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Excellencies,

Ladies and Gentlemen,

Introduction

It is my honour and great pleasure to address diginguished audience at the

celebration of the 50th anniversary of the Bank&tadvalaysia.

The current crisis has revealed very strong inféionarelated synergies between the
central banking and the prudential supervisory fions. To discharge their core
function of maintaining systemic stability, centkanks are searching for information
relating to individual institutions’ liquidity andsolvency positions, intra-group
exposures, banks’ liquidity and funding policies vasll as data related to potential
channels of contagion. Supervisory authorities logirtside look for information on
money and financial markets, banks’ liquidity pmsis and collateral provided by
banks in open market operations, patterns of bamsurse to payment systems and

volumes in post-trading systems.

To summarize, liquidity-related information is dktutmost importance both for central

banks and prudential supervisors.

This is also the reason why on 1 June 2008 thedtirs of Finance, the supervisory
authorities and the central banks of the EuropeaiorJsigned a Memorandum of
Understanding on cooperation between the finarsiglervisory authorities, central
banks and finance ministries of the European Uwniorcross-border financial stability.
This Memorandum applies both in times of financiestress and in normal periods. It
has the benefit of containing an allocation of sabktween the authorities in charge of
financial stability. Depending on the nature of tlssues at stake, one of those
authorities will coordinate, as thadtional coordinatot, activities in order to enhance
preparedness in normal times and facilitate theagament and resolution of a crisis at
the national level in a particular crisis situatidie national coordinator is designated
by virtue of its legal competences in the fieldfioancial stability. Consequently the
Memorandum of Understanding confers upon centralk®athe role of national



coordinator in case a liquidity crisis could affectross-border financial group with a

potential for systemic implicatiohs

The role of central banks in financial stability

Liquidity - a central bank remit for finaiat stability
- The BCL’s new competences with regard to prudestigkervision of liquidity

- The importance of liquidity supervision in ensgriconfidence in the currency
and in the financial system

- Islamic Finance and Liquidity
Liquidity - a central bank remit for financial stab ility

Liquidity is defined as the ease and speed with which a financial asset lwan
converted into cash or used to settle a liabil@ash is thus a highly liquid asset. The

term “liquidity” is also often used as a synonym fooney>.

In this respect, three fundamental tasks contaiméige EC Treaty are designed to serve
financial stability. All of them evolve from the mial banks’ role with respect to

liquidity.

. Monetary policy stands for liquidity injections (a) normal times (monetary

policy operations) and also (b) in times of finadistress (lender of last resort).

. The smooth functioning of payment systems indu@®sthe oversight of

payment and settlement systems as well as paym&niments.

The role of a central bank in financial stabilityrore accuratelysystemic stability*

is to prevent the economy from systemic risk defias being the risk that the failure of
one participant in a transfer system, or in finaheharkets generally, to meet its
required obligations will cause other participamtdinancial institutions to be unable to
meet their obligations (including settlement obligas in a transfer system) when due.

Such a failure may cause significant liquidity oedit problems and, as a result, might

2 See, Memorandum of Understanding on cooperatitwes® the financial supervisory authorities, cdritanks
and finance ministries of the European Union ors&fioorder financial stability, 1 June 2008, point 4econd
indent.

® ECB,Glossary http://www.ech.eu/home/glossary/html/gloss|.émlh

4 LAMFALUSSY Alexandre Baron deCentral banks and financial stabilitpcd Pierre Werner Lecture, 26 October
2004, Luxembourg p. 3ittp://www.bcl.lu/fr/media/discours/2004/20041026#ex.html.
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threaten the stability of financial markets and thigectiveness of the monetary

transmission mechanism

Liquidity is thus at the very heart of systemiclsiity. Due to asymmetric information,
a liquidity crisis at one bank can lead to incregsuncertainty in the wholesale and
retail markets with respect to the liquidity sitoat of other banks, which in severe
cases could lead to a drying-up of money markeidity and/or to a bank run. In less
severe cases, it could raise refinancing costoftioer banks and increase uncertainty
with respect to future cash-flows and market coodg, which would exacerbate
liquidity management. Second, the large and inangashare of interbank exposures
and money market instruments in banks’ funding canse a knock-on effect, as
liquidity problems at one bank directly translatéoiincreasing liquidity pressure (e.g.
due to reductions in cash-inflows and unexpectdthaecing requirements) on its
interbank counterparties. Third, asset fire sakss lead to a market meltdown under
certain circumstances, which in turn decreasescthenterbalancing capacity of all
banks and, consequently, their liquidity risk-begricapacity. In the potential
emergence of a liquidity crisis, central banks neea@dssess the scale of the liquidity
problem and the potential systemic implication$igpfidity stresS.

