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Preface

Islamic finance has developed rapidly over the past half century and has increas-
ingly captured the attention of financial organizations, governments and aca-
demic scholars. While there is a growing body of research on Islamic finance,
there has been little focus on how disputes within Islamic finance are resolved.
As a result, many of these disputes are resolved through litigation, notwith-
standing that the various jurisdictions and court systems are generally poorly
equipped to handle such matters. However, this means that we know little about
dispute resolution within Islamic finance and how disputes may be resolved in a
less confrontational manner and one which is more attuned to the interests of
both parties.

The aim of this book is to address this gap in our knowledge by focusing on
five centres of Islamic finance; the United Kingdom, the United States of
America, Malaysia, the Kingdom of Saudi Arabia and the United Arab Emirates.
Before exploring these countries in detail, the book considers the issues of the
choice of law within Islamic finance as well the prevailing forms of dispute reso-
lution in this form of finance. These are complex questions that are contested
and open to various interpretations. By addressing questions concerning choices
of law and legal mechanisms, we hope to be able to draw some conclusions on
how best to resolve disputes in Islamic finance that inevitably arise from time
but to also point to the direction that shows most promise in resolving such dis-
putes in a just and fair way.

To address these issues in depth, we have drawn together a group of leading
scholars who are all specialists in the legal issues or countries they examine.
They have access to both English and domestic literature, as well as a long
standing interest in Islamic finance. We thank them for their important and ori-
ginal contributions to this book. It is also important for us to point out that this
book had its origins in a symposium held in Kuala Lumpur in September 2017
titled ‘Dispute Resolution in Islamic Finance: Litigation or Arbitration’. This
event was jointly organized by the Faculty of Law of the International Islamic
University of Malaysia and the School of Business at Monash University Malay-
sia, in collaboration with the Malaysia Current Law Journal and with the support
of the Kuala Lumpur Regional Centre for Arbitration. We would like to put on
record our sincere thanks to our partners in that event as well as our thanks to the
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participants who provided insightful comments and analysis of the current state
of dispute resolution in Islamic finance. Finally, we are grateful for the ongoing
support we have received from Routledge and for their willingness to publish on
this important issue. We hope that this volume will create further interest in
exploring dispute resolution in Islamic finance and will contribute to a greater
understanding of the complexities involved.
Adnan Trakic, John Benson and Pervaiz K Ahmed
September 2018
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1 In search of an effective dispute
resolution mechanism in Islamic
finance

Adnan Trakic, John Benson and Pervaiz K Ahmed

Introduction

Islamic finance has grown rapidly since the beginning of the new millennium. In
2003 Islamic financial assets were approximately US$200 million; by 2013 these
assets had grown to an estimated US$1.8 trillion.! By the end of 2017 total
Islamic assets were valued in excess of USS$2 trillion.? This growth has outper-
formed conventional finance in this period with much of this growth occurring
in the Gulf Cooperation Council (GCC) countries, [ran and Malaysia. In these
countries Islamic finance has increased the penetration rate to above 15 per cent
of all financial assets.® Whilst still a minor share of the global financial assets the
recent growth has been due to a desire of many people and institutions to have a
more ethical form of banking as well as a significant growth in the number of
Islamic compliant financial products being offered.

Islamic or Shari’ah compliant products offered by Islamic banks are tailored
by Islamic financial institutions (IFIs) to comply with both Shari’ah (Islamic law
principles) and laws of the jurisdictions in which they operate. Shari’ah com-
pliance is an important governance layer in IFIs, which not only ensures that
products offered are in compliance with Islamic principles but also ensures that
all processes and dispute resolution mechanisms adopted by the IFIs are consist-
ent with Shari’ah. Islamic financial transactions are, in many cases, intra-national
but increasingly involve parties originating from different countries. In practice,
parties in cross-border Islamic financial transactions normally choose English
law as the basis to their contractual documents, or the law of another country
like Malaysia, instead of Shari’ah.*

As a consequence, when disputes occur and parties choose litigation (reso-
lution of disputes through the courts), the courts of those countries are more
likely to treat the Islamic finance transaction as a conventional contract and
apply domestic conventional law thereby neglecting the Shari’ah underlying
nature of the transaction.’ An examination of English and Malaysian cases
involving Islamic finance matters shows that the courts are not well-equipped to
adjudicate Shari’ah aspects of the Islamic finance contracts.

