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Abstract 

The objective of this essay is to discuss the current issues on Islamic finance. Hence this 
essay covers a wide range of issues in Islamic banking and finance. Some of the issues 
discussed entail the strategic partnership among countries towards the achievement of a 
sustainable growth of Islamic financial system. In addition to this, the essay also discusses 
the role of Islamic fmance in the global financial stability, regulatory issues in Islamic 
finance, development of Islamic financial market in Malaysia, issues related to credit risk 
management and takaful. Based on the essay, Islamic banking and finance system has 
progressed tremendously in the past few decades, however it still faces some challenges. 
Therefore, the sustainability and further development requires the need for a vibrant 
competitive and Islamic fmancial institution, development and harmonized legal 
framework and the linkages between industry players. 
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1.1 Introduction 

CHAPTER ONE 

INTRODUCTION 

Islamic finance can be described as the financial system that is free from prohibited 

activities as indicated in the Holy Qur' an. The chief of the prohibited activities is 

Riba, which signifies interest or a positive increment on loan as reward for waiting. 

The Islamic financial system thus constitutes a quest for the fmancial system by 

Muslims which serves as a platform to carry out their fmancial activities in a marmer 

that does not violate the principles of Shari'ah. Basically, Islamic banking lay much 

emphasize on profit and loss sharing business model. This model is highly value 

loaded because, it facilitates the allocation of financial resources to the most 

productive sector of the economy and ensures that those with viable business idea 

have access to financial resources in order to benefit the society. 

Efforts to eliminate Riba from every transaction activities by the Muslims 

scholars and stakeholders started in the 1970; however, practical efforts were taken in 

the 1980s with the introduction and emergence of Islamic banking system in countries 

in the Middle East and Few countries in Southeast Asia. Islamic banking system that 

started as a modest form of financial contract has now evolved to become a complex 

one. 

The contemporary Islamic bank has achieved tremendous progress in the past 

few decades. With a record of 20 percent armual growth, Islamic fmance is regarded 

as the fastest growing fmancial segment globally. This unique fmancial system has not 
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only been accepted in the Muslims countries but also in non-Muslims countries. 

Standard and Poor estimated the total Shariah compliant assets to be in aggregate of 

$1 trillion with more than 1,100 institutions offering Islamic Financial Services. 

Islamic financial system has achieved growth in banking sector, non-banking sector, 

Insurance and capital market. The most striking development is the success recorded 

in the Sukuk market in recent years. Sukuk issuance still attracts investors despite the 

retrenchment of investment in structured finance following the recent global financial 

crisis. Currently, Islamic financial system evolved from just commercial banking 

operation and Takaful to the innovation of products such as syndication, trade fmance, 

equity, private equity and structured products. According to the Governor Dr. Zeti 

Akhtar Aziz, (2010), the total assets of sukuk is currently estimated at $130 billion 

with an armual growth of 40 percent 

The attraction and support for the Islamic financial system has been attributed 

to its huge potential for the real sector of the economy and some advantages it 

possesses. One of the main advantages of financial system based on Islamic principle 

is that, it helps in facilitating the raising of equity and risk sharing in project and 

venture fmance through the principle of musharakah and mudharabah. 

The future is bright for the growth of Islamic financial system based on the 

opportunities opened by the unsustainability of the current economic system that is 

widely associated with instability and fmancial crisis. Islamic fmancial system thus 

remained and acknowledged by scholars and regulatory authority as a viable 

alternative to the current system. There is need for further consolidation of its product, 

structure and regulatory framework for Islamic fmance to be well positioned to 

provide solution to the current system. This thus call for the need for the 

standardization of the Shariah ruling on product permissibility, enhancing regulatory 
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framework, cross border trading, leverage on information technology and ensure 

improvement in transparency. 

Though, a lot of studies examining various dimensions of Islamic financial 

system have been explored both conceptually and empirically by scholars and 

regulators, there is still need for more studies and information dissemination due to the 

dynamic nature of this fast growing fmancial segment. This study therefore aims at 

contributing to the literature of Islamic studies by providing valuable information 

regarding the development of the practicing and market condition of the various 

Islamic fmancial products from the regulatory perspective. 