Therefore central banks act as overseers of paysysiems which consist of a set of
instruments, banking procedures and, typicallyerivaink funds transfer systems which
facilitate the circulation of monéyAs payment systems refer to the circulation of
money, liquidity is thus also the essence of paymentesys and the reason why
central banks are responsible for overseeing th@ogmfunctioning of such payment
systems. A major malfunctioning of payment systesniikely to affect the stability of
financial institutions and markets. To prevent thhe Eurosystem operates Target 2
(the Trans European Automated Real Time Grosse®stthit Express Transfer System)
that channels liquidity through accounts held hyaficial institutions with central
banks. The advantage in terms of systemic stabdityat Target 2 operates inisk-
fre€’ central bank money and provides immediate intyadiaality and thereby

mitigates systemic risks.

® ECB, Glossary http://www.ecb.eu/home/glossary/html/glosss.en.html

® ECB, Opinion of 10 September 2008 at the requeth@Banque centrale du Luxembourg on amendmeritseto
draft law improving the legislative framework foukxembourg as a financial centre and amending the &fa23
December 1998 on monetary status and on the Bammiale du Luxembourg, (CON/2008/42);
http://www.ecb.int/ecb/legal/pdf/en_con_2008 42.pdf

7 ECB, Glossary http://www.ecb.eu/home/glossary/htmi/glossl.en.html

8 See, PADOA-SCHIOPPA Tommas&entral Banks and financial stability: Exploringn antermediate land,
Second ECB central banking conference, 24 & 25 Oct®d@2, Frankfurt am Main p. 6.
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A fortiori, central banks are also concerned with the oJarsad private payment
systems operating in commercial bank money and détlerred settlement especially

when they carry systemic risk.

In general interbank markets can become a sourcesi$, or even aggravate a crisis, if
fundamental uncertainty makes it too costly forksato assess counterparty risks. This
possibility, observed in the current crisis, représ a clear example of the endogeneity

of liquidity.

The risk of a macro liquidity shock via contagioroyides the rationale for central
banks’ involvement in prudential supervision, lidity regulation, supervision and
macro-prudential surveillance. As Walter Bagehahisal out in 1873: th wild periods

of alarm, one failure makes many, and the besttwayrevent these derivative failures

Is to arrest the primary failure which caused ttfiem

The EC Treaty recognizes this fundamental link leetwfinancial stability and the core
functions of the ESCB relating to liquidity and gemtial supervisioh For that purpose
the EC Treaty requires the ESCB to.Contribute to the smooth conduct of policies
pursued by the competent authorities relating te pimudential supervision of credit
institutions and the stability of the financial &' *° and allows the EU Council to
confer upon the ECB.". specific tasks concerning policies relating te firudential
supervision of credit institutions and other finaidnstitutions with the exception of
insurance undertaking$'. While the extension of the present mandate inxrm
prudential supervision, including liquidity supesin, risk concentration, stress testing
and leverage ratios, seems uncontroversial, differaeodels are under discussion
concerning regional coordination, mediation, adwisand standardisation functions. A
different set of solutions is available when it @smto supervision of individual

institutions, as suggested by the report issuetthédgte Larosiére Grould.

° See, Commentaires J. MEGRET, Le role des autoritédeptielles et des banques centraiiles)ntégration des
marches financierdir. Dominique Servais, 3 éd., 2007, p. 59.

10 Article 105 (5) of the EC Treaty.
1 Article 105 (6) of the EC Treaty.

12 DE LAROSIERE, Report by the High-Level Group on Ficial Supervision in the EU, 25 February 2009;
http://ec.europa.eu/internal_market/finances/d@cdatosiere_report_en.pdf
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The BCL’s new competences with regard to prudentiasupervision of liquidity

According to the BCL's organic law:The Central Bank shall be responsible for
supervising the general liquidity situation on tmarkets as well as evaluating market
operators for this purpose”’?,

These core central bank tasks in the field of fam@nstability are accompanied by new
cooperation mechanisms between the Central Bank #ed other prudential

supervisor¥' granting the Central Bank access to full superyigtformation.