This deficiency in litigation has led to debate about whether litigation through
the court system or some form of alternative dispute resolution (ADRs)
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mechanism should be the preferred process for dispute settlement in Islamic
finance.’ A number of studies have shown that Islamic financial institutions have
generally favoured litigation over ADRs when attempting to resolve disputes.” In
recent years, however, there has been a move in Islamic finance towards the use
of alternative dispute resolution mechanisms, especially arbitration. It has been
claimed that arbitration and mediation, which have a strong basis in Islamic jur-
isprudence, have an advantage over litigation as they promote settlement of dis-
putes speedily and discreetly.® Some proponents of arbitrations have gone further
and suggested that arbitration clauses should be made mandatory in Islamic
finance agreements.’

This recent trend raises an important question: are there viable alternatives
that can be used to resolve disputes in Islamic finance whilst maintaining the
fundamental basis of Shari’ah both in principle and contract? This volume
addresses this weakness in the literature and key research gap by exploring
alternative dispute resolution mechanisms that could serve to resolve disputes in
Islamic finance in a more appropriate way.

Alternative dispute resolution mechanisms

As with all forms of contractual agreements disputes between the parties will,
from time to time, occur. There are a number of mechanisms that can be used to
resolve such disputes which lead to the question: can products offered by the
IFIs withstand the test of time and remain Shari’ah compliant even after the dis-
putes have been resolved? If the contracting parties have chosen an appropriate
Shari’ah compliant dispute resolution mechanism, an Islamic finance product is
likely to remain Shari’ah compliant. Therefore, it is important to have an
effective and appropriate dispute resolution mechanism in Islamic finance, which
not only upholds the intentions of the parties as evidenced by their agreement
but also recognizes and enforces the Shari’ah underlying nature of the Islamic
finance transaction.

There is at present an on-going debate as to whether litigation or alternative
dispute resolution mechanisms, such as arbitration or mediation, is more
effective in the settlement of Islamic finance disputes. A variety of ADRs are
available, although the most common are conciliation, mediation and arbitration.
Conciliation involves an impartial third party directing negotiations to assist the
parties to reach a mutually acceptable agreement. Mediation is a similar dispute
settling method to conciliation (often used interchangeably) and involves an
impartial and independent third party facilitating dialogue to assist the parties to
reach a mutually acceptable agreement. Both these approaches are less adversar-
ial than litigation or arbitration and have a clear focus on the actual outcomes.
Mediation is different to conciliation in that whilst it has a similar aim its focus
is on process and encouraging the parties to articulate their own interests, prior-
ities, needs and wishes to each other.

Arbitration is a more formal process than conciliation or mediation and aims
to settle the dispute through the parties presenting their case to an independent,
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qualified third party (or a panel). The arbitrator can be chosen by the parties.
This ADR has many variants, such a final-offer arbitration, and involves the
arbitrator or panel of arbitrators handing down a decision (often referred to as an
award), which can be binding or non-binding. The dispute is considered settled
with the final decision, although in some cases, depending on the particular
system or prior agreement between the parties, a decision can be appealed.
Arbitration decisions usually remain private and conciliation or mediation can
serve as a useful prelude to arbitration.

In contrast to these mechanisms, litigation is a contested proceeding where a
party files a lawsuit against another party. It can be costly, usually slower and
often with the power balance between the parties unequal. The general aim of
litigation is to declare a winner rather than to resolve the disputes or address
what is perceived as an inequity. Litigation does however, allow for full dis-
covery, gaining and/or enforcing interlocutory measures against a party, legal
enforcement of the decision, and a formal appeals process. Litigation also leads
to a public body of consistent decisions that can be used as precedence in future
similar disputes.

Key objectives and research approach

The book has four major objectives that underpin the analysis of the questions
and the countries explored. First, to increase the awareness of dispute resolution
mechanisms and infrastructure available for effective resolution of Islamic
finance disputes. Second, to enable proponents and opponents of litigation and
ADRs in Islamic finance to present their arguments in an appropriate manner.
Third, to enable the participants from industry, the judiciary, and academia to
learn from the presented views. Fourth, to suggest to the related bodies and gov-
ernment agencies reform of the existing laws and policies, where considered
necessary.
These objectives lead to the following questions:

e What are the appropriate ways to settle disputes in Islamic finance and do
such approaches vary depending on context and issue?

e What basis in Islamic law exists to support the various dispute settling pro-
cesses and what are the arguments against the adoption of such processes?

