariah-compliant
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window. Beehive’s shariah-compliant window uses commodity murabahab financing backed
by the Dubai Multi Commodities Centre’s Tradeflow commodities trading platform, which
is based in the Dubai International Financial Centre (DIFC). If an investor wishes to invest
in shariah-compliant transactions only, it can indicate that preference in its profile.

Bechive uses the Shariyah Review Bureau, which is licensed by the Central Bank of
Bahrain, as its shariah board to review potential opportunities for investment. Any investments
that are not approved as shariah-compliant by Beehive’s shariah board are not made available
to an Islamic investor: these are made available only to conventional investors. Assuming an
investment is shariah-compliant, Islamic investors may place bids on the Bechive platform
to enter into a financing with the end user in much the same manner as a conventional
peer-to-peer lending platform. If successful in its bid, the Islamic investor then enters into a
murababah contract with that counterparty.

ii Home finance

The primary structures used in home finance in the UK are ijarah and an ijarah with
diminishing musharakah structure, which contain many of the features of a conventional
repayment mortgage. Under the terms of an ijarah mortgage, a bank purchases a property
(with title in and to the property registered in the name of the bank) and leases it to the
homeowner for a specified period. The homeowner gives an undertaking that, at the end
of the specified period, it will purchase the property from the bank using the final lease
payment, following which legal title is transferred to the homeowner, and title in and to
the property is registered in the name of the homeowner. Under the terms of an 7jarah with
diminishing musharakah structure, the bank and the homeowner together purchase the
property in proportion to the capital put forward by each of them. However, title in and
to the property is registered solely in the name of the bank. The homeowner pays the bank
rent for the use of that part of the property that is owned by the bank under the terms of
the musharakah. The homeowner also makes periodic payments to the bank to purchase
its remaining interests in the musharakah such that the bank’s interest diminishes until the
homeowner is the sole owner of the property. Once the homeowner has purchased all the
bank’s interests in the musharakah (and thus is the sole owner of the property), title in and
to the property is registered in the name of the homeowner and the mortgage terminates.

Islamic banks in the UK also offer rent-only ijarah mortgage packages that contain
features similar to a conventional interest-only mortgage. In this scenario, a homeowner
pays a bank rent for that portion of the property owned by the Islamic bank through the
musharakah term. At the end of the musharakah term, the homeowner is obliged to purchase
all the banks interests in the musharakab in one go.

Much of the growth in the shariah-compliant home finance market was facilitated by
an amendment to the tax laws in the UK in 2003 that removed what had previously been a
double charge to stamp duty land tax: once at the date of the joint purchase of a property by
a bank and a homeowner (and registration of title in the name of the bank), and second at
the date of the purchase by the homeowner of all the bank’s interest in the musharakah (and
registration of title in the name of the homeowner). This change in tax law is discussed in
Section III.
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iii Insurance

Insurance companies in the UK offer zakafil products to Muslim customers using structures
typical to the takaful market. As with many other facets of Islamic finance, London is seeking
to become a hub of zkaful, and the Islamic Insurance Association of London (IIAL) was
launched in July 2015 with the aim of promoting that goal. Lloyd’s of London is a founding
member of the IIAL and launched an office in the DIFC in March 2015.

Friendly societies and other mutual insurance companies are potential vehicles that
could be adapted to provide zakaful. Friendly societies in particular 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 Financial Services Authority to carry on regulated activities in
the UK, a 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 contrary, Section 5(2)(b)(i) of the Friendly Societies Act 1992 provides, in effect, that
only members (or persons connected with members) can receive benefits from a 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 person connected) receives insurance or similar
benefits from the society.

iv  Private equity investments

The leverage that private equity funds obtain in connection with investments normally
presents an insurmountable barrier to entry for Islamic investors who, as a result, are unable
to invest in conventional private equity funds. Fully shariah-compliant funds require tight
restrictions on debt and the appointment of a full-time shariah supervisory board to approve
individual investments, and are expensive to establish. In June 2021, UK-based Ethos Invest
launched a fundraising vehicle with the aim of becoming the world’s largest shariah-compliant
tech-focused private equity fund. However, the demand for these funds does not appear to be
sufficiently high to make overcoming the clear obstacles economically viable and, as a result,
the Islamic private equity space has not grown with any conviction. Opportunities exist in
the synthetic feeder fund space in relation to specific identifiable investments, but this is yet
to become a significant tool in the UK private equity market.

v Real estate investments

UK real estate is one of the most popular asset classes for both international and domestic
Islamic investors. Local players Gatehouse Bank and 90 North Square have offered
shariah-compliant real estate investment products to Islamic investors for a number of years.