The remaining of this essay is thus organized as followed: Chapter two 

comprises of Institutional structure of Islamic fmance whereby discussion is focused 

on the evolution of the structure of Islamic finance and its relationship with fmancial 

stability. Chapter three discusses the contribution of Islamic finance to global financial 

stability while chapter four focuses on the regulatory issues in Islamic finance. The 

discussion in chapter five and six will focus on the emerging trend in Islamic finance 

and issues in risk management respectively. The last chapter will therefore present the 

conclusion and recommendation part. 
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CHAPTER TWO 

INSTITUTIONAL STRUCTURE OF ISLAMIC FINANCE 

2.1 Merger between EON CAP Islamic Bank and Hong Leong Islamic Bank1 

First and foremost I would like to express my gratitude to Almighty Allah 

for His grace of making it possible for us to witness the merger 

between Hong Leong Islamic Bank and EONCAP Islamic Bank. I would also 

like to thank the organizers for inviting me today, a day that is full of 

historical moments whereby both banks would Imite to become a single 

entity. 

It is my pleasure to be here this evening to witness the merger between 

EON CAP Islamic Bank and Hong Leong Islamic Bank. Today we are seeing the first 

merger of Islamic banks in Malaysia. This is indeed a significant milestone. Properly 

structured, this merger would create synergy from the strengths of both banks and 

further instill dynamism into our Islamic banking industry. Vibrant, competitive and 

efficient Islamic financial institutions can play the critical role to effectively 

intermediate and allocate funds within the economy. I hope the newly merged entity 

would give birth to a more robust and solid entity, one that is better able to meet the 

increasingly challenging, competitive business, and operating environment. 

1 Keynote address at the Launching Event of Merger between EON CAP Islamic Bank 
and Hong Leong Islamic Bank Kuala Lumpur, I 0 November 2011 

4 



2.1.1 Changing Landscape of the Malaysian Financial System 

The Malaysian financial system has undergone remarkable changes over the 

years. A series of reforms has taken place in the aftermath of the late 1990s Asian 

fmancial crisis. The crisis has resulted in bold transformation that involved the 

restructuring, consolidating, and rationalising of the banking system. We were never 

shy or hesitant to introduce the fundamental changes that would benefit the country 

and the industry. These reforms have served us well. The domestic banking system 

has been transformed beyond recognition from one that was highly fragmented with 

71 institutions prior to the crisis, to eight domestic banking groups. But the 

consolidation reform of the industry was not done in a vacuum. The consolidation of 

the industry was reinforced by considerable efforts towards strengthening corporate 

governance and risk management capabilities of the financial institutions, as well as 

nurturing of human capital in the industry. Today the banking industry is more 

resilient, diversified and competitive. This was amply proven when our financial 

system was essentially unscathed by the recent financial crisis. 1 regard the merger 

that we are witnessing today as a continuation of what we had started years ago and I 

expect this process to progress and market forces would determine on how the 

structure of the industry would look like in the future. 

The reform measures that we had carefully instituted over the years had 

enhanced the operating, legal and regulatory framework that serves as a solid 

foundation for the development of our Islamic fmance industry. Over the last five 

years, Islamic finance has recorded significant double digit growth rates. Market share 

oflslamic banks increased from 8.2 percent in 2001 to 22 percent in September 2011, 

while for takaful, market share increased yearly from 6.8 percent in 2006 to the 

current 13.6 percent. While these numbers are encouraging, we should not be satisfied 
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with the achievements. We need to work harder and fmd new avenues for the Islamic 

banking industry to grow further. 

One area is the Islamic fmancial markets. Our Islamic financial market in 

particular has performed very well. The Malaysian Ringgit sukuk accounts for about 

USD94 billion (RM291.4 billion) or two thirds of the global sukuk outstanding. But 

more importantly, it has an international dimension with an outreach to international 

investors through raising of multi-currencies sukuk both by Malaysian and non

Malaysian issuers. Malaysia also now has the world's most active secondary sukuk 

market. The volume of secondary market trading of Government Investment Issues, 

Islamic Bills, and Islamic private debt securities has exceeded RM500 billion so far 

for this year. The annual volume of Malaysian Islamic interbank money market 

transactions has also now exceeded RM 1.5 trillion on an annual basis. 

I am very encouraged by another development -the diversity in the structure of 

our Islamic fmancial instruments. This development is critical as it shows the 

industry's responsiveness to innovation in meeting the market's changing needs and 

sophistication. Our Islamic Profit Rate Swap market, though relatively small at less 

than RM3 billion in terms of annual turnover, has solid growth potentials given the 

growth of the Islamic banking system's balance sheet. I am happy to note that 

EONCAP Islamic Bank and Hong Leong Islamic Bank are among the top players in 

this market segment. 

In terms of Shariah governance - which is the backbone of the Islamic finance 

industry - we have significantly enhanced our capacity from only 4 Shariah advisors 

in 1983 to more than 140 Shariah advisors now. This is a tremendous achievement 

and a reflection of our success in building capacity in Shariah related matters. The 

Shariah governance framework that was introduced recently is breaking new barriers 
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