*  How ready are Islamic financial institutions to reconsider the ways they cur-
rently use to resolve disputes?

» s there a strong argument, based on Islamic law, for the reform of existing
laws and policies governing the way disputes can be, or should be, settled?

Further questions that the book will address are provided in the discussion of the
case study countries in the following section.
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The case study jurisdictions

To answer these questions the monograph will focus on five countries specifi-
cally chosen to provide a contrast in context and in the significance of Islamic
finance. The first two countries, the United Kingdom (UK) and the United States
of America (US), are large, industrialized economies. They are both secular soci-
eties and have a legal framework that represents such secularity. Islamic finance
is not a major financial actor at the present time in either of these countries. They
have been included, however, due to the large number of international Islamic
financial transactions taking place in both jurisdictions and that many financial
contracts have a clause relating to settlement under the prevailing secular laws of
these countries. The last three countries, Malaysia, Saudi Arabia and the United
Arab Emirates (UAE), are smaller and developing economies, although they
have some of the largest Islamic financial providers. All three are Islamic coun-
tries'” that subscribe to Islamic law and have strong Islamic banking institutions
as can be seen by their top five rating on the Islamic Finance development Index.
This is particularly the case with Malaysia which is arguably the most advanced
jurisdiction in Islamic finance. Details are presented in Table 1.1.

The UK’s and US’s laws and courts tend to be the most popular choice
among the parties in international Islamic transactions. The Islamic finance cases
decided in both jurisdictions lead to the conclusion that the courts are not pre-
pared or well equipped to recognize and enforce Shari’ah aspects of an Islamic
finance agreement. As a result, the courts, through the adjudication process,
inadvertently transform an Islamic finance transaction into a conventional one.

Table 1.1 Selected data for case study countries

Country Population  GDP (US$) Islamic vs Penetration of IFDI Index
2017 2016 Secular State®  Islamic Score’
(millions)'  (trillions)? Finance (%)*

UK 66.2 2,650.9 Secular 1.0 13.54

USA 3245 18,624.5 Secular <1.0 3.21

Malaysia 31.6 296.5 Islamic 23.8 128.87

Saudi Arabia 329 646.4 Islamic 51.1 50.43

UAE 9.4 348.7 Islamic 19.6 64.18

Sources: 1 United Nations, ‘“World Population Prospects (2017 Revision), 2017’ https://esa.un.org/
unpd/wpp/publications/Files/WPP2017 KeyFindings.pdf accessed 16 June 2018. 2 World Bank,
World Bank National Accounts data and OECD National Accounts data files, 2016 https:/data.
worldbank.org/indicator/NY.GDP.MKTP.CD accessed 16 June 2018. 3 A secular state is a country
whose laws and institutions are not connected to any particular spiritual or religious doctrine (for
further details see the Oxford Dictionary). 4 Islamic Financial Services Board, ‘Islamic Financial
Services Industry Stability Report 2017°, Islamic Financial Services Board, Kuala Lumpur, pp. 8-9.
5 ICD-Thomson Reuters, ‘Islamic Finance Development Report 2017, Thomson Reuters and Islamic
Corporation for the Development of the Private Sector, available at https://islamicbankers.files.word
press.com/2017/12/icd-thomson-reuters-islamic-finance-development-report-2017.pdf accessed 17
June 2018. This index covers five criteria: Quantitative development, knowledge, governance, corpo-
rate social responsibility, awareness. Malaysia is currently ranked number 1, whilst Saudi Arabia and
UAE are in the top five globally.
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The situation seems to be different in arbitration. Arbitration legislations in both
countries are accommodative of Shari’ah principles involved in Islamic finance
transactions. This monograph will investigate the above claims and will address
the question as to whether the above jurisdictions are appropriate forums for the
settlement of Islamic finance disputes.