Real estate investments typically apply a wakalah, mudarabah or musharakah structure
to invest in an underlying portfolio of real estate assets, as well as shariah-compliant real estate
investment trusts. However, care must be taken around certain shariah red flags, including
any terms of any underlying leases that may include late payment interest charges. For new
assets that are yet to be rented, late payment interest can generally be restructured as a late
payment administrative charge — an approach that is common in shariah structures. However,
with established assets (especially those held by conventional landlords), late payment interest
may be embedded in the contracts, and amending such contracts is both impractical and
undesirable. In this situation, the documents governing an Islamic investment typically
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provide that if any haram income exceeds a de minimis threshold (typically 5 per cent of the
total income from the real estate assets), then those amounts should either be directed solely
to a conventional coinvestor (if there is one) or otherwise to charity.

vi Investment funds

As noted above, the specific requirements of shariah-compliant investment funds (such as
the requirement for a shariah supervisory board), the restrictions on any leverage that may
be applied to investments in assets and the need for an annual shariah audit have meant
that the UK has not seen a high number of shariah-compliant investment funds established.
However, in December 2020, Schroders (a UK-headquartered asset manager) launched a
shariah-compliant fund that has also integrated the growing drift of funds towards multi-factor
investing and ESG principles. While many existing shariah-compliant funds have begun to
integrate ESG principles, it is too early to tell whether Schroders’ latest fund will be the first
of many Islamic finance funds to launch in the UK.

vii  Other areas

The UK government became the first sovereign national government outside the Islamic
world to issue a sukuk with Her Majesty’s Treasury’s £200 million sukuk issuance in
June 2014. The sukuk was structured as a sukuk al-ijarah (being the simplest and most widely
accepted Islamic finance structure) and pays out profits based on the rental income from
three government-owned properties in lieu of interest. The £200 million sale was more than
10 times oversubscribed by investors in the UK, the Middle East and Asia, attracting orders
of £2.3 billion. The interesting aspect of the structure is that it did not adopt the delegate
model (the Islamic equivalent of a conventional bond trustee) but opted instead to replicate
the structure used for UK government gilts. While a comparatively small issuance by the
standards of the government, the sukuk was intended to act more as a marketing tool for
the government in its push to promote the UK and London as a centre for Islamic finance.
The success of the government’s initiative to develop Islamic finance in the UK was shown
in 2021 when the government issued its second sovereign sukuk of £500 million, which was
sold to institutional investors in the UK, the Middle East and Asia.

Furthermore, in March 2015, UK Export Finance participated as guarantor of Emirates
Airline’s issuance of a US$913,026,000 sukuk. The proceeds of the sukuk issuance were to be
used to purchase four new Airbus A380-800 aircraft, which would become the Zjarah assets.
In addition to being the world’s first sukuk supported by an export credit agency, what was
particularly interesting about this transaction was that there was a lead time between the
issuance of the sukuk and the Airbus aircraft being available for delivery. As a result, for the
period between the issue date and the relevant aircraft delivery dates, the proceeds of issuance
were invested in what were known as ‘rights to travel’ on Emirates aircraft. This was an
example of the government seeking to promote Islamic finance in tandem with the interests
of British industry (the wings for the Airbus A380 are manufactured in Filton, near Bristol,
and Broughton, in North Wales). It is also another example of alternative assets — the rights
to travel — being used to underpin sukuk, and builds on the success of issuances by Axiata
Telecom (which utilised airtime vouchers) and FWU Group (which utilised the intellectual
property in computer program source code) of sukuk backed by alternative assets.

To level the playing field between Islamic and non-Islamic banking, in 2021 the Bank
of England implemented an alternative liquidity facility (ALF) structured as a wakalah, which
allows UK Islamic banks to meet their capital requirements in a shariah-compliant manner.
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Before its introduction, UK Islamic banks (which are unable to make use of liquid gilts or
interest-bearing reserve accounts at the Bank of England) had been reliant on holding high
stocks of cash at zero return, or high-yield and less liquid sukuk. These were both inefficient
methods of meeting their capital requirements and subsequently hindered the development
of UK-based Islamic financial institutions.