Moreover a new draft law (which is under way) cosfeipon the BCL a general
oversight competence over all payment and settleragstems as well as payment

instrument®’.

The scope of the BCL's competence in the fieldigfibity embraces two aspects of
liquidity supervision. The first aspect focuses market liquidity. Financial market
liquidity is usually thought of as a measure of #i@lity of market participants to
undertake securities transactions without triggetarge changes in their prices. While
it is challenging to precisely measure financialrke& liquidity, it is generally agreed
that highly liquid markets are characterised byyaiad of buyers and sellers who are
willing to trade. Moreover, prices in such marketslinarily carry low liquidity risk
premiums — that is the compensation demanded bgsioks (and bid into expected
rates of return) for uncertainties associated withease with which transactions can be
executed in the fututé

Market liquidity and funding liquidity are stronglinked. Funding liquidity measures
the ability of a given financial institution to et an obligation when due. As
highlighted in the ECB’s financial stability reviesf December 2008, correlations
between market liquidity and funding liquidity beae perceptible in times of financial
crisis. Since the beginning of the financial turman increase in funding liquidity risk

13 Article 2 (4) of the law of 23 December 1998 ceming the monetary status and the Central Bank of
Luxembourg.

14 Article 2 paragraphs 4 and 5 of the law of 23 éeber 1998 concerning the monetary status and theaC&ank
of Luxembourg.

15 Under the current legislation, according to Ag&l34-3 and 47-1 of the Law of 5 April 1993 on fimancial

sector, the BCL only oversees payments systems ichwiti participates. The draft law on payment sersjc
electronic money institutions and on settlemenalfig in payment and securities settlement systexiends the
BCL'’s oversight competence to all payment and sdearitettlement systems as well as payment instrismeee,
http://www.chd.lu/servlet/DisplayServlet?id=7897 %fip=/export/exped/sexpdata/Mag/094/712/079131.pdf

18 ECB, Financial stability reviewJune 2007, p. 10, also see p. 81.




has gone alongside a decrease in market liquidibfortunately this correlation can

only be evidenced at the outbreak of a financiai<¥.

A second aspect of liquidity supervision therefooers financial operators’ liquidity
risk management. A liquidity shock in a financiastitution may disrupt the stability of
the money-market through contagion. This is duasgmmetric information, the ever
larger role of interbank markets and the well doeated difficulty of economic agents
in assessing and measuring risk over time. Soidityuitself can become a contagion
channel by triggering changes in asset pricesiarcapital base of financial institutions,
and thus by feedback into banks’ funding capacity.

What is the subordinated aim of liquidity superors?

The importance of liquidity supervision in ensuringconfidence in the currency and

in the financial system

The current crisis is a liquidity crisis and thusrais of confidence. In January the EU
Commission registered the lowest confidence ragr ewveasured in the Eurozdfie

Everything started with the developing suspiciomtating to the counterparty’s

solvency as a result of the undervaluation of eMpeEsto sub-prime related financial
instruments and a lack of transparency concerrepgrting accounts. The deterioration
of confidence infected the entire financial systend its ability to assess the proper
value of assets and liabilities. In this contexdngumption and investment decrease.
Portfolio investments are reoriented away from tisivards more liquid assets and
banks do not lend to each other. Finally lendinghe real economy is negatively

affected?®.

Some observers blame the lack of liquidity as beimg outcome of a shift from the

classical originate-to-hold to the modern origiretalistribute model.

Through the originate-and-distribute model, bankesiacreasingly relying on market-
based funding and transfer a significant part dirtlcredit risk off-balance sheet.

7 Indeed, a negative relationship between high fugdiquidity risk and low market liquidity can béserved only
after the start of the crisis, while imdrmal’ times the two indicators show no correlation. STeupports the thesis
that interactions between the two measures emergemnen common shocks to funding liquidity pusimksato take
analogous positions, so that forced asset saldgdedepressed asset prices and dire consequemamgefall market
liquidity. The loop is then closed when lower aspdates and lower market liquidity lead to highellateral
requirements in the money-market, which in turmréase funding liquidity risk, contribute to furthesset sales and
increase the probability of a downward liquidityrap

1867,1 points.