Malaysia has, arguably, the most advanced laws on Islamic finance anywhere
in the world. Malaysian courts are experienced in dealing with Islamic finance
cases. The Malaysian dispute resolution mechanism for Islamic finance cases is
unique in the sense that the courts are obliged to refer Shari’ah aspects of the
agreement to the Shari’ah Advisory Council of either the Central Bank or the
Securities Commission for ascertainment and ruling.'" The legislative provisions
allowing for this, however, have been under attack recently. The Federal Court
decision, in 2017, in Semenyih Jaya Sdn Bhd v Pentadbir Tanah Daerah Hulu
Langat emphasized that the judicial power of the court can only reside in the
judiciary and provision of a federal law which usurp the judicial power of the
court are unconstitutional. This monograph will assess the suitability and effec-
tiveness of the Malaysian dispute resolution mechanism for Islamic finance. It
will also investigate the constitutionality of the impugned legislative provisions
in the light of the recent Federal Court decision. Malaysia is home to the Asian
International Arbitration Centre (AIAC),"”” which has recently passed AIAC
i-Arbitration Rules 2017, which is the first of its kind anywhere in the world.
The monograph will thus explore the rules and prospects of AIAC being used in
local and international Islamic finance disputes.

The Middle East, in this case represented by Saudi Arabia and the United
Arab Emirates, being a key centre and the main generator for Islamic finance, is
the final part of the analysis of alternative dispute resolution mechanisms in
Islamic finance. In most of international Islamic finance disputes, either both or
at least one of the parties involved is based in the Middle East. Interestingly, the
parties originating from these countries rarely submit their disputes for adjudica-
tion to the courts of their respective states. Neither do they have the law of their
states identified as the governing law of their contracts. Are their national legal
systems, which often comply with Shari’ah and, in some cases based on
Shari’ah, inferior to the English common law legal system? This monograph
investigates if and why is this the case? These two countries also host a number
of international arbitration centres for Islamic finance disputes. The take-up rate
by the disputing parties, however, appears to be low. The reasons for that being
so will also be considered in this monograph.

Structure and framework

The monograph is broken into nine chapters. The introductory chapter provides
a framework for the book and the key questions to be addressed. This chapter is
followed by two underpinning chapters that discuss the choice of law (national
versus Shari’ah) and the prevailing dispute resolution mechanisms that are cur-
rently used in Islamic finance. These chapters are then followed by the five
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country specific chapters that follow a standard format that is designed to assist
the reader to compare and contrast the approach adopted in each country. Each
of these chapters will outline the legal framework in the particular country, the
approach of the courts, the use of arbitration and other forms of ADRs, as well
as addressing the particular questions relating to individual countries referred to
in the previous section. A short conclusion, presenting the overall findings and
answers to the core questions completes the monograph. In doing so the chapter
will make an assessment of the role and effectiveness of the available dispute
resolutions mechanisms available to settle Islamic finance disputes.

Conclusion

This book will explore the strengths and weaknesses of both litigation and
alternative disputes resolution mechanisms and assess their appropriateness in
the context of Islamic finance. Resolving disputes arising in Islamic finance can
present major challenges to the parties especially when litigation is utilized.
Whilst this may present fewer difficulties in Islamic countries, even then differ-
ences in the application of Shari’ah, in maintaining the intention of the parties
and various approaches of national laws can create major obstacles. This mono-
graph explores the various approaches currently adopted and suggests that one
possibility is to move away from a reliance on litigation and adopt alternative
dispute resolution procedures such as mediation and arbitration. This contention
is discussed in relation to five jurisdictions namely the UK, USA, Malaysia,
Saudi Arabia and the UAE.

Each of the five case study chapters will address the four key questions listed
earlier in this chapter as well as the questions raised concerning each particular
country. Whilst there will be unique characteristics underpinning dispute reso-
lution in the various countries, there will also be some common characteristics
which will inform explanations of the way Islamic finance disputes can be
resolved. Generally, disputes in Islamic finance are more difficult to resolve due
to the need to ensure Shari’ah principles are maintained and given due recogni-
tion by secular courts. Nevertheless, the aim of the book is to openly discuss the
advantages and disadvantages of various forms of dispute resolution, and by so
doing raise awareness of the key issues that serve to achieve or prevent effective
dispute resolution. By understanding the problem more clearly and raising
awareness of these issues among the key stakeholders will, we hope, lead to
appropriate suggestions for the reform of existing laws and policies.

Notes

1 International Monetary Fund, ‘Islamic Finance and the Role of the IMF’ (Inter-
national Monetary Fund, February 2017 www.imf.org/external/themes/islamicfnance
accessed 14 June 2018.

2 Islamic Financial Services Board, ‘Islamic Financial Services Industry Stability
Report’ (Islamic Financial Services Board, 2018) www.ifsb.org/docs/IFS1%20
Stability%20Report%202016%20(final).pdf accessed 15 June 2018.
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