III TAXATION

Reforms to tax law and regulation have led the way in terms of the accommodation of Islamic
finance within the laws of the UK. In 2003, Parliament passed the Finance Act 2003, which
introduced the concept of alternative property finance to cure the double charge to stamp
duty land tax that had affected the Islamic mortgage market up to that point. Under zjarah
and diminishing musharakah structures, there are effectively two sales of the property being
financed: the first when the bank buys the property from the vendor, and the second when
the homeowner completes repayment of the financing and buys the property back from the
bank. Each of these purchase transactions previously gave rise to a charge to stamp duty land
tax, which made the Islamic mortgage market prohibitively expensive. The Finance Act 2003
introduced specific exemptions for Islamic mortgages to ensure that they incurred only one
charge to stamp duty in the same manner as a conventional mortgage.

The introduction of the various regulations to facilitate sukuk issuance in the
UK between 2007 and 2010 also gave rise to a need to include changes to tax law on
the basis that the most common structure used for sukuk (and the one used for the UK
government’s sukuk) is ijarah based on property. The Stamp Duty Land Tax (Alternative
Finance Investment Bonds) Regulations 2010 fixed a point of confusion by clarifying that the
exemption from stamp duty land tax that applies to a transfer of leases as part of an alternative
finance income bond structure will not be denied on the basis of other provisions of those
regulations that would otherwise deem such a transfer to be a grant for stamp duty land
tax purposes (i.e., the exemption is extended to ensure that an Zjarah-based Islamic finance
instrument is treated in the same manner as its conventional equivalent). These regulations
are further supplemented by the Alternative Finance Investment Bonds (Stamp Duty Land
Tax) (Prescribed Evidence) Regulations 2009, which prescribe the evidence that needs to be
provided to Her Majesty’s Revenue and Customs in relation to claims for relief from stamp
duty land tax in these circumstances.

The common purpose of this legislation has been to allow Islamic instruments the same
treatment as conventional ones by making a distinction between the transfer of ownership of
land for the purposes of occupancy or other use and the transfer of a form of ownership of
land that is intended purely to facilitate a shariah-compliant transaction.

IV INSOLVENCY

There are various structures that can be adopted for a sukuk that may affect how it is classified
for insolvency, tax and regulatory purposes. A sukuk is, however, typically structured to have
the same economic effect as a conventional bond, and is treated as such for International
Financial Reporting Standards purposes. To date, the treatment of Islamic finance
instruments in insolvency remains untested in the UK. Further, no Islamic institution has
filed for insolvency or any insolvency-related procedure in the UK, meaning that it is not
clear how the English courts would treat any such situation. Whether a sukuk is treated as
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an equity or a 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, a sukuk is 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.

However, it is worth noting that the Financial Services and Markets Act 2000 (Regulated
Activities) Order 2010 made certain consequential amendments to legislation necessitated by
the inclusion of a new definition of alternative finance investment bonds. These included
amendments to the Insolvency Act 1986 to broaden the scope of the definition of bond
to include alternative finance investment bonds. This appears to indicate clearly that the
intention of lawmakers in the UK is for sukuk to be treated in the same manner as conventional
bonds, and from that we may extrapolate that in the event of insolvency under English law,
shariah-compliant instruments would be treated in the same manner as their conventional
counterparts. Much of this is based on the economic effect of those instruments as well as
their legal form, but it is clear that there is no current intention for a separate insolvency
regime to be introduced for shariah-compliant instruments.

V  JUDICIAL FRAMEWORK

i Courts

As a general comment, shariah 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
(Rome Convention), which requires that a governing law of an agreement must belong to a
country (see below on the Shamil Bank case). The English courts have, however, taken the
(uncontroversial) view that they have jurisdiction to decide cases involving shariah-compliant
products and structures that are documented under contracts governed by English law. The
main question that arises is how English courts — being courts in a non-Muslim jurisdiction
— will address matters that concern shariah compliance. In particular, will English courts
consider matters of shariah law in reaching a judgment?

The Shamil Bank case* looked at the question of a conflict of laws between English
law and shariah law. The full facts of the case are not relevant to the discussion on this topic;
what is important is the wording of the governing law clause in the agreements that were in
dispute. That clause read as follows: ‘Subject to the principles of the Glorious Sharia’a, this
Agreement shall be governed by and construed in accordance with the laws of England.’

The defendants advanced a defence that, for the agreements in dispute to be enforceable,
the above governing law clause required that they be valid and enforceable both in accordance
with the principles of shariah and in accordance with English law.

The judge considered whether this gave rise to a conflict of laws point, noting that it is
not possible for a contract to be governed by two systems of law. In rejecting the defendants’

2 Shamil Bank of Bahrain EC v. Beximco Pharmaceuticals Limited and others [2004] EWCA Civ 19.
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claim and deciding that the relevant agreements were not governed by shariah law, the judge
focused on the Rome Convention, which states at Article 3.1 that a contact ‘shall be governed
by #he law chosen by the parties’ [emphasis added] and which makes clear at Article 1.1 that
the reference to the parties’ choice of law to govern a contract is a reference to ‘the law of 2
country [emphasis added].