19 See, Speech by Mr Lorenzo Bini Smaghi, Member efffkecutive Board of the European Central Bank, on the
panel:“Society, State, Market: a European Answext’the International Forum Economia e Societa fgpéyscire
della crisi’, organised by Bocconi University and Corriere délera in cooperation with University Carlos |1l de
Madrid, Madrid, 25 November 2008.
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However, this new model raises several issues mpaiticular to the loosening of the
link between the debtor and the creditor. Wher@athé conventional model, banks
favour customer relationships meaning that bankse lthe necessary incentives to
monitor carefully lending activities and assesspprty credit risks. The convergence
towards the new business model stimulates an isicrganformation asymmetry and

uncertainty and thus affects the degree of marfietency.

Recent experience has shown the limits of this madeé has revealed the opacity that
emerged from the use of highly complex instrumamts derivatives. In this context, is
the substitution process between the two modeksrséue? If not, what are the possible

alternatives?

In this respect particular attention is drawn tansc finance grounded on fundamental
principles like risk-sharing, materiality (a finaaktransaction must be linked to a real

economic transaction), no exploitation, no finagair sinful activitie&.
Islamic Finance and Liquidity

In the light of the previous developments liquidgypervision and regulation are a
cornerstone of financial stability. It is obviodsat in conventional finance, the interest
element plays a very important role. Interest hesnbviewed not only as an integral
part of the price mechanism whereby savings anésimrents are regulated inlaissez
faire” system but also as an important policy instrumefth which central bank
interventions can be made to influence and conmftdtion and in a wider sense the
economy. Monetary policy is equated with intereste rmanagement by the central
banks. In this respect the ECB holds one outstgnidistrument for regulating liquidity:
determining the key interest ratésin order to preserve the effectiveness of ouicgol

instrument, we have to avoid excessively low levels

20 see, Datuk Seri Panglima Andrew Shetsjamic finance and financial policy and stabilitgn institutional
perspective paper delivered at the 1st Islamic Financial Bess/ Board Public lecture on Financial policy and
stability, Kuala Lumpur, 26 March 2007, also sedLDIN AKRAM Mohamad, Fundamentals and practices in
Islamic finance, ISRA Series in Contemporary Islafimance, volume 1, 2008 ; also see, DUSUKI DATOAYDI
Asyraf, Islamic Finance: An old skeleton in a modern dréSKRA Series in Contemporary Islamic finance, volume
2, 2008 ; also see, BAHRAIN MONETARY AGENCYslamic Banking & Finance in the Kingdom of Bahrain
2002.

2L Article 12.1 of the ESCB Statute states thathé Governing Council shall adopt the guidelines #akk the

decisions necessary to ensure the performanceeafgks entrusted to the ESCB under this Treatytlindtatute.
The Governing Council shall formulate the monetanliqy of the Community including, as appropriatecid®ns

relating to intermediate monetary objectives, ketgriest rates and the supply of reserves in the ES@8 shall

establish the necessary guidelines for their impletation. The key ECB interest rates are: the irsterate on the
main refinancing operations (the fixed rate in dxate tenders and the minimum bid rate in variafaiee tenders);

the interest rate on the marginal lending facilignd the interest rate on the deposit facility. Sdeates reflect the
stance of the monetary policy of the EC#dso see, ECBGlossary

http://www.ecb.eu/home/glossary/html/glossl.en.html




On the other hand the core principle of Islamiafice is the prohibition ofRhibd

meaning the prohibition of interest rates. Banksallg combine in their balance sheets
short-term liabilities with long-term assets, réig in maturity mismatches. Banks try
to minimize the potential risks resulting from tBemismatches by actively managing
their liquidity needs typically through interbank oney markets. Given that
conventional interbank markets are interest-basadkeis, Islamic banks cannot use
these markets to manage their liquidity positicarsg therefore an alternative market

design is required.
Does this mean that our concepts of financial Btalaire antagonistic?

No certainly not! Interest rates are not the onlgtmed to regulate the volume of
money. The Malaysian government pioneered the m&suaof Islamic sovereign
certificates known as Government Investment IssTiesse certificates were introduced
to provide Islamic banks with a sovereign instrutrierwhich to invest their short-term
excess liquidity. Another method for central ban&sregulate liquidity is to issue
central bank securitié$ The interest-free Islamic Bonds can be regulateslich a way

as to influence the monetary situation by indigectintrolling the availability of funds.
The crux is the available market and funding liamyid

Liquidity management as part of their risk manageinpeocesses is crucial to banking
institutions and financial stability. This issue yrt@e even more acute when it comes to
Islamic finance products, notably because Sukukoaezall still considered of low
liquidity “due to high originator concentration, large divéns of deal structures, and
regional fragmentation®. Because there is virtually no global Shariah-cliemp short-
term money market and no Islamic repo market, I&labanks face difficulties in
managing mismatched asset and liability portféfioAt both extremities of the term
structures, the very short term money market amdldimg maturities in the capital

market, Islamic finance products still lack volume.

Differences in approaches to liquidity regulatiorddiquidity risk-management are in
theory merely differences in the use of instrumeatker than differences in substance.

After all the aim is to control the volume of monagd thus to protect the economy

22 SOLE Juan, Introducing Islamic banks into the @riional banking systemByIF working paper WP/07/175%.
20.

Z|dem, p. 21-22.
24 HESSE Heiko, JOBST Andreas, SOLE Juan, Quo valdisis Finance,
http://www.voxeu.org/index.php?g=node/2593

% EDWARDES Warren, Liquidity Management Issues, togi of Islamic Banking & Insurance / New Horizdhe
Islamic Funds Conferencé&8 February 2004ttp://www.dc3.co.uk/IslamicLiguidity040218.pdf
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from systemic risk. Whether this is done througlargiiative measures as in a capital
control environment or through qualitative priceaseres like interest rates or through
a scaling of risk distribution is ultimately depamil on policy decisions influenced by
market size, instruments availability and globaegration capacity or willingness.

Liquidity is an elusive concept requiring the syi®or to adopt a dynamic approach.
The endogeneity of liquidity calls for a case-bge&approach where the specificities of

Islamic finance can be taken into account.

With respect to its specificities it is worth inugsting how Islamic finance products
and institutions are affected by the financialisris

11



Islamic Finance in the current turmoil

- Considerations concerning the impact of the corrénancial crisis on Islamic

finance products and institutions

- Highlights of the developments undertaken by nigtafinance stakeholders

towards financial stability

Considerations concerning the impact of the currenfinancial crisis on Islamic

finance products and institutions

Analysts and commentators in the financial induptuy the blame for the current crisis
on the intensive use of structured financial prasluon derivatives and other assets

whose fundamentals are uncertain.

Conversely, Islamic financial institutions and puots are singled out for being less
impacted directly by the turmoil due to their camfity with the Shariah principles

since these principles bring greater disciplinth®omarket&

by eliminating a large number of derivatives tramnsms,
- by putting a constraint on short sales,

- by motivating the creditor in a good evaluation tbe credit risk, thereby

minimizing the moral hazard risk,
- by preventing the amount of debt to be far aboeesthe of the real economy.
In effect, these principles are considered as @itestabilizers.

Hence, some observers consider that Islamic fiahmtstitutions might rebound faster
from this crisis and be in better conditions thae tconventiondl banks, thanks to

restricted exposure tdoxic’ assets.

Still, Islamic finance products are not immune tiverse market conditions and could

be impacted by the credit crunch or suffer fromr@prty bubble deflation.

Islamic finance has overall greatly expanded, aotdmerely in countries of Muslim
obedience. According to different rating agenclelamic finance accounts for $ 800

28 CHAPRA Umer, The global financial crisis: can Islarfinance helpMstitute of Islamic Banking and Insurance
2009, published by NewHorizon, Global perspectindsbtamic banking and insurance;
http://www.newhorizonislamicbanking.com/index.cfra@8on=academicarticles&action=view&id=10733
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billions of assefs. Gross issuance of sukuk has quadrupled over ke fpw years,
reaching about $30 billion by the end of 2607

In 2008 volumes dropped however to around $15obifli Several causes are
mentioned to explain this severe fall: the globeddad crisis, the rising costs of
borrowing, the Gulf's currency risk, the downtrend oil prices and the diverging
assessments of sukuk’s compliance to Shariah. Mdrsgrvers consider the latter
cause as the major reason for the downturn. In Mbee 2007 a Shariah scholar made
a statement that 85% of the sukuk issued were harigh compliant due to the
repurchase agreements they included. In Februadg,26e AAOIFI (Accounting and
Auditing Organization for Islamic Financial Instiilons) issued new recommendations
on the sukuk structure, their issuance and tradsogne market practitioners consider
these recommendations as impediments to the issseikok due to the additional

constraints and their subsequent impact on thesdatuility.