In his ruling, Lord Justice Potter stated that shariah is a non-national system of law
and agreed with the view of Mr Justice Morison in the original trial that the principles of
shariah are ‘not simply principles of law but principles which apply to other aspects of life
and behaviour’. As is noted in many articles and texts on Islamic finance, shariab is not a
codified body of law; rather it is a collection of strands of jurisprudence developed by separate
schools of Islamic thought, based on each school’s interpretation of the cornerstones of Islam:
the Quran, the Sunnah and the Hadith. These interpretations are often not consistent and
sometimes openly contradictory. As such, it is not clear how the reference to ‘Subject to the
principles of the Glorious Sharia'a’ should be interpreted by a judge. As noted by Morison ]
in his original judgment in this case, ‘the application of [shariah] principles in relation to
matters of commerce and banking were plainly matters of controversy’.

Potter L] went on to consider whether, instead, the principles of shariah had been
included in the disputed agreements as a matter of contract. In considering this point, the
judge noted that:

The doctrine of incorporation can only sensibly operate where the parties have by the terms of their
contract sufficiently identified specific ‘black letter’ provisions of a foreign law or an international
code or set of rules apt to be incorporated as terms of the relevant contract such as a particular article
or articles of the French Civil Code or the Hague Rules.

Potter L] again cited the differences of opinion that are such a particular feature of Islamic
finance and noted the lack of any specificity as to which aspects of shariah were intended to
apply to the agreements in dispute. He therefore held that the principles of shariah were not
ones to be considered by the court, and that ‘the validity of the contract and the defendants’
obligations thereunder fall to be decided according to English law’.

‘The Shamil Bank case has therefore set the standard under English law that the English
courts will consider disputes under English law-governed shariah-compliant contracts as
matters of English law to the exclusion of questions of shariah.

While speculative, it is worth considering whether the judge may have taken a different
view as to the application of shariah to the contracts had the parties, as an example, specified
that the shariah principles codified by the AAOIFI in its Shari’ah Standards should apply.
AAOIFT’s Shari’ah Standards represent one of the few attempts to codify shariah and is a
standard set of principles to which most Islamic financial institutions elect to adhere.

'The position in Shamil Bank is supported by the earlier Symphony Gems case,’ in which Mr
Justice Tomlinson stated that ‘it is important to note — indeed, in my judgment, it is absolutely
critical to note — that the contract with which I am concerned is governed not by Shariah law
but by English law’. This case involved some dispute as to whether an agreement that had been
labelled a murabahah contract was, in fact, a murabahah contract, and therefore whether the
agreement was shariah-compliant. That question had wider implications for the case, but as to

3 Islamic Investment Company of the Gulf (Bahamas) Ltd v. Symphony Gems NV & Others Unreported,
13 February 2002.
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the question of how an English court will review an English law agreement (whether or not it
is expressed to comply with shariah), the judge continued: ‘it seems to me that it is not of any
relevance to the issues which I have to decide what are the essential features of a Morabaha [sic]
contract . . . it is a contract governed by English law. I must simply construe it according to its
terms as an English contract’.

While by no means a weighty corpus of precedent, the fact that there is case law available
from the English courts provides comfort to international market participants as to the
treatment of Islamic finance contracts that are, for the most part, governed by English law.

ii ~ Cases

As well as the governing law issues considered above, another issue that has been considered by
the English courts is whether a claim for ultra vires can be made on the basis that a contracting
party (who is only permitted to enter into contracts that comply with shariah) entered into
a contract that purported to be a shariah-compliant contract but that may, on its facts, be
non-compliant with shariah.

The best-known case on this is Blorn Bank." The facts of the case are, briefly, that Blom
Development Bank SAL (Blom Bank) entered into a wakalah contract with The Investment
Dar (TID), a Kuwaiti investment company. Under the terms of the wakalah agreement,
Blom Bank was to be paid a return on its wakalah investment that purported to be linked to
the profits of the underlying investment (i.e., profit amounts may be lower than anticipated
(including zero) and are not guaranteed), but that, according to the terms of the agreement,
provided for a fixed return. This meant that rather than taking an investment risk, Blom Bank
took only an insolvency risk on TID. TID is a shariah-compliant investment company that
is required by its articles to contract only in a manner that is shariah-compliant, with those
articles stating ‘None of the objectives shall be construed and interpreted as permitting the
company to practice directly or indirectly in any usury or non-shariah compliant activities’.
Blom Bank brought a case for summary judgment seeking the return of the principle amount
invested plus all profit accrued. TID argued that the wakalah arrangement was not a true
wakalah arrangement but rather disguised lending at what amounted to an interest rate. Since
this was specifically prohibited by TID’s objects, the transaction was ultra vires TID.