The judgment by the Kuala Lumpur High Court Jusiitéuly 2008° on the validity of
some financing schemes also highlights the impodanri Shariah compliance and legal

certainty for the long-term development of Islarim@nce.

These examples demonstrate the need to reduceaintewith regard to the standards
and rules applicable to Islamic finance productd aiso the need to improve the

resilience of Islamic finance and its integratiatoithe international financial system.

Not being an expert in Islamic finance, | wish &der here to a speech made by the
Honourable Dr. Zeti Akhtar Aziz a few months agdjen she stated thatThere is a
need for the Islamic financial system to have tapital requirements, effective risk
management and strong governance that are fullyppgd to manage the risks that are

specific to Islamic financial transactiots.

2" HESSE Heiko, JOBST Andreas, SOLE Juan, Quo valdisis Finance,
http://www.voxeu.org/index.php?g=node/2593

2 MOODY'S, Global Sukuk Issuance: 2008 slowdown rhaifue to credit crisis, but some impact from Shéri
compliance issue§lobal Credit Research Announcemezt JAN 2009;

http://www.moodys.com/cust/content/content.ashx®ssStaticContent/Free%20Pages/Products%20and%20Serv
es/Downloadable%20Files/Global%20Sukuk%20Issuadte.p

2 dem

%0 Kuala Lumpur High Court Justice Datuk Abdul Wahatiait's judgment on the 18th July 2008 ruled thnet the
application of the Al-Bai' Bithaman Ajil (BBA) contractvere contrary to the Islamic Banking Act 1983 (I1Bd
the Banking and Financial Institutions Act 1989 (BAFIIn another case, he ruled that Istisna cordracg void ab
initio (from inception).

31 AKHTAR AZIZ Zeti, Enhancing the Resilience and Stability of the I$taRinancial Systemmkeynote address at
the Islamic Financial Services Board and Institnfténternational Finance Conference: "Enhancing Resilience
and Stability of the Islamic Financial System”, Kahumpur, 20 November 2008;
http://www.bis.org/review/r081126c.pdf
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Highlights of the developments undertaken by Islana finance stakeholders

towards financial stability

Indeed, despite all the praise accorded to Isldma@nce, Islamic finance professionals
and stakeholders are looking at the developmemtisate necessary to ensure further
stability and the resilience of Islamic productsl amstitutions.

On the issue of capital requirements, | had theodppity to share my views on the
specific question of the appropriate capital regoibafor Islamic banks during the IFSB
Summit in 2007. Introducing some modifications witkthe standard framework could
enable the adoption of an integrated regulatiorb@h Islamic and conventional banks.
The topic is still under discussion, more specifican the ways to determine its
adequacy. The guidance provided by the AAOIFI agdthe IFSB brought useful
clarification but has not closed the debate, whatbo remains open as regards

conventional banking.

The current turmoil prompted the importance of coners’ confidence in the financial
system and more specifically depositors’ trusthairt banks to avoid bank runs. This
has prompted authorities around the world to furtimeprove existing depositors’

protection schemes, sometimes by incorporating slepat Islamic banks. Considering
that depositors in Islamic banks face the samesrigk in conventional banks,
depositors’ protection should be protected at #Hmaeslevel. Otherwise, Islamic banks

could be tempted to invest in riskier projéémnd may trigger systemic risk.

Closely linked to the issue of depositors’ protectis the topic of the Islamic finance
“investment depositwhich provides a good example of disclosure amshdparency
requirements. Considering that such deposits aedban a risk-sharing agreement and
could not be treated as a classical deposit whistetits from a protection scheme, the
Hong Kong Monetary Authority recommends improvirfqmancial disclosures on the
risk and return profiles of the different categarief deposits, as well as their status
under the DPS [Deposit Protection Scheme], will ldaadepositors, potential or
otherwise, to make informed decisiofs"Regarding the importance of overall good
corporate governance, the IFSB has, in recent mspatibmitted for public consultation
several documents in relation to governance arttledaonduct of business for Islamic

finance products.

%2 ERRICO Luca & FARRAHBAKSH Mitra, “Islamic Banking: Ises in Prudential Regulation and Supervision,”
IMF Working Paper98/30, March 199&ttp://www.imf.org/external/pubs/ft/wp/wp9830.pdiiso see, EL
HAWARY Dahlia, GRAIS Wafik, IQBAL Zamir, “Regulatingslamic Financial Institutions: The Nature of the
Regulated,’'World Bank Working Pape3227.

% Hong Kong Monetary AuthorityQuarterly Bulletin December 2008.
14




With regards to liquidity, constraints are raisgdtbe specificities of Islamic finance.

The fact is that the issuer still has to pay a pumemover a conventional issue to attract
investors particularly risk averse ones at thigetd he insufficient depth of the market
could in theory be addressed by the cooperatiahft#rent financial centres to create a
regional liquidity market, the issue of short-tesmkuk or some level of central bank
involvement. The same central banks could in themmgourage standardisation of
structures and documentation, offer and invessianiic interbank securities, support
the liquidity of a secondary market in long-terrfaisic investments, encourage trading
and establish trading infrastructures. Severalr@steng albeit limited solutions have

been launched:

In 2007, Kuwait Finance House-Bahrain (KFH-Bahranyl Fortis Private Real Estate
Holding S.A agreed to launch a Shari'a Compliante@ight Fund (SCOF), as a
solution for managing short-term liquidity with tkeerresponding opportunity to invest
on an overnight basis. This fund was incorporated_uxembourg last year. In a
different vein, the Central Bank of Bahrain implaertezl last year the Islamic Sukuk
Liquidity Instrument in order to enable financiaistitutions to access short term
liquidity against Government of Bahrain Islamicdeey bonds (sukuk), issued by the
Central Bank of Bahrain. Also of importance in teraf stability, efficiency and market
development is the operational link between these imstruments and real-time gross

settlement and securities settlement systems.

Liquidity management is an important part of theer@a risk management for which
“conventiondl financial institutions may have recourse to datives instruments. But
the majority of Shariah scholars consider thatvdgnres instruments contradict Shariah
principles. But one can notice an evolution insafara number of academitsould
argue that the admission of such instruments smnigd finance depends mainly on the
type of contract used, their content and theiritgdormat. Contracts on currencies,
interest rate and stock indexes are intrinsicallyrddd. Otherwise, forward and swaps
contracts on commodities and shares could seamlbsskhccommodated in Islamic
finance. Even the trading of options is not foundompatible with Shariah principles.
However, further work is still necessary to asgassimplication for Islamic finance in
terms of social welfare, speculation and risk-stgriand more specifically risk

management.

34 E.g. Muhammad al-Bashir Muhammad al-Amine of thterimational Islamic University of Malaysia and Mgea
of the Shariah Compliance Department at Unicorndtment Bank (2008), Andreas Jobst (IMF, 2008), Gbiyitah
Ismath Bacha (International Journal of Islamic FgiahServices, 2001).
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Islamic Finance in Luxembourg: Opportunities and Ctallengeg®

- Explanation of the business environment

- Challenges for further development
Explanation of the business environment

The development of Luxembourg’s international bagkactivities started in the late
60’s with the expansion of the euro bond markee fihancial centre extended further

in the 80’s with private banking services.

The other core activity of the Luxembourg financentre is the investment fund
industry. Our practitioners developed acute exgertiin the domiciliation,
administration and distribution of investment fundgh the result that the Luxembourg
financial sector is positioned among the world’adieg investment centres together
with the US and France.

Islamic finance started to operate in Luxembourgeasly as in 1983 with the
establishment of the first Shariah compliant ineaeacompany in Europe (Takafol
S.A.). Year by year, other Islamic financial prottudeveloped and there are currently
31 Shariah compliant investment funds (Septemb@&8Rdomiciled and managed in

Luxembourg.

Our stock exchange, started listing Islamic fund<2002 and is thus the first stock
exchange in Europe to host sukuk. Its currennlistif 14 sukuk with a combined value
of $ 5.5 billion put it in a competitive positionitw London. Several of these sukuk

have issuers originating from the Gulf countrieg|&§sia or Pakistan.

Furthermore, local financial institutions lobby theeasury to issue Luxembourg sukuk,

but the volume would be symbolic in internationaparison.