What is important to note about this case is that no ruling was made on the question
of ultra vires. Instead, the issue was declared to be unsuitable for summary judgment and
referred as a matter for trial. What is equally interesting is that the judgment declared that if
the contractual claim that Blom Bank had made against TID for payments due to it under
the wakalah contract failed as a result of the ultra vires defence, a claim in restitution (which
Blom Bank added to its appeal in response to the ultra vires argument) was likely to succeed.
Blom Bank was awarded summary judgment for the principal amount it invested, with the
question of ultra vires and whether Blom Bank had a claim for its profit left as questions for
trial. This was because the question of ultra vires was one for expert determination at trial
involving consideration of Kuwaiti law, being the jurisdiction of incorporation of TID. At the
time of this case, TID was in considerable financial distress and, having been placed under the
protection of the Kuwaiti Financial Stability Law, the case went no further.

What distinguishes the Blom Bank case from both the Shamil Bank case and the Symphony

Gems case is the willingness of the court to consider issues of shariah compliance in front of an

4 The Investment Dar Company KSCC v. Blom Development Bank SAL [2009] EWHC 3545 (CH).
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English court, albeit on the limited basis of the consideration of an ultra vires defence. As the Blom
Bank case went no further, it does not provide a conclusive or even compelling guide as to how
the English courts will consider issues of ultra vires and shariah compliance. However, one should
also bear in mind that the judge was clear that, in his view, were an ultra vires defence to succeed, a
claim for restitution would be successful. This may be read to confirm the view that English courts
will consider English law-governed Islamic finance contracts as questions of English law only.

This approach was reaffirmed in a 2017 English High Court case.’ Dana Gas (an issuer
based in the UAE) attempted to render its mudarabah sukuk unenforceable on a number of
grounds, one of which was that the sukuk were not shariah-compliant. Although Dana Gas
had sought to bring proceedings to adjudicate on this matter in the Sharjah Federal Court of
First Instance, a number of the sukuk documents were governed by English law, and so Dana
Gas also sought and obtained an interim injunction in the English High Court preventing the
sukuk holders from declaring an event of default or dissolution event in relation to the sukuk.
In its injunction claim, Dana Gas has referred to the Ralli Bros principle, which provides that
an English law contract that requires performance of an act that is unlawful in the place of its
performance will not be enforced by an English court. On 17 November 2017, the English
High Court ruled against Dana Gas on all grounds.

VI OUTLOOK

The UK has been the most prominent non-Muslim jurisdiction that has sought to promote
Islamic finance and has taken concrete steps both through legislation and government-led
transactions to promote Islamic finance. On its website, the London Stock Exchange (LSE)
boasts that over US$50 billion has been raised through 68 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,® or the
Professional Securities Market, which is a platform reserved for professional investors and
which is not a regulated market. Further, several shariah-compliant institutions are listed on
the Alternative Investment Market, enabling the purchase of shariah-compliant shares, and
there are numerous shariah-compliant exchange-traded funds based on Islamic indices.

London remains one of the world’s premier financial capitals, and its expertise in creating
complex structured finance products puts it in a strong position to be at the forefront of the
development of Islamic finance globally. While no new Islamic finance-specific legislation is
expected in the near term, the government has a track record of reacting to the demands of
the market as they arise.

In terms of commercial and transactional developments, fintech is one of the main focus
areas in finance at present, and Islamic finance is not immune to this trend. Peer-to-peer
financing and crowdfunding would appear to capture the very essence of Islamic finance, and
the introduction of a shariah-compliant platform on Beehive and the latest shariah-compliant
fintech in digital bank Nomo should be the first of a number of similar initiatives. The
government has done its part to encourage Islamic finance through the issuance of two sukuk,
which have paved the way for UK corporate issuers to follow suit. There can be no question
that the legal system in the UK has been suitably adapted to facilitate the growth of Islamic
finance, and so its future development in the UK looks very positive.

5 Dana Gas PJSC v. Dana Gas Sukuk Ltd & Ors [2017] EWHC 2928.
6 EU Markets in Financial Instruments Directive (2014/65/EU).
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