On the operational side, Clearstream Banking, tbeembourg International Central
Securities Depository (ICSD) holds under custody affiers the clearing and settlement
of a range of Islamic securities. It has slightthapted its technical processes to sukuk’s

requirements as regards the distribution of payment

% See, BATAINEH Sufian & Carole, La finance islamiqu@®pportunités et Challenges pour le Grand-duché de
LuxembourgBulletin Droit & Banque n° 43, 2009, p. 27-56.
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Earlier this year, Deutsche Bank announced theclawf a new platformAl Mi'yar"
whose aim is to facilitate the issuance of Shac@ampliant securities. This platform is

domiciled in Luxembourg.

It is also worth mentioning that several local nedrRractitioners and support entities
(mainly law firms and investment funds service paevs) are expanding to the Gulf
region. Competition for the global lead in the istreent fund industry has attracted
expertise in domiciliation, administration and dkation of investment funds to

Luxembourg, including Shariah compliant investmientls.

Working groups encompassing authorities and maplaters were set up to find out
how to remove barriers to the development of Istafimance products. Our national
agency for the development of the financial ceriltexembourg for Financ¢ehas

issued a leaflet which is used during promotiomigistto explain the Islamic finance
opportunities in Luxembourg. A 2-day conference pignned for early May to
disseminate awareness and knowledge within theihgrdnd funds indust’§. The

BCL participates together with other public autties in a working group, chaired by
the Ministry of Finance, on the promotion of Islanfinance in Luxembourg. The
Luxembourg School of Finance and the UniversityLokembourg offer modules of

Islamic finance in their master programmes.

In reality, practitioners in Luxembourg consideattlour current legal framework is
compatible with Islamic insurance products andntstafinance products. It already
allows the issuance of such products — differermsgveen conventional investment
funds and Islamic funds are considered minimal. elev, full Islamic banking would

request adjustments

The most appropriate structural category for Istanfiinds is the Specialzied
Investment Furid(Fonds d’investissement specialisé — SIF) whihargeted at well-
informed investors. In addition, this structurelagally easier to establish and it can
leverage the possibility of defining its own rulead restrictions applicable to the

investments the fund may undert&ke

% See/slamic Finance awareness daysyenda 200http://www.alfi.lu/ .

37 BATAINEH Sufian & Carole, La finance islamique :p@ortunités et Challenges pour le Grand-duché de
LuxembourgBulletin Droit & Banque n° 43, 2009, p. 27-56.

%8 |dem
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When it comes to the listing of sukuk, the Bourgeldixembourg is pragmatic as it
requests only documentation concerning the undeylfransactions rather than a

comprehensive description of the sukuk’s strucure
Challenges for further development

Several impediments were identified in the tax fearark. To start with, the several
double taxation treaties that have been signed th@hGulf countries but none of them
is yet in force. The situation is different with Mgsia, Singapore and Indonesia with

whom double taxation treaties are already implesgent

Currently, the numerous transactions involved itantsc finance products trigger
multiple taxations making them more expensive. &ipolicy should take the economic
finality into account so as to avoid distortion afiminating against Islamic finance
products. Dividends are still facing differentiateglatment from investors. Luxembourg
should envisage enabling the deduction of remuisasbther than interest payments,
allowing the amortization of leased goods outsideventional leasing contracts, and

recognizing margins made on sukuk transactionetaseist payments instead of profits.

In addition, market practitioners request the fdrmexognition of Islamic finance

accounting standards. So far, our authorities hmeged pragmatic (for instance, tax
ruling for special business cases is common pctionovative and adaptive to the
financial landscape. According to discussions aulyebeing held at national level, this

will also be the case with regard to Islamic firanc

3 BATAINEH Sufian & Carole, La finance islamique :p@ortunités et Challenges pour le Grand-duché de
LuxembourgBulletin Droit & Banque n° 43, 2009, p. 27-56.
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Conclusion

Despite the current turbulences, the market pracéts of Islamic finance in
Luxembourg remain optimistic that Islamic finansdikely to grow steadily in the next
years based on investors’ appetite for financiadpcts based on sound and ethical

principles.

Numerous challenges remain however, including @guy changes, legal certainty,
illiquidity issues, liquidity risk management congg, the need for harmonized
regulation, regulatory disparity amongst nationgbesvisors and a potentially unlevel
playing field’. It is crucial to ensure that Shariah principles able to accommodate
the innovative products which will allow Islamicnéince’s integration into the

international financial system.

40 HESSE Heiko, JOBST Andreas, SOLE Juan, Quo valdisis Finance,
http://www.voxeu.org/index.php?q=node/2593
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